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- TAX REDUCTION PROPOSALS

WEDNESDAY, MAY 13, 1981

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, D.C.

The committee met, pursuant to notice, at 10:43 a.m., in room
2221, Dirksen Senate Office Building, Hon. Robert J. Dole (chair-
man) presiding.

Present: Senators Dole, Armstrong, Packwood, Roth, Danforth,
Heinz, Symms, Grassley, Long, Bentsen, Bradley, Moymhan,
Baucus, Boren, Chafee, and Mitchell.

[The press release and the opening statements of Senators Roth,
Wallop, Grassley, Symms, and Chafee follow:]

[Press Release No. 81-121)

FiNANCE COMMITTEE ANNOUNCES HEARINGS ON ADMINISTRATION’S TaAx RepucrioN
PRroPOSALS

The Honorable Robert J. Dole (R. Kans.), Chairman of the Committee on Finance,
announced today on May 13, 14, 19, 20, and 21 the Committee will hold hearings on
the tax reduction proposals in the administration’s program for economic recovery.

Secretary of the Treasury Donald T. Regan will testify on May 13. The Committee
will receive testimony from various invited expert witnesses and other representa-
tives of the public on the remaining four scheduled dates.

The hearings will begin at 10:00 a.m. each day in Room 2221 of the Dirksen
Senate Office Building.

The Chairman noted that the Committee had already received testimony on the
spendin g reduction proposals contained in the administration’s program and reem-
phasized that any spending reductions must be accompanied by substantial tax
relief to encourage economic recovery and long-term growth. “Although there may
be differences of opinion among Committee Members on some of the specifics of a
tax cut, I think that 1 can say with confidence that the Committee continues to
support a broad-based tax reduction for individuals and business. The administra-
tion's program may provide a unique opportunity to restructure our economy and 1
look forward to receiving testimony on the tax portion of that program.

Requests to Testify.—Witnesses who desire to testify at these hearings must
submit a written request to Robert E. Lighthizer, Chief Counsel, Committee on
Finance, Room 2227, %1rksen Senate Office Building, Washington, D.C. 20510, to be
received no later than noon on May 7, 1981. Witnesses will be notifed as soon as
practicable thereafter whether it has been possible to schedule them to present oral
testimony. If for some reason a witness is unable to appear at the time scheduled,
he may file a written statement for the record in lieu of the personal appearance. In
such kn';‘]ase a witness should notify the Committee of his inability to appear as soon as
possible.

Consolidated testimony.—The Chairman urged all witnesses who have a common
position or who have the same general interest to consolidate their testimony and
designate a single spokesman to present their common viewpoint orally to the
Committee. The procedure will enagle the Committee to receive a wider expression
of views than it might otherwise obtain. The Chairman urged that all witnesses
exert a maximum effort to consolidate and coordinate their statements.

Legislative Reorganization Act.—The Chairman stated that the Legislative Reor-
ganization Act of 1946, as amended, requires all witnesses appearing before the
Committees of Congress, “to file in advance written statements of the proposed
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testimony, and to limit their oral presentations to brief summaries of their argu-
ment.”’

Witnesses scheduled to testify should comply with the following rules:

(1) All witnesses must submit written statements of their testimony.

(2) Written statements must be typed on letter-size gaper (not legal size) and at
100 copies rnust be delivered not later than noon of the day before the witness is
scheduled to appear. '

(3) All witnesses must include with their written statement a summary of the
principal points included in the statement.

(4) Witnesses should not read their written statements to the Committee, but
ought instead to confine their oral presentations to a summary of the points includ-
ed in the statement.

(5) Not more than five minutes will be allowed for the oral summary.

Written statements.—Witnesses who are not scheduled to make an oral presenta-
tion, and others who desire to present their views to the Committee, are urged to
prepare a written statement for submission and inclusion in the printed record of
the hearings. These written statements should be typewritten, not more than 25
double-éﬂaced pages in length, and mailed with five (5) copies to Robert E. Light-
hizer, Chief Counsel, Committee on Finance, Room 2227, Dirksen Senate Office
Building, Washington, D.C. 20510, not later than Thursday, May 28, 1981.

StaTEMENT oF WiLLiaM V. RorH, Jr., U.S. SENATOR

Mr. Chairman, today the Committee on Finance begins 5 days of hearings on the
President’s tax reduction program. In my judgment these hearings will develop a
sound foundation for the enactment of the most far-reaching tax-reduction program
since the Kennedy tax cuts of the early 1960’s. ‘

Today, working men and women are being taxed at unprecedented rates on each
dollar they earn. The inevitable results of penalizing additional effort are higher
absenteeism, a refusal to work overtime and a surging underground economy.

Next year, 1982, the tax burden of the working men and women of this country
will increase by $52 billion. This includes an increase of $22 billion in social security
payroll taxes and $30 billion due to inflation or “bracket creep.”

nless tax rates are reduced and the growth of Federal spending is restrained,
the economy faces continued inflation and recession. The high rates of taxation now
imposed on the American people are strangling economic growth, choking off pri-
vate initiative, pushing up prices, and retarding the savings and investment needed
to increase productivity and create new diobs. The Reagan tax cut proposal will
reduce the tax drag on the economy and increase the incentives to work, save,
invest, and produce.

Thé President has proposed a tax cut for all Americans. He has proposed an
economilc recovery program to deal with the many problems facing our Nation and
its people.

he American people are concerned with high interest rates. They are concerned
with the very high rate of inflation. They are concerned about unemployment. In
response to these concerns, the President is trying to put in place policies that will
rovide an environment of growth that will once again enable the United States to
e a world leader.

In this regard I think it must be recognized that the United States is no longer
competitive in world markets. One of the reasons that we are not competitive in
world markets is that our chief competition abroad, the Japanese and West Ger-
mans, are replacing their plants at a much more rapid rate than are we. They are
able to do so because their people save far greater than we do and in the case of the
Japanese are taxed far less than we are.

The fact is that Federal revenue will grow roughly from $500 billion to $1 trillion
by 1985 because of inflation or bracket creep and because of increases built into the
social security program. The fact is that every American, particularly the typical
working American, year in and year out has faced substantiall{ increased taxes.

The typical American family of four that in 1976 earned roughly $16,000 because
of the failure in the past to create an environment of growth must earn something
like $25,000 or $26,000 to have the same purchasing power, buy the same food, the
same clothing, and the same shelter.

However, because of bracket creep and the other taxes that the family of four
finds their taxes have increased $1,400 during the last 4 years, which means that
even if they are lucky enough to get the cost-of-living increases that purportedly
keep them even they find that their standard of living has declined.

The future will also be bleak unless something is done now. It has been predicted
that in the next 4 years that same family will have to make roughly $35,000 to
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$36,000 to have the same purchasing power it has today at $25,000 to $26,000. It also
means that they face a tax increase of $3,500. Their typical tax bill will jump from
$4,600 to $8,000.

Mr. Chairman, last week we celebrated tax freedom day. What does tax freedom
day mean? It means that on May 10 of this year, the tygical American family
worker began working for himself. Every dollar he or she had earned up to then

oes to Government at one level or another. It is this kind of problem the President
is trying to attack. He is trying to put in some long-term programs that will create
an environment of growth.

I, for one, believe the time has come when we make certain that we decrease the
growth of Government and that we begin recognizing the plight of the working
people of America.

I, for one, believe that it is important to tell the American people now that they
vﬁ'i}l have a tax reduction 3 years in a row of the kind proposed by President

eagan.

I would point out that if we do not do this, the typical American familf' faces a 76-
percent increase in taxes and even after the Reagan proposal, will still face a 42-
percent increase.

The President’s program is an attempt to let the working people of this country
keep more of their money, an attempt to offset the tax increases built into the
current system, and for these reasons I believe it is imperitive that the Congress
take favorable a.tion on the program as swiftly as possible.

Thank you Mr Chairman.
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STATEMENT OF SENATOR MaALcoLM WALLOP

Mr. Chairman, the committee has an opportunity to review pending tax reduction
proposals, and an obligation to act on a package of tax reductions for individuals
and business that promises increased economic growth and employment, with lower
inflation. There are many tax proposals that will be reviewed by this committee in
the days ahead, each of which will promise some combination of benefits to the
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taxpayer and the econom!y. There are proposals that stimulate savings, and invest-
ment, while other bills offer increased employment or more equitable treatment for
certain classes of taxpayers.

Nearly all of these proposals have merit, but there is only one proposal that has
the unique characteristic of being comprehensive and having a clear mandate of
support from the people. The President’s Program for Economic Recovery provides a
comprehensive blueprint for tax reduction for individuals and business. By reducin
marginal income tax rates for all taxpayers, the President’s income tax package wi
not only restore the incentive to work, but it will provide an incentive at the margin
to both save and invest. ‘An important change that I will propose during this
committee’s consideration of the tax cut package is an immediate reduction in the
taxation of so-called unearned income. By reducing the maximum tax from 70
percent to 50 percent we can move billions of dolla1r3 out of sterile tax shelters into
more productive investments. I would urge my colleagues to consider the economic
benefits that would accrue to the nation if we remove this harsh disincentive to
invest. The Accelerated Cost Recovery Program 'Frovides new incentives for econom-
ic productivity and sustained economic growth. The President’s depreciation propos-
als offer new incentives for investment, and they will provide a degree of simplicity
in the depreciation schedules that will benefit small business.

Our consideration of tax proposals are always torn between the principles of
equity and efficiency. The Finance Committee must sometimes weigh what is a fair
proposal for all income classes as opposed to what tax changes will be most efficient
In generating widespread prosperity. My view is that the President has been able to
merge to two objectives of achieving fairness and efficiency through his comprehen-
Is)ive_ program of across the board cuts for individuals, and investment incentives for

usiness.

I have great doubts that this committee, in all its wisdom, will be able to develop
a more equitable, or effective program for putting this nation’s economy back in
order. During the days ahead this committee will have an opportunity to consider
other proposals to cure our economic woes, but our central question should not be
whether these proposals are positive or equitable, our question should be whether
these various tax proposals are more effective or equitable than the President’s
comprehensive Program for Economic Recovery. Although I am committed to kee;)
in% my mind open to all proposals, at this stage of the Finance Committee's
deliberations, the President’s tax program has my full support. '

OPENING STATEMENT OF SENATOR GRASSLEY

These hearings on the Reagan Administration’s tax plan mark the beginning of a
new era for American taxpayers. The package progosed by the Administration has
the dual goals of promoting economic growth and controlling runaway inflation.
This bold plan exemplifies the President’s commitment to allow each American to
retain a greater percentage of his or her income. Americans should be given the
opportunity to retain some of their earnings and to select the investment the
prefer for these earnings. Many commentators have suggested that Americans will
not save any of the money they retain if these tax cuts are enacted. This assump-
tion does not give the American people much credit. The vast majority of my mail
expresses concern with the low amount of savings in the United States and urges
the Congress to pass larger savings exclusions and increase the limits on Individual
Retirement Accounts. Americans are anxious to save, but past federal policies which
have led to double-digit inflation have not been conducive to inspiring people to
save. If we in Congress can control inflation, I am certain Americans would be
anxious to save more.

Critics of the Roth-Kemp tax plan have hailed it as inflationary. No one has ever
iven me a good reason why its more inflationary for the federal government to
eep and spend each taxpayer’s money than it is for the taxpayer to have that
privilege. Seasoned politicians have said that they would prefer to give a tax cut for
one year at a time, because it makes such a favorable impact on constituents.
Having just moved to the Senate from the other body, I can understand and
sympathize with the desire of my colleagues to enact a tax cut at least every two
ﬁgars. Nevertheless, the serious economic condition of our nation requires we look

yond our own narrow interests. I believe a three-year tax reduction plan provides
an important degree of certainty which is necessary for the major task of rebuilding
our economy. ’

The President’s depreciation proposals are also an important component of this
rebuilding process. One of the major ingredients of increased productivity is the age
of an industry’s physical plant. The Reagan proposal will provide an inducement to
industry to invest in a more productive America.



5

For these reasons, I support the President’s plan. I would like to thank Senator
Dole for beginning work on this measure so quickly, and I am grateful to be part of
this important initiative,

STATEMENT oF HON. STEVEN D. Symms

Good morning. It is a pleasure to have you here this morning Mr. Secretary to
begin the process of implementing the historic changes in economic policy that the
President has recommended, and which many of us have supported for many years.

In the past, it has seemed that our tax system has tried to compensate, on a
piecemeal basis, for the flaws in the system, it has tried to redistribute income, and
at the same time, has tried to use the tax structure to facilitate the functioning of
the economy.

President Reagan has taken a lonf-term approach toward solving our economic
problems which is essential to any plan intending to create an environment which
18 productive and stable. The President has recognized that the priority and purpose
of our tax policy should be to facilitate the functioning of our economy by altering
the incentives for individuals and corporations in the system and rely on the
market to direct the funds to their highest use.

The Reagan program for economic recovery will lead to lower inflation, faster
economic growth, lower unemployment, increased productivity and the restoration
of hope for a better future for all Americans.

Each part of the economic recovery program has been carefully crafted and
reinforces the effects of other policies in the program. The President’s tax proposals
for individuals and for businesses are an essential part of the economic program.
They are not inflationary because they are not going to be financed by inflationary
money creation. The tax reductions will be more than paid for by spending reduc-
tions, additional revenues from economic growth, and higher levels of private sav-
ings and investment.

am deeply committed to the passage of the President’s tax proposals because in
my opinion, the tax package is essential to the success of the entire program. The
successful implementation of the President’s tax package will signal a victory, not
just for the President and his Administration, but for every taxpaying American
citizen.

STATEMENT BY SENATOR JOHN H. CHAFEE

We are fortunate to have Secretary R\:,gan here this morning to discuss tax policy
with the Senate Finance Committee. We have spent the last few weeks making
tough decisions on budget cuts, and it appears our deliberations over tax cuts may
be even more difficult. Nevertheless, the President’s economic goals, which I sup-
por:),I cannot be accomplished without dealing directly with both our tax and budget
problems.

I have one serious concern with the Administration’s tax package, and this is a
major point I want the Secretary to take home with him.

It is this: we must enact a substantial tax incentive for individual savers to
accompany any reductions in marginal tax rates. If necessary, and I think it

robably is, the rate reduction should be trimmed to accommodate the revenue loss
rom a targeted savings incentive.

I am sure the Secretary will hear this theme echoed by many Members of
Congress, and he may ask why. -

It is simply because there is no evidence, historical or otherwise, to indicate that a
reduction in tax rates will result in a dramatic increase in personal savings during
a period of double-digit inflation. In fact, the most ardent proponents of the Reagan-
Roth-Kemp plan point out that a three-year, 30 percent rate reduction will barely
keep most taxpayers in the same tax bracket they are in today. Inflation will negate
any real changes in marginal rates and much of the incentive to increase saving.

his is not an argument against major tax rate cuts during the next three years.
If anything, it is a case in their favor, but it is also a case for additional tax
incentives targeted toward increasing long-term saving.

As Chairman of the Subcommittee on Savings, Pensions and Investment Policy, 1
have seen that supplg'-siders and supply-side skeptics alike can agree on one thing:
personal saving in the United States 1s much too low, and it is among our most
serious economic problems. Savings dropped to 4.7 percent of personal income
during the first quarter this year. With the pressure to borrow still running strong,
we are again watching the prime interest rate climb toward 20 percent.
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It would be unwise, I believe, to allow enactment of a tax cut as large as that
pr?iposed by the Administration without some assurance that it will increase saving
and give us a real supply effect. Let us take a common sense approach.

Basically, what I l‘:propose is to make the Individual Retirement Account, or IRA
system, universal. Every American with earned income, even government workers
and those with existing pension plans, should be allowed to open an IRA and take a
tax deduction of up to $2,000 a year for contributions to his or her account.
Alternatively, the same deduction should also be permitted for additional voluntary
contributions to a pension plan.

Professor Michael Boskin of Stanford University has analyzed this proposal and
has estimated it would stimulate $28 billion in new long-term savings in 1981 alone.

If adopted, a universal JRA sg'stem would provide an immediate incentive for
savings. In the long run, it would ease the financial strain of retirement years in a
time of growing pressure on the Social Security System. Widespread use of IRAs
would generate new assets for savings and loan associations, barks and credit
unions, in turn, would mean more funds not only for industrial expansion and
modernization, for also for home construction.

Emerson once observed that “nothing astonishes men so much as common sense
and plain dealing.” I propose that Congress astonish our citizenry and commit this
act of common sense.

The CHAIRMAN. The committee will come to order.
This is our first opportunity in the committee to formally review
the administration’s tax plan.

- I would just say we have heard much about it, read much about
it. There has been a lot-of rhetoric over the weekend over what it
may contain. As far as I can detect, there hasn’t been any change
in position. We will let that for the Secretary to define.

here is no doubt about areas of agreement in this committee. I
think almost everyone believes we should have substantial tax
reduction. Most everyone believes the taxes take too much income
from American taxpayers. There are wide areas of agreement, I
think, on the business side of the President’s proposal.

There are some minor disagreements in the 10-10-10 proposal
and the multiyear proposal. I say minor, based on maybe 50-50
support in the committee.

ut, these are areas that can be addressed and I think will be
addressed the next 30 days. I know you are here to tell us, not us
to tell you.

So, I will ask that my statement be made a part of the record.

[Senator Dole’s statement follows:]

STATEMENT OF SENATOR DoLE

We are pleased to welcome Donald T. Regan, the Secretary of the Treasury, to
begin this Committee’s hearin%s on the tax aspects of the Reagan Administration
Economic Recovery Program. I know that the members of this Committee have
many questions for the Secretary, and I appreciate his setting aside this time to
respond to our concerns.

his is the first opportunity the Finance Committee has had to formally review
the Administration tax plan. I believe we are all familiar with the arguments the
. Administration has made for its proposal, and there may be some disagreement on

just how we ought to proceed. But there are some things we can all agree on, and I
think they ought to be pointed out as we begin the deliberations that should lead to
major tax legislation this year.

THE SCOPE OF THE PROBLEM

The first thing we all must acknowledge is the unprecedented growth of the tax
burden in recent years: A growth trend that will continue unless we act promptly to
out taxes at all income levels for both individuals and businesses. The combination
of higher payroll taxes for social security, inflation-induced bracket creep, and new
taxes such as the Windfall Profit Tax, has raised the Federal tax burden to an
unprecedented peacetime level of 214 percent of the Gross National Product. With-
out action by this Congress to reduce taxes, and even making optimistic inflation
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assumptions, this tax burden will rise to 23 percent of GNP by 1984. The economy

cannot tolerate such a high level of taxation and still sustain a reasonable level of

E;owth. It is our job to make certain that taxes never rise to that level—and I
lieve we will do so.

The size of the aggregate tax burden is only part of the problem. The growth of
the private sector is indeed constrained when so much of our wealth is absorbed by
taxes. But the distortions caused by the combination of taxes and inflation further
damage the economy by destroying incentives for productive growth. Excessively
high marginal tax rates undermine individual work, savings, and investment. Tax-
ation of illusory capital “gains” induced by inflation inhibits capital formation,
particularly for new and innovative enterprises. In addition depreciation allowances
that do not take account of inflated replacement costs inhibit new investment in
plant and equipment. The result is a stagnant and unresponsive economy.

ECONOMIC RECOVERY PROGRAM

To its credit, the Reagan Administration seeks to tackle these problems head-on.
Under the tax bill submitted to Congress by the Administration, individual tax
rates would be reduced by 30 percent over a three-year period. As a partial conse-
quence of this change, the maximum tax rate on capital gains effectively would be
reduced to 20 percent. In addition, the maximum tax rate on so-called unearned
income would drop from 70 percent to 50 percent. To boost job-creating new invest-
. ment, the Administration proposes an accelerated cost recovery system to allow
business to depreciate new investments in plant and equipment 1n a more realistic
fashion, notwithstanding the ravages of inflation.

There is disagreement over some features of the President’s tax plan, and there
should be a debate over these issues. There will be a debate in this Committee. But
before that debate begins, let us consider how far we have already come toward
reaching a consensus. First, I believe we agree that significant individual rate
reductions are needed. The President proposes them, and the distinguished Chair- -
man of the House Ways and Means Committee includes them in his own tax
proposal. Last year. the Finance Committee approved a major tax reduction bill
that would have made substantial reductions in marginal tax rates. So there is a
basic agreement on this issue. 3

Secondly, there is a consensus on the need to drastically change depreciation
schedules for tax purposes. Again, the Ways and Means and Finance Committees
both have indicated their support for such a change, along with the President. We
will have to work out the details of how different classes of investment are treated
and how to phase in the changes, but we will be working from substantial areas of
agreement.

There are other changes that could be cited where there appears to be widespread
agreement, including cutting capital gains rates and reducing the maximum tax
rate on unearned income. But the conclusion is inescapable that there is now more
agreement than disagreement over the direction tax policy must take.

THE NEXT STEP

Of course, substantial points of dispute remain. Among other things, we have to
determine how much tax reduction we ought to commit ourselves to now for future
years. The Administration wants three consecutive years of individual rate reduc-
tions, while at last report Chairman Rostenkowski was holding firm for a one-year
cut only. The advantage of a multi-year cut is that it provides individuals with
greater certainty of their prospective tax liabilities, and makes it less likely that
taxflation will obliterate the effects of whatever tax reduction we enact. A one-year
cut, of course, is the way we have proceeded in the past, and it would leave us more
options in the next two years. Maybe it is time we agreed to so limit some of our
options—that is a major question we will have to decide. Further tax changes over
the next few years would then require some offsetting revenue-raising measures and
some restructuring of the tax code. Maybe that is what we need, and I look forward
to hearing in detail the Administration’s views on this question.

APPROPRIATE CONTEXT FOR DECISIONMAKING

As we proceed with these hearings and subsequent markup of a tax bill, we
should at least resolve that the tax burden will not again be allowed to rise to such
unprecedented levels. The President has stated his commitment to stability in the
tax burden—it is a key element of this economic program. The president is also
committed to bringing down the rate of inflation as swiftly as possible. Whatever
action we take this year with respect to out-year tax reduction, we must understand
that we will have to follow through in future years to maintain restraint over both
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taxes and spending. Too often in the past Congress has abdicated control over tax
and fiscal policy to inflation, which automatically increases both revenues and
spending levels. That is no longer an acceptable way to proceed—the American
people have made that clear.

The problems of our economy, including the defects of our tax structure, are deep-
rooted and demand a new approach. They were not generated overnight, and the
will demand perseverance if they are to be resolved. If we keep those facts in mind,
we may find our decisions are less difficult to make. The Reagan Administraiton
. has made an extraordinary effort to set the terms of the debate over tax policy. As 1

have indicated, a remarkable degree of agreement has already been achxeved)., Soon
we will get down to specifics, and I welcome the counsel of Secretary Regan as to
how we ought to proceed. -

The CHAIRMAN. Are there other members who——

Senator MoyNIHAN. I would like to put one in the record.

The CHAIRMAN. If you wculd like to make a statement, it oc-
curred to me we might do that, we will each have under the early
bird rule, 7 minutes, if somebody would like to make a statement
as part of that 7 minutes, it would not detain the Secretary.

But, I would like to recognize someone on the Democratic side.

Senator MoyNIHAN. Thank you, Mr. Chairman. I want to wel-
come my fellow New Yorker, the Secretary of the Treasury, and to
say we do very much hope to learn more today about the Presi-
dent’s tax legislation.

We fear that it is inflationary and we fear that this is the sense
in the public and currently in the financial markets. W2 fear there
is not enough emphasis on savings and investment. The adminis-
tration had the idea that with a huge cut in personal taxes we
would get an even larger return in taxes.

That explains the deficits i the budget that we now have and it
explains the ever daily increase in reductions in programs that we
could scarcely do without.

It was only a week ago, Mr. Secretary, in this committee in
response to the administration’s proposal that we abolished a sec-
tion of the Social Security Act which provides as a matter of
entitlement Federal assistance to orphans.

Now, we never heard about taking away from orphans in our
last campaign and we can’t imagine that you or anyone like you
wish to do it, but we feel you may be involved in an economic
policy that leaves you no options.

We hope to hear otherwise and certainly welcome you.

The CHAIRMAN. Mr. Secretary, if we might make one exception,
Senator Roth whose name is associated with the tax plan I under-
stand may have to leave to chair his own committee and would like
to make a brief statement at this time.

Senator RotH. Thank you. I would just like to make one observa-
tion, if I might this morning. Last Sunday was tax freedom day and
by tax freedom day we mean that it is the first day the typical
American worker begins to work for himself.

The past policies of ever growing government spending, of ever
increasing Federal taxes, this period has grown longer and longer.
As 1&'1 matter of fact, tax freedom day last year was over a week
earlier.

I think it is about time we recognize the plight of the working
people of America. The people who are paying the taxes. The
people who face substantially increased taxes if we don’t do some-
thing about it here this year.
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The typical American family of four faces an increase of 76
percent in their taxes. That is a jump from $4,500 to $8,000 if we
don’t adopt the long term kind of program President Reagan has
recommended.

I would point out that it is this President, that it is this adminis-
tration, that has recommended policies, long-term policies, to
create an environment of growth and that it is critically important
that the working people share in this growth pattern for America.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you. Secretary, as I understand you are
willing to stay until as late as maybe 1 o’cock or 1:30 if necessary.

Secretary REGAN. That is correct, Mr. Chairman. I will stay as
(liqng axsl the committee wishes to question me. I will be at your

isposal.

The CHAIRMAN. That would better accommodate your schedule
than having a break.

Secretary REGAN. It would be better than to break and then
return.

STATEMENT OF HON. DONALD T. REGAN, SECRETARY OF THE
 TREASURY

Secretary REGAN. Thank you, Mr. Chairman and members of the
committee. It is a pleasure to be here today to discuss with you the
- President’s tax program. This committee is quite aware of the need
for a program for economic recovery which will expand national
prosperity, enlarge national incomes and increase opportunities for
all Americans. Your response to the expenditure proposals of the
President has proved that it is possible for Congress to make the
difficult political choices needed to control spending. You have not
only moved with great courage, you have moved with great skill
and care. As you begin to make decisions on the tax aspects of the
President’s program I urge you to continue the process of putting
the economy back on the track to solid growth without inflation.

The central purpose of the President’s program is to restore
forward momentum to the American economy and to move it back
into a course of steady growth.

The program aims to achieve more rapid expansion of our pro-
duction capabilities as well as more efficient use of the capabilities
at our disposal.

The key to achieving this objective is to give the economy back to
the people. As the President has said repeatedly, the ultimate
source of strength of this society is its people. %Ve can restore
growth to our economy if we first restore to households and to
businesses their primary responsibility for decisionmaking and ini-
tiative.

The tax proposals which the President has presented and which I
want to discuss with you today, are an essential part of the total
economic program. We can reduce inflation through monetary
policy and cut expenditures through budget policy, but ultimately
it is the people who must restore growth through increased work,
savings, and investment. We must, therefore, adopt a tax policy
that reduces the tax barriers to their efforts. We must begin now
and we must not detour from that path over the long run. We must
reject the simplistic view that the way to get the economy moving
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is by pumping up consumption and by trying to fine tune aggregate
demand in the short run. We have too long been captives of this
view. Instead of shortrun stability and long-term progress, this
approach has given us soaring inflation and inadequate long-term
growth and productivity, real wages, employment, and output.

Individual tax burdens have been increasing steadily for some
time now and individuals have been pushed into higher and higher
marginal tax brackets. A family of four with a median income—
about $25,000 in 1980—faced a marginal rate of 17 percent in 1965,
but now faces a 28-percent rate. For a family of four with twice the
median income the marginal rate is almost twice that of 1965: 43
percent now versus 22 percent then.

It is therefore vital that we act now to reduce marginal tax rates
by 30 percent. We would like to have these lower marginal tax
rates in place right now. This would make the benefits of increased

savings, investment, and work effort immediately available. How-
 ever, to facilitate the transition to a new lower tax structure, we
have decided to phase these rate cuts in by 1984. But it should be
emphasized that to attain the higher rates of growth in investment
and real output that we are seeking, a 30-percent cut in margmal
tax rates is absolutely necessary.

Only the full 30 percent, 3-year program announced and enacted
into law will enable the economy effectively to plan for the future.
It will produce immediate and beneficial responses by workers,
savers, and investors as they negotiate long-term contracts and
implement their long-term investment plans. It will enable both
the administration and the Congress to move on to address other
urgent national problems and other important tax issues. It will be
far more effective than a hesitant, year-by-year approach which
will leave the economy guessing as to whether the tax burden will
rise or fall.

In 1978, Congress passed a tax reduction bill that it claimed
would offset some of the impact of 1nflatlon on rising marginal
rates. In fact, that law barely offset 1 year’s worth of tax increase
due to bracket creep and now 3 years later, we are again debating
whether we should merely offset another year or two’s worth of tax
increases due to bracket creep. This type of approach has not
proven successful in preventing marginal rates from rising and 1
see no reason to believe that it would be successful this time.

It is not even clear under what conditions proponents of a single
year tax reduction would reduce taxes in future years. Some seem
to imply that they want even further tax increases as a weapon to
fight inflation if the economy does poorly. Others seem to imply
that if the economy does well, they would not want to lower taxes
for fear of rekindling inflation or increasing demand in an already
growing economy. In effect, this type of logic requires that there
always be tax increases unless there is both low inflation and low
growth—a condition which has not occurred for many years, as
high inflation and low growth have often accompanied each other.
Indeed, the resulting increases in tax rates have linked high infla-
ti(;ln and low growth in such a manner that each reinforces the
other.

Tax reductions should not be perceived as a vehicle for determin-
ing demand in the short run. The President has emphasized that
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his program for economic recovery is a long-term policy rather
than one that merely responds to cyclical movements. We simply
cannot continue to increase the disincentive to save and work by
raising marginal tax rates at the very same time that we are
attempting to restore economic progress by asking Americans to
increase their savings and their work effort.

Let me pose the problem of multiyear tax reductions in another
way. If we must adhere to a schedule of tax changes for the future,
why do we not adhere to one which calls for tax decreases rather
than tax increases? In the past there was a myth that as long as

.—the Internal Revenue Code was unchanged there was no tax in-
crease. This myth allowed increased expenditures to be appropri-
ated as if they were costless. Yet we all know that each of the
expenditures cost money, money that was raised through increases
in present taxes or future taxes. Imagine if you will, the revolution
that will take place when we adopt a budget in which tax rates are
not scheduled to increase over time. It will no longer be possible to
increase expenditures and pay for them through a hidden increase
in taxes. Adjustments from future budgets will be more honest. If
more is spert, it will be by raising taxes directly, not indirectly. I
believe that the Congress agrees with the President that we must
begin to operate in an environment in which the costs of govern-
mental action, as well as its benefits, are fully recognized.

The second part of the administration’s tax program, accelerated
cost recovery, will establish a new system for writing off the costs
of business investments. This provision will increase incentives to
invest, resulting in increased productivity and sustained economic
growth. In recent years, the real value of depreciation allowances
has been greatly eroded by inflation at the same time that the
country’s capital needs have become more urgent. Adoption of this
proposal will reduce, substantially, the burden of Federal income .
taxes on the returns to investment in both plant and equipment.

The accelerated cost recovery system will also reduce the burden
of accounting and tax planning for taxpayers and will remove
sources of dispute between taxpayers and the Federal Government.
This system will eliminate much of the complexity of depreciation
rules that have built up in layers over the years through changes
in law, regulations, and administrative practice. The proposed
system makes a clean break with most of the present recovery
provisions and yet, is built on familiar concepts and cost defini-
tions.

The new system will replace the present complex provisions for
determination of depreciation allowances. In the new system,
classes of capital assets are broad and well-defined; cost recovery

- periods and accounting rules are certain and standardized.

Thus, ACRS substitutes easily identified asset classes, each with
a st':agdard schedule of deductions to be taken over a fixed recovery
period.

Combined with individual rate reductions, accelerated cost recov-
ery will provide the conditions for increased capital formation
needed to provide jobs and improve the U.S. competitive position in
world markets.

It has been urged that we balance the budget before proposing
‘and enacting tax reductions. This is not a realistic option. The
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budget deficit cannot be dealt with in isolation because it is the
economy’s poor performance that has helped unbalance the budget.
Unemployment automatically increases expenditures for income
support and inflation automatically raises outlays for index trans-
fer and entitlement payments. As President John F. Kennedy said
when he proposed his tax reduction program two decades ago:

Our true choice is not between tax reduction on the one hand and the avoidance
of large Federal deficits on the other. An economy hampered by restrictive tax rates

will never produce enough revenue to balance the budget, just as it will never
produce enough jobs or enough profits.

Some have suggested that a greater share of the total tax reduc-
tion should go to business firms since they make investment. How-
ever, the personal tax reductions are as important to investment as
are the business tax proposals. ACRS, alone, cannot finance the
investment gains that we must have to get employment, productiv-
ity, and real wages growing again. '

To be sure, ACRS will sharply lower the cost of plant and equip-
ment and will greatly increase the rate of return and the desire to
invest. But a large share of the money for that investment must
come from private savers, and individuals must be willing to work
and to learn needed skills. For that, personal tax rate reduction is
essential. .

The personal tax rate reductions the President has proposed are
the best thing that could happen to business. They automatically
reduce the capital gains tax rate for all taxpayers.

For top bracket individuals, they lower the maximum rate from
28 to 20 percent. They increase the rate of return on all forms of
taxable investment income. They are the primary vehicle for lower-
ing tax rates on millions of labor intensive small businesses. They
~ increase savings. They improve work attitudes, lower wage de-
mands and improve labor productivity. No business tax cut could
do more for business.

We also recognize that there are a large number of structural
tax matters that are of concern to this committee as well as to the
President. .

We are determined to provide constructive changes in this
regard. We are committed to a second bill and the President has -
pledged to join with you in seeking additional tax changes.

Nonetheless, we must urge that all other structural tax changes
of interest to Congress and the administration be taken up in a
second legislative effort. Our first job must be to expedite passage
of those tax changes proposed by the President that are focused
exclusively on moving the economy ahead in the long run. Adding
other structural changes, however worthwhile, to this tax package
will detract from the changes we believe are essential to restoring
noninflationary economic growth.

If the Congress decides to tack on these additional changes, there
is little doubt that this would require limiting the amount of indi-
vidual tax reduction. Thus, what Congress would give with one
hand, it would take away with the other. Limiting the rate reduc-
tions would increase the disincentive to save, invest, and work
relative to the President’s proposal. This result would be at odds
with the whole purpose of the President’s plan.
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Even some of the so-called saving incentive proposals are at odds
with the President’s program. There is a real danger in tending to
favor various proposals according to the label that has been at-
tached to each. As replacements for rate reductions, most of these
savings incentives would, in fact, afford little incentive to increase
savings; their principal effect would be merely to change the form
of savings.

The President’s tax program is specifically designed to increase
savings and investment in the economy by lowering the marginal
rate of tax on income and by allowing faster recovery of capital
costs. Per dollar of cost, the program is the best savings incentive
that Congress could adopt.

The President’s proposal has a number of advantages over most
types of savings incentive proposals. It avoids the problem of en-
couraging tax-deductible borrowing for the purpose of making in-
vestments in tax-preferred assets. Yet it does so in a manner that
provides a tax reduction for all taxpayers. It provides savings in-
centives without reducing the tax base. It -provides incentives at
the margin for individuals to save and invest. By applying to all
capital income, it does not generate tax savings for those individ-
uals who switched their savings from one asset or account to an-
other.

In conclusion, Mr. Chairman, it is clear that frequent policy
shifts in response to short-term economic changes are not the
solution to our problem. Indeed, they have been a major cause of
these problems. As a result of such policies, our Nation has come to
expect more inflation, more stagnation, more government growth,
and a more directionless economic policy.

It is essential that these expectations be changed. This cannot be
done without shortrun costs. Nevertheless, .an economic policy fo-
cusing on fundamental structural reform will restore long-term®
strength and prosperity. This can be accomplished only through a
consistent, stable set of policies maintained over a period of years.

I believe that the committee shares our view that individual
taxes should not continue to take a larger and larger share of
individual income and that depreciation allowances must be
changed to allow faster cost recovery. It is my hope, and that of the
President, that you will join the administration in seeking the
rapid adoption of the President’s tax program.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Mr. Secretary. If we operate our
committee under an early bird rule and we limit the first round to
7 minutes, if that does inconvenience a member on either side who
must be at another meeting we will be glad to make exceptions.

I think Senator Chafee hit the door first. I will go second, we hit
the door at the same time.

Senator CHAFEE. Mr. Chairman, can I just say since we seem to
have three parties on the Finance Committee these days—divided
between Democrats and Republicans and other groups that are not
here—1 will take their time.

The CHAIRMAN. They are coming back.

Senator CHAFEE. You would know, sir.

83-153 0 -~ 81 -~ 2
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The CHAIRMAN. There will be other members here sometime,
hopefully for the vote. We are not going to report the bell out
today, Mr. Secretary, so——

Secretary REGAN. I understand, Mr. Chairman.

The CHAIRMAN. We would like full discussion to balance the
week, maybe next week. That underscores, I think, some real con-
cern on both sides of this committee about the President’s proposal.
I have said, candidly, that as of now there is not enough support on
this committee for the proposal. There is not enough support if you
combine the support on both sides, the five of you, and I haven't

- done a total analysis.

I guess my questions would be broad in the first round. Is it
accurate to assume that the President intends to stick to the plan
that you have just discussed?

Secretary REGAN. That is an accurate statement, Mr. Chairman.
The President sees no need to change his program. He has pro-
posed it. He has brought it forth. It is a proposal that will, in our
judgment, effect the ends that he is seeking with his entire pack-
age. We have seen no other program that accomplishes the same
objectives and the President simply feels that—seeing nothing that
is any better—his program is the one that is up and the one he
wants to stick with.

The CHAIRMAN. Has there been any effort at this early stage,
and maybe it is too early, I think it is, to sort of prioritize the
multiyear? Is that the most important or is it the rate or is it the
accelerated recovery program? The multiyear, is that anything
over 1 year? Is that multiyear?

Secretary REGAN. It is very hard, Mr. Chairman, to pull this tax
package apart and say that if you do this piece of it this way and
that piece of it that way, that you will still get the same effects.
* What we feel is necessary is that it be multiyear. We are suggest-
ing, first of all, that the size of the tax cut is the first thing that is
desirable. The 30 percent is desirable, but we are practical people.
We know that that cannot be done in 1 year.

Therefore, we would suggest to you that it be spread over the 3-
year period as being the most logical.

Second, the tax cut has to be at the margin. If it is not at the
margin on the last dollar that is earned, we don’t think that it will
-have the same effect in producing incentives to produce more
savings, to get people to work longer, to work harder, to do the
little bit extra in order to earn the extra money.

Therefore, you have those three pieces—the size, the multiyear,
and a cut at the margin—that are essential to the individual
portion of this tax cut.

The CHAIRMAN. Then another question I think that concerns
many members on this committee and I think on the Ways and
Means Committee is reflected in the bill introduced or at least
discussed by the chairman of the Ways and Means Committee,
Congressman Rostenkowski.

I think you indicated, again today, that there will be a second
tax proposal and that it is accurate to infur from that all the
additions on the Ways and Means bill that has been discussed
would not be acceptable in the first package?
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Secretary REGAN. Now, let me make it clear at the outset, Mr.
Chairman, I have not seen Chairman Rostenkowski’s proposals. 1
have read them as reported in the press, but we at Treasury have
not taken those with any detail to examine them to see what their
cost might be, what the effect might be on revenues, and the like.
So I am in no position to discuss his proposals at this time.

The CHAIRMAN. But, on the general principal——

Secretary REGAN. But, on the general question, the President
recognizes your concern, he said this on the night of February 18,
when he delivered his message to the Congress.

He promised he would be back as soon as this first tax bill was
passed with proposals for a second bill. We at Treasury are cur-
rently working on those many items.

We will have—call it a shopping list or whatever you want to
call it—a list available for the President of many different things
that have been brought up by yourself as well as by other members
of this committee and other people regarding changes that should
be made in the tax code. We will have priced those out. We will
then fashion these into a second tax bill and present that bill to
this committee.

The CHAIRMAN. Would that be hopefully for action this year?

Secretary REGAN. Yes, sir, we would assume that if the Senate
sticks to the timetable that has been outlined, which is to have the
tax cuts on the President’s desk prior to the August recess, that we
would have that tax bill immediately upon your return from
recess. :

The CHAIRMAN. I think finally, how do we pay for the things we
would like to do in that second package?

Secretary REGAN. That is a good question, Mr. Chairman. That is
one item that we are now going to work on, now that wc have seen
the budgets that have been passed by both the House and the
Senate last night—to take a close look at what can be done.

Obviously there are such things in the tax expenditure field. I
know, although I have excused myself from it, that one of the
things the House is discussing right now is the so-called butterfly
spread and whether or not to close that so-called loophole.

The other things that are being looked at here is how to phase
some of these things in so that the initial impact is not as great as
it might be in the out years.

There are various ways that we can come up with now in order
to finance it as soon as we know what the second package will be.

The CHAIRMAN. I think my time has expired. I am not certain
how strong those assurances could be made, but based on prece-
dent, it is difficult to restrain members from offering amendments
to a bill that the President wants very much, which is the one we
have just discussed. I think it has probably occurred to every
member of this committee and probably most on the floor and
many in the House, that if there is one the President is going to
sign that is one you want to be onboard with with your amend-
ment.

Hopefully that issue can be resolved, if not it could lead to some
chaos in trying to put together the first package.

Senator Chafee.
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Senator CHAFEE. Thank you, Mr. Chairman. Mr. Secretary I have
several concerns with the administration’s package, but there is
one particular point I would like to stress and that is, in my
judgment, we really have to enact substantial tax incentives for
individual savers.

I know you touched on that and the theory of the administration
is just by cutting the rates, that we will encourage savers without
any targeting.

I don’t think there is any evidence, historical or otherwise, to
indicate that a reduction in tax rates will result in a dramatic
increase in personal savings during a period of double-digit infla-
tion.

I would like fo refer back to the quotes that are given from
" President Kennedy two decades ago. There is an element that is in
this society now that was not present then and you will notice that
it is never even mentioned and that is the inflation.

Most of the ardent proponents of the Reagan-Roth-Kemp plan or
whatever we wish to call it, point out that the 3-year, 30-percent
rate reduction will barely keep most taxpayers in the same bracket
they are in today. ~

As a matter of fact, in the President’s address to Congress, a
week or so ago, he pointed out that it is not a tax cut, it is a
reduction in tax increases and with this persistent inflation the
incentives aren’t there for personal savings, in my judgment.

Now, this is not an argument against major tax cuts. I think we
ought to have them, but in addition I think we ought to have
something in there to encourage the individual saver. I am chair-
man of the subcommittee, of this Committee on Savings, Pensions,
and Investment Policy and we have had hearings on this. Obvious-
ly, and I am sure you are in complete accord, the personal savings
in the United States are way too low.

What I have proposed, along with Congressman Moore in the
House, is the extension of the so-called individual retirement ac-
counts—the IRA’s, with every American being able to participate
up to the amount of $2,000.

In my judgment and the judgment of others, this would make
very substantial contributions, some $28 billion in additional new
savings, incremental savings.

lI: would urge and I would be interested in your reaction to that
plan.

Secretary REGAN. First of all, Senator Chafee, let me say that
we, like you, do regard the savings rate in the United States as
deplorably low. .
- As you know, last year it was running just slightly above 5
percent, way below its more prevalent rate of 7 to 8 percent. In the
first quarter of this year it was down as low as 4.7 percent. Some-
thing has to be done about it.

Our consideration is that if you give people a tax cut across the
board, stop that rate of increase and particularly doing on a mul-
tiyear basis, that this gives a person a chance to say well, I can
start to save now because next year my taxes are not going to
increase even if I get a raise. The following year they are not going
to increase because I will get a raise. I can then start an automatic
savings type of plan.
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We have tested that by looking at some of the polls that have
been done. Not necessarily our own internal polls, but NBC poll,
the ABC poll, Washington poll, New York Times poll and others.
All of these indicate that more than 80 percent of the respondents
in these polls are now saying that, given a tax cut, they would
either save it or pay off debt, which is the equivalent of savings.

So this encourages us to believe that we are on the right track.
Now, as far as the IRA’s are concerned, like you, I believe we
should improve the IRA’s. I believe this will be part of our second
package that will be coming to the Hill. Like you, I believe this
should be for all Americans. I don’t think it should be just for self
employed

I would think that even those who have pension plans should be
allowed to save some, maybe not as much as others who are not
under a pension plan from some type of corporate endeavor. But,
they should be able to set aside an amount that would not be taxed
until such time as they start to utilize it.

After all, this would also help the social security prublem. Re-
member that social security was originally designed as a supple-
ment and we have failed to follow through on the other part of
that, that is, have people more self-reliant as far as their pensions
are concerned. .

Senator CHAFEE. Well, thank you, Mr. Secretary. Do I have a
little more time, Mr. Chairman?

Mr. Secretary, there is a philosophic point I would like to address
here and I think that will probably echo through this hearing
today, and that is what we are proposing or what the administra-
tion is proposing is a tax cut at the time that we are running a
very substantial deficit. If you believe the administration’s philos-
ophy that Federal deficits cause inflation, inflation causes high
" interest rates, then shouldn’t more attention be devoted to reduc-
ing the size of the deficit which is very substantial under the
administration’s budget?

Secretary REGAN. There is no evidence that we know of, Senator,
that tax cuts per se are inflationary. Inflation is primarily a money
problem: too much money chasing too few goods, if you want the
simplified approach.

That means that inflaticn can be controlled by the money
supply. As an example of this, last Saturday I chaired a meeting
that Prime Minister of Japai, Mr. Suzuki, had asked for, in which
v\}rle discussed with his party our economic affairs over here versus
theirs. ‘

To my surprise, he said that the budget that he had just submit-
ted to tﬁe Japanese Diet was in deficit by one-third. If you compare
that to the $700 billion budget that was passed by the Senate last
night, that would mean our deficit would be over $230 billion, and
yet they don’t have the inflation rate that we do.

Now, if a deficit causes inflation, why isn’t inflation sky high in
Japan? They control the money supply and they have a large pool
of individual savings out of,which their government finances them-
selves. That is how they do it.

Senator CHAFEE. Well, I thought it was totally read around heré
that we had to get rid of inflation, we had to get rid of these
deficits because they are causing inflation.
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Secretary REGAN. They don’t cause inflation. What they do is to
take capital from the private sector that could otherwise be used
by the private sector to improve productivity, to increase output—
things of that nature. In addition, as long as you have more
demand for capital, including the Federal Government financing as
deficits, you will also have higher interest rates as the supply
remains even.

Senator CHAFEE. Thank you, Mr. Chairman. Thank you Mr. Sec-
retary.

The CHAIRMAN. Mr. Secretary, we have a vote in progress. The
next early bird is Senator Symins who has rushed over to vote and
when he comes back he will proceed with questions so we won’t
waste any more of your time than necessary. Following that Sena-
tors Danforth, Heinz, Wallop, Packwood, Bradley, Moynihan,
lI)3aul::us, Armstrong, Mitchell, Grassley, and others as they come

ack.

Secretary REGAN. What about the new party, Mr. Chairman?

The CHAIRMAN. We will slip them in soon. We will be back in
just a few minutes.

Secretary REGAN. Fine, sir.

[A short recess was taken.]

Senator DANFORTH [acting chairman, presiding]. Mr. Regan, I
would like to ask you really not so much about the specifics of the
administration’s tax program, but about the criteria that the ad-
ministration is using and that we should use in judging the wisdom
of any program for a tax cut.

What standards do we use to assess whether the particular pro-
gram that is offered is a good one or a bad one?

The words supply side has been used as the modifiers for the
administration’s tax program. Should we be looking for something
called the supply side tax cut as opposed to any other tax cut?

Secretary REGAN. Well, Senator, if you wanted to study supply side
economics so that you were current with all the terminology and
the like, that would be one way of doing it.

I would suggest an easier and more practical method might be to
Just test the results of what we are saying. If w= are saying that we
want people to work hard, to save more, to invest more, within say
after 12 months of the President’s package bzing in place, that you
take a second look and ask us about it. Has it succeeded?

I think in the 12-month period you will see that it is succeeding.

Senator DANFORTH. But we are going to have to, of course, pass a
bill not on the basis of after the fact knowledge or hindsight as to
how it has worked, but on the basis of our best estimate as to how
it will work.

Therefore, the criteria as I understand it, are whether the tax
cut will encourage work, savings, and investment; is that correct?

Secretary REGAN. That is correct, Senator.

Senator DANFORTH. Now, just thinking in general terms and not
about any specific program, would it be possible to design a tax cut
which would be relatively weak in encduraging work, savings, and
investment?

That is, if you were a gremlin and you were anxious to try to
figure out something that was just a terrible tax cut idea, could
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you dream up one that did not provide very much encouragement
for work, savings, and investment?

" Secretary REGAN. Yes; I can, Senator. I can give you an example of
it.

Senator DANFORTH. All right.

Secretary REGAN. The present tax code.

Senator DANFORTH. All right.

Secretary REGAN. I think the present tax code is an abomination. It
doesn’t encourage savings. It doesn’t encourage investment. We
don’t have the investment and savings in the United States that
we should have. Had the tax code been designed better, I think we
may have accomplished that result earlier.

Senator DANFORTH. Would it also be possible to design a tax
package now which is—a tax cut which is inflationary, that is, one
that discourages or provides little incentive for work and invest-
ment and is a demand stimulative tax package?

Secretary REGAN. Yes; by increasing the marginal rates of taxes, you
gould certainly discourage investment even further in the United

tates.

Senator DANFORTH. Of course, when we pass a bill, we do not
have the wisdom of hindsight. We have to do it on the basis of our
best estimates.

Where do we go to find estimates as to the effect of a tax bill on
work, savings, investment, on the rate of inflation? That is what
we ask economists, don’'t we and run it through economic econo-
metric models?

Secretary REGAN. Usually that is what is done. The current one we
have at Treasury merely shows static loss. It does not show any
beneficial effects or any reflow, if you will, from the effects of a tax
cut.

Senator DANFORTH. But, in reaching our own conclusions here on
this committee, what should we do? We should, I take it, on the
basis of something, of some estimates or some figures somebody has
given us, make a judgment as to whether or not the proposal
encourages work, savings, or investment, or does relatively little
for work, savings, and investment. -

I take it your view is we should try to come up with that which
maximizes work, savings, and investmeat?

Secretary REGAN. Senator, I would give you as an example of the
difficulties of doing this at the present time, a diificulty which we
are trying to-overcome at the Treasury. The current models used at
the Treasury were the models that were in use back in 1978, when
the capital gains tax cut was first proposed.

That showed, as you know, that that tax cut which was going
into effect on January 1, 1979, would result in an outflow or less
income to the Treasury of about $2.5 billion offset by $900 million
tax on induced gains for a net cost of $1.7 billion. It turned out to
be less than $200 million in 1979 and in 1980, it likely turned
positive.

Actually, that meant a reflow into the Treasury.

Now there are very few models that include the reflow at the
current moment. I would suggest that the best that we have at the
present moment is the one that we used from Clairmont, which is
the basis for the President’s original forecasts of what would
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happen to gross national product, to the Consumer Price Index,
and other indicators.

Senator DANFORTH. As I understand your testimony, and also
your statement on “Issues and Answers”’ last Sunday, you indicat-
ed that you had not yet seen any program that is better than the
administration’s, but you are at least willing to entertain any ideas
that people would come forward with, with programs that are
improvements or better options than the President’s program; is
that right?

Secretary REGAN. That is correct, Senator.

Senator DANFORTH. I take it that therefore the criteria that you
would use in judging whether it is a better program or a worse
program is whether it looks as though it is going to do a better job
or a worse job in encouraging work, savings, and investment?

Secretary REGAN. That’s correct, Senator.

Senator DANFORTH. Supposing somebody wanted to make that
case to you? How would they go about showing it?

Secretary REGAN. Well, they would have to identify the specific
type of tax program that they have. We would do two things with it.
First of all, we would run it through out models at Treasury to see
what the static loss might be so that we could see from that what the
effect on the budget might be from strictly a static point of view.

Then we would have to enter into a judgmental step, if you will,
to see what this would do for things such as work, savings, and
investment. It would be judgmental though. There is no absolute
figures we could come up with to prove a case one way or the
other.

Senator DaANFORTH. Thank you.

The CHAIRMAN. Senator Roth.

Senator RotH. Thank you, Mr. Chairman.

Mr. Secretary, I think what some people don’t understand is
what the Reagan administration is trying to do is to put some long-
term policies into effect that create an environment of growth.

That, as part of that program, it is important to reduce substan-
tially long term, the tax burden on the private sector, including the
working people of America.

Would you agree with that?

Secretary REGAN. I do agree with that, Senator.

Senator RoTH. Is there any other way, long term, that we can
better insure that there is real tax relief in reducing over a mul-
tiygar, a tax reduction for the individual working people of Amer-
ica?

Secretary REGAN. I know of none at the particular moment, Senator.
From our point of view, if you just have a 1-year tax cut, it leaves
it up in the air as to what might happen next year.

If nothing is done in the following year, you get in a bracket
creep again, which in effect is a tax increase.

We know that we are not going to eradicate inflation overmght
We know we are not going to do it in a period of 1 year or even 2
years. We can hope that we can get the rate of inflation down, but
we will not eradicate it.

Therefore, bracket creep is inevitable. What we are saying is, in
order to have people be able to plan, to avoid bracket creep so that
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they can start their investment or their savings program, that you
should have the multiyear tax cut in place.

Senator RotH. Well, make no mistake, much of the opposition
that is coming to the Reagasn tax package are from those who want
to keep as much revenue in place as possible. And, of course, one of
the ways of doing that is to argue that we should only have a 1-
year tax cut.

But, I would just like to call your attention to this chart to the
right and point out exactly what is happening to the working
people of America.

The most substantial tax increases are going in effect during the
next several years if we don’t begin now to take steps to correct it.

As that points out, taxes will go up something like 76 percent in
the next 4 years. After our tax reduction it will only go up 42 or 43
percent.

So, it is merely a start in the right direction. :

Now I would assume that down the road that the Reagan admin-
istration is going to make further recommendations so that we can
return more of this government revenue to the private sector; is
that correct?

Secretary REGAN. Oh, I would definitely hope so, Senator. After all,
these won't be the last cuts that this administration will ever
propose to this Congress.

Senator RotH. Would you agree that the situation is similar to
the early 1960’s. Jack Kennedy, when people argued against a
multiyear tax cut said in return that the choice is not between
cutting taxes and balancing the budget. That if we didn’t do some-
thing then to create real growth you would never have enough
grcéductivity or enough gross national product to balance the

udget.

Isn’t that pretty much the situation we are in today? )

Secretary REGAN. That is precisely what we are saying. As a
matter of fact, I use that quote in my own statement.

We firmly believe that that is—well, except for a period in the
1920’s—the only true example of what marginal rate cuts can
actually produce in the United States. It is the only time it has
been tried in at least post-World War II history.

Senator RotH. Mr. Secretary, I would like to make one further
observation. It was just 3 or 4 years ago where people were not
talking about tax cuts, but how to increase taxes.

I would point out it was just a year or 2 years ago that many of
the people that oppose the President’s tax package, were really
promoting supply side tax cuts. They didn’t want to give across-the-
board tax cuts, but they wanted to do something about demand.

Would you not agree that it is essential that in creating an
environment to growth we get the wholehearted support of the
working people, that it would be a mistake to just have business
tax cuts, as some people are proposing, but that the working people
should be given some relief so they feel they are participating in
the President’s program?

Secretary REGAN. The business cuts by themselves will not pro-
duce the results that we want in this country. The individual tax
cuts should be described for what they really are. They do not reduce
tax collections, but merely stop the rate of growth——



22

Senator RotH. Absolutely.

Secretary REGAN [continuing]. In taxes.

Senator RotH. It is not enough.

The CHAIRMAN. Senator Symms.

Senator Symms. Thank you, Mr. Chairman.

Mr. Secretary, it is a pleasure to have you here this morning. I
welcome you. I can’t help but think, and I think Senator Roth will
certainly appreciate this. Just a few short years ago, when people
made statements, and I think you made an excellent statement
this morning, and I support it. When people made statements like -
that in this committee and over on the other side of the Hill, it was
considered certainly out of the ordinary, if not outright radical.
Now it has become main stream. I think it is a very, very positive
sign that we are at least heading in a direction to restore economic
growth.

Senator Roth also made the point earlier, in his opening state-
ment, about tax freedom day being May 10. I think the point that
is often missed by the public, after it gets filtered through the
media, and I say this with no offensiveness to the media in any
way, that tax freedom day really what happens is, we should go
back and talk about where people quit working instead of when
they can start working for themselves, because it works just the
opposite. Now that people have worked this long to pay their taxes,
they can supposedly work the rest of the year for themselves.

But, what I find out in the factories and the work places in the
country, you can’t get people, it is hard to get people who want to
work the overtime shift on Saturday because they don't feel it is
very profitable off on the margin to take that money home.

So, I think it is a very good point.

You made an excellent explanation of the reason why we need
the 10-10-10. I would probably say that after that 3 years is over
and this program is working, we will then have the record to show
that it does work, that we probably need to do it again to start
bringing those rates down even further to encourage more econom-
ic growth, but that is on down the road.

I have just two questions. One is, in your effort, I would hope you
would be able, maybe you have given this some thought, you might
care to comment on it, it is so often used in the media but the word
inflation is misused. We live in a semantic jungle where they use
the word inflation to mean rising prices, instead of monetary infla-
tion and never discriminate rising prices meaning price inflation
for monetary inflation.

Have you given any thought to what could be done to try to
correct that misunderstanding the public has had so we could help
get a little better area of discussion on this subject too?

Secretary REGAN. Well, I think that this is something that we are all
going to have to work hard on because as we get into these econom-
ic debates it is clear that the subject of what constitutes inflation
and how it comes about is generally misunderstood.

Senator Symms. Yes.

Secretary REGAN. I think also, Senator, that an awful lot should be
done to improve basic education. I have long advocated this, that
we actually start economic education at the high school level.
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I think that by the time one gets to college, just as one should
have had a couple basic courses in English or French or math or
what have you, one should also have had a couple of basic courses
in economics.

After all, there aren’t many things that are more important to a
person later on in life, than the economy of a country. And, not to
study that as one goes through school, I think is wrong.

Senator Symms. I appreciate that very much. Maybe your people
can help at least filter out some of the—you know, to help our
friends in the media that are trying to report to the public what is
going on, the difference between the wet sidewalk causing it to rain
and the rain causing the sidewalk to get wet.

We do have a problem here where we have been printing money
for many years, as you know, and it caused—the result is rising
prices.

What I wanted to get at in my questions before I get diverted is
on your economic cost recovery on accelerated depreciation. I think
you made a very excellent explanation of why the 10-10-10 is
needed on the marginal rate reduction.

Could you explain to me why there is a difference in the 15 years
with a straight line write off, for nonresidential buildings such as
offices and leased stores, and why it is 10 years for someone who
owns the building?

Secretary REGAN. We originally had both under the 10-year plan.
Real estate interests came to us to point out that there is a recapture
provision in that 10-year period and that this would work against
rental property.

Therefore, we put it out to 15 years, with no recapture. The
proposal actually is more beneficial to people who are building to
lease than would be 10 years with recapture.

Senator Symms. I think you went a long way on making it
simpler than it now is, I agree. It is hard for me to understand why
we wouldn’t just—is there any reason why it shouldn’t be 15-5-3
and have everybody be the same?

Secretary REGAN. Well, what we are trying to do there under the 10
years is to get new plants and rehabilitated plants. Both of them
come under the 10-year program.

In order to get productivity, the faster we could let people recov-
er their costs of building a new plant or rehabilitating an old plant,
we thought the better to accomplish what we are trying to do.

That is why we put it at 10 rather than 15.

Senator Symms. One last question, Mr. Chairman, if I still have a
little time. The chairman made a statement one time that I read in
the press that it is very difficult for Members of Congress and that
are on this committee in particular, to be a hitchhiker and let the
car go by, the first ride, waiting for the second one.

I personally am very interested in seeing the inheritance tax
abolished and the gift tax. I think that it is very antiproductive in
this country. It is certainly detrimental to small business. It has
caused the polarization of newspapers where we have several news-
paper chains on them. All the family papers are gradually sold out.

Agribusiness consumes more farms and the family farms sell out
to pay the inheritance tax.
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What is going to be in the making in the future if we are
successful and get your first package through the Congress? I am
willing to give a little ground on that and support it, but it is going
to be very tempting I think, for some of us to try to catch that
train as it goes through town in the fear that there may not be a
second train, by tagging on say the inheritance tax, repeal or -
reform. :

Secretary REGAN. Let me refer to the first train, second train first.
With Conrail being sold back you may not have that second train
at all, maybe not even the first one.

I think the chairman referred to taxis in his simile.

Answering your question, the President of the United States
wants to see the estate tax eventually reduced. I don’t believe we
can do it overnight or do it in the first—in 1 year. I think what we
will have to approach is gradual. That will probably be part of our
second bill.

Senator Symms. Thank you very much, Mr. Chairman.

The CHAIRMAN. Senator Heinz.

Senator HEiNz. Thank you, Mr. Chairman.

Mr. Secretary, there are 47 Senate cosponsors of 10-5-3, and I
am its principal Senate sponsor.

The administration supports an 18-15-10-5-3 bill. However,
there are people who are critical of the 10 or the 10-15-18. They
say that is too generous and costs too much money.

How do you reply to those critics?

Secretary REGAN. We have examined that, Senator. We don’t think
that the 10, in and of itself is that generous considering what our
objective is.

Remember that the objective we start with is to do away with
depreciation as we once knew it. Depreciation is built on original
cost.

What we are looking for here is replacement cost. How do you
get replacement cost into the hands of those who will replace
machinery, buildings, what have you, in order to make for more
productivity or more jobs?

We feel that the 10 is correct.

Now, when we get into rental property, however, because of
peculiarities of the tax code, the 10-year category would probably
not be as good for those who would wish to build for the purpose of
leasing, to have 10 years, because we would have the recapture
provision in there.

Accordingly, we have gone to the 15-year program.

Now, as far as 18 for residential, that program currently is
written off, perhaps in 30 to 35 years. We think that going to 18 is
remarkably generous and will result in a lot more housing units
being built.

We don’t think you have to go all the way to 10 years in order to
build more housing.

Senator HEINZ. Another concern raised about 10-5-3 or 18-15-
10-5-3 is that it will encourage migration from the Snowbelt to the
Surbelt by providing strong incentives to locate new plant and
equipment in the Sunbelt.



25

Improvements in 10-5-3 have been suggested, such as increasing
rehabilitation credits for existing structures and writing off in 1
year pollution control equipment.

Do you share the concern that accelerated depreciation might
speed up this outmigration trend?

Secretary REGAN. Senator, we would like to be very evenhanded
here. We don’t wish to favor any particular section of the country by
accelerated cost recovery.

We have been very careful in looking at the rehabilitation to
make sure that its benefits are at least equal, if not better, than
green field plant type of construction.

We think that our current bill does that. However, we are more
than willing to listen or to discuss with you or with your staff
anything that you think is missing in our bill that would unduly
favor one region over the other.

But we don’t think that at the present time that it does do that.
. Senator HEiNz. I am glad to hear that, Mr. Secretary. We may

wish to get into that with you.

I know that the administration favors the enactment of its entire
tax package, including 10-10-10, even if that doesn’t allow us to
eliminate the deficit, even if it maintains the deficit, and even if it
widens the deficit. Isn’t that right?

Secretary REGAN. That is correct.

Senator HEINZ. The——

Secretary REGaN. But we don’t think that will widen the deficit.

Senator HEINz. Some of my friends would like to ask you the
question, are you an old fashioned Democrat? but I am not going to
ask you that question.

Secretary REGAN. Well, the answer to that—I will answer it even
though you didn’t ask it. The answer is no; I am an old fashioned
Republican.

Senator HEiNz. If the deficit does stay large, the theory behind
Roth-Kemp is that it would generate a significant enough new
private savings to cover the increased deficit and I gather, a bit
more besides.

lWhr’at percentage of the tax cut must be saved for this to take
place?

Secretary REGAN. Well, there is no precise percentage of the tax cut
that we think need be saved. I will tell you why. What we are
banking on is a much larger growth in GNP, so we have a larger
economy.

Then, since these are incentive type tax cuts, and since they are
multiyear so that planning can be done, people will start to go back
to the original rate of savings. This will be particularly true if we
can abate inflation so that individuals are not losing as much
because of the ravages of inflation. '

That being the case, we can get back close to the original savings
rate of, well, we used to have 7-8 percent, but let’s assume 7
percent. A 7-percent savings rate on disposable income, based upon
the growth in GNP that we anticipate, will bring about $45 billion
of additional savings, according to our estimates, in the first year.

Senator Heinz. For this to happen, then our current 4-percent
rate on personal savings must become a 7-percent rate?
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Secretary REGAN. It is around 5 for the last 12-month period. But
from that 5 to 7 is what we anticipate.

Senator HEINZ. So, in round numbers, that means 50 percent, a
40- or 50-percent increase?

Secretary REGAN. Fairly close to that.

Senator HEiNz. That is a considerable increase.

Secretary REGAN. About a 40-percent increase.

Senator Heinz. That is about how much of the tax cut on an
annual basis?

Secretary REGAN. Well, if you want to compare it with a tax cut, it
would be a large portion of the tax cut. But it is not correct to
calculate that percentage. In other words, we are not saying that
tge entire tax cut will be saved directly. There is a distinction
there.

Senator HEINz. Well, it would help.

Secretary REGAN. It would help.

Senator HEiNz. Thank you.

Senator PAckwoobp. 1 assume the theory of the President’s tax
cut is that if we take less of the gross national product in taxes, it
will increase our productivity investment and savings and what
not. :

Secretary REGAN. Yes, sir. :

Senator Packwoop. How do all of our major European trading
partners manage to have significantly higher levels of taxation
than we do, and still higher rates of savings, investments and
productivity? )

Secretary REGAN. A good question.

I think that the way that this happens is that their marginal
rates are not as high as ours. It is very difficult however, to
compare one country with another.

For example, were we to compare France with the United States
or Germany with the United States, to look at all their taxes
versus all of our taxes, it is a fairly difficult thing to do. Most of
them have the valued-added tax. They tax, in the main, I think
this way. They tax consumption. We tax savings and incentives.
We tax. over here, capital gains; some of them don't.

Senator Packwoob. All right. That eliminates the need for my
next question. You are very right and your Treasury Department
has done that study for me. The total tax rates are significantly
higher than ours. Their taxes on capital gains, dividends, interest,
almost anything that relates to capital formation is less.

As a matter of fact, if you take the major European countries,
including Great Britain, and add up all the taxes on capital, all of
the taxes on investment and savings, we are worst, of the major
European countries, including Canada.

You are also right about consumption. They tax consumption
significantly higher than we do.

Now, do you think targeted tax incentives work, and by that I
mean, do you think if you have a higher capital gains tax you will
have less investment in stocks than if you have a lower capital
gains tax?

Secretary REGAr.. You are eminently correct, in my judgment.

Senator PAckwoob. The mortgage interest deductions for homes,
you will build more homes with it than without it?
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Secretary REGAN. Yes.

Senator PAckwoop. Then why wouldn’t we be better off in terms
of encouraging savings and investment to target the tax cut, and I
am talking about the individual, to target it as Europe does to
savings, to investment, to capital formation and to increase the tax
on consumption?

Secretary REGAN. Well, at the present moment, that is exactly what
we are trying to do with the exception of increasing the tax on
consumption.

What we are endeavoring to do by our tax proposals—by the
marginal tax rate cut—is to provide for more savings and invest-
ment, because we are looking at the last dollar that you would
earn.

In other words, it is that old, old analogy. If you are taxed 20
percent on Monday, 30 percent on Tuesday, 40 percent on Wednes-
day, 50 percent on Thursday and the like, how many days a week
would you actually work?

That is what we are saying. At a particular point in time there is
a disincentive for added work or for added savings.

Senator PAcCkwoobp. Mr. Secretary, I have tried to run the fig-
ures. | can’t get them yet as to where we would stand vis-a-vis
Europe, with Roth-Kemp.

But as best I can tell from my preliminary statistics, it is not
going ‘to change our position significantly when you add savings,
capital gains, dividend income, as being one of the worst of the
countries in the world, major countries in the world, still the worst,
after the passage.

We will have lowered indeed, the total taxation in this country
for maybe 23 percent to 19 percent, but we will still have the worst
incentives on capital formation.

I am curious why we don’t devise a tax program that targets in
that specific direction rather than an across-the-board cut.

Secretary REGAN. Well, first of all you have to look at the equity of
the situation. If we are just going to reward one particular thing and
make the tax cut that way, you will still have other people who are
not able to save, for one reason or another, and many people are not
able to save. They would be at a disadvantage, vis-a-vis the people
who are able to save.

Senator PAckwoop. How are they able to save in Europe when
thegeare taxed significantly higher than we are? )

cretary REGAN. Well, there are lots of people over there who are
not able to save too.

Senator Packwoop. Well, how do they get all these savings?

Secretary REGAN. Well, first of all, people tend to retire differently in
different countries, and have different patterns of saving for old
age.

A large pool of savings in most of those countries is personal.
The rate of corporate saving, for example, in Great Britain and
France or Germany is much less than in the United States.

Senator PACKwooD. Let me interrupt if I might, here, from the
letter from Mr. Chapoton, of May 11: '

France, Germany and other European countries generally impose a higher overall
tax burden on individuals than the United States.

While they tax consumption heavily, mainly with the value added tax, this does
not completely account for their higher overall tax burden.
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More probably, are the very high payroll taxes such as social security. The
combined effect of that falls largely on wage, income and a high payroll tax, means
the average tax on wages is much higher in the European countries than the United
States.

Secretary REGAN. Well, from the point of view of practical experi-
ence, I know that you can measure the number of stockholders that
there are. For example, in France, when they absolutely targeted
stock holdings by allowing a tax break for the first portion of
whatever you put into investing. The number of stockholders in-
creased—although I must say in the last couple of days people have
been kind of whipsawed on this one, but that is due to a change in
government.

Once France did that and targeted actual capital investment that
way, then they got it. .

Now, from our point of view over here, we think that we should
bring our capital gains tax down. The maximim rate is now 28. It
is coming down to 20. )

In order to be in that 20-percent tax bracket on capital gains,
you would have to have $215,000 of taxable income, not gross, on a
joint return,

That means the average person in the United States will be
paying a capital gains tax of less than 20 percent.

We think that our bill will encourage capital gains from that
angle.

Senator Packwoonb. I think it will, too. As a matter of fact, we
are only fourth in the top seven. We are in the middle in terms of
the tax on capital gains now. That is mainly because Germany,
Japan, and Italy don’t have any capital gains tax at all.

All I am saying, Mr. Secretary, is I think the tax is targeted in
the wrong direction. I think you ought to have a multiyear tax
program of 3 years. I think it ought to be targeted toward invest-
ment, savings, productivity, capital formation, and here I am talk-
ing about the individual taxes. Forget the business taxes for the
moment. ' l

But, I think you will get more for your tax cut out of those
targeted European style incentives than you are going to get in an
across-the-board individual tax cut.

Thank you.

The CHAIRMAN. Senator Bradley.

Senator BRADLEY. Thank you, Mr. Chairman.

Mr. Secretary, let me make sure that I understand very clearly
what you have said today in your testimony.

As I understand it, you said you strongly advocate the 3-year,
Kemp-Roth tax cut. '

You advocate 10-5-3.

Is there any room for compromise at all in the Kemp-Roth tax
cut? Is the administration prepared to water down and back away
from their commitment to Kemp-Roth? _

Secretary REGAN. Let me put it this way to you, Senator, as I said
previously. If there is a better way to accomplish what we want to
do, that is to get incentives, to work, to save and to invest, we
would be glad to look at that, to listen to it, to try to price it out to
see if it is superior to the President’s program.



29

As yet, we have not seen any such program. All we have heard is
a lot of nay saying. Accordingly, we are saying that what we have
is superior to anything else.

-Senator BRADLEY. So, does that mean that you have rejected the
bill that was reported out of the Finance Committee last year as
not meeting the criteria you have established?

Secretary REGAN. We think that our bill does more than the Senate
finance bill of last year to accomplish our purposes.

Senator BRADLEY. So, you would not compromise with the Senate
Finance Committee and accept this bill of last year?

Secretary REGAN. Well, we have not seen that this is superior to ours,
so we see no need to compromise at this moment.

Senator BRADLEY. Could you explain what you mean by, at this
moment?

Secretary REGAN. Well, or at any moment until such time as it is
proven to us that an alternative is superior.

Senator BRADLEY. How big will be the second tax bill that the
administration is supporting this year?

Secretary REGAN. I don’t know. The President has not stated
which of the items he would prefer to have in the second tax bill.

Senator BrapLEY. Well, I know there are a lot of things like
charitable deductions and a few other things that people want to
see enacted into law. I make a quick calculation and come up with
between $20 and $30 billion.

Now, is the administration prepared to accept the second tax bill
of $20 billion?

Secretary REGAN. No. That is much too high.

Senator BRADLEY. What would be the level?

Secretary REGAN. We looked at a lot of other things that cost much
less than that, Senator.

Senator BRADLEY. What would be the upper level?

Secretary REGAN. We haven’t put a price tag on it as yet, Senator, so I
am unable to answer.

Senator BRADLEY. Let me also see if I understood what you said
earlier today. You said that deficits are not a problem as long as
there is tight money; is that correct? ) .

Secretary REGAN. No; I did not say that, Senator. I said deficits are a
problem. I said they were not inflationary per se.

Senator BRADLEY. Deficits themselves are not inflationary. You
used, I think, the Japanese example. You said the Japanese have a
deficit of one-third of their budget which would be the equivalent
of $230 billion in the United States, and yet, you maintain that
beg'ause of high interest rates they are able to keep tight monetary
policy.

Secretary REGAN. Yes.

Senator BRADLEY. Do you think Japan and the United States
differ at all? When we raise our interest rates in this country, what
happens to dollars abroad? Do they come into this country?

Secretary REGAN. They do as long as we have a strong dollar, and
high interest rates.

enator BRADLEY. That is right. Does that increase the money
supply at all?

Secretary REGAN. It could.
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Senator BRADLEY. So, how do you keep the money supply low by
" raising interest rates?

Secretary REGAN. By the fact that in addition to making money more
expensive, you also make less of it available. We are not monetiz-
ing any of the debt.

Senator BRADLEY. But, when money comes in from abroad, that
has the effect of increasing the money supply.

So, what you are saying is that because we are an open economy,
the only way higher interest rates are going to effectively counter
inflation is to force the economy into a much deeper recession?

Secretary REGAN. No; those two don’t necessarily follow. You don’t
have to have that effect. Because if you get a dampening of expec-
tations over here of what inflation might be, you don’t have to
have the same effects. Those interest rates can come down quickly,
even in a period of a lot of influx of money.

Senator BRADLEY. Do you feel that at the moment Wall Street
has confidence in the President’s economic program?

If not, why not? And if not, how do you account for the higher
interest rate?

Secretary REGAN. There is no such thing as a Wall Street opinion. I
have learned that in 35 years. There are many opinions that make
up Wall Street.

If you are saying that because there are high rates of interest
and bond prices have been falling, that that is as a result of
dissatisfaction or disbelief in the President’s program, I don’t think
that is correct.

My own reading, Senator, is that the bond markets have been in
disarray for the past 2 years. Losses in bond portfolios have been
tremendous. Bond buyers, and I am particularly referring here to
money managers of large pension funds, buyers for large insurance
companies, are in a state of shock. They are demanding a higher
premium now because of what they have seen happen to their
portfolios. They don’t know what is going on.

They didn’t believe that the Fed was trying to tighten in April,
when in fact the Fed was trying to tighten. When they finally
realized that, there was panic, and prices just literally plummeted.
I think that is a temporary condition.

Once they realize that the Fed is tightening money, that
money—and they see that the money supply, and I would hope on
more than a week-to-week basis, certainly on a month-to-month, if
not a quarter-to-quarter basis, is coming down, Wall Street would
feel reassured.

Senator BRADLEY. You said earlier that within 12 months of the
bill's enactment, we would know whether it is working by deter-
mining whether people are working harder or saving or whatever.

My question to you is, how will we actuall%/ measure whether the
administration’s tax policy is working or not?

Will we look at the savings rate? )

Secretary REGAN. I think you should look at the savings rates.

Senator BRADLEY. Will we look at the interest rates?

Will we look at wage settlements?

What you are saying is that this is a policy that will deflate
inflationary expectations. If that is so, interest rates have to come
down and so do wage settlements.
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So, if next year interest rates are still high and wage settlements
are still relatively high, how could you say the plan is successful
and deserves to be continued?

Secretary REGaN. I would say that we would stick on that particular
statement, that if inflation is coming down, if interest rates, in
turn, are coming down, if gross national product is rising, and if
the savings rate is increasing, then our program would have been
judged a success. _

Senator BRADLEY. What did you say about wage settlements?

Secretary REGAN. I didn’t say anything about wage settlements.

Senator BRADLEY. You don’t think that wage settlements are
essential to getting hold of the inflationary spiral?

Secretary REGAN. They are essential if they are not part of our pro-
gram.

Senator BRADLEY. Your program doesn’t affect wage settlements?

Secretary REcaN. It affects them.

Senator BRADLEY. How?

Secretary REGAN. You have to remember, Senator, that we have
decided that we aren’t going to have an incomes policy in this
administration. We are not going to interfere in the process of labor
negotiations.

"~ Senator BRADLEY. Fine. Well then, how does the administration’s
inflation policy affect wage rates? How do we get wage rates down?

Secretary REGAN. I would assume that both sides sit.ing at the table,
seeing that inflation is coming down; would soften, at least labor
would soften their demands and management would stiffen their
backs about giving larger increases than are called for by the rates
of inflation.

Senator BRADLEY. So you are saying that you are depending upon
the rational expectations of all parties in this next year?

Secretary REGAN. Yes.

Senator BRADLEY. If the rational expectations prove to be less
than rational, then you won’t have combatted inflation?

Secretary REGAN. I won’t say that we wouldn’t because you know, as
well as I, that there are other things that enter into the settle-
ments rather than just inflationary expectations.

Senator BRADLEY. Well, let me say that I think you have clearly
stated today that the administration does not have a plan at all for
one of the central components of the inflationary spiral. You have
also said that we can look to see if interest rates come down in the
next year and if they do not come down dramatically, then it would
be very difficult for you to declare the plan a success.

Secretary REGAN. That is your adverb, dramatically, Senator. I said
that interest rates would come down.

Senator BRADLEY. How much?

Secretary REGAN. That—from the high ground they are in now,
but to expect that they would come down let’s say as dramatically as
last year when the prime went from 20 to 11, in a period of 3 months,
we think is too precipitous. We wouldn’t want to see it fall that
quickly.

Senator BRADLEY. It is important for us to be able to measure
whether the plan is working. As you said, you are going tec measure
it to judge how well it is working. If interest rates are down by 50
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percent, would you consider it a success? Would a 12-percent de-
cline be a success?

Secretary REcan. Well, I think that if inflation isin single digit
figures by the end of 1982, we will have been very successful.

Senator BRADLEY. Interest rates?

Secretary REGAN. Inflation, on the CPI.

Senator BRADLEY. But what about interest rates?

Secretary REGAN. Interest rates will course down with them. As I
said before in testimony before this particular group, 35 years of
experience have taught me never try to predict interest rates,
because there are so many variables in it, that it is usually fruitless.

The CHAIRMAN. Senator Moynihan.

Senator MoyNIHAN. Thank you, Mr. Chairman.

I would like to pick up on the point where Senator Bradley left
off. We reported out what was a good tax bill last year. I don’t
think we have been disuaded from that general judgment. It is
partly because some of the things that we hear from the adminis-
tration do not seem to match the things this administration pro-
poses to do.

You started out today saying we must reject the simplistic view
that the way to get the economy moving is by pumping up con-
sumption.

Then you (?ut before us a tax proposal, with a large reduction.
More than 80 percent of the reduction is personal, individual taxes
which has classically been the way to increase consumption.

Now I know you say there will be a savings component and there
will be savings, I am sure, but an 80 percent individual tax cut has
got to have its primary effects on consumption.

One of the things that we wonder and we would just like to hear
you about is that early in the political process that led to the
campaign that led to the administration, you adopted a theory of
taxation. I don’t know if you did, sir, but a theory was adopted
which held that you could make huge reduction in marginal tax
rates without reducing Federal expenditures because there would
be an almost instantaneous rise in revenue associated with expand-
ed economic activity which some called supply side economics.

Now, as recently as last May, in Flint, Mich., President Reagan
was saying, “And we would use the increased revenues from the
tax decreases to rebuild our defense capabilities.”

Now, is that still the view of the administration? That is crucial.
Do you still think that there will be that kind of flow back?
Because if you don’t you committed us to an unending series of
deficits.

If you do, you know you are at odds with the economics profes-
sion, including economists in your own administration.

Secretary REGAN. Senator, we do believe that if you will cut taxes at
the margin, you will encourage people to work harder. You will
encourage people to save. You will encourage people to invest.
Because there is where you get the attitudinal factor.

Senator MoyNIHAN. Yes, sir, but consequence to revenues? A 30-
percent consequence that the Chase model would give you or the
Wharton model or the DRI or this huge 130 percent we were
talking about that someone called Voodoo Economics. [Laughter.]
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Secretary REGAN. I noticed, by the way, that the Senator yester-
day--1 wanted to thank you for it—was trying to fee me and Dave
Stockman from this thing. But manumission is not one of the things
I require at this particular moment, Senator.

Senator MoYNIHAN. You have sir. You are under a spell, not a
sentence. [Laughter.]

Secretary REGAN. I am not sure I know how to spell that correctly,
but anyway, I would say, Senator, that from the point of view of the
reflow, it has not been quantified precisely at the moment. There are
econometric models, but as you know, as well as I, most econometric
models are not precise by any matter of means.

Senator MoyNiIHAN. Would you not agree, Mr. Secretary, that
none currently in use shows anything like the reflow which was
being talked about a year ago?

Secretary REGAN. But, if you noticed the assumptions that this
present administration has for its economic scenario, I think the
more you examine them and the further we go into 1981, the more
they seem attainable.

We were told, for example, that in our model, our velocity could
not possibly be what it was. Yet, at the very moment we were
being taken to task for that, the velocity in the first quarter of this
year exceeded what we said the velocity could be in 1982 or 1983,
using our model. _

The same thing with the size of what we said would happen to
the economy as a result of what we were doing. It was even larger
in the first quarter when we were being taken to task for saying
the economy could ever do that.

Now, what we are saying here is that if you do give incentives to
people and allow people to have their money, the chances are they
will save it and will invest a good portion of it.

If you give it to the Federal Government to spend, there will be
no savings.

Senator MoYNIHAN. Mr. Secretary, you grant there is a third
possibility which provides supply side tax reduction by results. To
give people who have successfully invested, firms who have success-
fully invested, tax reductions on their earnings, in the aftermath of
investments.

I would like to say, I think that that is what this committee is
still looking for from the administration. I just feel that one of the
reasons I have to say to you, one of the reasons we have had the
cut of the day from this administration, this is turning into a
butcher shop, is that you keep finding that your revenue expecta-
tions can’t come near balancing the budget without yet further
reductions in spending which you never really contemplated.

I don’t ask you to answer that. Could I ask one last question,
because before my time runs out, there is a possibility in this first
bill, of recouping a large amount of money.

We understand that Assistant Secretary Chapoton testified
before the Ways and Means Committee, that Treasury now favored
legislation to limit commodity tax straddles, and such, like which
would recoup, he estimated, as his predecessor, $1.3 billion.

Is it my understanding that would be your view?

Secretary REGAN. That is the Treasury’s position. I have recused
myself from commenting on this because of my——
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Senator MOYNIHAN. That is the Treasury’s position?

Secretary REGAN. That is the Treasury’s position.

Senator MoyYNIHAN. So, it would be possible, if we were to incor-
porate that, that would really give us some revenues we could use.
It is not that we have too much money, we just have spent too
much. Is that right?

Secretary REGAN. To the extent that that is something that is taken
out of the Tax Code, there will not be that loss of revenue.

Senator MoyNIHAN. Thank you very much, Mr. Secretary.

The CHAIRMAN. Senator Baucus.

Senator Baucus. Thank you, Mr. Chairman.

Mr. Secretary, the administration is proposing a sweeping plan,
and it is not business as usual, we all know that. I think frankly,
before any of us can really act responsively on the degree to which
to agree with that plan, it would be helpful if we knew what the
administration game plan is if this doesn’t work.

What is the alternative? If, say, interest rates remain high or gq
up o;' if interest rates or intlation rates go up, for example, what
next?

What is the administration’s game plan? Is it going to increase
across-the-board cuts, another 30 percent or will it target cuts or
will it be some kind of incomes policy?

I am just curious, as you look down the road, what are the
options if this doesn’t work? )
Secretary REGaN. Well, curiously enough, Senator, we have been
devoting all of our time to trying to get this particular package
passed. We are not even half way there yet. We want to see this in
place before we start speculating as to the fact it might not work. We

think it is going to work.

We are concentrating also on the second portion of the tax
package. :

Senator Baucus. I think you will agree that nobody really knows
whether this is going to work. With all candor, I think the adminis-
tration is drawing largely on hope, looking for analyses which to
some degree bear out the administration’s position. But there are
many analyses which have different results.

I think all of us here in the Finance Committee as well as
Members of the House, think that the administration is trying to
find some solution that is going to lower interest rates and rates of
inflation, increase savings, increase productivity and get the coun-
try moving again. But we are not precisely certain exactly which
program will work.

So, we are now wrestling with the administration’s proposal. The
administration is faced with expectations and high hopes. I am just
curious, therefore, because we do not have solid evidence to support
the administration’s program, what your next stage might be.

Secretary REGAN. Well, I think what you first of all have to do,
Senator, is think through what the alternative is if we don’t do
this. If we don’t do this we certainly have bracket creep. We have
been having bracket creep for the last few years.

So, we know that if this doesn’t succeed, we are back in the
bracket creep again.

We know that if we don’t get the savings, we are then going to
have to find out why we didn’t get the savings and what we-will
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have to do to jilt the investor even more in order to target and get
these savings better.

We think that what has been happening over the recent past has
not succeeded because we see what the rate of savings is. We see
what the rate of inflation is.

Therefore, we think this will work. As any doctor, prescribing a
different medicine for the patient, you just have to observe the
results before you can determine what is going on, and then make
up your mind, what else could work.

Senator Baucus. I agree you have to find something new. That is
why we are on this exercise, we all on this committee are trying to
find some alternative. The present system hasn’t been working.

But, I just feel it is helpful to us if we know what some of the
alternatives are too.

Let me turn more specifically to the 10-5-3 side of the proposal.
Is it ghe intent of the administration to subsidize business invest-
ment

Secretary REGAN. No, it is not. What we are trying to do through our
tax program is to target incentives for business to invest.

_ Senator Baucus. I ask the question because there are some anal-

yses which will show that actually, 10-5-3 will give back to busi-
nessmen more dollars than they invest given certain interest rates,
certain after tax interest rates which are in the realm of probabil-
ity. That is, after tax interest rates are what—17 percent, pretax
interest rates of say 21 percent?

If any of those rates are lower, then business will get a subsidy
under several provisions of 10-5-3.

I am wondering whether you agree with that analysis and if not,
why don’t you agree?

Secretary REGAN. In recent weeks, Senator, we became aware of this
long before articles appeared in the press on this subject. We are
examining it closely. We are examining various industries—how
this would affect companies within the industry.

b This is, I would say, an unintended effect of what has happened
ere.

Senator Baucus. It is not your intention, therefore, to subsidize?
That is, if it turns out that the effect of 10-5--3 will be to subsidize,
the administration would then be in a position to agree to changing
the bill to prevent that from occurring?

Secretary REGAN. Thatis correct, Senator. We are taking a very close
look at that. We will be working with the staff of this committee if
there is an unintended result here.

Senator BAaucus. I have no further questions.

The CHAIRMAN. Senator Boren.

Senator BoreN. Thank you, Mr. Chairman.

Mr. Secretary, in last night’s Washington Star an article quoted
a senior Reagan administration economist stating that the adminis-
tration will miss its interest rate target for calendar year 1981, the
ﬁrstkacknowledgement that this part of the forecast is off the
mark.

The same article quotes you as saying last week that you expect
interest rates to remain high for several months and you predicted
that the prime rate could top 20 percent.
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Are you prepared to acknowledge that that portion of the admin-
istration’s forecast, dealing with interest rates, was as the other
economist said, ‘‘off the mark”?

Secretary REGAN. No, Senator, I am not. I don’t know who the senior
economic official is, but there has been no official change in the
administration’s position. As I suggested earlier, in talking with
Senators Bradley and Moynihan, predicting interest rates is a haz-
ardous profession. I think it is premature to say that.

Senator BoreN. Well, this article quotes you as having predicted
what interest rates would do.

Secretary REGAN. I will stand on what I say, Senator. I said that ata
};ime when the prime was around 18. It is now at 19.5, unfortunate-
y.
I will stand on what I said. I do think it will be coming down

from that area within a matter of a couple of months.

Senator BOREN. So the administration’s forecast for a yearly
average of 11.1 percent, on 3-month Treasury bills, which is what

_this article referred to, is in your judgment, still a sound, reason-
able forecast?

Secretary REGAN. It is a reasonable forecast; yes.

Senator BoreEN. You are not prepared at this time, even in view
of what is happening to interest rates, to make any alteration?

Secretary REGAN. No; because let me point out again, Senator, what
happened last year. Things turned around so dramatically when
the prime, again, using my example, went from over 20 to 11, in a
period of over 3 to 4 months. Things can happen dramatically in
that bond market. ’

Senator BoreN. I want to switch to another question followup on

.some of Senator Packwood’s questioning. There is, as you know, an
interest and dividend exclusion which permits deduction of up to
$200 per person, for interest or dividend.

Does the administration propose to terminate that or not to
extend it or do you now propose to extend it? '

Secretary ‘REGAN. At the present time, we have not taken a
position on that. I think that will be part of our second tax proposal.

We probably will advocate that it remain in effect.

Senator BoreN. Don’t you think it is important if the whole
objective is to save, to give people this incentive to save?

Secretary REGAN. Oh, yes. As I say, the only reason that I am not
being stronger in my commitment to it is, is that as yet, the
President hasn’t decided which of the items he wants in that
second bill. I am reasonably sure that is going to be one of them.

Senator BoreN. Well, if your statement makes clear with great
emphasis and your questioning and your answers have focused on
the need to encourage savings, and that’s an important objective of
the tax bill, of the proposed legislation, why then is that not
included in this aspect of the bill if that is the objective?

Secretary REGAN. Because we wanted to have a very simple bill up
front that could be assured of quick passage. That was our whole
theory in doing it. : :

Senator BoreN. Is this a controversial item?

Secretary REGaN. I am not certain about that, Senator, as to whether
or not. But, if we include that, then some other person, in either
one of the branches of Congress could think that his proposal or
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her proposal was just as good as that one and might deserve equal
treatment.

We didn’t want to start choosing among which are the better
ones.

Senator BoreN. Do you honestly believe that it is a greater
incentive to the large masses of Americans, working men and
women, to reduce their taxes by what relatively modest amount in
dollar terms in the bill, that that is a greater incentive to savings,
than to provide for an exclusion of interest earned on savings?

Secretary REGAN. There was another proposal regarding an IRA’s.
This is of great importance to a lot of people, their individual
retirement account or something of that nature.

To many people, that is equally important.

Senator BoreN. I am asking you. Do you honestly believe that
the average working man will have a greater incentive to save by a
reduction in his personal income taxes, as opposed to providing this
exclusion for interest earned on savings deposits.

Secretary REGAN. It is a hard one to answer. It is like picking
among chocolates, you know, which is the better one, which do you
prefer. I think that there are many good things. I think that this is
an excellent one, Senator. I was for it when it passed in Congress and
I am still for it. ‘

My problems is, once I start putting in one that I think is better
than some others, someone would want to joust with me and say
that their proposal is better.

Again, we start cluttering up the bill.

Senator BoreN. Well, you are saying your objective is to save. 1
don’t think this is picking between two chocolates. I think this is
picking between a chocolate and a rotten apple. I don’t think it is a
very difficult choice.

I think if you ask the overwhelming majority of people what is a
greater incentive to save, it seems clear to me that the exclusion is
a far greater incentive to save than a $75 or $100 tax reduction
which everybody I have asked says they are going to spend it.

Secretary REGaN. Well, incidentally, on that last point, our polls
don’t indicate that everybody is going to spend it. But, again, I will
have to stick on what I said, Senator, we are not proposing that in
the first bill.

Senator BOREN. Part of the reasoning you give for the acceler-
ated cost recovery system is that due to inflation there is an
overstatement of income for business and we have to provide more
rapid writeoff and this system will reduce the burden of accounting
and tax planning for taxpayers.

Do not those arguments apply with equal validity to inventory
accounting?

Secretary REGAN. Yes, they do.

Senator BoreN. In fact, is it not correct that inadequate meas-
urement of inventory overstates income to a greater degree than
does the slower rate of depreciation now in effect.

Sefe_cretary RecaN. Yes, that is the so-called inflationary effect on

rofits.
P Senator BoreN. Isn’'t that even more significant for small busi-
nesses than the depreciation problem?
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Secretary REGAN. Actually, small businesses, for the most part do
not use many of the rules that are in the code now because they are
too complicated.

Senator BoreN. That is the last in, first out inventory count
again. Do you not agree that some simplification of the regulations
in that area to permit small business to take advantage of different
inventory accounting measures would be a desirable step?

Secretary REGAN. I would agree with that, Senator.

Senator BoreN. My time is up. Thank you, Mr. Secretary.

The CHAIRMAN. Senator Grassley.

Senator GrassLey. Thank you, Mr. Chairman. Mr. Secretary, I
want you to know that I am that part of the committee that is
supporting the 10-10-10 on the accelerated depreciation. I think it
is going to work.

I suppose that with a lot of suggestions coming before Congress,
it is impossible to actually forecast how they will work, but it
seems to me like there has been some precedent with a tax cut in
the 1920’s and the Kennedy tax cut and the capital gains tax cut of
1978, that have indicated that this sort of cutting of the marginal
tax rate does a great deal of economic good.

I think most importantly in selling me upon the concept is that
this tax cut of the last decade—and I suppose there have been four
or five smaller cuts since then that have been those that have been
short term in their nature, and have tended to promote consump-
tion and not encourage savings.

When you want to reverse, I think that those are worthy goals
that I want to pursue. I see this as one way of doing that. -

Quite frankly, maybe some of us in the Congress here and other
people in the country at large, may be putting a great deal of faith
into this plan. There may be more faith than economic fact at this
point.

But I think that the whole economic program has something to
do with people in this country reestablishing faith in the system by
which we do business, faith in the free market system, faith in the
private sector doing things as opposed to the public sector doing
them, and faith in the distribution of goods by free market forces
as opposed to the politicians and bureaucrats making those deci-
sions. .

Maybe it is because we have gotten away from that faith in the
system that the country is in such economic doldrums as it is in.

So, as naive as it might sound, there is some consideration of my
part in this for the reason it will help reestablish some faith in the
system that has made this country not only the most politically
free, but the most economically free, and has brought the highest
- standard of living to any people in the world.

I think that people are slowly reestablishing that confidence. It
may be built upon the Presidency of one man at this point and the
confidence they have in him and particularly his bravery and his
courage in moving forth. In doing things heretofore felt to be
politically dangerous, he has rejected the idea of business as usual,
or I should say politics as usual.

I think that if we stay with him we will be reestablishing a new
beginning. I suppose though we all have to think sometimes that
maybe what we want won’t be done. I suppose the chairman of the
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committee expressed some of that in the first instance as he has
Eolled this committee. Maybe there is not the support for this plan
ere.

So, I have been a longtime advocate for indexing which I don’t
think detracts from the program; hopefully it adds to it.

I guess I was wondering if the administration has thought in
terms of support or nonsupport of indexing, where that ought to fit
into the picture.

Could you give me your views on this, even though you have not
been willing to talk about any sort of a compromise and I don't
expect you to?

—- Would there be such a thing that the same long-term good could
be accomplished, for instance, if we had a 1- or 2-year provision of
this tax cut linked with indexing.

Maybe out in the long term, 1985, 1986, and 1987, there might be
just as much economic good accomplished as there would be from
the 3-year tax cut.

So, I guess I would ask if you would comment on indexing, if
there is any thought to it, and particularly if it would fit into the
long-term good you want to accomplish in case the 3-year tax cut is
not successful.

Secretary REGAN. There is a lot to be said for indexing, Senator. The
fact remains, however, I am opposed to indexing. I think it is an
indication that we are giving in to the inflationary fight. If you
index taxes, why don’t you index wages? If you index wages, why
don’t you index prices. You keep going on and on and on. Eventual-
ly, you end up with an indexed economy which nobody cares about
inflation because everything is indexed.

I hate to start down that road. That is why consciously I did not
want to see indexing in this package.

I think that the Congress of the United States is astute enough
that if we do have inflation, if we are getting into bracket creep or
better yet, if we have inflation coming down and we are having
surpluses in the budget, that at that point in time they will see fit,
rather than doing it indexing, to make further tax cuts for individ-
uals and for business.

I would prefer to have—to see the Congress do it that way rather
tgaI} ll{)ind them in to indexing in the out years of 1985, 1986, and
the like.

Senator GrassLEY. I won’t find fault with that except I.would
throw this out for suggestion and somewhat countering what you
said, I think that within the administration, as well as some of us
in the Congress feel that the present economic problems are caused
by taxflation. In other words the more money coming in to the
Fedeé'al Treasury, the more Members of Congress are likely to
spend.

Consequently, we have gotten ourselves into an economic hole
just because of the tax increases without Congress having to bear
the responsibility of voting those tax increases.

Our taxes wouldn’t be so high if we had to cast a vote on them. If
indexing would limit the income of the Federal Treasury, hence
reduce the dominance of the Federal budget and the economy as a
whole, it seems me like there would be great economic good that
would come from that.
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Secretary REGAN. Well, as the Congress is demonstrating its courage
this year to make cuts in the budget, I think that future Con-
gresses will do likewise if they think that the budget needs cutting.
I wouldn’t want to tie their hands is what I am saying.

Senator GrassLEY. Thank you.

The CHAIRMAN. Senator Long.

Senator LoNnG. Mr. Secretary, it was my privilege to speak yester-
day on the Senate floor and to put a statement in the record, which
you probably didn’t find time to read. You are a very, very busy
man. I hope you will find time to read it. 1 discussed the tax
proposal which I introduced yesterday with 29 or 30 cosponsors. 1
am sure there will be more, having to do with employee stock-
ownership.

I asked the White House if they would please make available to
me some quotations from President Reagan. I know he has had
some things to say on that subject and he favors the concept.

What he has said on the subject I think is more eloquent than
anything I have ever been able to say. I call him as my best
witness. If you find time, I would like you to look at that record of
yesterday.

He said that—

Over 100 years ago, Abraham Lincoln signed the Homestead Act. * * * We need

an industrial homestead act. * * * The American dream has always heen to have a
piece of the action.

I asked if the White House would object to my quoting from
what President Reagan said. The answer I got back, I am not
saying I got it from the President, but from whoever his aides were
who handle that was, “By all means.” They would like very much
for us to use the quotes. They really helped the speech.

I also quoted you, Mr. Secretary. You had some very good things
to say on the subject. You have said: “I have to be in favor of more
Americans owning their share in American industry.”

I am very hopeful we can do something about broadened owner-
ship and that it will help solve the problem that is plaguing you
about social security costing so much. If Americans have a bigger
capital estate, they won’t need as much in terms of contributions
from Government where we really are just taxing their younger
relatives to keep them going in their later years.

You are going to do as well on this committee, Mr. Secretary, as
you do in any committee. You have a great chairman. In fact, you
have three great chairmen of Senate committees serving on this
committee. [Laughter.]

Mr. Secretary, you have people on this committee who want to
work with you. There is no new problem to these fellows. They
have seen it around before. May I say I have been around, too. I
have seen how some of these things happen.

I do think you ought to keep in mind that the legislative process
is sort of like a football game where all 22 players are in motion. It
is not one of those situations where you just kick the ball off at one
end and run through a bunch of statues to the other end of the
field. [Laughter.]

Things will happen as the process goes along. I just hope you will
keep in mind that most of these fellows are sort of like Bob Kerr
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used to be. He used to say that he was against any combine that he
wasn'’t in on. [Laughter.]

We very much want to be in on your combine before this thing is
all over with.

Secretary REGAN. I get the message, Senator. [Laughter.]

Senator LoNG. If the House just absolutely shatters things, that
is not the end, all is not lost. Humpty Dumpty can be put back
together again in the Senate. I just hope you understand that we
know that when President Reagan signs the bill it will be the
Reagan bill. Meanwhile there are a lot of people here who would
like to play a part. They would like to be known for having carried
the flag, or at least for having helped the chairman when he might
have stumbled at some point, or for having done whatever might
have been necessary.

We just want to be a part of this moving scene. I hope you will
make room for those on both sides.

May I say, I have no complaints. You have been most considerate
in calling on all of us, Democrats as well as Republicans, inviting
us to make some input and so has your very able assistant.

You know, we cannot initiate revenue bills over here in the
Senate. The Constitution says that bills to raise revenue must
originate in the House. The House has been very unreasonable
about that. They have said that bills to raise revenues also include
tax cuts. The Constitution does not say that at all, but the heck of
it is we can’t get into court. If we send a bill over to the House that
is just tax cut, they won’t take it off the desk. They just leave it
there for the whole 2 years.

Since there is no way we can pass a bill without proving in the
courts that we have a right to initiate a tax bill, all we can do is
amend, and that being the case, we sort of have become accus-
tomed to amending bills.

Where you will want to foreclose us in one area, I hope you
understand that you have to find a way to give us a chance that
has real credibility later on.

Secretary REGAN. Well, Senator, I can assure you that this admin-
istration is well aware of the Senator’s views. We will be working
with the chairman and with you, as ranking minority member, to
make certain that when we have a second bill, that you are very
familiar with it, with its contents and we will have a lot of input into
it.

Senator LonG. Let me say one further thing. This 10-5-3 propos-
al is generally credited as being the idea of a man who served very
well in Government, a very fine, able fellow, by the name of Charls
Walker, who was adviser to the President during the campaign. He
still has a firm here in Washington, with some very prestigious
clients and he is a great American, in my judgment. He is a
talented person. He served as Under Secretary of Treasury, under
a previous Republican administration.

Mr. Walker knew how to work with the Congress. If this commit-
tee or some committee was going to insist on amending a bill, I
would suggest to him how it could be amended and ought to be
handled in such a way the administration could support it.

I recall when we reported out the revenue sharing bill, we made
some major changes. He suggested how it could be changed to meet
with what the committee’s desires seemed to be.
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When we were through, he promptly announced that this com-
mittee had succeeded in reporting an even better bill than had
come to us. .

I think that shuwed good judgment and might serve as a good
example for you to consider some time when someone has a good
idea, as a part of the overall legislative process. You know, we are
in business to legislate. If we don’t do something people are going
to think we are not necessary, and maybe they ought to have
someone else up here. [Laughter.]

Secretary REGAN. I will make certain no one gets that impression,
Senator.

The CHAIRMAN. Senator Bentsen.

Senator BENTSEN. Thank you very much, Mr. Chairman.

I want to adopt the sum of what Senator Long has stated. 1
certainly want to work with the administration in trying to devel-
op a good bill.

It may be, Mr. Secretary, considering the past successes of the
last few months the administration has had in the Congress, 1
think you could work your will as far as Kemp-Roth.

But, let me say I understand as a good trader, you are not going
to talk about your bottom line at this point. But what concerns me
is, if you push too hard on Kemp-Roth you might win it all.
[Laughter.]

I think you have won the hearts of Wall Street, but I don’t think
you have won their minds. I think the way they have responded
with interest rates shows that they are mesmerized about the
deficits they are seeing and they don’t see the inflow of savings.

I don’t see much ditference in an across-the-board tax cut this
time and the across-the-board tax cuts we have had in the past,
insofar as what they will do for savings.

Now with all due respect, Mr. Secretary, I have had some experi-
ence too on estimates from Treasury in past administrations.

I recall 1 proposed one particular tax provision and was told it
would cost a substantial amount of loss to the Treasury.

And then I recall next year they had a new Secretary of the
Treasury who thought it was his idea, and all of a sudden the
econometric model spewed out entirely different estimates in a
much more favorable situation.

So administrations generally have a history of making some
rather favorable estimates in line with what they are trying to
accomplish. I understand. Congress is guilty of some of that itself.

I was original cosponsor -of 10-5-3. But I think we found out it
could be improved on. I helped on the drafting of 2-4-7-10. There
is no question in my mind it can be improved on.

But what we should strive for is neutrality in the treatment of
that equipment under the tax law. I would like for you to comment
on what you think the true neutrality is on 10-5-3.

Secret.ary REGAN. Well, from the point of view of what we are
attempting to do here, Senator, there are any numbers of ways we
could accomplish it. The years in which we state the capital recovery
should be made are our best judgment of what the appropriate years
would be to recover fully the replacement cost of investment.
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Now we, although I am not personally from Missouri, I am
willing to be shown. If it is more effective to do it a different way,
let’s discuss that.

Senator BENTSEN. Let me discuss one point on that. You sat on a
number of corporate boards. If you look at a depreciation schedule
that is done by accretion or amortized or phased in, there is always
a temptation for a board to say, well, there is going to be a little
more next year. And 10-5-3 as proposed is phased in over 5 years.

What we did with 2-4-7-10, was to put it all in from the begin-
ning. A corporate board that looks at that says, you know, maybe
we better rethink our capital spending and rather than having the
temptation to put it off another year. I wish you would really take
another look at that kind of an approach which would obviously
mean that you would have to change some of the 10-5-3 and its
magnitude. I understand that, too.

Secretary REGAN. We are discussing this. We would welcome any
organization or what have you which wants to comment on this. We
at Treasury would welcome it, particularly while the bill is in its
formative stage. ‘

Senator BENTSEN. But, I think we can buttress that by putting a
direct incentive in and so many of them have. The situation of
Japan having what is the equivalent of $65,000 interest, tax-free.

We look at Germany that not only exempts many instances of
interest earned on specific types of savings, but actually pays a
subsidy on some types of 16 to 18 percent, quite the opposite of
what we are doing in this country. :

We look at the situation in England and France where they
exempt major parts of interest earned on savings, long-term sav-
ings.

I really believe as part of this tax package we have to do some-
thing that specifically targets savings and creates an incentive for
that. To try to have the kind of inflow of funds that can bring the
rates down in this country; those two things coupled together will
help us accomplish the very objective I think you are seeking.

Secretary REGAN. That is what we are looking at in our second bill,
Senator, as to some of those targeted things where we previously
mentioned. We know that IRA and Keogh plans, for example, not
only are good for individuals, but they are very helpful to the thrift
industries because most of the deposits do go into the thrift indus-
tries. The moneys from them follow and flow through to the indus-
try.

We are looking at various other types of proposals. We know
there have been all kinds of schemes to bring interest on savings
up from where it is currently.

Now, the problem with that, as I see it, is having to shift from
one form of investment into the other. In other words, if you are
already saving in one type of mechanism, and then we target, say,
just interest on savings coming out of a bank or thrift institution,
you may just get a switch and no additional savings. That worries
us.

The second thing that worries us is that you may borrow in
order to accomplish this. In other words, you go out and borrow,
the interest is tax deductible, and the savings can be put in a
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savings account. That literally does not help the total amount of
savings.

These are the things that are making us a little cautious about
up-fronting these type of things. We are exploring them further at
Treasury now.

Senator BENTSEN. Mr. Secretary, we have had econometric model
runs on major savings incentives and we have had some quite
interesting results in how you bring down interest rates and how
that would spill over on other interest rates. Obviously, we did
have some transfer of funds. In that kind of an instance the money
markets lost some of their funds and more of it went into thrift
institutions. But, you had the $28 billion outflow from the thrift -
institutions last year.

In February, you had a $2.5 billion outflow, and that is the
largest of any month in history. Some of those are going to go belly
up. Some of them already have and have moved into stronger
institutions. It has to be and I know it is, a matter of very deep and
major concerns.

Secretary REGAN. Oh, yes, the thrift institutions are one of our front
burner problems at the moment, Senator. We are watching them
very carefully, and as you probably know, the regulators are circu-
lating a bill at this particular moment to try to give some relief to
the institutions as part of the deregulation of financial institutions.

I am working very hard there to deregulate these institutions to
try to put them on an equal footing with some of the commercial
banks in order to allow them to go after funds in a different
manner.

Senator BENTSEN. But you run into a real problem with those
long-term mortgages. Now, it used to be that they would turn them
over on the average of every 12 years. Now they turn them over on
the average of 8 or 9 years because of inflation and people selling
homes more. But locked in to those kind of assets to say, OK, now
go out and go after the market and offer fully competitive rates.
Tﬁxat is what you are seeking and I would like to find a way to do
that.

Secretary REGAN. Well, we are trying to increase the pool of savings.
Let me bottom line it this way for you, Senator. Anything we can
do to increase that pool of savings in the United States, we certain-
ly want to do, because we recognize that is a deflationary way of
handling things.

Senator BENTSEN. Thank you very much.

Thank you, Mr. Chairman.

The CHAIRMAN. I think there may be other questions. Of course,
we will hé.ve other opportunities.

Senator Danforth has additional questions.

I just want to ask the one that I read a lot about and maybe you
see a lot of times, while this is a tax cut designed to favor the rich
versus the poor.

As I understand the proposal, that is not an accurate version, but
it is one made sometimes in the media and by critics of the pronos-
al now suggested by the President.

Of course, on the House side, I haven't seen the language, but in
the speech made by the chairman, there was an effort made to
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skewer it so that lower income would receive a greater share of the
tax relief. .

I have heard you answer this a number of times, but I think it
should be a part of the record. I would appreciate your response.

Secretary REGAN. Well, Senator, from our point of view, a tax cut
that is straight across the board is a fair tax cut. The cut is designed
in such a way that those who are paying the most tax obviously will
get the most tax relief. Those who are paying the least tax get less
tax relief.

We are not trying to redistribute wealth. What we are trying to
do is to stop the increase that there is in taxes across the board.
Tlhat is why we have set the tax rate cut at this particular sched-
ule.

From the point of view of incentives and the like, we recognize
that what we are trying to do is to help those who can save, have
more to save; that also will work

In the brackets from $10,000 to $60,000, 72 percent of the taxes
are paid by people in those brackets. They will get 73 percent of
the relief under this.

So, we think that the thing has been eminently set out to be
even for all Americans, rather than to save any one class over
another. :

The CHAIRMAN. Thank you.

Senator Danforth.

Senator DANFORTH. Thank you, Mr. Chairman.

Mr. Secretary, at the top of page 7 of your statement, you indi-
cate the projected revenue losses from the administration’s tax bill.

Now it is my understanding that what the administration has in
mind for the second bill is that after we pass this, perhaps just
before the August recess, then we will proceed immediately with
consideration to a second tax bill.

I want to press Senator Bradley’s question a bit further. Given
the estimated revenue losses on the top of page 7, and given the
fact that we are going to have to start work on the second bill
before the first bill is even in effect, aren’t we going to have to look
at some maximum amount of revenue to be lost by the total tax
bills that we pass this year?

I wonder if you could give us a view as to what the maximum
amount of revenue loss should be—I know it is a static figure. But,
what would be the maximum responsible amount that we could
incur this year?

Secretary REGAN. Well. Senator, as I indicated in my answers to
Senator Bradley's questions, it is impossible for me to answer that at
this point because I don’t know precisely the items that would be in
the second bill.

We have costed out from a static revenue loss point of view, at
Treasury, any number of items—probably a list of 35 or 40 differ-
ent proposals.

It would be from among those that the second bill would be
chosen. I have to know the extent in order to be able to tell you.

Senator DANFORTH. Well, you see, here is the problem. I think it
is pretty clear what the popular items are on this committee,
tuition tax credit, estate tax, R. & D. tax credit, maybe further
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increase in the capital gains exclusion, employee stock options, °
corporate rate reductions, IRA’s, charitable deductions——

The CHAIRMAN. Marriage penalty.

Senator DANFORTH [continuing]. Marriage penalty, and on and
on. I mean, there are maybe 12 of them. I think it is pretty clear
what they are. '

I know it is hard to work with static figures. We have always had
that problem. I know you are thinking about net figures, maybe we
can gain some revenues by one proposal or another.

But, it seems to me, looking at these figures that we have at the
top of page 7, if static figures mean anything at all, what this
means is the second tax bill is going to be a very small tax bill.

If the administration is working on its proposals, as you have
indicated that it is, for what should be in the second tax bill, if we
were to pass the first bill and look at revenue losses of this
amolt)lrlllt, then it is not realistic to think about a meaningful second
tax bill.

Secretary REGAN. As I indicated to Senator Bradley, $20 billion for
example, would be way out of line. There is no way we could have
a second bill of that nature.

Senator DANFORTH. How about $10 billion? .

Secretary REGAN. Well, you are getting closer. [Laughter.]

Senator DANFORTH. Yes.

Secretary REGAN. What I am indicating there, Senator, is that lots
depend upon how you introduce it.

Take the marriage penalties, as the chairman just mentioned. If
you phase that in as either 5 percent of the total amount of the
secon(g earner’s wages or put a maximum on it of $1,500. That is a
cost of x.

If you tried to go in to where it would be $3,000 or 10 or 15
percent, you come up with a much larger figure.

So, we would have to be very precise on exactly what we are
talking about on that.

Take the 911, 913 situation. Were you to exempt, let’s say, the
first $50,000, of income earned abroad you come up with x cost.

If you would exempt all earned income abroad, you would get a
much larger cost figure.

So, therefore, in working this out, we will have to work with this
committee to be very precise on what we are trying to do so that
we don’t come in with an enormous budget buster.

Senator DANFORTH. Mr. Secretary, just so we can have at least
some indication of what would be available, I wonder if before we
start the markup, we could have from Treasury, given the figures
you start with, just working on 1982, 1983, 1984, and 1985, on the
top of page 7, if you could prepare a chart to go along with this as
to the range.

I know that there is flexibility, but just to give us some notion as
to the range of additional revenue loss that we could anticipate if
we were to pass the President’s program.

Clearly, $20 billion in 1982 would be way out of the question.
What would be in question?

Otherwise, I think a lot of us feel if we were to adopt a two-bill
approach, then frankly, there would be no responsible way for
having any kind of meaningful second tax bill.



47

Secretary REGAN. What I can do for the Senator is this, is to send up
for the use of this committee, the cost of various items under
various—well, I will use the word ‘‘parameters,” if you will, that
would indicate what it would be, and then work with the Senators
to see which of these are in the minds of the Senators the ones that
are of the greatest importance. From that we could get an idea

what the cost would be.
Senator DANFORTH. Could we have that before the markup of the

first bill? . _
Secretary REGAN. When is your markup, Mr. Chairman?

The CHAIRMAN. Well, I would like to do it right now. [Laughter.]

Secretary REGaN. I am with you.

The CHAIRMAN. It will be early June.

Secretary REGAN. We can have it for the Senator.

The CHAIRMAN. Depending on the House, the House schedule.
We are not trying to put ourselves ahead of the House—early

June.
Secretary REGAN. We will have it up here in plenty of time for

that.
[Material was subsequently submitted by Mr. Regan.]

[Fact sheet, June 10, 1981]
Summary oF H.R. 3849—Economic Recovery Tax Act orF 1981

DESCRIPTION OF THE ACT
Individual tax relief -

Across-the-board marginal tax rate reductions of 5 percent on October 1, 1981,
with additional reductions of 10 percent on July 1, 1982, and 10 percent on July 1,
1983.

Marriage tax penalty relief in the form of a 5 percent exclusion up to $1,500 in
1982 and a 10 percent exclusion up to $3,000 in 1983 and thereafter.

Savings, investment, and productivity incentives

The accelerated cost recovery system (ACRS) announced by the Administration in
February is modified. The 10-year, 5-year, and 3-year classes of property will be
written off using rates that approximate the 150 percent declining balance method
through 1984. For property placed in service in 1985 and 1986 and thereafter, these
rates will be increased to 175 percent and 200 percent, respectively. All real estate
will receive a 15 year audit-proof cost recovery period and will be written off using
rates that approximate the 200 percent declining balance method. A liberalized
leasing rule will be provided to facilitate the transfer of the ACRS tax benefits to
companies which can utilize these tax benefits. The proposal does not allow a
deduction for qualified progress expenditures. The complete system will be effective
as of January 1, 1981.

The top marginal rate on investment income will be lowered from 70 percent to
50 percent, effective January 1, 1982.

The maximum contribution to an individual retirement account (IRA) will be
increased from $1,500, to $2,000, up to 100 percent of an individual’s earnings for
the year. The maximum contribution to a spousal IRA will be increased from $1,750
to $2,250. Both of these changes will be effective January 1, 1982.

Individuals who are active participants in an employer-sponsored retirement plan
will be able to deduct up to $1,000 per year of contributions to an individual
retirement account. Active participants will be able to establish spousal IRAs with
contributions up to $1,125. Both of these changes will be effective January 1, 1982.

The maximum deductible contribution to a Keogh plan will be increased from
$7,500 to $15,000, effective January 1, 1982,

The $200/400 interest and dividends exclusion, which is due to expire at the end
of 1982, will be made permanent.

To encourage research and development, a new tax credit equal to 25 percent of
irécsremental wages paid directly for R. & D. will be introduced, effective July 1,
1981.
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Americans working abroad will be entitled to an exclusion of $50,000 plus one
half of the next $50,000 of foreign earned income, as well as a housing alfowance,
effective January 1, 1982, ‘
The windfall profit tax credit for royalty owners will be raised from $1,000 to
$2,500, effective January 1, 1981,
The 10 percent investment tax credit for rehabilitation expenditures will be
replaced by a credit that is 15 percent for buildings that are at least 30 years old, 20
rcent for buildings that are at least 40 years old, and 25 percent for certified
istoric structures, effective January 1, 1982,

Estate and gift tax relief

An increase in the credit against the unified estate and gift tax to $192,800 will be
phased in by 1985, exempting 99.7 percent of all estates from the estate tax. This
corresponds to an exclusion of $600,000.

The marital deduction will be unlimited, effective January 1, 1982, as contrasted
with present law, which limits the marital deduction to one half of the adjusted
gross estate or $250,000, whichever is greater. )

The annual gift tax exclusion will be increased from $3,000 to $10,000 per donee,
effective January 1, 1982.

Example of individual tax relief

The Economic Recovery Tax Act will provide substantial relief to all taxpayers.
The following illustration shows the impact of the Act on a family of four earning
$251,8(8)2 in 1980 and receiving cost-of-living increases for four years to earn $33,674
in . -

FAMILY OF FOUR EARNING $25,000 for 1980

Tax under current law Tax reduction 1n 1984
One earner couple Two earner couple
1980 1984
Tax Tax cut Tax Tax cut
$2,901 $4,738 $3,682 $—1,056 $3,297 $-144]
1116 1141 P10.9 o 198 s
1 Percent of income.

Impact on the budget
The Economic Recovery Tax Act will reduce the deficits for fiscal years 1981, 1982

&r:d 1(‘.1983, and will produce growing budget surpluses in fiscal years 1984 and

ond.

he following tables summarize the direct revenue costs of the Act and the
Administration's ori%inal program, indicate the revenue effects of the elements of
the Act, and show the effects of the major proposals on taxes paid by individuals,
distributed by adjusted gross income class. The Economic Recovery Tax Act has a
direct rever.ue impact of $2.1 billion in fiscal year 1981, rising to $149.6 billion b
fiscal year 1984. These costs fall short of the direct costs of the Administration’s
original program—and therefore improve the budget balance—by approximately $7
billion in 1981, $17 billion in 1982, $9 billion in 1983 and %2 illion in 1984.

TABLE 1.—SUMMARY OF THE REDUCTION IN FISCAL YEAR RECEIPTS UNDER THE ECONOMIC
RECOVERY ACT OF 1981 AND UNDER THE ADMINISTRATION'S ORIGINAL TAX REDUCTION PROGRAM

[In Billions of doflars)

fiscal year—
1981 1982 1983 1984 1985 1986

Program

Economic Recovery Act of 1981:
Personal tax reductions.........ccoeo..eveveercvrceeneecrsesensvemmmsiessisnnes {1} 283 7148 1198 1387 1599
2.1 97 186 298 435 656

21 380 934 1496 1822 2256
Administration’s original bill:

Personal tax reductions....... 6.4 44.5 819 1189 1425 1635
Business 1ax reQUCHONS ........cccoevvvvrcvecries e s 2.5 10.5 209 327 46.1 §0.2
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TABLE 1.—SUMMARY OF THE REDUCTION IN FISCAL YEAR RECEIPTS UNDER THE ECONOMIC
RECOVERY ACT OF 1981 AND UNDER THE ADMINISTRATION'S ORIGINAL TAX REDUCTION
PROGRAM—Continued

[in billions of dollars)

Fiscal year—
Program
1981 1982 1983 1984 1985 1986
TOMRL ..o scerss e et 89 550 1028 1515 1886 2237

Reduced deficit or increased surplus resulting from substituting the

Economic Recovery Act of 1981 for the administration’s ongmal
bill.... e 0.8 110 9.4 20 64 18

¥ Less than $50 million.
Note.—Details may not add to lotals due to rounding.
Source: Office of the Secretary of the Treasury, Office of Tax Analysss.

~

TABLE 2.—REDUCTION IN FISCAL YEAR RECEIPTS RESULTING FROM THE PERSONAL TAX PROVISIONS
OF THE ECONOMIC RECOVERY ACT OF 1981

In billions of dollars)

Fiscal year—
1981 1982 1983 1984 1985 1986

Across-the-board tax rate reduction of 5 percent on Oct. 1, 1981
with additional reductions of 10 percent on July 1, 1982 and 10
percent on July 1, 1983.... .

Lower top rate to 50 percent on Jan l 1982 and thereafter

Marriage peralty relief (5 percent exclusion up to $1,500 in 1982
10 percent exclusion up to $3,000 in 1983 and thereafter) (Jan.

1,1982)... 4 38 1.0 18 8.7

Phase-in mcrease in the unmed estate and glft tax credn to .
$192,800, allow an unlimited marital deduction, and increase the

287 644 1043 1211 1390
Li 22 11 08 1.0

annual gift tax exclusion to $10,000 (Jan. 1, 1982) ...ccoomvrvercreceercrecrveenrcrveen Bl 19 3.0 40 58
Increase IRA limit to $2,000 (82,250 spousal) and increase the
percentage limit to 100 percent (Jan. 1, 1982) ... 1 -2 2 2 3

Exlend IRA eligibiity to covered persons with a Sl 000 (Sl 125

spousal) limit (Jan. 1, 1982) ... 1 1.0 13 14
Increase Keogh plan fimit to $15, 000 (Jan l 1982) .................. B 2 2 2
Make permanent the $200/$400 interest and dividend exclusion 8 2.5 27 3.0
$2,500 windfall profit tax credit for royalty owners (Jan. 1, 1981)..... (1) 8 o b 6 6

O .t (1) 283 748 1198 1387 1599
Persons tax reductions under the original Administration Biff.............. 64 445 819 1189 1425 1635

Cost of personal tax reductions under the original administration bill
in excess of the personal fax reductions under the Economic
Recovery Act of 1981 ...t 6.4 16.2 1.1 -9 38 36

! Less than $50 miltion
Note.—Details may not add to totals due to rounding.
Source: Office of the Secretary of the Treasury, Office of Tax Analysis.

TABLE 3.—REDUCTION IN FISCAL YEAR RECEIPTS RESULTING FROM THE BUSINESS TAX PROVISIONS
OF THE ECONOMIC RECOVERY ACT OF 1981

{In tillons of dallars)

Fiscal year—
1981 1982 1983 ° 1984 1985 1986

Accelerated cost recovery SYStem .. ..o 21 8.9 173 283 419 639
25 percent incremental credit for direct wages for research and
development (July 1, 1981) .o, (1) 4 6 1 J J
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TABLE 3.—REDUCTION IN FISCAL YEAR RECEIPTS RESULTING FROM THE BUSINESS TAX PROVISIONS
OF THE ECONOMIC RECOVERY ACT OF 1981—Continued

{In billions of dollars]

fiscal year—
1981 1982 1983 1984 1985 1986

Atlow an exciusion of $50,000 plus 50 percent of the next $50,000

of foreiy1 earned income, with a housing allowance (Jan. 1,

1982) ... 3 5 5 6 b
Investment lax credlt for rehabllutatnon expendltures (15 percent for

30 years, 20 percent for 40 years, and 25 pefcenl for historic

structures) (Jan. 1, 1982) ... 1 2 2 3 4

97 186 298 435 656
105 209 327 461 602

Business tax reductions under the original admnistration bil! ...

Cost of business tax reductions under the original admmnstratvon blll
in excxess of the business tax reductions under the Economic
Recovery AC of 198] ..oooooorovoooe et s 4 8 2.3 29 6 =54

tLess than $50 million

Nole.—Details may not add to totals due to rounding.
Source Office of the Secretary of the Treasury, Office of Yax Analysis

TABLE 4.—EFFECT ON FISCAL YEAR RECEIPTS RESULTING FROM THE ACCELERATED COST RECOVERY
SYSTEM UNDER THE ECONOMIC RECOVERY ACT OF 1981

[In tullions of dotars)

Fiscal year—
198] 1982 1983 1984 1985 1986

Accelerated cost recovery system under the original administration bill.. —25 —105 —209 -327 —461 —60.2
Modifications to the original administration bill:
Al structures at 15 years under 200 precent declining balance....  —.2 -8 =14 17 -19 -22
Limit the 10-year, 5-year, and 3-year class to 150 percent )
declining balance through 1984, 175 percent dectining
batance in 1985, and 200 percent declining bafance in 1986
and thereafter; allow taxpayers to elect the straight-fine
MBINOG ......oeoriere st st ees bt
Eliminate the deduction for qualified progress expenditures............
Liberalize leasing requirements ... . .
Accelerated cost recovery system under the Econom:c Recovery Act of
1981 ... . =21 -89 -173 -283 -419 -639
Cost of the accelerated cost fecovery syslem under the ongmal
administration bill in excess of the acceleraled cost recovery
system under the Economic Recovery Act of 1981 . .cccooivvvivriicirinnnns 4 16 36 43 42 -37

29 50 11 88 33
22 38 44 46 46
-27 -38 54 -713 94

Note.—Details may not add to lotals due to rounding
Source: Office of the Secretary of the Treasury, Office of Tax Analysis



TABLE 5.—PERSONAL TAX REDUCTIONS RESULTING FROM KEY ELEMENTS OF THE ECONOMIC RECOVERY ACT OF 1981, DISTRIBUTED BY ADJUSTED GROSS INCOME CLASS

[In millions of dollars)

Current 1984 law tax

Tax rate reductions

10 percent second-earner

Increase IRA and Keogh

$200 (3400 for jont

Total change in tax

liabifity income exclusion ! limits; hberalize IRA returns) nterest and habulity Peccent of
Adjusted gross income class e _— Percentage e ehgibility 2 dividend exclusion e tox
centy n| h d ercentage centd
Amount i uten dstrbation  Amaunt (GRS fercentate  pmount feicentage  Amount datrbuten

Less than $35,000 5 (3) 117 0.1 (3) (3) (3) (3) -20 11 -137 0.2 (*)
$5,000 to $10,000 6,591 23 —1,906 28 —16 0.4 -5 04 —114 60 2,041 21 =310
$10,000 to $15,000 16,752 58 4139 6.2 -78 1.7 =2 18 -159 84 4397 59 -26.2
$15,000 t0 $20,000................oooooeeeeeeeeeeeeeeeeee e 23,404 81 5702 85 —201 45 —44 38 —168 88 6115 8.2 -26.1
$20,000 to $30,000 59,955 207 —14110 210 1,070 239 —304 26.1 —436 229 —15920 213 - 2.6
$30,000 to $50,000 87,552 303 —20,553 305 —225 50.4 —-342 293 —647 340 23792 318 -212
$50,000 to $100,000 92,547 182 —12307 183 —657 147 =315 210 —289 182 —13.568 18.1 -158
$100,000 to $200,000 23,840 82 4987 74 —157 35 -3 9.7 -9 30 5314 11 -223
$200,000 and over 18,538 64 3470 5.2 -38 09 -23 2.0 --12 06 —3543 47 —191
Total 289,183 100.0 —67,291 1000 —4,468 1000 1,166 1000 —1.902 1000 —74.827 100.0 -259

! Includes outlay portion of the earned income credit

2 Increase IRA imit to $2,000 and increase the percentage it to 100 percent Extend IRA eligibility to covered persons with a $1,000 imit. Increase Keogh plan limit to $15,000.

3 Less than $500,000 or 0.05 percent.

* Due to the refundability feature of the earned income credit the net tax fiability for this ncome class 1$ negative under the proposal. Calculation of a percentage reduction 1 not meaningful

Note.—Details may not add to totals due to rounding

Source- Otfice of the Secretary of the Treasury, Office of Tax Analysis.

8¢
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Senator DANFORTH. Mr. Secretary, just one further point. I think
what you have said is really encouraging and that is what the
administration is insistent on is a tax cut which encourages work,
savings and investment, but that the administration is not just
absolutely closed minded about what constitutes such a tax bill.

You have a program you believe in, but you are willing to adopt
a “show me’ attitude and you are willing to listen. When you say
it is a matter of judgment, not just economic models, but it is a
matter of judgment, I find that very encouraging. There will be an
effort to work with this committee, work with the Ways and Means
Committee, work with Democrats as well as Republicans on this
committee to try to develop the best possible notion of how to have
a tax program which encourages work, savings, and investment.

Mr. REGAN. Well, that is what I said. I will repeat it once more,
Senator. If we can be shown something that is superior or that does
what we want it to do in a better fashion, and is approximately in
the same cost range.

Senator DANFORTH. Or less.

Mr. REGAN. Or less. But does it more effectively. In other words,
more bang for the buck, we are more than willing to take a look at
that.

Senator LoNG. Mr. Chairman.

The CHAIRMAN. Senator Long.

Senator LoNG. Thank you, Mr. Chairman.

I would hope that you do in good faith what you are saying here.
I believe you will. I think you are a man of your word, but it
shouldn’t be vetoed by somebody less than the President down in
the White House.

It is one thing to have somebody in the Treasury in good faith
come and tell us something. I have seen all too often situations
where somebody down in the White House would just veto that. 1
would ask, “Who did it?”’ This fellow doesn’t know who killed Cock
Robin, but it happened down at the White House.

I would hope if you in good faith can help this committee do a
job and we can help you do a good job in the best tradition of
American statesmanship that we are not going to have it killed off
by somebody down at the White House whose identity we don’t
even know. It might be just one man.

Please understand, if the President himself thinks you have a
lousy idea and he is not going to go along with it, that I can
understand. But for somebody to presume to speak for the Presi-
dent when he may or may not be speaking the President’s own
views on the matter, that is a little hard to take up here.

Mr. REGAN. I can assure the Senator that I have been working
very closely with the White House staff as well as with the Presi-
dent in these tax proposals.

They have indicated to me that they want me to speak for the
administration in these tax matters. You can be assured that when
I speak, I will be very careful not to get too far out of line so that I
will be speaking for the administration and so that you can rely on
what 1 say.

Senator LoNnG. Well, I would like to think that you didn’t give up
all that income from a job that pays a lot more than your job now
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pays in order to explain to us just what some flunky down there
thinks about matters.

Mr. REGAN. I can assure you that we don’t have many flunkies.
[Laughter.]

The CHAIRMAN. Are there any other questions?

I might just say for a matter of information, some may have
wondered, we have been passing rotes around. The Pope has been
shot. Now it is reported he is out of surgery. His condition is no
longer termed grave, but it is still just as serious.

I would say to the Secretary that we appreciate very much your
presence this morning, your attitude. I do hope and I believe you
will find on this committee a willingness to cooperate. I don’t see
any reason to operate it any different than we have in the past. It
has been a consensus group as long as I have been on this commit-
tee. There are certainly members on both sides who have a great
deal of knowledge and expertise in the areas we are dealing in.

It is my hope we can coalesce around the administration’s posi-
tion. We are looking forward to that.

Thank you.

Mr. REGAN. Thank you, Mr. Chairman.

[Whereupon at 1:10 p.m., the hearing adjourned, subject to the
call of the Chair.] ] :
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STATEMENT OF
THE HONORABLE DONALD T. REGAN
SECRETARY OF THE TREASURY
BEFORE THE COMMITTEE ON FINANCE
OF THE UNITED STATES SENATE

Mr. Chairman and members of the Committee:

It's a pleasure to be here today to discuss with you the
President's tax program. This Committee is quite aware of the
need for a Program for Economic Recovery which will expand
national prosperity, enlarge national incomes and increase
opportunities for all Americans., Your response to the
expenditure proposals of the President has proved that it is
possible for Congress to make the difficult political choices
needed to control spending. You have not only moved with great
courage, you have moved with great skill and care. As you begin
to make decisions on the tax aspects of the President's program,
1 urge you to continue the process of putting the economy back on
the track to solid growth without inflation.

NEED FOR A STRONGER ECONOMY

The United States economy is not growing fast enough. We
need more jobs and more production for our people, We need a
stronger economy to support a rising standard of living and to
provide opportunities for a better life for all. :

Since 1973, the U.S. economy has grown at a real rate of
less than 2.4 percent, barely two-thirds the 3.8 percent real
growth rate from 1950 to 1973 and far below the 4.5 percent
growth rate achieved between 1962 and 1969. Simultaneously, the
rate of growth in productivity has slowed dramatically.
Employment in the manufacturing sector has virtually stagnated, a
number of industries are in deep financial trouble, and the
financial markets have been prevented from efficiently serving as
intermediaries between savers and investors because
interest-bearing assets have become among the riskiest of all
investments.

R-181
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THE PRESIDENT'S PROGRAM

The central purpose of the President's program is to restore
forward momentum to the American economy and move it back onto a
course of steady growth. The program aims to achieve more rapid
expansion of our production capabilities, as well as more
efficient use of the capabilities at our disposal.

The key to achieving this objective is to give the economy
back to the people. As the President has said repeatedly, the
ultimate source of strength of this society is its people. We
can restore growth to our economy if we first restore to
households and businesses their primary responsibility for
decision making and initiative.

PROGRAM DESCRIPTION

The Administration's economic program has four components:

o A stringent budget policy to reduce the rate of growth in
Federal spending;

o A noninflationary monetary policy, developed in cooperation
with the Federal Reserve;

) A requlatory reform program to eliminate unnecessary
government regulations; and

o An _incentive tax policy to increase the after-tax returns
for work, saving, and investment,

All of these policies are mutually reinforcing. Together
they will provide the type of economic environment that America
needs to create the jobs, investment, and improvements in the
standard of living that must be achieved during the 1980's to
meet our economic and esocial goals. The uniqueness of the
President's program is in the long-term interaction of its
components. Taken together they can produce a framework for real
economic prosperity and reduced inflation.

TAX POLICY

The tax proposals which the President has presented, and
which I want to discuss with you today, are an essential part of
the total program. We can reduce inflation through monetary
policy and cut expenditures through budget policy, but ultimately
it is the people who must restore growth through increascd work,
savings and investment. We therefore must adopt a tax policy
that reduces the tax barriers to their efforts. We must begin
now and must not detour from that path over the long run. We
must reject the simplistic view that the way to get the economy
moving is by pumping up consumption and by trying to fine-tune
aggregate demand in the short run. We have too long been
captives of this view; instead of short-run stability and
long-term progress, this approach has given us soaring inflation
and inadequate long-term growth in productivity, real wages,
employment and output.



30 PERCENT PHASED RATE REDUCTION

Individual tax burdens have been increasing steadily for
some time now, and individuals have been pushed into higher and
higher marginal rate brackets. A family of four with a median
income {about $25,000 in 1980) faced a marginal rate of 17
percent in 1965, but now faces a rate of 28 percent. For a
family of four with twice the median income, the marginal rate
1: almost twice that of 1965: 43 percent now versus 22 percent
then,

It is therefore vital that we act now to reduce marginal tax
rates by 30 percent. We would like to have these lower marginal
tax rates in place right now. This would make the benefits of
increased amounts of saving, investment and work effort
immediately available. However, to facilitate the transition to
a new lower-rate tax structure, we have decided to phase these
rate cuts in by 1984, But it should be emphasized that to attain
the higher rates of growth in investment and real output that we
are seeking, a 30 percent cut in marginal tax rates is absolutely
necessary.

Under the President's proposal, rates will be reduced from
their present range of 14 to 70 percent to a new range of 10 to
50 percent. Compared with present law, tax rates will be reduced
by 5 percent for calendar 1981, 15 percent for calendar 1982, 25
percent for calendar 1983 and 30 percent for calendar 1984.
Adjustments in withholding will begin July 1, 1981.

Single-Year Versus Multi-Year Tax Reduction

There is no doubt that a large portion of the 30 percent tax
reduction will be offset by bracket creep between 1981 and 1984.
However, that makes a 30 percent reduction more urgent, not less,
because only a 30 percent, multi-year reduction offers taxpayers
the certainty that their tax rates will not be allowed to rise in
the future, Only the full 30 percent, three-year program,
announced and enacted into law, will enable the economy
effectively to plan for the future, It will produce immediate
and beneficial responses by workers, savers and investors as they
negotiate long-term contracts and implement their long term
investment plans., It will enable both the Administration and
congress to move on to address other urgent national problems and
other important tax issues. It will be far more effective than a
hesitant year-by-year approach which will leave the economy
guessing as to whether the tax burden will rise or fall. A full
30 percent, three-year tax program js needed to restore
certainty, incentives and real growth to the American economy.

In 1978 Congress passed a tax reduction bill that it claimed
would offset some of the impact of inflation on rising marginal
rates. In fact, that law barely offset one year's worth of tax
increase due to bracket creep and, now, three years later, we



57

-4-

again are debating whether we should merely offset another year's
or two year's worth of tax increases due to bracket creep. This
type of approach has not proven successful in preventing marginal
rates from rising, and I see no reason to believe that it would
be successful this time.

It is not even clear under what conditions proponents of a
single year tax reduction would reduce taxes in future years.
Some seem to imply that they want even further tax increases as a
weapon to fight inflation if the economy does poorly. Others
seem to imply that, if the economy does well, they would not want
to lower taxes for fear of rekindling inflation or increasing
demand in an already growing economy. In effect, this type of
logic requires that there always be tax increases unless there is
both low inflation and low growth -- a condition which has not
occurred for many years, as high inflation and low growth have
often accompanied each other. 1Indeed, the resulting increases in
tax rates have linked high inflation and low growth in such a
manner that each reinforces the other.

Tax reductions should not be perceived as a vehicle for
controlling demand in the short~run. The focus of this program
is on the long-run; it is not another futile attempt to fine tune
the economy. Using tax policy to control demand is dangerous
because it ignores the extent to which high and rising marginal
tax rates hamper the ability of the economy to produce. The
President has emphasized that his program for economic recovery
is a long-term policy rather than one which merely responds to
cyclical movements. We simply cannot continue to increase the
disincentive to save and work by raising marginal tax rates at
the very same time that we are attempting to restore economic
progress by asking Americans to increase their savings and work
effort.

Let me pose the problem of multi-year tax reductions another
way. If we must adhere to a schedule of tax changes for the
future, why do we not adhere to one which calls for tax decreases
rather than tax increases? In the past, there was a myth that as
long as the Internal Revenue Code was unchanged there was no tax
increase. This myth allowed increased expenditures to be
appropriated as if they were costless. Yet we all know that each
of these expenditures costs money, money that was raised through
increases in present or future taxes. Imagine if you will the
revolution that will take place when we adopt a budget in which
tax rates are not scheduled to increase over time. It will no
longer be possible to increase expenditures and pay for them
through a hidden increase in taxes. Adjustments from future
budgets will be more honest: if more is spent, it will be by
raising taxes directly, not indirectly. I believe that the
congress agrees with the President that we must begin to operate
in an environment in which the costs of governmental action, as
well as its benefits, are fully recognized.



58

-5-

ACCELERATED COST RECOVERY SYSTEM (ACRS)

The second part of the Administration's tax program,
Accelerated Cost Recovery, will establish a new system for
writing off the costs of business investments. This provision
will increase incentives to invest, resulting in increased
productivity and sustained economic growth. In recent years, the
real value of depreciation allowances has been greatly eroded by
inflation at the same time that the country's capital needs have
become more urgent., Adoption of this proposal will reduce
substantially the burden of Federal income taxes on the returns
to investment in business plant and equipment.

Together with the other elements of the President's program,
this legislation will provide the conditions for increased
capital formation needed to provide jobs and improve the U.S.
competitive position in world markets. The long-term economic
strength of our country and the future standard of living of our
people depend importantly on this program.

The Accelerated Cost Recovery System will also reduce the
burden of accounting and tax planning for taxpayers and will
remove sources of dispute between taxpayers and the Federal
Government. This system will eliminate much of the complexity of
depreciation rules that have built up in layers over the years
through changes in law, regulations, and administrative practice,
The proposed system makes a clean break with most of the present
recovery provisions and, yet, is built on familiar concepts and
cost definitions.

The new system will replace the present complex provisions
for determination of depreciation allowances. In the new systen,
classes of capital assets are broad and well defined; cost
recovery periods and accounting rules are certain and
standardized. Thus, ACRS substitutes easily identified asset
classes, each with a standard schedule of deductions to be taken
over a fixed recovery period.

Business property will be included in one of five
well-defined classes of assets, distinguished by different
write-off periods:

o 3 years with an accelerated write-off schedule (and a 6
percent investment credit) for autos and light trucks,
and for machinery and equipment used for research and
development;

o 5 years with an accelerated write-off schedule (and a 10
percent investment credit) for other machinery and
equipment including certain public utility property;

o 10 years with an accelerated write-off schedule for
factories, stores, and warehouses used by their owners,
and for certain long-lasting public utility property (10
percent investment credit for utility property,
consistent with present law);
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[ 15 years, with straight-line write-off, for other
nonresidential buildings, such as offices and leased
stores, and for low-income housing; and

o 18 years, with straight-line write-off, for other rental
residential structures.

Unlike present law, all of the cost recovery rules will
apply alike to new and used property, and no estimate of salvage
value is required.

The 5- and l0-year recovery periods will be fully phased-in
over a 5-year period; the 15-year recovery period will be phased
in over 3 years. However, the investment credit rules, the
3-year recovery period, and the 18-year audit-proof recover
periods will begin with the effective date,

The Accelerated Cost Recovery System will be effective for
property placed in service after December 31, 1980.

EFFECT OF TAX PROGRAM ON FEDERAL REVENUES§

The individual tax rate reduction and the Accelerated Cost
Recovery System proposed by the President will contribute to
raising the levels of economic activity above those that would
occur if present law were maintained, and the revenue effects of
the tax cuts are estimated on the basis of these higher levels.
The estimated revenue effects thus reflect the difference, at
these higher income levels, between the revenue that would be
obtained under present tax law and the amount that would be
obtained under the tax changes proposed by the Administration.
Thus, these direct effects overstate the total change in revenues
due to the tax reduction program, since growth rates, pre-tax
income and revenue levels would be lower under current law. The
di;ect revenue effects of the President's program are described
below.
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EFPECT OF THE TAX PROGRAM ON FEDERAL REVENUES
(Dollar Amounts in Billions)

Fiscal Year

Direct Tax

effects 1981 1982 1983 1984 1985 1986
Personal Tax

Reduction $-6.4 -44.2 -81.4 -118.1 -141.5 162.4
Business Tax

Reduction -2.5 -9.7 -18.6 ~30.0 -44.2 -59.3

Total $-8.8 ~53.9 -100.0 -148.1 =185.7 <2217

These revenue effects must be viewed in the context of
the overall economy.
Piscal Year

Economic effects: 1981 1982 1983 1984 1985 1986
Real GNP Growth Rate (%) 0.7 3.2 5.1 4.6 4.2 4.2
Inflation Rate (GNP

deflator-%) 10.0 8.7 7.3 6.2 5.5 5.0
Revenues under New
Tax Policy $600.3 650.3 709.2 770.7 849.9 940.2
Revenues as Share of

GNP (%) 21.1 20.4 19.7 19.3 19.3 19.5

This economic outlook contrasts sharply with the outlook
underlying the Carter Administration's Budget proposal for
Fiscal Year 1982:
Fiscal Year

Carter Administration

Budget: 1981 1982 1983 1984 1985 1986
Real GNP Growth Rate (%) 0.4 3.0 3.5 3.7 3.7 3.7
Inflation Rate

(GNP deflator-%) 10.4 9.7 8.6 8.0 7.2 6.4
Revenues under Carter

Policy $607.5 711.8 809.2 922.3 1052.6 1188.5
Revenues as )
Share of GNP (%) 21.4 22.1 22.4 22.8 23.4 24.0



In spite of our tax reductions, revenues will still rise by
28 percent through 1934, when budget balance is first attained,
and by 57 percent over the entire period. Under the Carter
Administration's outlook, Federal tax revenues would have to have
risen by 52 percent to balance the budget in 1984 and would have
increased by a total of about 95 percent by 1986.

It has been urged that we balance the budget before
proposing and enacting tax reductions. This is not a realistic
option. The budget deficit cannot be dealt with in isolation,
because it is the economy's poor performance that has helped
unbalance the budget. Unemployment automatically increases
expenditures for income support programs, and inflation
automatically raises outlays for indexed transfer and entitlement
payments. As President John F. Kennedy said when he proposed his
tax reduction program two decades ago: "Our true choice is not
between tax reduction on the one hand, and the avoidance of large
Federal deficits on the other.... An economy hampered by
restrictive tax rates will never produce enough revenue to
balance the budget -- just as it will never produce enough jobs
or enough profits."”

Many people at that time thought that President Kennedy and
his advisors were wrong, just as some people today say that our
Administration is wrong. But it is nevertheless true that in
1965, after the Kennedy tax rate reductions, the Federal budget
deficit was only $1.6 billion. By contrast, the Federal budget
deficit was $60 billion in 1980. This budget deficit did not
result from tax cuts. Indeed, it occurred in spite of large tax
increases. During 1977-80 individual income tax revenues grew

mMUch faster than the growth of the economy -- individual income
tax revenues grew by 55 percent, while nominal GNP rose by only
38 percent -- and in spite of this tax increase there was still a

large budget deficit.
BUSINESS VERSUS INDIVIDUAL REDUCTIONS

Some have suggested that a greater share of the total tax
reduction should go to business firms since they make the
investment. Bowever, the personal tax rate reductions are as
important to investment as are the business tax proposals. ACRS
alone cannot finance the investment gains we must have to get
employment, productivity and real wages growing again. To be
sure, ACRS will sharply lower the cost of plant and equipment,
and will greatly increase the rate of return and the desire to
invest, But a large share of the money for that investment must
come from private savers, and individuals must be willing to work
and to learn needed skills. For that, personal tax rate :
reduction is essential.

The notion thzt business tax cuts promote investment and
personal tax cuts promote consumption is oversimplified and
wrong. The old categories of business vs. personal tax cuts make
no sense at all. They should be replaced with a concept that

83-153 0 - 81 ~~ 5
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distinguishes between tax changes which enhance the after-tax
rate of return to labor and capital, whether for the firm,
shareholder, bondholder, small saver or proprietor, and tax
changes which primarily seek to redistribute existing income,

Labor produces the largest share of value in the economy.
The personal tax changes have a profound effect on willingness to
work and on wage and fringe benefit demands at the bargaining
table.

Capital is owned by people. All saving and investment
ultimately depends on the rate of return to capital after it
reaches individuals as shareholders, bondholders, owners of
small businesses, or holders of savings accounts,

The personal tax rate reductions the President has proposed
are the best thing that could happen to business. They
automatically reduce the capital gains tax rates for all
taxpayers; for top bracket individuals, they lower the maximum
rate from 28 percent to 20 percent. They increase the rate of
return on all forms of taxable investment income. They are the
primary vehicle for lowering tax rates on millions of labor
intensive small businesses. They increase savings. They improve
work attitudes, lower wage demands and improve labor
productivity. No "business tax cut" could do more for business.

Finally, much of the individual tax reduction simply offsets
an individual tax income caused by bracket creep. Viewed in that
light, the net reductions in individual taxes do not loom large
relative to the business tax reductions,

RATE REDUCTIONS BEFORE OTHER STRUCTURAL CHANGES

We also recognize that there are a large number of
structural tax matters that are of concern to this Committee as
well as to the President. We are determined to provide
constructive changes in this regard. Wwe are committed to a
second bill, and the President has pledged to join with you in
seeking additional tax changes.

Nonetheless, we must urge that all other structual tax
changes of interest to Congress and the Administration be taken
up in a second legislative effort. Our first job must be to
expedite passage of those tax changes proposed by the President
that are focused exclusively on moving the economy ahead in the
long run. Adding other structural changes, however worthwhile,
to this tax package will detract from the changes we believe are
essential to restoring noninflationary economic growth,

If Congress decides to tack on these additional changes,
there is little doubt this would require limiting the amount of
individual tax reduction. Thus, what Congress would give with
one hand, it would take away with the other. Limiting the rate
reductions would increase the disincentive to save, invest and
work relative to the President's proposal. This result would be
at odds with the whole purpose of the President's plan.
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Even some of the so-called savings incentive proposals are
at odds with the President's program. There is a real danger in
tending to favor various proposals according to the label that
has been attached to each, As replacements for rate reductions,
most of these savings incentives would in fact afford little
incentive to increase savings; their principal effect would be
merely to change the form of saving.

The President's tax program is specifically designed to
increase savings and investment in the economy by lowering the
marginal rate of tax on income and by allowing faster recovery of
capital costs. Per dollar of cost, the program is the best
savings incentive that Congress could adopt.

The President's proposal has a number of advantages over
most other types of savings incentive proposals. It avoids the
problem of encouraging tax-deductible borrowing for the purpose
of making investments in tax-preferred assets, Yet it does so in
a manner that provides a tax reduction for all taxpayers. It
provides savings incentives without reducing the tax base. It
provides incentives at the margin for individuals to save and
invest. By applying to all capital income, it does not generate
tax savings to those individuals who switch their savings from
one asset or account. to another.

CONCLUSION

In conclusion, adoption of the President's budget and tax
proposals will cause substantial resources to be released by the
ublic sector to the private sector. There will be a reduction

in individual income taxes from 11.4 percent of personal income
in calendar 1980 to 10.4 percent in 1984 ~-- rather than a rise to
14.5 percent as under current law. The ratio of total receipts
to GNP will drop from 21.1 percent in fiscal year 1981 to 19.3
percent in fiscal 1984, Over the same period, spending will fall
from 23.3 percent of GNP to 19.3 percent. And as a result, the
budget should be balanced in 1984. Equally as important, by
cutting Federal revenues as a percent of GNP, we will reverse the
trend of putting decisions for the use of funds in the hands of
Government and, instead, will restore those prerogatives of
individuals as members of households and businesses,

It is clear that frequent policy shifts in response to
short-term economic changes are not the solution to our problems.
Indeed, they have been a major cause of these problems. As a
result of-such policies, our Nation has come to expect more
inflation, more stagnation, more government growth, and a more
directionless economic policy.

It is essential that these expectations be changed. This
cannot be done without short-run costs. Nevertheless, an
economic policy focusing on fundamental structural reform will
restore long-term strength and prosperity. This can be
accomplished only through a consistent, stable set of policies
maintained over a period of years.
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We are proposing a bold new approach in economic policy, and
we cannot expect to solve our problems overnight, But with the
help of Congress, I believe we can put into place a new policY
for economic recovery that will give the economy -- and with it
hope for the future -- back to the people.

Mr, Chairman, I believe that the Committee shares our
concern that individual taxes do not continue to take a larger
and larger share of individual income, and that depreciation
allowances be changed to allow faster capital cost recovery. It
is my hope, and that of the President, that you will join the
Administration in seeking the rapid adoption of the President's
tax program.

o0 o
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EXHIBITS

Marginal Tax Rates for Four-Person Families

Individual Income Tax as Percent of Personal
Income, 1970-1984

Federal Government Receipts, 1980-1986

Taxes of a Family of Four Earning $25,000
in 1980 and Receiving Cost of Living Increases
for 4 Years to Earn $33,674 (Current Dollars)

Taxes of a Family of Four Earning $25,000
in 1980 and Receiving Cost of Living
Increases for 4 Years to Earn $33,674
(1980 Dollars)
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EXHIBIT I

Marginal Tex Rates for Four-Person Families

{percent)

One~half Twice
Year . median income Hed{an {ocome . wmedian income
1965 14% 17.0% 22.0%
1966 14 19.0 22.0
1967 15 19.0 22.0
1968 15 20.4 26.9
1969 15 20.9 27.5
1970 15 19.5 25.6
1971 15 19.0 28.0
1972 15 19.0 28.0
1973 16 19.0 28.0
1974 16 22.0 32.0
1975 17 22,0 32.0
1976 17 22,0 36.0
1977 16 22.0 36.0
1978 19 25.0 39.0
1979 16 24,0 37.0
1980 18 24.0 43.0

Current law
1981 . 18 28,0 43.0
1982 18 28.0 49.0
1983 21 28,0 49.0
1984 21 32.0 49.0
Administration's Proposal
1981 17 27.0 41.0
1982 18 24.0 42.0
1983 16 22.0 38.0
1984 15 23.0 36.0
Office of the Secretary of the Treasury April 14, 1981

Office of Tax Analysis

Note: inflation assumptions derived from the Consumer Price Index and the
President's Budget.



EXHIBIT II

INDIVIDUAL INCOME TAX AS PERCENT OF PERSONAL INCOME

1970-1984
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EXHIBIT IIIX

FEDERAL GOVERNMENT RECEIPTS

Receipts 1980 - 1986
($bilions)
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EXHIBIT IV

TAXES OF A FAMILY OF FOUR
EARNING $25,000 IN 1980 AND RECEIVING COST
OF LIVING INCREASES FOR 4 YEARS TO EARN $33,674
(Current Dollars)

In 1980 In 1984
Current Law One-Year Administration’s
Tax Cut Only Proposal
$4,738
$4,241
$3,463
$2,901
11.6% 14.1% 12.86% 10.3%
of income of Income of Income of Income
L _ __ ]
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EXHIBIT V

TAXES OF A FAMILY OF FOUR
EARNING $25,000 IN 1980 AND RECEIVING COST
OF LIVING INCREASES FOR 4 YEARS TO EARN $33,674

(1980 Dollars)
In 1980 In 1984
Current One-Year Administration’s
Law Tax Cut Only Proposal
$3,518
$3,149
$2,901
$2,571
11.6% 14.1% 12.6% 10.3%
of Income of income of Income of Income
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TAX REDUCTION PROPOSALS

THURSDAY, MAY 14, 1981

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, D.C.

The committee met, pursuant to notice, at 10 a.m., in room 2221,.
Dirksen Senate Office Building, Hon. Robert Dole (chairman) pre-
siding.

Present: Senators Dole, Packwood, Chafee, Heinz, Byrd, Baucus,
Grassley, Long, Symms, and Danforth.

OPENING STATEMENT OF CHAIRMAN DOLE

The CHAIRMAN. Today the committee resumes taking testimony
on the President’s proposals for tax reductions. This series of hear-
ings opened yesterday with testimony from the Secretary of the
Treasury, Don Regan, and will continue next week with numerous
public witnesses.

Today, we have invited several economists with different back-
grounds and points of view to give us an overall perspective on how
these tax cuts will affect the economy and the Federal Govern-
ment’s finances.

The hearing will be divided into two panels, the second one will
be heard this afternoon.

Our first panel is comprised of four economists. Dr. Alan Green-
span is a well-known business economist who has been associated
with several Republican administrations. Professor Meiselman has
done a great deal of work in monetary economics and is a member
of the shadow open market committee that monitors Federal Re-
serve actions. Mr. Gary Ciminero put together the economic model
used by Merrill Lynch economics, which gives quite good marks to
the President’s proposals, while Prof. F. Gerard Adams works with
the Wharton model at the University of Pennsylvania, a model
that yields quite different results.

I welcome all of you. Your written statements will be entered
into the record in full, and I ask each of you now to summarize
your statement in a few minutes of remarks, after which we will
move to questions and answers.

We are ready to begin. I might just recite, for the benefit of those
who may not be familiar with our witnesses, a short biographical
comment on each of the witnesses this morning.

Alan Greenspan, of course as we know, is president of Townsend-
Greenspan & Co., of New York City and was an adviser to Presi-
dent Ford and also an adviser to President Nixon. He served in
various capacities in the Ford administration. He consults fre-
quently with the Federal Reserve and Treasury.

(1)
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David Meiselman is professor of economics and head of the grad-
uate program in economics of the Reston, Va., campus of VPI,
Unversity of Chicago and McAllister College. He has held econom-
ics positions in the Office of the Secretary of the Treasury, Comp-
troller of the Currency, and the House Banking Committee.

Gary Ciminero, vice president and macroeconomic forecasting
manager for Merrill Lynch Economics, Inc. He constructed the
Merrill Lynch Economics econometric model and manages forecast-
ing simulations by the model. Gary is also a professor of economics,
University of Pennsylvania known as the Wharton School and he
manages the economic model built by Lawrence Klein with whom
he is closely associated.

I understand you have an order in which you will proceed.

Mr. Ciminero, do you want to proceed or Alan, why don’t you?
You're an old hand here.

Mr. GREENSPAN. Why don’t we just go alphabetically?

The CHAIRMAN. That would be all right. Adams.

All right, I think what we will do is have you each make brief
statements, and then, operating under the early bird rule, we will
hope you will have time to submit to a few questions by the
members.

You may proceed in any way you wish. If you have written
statements, the entire statement will be made a part of the record.
You can summarize that statement to give us more time for ques-
tions, if you would.

Thank you. Dr. Adams.

STATEMENTS OF DR. DAVID I. MEISELMAN, PROFESSOR OF
ECONOMICS, VIRGINIA POLYTECHNIC INSTITUTE, DR. ALAN
GREENSPAN, PRESIDENT OF TOWNSEND-GREENSPAN & CO.,
INC. DR. F. GERARD ADAMS, PROFESSOR OF ECONOMICS,
UNIVERSITY OF PENNSYLVANIA, MR. GARY L. CIMINERO,
VICE PRESIDENT AND MANAGER, MACROFORECASTING MER-
RILL-LYNCH ECONOMICS, INC.

Dr. Apams. Let me begin by thanking you and the committee for
giving us the opportunity to talk about the simulations on the tax
proposals.

I have prepared a handout which I believe some of you have
which is subject to minor typographical corrections. It says basical-
ly what I am going to say and consequently I will simply provide a
brief verbal summary of what is in that document.

With the widespread consensus about the inadequate perform-
ance of the U.S. economy during the 1970’s, we have turned our
attention away from issues of business cycle stabilization and right-
ly concerned ourselves with longer run concerns about endemic
inflation and low productivity growth.

We must, nevertheless, continue to be concerned with the short
run implications of tax legislations in terms of inflation, unemploy-
ment, and budget deficit, lest the short run implications stand in
the way of our long-run objectives.

My paper is concerned with some simulations that have been
done with the Wharton model of the U.S. economy. Simulations, by
the }:va , V}’{hich are summarized in the table that has been attached
at the back.
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Let me make a very few comments on the use of the econometric
models because there have been s¢c many charges recently. Charges
that the models back a supply side, that they do not recognize the
impact of money on the economy, and that they do not allow for
expectations.

Now, realistically models are far from perfect instruments. Their
use does depend to an extent on the experts who work with them.
But, many of these charges have little foundation. The models are
vastly expanded and improved over the overly simple theoretical
prototypes on which many of these accusations are based.

I might add, that at least in the case of the Wharton model, it is
completely open to public view and anyone who cares to examine
the equation structure of the model will see that it does contain a
supply side, that it does have elaborate treatment of the monetary
sector—money does matter—and that it does take into account
information on anticipations.

Large scale models, like the Wharton model, remain the princi-
pal instrument for studying the macroeconomic impact of tax
policy in a consistent, scientifically based framework.

Now, the simulations which we did fall into three simulations
which you will see on the table. The first one which we call the
‘“control” is a base forecast. It assumes implementation of the tax
proposals for the year, the current tax proposals that have been
proposed for the first year, but it does not include the second and
third phases of the personal income tax proposal.

It does include something equivalent to the 10-5-3 capital recov-
ery program beginning in 1981. Actually, I might add that that
solution is not quite the 10-5-3; it is closer to the Senater Finance
Committee version of the capital recovery program.

We have assumed that the administration will be successful in
limiting Federal spending to somewhere near the targets proposed
for fiscal 1982, but we have assumed that it will not be possible to
zlag}é{iieve the targets for subsequent years, fiscal 1983 and fiscal

The forecast that one obtains is one of moderate real growth
between 3 and 3% percent in 1982 and 1983. You will notice that
inflation eases a little bit to about the 8 percent level, but that is
not as much as has been projected by some of the more recent
optimistic forecasts.

It is very troublesome to note that we still have very high
deficits in the $60 billion range and that given our assumptions of
tight money policy by the Federal Reserve we continue to have
very high interest rates.

Now, in comparison to this base forecast, the second one is an
alternate, which we have called the administration forecast. That
embodies as well as we could the full features of the administration
program, in particular, all three phases of the personal income tax
reduction program.

It has almost the same monetary policy, a little bit more restric-
tive but not much. It has the cuts in expenditures which corre-
spond largely to the cuts in taxes.

The consequence is that we are making balanced reductions in
both taxes and expenditures and it is for that reason that we find
that real GNP, as it is forecast for 1982 and 1983, little different
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from what we have termed the control solution and the price level
is little different from what we have called the control solution.

Budget deficits are also approximately in the same range and all
of this reflects the balanced nature of the cuts.

I think the question that you will ask and the important ques-
tion is about the supply side impacts. This forecast, at least, shows
that there is little evidence of a supply side payout in terms of
greater productivity or lower inflation.

This is, I might add, a very short period during which to expect
supply side impacts. It might well be that as one looked out 4 or 5
years further into the future, that one would see certain impacts
which one does not see here.

I am not sure that they would be large, but over this period
supply side impacts are not apparent. That is true even though, of
course, the forecast assumes lower levels of Government spending
with correspondent impact on Government programs and also, of
course, consequently, somewhat higher levels of private expendi-
tures.

The risk, as we see it, is that there would be a 3 year commit-
ment for a tax cut without the ability to impose or the will to
impose corresponding reductions in expenditures.

To explore that option we have run a third simulation which is
listed as the “Administration without 1982 to 1983 spending cuts.”
Now, these are really spending cuts that apply to fiscal years 1983
and 1984.

What we have done is simply to assume that the cuts proposed
for fiscal 1981 and 1982 will take place, but that the additional
cuts, $50 billion or so each of the next 2 years, would not be
implemented because of the very heavy burden that these cuts
;)vo:illd impose on the nondefense, nonsocial security parts of the

udget.

If one does that, one gets the kinds of results that are shown
under the “Administration without 1982 to 1983 spending cuts” on
the table. The economy is held in check by the assumption of a
strict monetary policy which continues to stick to the same aggre-
gate monetary growth targets which have been assumed in the
earlier solution.

The result is approximately the same real growth. The result is,
again, very small for the deflator, but the result is a very strong
upsurge of interest rates. You can see down on the bot.om of the
table with the prime loan rate reaching 20 percent in 1982 and
1983, that is an annual average of 20 percent and with long-term
bond rates shown here over 20 percent, very high.

Those are very high real interest rates, not surprising, given the
fact that in 1983 the budget deficit comes out to be $115 billivn.

The long run implications of such potential high deficits and
interest rates on investment and economic growth merit serious
concern. It is for this reason that I would argue that an advance
commitment to a tax cut in 1982 and 1983 would be very risky
unless there is substantial certainty that further expenditure cuts
would be implemented.

I have then added a menu on page 6 of this report of what might
be priorities in tax legislation. I will simply summarize those by
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saying that I put high priority on significant reductions in business
taxes. ’ :

These would be accelerated capital recovery, additional invest-
ment tax credits, perhaps some that are targeted on industries that
have been impacted by the energy problem and by environmental
controls with liberal carryforward and carryback provisions. Effec-
tively I emphasize reduction in business taxes and put less empha-
sis on personal taxes because the business taxes provide far more
bang for the buck than a reduction in personal taxes does.

Second, to provide additional savings and to ease the plight of
the savings and loans, it might be useful to expand the program of
tax sheltered retirement such as IRA or Keogh.

Third, if the budget permits, we might have cuts in remaining
excise taxes which will reduce the cost-of-living adjustment on
wages. We might have some adjustment for the high level of social
security taxes, which would again benefit both the employers and
the employees.

Finally, if the budget permits, we might have adjustments in
personal income taxes to wipe out inequities and to lower high
marginal tax rates. If we do lower high marginal tax rates, it is
important to recognize that these reductions might be combined
with efforts to wipe out some of the more glaring tax loopholes
which have made effective tax rates on very high income consider-
ably lower than the rates listed on the tax schedule.

Thank you.

The CHAIRMAN. Mr. Ciminero. Did I pronounce that correctly?

Mr. CiMINERO. I will be essentially summarizing the material
already submitted to the committee and I will be alluding to exhib-
its, not by number, but exhibits that are attached to the printed
testimony which I would like to have included in the record.

Mr. Chairman and members of the committee, as you know the
Reagan administration program envisions a coordinated four-prong
policy of economic initiatives in the areas of Federal spending,
monetary policy, regulatory relief, and taxation.

At Merrill-Lynch Economics we have been and continue.to track
the progress of various tax bills, budget bills, and the like as they
go through the legislation process, continuously folding in what we
feel to be the most likely course of policy events into our forecast
simulations.

Similar to Gerard Adams point, we at Merrill-Lynch Economics
also use a macromodel as a key forecasting tool and simulation tool
in accessing the impacts of these kinds of policy changes.

However, the use of a macromodel itself without judgmental
adjustment is something that we don’t engage in very much. We
judgmentally adjust both forecasts and the simulation results in
order to implement new and radical departures from historical
behavior or historical policy moves in order to judgmentally gage
the impact of policy.

In the case of the tax cut simulations that I will be summarizing,
the nature of those kinds of judgmental adjustments has been
minimized, so that we have not attempted in these results to
“bend” the model to account for some of the much vaunted so-
called supply side effects that many attribute to the tax cut.
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The results presented here are largely devoid of any grandiose
assumptions that depart significantly from historical behavior in
arriving at the results.

Any impacts that may be attributed to this tax cut that lie in the
realm of the supply side—that is, incremental labor productivity of
a very large magnitude or even incremental savings of a very large
magnitude—would be in addition to the results shown here and
would be an additional benefit.

We have attempted, in other words, to gage these impacts in a
“low ball” manner.

Now, on the tax policy side, the program would reduce of course
both individual and business taxes by the largest nominal amounts,
I believe, ever proposed in the United States.

I guess there are essentially four key questions one should ask
and are currently being asked before this committee.

I have organized my testimony around these issues. One is,
aren’t large tax cuts inherently overstimulative? Don’t they imply
equally massive increases in the Federal deficit? Won't this deficit
lead to further inflation via both debt monitization, on the one
hand, and perhaps, a super-heated economy resulting from the
potential overstimulation, on the other.

Generally, the results presented here assume that the entire
multifaceted administration program is implemented. The results
shown here are that there is a good chance that the answers to
each of these questions would be no. That they are not inherently
overly stimulative, they don’t imply equally massive increases in
the Federal deficit and the deficit needn’t result in continuation of
current inflation rates, let alone acceleration of these inflation
rates.

As you well know, the tax cut would be different in form from
earlier ones in that it would set out to reduce marginal tax rates
by identical 30 percent portions across all tax brackets.

This makes it quite unlike other tax cut proposals in the past
which tended to, in addition to the agenda of cutting taxes them-
selves, also have as another agenda the shifting of the tax burden
itself from lower to higher income brackets.

This program would essentially leave the distribution of tax
burden unchanged across income brackets. It would thereby, of
course, result in a larger absolute amount of tax cuts to those who
already pay a larger absolute amount of taxes. In fact, the larger
amount of tax cut would accrue to precisely those taxpayers that
are in brackets that tend to have higher savings propensities.

This largely accounts for our finding that the savings aspect of
this tax cut is quite large. Namely, that the tax dollars are tilted
more toward the tax brackets which tend to save more historically.

Also, the after-tax rate of return on taxable savings, capital
gains, and other investment components would increase sharply
with the decrease in tax rates. This decline in aftertax rates of
return would be across the board and would affect every taxpayer.

But, importantly, the reduction in aftertax rates of return would
be higher for the upper brackets in percentage terms then the
lower brackets, which would tend to instill incentives to save and
invest rather than to spend more.
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Of course, the obverse of this is that in raising the after-tax rate
of return on investment, the reduction in tax rates would also
decrease the tax advantage of borrowing which is the other side of
the equation. That is, savings as identified in the national income
accounts would sum up savings in the ordinary sense plus de-
creases in debt outstanding.

These incentives would tend to elicit more productive labor ef-
forts while replenishing the engine of investment-led productivity
gains, namely savings themselves.

The business tax cuts would also encourage capacity and produc-
tivity gains via increased investment spending. After all, the only
way a corporation can take advantage of the faster depreciation
writeoffs is by investing in new plants and equipment.

Now, the implied stimulus of the tax reductions would be largely
offset by the fiscal drag implied in the proposed spending curtail-
ments. We do not see this large tax cut resulting in anything like
runaway growth.

Consider the fact that we are coming off of, in our view, the
second year of a minirecession this year and that the growth rates
over the next 4 years are only on the order of 4.1 percent coming
off the trough of a recession. We don’t view that as overly stimula-
tive.

Namely, there is a fiscal drag implied in the spending cuts that
have already been passed.

How would the Federal deficit fare? Well, of course, it would go
up versus what would be the case hadn’t there been any tax cuts,
but only a spending curtailment.

Even large deficits do not create inflation in and of themselves.
Our results show that the savings propensities more than offset the
implied increased deficit from the tax cut itself leading to lower
interest rates than would be implied from simply looking at the
deficit in and of itself, plus the assumption that the Fed will concur
in the administration’s proposal to reduce monetary aggregate
growth will also help in the realm of reducing the inflationary
impact of the deficit. '

I have also presented some evidence based on the Kennedy-
Johnson tax cut of 1964 and on the tax cut and rebates of 1975 that
show that the average savings rates out of those tax cuts are in the
realm of 45 to upwards of 70 percent, in line with the results that
we are observing in this tax cut. Namely, that around 50 to 55
percent of this tax cut would be saved.

In the sources and uses of funds analysis, we are able to show
that the size of the deficit, representing a use of funds, declines
from about $60 billion this year to $30 billion by 1984 and that
private sources of savings would more than offset the implied funds
used resulting from the increased deficit.

In short, our analysis generally supports the Reagan administra-
tion projections for both lower inflation and more rapid growth and
it supports a contention that the sharp cuts in individual income
tax rates would revive savings, help fund the deficit and spur
investment growth rather than generating more inflation.

Thank you.

The CHAIRMAN. Dr. Greenspan.

83-153 0 - 81 -- 6
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Dr. GREENSPAN. Thank you, Mr. Chairman. I have a rather ex-
tended written testimony which I will summarize, but hope the full
text appears as written.

The CHAIRMAN. Yes, the whole text will appear.

Dr. GReensPAN. Mr. Chairman, if our individual income tax
system were currently indexed would we, at this point, be advocat-
ing an increase in tax rates? Or put another way, would we be
arguing for a suspension of the annual inflation adjustment to tax
brackets?

I suspect the answer is no, which is another way of saying that
we would at this particular point be acquiescing in an automatic
change in tax brackets. This would not be significantly different
from the President’s proposed 3-year cut of 10 percent each year in
brackets.

Perhaps the argument is that were we indexing our system, we
might allow the bracket adjustment to occur this year, but would
retain the ability to review it next year and the year after.

There i3, however, no reason why, should the President’s tax
program be put into place, that Congress could not alter the tax
structure a year or two hence if it thought such a policy was
required.

Moreover, to delay the scheduled cuts in tax brackets is to in-
crease the real tax burden. In fact, the whole discussion of the
President’s individual cut package, at this stage, resolves down to
the question of whether the Congress by failing to adjust tax rates
to offset bracket creep, favors a rise in the real tax burden.

The debate on taxes, however, is at root a debate on spending
cuts. There is a broad political consensus in this country that the
deficit must be elininated. Hence, the larger the tax receipts, the
less the pressure on curbing spending growth.

It is control of spending which is the key to the revival of
economic vitality in this country. The issue isn't taxes, it is expend-
itures. It is clear, certainly in retrospect, that our budgets have
been overindexed with respect to both unemployment and infla-
tion. We have been overly generous in our entitlement programs
and have commited future tax revenues which we may never have.

Over the years we have put in place a set of entitlements which
have engendered a rate of growth and Federal outlays which ex-
ceeds the rate of growth in our tax base.

Unless altered, such an imbalance must inevitably lead to an
ever-widening deficit and an eventual inflationary breakdown.

Temporarily the deficit can be held in check by increasing real
tax rates. But, eventually even that fails because we will finally
arrive at a level of taxation beyond which the economy deteriorates
and further Federal revenue increases are unavailable. Tax in-
creases merely delay the evitable.

President Reagan has addressed the issue of excessive budgetary
growth with an unprecedented program of reduction in budget
authorities and outlays. Even this program must be viewed as the
first stage of a budget revision process.

A second stage will be required to reduce the underlging outlay
growth rate to a level capable of being financed over the longrun.

The markets seem to be saying that the actions taken to date on
outlays are inadequate. Despite the increasing probability over the
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past several months, that the President’s current expenditure cut
proposals would prevail, long-term interest rates have continued to
edge higher.

This, in all likelihood, reflects further upward revisions of the
average expected inflation rate over the next 10 to 20 years.

A rate of expected inflation can be attributed to market concern
that the President’s tax program will be inflationary. If anything,
the probability of the enactment of a 3-year, 10 percent annual cut
in rates has regretably receded in recent months. While the move-
ment in short-term rates can be attributed, at least in part, to
Federal Reserve actions and some spillover effect to the long end of
the market can be presumed, the overall upward drift in inflation
premiums appears to require further explanation.

The issue narrows to the belief on the part of the financial
markets, that either one, the President’s budget cuts in the end
will not prevail despite recent political progress or two, the cuis
would not be sufficient even if the President should get all or at
least most of his requests.

On the first point, concern about the outcome surely had to be
greater 6 months ago than today. Whatever the probabilities of
success, they clearly are higher today than 6 months ago.

One would have, therefore, expected at least some anticipatory
market behavior. One must conclude that, rightly or wrongly, the
markets do not trust the Reagan budget cuts to do the job of
curbing inflation.

The root of the fear seems to have been focusing on the adminis-
tration’s presumed disinclination to address the so-called safety
net, consisting largely of social security retirement benefits. These
have been substantially exempted from this round of budget
paring. Almost all of the programed reduction in outlays comes
from little more than a fourth in the total budget. That is, what
remains after defense, interest, and the safety net.

The requested outlays for the nonexempt programs falls from
$193 billion in fiscal 1981 to $142 billion in fiscal 1984. This would
slow the rate of growth of aggregate budget expenditures over the
next 3 years to less than 6 percent annually in nominal terms
according to OMB.

However, this is a one-shot adjustment process. Unless the un-
derlying upward momentum of safety net programs is reduced, the
rate of growth in Federal outlays would begin to accelerate again.

Thus, if there is no followup addressing the post-1984 expendi-
ture growth levels, the President’s current program would do little
more than put a temporary tourniquet on our fiscal hemorraging.

Since inflation premiums embodied in long-term interest are re-
flecting average inflation rate expectations over, say the full
decade, they are assuming that no further actions are contemplat-
ed by the Reagan administration to restore fiscal balance.

This is almost surely not the case, since the President has indi-
cated that he will do whatever is in his power to get the budget
under control and to restore fiscal balance.

Therefore, it is probably a mistake on the part of the financial
community to assume that the President’s program encompasses
only the measures currently under consideration by the Congress.
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His initiatives on social security, this week, may be a harbinger of
significant further initiatives.

There is, of course, no certainty that the President’s initiatives in
the future will be successful. For the moment, the difficulty con-
fronting the administration is that continued advances in interest
rates by creating severe secondary financial problems for the thrift
institutions and others could divert the longer term thrust of eco-
nomic policy if the need to resolve short-term economic crises
becomes pressing.

The problem with short-term economic crises is that their solu-
tion too often creates the next problem.

The current budget has to be only stage one of a much longer
process to undercut inflationary forces. At some point, the markets
should recognize the ongoing efforts of the administration, the
Congress, and the Federal Reserve. At the point, interest rates
should begin to decline cn a sustained basis and a restoration of
economic vitality for this Nation would then ensue.

Thank you very much.

The CHAIRMAN. Thank you. Dr. Meiselman.

Dr. MEerseLMAN. Thank you. I will try to summarize my written
comments. I would like to have the entire written comments sub-
mitted for the record.

Thc::l CHAIRMAN. The entire statement will be made a part of the
record.

Dr. MEeiseLMAN. Thank you very much.

Many years of unhappy and worsening experience with the com-
bined effects of inflation and the present Federal tax code have
taught all of us about bracket creep and about how inflation mag-
nifies the bias of the Federal tax code against saving, investment,
and economic growth and imposes a wide range of unlegislated
taxes on private capital.

Ever higher and more burdensome tax rates and the absence of
economic growth, even during periods of high level employment,
have contributed to widespread consensus that taxes are simply too
high and that a stagnant private sector cannot or should not carry
the ever heavier burdens of supporting the mounting costs of an
ever expanding public sector.

However, the enthusiasm of some of our citizens for tax reduc-
tion is tempered by concern that tax reduction will both add to
inflation and increase interest rates.

Both sets of fears are groundless. In fact, high tax rates are a
factor causing record high interest rates. I believe that a program
of assured long-term tax reduction, especially when combined with
expenditure reduction would make an important contribution to
lowering rates and to improving the conditions of many of our
beleaguered financial institutions.

Charges that the administration’s four-point program of tax re-
duction, expenditure reduction, deregulation, and slow and steady
money growth will lead to more inflation and higher interest rates
are simply wrong.

Moreover, those who claim that recent sharp increases in inter-
est rates reflect a vote of no confidence in the administration’s
program by financial markets, are incorrect because they have the
wrong culprit
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In my judgment, the collapse of the bond market in recent weeks
was the direct consequence of poor execution of monetary policy by
the Federal Reserve.

Interest rates soared because of excessively rapid growth of
money in March and April, mounting fears that the Federal Re-
serve is unwilling or unable to meet its own targets for money
growth and that the Feds own targets are simply too high to slow
inflation significantly, if at all.

I believe that the market’s lack of confidence that Fed perform-
ance would be consistent with the administration’s prudent call for
slow, steady, and predictable growth of money, and widespread
understanding that rapid, unstable, and unpredictable money
growth could easily overturn the beneficial effects of the adminis-
tration’s program of tax and expenditure reduction and deregula-
tion have been the major factors in the runup of interest rates.

Bond prices generally fall whenever the money supply increases
sharply. Rapid money growth leads to more inflation and interest
rates rise to discount the consequences of inflationary actions just
as soon as such inflationary monetary expansions are recognized.

During the first 4 weeks of April money grew at annual rate that
exceeded 20 percent. Before the end of April the Fed had already
exceeded its target for the entire second quarter of the year. Little
wonder interest rose.

There is other important evidence in the events of recent weeks
that makes this point very clear. Note that interest rates shot up
after it became increasingly likely that the House would support
even larger budget cuts than the administration proposed.

Surely, more budget reduction could not drive up interest rates.
Also, news of further slowing of inflation, the newly reported data
on consumer prices, producer prices, and the GNP deflator would
certainly not push up prices either. In addition, the Treasury was
running a cash surplus and was retiring rather than issuing Treas-
ury obligations.

What remains to explain the increase in rates is recent Federal
Reserve performance and the lack of conviction of significant im-
provement of Fed performance in the future.

Talking about inflation, it is important to realize that we have to
take into account both demand and supply. Aggregate demand is
controlled by the quantity of money. There is a close and depend-
able connection between the nominal quantity of money, which is,
or ought to be, under the control of the Fed, and nominal national
gross national product which is the best measure of total spending.

On the other hand, aggregate supply or output depends on other
factors, such as available inputs of labor, capital, raw materials,
and the state of technology.

Output also depends crucially on incentives to put these means
to efficient use. It also depends on increasing available inputs, such
as capital, or improving our technology.

To sum up then, prices depend on the ratio of money to output. I
have a chart cn page 5 which shows how close that fit is. When
money goes faster than output, aggregate demand exceeds aggre-
gate supply, and we have inflation.

When money and output grow at the same pace, we have stable
prices and this relationship, which I have summarized in the chart
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on page 5, may well be the most extensively tested proposition in
all of economics with few, if any exceptions.

Thus, to analyze the impact of some public policy proposal, such
as tax reduction, on inflation, one must ask how the proposed
change will affect either, one, the stock of money and thereby
demand, or, two, output.

Ignoring either the monetary or output consequences of the pro-
posal means that we are likely to be in serious error.

It seems to me that tax reductions that lessen the disincentive
effects of the tax system will cause output to increase. For a given
stock of money, more output results in lower prices. Thus, supply
enhancing tax cuts lead to lower prices. In turn, lower prices lead
to lower market interest rates. In addition, tax rate reductions that
lessen the tax bias against saving will cause interest rates to fall
directly.

I want to consider another way the combined effects of inflation
plus the present system of taxing interest receipts as ordinary
income drive up interest rates and reduce saving.

It is now widely understood that market interest rates include an
inflationary premium. So far, so good. However, there is a serious
deficiency in this analysis, especially in interpreting current finan-
cial developments.

The problem is that there are no taxes in this analysis. Including
tax considerations changes what happens in several important
ways.

The main reason is that the inflation premium in interest rates
is taxed as ordinary income when it may merely reflect a return of
capital adjusted to offset the loss of principal.

If interest rates merely keep pace with inflation, real costs to
borrowers may remain the same, but after-tax returns to lenders
will fall. The difference is the tax paid to Government, which is
effectively an unlegislated capital levy and a wedge between the
cost to borrowers and the return to lenders.

For example, consider an individual in the 40-percent marginal
tax break. In an inflation-free world when interest rates are 5, his
after-tax rate of return is 3 percent. Two percent goes for taxes.

In a world of 10-percent inflation and anticipation of 10-percent
inflation, consider what would happen if interest rates rise from 5
to 15 percent to keep real rates constant at 5 percent. Real interest
costs to borrowers remain at 5 percent. But for the lender in a 40-
percent bracket, his 15-percent nominal pretax yield becomes a 9-
percent after-tax nominal yield.

With inflation at 10 percent, the lender’s 9-percent after-tax
nominal yield becomes a minus 1 percent real yield. The decline
from a positive 3-percent after tax yield to a negative 1l-percent
real yield will induce lenders to save less.

Reduced real saving means that real interest rates end up
higher, so some of the tax is shifted to borrowers. If bracket creep
or higher marginal rates on interest earnings drive lenders into
higher marginal tax brackets, these effects will be even more pro-
nounced.

These mechanisms help to explain why the saving rate is so low
and falling, and why, after a lag, interest rates have increased



83

more than inflation, why real interest costs to borrowers are so
high at the same time that after-tax return to lenders are so low.

This analysis shows how reducing marginal tax rates is a direct
way to increase after-tax return on saving, which by increasing the
saving rate will lower interest rates. The effect will be more pro-
nounced as tax cuts are accompanied by expenditure cuts.

At the present time, the post-tax return on saving for many, if
not most of us, is negative. Little wonder we save and invest so
little and why most families have abandoned financial market rug
dealers and diamond merchants to provide for their future and to
protect their capital.

There is an important rule for taxes in our system. If more
resources are to be channeled into the public sector, higher taxes
depress private sector activity, thereby freeing resources and
making them available for the public sector.

However, it would seem that tax rates have already become so
high, largely because effective rates have been driven up by money
induced inflation rather than being explicitly legislated by Con-
grefjs, that the private sector is already too depressed for our own
good.

Moreover, the depressive effects of high and rising marginal tax
rates have differentially depressed saving, capital formation and
risk taking more than consumption, and reduced work effort more
than leisure.

High taxes have worked all too well in curtailing private sector
activity. Instead, we need a reduction in marginal tax rates, espe-
cially those taxes that discourage investment, saving, risk-taking,
and work.

We also need a reduction in marginal tax rates to undo some or
all of the bracket creep of recent years. To achieve these results we
need large, permanent, and predictable cuts in marginal tax rates.
This is why I support the administration’s 3-year reduction pack-
age.

If anything, the cuts are too modest and the horizon too short.
Raising personal exemptions, widening tax brackets, and similar
tinkering will have little or no impact on marginal tax rates and
so, will be ineffective in achieving the desired results of lessening
disincentives.

The 10-5-3 proposal will undo some of the bias against capital
formation, growth, and jobs and I favor that part of the tax pack-
age, too.

Finally, I would also urge the Congress to do a closer and more
effective job of monitoring the Federal Reserve, which may be
independent of the executive branch but is certainly not independ-
ent of the Congress, and is responsible to the Congress.

The Fed has great authority but no clear responsibility or ac-
countability or mandated goals, a very serious set of shortcomings
perhaps unique in our system of Government, which may be the
source of our inflation problems.

Thank you.

The CHAIRMAN. Thank you. Senator Heinz, I think you are the
earliest bird.

Senator HEINZ. As long as you hold us to that, Mr. Chairman, it
sounds all right.
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The CHAIRMAN. Senator Byrd is the second earliest bird.

Senator HEINz. Thank you, Mr. Chairman.

First, a point of clarification of what Alan Greenspan said in his
testimony.

Alan, in your analysis of why the administration’s program
hasn’t had more of a positive psychological effect you state that
you believe that it is because the safety net has been placed off
limits and that social security, in particular, is seen as a constant
growth factor so that after 1984 the trend in the rise of the Federal
budget is not significantly different than it is today.

It strikes me that there is one factor in your analysis that you
omited, which indeed, really is programed to grow at a much
higher rate than social security expenditures and overhaul them
and pass them quite significantly and that is defense expenditures.

Now, we all recognize the need for a much stronger commitment
to the national defense and the Senate and all of us are very much
on record in that.

But, it does strike me as an alternative analysis that the market
is worried that there may be an intent on the part of the Congress
to write a blank check for the Department of Defense and even at
the present levels there are some people who would say that what
has been proposed by the President, if enacted, or by the Congress
could be extremely inflationary for two reasons.

No. 1, weapons system, hardware, inevitably end up costing far
more than the initial estimates. If you think a ship is going to cost
$300 million to build, it ends up costing $1 billion to build. If you
think an MX system is going to be $5 billion, it ends up costing $15
billion. Such is the nature of the Military Establishment.

Second, people have argued that you will create an overall rise
in the general price level because the demands being placed upon
the Nation’s plant and equipment, its output means, will simply be
so high that there will be such a stimulation in sectoral demands
that all those products that have the same common source of
production will experience, due tc that demand, a significant price
rise thereby an increased general price level.

Could it be that that is as much a worry as the safety net?

Dr. GReENspPAN. I think not, Senator. The reason is that what we
are trying to explain is the changing attitudes that have occurred
in the financial system in the last 6 months.

All of the issues relative to defense, I think are understood and
have been understood for quite awhile by the financial community.
The essential nature of the budget for the Defense Department,
introduced by the President has been known for quite a good long
time.

In fact, if anything, there has always been the juugment that
what we would spend would be as close to what we could spend at
a capacity level.

Now, there is no question that there is a problem in evaluating
this. I would just take mild exception with your cost overrun
analysis which I think is certainly true in direction. But most of
the cost overruns we have run into from the Pentagon in the last
decade have largely occurred as a consequence of overall estimates
of inflation that were built into the Pentagon budget and into the
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program budgets which were clearly as wrong as they have been in
the civilian sectors.

Overall, it is basically a bad forecasting record on the part of the
budgeteers in the Department. But, I will grant you there is an
updrift which everyone is endeavoring to correct. If you could get a
program through and get everyone to accept a small price initial
tag on it, you have a good chance of getting it through the Con-
gress, whereas if you put the real price tag on it you are going to
have some troubles.

I don’t deny that that exists, but I don’t consider it a significant-
ly new issue for the financial community.

There is now a growing awareness on the nondefense side that
something is amiss,

Senator HeINz. Well, I am not sure. I think a lot of things are
different today than they were 6 months ago so I am not s:'re that
I would be inclined to agree with the fact that it is an established
fact that defense expenditures were going to receive the level of
support and commitment that they now have.

Let me move on because there is an overall issue I would like to
address to the panel as a whole.

Varying points of view have been expressed on the 10-10-10,
Roth-Kemp, the marginal rate reductions. I would like to focus on
the business tax incentives for a moment, 10-5-3 or 2-4-7-10 as
the case may be.

In the judgment of each of you, is what is proposed in the way of
direct business investment incentive stimulation, if you will, suffi-
cient? Is what the administration has proposed, 10-5-3, really
enough if we want to see the economic revitalization that we would
all like to see?

Dr. Adams, what do you think?

Dr. Apams. Senator, may I begin my answer by coming back to
your earlier question? I think your point about defense spending is
a terribly important one and I have just come from a meeting with
business economists, 120 or so people who talk about our forecasts
in our Wharton sessions. Certainly one of the main concerns that
arose there was precisely the question of what is the inflationary
impact of higher defense expenditures.

The issues were put in precisely the way in which you put them.

Now, to your basic question about the business taxes. There is no
question that taxation, particularly taxation combined with high
inflation rates, affects incentives and creates difficulties for busi-
ness finance.

There is probably agreement even on the thought that with
inflation the American consumer has at the margin come into
personal income tax brackets which are higher than had been
anticipated and, one can argue, which are too high.

The question at this point in time, is what do we have room to
do? What alternatives can we choose? All our calculations suggest
that if you are trying to get supply-side impact, by that I mean an
expansion in the level of capital investment and the productivity of
our industry and its ability to compete in world markets, then you
get a lot more “bang for the buck” if you put the money into
business tax reductions.
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The 10-5-3 program is a significant step in that direction and in
the absence of something else, I would support it. There are obvi-
ously some questions with regard to the 10-year depreciation for
structures.

There could well be other steps, further expansions of investment
tax credit, more favorable treatment of R. & D. expenditures, and
perhaps some focused programs which recognize that certain indus-
tries have been heavily impacted by pollution control and other
things of that kind.

Probably there should be greater emphasis on the carryforward
and carryback provisions of these tax credits. If one talks in terms
of proportions of the total tax cut, I would support a much larger
share as a reduction in business taxes.

Senator HEiNz. My time has expired, but on the last statement,
could I ask generally whether people agree or disagree that given a
tax cut of a particular size, that we do or we don’t get more bang
for the buck if we give a bit more than proposed by the President
which over the 5-year period is the 27 percent to the business side?

Dr. Meiselman?

Dr. MEiseLMAN. I don’t go along with the distinction you make
between a tax cut that helps business and a tax cut that helps
consumers because business is owned by all of us and produces for
all of us. That is a distinction that I don’t go along with.

Instead of trying to perceive particular problems of individual
industries, I would try to aim for helping the system as a whole.

One of the reasons that I personally favor 10-5-3 or something
along those lines, is that it would help reduce the bias of the
present system against investment in producer durables. We don't
have quite the same problem in R. & D. because they are expensed
right away.

The CHAIRMAN. Senator Byrd.

Senator Byrp. Thank you, Mr. Chairman. First, I would like to
commend each of you on a fine statement.

It seems to me, Dr. Greenspan, that you capsule this whole
problem in three short sentences. That is, and I am quoting from
your statement: “There is a broad political consensus in this coun-
try that the deficit must be eliminated. It is the control of spending
which is the key to the revival of economic vitality in this country.
The issue isn’t taxes, it is expenditures.”

To my way of thinking, that is the real issue. Then you go on to
say President Reagan has addressed the issue of excessive budg-
etary growth with an unprecedented program of reduction in
budget authorities and outlays, but even this program must be
viewed as the first stage of a budget revision process.

The market seems to be saying that the actions taken to date on
outlays are inadequate.

I don’t agree with your assertions 100 percent. I do think the
action has been inadequate. But, I think that also progress has
been made. One would have found it difficult to conceive last year,
for example, or 6 months ago, that the Congress would have gone
on record in some of the votes both the House and the Senate have
taken this year to reduce the rate of growth in many of these
programs.
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I am convinced that that would not have been done, had it not
been for the courage and the leadership of President Reagan.

Progress has been made, but I agree with your interpretation of
the public attitude that it is still inadequate.

Now, if there is to be a reduction in taxes, I think it should be an
across-the-board reduction as the President suggests.

I have not made a decision on the precise form that a tax
reduction legislation should take. I do think it should be an across-
the-board reduction.

I do have some concern as to whether it can or should be as
great on the personal side as the administration recognizes by the
name of the 10-10-10.

What is the feeling, what is your feeling, Dr. Greenspan? Do you
feel that it needs to be precisely that or do you think there could
be some give and take to compromise as to how that is worked out?

Dr. GREENSPAN. Well, my own personal belief is that we should
move as quickly as feasible to an indexed system to prevent the
real tax burdens from rising as they now would in this country,
because the vast proportion of taxable income is now moving into
the area of the tax structure where brackets change rapidly. That
means that bracket creep now becomes a very critical question.

We have a tendency to think, regrettably, in terms of nominal
tax brackets. As a consequence we think that what the President is
in fact advocating, is a tax cut. He is in fact, doing nothing of that
sort at all.

As I read the legislation, it does very little to change the real
marginal tax bracket incidence and is as close as one can get from
a rough cut, toward indexing. In that respect, I support it, but I
would agree with Dr. Meiselman. I would like us to go further,
because we do need, even at these levels, reductions in real tax
brackets.

I would hope that we will be looking at further tax cuts in the
years ahead, beyond the 3-year program which the President has
advocated.

Senator Byrp. Would you feel that that could be accomplished
only if there is a corresponding reduction in expenditures?

Dr. GrReensPAN. Yes, sir. That is one of the reasons why I am
strongly disposed toward some sort of indexing or failing that,
something similar to the President’s package. There is just no
question that if we allow real tax brackets burdens to rise we will
spend the money.

I am terribly concerned about that because anything we do
which gives leeway for a continuation of the expenditure policies
which we have gotten ourselves into, is detrimental to the future of
the country.

Senator Byrp. What you are saying, I take it, is that the more
mont(aiy the Government has to spend, the more money it will
spend.

Dr. GREENSPAN. Yes, sir. That is certainly accurate.

Senator ByRD. Let me ask you this. There is some sentiment,
particularly I understand, on part of the members of the Ways and
Means Committee in the House to go immediately to a reduction to
the top marginal tax rate of 70 rercent to take that down to 50
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percent. Do you, Dr. Greenspan or any of you, have a feeling in
that regard one way or the other?

Dr. MeiseLMAN. Well, I would support that. There is very little
revenue that is gained by that and it seems to me that has a root
and a great deal of hostility toward anybody whose income to be
higher than the average. I don’t see that it gains either revenue or
that it produces any desirable economic effect.

Senator Byrp. On the question of equity, it seems to me that the
Government ought not to take more than 50 percent for individuals
income. I believe that a person can go into any place in the United
States and most working people would agree that the Government
ought not to take more than 50 percent.

The CHAIRMAN. Senator Baucus.

Senator Baucus. Thank you, Mr. Chairman. Gentlemen, there
are many economic writers who are asserting that the 10-5-3 plan
actually will subsidize business. I am wondering if any of you agree
with that analysis.

Mr. CimiNgeRro. I would say it doesn’t subsidize business invest-
ment. 1 would also say it doesn’t even cut business taxes in the
ordinary sense, since a dollar of investment is only worth $0.46 at
tax credits at current rates. All this would do, is allow you to
collect that $0.46 sooner.

Senator Baucus. The analysis is that with aftertax rates of 17
percent changing with inflation, 10-5-3 will end up providing more
than a dollar-for-dollar return on tax deducted or pretax rates of
roughly 24 percent or whatever it works out to be in the 46-percent
tax bracket of most corporations.

Dr. MEISELMAN. Senator, if the dollar used today for capital
formation doesn’t get a higher return, we are not going to get any
capital formation.

If we continue on the same path we have for many years, that is
why this country has stopped growing.

Senator Baucus. Are you advocating a subsidy?

Dr. MEiseLMAN. I don’t believe it is a subsidy. It depends from
where you start. Would you say that any tax cut is a subsidy if
people pay fewer taxes? I think that is a confusion of nomencla-
ture. I don’t think that is a subsidy at all.

Senator Baucus. Yesterday, when I asked the same question of
Secretary Regan, he seemed to be saying that the Department
analysis is that yes, the 10-5-3 does seem to have this unintended
effect, to use his words. He is not sure that as something that the
have realized lately, they are studying it now, the degree to whic
the effect of 10-5-3 is to back subsidized business and they would
agree to back off and find something different.

I don’t want to put words in his mouth, but the implication and
feeling I got from him was that it looks like 10-5-3 has a greater
effect on subsidizing investment.

Let me ask another question, though. Some of these same eco-
nomic analysts, particularly Jorgensen and Aurback, suggest that
more a neutral approach would be to have a discounted first year
write off.

I am wondering if any of you could comment on that approach.

Dr. MEiseLMAN. I think there are many technical problems with
that. How does one calculate a present value that is uniform across
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firms and across industries? In addition to that, what is the inter-
est rate that you use, et cetera? I just don’t know how that could be
implemented.

enator BAucus. Do any of the other members of the panel have
an answer to that?

Dr. Apams. I would like to. There are really two issues involved
here. One of them is the inflation impact on the recovery of capital
in a system where we have historical cost depreciation. The other
one is the question of subsidy to investment.

The first year recovery program, despite its difficulties, does offer
one way and I think a good way of solving the inflationary impact
given that we have a system of historical cost depreciation.

I would argue, in reference to your original question, that in
addition to that we need to subsidize investment expenditure in a
world where interest rates have risen to high real levels and where
we are trying to develop the capital stock in competition with other
countries who also subsidize their investment expenditures.

I would like to see, in addition to an adequate capital recovery
program, a program of investment subsidy and if 10-5-3 does that
than I am in favor of 10-5-3.

Senator Baucus. You are saying that if 10-5-3 does, in effect,
subsidize business investment other countries do too and perhaps
as they do, we don’t do it enough. That is what you are saying.

Dr. Apams. Yes, that is correct.

Senator LonGg. Would Senator Baucus yield for just a moment? I
would like to follow that.

Senator Baucus. Yes.

Senator LoNG. Assuming that we decide to subsidize or not to
subsidize capital investment, that is my point of view to the second
question. At whatever point we decide to encourage capital invest-
ment, would it not be simpler to have a first year recovery pro-
gram rather than carrying that on the books for 4 or 5 years to
write off?

I know it would be a lot simpler for bookkecping purposes. I see
you nodding. Do you agree with that Dr. Greenspan?

Dr. GREENSPAN. Well, there is a great deal to be said for the so-
called Jorgensen-Auback——

Senator LonNGg. I am not talking necessarily about Jorgensen.

Dr. GREeENSPAN. No, I understand.

Senator LoNG. I think if you wrote it out you would write it
differently. If 1 did, I would do it somewhat differently. I am
talking agout writing the whole thing off the first year, carrying
forward anything you can’t writ » off.

Dr. GREeNSPAN. I would say that is a type of thing, which if we
can afford it on the revenue side, would clearly be desirable.

I also wanted to comment on the whole question that Senator
Baucus was raising and that is that you will find that no matter
what you do on any of the accelerated depreciation programs; that
there are peculiar distortions which sometimes look to be subsidies
or not subsidies depending on where you start. There is not a
single version that does not have problems associated with it.

The trouble with coming to the conclusion that therefore none of
them work is that they all work. It is only a question of which is
the least worst, so to speak.
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However, it is also one of the reasons why I think we are missing
something we should be looking at, namely a cut in the corporate
tax rate itself. In that sense you get fairly significant impacts and
that has much less of a distortion problem which everyone of the
capital recovery tax proposals have had.

Senator Baucus. Let me follow up on the same point. If all of
these accelerated depreciation methods work or don’t work, subsi-
dized or not subsidized, depending upon where you start and how
you look at it, arguably why not have a more simple system for
first year write offs?

Dr. GreENsPAN. There is a great deal to be said for first year
write off’.

Senator PAckwoob [presiding]. Well, Senator, you say there is a
great deal to be said for it, does that mean that it is a good idea, or
do you think——

Dr. GREENSPAN. Well, it is a good idea if you want to accept the
type of revenue losses occurring in the short run. The problem
with first year write off is that you have the initial effect which is
very substantial on the revenue side.

Senator Baucus. I understand that, but I also understand that
the degree to which first year write-off subsidizes capital invest-
ment, it is less than 10-5-3 subsidizes capital investment.

Dr. GREENSPAN. Well, the question of what constitutes subsidiza-
tion and what constitutes merely a lowering of the effect of tax
rate is usually in many instances determined by your starting
point. I am not sure I would argue one year, immediate year write
off versus 10-5-3 on that issue. I think there are a lot of other
issues that would have to be——

Senator Baucus. Well, after tax——

Senator PAckwoob. There are a lot of people who have not been
asked questions yet. We are going to have to keep moving along
because Senator Mitchell is next and he has a vote. We may be
able to finish before you have to go to the vote and others may
want to leave now.

Senator Baucus. Is this going to be used for the whole—Senator
Long took part of my time.

Senator Packwoob. Did Russell take part of your time again?

Senator Baucus. Actually this subsidy we are talking about is a
criticism of the present investment tax credit.

The first year writeoff may eliminate the investment tax credit
whereas the 10-5-3 with the investment tax credit is a combination
of subsidies.

Senator Packwoop. Mr. Ciminero, I am curious—will you ex-
plain to me on your chart which is exhibit 6 which has to do with
saving propensities relating to bracketed income. You mentioned it
on page 3 of your statement and then you have a chart.

Does that simply mean that people that have higher incomes
save more of their income?

Mr. CimiNERO. Yes. Unfortunately we are at a loss to get a very
recent reading on savings behavior by income bracket in any de-
finitive study.

One of the studies that I did cite here, shows that the marginal
savings propensity ranges above 50 percent. These are manmade
rates, not the average, which is maybe where some of the confusion
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comes up in terms of a 50-percent marginal savings rate versus a 6-
or 7-percent average.

A marginal saving propensity is the split which a consumer
would make between saving and spending on an additional dollar,
if you will.

Senator Packwoob. In looking——

Mr. CiMINERO. What this says is that shortrun marginal saving
propensity goes up quite significantly across income brackets.

Senator PAckwoop. What is short run?

Mr. CimINERO. Short run would be over a quarter or so. Long run
would be over a year or so, longer than a quarter or so.

Senator PAckwoobp. And so long run, assuming this study is
right, people in the upper income brackets at the margin especial-
ly, save infinitely more than people in the lower income brackets.

Mr. CimiNERO. On a taxpayer-by-taxpayer basis, yes. It is prob-
ably also true if you add all the taxpayers together. There is more
saving in those upper brackets.

Senator Packwoobp. So, if we wanted to increase savings,
wouldn’t we be wise to tilt any tax reductions toward upper income
brackets?

Mr. CiMmiNERoO. If that was the sole purpose I would guess.

Senator PaAckwoob. Well, it is one of the purposes we are trying
to achieve, I think.

Mr. CiMINERO. Yes; it would improve the savings mix.

Senator PAckwoob. OK. So rather than 10-10-10, something that
tilted more toward higher brackets would induce more savings.

Mr. CiMmINERO. Per dollar of tax cut; yes.

Senator Packwoobp. Well, I am assuming that we have only so
much money to lose in revenue and Dr. Meiselman refers to bang
for the buck on depreciation, I am talking about the individual
side. We have to try to get the most bank for the buck out of it and
savings is one of the things that we are tilting for.

You indicate that if we tilted it toward the upper income brack-
ets, dollar for dollar, we would get more savings.

Now, Mr. Adams, you make this statement on page 5. But, at a
time when growth and productivity are of primary concern, the
emphasis clearly should be on a reduction of business taxes which
have more clearance, and focus an impact on capital investment.

Changing your focus now to individual taxes, assuming that
what we want to get is savings, capital formation investment, can
we get more bang for the buck out of something other than 10-10-
10 or is that the best kind of tax cut that will get us the most
savings, capital formation, and investment?

Dr. Apams. Well, my statement was based on a variety of experi-
ence with studies and simulations which would seem to suggest to
get a direct impact and a sizable impact. It builds up to very large
numbers through more favorable treatment of depreciation.

Senator Packwoobp. I want to focus on the individual side. If
what we want people to do is save money and buy stocks and
invest.

Dr. Apams. On the individual side there is no doubt that, and 1
would go along with the others here, that at high income levels the
share of income which is saved, the marginal dollar, clearly will
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account for more saving If you maKe the tax cuts at a high income
person.

Senator Packwoobp. By saved, you also mean invested, I take it.

Dr. Apams. No; I do not necessarily.

Senator PAckwoob. I mean saved, put in a bank account.

Dr. Apams. Yes.

Senator PaAckwoob. All right.

Dr. Apams. The channel by which those funds turn up later in
investment expenditures is a very tenuous one. It is one in which
the tax regulations on business investment side intervene and that
is one reason why I am hesitant to recommend the personal tax
cut.

Senator PAckwoob. I notice it is way down your list of priorities.

Dr. Apams. That is right.

Senator PAckwoonb. It is last out of five. But, again, we are going
to have an individual tax cut of some kind.

Dr. Apams. Yes.

Senator PaAckwoob. Secretary Regan said yesterday that people
respond to tax incentives. He even said the higher the capital gains
tax, the less the people buy stock. The lower the capital gains tax,
the more they will buy stock. Considering his background, that is
an understandable statement, I think.

But, I am trying to balance off again, I have not heard anybody,
mcludmg the President, say that they are trying to achieve any-
thing other than more savings, more investment, more capital
formation, more increase in productivity. Nobody quarrels with
those premises.

You have talked about savings and indicated that if we tilted it
toward the higher income brackets, we will get more savings. You
limited yourself to that.

Now, let’s talk about capital investment, the purchase of stocks,
which is one of the engines of American economy. We would get
more of that if we lowered the individual tax cuts and also lowered
the capital gains tax? Instead of 10-10-10, if we tilt it toward 5-5-5
and some kind of even further capital gains tax reduction beyond
what comes from the lowering of the rates from 70 to 50 percent.

Dr. Apams. I think you would get more of that. The question is
how strongly and how effectively that will be translated by busi-
ness enterprises into a higher level of nonresidential real invest-
ment and improvement in their capital stock. I think that may be
slow and that may be only an imperfect process.

Senator Packwoop. But, in your estimation, in any event, we
would be more likely to get more investment if we lowered the
across-the-board cut and increased the capital gains cut, then we
will get going 10-10-10.

Dr. Apams. We will get additional investment if we lower those
taxes; yes.

Senator PAckwoob. Thank you.

We have a vote in progress and we have about 7 minutes before
they close the door over there, so I think I will depart, but Senator
Mitchell can proceed.

One thing I wanted to ask very quickly. Right now there is a lot
of momentum out there for the President’s efforts, whether it is
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budget cutting, even tax deductions, and you are all acquainted
with the process in the Congress that moves very slowly.

I think it may have occurred to some that with all the momen-
tum, maybe we should not be talking about August 1 to have this
on the President’s desk, maybe we ought to be talking about some- .
time in June. _

That would take a monumental effort by Congress to do™ that
quickly but if anybody has thought about timetables. I iknow Dr.
Greenspan I know you have been around and gone through some of
these tedious, lengthly processes, do you think we could, the Con-
gress could move quickly enough to complete action before our
little self-imposed deadline of August 1?

Dr. GReensPAN. No.

The CHAIRMAN. Well, that is what I thought. Does anyone think
Congress can respond more quickly than they normally do? We
should I think, in this case, but I am not certain we will do so.

Dr. MEIseLMAN. I would hope they would give the uncertainty
about the path of the economy policy in this country.

The CHAIRMAN. I have been trying to take the temperatures of
members the past few days on the differences. I don’t think anyone
is really that far apart. Well, there may be a couple that far apart
on it, when you come to think about it, but I think for the most
part, we could reach agreement very quickly and informally but
getting through the process is something else.

We intend to explore that to see whether there is some general
agreement.

Idam going to depart, but if Senator Mitchell can, he may pro-
ceed.

Thank you, Dr. Adams.

[A short recess was taken.]

Senator LoNG. The chairman suggested to me that I just go on
ahead and ask my questions I wanted to ask at this point and if
anyone else wants to ask a question.

Let me just submit to you gentlemen here what the thoughts are
about this matter and perhaps you, Mr. Greenspan as one who has
substantial experience in the Government, might be in a better
position to comment on it, but Dr. Adams might be helpful to us
too.

There is no doubt in my mind that the income tax system has
been used to a point that it is overused and in the top rate is
counterproductive. It is producing less revenues than it would pro-
duce at a lower level. I am not saying that we ought to raise or cut
taxes just to raise revenue for the Government.

I think we ought to have an efficient system. Anything that is
counterproductive and defeats it own purpose should be changed.

Affter World War I, or II at least, we feel that wartime affects
profits—— '

It was not only unjust, under the circumstances, a 90-percent tax
on top of all the other taxes, but it was counterproductive anyway.

I guess that kind of tax, if you compare it to a net to bring the
fish in, you don’t leave one loophole for all the fish to swim
through the net and then they found that biggest one in a hurry,
pension plans.

83-153 0 - 81 -= 7
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They could just take money and put it into a pension plan for
executives anci it was almost unlimited. In fact, if there was no
limit to how much they could put into a pension plan for their
executives. That puts money there rather than pay it out in taxes
and that is where all these big pension plans—there is about $30
billion sitting up in those plans—that’s where it got started. They
mg;(r) have had other loopholes, but that was the big.

rme of the other things they did in terms of that excess tax
that was sort of amusing—they tell the story about the three
lobbyists down at the Mayflower Hotel seeking contracts. They sat
around for a few rounds of drinks one evening and finally one of
them said let me have the check. He said: “I have to go, we are in
an excess profits tax situation. It won’t cost us but 10 percent.” The
other fellow said: “Let me have it, it won’t cost me anything. I
have an expense account.” The other fellow said: “No, let me have
it, rfr)y company has a cost-plus contract, I will make a 10-percent
profit.” ]

That is the type of thing that was prevalent throughout the
whole situation. It is the Government that is paying a fantastic
price in order to pay the tax on the profit.

I don’t think anybody here who would doubt if we had that
excess profit tax today, it would be counterproductive. If we had
that on top of all the other taxes we pay, people just wouldn’t do
business that way.

A man talking to me recently about what I thought about capital
gains. I said if {ou had a very big successful operation, if talk about
putting capital gains where you are talking about putting it, I
think I might sell this business and then pay you the tax. He said
that at the rate it is now, I wouldn’t sell. I would trade. I will trade
it to somebody for something else.

When the good Lord calls me home, 1 will put it into a founda-
tion that could make a billion people anything.

That is the type situation we have. I know those who don’t agree
with me take the view that we ought to try to find every possible
avenue where somebody can avoid paying a tax and close it down.
We already have a tax law of 5,000 pages long and regulations
behind that with probably 60,000 pages.

We are outnumbered and outgunned. We have 200 lawyers work-
ing for the Government down there and trying to draw up more
tax laws. There are 20,000 of them out there figuring ways to get
through that net. Their 20,000 are better qualified than our 200.
We are training our 200 to join the 20,000 already. That is where
they are getting their experience from.

It just seems to me that at some point we ought to recognize that
we are costing ourselves nioney rather than making money by a
situation that is too high.

Let me just give you an example here. For a corporation to make
money in my State and just pay an 8-percent State income tax and
an 8-percent personal income tax as well as a 70-percent tax on
investment income and the corporate income tax of 46 percent, you
would wind up making 14 cents out of every dollar earned if you
phase it on through the way that we hope to tax it.

It would take an idiot to do that way. The capital can be made
available for the transaction by simply borrowing the money, put-
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ting the money with the corporation. It is taxed that way, not to
the corporation deductible to the individual.

It is taxed a lot less than the 86 percent, if he in turn is
borrowing it from somebody else who has a favorable tax situation,
such as a foundation or a bank or an insurance company and that
is how the companies have been acquiring their capital. Not by
equity. That is why when someone like Chrysler hits a couple of
bad years, they belly up because they have no debt and equity
position.

. Otherwise, they could sustain a few bad years and keep on going.
If the Government didn’t come to the salvation of the company—a
lot of folks don’t think it should have—we would have lost billions
of dollars because we have a_tax system that eludes us into think-
ing we are making money we are not.

We are not taxing 70 percent of the money away or 86 percent in
these high brackets. The study that Mr. Weidenbaum put in the
record said that at the top level those people are paying us 44
percent. They are not paying us 70 percent of their income in
taxes.

The point is that to put this thing on a realistic basis would
make money for the Government rather than lose money to the
Government.

Now, when we fought the capital gains battle a couple of years
ago in 1978, I had letters on ever%: Senator’s desk where every man

___who had served as Secretary of Treasury, other than one, thought
that the reduction we made in capital gains would have a favorable
impact on the Treasury. .

urthermore, most men who had served with distinction as
Chairman of the Federal Reserve thought the same thing.

Now, if T believe that, Senator Dole believes that—I believe he
does—those men who have served as Secretary of Treasury believe
that, 85 percent of them believe that, and most of these people who
had served as Undersecretary of Treasury believe that, I think a
majority of this committee probably believes that and I suspect a
majority of the Ways and Means Committee believe that.

y in the devil can’t somebody find a way to feed those as-
sumptions into the computer and the information that can be
mustered to back it up and bring the answer out the other end to
support that conclusion.

Dr. Turee believes that, for example. Why can’t somebody ac-
quire some confidence to find somebody who can put in the com-
pu(tier the assumptions and the numbers so it comes out the other
end.

~ I was talking to a friend of mine who went with industry and
who is in the computer business, providing computer services to
people, rather than Government. He wanted a good lawyer so he
went the business route rather than the Government route. Not an
economist, just a good businessman and a provider of information
by way of computers.

He said:

Well, Senator, if you folks in Government don’t have that confidence, why don’t

you turn it over to us in business? If the economists and the lawyers and the elected
people can deal with it, why don’t you let us business people have it?

That is no problem.



96

Can you explain to me why we can’t demonstrate to ;)e()ple that
the way a tax counterproductive, it is counterproductive ‘

" Dr. GReenspPAN. I'll try, Senator. I think the answer to your

question is very explicitly that we have had these prohibitive tax

rates in the system for so long that we have very few actual

observations that can be employed to statistically, conclusively

demonstrate the effect.

That is not the same thing as saying that it cannot be proved or
that, in fact, it is not so. I agree with you completely. I think that
there is just no question that what we are doing to our tax system
is not enhancing any particular economic goal that 1 am aware of.

It is strictly a social-political type of policy which is probably-
now quite obsolescent and clearly not the point of view of the
majority of the American people by any stretch of the imagination.

Nonetheless, we do have considerable knowledge of what the
impacts of the types of cuts that you are suggesting would have.

If we cut the capital gains tax rate, the revenue loss is likely to
be negative, meaning we will gain revenue rather than losing it.
There is just no doubt that the 70-percent marginal tax rate is
causing individuals who ordinarily will save to put it in very pecu-
liar types of things which do not enhance the productivity of this
economy or perhaps even their own personal financial status.

We are many years overdue for a major overhaul and I would
certainly hope that step No. 1 is to move that 70-percent rate down
to 50 or less, if we can, on so-called unearned income. That, at this
point has the most inhibiting effect on saving-investment so far as
the individual tax structure is concerned.

If we ever wanted to put through a real, true supply side move,
that would be the one which would gain the most support from
economists and those who look at the issue of savings and invest-
ment.

Senator LoNG. Dr. Adams.

Dr. Apams. Well, obviously I can’t agree with fully with ‘Mr.
Greenspan, but I do agree with him to a very substantial extent.

The problem that I see here is not one of only of the difficulty of
measurement, but also of the fact that we do have in our economy
people who are reasonable, rational, and smart in how they employ
their assets. We do have a system of taxation which has loopholes.
I am not sure that loopholes is the right word here, but which has
made it possible to avoid paying the very high marginal tax rate.

I suspect that many, many of the people on whom you are
relying to do productive investment in the economy are not paying
thatdhigh marginal tax rate. They have found ways in which to
avoid it.

I suspect that it would be wise when it becomes possible to
reduce the high marginal tax rate. I am not sure that now is the
time and I am not sure that that is the central issue of the current
problem, but I would certainly favor that when we can do so that
we reduce that high marginal tax rate to a level where it makes
more sense.

Senator LonG. Well, let just give you an example. I am paying in
the 70-percent tax bracket and I am not the least bit embarrassed
to report the percentage of my income I am paying in taxes. It is
certainly above what is in line with the studies to which I referred
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and I think it would compare favorably with what people are
paging who are making that much money.

ut, starting right now for the rest of this year, every invest-
ment I'll make will be one calculated to show an ultimate profit
and make money over and above taxes. Every one of them will
reduce m{ tax liability and that is what people who are in that
same tax bracket will be doing all year long.

Now, if your people don’t know that, they ought to apprise
themselves of it. At some point, if we can’t do any better we ought
to just ask the Treasury to do what it did when we wrote that first
so-called tax reform law. Just pull out a bunch of tax returns and
look at what those people are doing with their money and how
they are using it. If we can, we better interview them and find out
what kind of investment they are going to make if they have more
money to invest. -

"I don’t have the slightest doubt that it would show that: One, if
the rates weren’t so ridiculously high, they would be investing
money where the Government makes more money out of it rather
than less. Two, it would show that the Government would make
more income if those tax laws took into effect what people do
under those circumstances.

Just to give you one simple example, here is a contractor, very
successful, one of the most successful in the Washington, D.C.,
area, told me some years ago if when I go into a business deal
assuming it is successful, if I can’t keep half of it, my answer is I
am not interested. I think that is how most business people would
look at that type of thing.

I just think at some point we have to try to face reality. We keep
preceding under the assumption that by making a ridiculous situa-
tion more ridiculous we are going to collect more money. It doesn't.
Does anyone have a comment on that?

Mr. CiMINERO. I would just like to comment that 2 years ago we
did testify regarding the capital gains tax rate reduction. In that
case, the revenue feedback effects could fairly easily be shown to
overwhelm the expected tax cut static revenue loss.

In the case of reducing very high marginal tax rates, it is a little
more difficult to show that, but it is not by any means impossible.

I think that a kind of study of the type you are discussing might
be useful to get into in order to quantify what is going on here
because 1 agree with other members of the panel that since the
experiment hasn’t ever been performed before in history we don’t
have any way of measuring it accurately in terms of our models.

But, certainly survey information and other kinds of information
could go a long way toward verifying that fact.

Senator LoNG. Did you want to comment, Dr. Meiselman?

Dr. MEeiseLMAN. I would just like to add one more point. It seems
to me that for many of our citizens the main way to avoid taxes is
simply to consume most or all of their income and that is exactly
what has happened.

Most people do not have access io fancy tax shelters and what
they do is simply consume everything that they earn because the
rate of return on their saving is negative. After a while, they learn
that and so they are penalized for the simple act of saving, so they
reduce it or stop it.
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Senator LoNG. I would just like to make a statement very briefly
if I may and I'm through.

In 1978, we voted down the populist oratory in the Senate and
cut the capital gains tax rate at the top by about 50 percent,
almost 50 percent.

The Treasury was estimating a revenue loss of about $1.8 billion.
Their later figures show, even according to their static type esti-
mates, they would assume that the revenue loss is about $100
million. It’'s wrong. We probably made about a $1 billion or $2
billion profit. But, assuming that they are right and it cost us $100
million a year, look what it did for the country.

To begin with, it brought another 3 million investors into the
stock market. Isn't that right, Mr. Greenspan? You know that, is
correct.

In addition to that, now mind you if you only had to pay $30 a
head to bring $3 million additional investment into the stock
market, that would have been worth it. That is not talking about
all the additional activity of the 25 million of them who were there
already. The good Lord only knows what all we did for the econo-
my because we did that.

What bothers me is we are not getting the support we ought to
be getting from the people who have had the potential to bring
together the information and show us that we have a counterpro-
ductive income tax system and it ought to be made productive. It is
just that simple.

The CHAIRMAN. Senator Mitchell.

Senator MircHELL. Thank you, Mr. Chairman. Gentlemen, yes-
terday in his testimony, Secretary Regan described as a major
purpose of the President’s program the encouragement of savings,
and although I was not present during your testimony this morn-
ing, I have looked through the statements and I know, for example,
that Mr. Ciminero finds savings as the engine of investment-led
productivity gains.

Is there agreement among you that encouraging savings is a
major objective of this program? Let me ask it negatively so we can
get a short answer. Is there any disagreement that that is a major
objective of this program?

Dr. GREENSPAN. May I just—it’s an objective.

Senator MITCHELL. An obJectlve

Dr. GReeNsPAN. I don’t believe that tax rates go far enough to

make a really significant difference on the savings side.

Senator PAckwoob. I couldn’t hear. Could you repeat that?

Dr. GREENSPAN. I am saying I don’t think that the tax rate cuts
go sufficiently far to make a significant impact on savings. It is
that the savings issue is only an aspect of this type of program and
we should unquestionably endeavor to encourage that.

I would scarcely argue that the President's program rests on
that. The major thrust of the President’s program, as I see it, is to
substantially reduce the rate of growth in Federal outlays and
prevent the real tax burdens from rising. Both are commendable,
very important, and in my view, necessary, although not sufficient,
conditions to restore economic balance.
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I am a little concerned that we are overemphasizing the savings
part on the grounds that the success or failure of this program will
rise or fall on that issue. I don’t believe it does or should.

Senator MitcHELL. You believe it is an aspect, not the major

ct.
r. GREENSPAN. That is correct, Senator.

Senator MITCHELL. Let me then ask you, you are aware that
there exists an incentive to encourage savings in the interest and
dividend exclusion.

The program as decribed by the Secretary of the Treasury calls
for not extending that incentive, letting it lapse, at least as of now
and maybe we will think about it later and substituting therefor
this general tax reduction which will return to middle income and
lower income taxpayers a relatively modest amount in dollars—a
few hundred dollars a year or less.

Do you believe that eliminating the interest and dividend exclu-
sion, which is an incentive designed specifically to encourage sav-
ings, and substituting therefor the gu:neral tax reduction which will
produce the few hundred dollars is likely to increase savings, or
will it decrease savings?

You are taking a specific incentive and substituting a general tax

reduction. I would like to have each of you tell me whether you

think that will encourage or discourage savings. That aspect of the
program.

Mr. CimINERO. Well, first, I just would agree with Dr. Greenspan
that the thrust of my testimony wasn’t that the tax cut’s main
impetus was to encourage savings. It is more or less an explanation
as to how consumers would behave; also why the tax cut would not
be overly stimulative because much of it is saved.

On your other questiom—namely, substituting for the existing
“off-the-bottom” dividend exclusions, the proposed Reagan policy—I
would say that it is very likely that the Reagan policy——

Senator PAckwoob. I am sorry; I didn’t hear that either.

Mr. CiMINERO. I would say that the substitution of the Reagan
policy in place of the current regime of deductible amounts of
interest and dividends would encourage more savings since the
ggductible amount of interest and dividends comes, again, ‘“off the

ttom.”

The current deductible provisions do not alter the marginal tax
rates of those who really save large magnitudes because, after all,
those deductible amounts are very small. So it makes a minuscule
difference in terms of someone who is in the upper income brackets
that he can deduct $200 or $400 worth of dividends. It is just not
going to change his behavior very much and tends to, in effect, give
a tax break to those who tend to save less—tends to tilt the tax
break incentive toward those who save less anyway, namely those
who would worry about whether their dividends are $100 this year
or $200 this year.

Dr. MeiseLMAN. I would like to comment on that.

Senator MITCHELL. Yes.

Dr. MeiseLMAN. If I have $100 or $200 or $300 worth of interest
or dividends that are not included in the tax base, that doesn’t
necessarily mean that an individual would save more. He would
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just shift assets from other uses, especially if his marginal tax rates
stayed the same.

Most people have some assets and they would largely shift them
into the non-taxed form from the taxed form. It doesn’t necessarily
" follow from that that people’s saving behavior, that is the use to

which they put their current income, would change in any signifi-
cant way. Saving should not be confounded with savings, which are
assets that have resulted from past saving.

Senator MiTCHELL. What evidence is there to suggest that a
fellow working in a factory who gets $100 tax reduction is going to
save that? '

Dr. MEiseLMAN. If he gets a $100 tax reduction, if he just gets a
$100 check in the mail from the U.S. Treasury, that is one thing.
But, what is really important is cutting the marginal tax rate. It is
the change in the rates that matters.

Senator MiTcHELL. Do you think that is important?

Dr. MEeiseLMAN. It is the change in the rates that is important.

Senator MiTcHELL. People think in terms of marginal tax rates?

Dr. MEiseLMAN. Of course they do, even if people are slow to
learn. We have been subject to bracket creep for so many years
that even the slow learners kncw about that. They know what
happens to their taxes. They know what inflation does to them.

It is crucial that we change marginal tax rates and not think of
tax reduction merely in terms of getting a certain amount of cash

. from the Treasury. It is the change in the rates that change
incentives, and people act on the basis of relative prices and alter-
native rates of return.

Senator MiTcHELL. But you are suggesting then that this incen-
tive is not an incentive. It is designed as a specific——

Dr. MEseLMAN. At most it is a very weak one with respect to

- current saving behavior, because you will largely get a balance
sheet adjustment. If I could get $300 tax free in a savings account,
I would take it out of someplace else and put it into a savings
account. It doesn’t mean that I would consume less and save more
of my current income. _

It is only if I am put into a lower marginal tax bracket that I
would change my current savings behavior. What you are talking
about is a change in my portfolio behavior, what I do with my
existing assets, not decisions to add to my assets.

Senator MiTCHELL. Dr. Adams.

Dr. Apams. 1 will be brief. I don’t think I agree fully with that.
After all, the marginal tax rate on that income being excluded
carries a marginal tax rate of zero, but I don’t have to save any in
order to get it. All I will have to do is devote my current assets to
that. I have some current assets. I just shift from one use to
another use.

It is true, if I have no assets, then I would want to get some
assets. Then, and only then, would I want to save in order to build
up $200 of tax credits. That is true for any incentive so structured.

Senator MiTCHELL. What you are saying is that you have to just
keep increasing it. Any taxpayer will view it as an incentive only
to the extent that he can benefit by an additional investment, an
additional savings.
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Dr. MeiseLMAN. That is right, and that is what happens when
you lower marginal tax brackets.

Dr. Apams. May I add one thing to that. It seems to me that it is
terribly important not to think in terms of savings in too general a
sense.

The dividend exclusion has a very specific impact in providing a
special benefit to the wide holding of common stock throughout our
economy, and a dividend exclusion has a particular benefit in
strengthening the stock market, which Lord knows needs strength-
ening and I think there are very strong arguments to be made in
favor of the dividend exclusion on that basis, in addition to other
considerations about savings in general.

The CHAIRMAN. Senator Chafee.

Senator CHAFEE. Thank you, Mr. Chairman.

Gentlemen, the objective of the Reagan program, as I understand
it, is to reduce inflation and bring down interest rates, and I have
always thought it Republican credo that the way to reduce infla-
tion and bring down interest rates is to reduce the Federal deficit.

If the budget of this Nation were in balance, then inflation would
come down. I was informed yesterday by Mr. Regan, Secretary
Regan, that that is not so. That deficits per se are not a problem as
long as we have tight money supply. As long as we have tight
money supply, we have high interest rates.

First, do you believe we should get the budget into balance in
order to bring down inflation and bring down interest rates?

Why don’t I start with Dr. Adams. ] . ’

Dr. Apams. Budget balance is certainly an important considera-
tion. It is an aspect of fiscal discipline that we neéd to take into
account. I am not sure that you can find a narrow and immediate
relationship between budget balance and inflation.

I think you can see more between budget balance or imbalance
and interest rates particularly at a time when we want to sharply
limit the growth of money supply.

I would say budget balance is tertainly a worthy objective and
one that in times like these we need to put heavy emphasis on.

Senator CHAFEE. You know, I don’t understand, here the Federal
Government is borrowing 28 percent of all loanable funds in the
market. Now, if you can’t balance your budget, obviously your
Federal Government is going out to borrow more. That drives up
interest rates, does it not? Have I missed something here?

Yes, Doctor.

Dr. MEISELMAN. If you change nothing else, and you have the
Federal Government borrowing more, if that is the only thing
going on, then that would obviously drive up interest rates. You
have *o put it in context.

Senator CHAFEE. In context with what?

Dr. MeiseLMAN. You have to put it in context of a printing press
that has gone wild which has made the inflation. The most impor-
tant factor that makes interest rates high now is the fact that we
have a money-caused inflation.

Whenever the signs go out that the printing press is running
faster, interest rates go up immediately.

Senator CHAFEE. Yes, but why are the printing presses running?
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Dr. MEeiseLMAN. Senator, you should ask that of the Federal
Reserve that are your charges and your responsibility. I am puz-
zled as to why they let the printing presses run so fast.

In my written testimony, I showed that there is no empirical
connection between the size of the deficit and what happens to the
printing press. There conceivably could be, but there isn't.

Right now, long-term Government bonds have a record high yield
of over 14 percent. We have never had long-term rates that high.

To put it into context, if we have inflation of around 10 percent,
and that is what the market discounts, then at least 10 percentage
points is due to the inflation premium. :
. In addition to the inflation premium, there is much uncerta:nty

about the future, much more than usual. Also, anybody who vwas
foolish enough, unfortunate enough, or foolhardy enough to have
purchased Government bonds over the past few years, has suffered
terrible losses. So, we have driven large number of past and poten-
tial bondholders out of the bond market. ,

The factors contribute to an additional risk premium. How much
is then left over to explain as stemming from the enormous
amount of Government debt flooding the market. At most, there is
ona; a couple of percentage points. ,

hat you are doing is focusing on something, but it is not the
major actor in the high interest rate drama. That is the reason
why in coming before the Finance Committee at this time, I devot-
ed a large fraction of my testimony, not to talking about the details
of taxes which are certainly important, but in trying to point the
finger at the main culprit in the high interest rate drama, which is
the Federal Reserve. i

Senator CHAFEE. Well, here is the problem before us right now.
The administration is asking for a substantial tax cut. We won't
argue whether it is substantial or not.

There are those that say why have a tax cut when J'ou are
running a substantial deficit? The administration has budgeted a
deficit, whatever that word means, of $55 billion. The tax cut is
about that same amount.

Now, suppose we said to you, what should we do? Suppose we say
no tax cut will balance this budget, would the country be better off
or should we go with this tax cut?

All right, Alann what do you say?

Dr. GREeNSPAN. Well, first of all, I wish to deviate somewhat
from my collea%ues and reemphasize that in effect the deficit does
matter. The only extent to which I would qualify that is to recog-
nize that the way we keep our books doesn’t appropriately capture
the total affect of the system.

You eluded to the total borrowings as a percent of net funds
raised. It is questionable whether it is the right denominator, but
the total borrowings have to include not only the on-budget and
the off-budget items, but it also has to include the significant
impact which the Federal guarantee programs are contributing to
agﬁregate borrowing.

very large, but indeterminate amount of private borrowing is
induced by Federal regulation. Consider a utility which has been
pressured by the Environmental Protection Agency or other stat-
- utes to buy a scrubber. It doesn’t matter to the financial markets
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whether that utility goes out on its own and borrows the money to
buy the scrubber, whether the Federal Government guarantees its
borrowing to do so, or whether the Federal Government on its own
goes out and borrows. the money and gives a subsidy to the utility.

In other words, the financial impact is the same or approximate-
ly the same. So, what I am saying is that there is far more to what
we used to include in the Federal deficit. ’

But, having said that, I would still say it is necessary to get the
on-budget deficit down and hopefully to zero. If one does that, by
allowing real tax burdens to rise, which is what we would do if we
did not cut nominal tax rates now, the results would be counter
productive.

We would probably achieve the goal of a balanced budget. But
remember that the primary purpose of a balanced budget in this
context is the maintenance of a vital economic system. To obtain a
balanced budget by allowing real tax burdens to rise, may achieve
the balanced budget but it may well undercut the primary goal.

I would argue that yes, it is necessary to get our budget in
balance, but to do so only in the context of holding real tax bur-
dens unchanged. This is essentially what the President is advocat-
ing and that is why I support it.

Senator CHAFEE. Well, thank you. I would just like to say in
conclusion that I see references to constantly to what Jack Kenne-
dy did in 1963 or 1964. I think the situation is different because in
the factors he was concerned with, inflation was not a factor.

My time is up. Thank you, Mr. Chairman.

The CHAIRMAN. Does anybody disagree with that last statement?

‘Mr. CIMINERO. I don’t think that is relevant to this issue.

The CHAIRMAN. Senator Grassley. :

Senator GrRASSLEY. Thank you, Mr. Chairman.

Before I ask my question, I would like to respond to the chal-
lenge that was given to us to ask the Federal Reserve why they
keep running the printing presses the way they do.

I theorize that the reason that that is being done is that the
steeply progressive income tax has been a total failure to bring
about the egalitarian goals that it was meant to bring about. The
people who want to accomplish the wealth redistribution, a point I
disagree with, are trying to accomplish this year through monetiz-
ing the debt.

In other words, inflation, in my judgment, is more of a redistri-
butor of wealth than the progressive income tax is in America. It
fits their goals perfectly since it can be implemented without a vote
of the Congress.

Let me preface my remarks by saying that I support the Presi-
dent’s program of a 3-year tax cut and accelerated depreciation.
Yesterday I asked Secretary Regan if the President’s goals could be
accomplished with by opting for a l-year 10-percent tax cut and
index this cut. Wouldn't this achieve the same long-term goals?

I am suggesting that maybe 7 or 8 years down the road there
won’t be any difference between the outcome of where we are from
a revenue and tax standpoint. The end result would be that we
would have a consistent tax- é)olicy that people can predict.

So, Dr. Greenspan, I would like to ask you if you have given any
thought to indexing. You opened your statement by talking about
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indexing. I have long supported indexing. The chairman of the
committee agrees with these goals. Where would we be with a 1-
year tax cut plus indexing as opposed to a 3-year tax cut with no
indexing in your view?

Dr. GREENSPAN. The same place approximately. In other words,
the Reagan proposal, at this particular stage, is relatively close.
Not exact, but relatively close in type of change in tax brackets
and individual income tax liabilities that you would get with an
indexing system.

Senator GrassLEy. OK, then can I ask you would either the
President’s program versus a 10-percent tax cut for 1 year plus
indexing from here to eternity, have a more beneficial immediate
impact or would there be a difference in their immediate impact? I
am talking about the next 2 or 3 years as opposed to my original
question where 1 was asking you to look down the road 7 or 8
years.

Dr. GREenspAN. Well, Senator, as a long-term policy 1 would
prefer the one in which you had permanent indexing because that
would force the Budget Committees and the Appropriations Com-
mittees to recognize that what they have to spend is real revenues
and not bracket creep revenues. :

It would have to come to grips with something which is at the
root of a major long-term financial problem, namely that the ex-
penditure side of the budget is out of control. We have a set of laws
which are inconsistent with a rate of growth in Federal outlays
which we can finance.

Were we to think in terms of long-term tax availability based on
indexing, in other words, real growth in revenues, we would be
forced to relook at the problem we have in a much clearer manner
and come to grips with the expenditure side which is where the
critical action has to be focused. :

Senator GrassLEy. OK, I agree with that, but the point of my
second question was, Assuming the goal of the President is an
immediate revitalization of the economy, and now looking at a
short-term goal as opposed to my original question which went to
long-term impact, which in your judgment would have the most
immediate beneficial, short-term impact? The President’s 3-year,
10-percent tax cut plus accelerated depreciation or 1l-year, 10-per-
cent tax cut plus indexing, plus the accelerated depreciation?

Dr. GREENSPAN. I don’t think I could make a really meaningful
distinction between those two programs. 7

Senator GrassLey. Well, is it even worth our consideration?
Maybe I am dwelling on something that shouldn’t be dwelled on.

Dr. GREENSPAN. I would say the answer, Senator, is probably not.
I think the real question is not so much do you induce indexing
after the first year, but the only thing that would really be signifi-
cantly different from the President’s program would be to go along
with this 10-10-10 and indexing at the end of that time, which he
does not do. .

Whether you put indexing in the second year or the fourth year,
I am not certain makes all that much difference.

It is true that you would probably get slightly less reduction in
revenue with the indexing starting in the second year, but that's
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merely to say that there is a modest real tax burden decline in the
President’s program.

I would not say that that is probably a significant difference as a
major issue before this committee.

Senator GrRAsSLEY. Then, lastly and only as a commentary on the
second paragraph of your statement, Dr. Greenspan, you really see
this tax issue, in terms of a reduction of overall spending.

Do you see the decrease in the total level of income into the
Federal Treasury as meaning that somehow indirectly that is going
to lead to Congress spending less? In other words, you say we will
not even have much larger deficits than we have had even with
less income.

Dr. GREENSPAN. Yes, sir.

Senator GrassLEY. OK. Thank you, Mr. Chairman.

The CHAIRMAN. Could I just ask one question? I think, Mr,
Ciminero, in your statement you talk about savings. Maybe I
should know more about your analysis. )

What do you mean by savings? Is that actually taking it down
and putting it in an account or is that paying your bills? How do
you define savings?

Mr. CiMINERO. Savings in terms of the kinds of numbers that
people are debating is the national income accounts definition
which is total inflow minus outlays. If savings go up——

The CHAIRMAN. I don’t understand that either.

Mr. CimINERo. Total inflows minus outlays. In other words, what
you have left over after you have spent on consumption, interest
and so forth.

Now, what that amount can represent would be a mix of the
normal kind of increments to your savings account or a reduction
in debt. So, it is both, net reduction in debt or increased savings.

The CHAIRMAN. If in the process of getting your reduction, you
have paid off some bills that were due, that would have an impact.

Mr. CiMINERO. Yes. It does I guess for a reason related to an
earlier question. Both repayment of debt and savings, savings in
the ordinary sense where you would increase the balance -in some
savings account, represent increments to sources of funds that are
available in the economy.

That is the key issue regarding the savings behavior because it is
those private sources that would fund, not only an increasing busi-
ness investment, but also a declining Government deficit.

The CHAIRMAN. I think if we look at the President’s recommen-
dation we are talking about reducing the marginal rates and accel-
erated depreciation. That is pretty much what he wants to do.
There was testimony yesterday they would like to keep it that way
with no add ons. .

But, I think as all the panel knows, that is pretty difficult to
prevent that happening. It is hard to convince the members to wait
ang_ c;thers who talk to members to wait until there is a second
vehicle.

If, in fact, it could be a barebones effort and be what the Presi-
dent requested, is there any other addition, in the opinion of any-
body on the panel, that should be made?
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Just say we had the votes for the President’s program as is,
would it be the right thing to do to add on certain things and if so,
which ones?

Dr. Greenspan, do you have an answer to that?

Dr. GReenspaN. Well, if I had my choice, I would limit it to one
thing, which is the elimination of the 70- -percent unearned income
bracket, immediately dropping that to 50 percent which I think is
the type of tax change which is long overdue. Its revenue loss is
z?;'o, as best I can judge and it clearly would have many beneficial
effects.

The CHAIRMAN. Dr. Meiselman.

Dr. MEiSELMAN. If I could add one item, I would permit rollovers
to be excluded from the capital gains tax. I think that is very
important. The capital gains tax, as we all know, has terrible
effects. It is not a capital gains tax. It is funny kind of transactions
tax payable only when the gain is realized and converted into cash.

We all know how it distorts the allocation of resources. It freezes
all kinds of uses of financial capital and physical capital. It has
absolutely terrible effects.

The CHAIRMAN. Dr. Adams, you listed a number of things even
ahead of the marginal rates. But, let’s assume we didn’t do 1t the
way you suggested.

Dr. Apams. Well, I don’t want to amplify really on what I have
said already. I gave that as a list of priorities in some sense.

I think it is very important to recognize that simply making
funds more available on the savings side even if that materializes,
is really not going tc solve the basic problem of rebuilding the
capital stock of many of our industries.

That there is very strong justification for additional tax credits,

which may be targeted in various directions, I would support the
easing of the depreciation guidelines and I think a very large effort
also has to be made to provide tax credits or some form of support
which will increase the volume of research and development which
is being done by Anierican industry.

The CHAIRMAN. Mr. Ciminero, I think you indicated—well I have
read your statement, and you didn’t discuss anything in addition.

Mr. CiMiNERO. Well, in terms of either additions or modifications,
on the business tax cut side what we are really worried about here
is business investment.

I think most of our studies have found that you get more bang
per buck from an investment tax credit first, a reduction in profits
tax rates, second, and perhaps very sl1ghtly below that in third
place would be the accelerated depreciation proposal.

Some change in that mix might be appropriate. But, mainly
having more of the tax cut going for a greater reduction on the
corporate side.

The CHaIRMAN. Well, as you probably all know, there have been
a number of views expressed by members on a number of things we
would like to do in addition to those things suggested by the
President.

It has been recommended we wait and have a second package,
but we have to have some revenue along with that, some way to
fund those things we would like to do.
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That is the dilemma the committee faces. Either we take it off
the individual side or we have certain “reforms.” Some changes
have been suggested, but not nearly in the magnitude we would
think would be adequate to pay for the things—Federal estate and
gift taxes, the marriage penalty or income earned abroad. I can
think of 25 or 30 that are attractive and probably more that we
haven’t thought of.

Senator Symms. ‘

Senator Symms. Thank you, Mr. Chairman. Mr. Chairman, thank
you for lining up these excellent witnesses. It has been very inter-
esting to sit here and listen to the colloquy and I am happy to have
all of you here.

- Dr. Meiselman, Senator Chafee asked you some interesting ques-

tions about the Fed and you said that we in the Congress shouid do
something about that. What should we do, put the United States
back on a gold standard or take the Fed over? I feel a little bit
helpless as a member of Congress.

What do you recommend I should do as a Senator? What would
you do if you were sitting up here where Senator Chafee and I are?

Dr. MEiseLMAN. Well, I think that it is very important that the
Fed be held accountable for their actions. It seems to me, at the
present time, that in many respects they are beyond accountability.

The Chairman of the Fed comes and testifies, and announces
great intentions of doing better. He then goes back and does worse,
with no penalty.

I think there ought to be a greater degree of accountability. I
believe it would be very helpful if there were explicit guidelines
from the Congress that would limit the ability of the Federal
Reserve to flood the country with new paper money, not only for a
short period of time, but over a longer period of time. I would favor
strict limitations on the ability of the Federal Reserve to create too
much money. So, I would favor a long-term monetary rule, not just
a ceiling but also a floor.

Senator SyMms. A bracket that they would have to stay within
on——

Dr. MEiseLMaN. That is right. Even if we would give them a
couple of years to get there, we would get the rate of growth of
money down and they would be required to achieve it.

On the basis of that, it seems to me you would give individuals,
businessmen, and financial markets the kind of assurance that is
needed to make long-term plans and to go out and do the lending
that is necessary to make capital formation possible.

Now, there is no assurance that money growth will be slow and
steady. If anything, Fed behavior has gotten worse, more erratic.
The rate of growth of money keeps accelerating. Every season
there is a new grBup of reasons things have changed, or why it is
difficult to achieve slow, steady and predictable money growth. We
- now see some of the consequences of that.

The Federal Reserve is independent of the Executive, but the
Federal Reserve is an agent of the Congress. The Federal Reserve
reports to Congress and I don’t think the Congress has done the
proper job in carrying out the responsibility which belongs to the
Congress under the Constitution.

-
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Senator Symms. Thank you very much. That is excellent help, as
far as I am concerned and I would like to talk to you more about
this in the future.

- Dr. MEISELMAN. I would be glad to do that, Senator.

Senator Symms. Off the record about it at sometime. I would just
like to say that I am delighted to have you up here, but I hate to
have you missing class today because I think the young people of
the country need more of your kind of education.

Dr. MEISELMAN. I’'m on leave this year.

Senator Symms. Now, Dr. Adams testified that he was not as
enthusiastic about the 10-10-10 marginal rate reduction which I
happen to favor. I personally think it ought to be for 6 years
instead of for 3 years so we could have the long-term projections of
what our tax policy is going to be and that would take care of Dr.
Greenspan’s indexing concerns and give us a chance to get back to
a flat-rate income tax which I think would really be a stimulus to
the economy and would generate growth in the future.

I think that if we just pass this thing this time for 3 years and
then come back and do it again in 3 more years we would be

~—getting close to the goals that we need to achieve.

My question to you, Dr. Adams, is why do you think it is better

. for Members of Congress to target areas where the money, where
savings would be spent by giving a favor here, a favor there, or
some incentive to put the money here and there. Why is it better
to have the Members of Congress do that, than to have the individ-
ual Americans in the market do it and let them decide where to
spend it? Don’t you think that it isn’t really on the margin that we
are talking about? It isn’t that $100 that the guy gets a month
more money, but it is his overall income that counts?

~«——Dr. Apams. Well, let me first say——

Senator SymMs. I would like to hear all of you comment on that,
if I could so try to be brief.

Dr. Apams. When 1 said targeted, I did not mean targeted in the
sense that Members of Congress would target to particular——

Senator Symms. Well, if we give a break here or a break there
instead of business tax or savings exemption, instead of just the
straight 10-10-10 and let the people decide where the market is
what I am saying. :

Dr. Apams. Well, there are certain areas, for a good reason,
where the market hasn’t been very effective. Some of these areas
have been areas where we have imposed burdens that are beyond
the market. The areas of pollution control. Others have been areas
where we meet foreign competition.

Senator Symms. Well, haven’t those countries that have less
market than we have, done a lot worse than we have? I mean to
the degree that we have more freedom and more private property,
than say the Soviets, we certainly outproduced them.

Dr. Apams. Well, that may be true. But, you see what has of
course hapﬁened, has been that many countries have found ways to
subsidize through cheap credit. I would primarily make my argu-
ment on the basis of bang for the buck.

I would, myself, strongly favor a program of indexing the income
tax. The only reason I am not favoring it at this time is because I
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think given the kinds of problems that we have, we need to make
the most with the limited flexibility that we have.

I doubt that doing that with a 10-10-10 program or with an
indexing program imposed at this time, is going to give us the kind
of bang for the buck that we are going to need.

Senator Symms. You are talking about a bang for the buck. Dr.
Meiselman would you——

Dr. MEISELMAN. I am not sure what your question is.

Senator Symms. I guess I am out of time, Mr. Chairman. The
question is why isn’t it better for the market to determine where
the money goes by giving people lower marginal tax rates than to
try to have the Government, the politicians, the Congress, the
Finance Committee or whoever target where those things would

0——-

Dr. ME1seLMAN. But, it is better to iet the individuals and the
market determine. That is why I don’t think there is any point to
talking about subsidizing particular industries or particular end
purposes. That is a road to disaster and waste.

Dr. GREENSPAN. I agree with that.

Senator Symms. In other words, do you disagree with my state-
ment about 10-10-10 and then 10-10-10 more?

Dr. GREensPAN. No, I don’t. I would go further and I would say
that rather than go 10-10-10 and then 10-10-10 that .indexing the
system will put that in place right away in a manner probably
which would make a great deal of sense.

Senator Symms. Of course you see, my long-term goal would be to
have one income tax rate that everybody paid on their gross
income and not have all this complicated deal where we have to
have CPA’s and lawyers and complication. Then we would make
judgments based on the value and let the market signal where we
ought to be putting our money instead of having a tax shelter or
something else.

Dr. MEISELMAN. Senator, would you permit the deductibility of
?avings so you have a pure consumption tax? That is what I would

avor. :

Senator Symms. Well, I wouldn’t want to get into that today, but
I just made a comment about that earlier. In the long run if we
could ultimately reach that, then we could, in fact, have a system
where the market could signal the producers when to produce
more widgets or something else.

Right now, it is all distorted with inflation and we' misuse the
word inflation which I brought up yesterday. We call rising prices
inflation and nobody knows what is going on.

It is like you sai({ in your statement. I think Dr. Greenspan had
it about the fact that there is a false profit out here because people
think they are making profits that are only inflation or increasing
of money and so forth.

Thank you very much, Mr. Chairman. I am sorry I expanded over
my time. .

The CHAIRMAN. Senator Danforth.

Senator DANFORTH. Thank you, Mr. Chairman.

Yesterday, when Secretary Regan testified he said that what the
administration wanted was a tax bill which encourages work and
savings and investment that the administration had seen nothing

83-153 0 - 81 =~ 8
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better than its proposal to accomplish those objectives, but that the
administration would certainly be willing to listen to other options
for accomplishing work savings and investment.

How do we proceed as the Finance Committee from this point?
How do we develop a program, assuming that we agree with those
ob{e:tives?

t's assume that we all agree that we want a tax bill that
maximizes work savings and investment. How do we put together
such a program and how do we make the point with the adminis-
tration other than just trotting out another theory?

How do you make the argument if you do have such a program?
{ls th‘;ere some sort of agreement as to how we should proceed from

ere?

Dr. MEiseLMAN. I think the administration’s proposals are an
admirable first step. I agree with my friend and colleague, Alan
Greenspan, that, as admirable as it is, the proposals should be
looked at largely as a way to index the tax system for some of what
has happened in recent years.

Senator DANFORTH. I am not asking you for your views on a
particular method at this point or for a particular proposal at this
point. .

If we agree with the administration that we want a tax cut that
encourages work savings and investment, how do we develop one
that? gets the most bang for the buck in accomplishing that objec-
tive? ,

Do we just say to the administration well, we sign onto your
proposal or do we say without the basis of anything other than our
own judgment, no, we think that something for interest and divi-
dends might be a better idea?

Is there a form of econometric model? Is there a method that we
can use? Is there at least a basis for a rational argument? Alan.

Dr. GReensPaN. I would start off by asking yourself, what is it
that the President’s tax program does for savings and investment
and then start from that as a base. Then add and subtract as you
see fit on the grounds that you disagree with them on the question
of a standard which you are employing.

My own concern is—— ‘

Senator DANFORTH. I agree with their standards. Most of us do,
so how do we judge whether or not it is the best method of accom-
plishing that objective?

Dr. GReensPAN. Well, first of all, work, savings and investment
are not in and of themselves, three different things. They really
are what we would essentially call a basic supply side focus.

In other words, how does one free the productive mechanism so
it can function. The first thing you would do is you avoid the rise
in disincentives which is what a rise in the marginal real tax
brackets would do if we left the tax statutes in place.

The next question: Does the President’s program sufficiently
curb the rise in real tax burdens? The answer is just barely, in the
sense that it prevents further deterioration in these incentives
wtii_ch have been consistently dulled in the last decade by tax
policy.

Senator DaANFORTH. May I, again, just change the direction. 1
only have 7 minutes and what I want to ask is this. Can a series of
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proposals be quantified as to their effect on work savings and
investment? That is, can economists measure the bang for the buck
in determining of the relative efficacy of a series of tax proposals
in encouraging work savings and investment?

Dr. GREENSPAN. I would say no, Senator. I would say no because
what we can get——

Senator DANFORTH. So, there is no way of arguing with the
administration?

Dr. GReenNsPAN. Well, yes you can. You can argue on issues of
degree. 1 think Senator Packwood was raising an issue earlier
which I think is quite correct. Namely, he asked the question, “Do
you in effect get increased work, savings, and investment by in-
creasing the distribution of the tax cuts in to the higher income
brackets?”’

The answer to that question is yes. Can you very explicitly
quantify it in useful numerical terms? I suspect not. I think that
you will always get economists to give you numbers, but I wouldn’t
trust them.

Senator Symms. Could a panel of economists put together a pro-
posal which in their judgment produces the most bang for the buck
in accomplishing the objectives of work savings and investment?

Dr. GREENSPAN. I would suspect yes.

Senator Symms. Is it the view of this panel that the administra-
tion’s proposal is the best alternative available for accomplishing
this? Dr. Adams? '

Dr. Apams. No, I don’t believe so. I think that it is difficult to
quantify these questions. I think they can be quantified. Indeed,
some of them have been quantified and the evidence that I have
seen doesn’t strongly support that the administration’s proposal
gives you the most bang for the buck. I don’t believe it does.

Senator Symms. You don’t think it does. How about you Dr.
Meiselman.
tthli; MEISELMAN. I am not sure what you mean by bang, but I

n m—— —

Senator Symms. From listening to you——

Dr. MESseLMAN. No, that is not a term I used. I think it is
important that we reduce marginal tax rates to lessen the disincen-
tive effects of taxes. Doing that directly, which is what the 10-10-
10 proposal does, that is the most direct way to attack the desin-
centive problem. )

As a consequence of reducing marginal tax rates, capital gains
tax rates go down. This conforms to the view that the best tax
reform is tax reduction.

As we have discussed, in many respects, the administration’s
package it is not even tax reduction. It is a rough way to index the
tax system to get rid of a portion of past bracket creep. That is why
I favor going farther than the administration’s proposals. “ -

Senator PACKwoob. Senator Danforth, your time is up. Let me
pose you a premise. I don’t want to play cat and mouse. I think
that our tax system is tilted to heavily toward investment, taxing
on investment and capital and not enough on consumption.

Alan, you indicate in your statement that our expenditure level
is too high and our tax level is too high and that is a drag on the
economy and yet every country in Europe that is our major trading
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competitor has infinitely higher taxes. I don’t care if you take on
taxes or expenditures in relation to their gross national product.
Every one of them has higher savings rates, higher capital invest-
ment rates than we do.

I had the Library of Congress finish a study for me 3 days ago.
Taking the major five different kinds of taxation, consumption tax
on different amounts of income on $10,000 of income our consump-
tion tax is $176. France's is $1,361. Germany’s is $765. Italy’s is
$1,000. When you add that to the taxes on income and social
security on $10,000 of income, ours is $987, France, $1,000, Ger-
many, $2,000.

Basically, taxes on wage and social security are regressive taxes.
You add that to the consumption tax which is a regressive tax and
what you have in the European countries in an incredibly high tax
" on consumption.

When you come down to taxes on capital gains, taxes on interest
income, taxes on dividends, the United States is worst on some,
second worst on others, but consistently when you add it all togeth-
er, we are the worst. -

Dr. Meiselman, in your statement you made reference to Ger-
many and Japai's incentives for savings. Indeed, they have them.

Interestingly in this report and I could not figure it out for a
while, Japan taxes less than we do. They are at a 24-percent rate of
taxation in relation to their gross national product as opposed to
our about 32 percent. All the other countries are 39, 40, 42.

I finally figured out how Japan pays for the costs of the social
services that the other countries pay for through government. They
pay for them through business.

Japan’s fringe benefit to wage dollur is about 67 percent. Ours is
around 37 percent. They simply have business assume the costs of
social services that governments provide normally elsewhere.

When you add that cost in, their total take, if you want to count
it being run through business instead of through taxes, is infinitely
higher than ours.

I want to ask you this partially because I 'do not think the
Reagan tax program tilts in the right direction; 10-10-10 helps us
on savings and investment only to the extent that it is a 10-percent
cut at the 70-percent level and it is a 10-percent cut at the 14-
percent level and indeed, that does tilt it a bit toward the upper
income level.

But, we would get infinitely out of the same revenue loss if we
tilted toward some kind of reduction in the 10-10-10 and a reduc-
tion in the capital gains tax and some kind of a savings incentive
and maybe some consideration of a consumption tax.

hThg.t is the statement I would appreciate your comments on. Go
ahead.

Dr. Apams. I would generally say there is a lot of merit to what
you are saying. A consumption tax clearly is more targeted in the
direction of stimulating savings then is the Reagan’ proposal.

I would like to see something like that combined with lower
marginal tax rates on the investment. But, I would say there is a
lot to be said for your statement.

Senator PAckwoop. Dr. Meiseiman.
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Dr. MeiseLMAN. I think it would be important to move to neu-
trality in the choice that people make between consumption and
savings and the statistics that you allude to help to explain why we
save 8o little relative to other countries.

Senator Packwoob. Of course, they are not neutral. They tilt
toward savings and investment.

Dr. MeiseLMAN. Well, I am not sure they tilt or are closer to
neutrality. We tax our saving more than they do and that is why
we have less saving.

One way to move toward neutrality is to permit the deduction of
saving before you calculate your income tax liability.

Senator PACkwoob. It may be semantics. That is hardly neutral-
ity. That is tilting toward encouraging people to save.

, Dr. MEeiseLMAN. Because otherwise under the present tax
aw——

Senator PAckwoobp. I agree with that tilt, but I don’t call it
neutrality.

Dr. MEe1seLMAN. Well, under the present tax law if I consume a

dollar or if I buy a washing machine or whatever, I pay a tax once
which is when that dollar is first earned. After that, I pay no more
tax. If I use the same dollar and I save whether I put it in the bank
or buy a bond or whatever, that is taxed over and over and over
again.
" If you would premit the deductibility of that saving initially,
then you would help to remove the bias against saving and invest-
ment. That would be a useful step in that direction. That is why I
responded to Senator Symms the way I did.

I think at the present time, tax reduction as proposed by the
admlmstratlon, lowering tax rates is a partial step in that direc-
tion.

Senator PAckwoob. Alan?

Dr. GReEeNSPAN. In general, 1 would agree with you, Senator. I
think that we must, however, recognize that the existing set of
proposals merely hold the real tax bracket rates roughly where
they are so that to start at that point, is sensible. Recognizing that
if you have a lower reduction than that, you are acquiescing in
some real marginal increases at man pomts of the tax structure.

I am not saying that it is necessarily a disaster, but I think it is
important to recognize that.

In principle, I would certainly support a shift from taxes on
marginal incomes to consumption. The only concern I have is that
we may get the second and not the first if it becumes an issue
which is acceptable in principle.

Aside from that, I would say that I would certainly agree with
the general thrust ‘of your remarks.

Senator Packwoop. Mr. Ciminero?

Mr. CiMmiNERO. I would generally agree. I guess it is a well-known
phenomenon that a VAT—value-added tax—or consumption tax
would have an intrinsically higher saving aspect to it than an
equivalent amount of income or profit tax.

I would also add, however, that lower income tax brackets also
save so there are supply of funds to be garnered there. Not so
much from the fact that they put money in the bank, but from the
fact that if you leave the tax situation go the way it is going, these
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. lower bracket taxpayers are going to experience large tax increase,
especially FICA, which could cause them to borrow more.

- What this tax cut proposal would allow them to do is not draw
down their savings, or would reduce the amount of borrowing they
would have to do, in the face of the real tax increases that will
occur if there is no rate cut.

Senator Packwoop. All I am saying in terms of the figures is
that on the average Europe taxes about 10 percent more of their
gross national product then we do and they save more and they
invest more. There has to be an answer to how they do it.

Russell?

Senator LoNG. I honestly think that this panel would be provid-
ing a service to the country if you would give answers to the
questions.

What Senator Danforth is saying with something like this is to
understand it. If you were the person writing that tax bill—I am
not talking politics—could you say what that bill was going to be
when it became law?

Looking at a bill that is tossed out with $53 billion of revenue
loss for the first full year—it cost us $200 billion 5 years from now.
If you were writing that bill knowing the potential we have to
shave some of it off and put into something—that might claim a
priority, would you write that bill precisely the way it is or would
you include in it those items each of you think—the one that he
would make it, the first add-on in terms of priority.

Now, Dr. Adams has already answered that question. I would
like for each one of you to just answer the question. You can
answer it yes or no, but you have indicated what you think your
priority would be. .

Dr. Meiselman, what would you answer on that basis?

Dr. MEiseLMAN. I think in addition to the 10-10-10 I would favor
elimination of capital gains taxes and lacking that, at least, permit-
ting rollovers and serious consideration of either sharp reductions
in or eliminating punitive taxes on estates and gifts.

Senator LoNG. Dr. Greenspan?

Dr. GrReensPAN. Well, considering the fact that we have some
limits on the amount of revenue losses, I presume you are saying
in the context of those so-called static revenue losses.

I would support the 10-10-10. I would support, as I said before,
" elimination of the concept of unearned income which I don’t think
affects revenues at all.

I also would support a reduction, if not the elimination of the
capital gains tax rate, which again, in my judgment, has no reve-
nue implications.

I would like to, down the road, eliminate estate and gift taxes
and a variety of other things, but not in the context of current
revenue restrictions. ’

I probably would personally shift some of the accelerated appre-
ciation money into a reduction of the corporate rate structure. But,
I am also aware of the fact that any of these bills is a good bill and
I am concerned that if there are too many individual versions of it,
we may end up with none. So, granted that, I have and I do
continue to support precisely what the President is advocating.
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Mr. CimINERO. I would support the 10-10-10 because it in part,
answers the agenda of the fact that tax revenues as a percentage of
GNP will just continue growing and probably should be reduced.

Probably 10-10-10 would probably over index slightly, at least
initially. I think that is a fine way of proceeding with the tax cut
in that it reduces each marginal bracket with the attendent effects
that we pointed out.

- On the corporate tax cut side, I would also see if some of those
revenues could not be used for a rate reduction versus the acceler-
ated depreciation and reduction in lifetime bases.

Senator LoNG. Lat me just say this. I have spoken to groups,
business people who have supported the President and still support
him, who are asking us to go along with the President’s program.

When you just put this to them, not as a matter of whether you
are for or against what President Reagan is for, just ask whether
they favor it. If you tell them, I personally think that we ought to
get rid of that 70-percent tax on investment income and my only
difference of opinion with the President’s is that I think it ought to
g0 now.

I also think that the capital gains tax is too high and I think at a
minimum to reduce it so the tax is only 30 percent of the gain
rather than 70 percent. They would feel the same way about it.
The)e'd are talking about the roll over that Dr. Meiselman men-
tioned.

I think that ought to be done and I think that rather than
cutting the capital gains tax over a 3-year period, we ought to do it
now.

My impression is that they just about want to tear the rafters
down cheering for it. Those are the people who are strongest for
programs.

The fact is that there is a lot of politics in this and while it may
not be the most popular thing we can do politically, in my judg-
ment, the best thing that we can do for the country is to put in this
bill however we have to put it.

These two items that you gentlemen, at least most of you, have
mentioned. One, we ought to stop the discriminations against in-
vested income which means that you would drop to a 50-percent
top rate on that just like we did earned income——

Two, we ought to do more about capital gains that the bill
provides. But, I don’t think it could be in there. )

Now, let me tell you what I think is going to happen. This is not
going to be a static ballgame. The players are going to move
around on the field and it is not going to be 10 10 10 and 10 5 3 and
that’s all. It is going to be a variance with that.

When we go to put Humpty Dumpty back together again over
here, we are going to put some other things in that you gentlemen
have been talking about.

You write that down and see if it doesn’t work out that way.

Senator PAckwoob. Senator Danforth.

Senator DANFORTH. In 1981, the Federal revenues from the capi-
tal gains tax were $14 billion, from taxes on interest received $27
billion, taxes on-dividends received $10 billion. Total tax from
capital gains, interest, and dividends $51 billion. The President’s
program cost in 1982 $51 billion. Now then, let’s just suppose and I
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am not proposing this, I am just talking. But let’s suppose that we
decided that instead of the President’s program, we wanted a pro-
gram which would repeal the capital gains tax and have no tax on
interest received or dividends received. No tax on it. What would
that do for the economy? Would that be bang for the buck?

Dr. GREENSPAN. Yes. If you're talking about the types of issues
which relate to the specific impact on capital investment and eco-
nomic growth there is question that if you very significantly re-
duced or at the extreme, eliminated all those taxes, it would be
highly favorable.

However, let's remember that taxes on interest and dividends,
reflect a peculiar calculation which is not independent of the way
the tax rate bracket structure is set up.

I would be more inclined to bring the whole marginal tax brack-
et structure down for much the same reasons that I would tend to
bring it down in the corporate area.

When we think of property incomes in terms of dividends or
interest there is a tendency to forget that there is a lot of other
property incomes around which you don’t designate directly in that
manner. A large segment of unincorporated business and farm
income and a substantial part of the earned income part of our
system is really property income.

In other words, bonuses, incentive payments, and a variety of
other things which we tax as earned income is in effect, from an
economist’s point of view, property income. There is no question in
my mind that if you reduced all those taxes to zero it would be
very positive.

I am not sure that is appropriate tax policy because it defines
property income which you want to reduce in a fairly narrow
sense.

Senator DANFORTH. Anybody else——

Dr. MeiseLMAN. I think that if we went along with that as much
as it seems very appealing at first, we would still be left with an
increase in marginal tax rates on labor income. We would not
touch rental income and other kinds of property income which
would be left permanently higher.

Also, if we are thinking about tax reduction we also ought to
consider the positive effects of a cut in the corporate tax.

Mr. CiMINERO. I would agree. Capital type income and capital
income incentives are very important, but an important element
here is labor productivity, willingness to work, willingness not to
be on welfare.

Insofar as you allow these tax rates to go up through bracket
creep, approximately I guess taxes go up about 16 or 17 percent if
inflation is about 10 and gets translated into wages at 10 percent.
If you allow this to happen you are merely increasing the gap that
one must leap to go from nonworking to working, for example, and
that is then true across the entire schedule of rewards for working
harder among the working population.

Senator DANFORTH. I want to make it clear I am not proposing
this. I just received the figures and what I wanted to point out is if
we have a major tax cut now and we are trying do something
" useful for the economy the problem is that at the end of 3 or 4
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years, we are really going to be right back where we are now as far
as the effective tax rate is concerned.

If you go out 3, 4, or 5 years, you are going to be just about
where they are right now as far as percentage of their income that
is going to be taxed away: ‘

e are making a mighty effort to stay in place and maybe we
should be thinking about something that would be just terribly
exciting which is aimed specifically at getting interest rates down,
making money available for the construction industry, and for the
automobile industry, and so on, which this kind of thing would do.

Do you have any comments, Dr. Adams?

. Dlz('. Apams. Well, since I have been pushing hard on bang for the
uck—— : '

Senator Packwoob. In fact, could I interrupt just a second, Jack?

Dr. Apams [continuing]. To make my point. But, I think there
are other considerations.

Senator Packwoob. Could I stop you just a second, Jack? I have
to fo at 1. If you will close this, I simply want to announce the 2
o’clock witnesses.

Dr. Martin Feldstein, Dr. Joseph Pechman, and Dr. Oswald
Brownlee at 2 and if when they are done, Jack, you would close, I
would appreciate it.

Dr. Apams. There are other considerations besides bang for the
buck. As no doubt, you have in the back of your mind when you're
saying that you are not advocating this.

Senator DANFORTH. Politically, I just couldn’t do it, I don’t think.
But, it is just an example of something which would be very, very
dramatic. Just from the standpoint of the economy, wouldn’t it be a
very, very useful thing?

. Dr. Apams. It would be a line to go, I'm not sure that it’s a line
acceptable in terms of its impact on income distribution. After all,
you can get all the investment if you pour all the money on the
ui)per end of the income distribution and none to the bottom.
Clearly, you don’t want to have to take that it into account.
Senator DANFORTH. Senator Long. _
Senator LONG. I just want to thank you——
Senator DANFORTH. Thank you, gentlemen.
[Whereupon hearing recessed until 2 p.m.f
The statements of the preceding panel follow:]

Excerprs FROM THE TESTIMONY OF ALAN GREENSPAN!

If our individual income tax system weré currently indexed as it is in Canada,
would we, at this point, be advocating an increase in tax rates? Or put another way,
would we be arguing for a suspension of the annual inflation adjustment to tax
brackets? I suspect that the answer is no, which is another way of saying that we
would, at this particular point, be acquiescing in an automatic change in tax
brackets. But this would not be significantly different from the President’s proposed
three-year cut of 10 percent each year in tax brackets. Perhaps the argument is
that, were we indexing our system, we might allow the bracket adjustment to occur
this year but would retain the ability to review it next year and the year after.
There is, however, no reason why, should the President’s tax program be put in
place, the Congress could not alter the tax structure a year or two hence if it
thought that such policy was required. _

Moreover, to delay the scheduled cuts in tax brackets is to increase the real tax
burden. In fact, the whole discussion of the President’s individual cut package at
this stage resolves down to the question of whether the Congress, by failing to

1 Dr. Greenspan is president of Townsend-Greenspan & Co., Inc.
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adjust tax rates to offset bracket creep, favors a rise in the real tax burden. The
debate on taxes, however, is at root a debate on spending cuts. There is a broad

litical consensus in this country that the deficit must be eliminated. Hence the
arger the tax receipts, the less the pressure on curbing spending growth And it is
control of spending which is the key to the revival of economic vitality in this
country. The issue isn’t taxes; it's expenditures. It is clear, certainly in retrospect,
that our budgets have been over indexed with respect to both unemployment and
inflation; we have been overly generous in our entitlement programs and have
committed future tax revenues which we will never have. Over the years we have
put in place a set of entitlements which have engendered a rate of growth in federal
outlars which exceeds the rate of growth in our tax base. Unless altered, such an
imbalance must inevitably lead to an ever widening deficit and an eventual infla-
tionary breakdown. Temporarily the deficit can be held in check by increasing real
tax rates. But eventually even that fails because we will finally arrive at a level of
taxation beyond which the economy deteriorates and further federal revenue in-
creases are unavailable. So tax increases merely delay the inevitable.

President Reagan has addressed the issue of excessive budgetary growth with an
unprecedented program of reduction in budget authcrities and outlays. But even
this program must be viewed as the first stage of a budget revision process. A
second stage will be required to reduce the underlying outlay growth rate to a level
capable of being financed over the long run.

he markets seem to be saying that the actions taken to date on outlays are
inadequate. Despite the increasing probability over the past several months that the
President's current expenditure cut proposals would prevail, long-term interest
rates have continued to edge higher. This in all likelihood reflects further upward
revisions of the average ex inflation rate over the next ten to twenty years. It
does not seem credible that the rise in the rate of expected inflation can be
attributed to market concern that the President’s tax program will be inflationary.
If anything, the probability of the enactment of a three-year 10 percent annual cut
in rates has, regrettably, receded in recent months. While the movement in short-
term rates can be attributed, at least in part, to Federal Reserve actions, and some
spillover effect to the long end of the market can be presumed, the overall upward
drift in inflation premiums appears to require further explanation.

The issue narrows to a belief on the gart of the financial markets that either 1)
the President’s budget cuts in the end will not prevail, despite recent political
progress, or 2) the cuts would not be sufficient even if the President should get all,
or at least most, of his requests. On the first point, concern about the outcome
surely had to L2 greater six months ago than today. Whatever the probabilities of
success, they clearly are higher today than six months ago. One would have there-
fore expected at least some anticipatory market behavior. One must conclude that,
rightly or wrongly, the markets do not trust the Reagan budget cuts to do the job of
curbing inflation.

The root of the fear seems to have been focusing on the administration’s pre-
sumed disinclination to address the so-called safety net, consisting largely of social
security retirement benefits. These have been substantially exempted from this
round of budget paring. Almost all of the programmed reduction in outlays comes
from little more than a fourth of the totaLanetr i.e., what remains after defense,
interest and the safety net. The requested outlays for the nonexempt programs falls
from $193 billion in fiscal 1981 to $142 billion in fiscal 1984. This would slow the
rate of growth of aggregate budget expenditures over the next three years to less
than 6 percent annually, according to O.M.B. However, this is a one-shot adjustment
process. Unless the underlyigg upward momentum of safety not programs is re-
duced, the rate of growth in federal outlays would begin to accelerate again. Thus, if
there is no follow-up addressing the post-1984 expenditure growth levels, the Presi-
dent’s current program would do little more than put a temporary tourniquet on
our fiscal hemorrhaging.

Since inflation premiums embodied in long-term interest rates are reflecting
average inflation rate expectations over, say, the full decade, they are assuming
that no further actions are contemplated by the Reagan administration to restore -
fiscal balance. This is almost surely not the case since the President has indicated
that he will do whatever is in his power to get the budget under control and to
restore fiscal balance. Therefore, it is probably a mistake on the part of the finan-
cial community to assume that the President’s program encompasses only the
measures currently under consideration by the Congress. His initiatives on social
security this week may be a harbinger of significant further initiatives. There is of
course no certainty that presidential initiatives in the future will be successful.

For the moment, the difficulty confronting the administration is that continued
advances in interest rates, by creating severe secondary financial problems for the
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thrift institutions and elsewhere, could divert the longer-term thrust of economic
policy if the need to resolve short-term economic crises becomes pressing. The
prolz embvirith short-term economic crises is that their solution too often creates the
next problem.

The current budget has to be only stage one of a much longer process to undercut
inflationary forces. At some point, the markets should recognize the ongoing efforts
of the administration, the Congress and the Fed. At that point, interest rates should
begin to decline on a sustained basis.

ven though inflation rates do not come down immediately (and I do not expect
that they will), lower interest rates will generate a higher level of economic activity
almost immediately in residential building, and with some lag, in plant and equi
ment appropriations and outlays. The moderately higher levels of economic growt
which would occur as a conséquence would tend to improve productivity and lower
the rate of increase in unit labor costs. The latter, at least in small part, should
tend to ease some of the inflationary pressures.

However, I do not expect the inflation rate to undergo a major retrenchment until
- actual federal borrowing, both direct and indirect, is brought down. I include not
only the on-budget deficit financing, which the President is projecting at zero by
fiscal 1984, but also the substantial off-budget borrowing, credit guarantees, and the
indeterminate, but large, amount of private borrowing resulting from government
regulation. The prospect of lower levels of borrowing as a percent of ongoing savings
should be enough to bring inflation premiums down, and with them, interest rates.
However, until aggregate federal credit preemption declines, and that decline is
supported by a continuous reduction in the rate of growth of bank credit and the
monetary aggregates, I do not envisage a significant reduction in the rate of infla-
tion. But when inflation begins to fall, risk premiums, which are heavily affected by
actual inflation, will decline and with it, what economists call the hurdle rate of
return on capital investment. (The hurdle rate is that of return which a business
sets as a minimum for acceptance of a proposed capital investment project.) Obvi-
ously, the lower the hurdle rate, the greater the block of potential investments
which are likely to be authorized.

I should point out that in displacing federal borrowing with private borrowing to
finance the increased private expenditures, we are not merely shuffling paper.
Federally sponsored credit tends to be forthcoming almost independently of market
interest rates, whereas private credit demands are far more interest rate sensitive.
Thus, aggregate borrowing for private capital projects would be more consistent
with lower interest rates than would be the case for equal amounts of federally
sponsored borrowing.

Unless interest rates are brought down within the next six months to a year, our
financiel system, and hence, our economy, faces unacceptable dangers. The current
period is unique in American history. We have never had inflation premiums of
such a magnitude embedded in long-term interest rates.

The questions we have to ask ourselves are (1) how did interest rates become so
high, and (2) what must be done to bring them down. Prior to 1979, inflation
premiums embodied in long-term interest rates reflected the notion that the Ameri-
can economy was, by its institutional nature, insulated from inflation. While infla-
tion periodically surfaced, until very recently it was always presumed that it was a
phenomenon associated with war or its immediate aftermath. In fact, the price level -
in 1940 was actually a shade lower than in 1800. After brief episodes immediately
following World War II and the Korean War, inflation came down and had virtually
disappeared by the early 1960’s. Price controls were im by President Nixon in
mid-1971 when inflation was presumably raging at the intolerable rate of 5 percent.
U.S. Treasury issues never exceeded a yield of 9 percent until 1979, and prior to the
late 1960’s, rarely exceeded 5 percent. Since the real riskless rate of interest fluctu-
ates between 2% percent and 3 percent, the inflation premium in long-term interest
rates averaged 4 percent or less even during the periods when inflation temporarily
spurted in the mid-1970’s. The markets were in effect saying that the average
expected inflation rate over the full ten-year maturity of a noncallable U.S. Treas-
ury bond was approximately 4 percent. Since the presumed expectation of of infla-
tion near-term was well in excess of that 4 percent, the implicit long-term inflation
rate in the latter part of the maturity was well under 4 percent. In short, until
relatively recently, the markets have always been saying that despite whatever
short-term inflation expectations hovered in front of us, over the longer-term one
could presume that inflation would disappear.

That point of view began to change in 1977 when, after a prolonged reduction in
the rate of inflation from the fall of 1974 to early 1977, the decline seemed to have
stalled out and, in fact, inflation showed evidence of beginning to creep back up
again. The benevolent view that the U.S. was essentially insulated from long-term
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inflationary pressures finally came to an end with the publication of President
Carter’s budget in January 1980 (which he was forced to withdraw for a new budget
shortly thereafier). The markets reacted to what appeared to be conclusive evidence
that spending was out of control and that the U.S. henceforth would become
inflation-prone as a consequence. With relatively minor changes in inflation projec-
tions and unemployment, the fiscal 1984 outlay estimate made in January 1980 was
$165 billion above that made in January 1979. All in all, the average yields on ten-
year maturities of U.S. Treasury bonds rose nearly 440 basis points between mid-
1979 and late February 1980. Almost all, if not all, of this rise reflected a revision in
the implicit long-term inflation forecast. Compounded over a ten-year period, the
upward revision of the projected 1990 price level amounted to approximately 50
percent.

While inflation premiums have risen and fallen during the past year, they have
continued to reflect an expected average inflation of nearly 10 percent for the next
decade, a forecast which, if not significantly lowered, suggests very perilous times
ahead for the American economy. It is important to recognize that while a psycho-
logical statistic, it is a real number b on rational perceptions. This inflation
premium will not disappear as a consequence of eloquent utterances of optimism by
the administration or of pledges of lowered money supply targets by the Federal
Reserve. The markets are skeptical and deservedly so, and will react, in my judg-
ment, only to hard evidence that federal expenditure and credit growth will slow.
Promises are worth little. However, changes in legislation which significantly alter
the implied proportion of federal borrowing (on-budget and off) to agﬁregate savings
almost surely will alter the long-term inflation outlook and, by definition, reduce
inflation premiums markedly for long-term bonds. This in turn will almost surely
result in heavy refunding of short-term liabilities, thereby bringing short-term
interest rates down as well.

STATEMENT BY DAviD I. MEISELMAN, PROFESSOR OF EcoNoMIics AND DIRECTOR,
GRADUATE EcoNoMics PROGRAM IN NORTHERN VIiRGINIA, VIRGINIA POLYTECHNIC
INSTITUTE AND STATE UNIVERSITY

Many years of unhappy and worsening experiences with the combined effects of
inflation and the present Federal tax code have taught all of us about bracket creep
and about how inflation both (1) magnifies the bias of Federal tax code against
saving, investment and economic growth and (2) imposes a wide range of unlegislat-
ed taxes on private capital. Ever higher and more burdensome tax rates and the
absence of economic growth, even during periods of high-level employment, have
contributed to widespread consensus that taxes are too high, and that a stagnant
private sector cannot, or should not, carry the ever heavier burdens of supporting
the mounting costs of an ever expanding public sector. More and more taxpayers
have come to believe that they are not getting their money’s worth from govern-
ment. They want lower taxes and less (government.

However, the enthusiasm of some of our citizens for tax reduction is tem&red by
concern that tax reduction will be inflationary and increase interest rates. Both sets
of fears are groundless. In fact, high tax rates are an important factor in the record
low saving rate and record high interest rates. This is why a program of assured
long-term tax reduction, especially whem combined with expediture reduction and
slow and steady money growth would make an important contribution to lowering
rates and to. improving the conditions of many of our beleagured financial institu-
tions. Charges that the Administration’s four goint rogram of tax reduction, ex-
penditure reduction, deregulation and slow and steady money growth will lead to
more inflation and higher interest rates are simply wrong. Moreover, those who
claim that recent sharp increases in interest rates reflect a vote of no confidence in
the Administration's program by financial markets are incorrect because they have
the wrong culprit.

In my judgment, the recent collapse of the bond market was the direct conse-
quence of poor execution of monetary policy by the Federal Reserve. Interest rates
have soared because of excessively rapid growth of money in March and April which
greatly exceeded the Fed's targets, mounting fears that the Federal erve is
unwilling or unable tc meet its own targets for money growth, and concern that the
Fed’s own tarFets are too high to slow inflation significantly, if at all. I believe that
the market’s lack of confidence that Fed performance would be consistent with the
Administration’s prudent call for slow, steady and predictable growth of money and
widespread understanding that rarid, unstable and unpredictable money growth
could easily overturn the beneficial effects of the Administration’s program of tax
and expenditure reduction and deregulation have been the major factors in the run-
up of interest rates.
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Bond prices generally fall whenever the money supply increases sharply. Rapid
money growth leads to more inflation, and interest rates rise to discount the
consequences of inflationary monetary actions just as soon as such inflationary
monetary expansions are recognized. In the first four weeks of April, money grew at
an annual rate that exceeded twenty percent and the Fed had already exceeded its
tarlget for the entire second quarter of this year. Little wonder interest rates rose.

here is important evidence in the events of recent weeks that makes the point
very clearly. Note that interest rates shot up after it became increasingly likely that
the House would support even larger budget cuts than the Administration 'Fro
and after there was a marked reduction in the deficit and in net new Treasury
issues. Surely, more budget reductions and a smaller deficit could not drive up
interest rates. Also, news of further slowing of inflation in newly reported data on
consumer prices, producer prices, and the G.N.P. deflator would certainly not push
up rates, either. What remains to explain the increase in rates is recent Federal
Reserve performance and the market’s lack of conviction that Fed performance in
the future would improve significantly.

There are many related threads in the connections between tax reduction and
inflation, and tax reduction and financial markets. Some of these connections are
among the most misunderstood in current ?ublc policy discussion, including views of
some prominent financial writers. Most of what we hear and read about the pre-
sumed connections between tax rates and the effects of rate reductions on inflation
and on interest rates is simply wrong. Some of the flawed analysis stems from
applying an invalid Keynesian theory which overlooks both the central role of
monetary policY in the inflation drama as well as the impact of taxes on output, on
saving, and on lending.

The Flow-of-Funds analysis used by some analysts in the financial and banking
community to forecast interest rates ma apé)ear to simulate the suply and demand
for funds, but it does not. The Flow-of-Funds analysis is flawed because it misses
important elements in borrowing and lending decisions because it essentially ig-
nores inflation and inflation expectations and the portfolio, or balance sheet, adjust-
ments which are major factors shaping financial markets, interest rates and securi-
ties prices.

Inflation takes place when prices on average rise. Following the laws of supply
and demand, inflation occurs when aggregate demand exceeds aggregate supply.
Aggregate demand is controlled by the quantity of money, which is controlled by
the Federal Reserve. There is a close and dependable connection between the
nominal quantity of money and the nominal gross national product, which is the
best measure of total spending, or demand.

Aggregate supply, or output, depends on other factors, such as available inputs of
labor, capital and raw materials, and the state of technology. Output also depends
crucially on incentives to put these means to efficient use. Output also depends on
increasing available inputs, such as capital, or improving technology.

Prices, then, depend on the ratio of money to output. When money grows faster
than ou\t‘gut, aggregate demand exceeds aggregate su%ply. Prices rise. Inflation
results. When money and output grow at the same pace, demand and supply remain
in balance, and prices on averae are stable. The relationship between money per
unit of output and inflation may well be the most extensively tested proposition in
all of economics with few, if any, exceptions.

To see this relationship for recent years in the United States, turn to Chart 1,
which shows the level of Frices (the G.N.P. deflator) and the relationship of prices
(1972 =100) to the ratio of money to output (real G.N.P. in 1972 dollars). I use the
old M, measure of money, which, unfortunately, has not been published by the
Federal Reserve for the past year. Thus, the chart, which covers the period since
1960, ends in 1979.

The chart shows clearly that both money and output affect prices. The relation-
ship between prices and the ratio of money to output is very close, indeed. As usual,
prices depend on both demand and supply.

Thus, to analyze the impact of some public policy proposal, such as tax reduction,
on inflation one must ask how the groposed change will affect either (1) the stock of
money, and thereby demand, or (2) output. Ignoring either the monetary or the
output consequences of a proposal means that we are likely to be in serious error.
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Let me first deal with output, the supply side of the central relationship explain-
ing inflation. Changes in tax rates, or other provisions of the tax code, will affect
inflation if these changes alter output. Tax increases that penalize saving and
investment or discourage work result in lower output and thereby in higher prices.
It makes no difference whether such tax increases are explicitly legislated or
increase because inflation (1) causes bracket creep, (2) creates illusory capital gains
subject to tax, (3) causes businesses to pay taxes on fictitious profits that result from
the requirements of mandated historic cost accounting, or (4) taxes the inflation
ptx_'emiuml component of interest receipts as ordinary income rather than as a return
of capital.

Because different tax changes may have different impacts on output, one should
not lump together all tax increases or decreases. Instead, careful analysis of the
effects of proposed taxes on output is essential. (In the past, and to this day, most
analysis, including analysis of the Congressional Budget Office, is flawed because it
focuses on presumed aggregate demand effects and largely ignores supply.)

Tax rate reductions that lessen the disincentive effects of the tax system will
cause output to increase. For a given stock of money, more output results in lower
prices. Thus, supply enhancing tax cuts lead to lower prices. In turn, lower prices
lead to lower market interest rates. In addition, tax rate reductions that lessen the
tax bias against saving will cause interest rates to fall directly.

For example, consider some of what follows from adoption of faster depreciation.
Initially, some businesses may pay less tax to the Federal government. Business
cash flow rises, and before anything else takes place, Treasury receipts fall. Treas-
ury borrowings rise, but these are fully offset by reduced business borrowing.
Interest rates stay the same.'

But, because profitability and the rate of return on capital have increased, there
is now more incentive for capital formation. Business will invest more and produce
more. Increased output will make prices lower than they would otherwise be. The
inflation premium component of market interest rates will decline, causing interest
rates to fall.

The increased post-tax rate of return on business investment resulting from more
rapid depreciation will lead to an increase in real, or inflation-atjusted, interest
rates. Because the jnflation premium is by far the major factor in current record-
high interest rates, it is likely that market rates would end up lower and real rates
would end up higher as a result of the faster capital recovery provisions.

Increased output and increased real income will provide some of the saving to
finance the capital expansion. In addition, higher after-tax returns will also induce
more saving, espzcially saving channeled to financial markets. Increased after-tax
returns will also draw resources out of tax shelters and into financial investmen:s,
further lowering market interest rates.

Consider another way the combined effects of inflation plus the present system of
taxing interest receipts as ordinary income drives up interest rates and reduces
saving. It is now widely understood that market (or nominal) interest rates include
an inflation premium in addition to the real rate of interest. On this view, if
interest rates are five percent when prices are stable and no inflation is anticipated,
rates will rise to fifteen percent if the market expects ten percent inflation. The
fifteen percent interest rate is seen as keeping both the borrowers and lenders in
the same real situation. Real interest rates remain at five percent. The ten percent
increase in rates compensates lenders for the loss in the real value of their princi-
pal. Real interest costs to borrowers remain the same. So far, so good.

However, there is a serious deficiency in this analysis, especially in interpreting
current financial developments.

The problem is that there are no taxes in this analysis. Including tax consider-
ations changes what happens in several very important ways. The main reason is
that the inflation premium in interest rates is taxed as ordinary income even
though it‘ may merely reflect a return of capital adjusted to offset the loss of
principal.

If interest rates merely keep pace with inflation, real costs to borrowers may
remain the same, but after-tax returns to lenders will fall. The difference is the tax
paid to government, which is effectively an unlegislated capital levy and a wedge

1 A small fraction of the inflation premium compensates for the loss in the real value of the
cg:f)on (or interest payment). Following Irving Fisher, the nominal rate of interest equals (1) the
real rate plus (2) the expected rate of change of prices plus the product of the two, all interest
rat:: exlzressed in decimal terms (5 percent=0.05). 1 ignore this interaction term in this
statement.
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between the cost to borrowers and the return to lenders.2 For example, consider an
individual in a forty percent marginal tax bracket in an inflation-free world when
interest rates are five percent. His after-tax rate of return is three percent. In a
world of ten percent inflation and anticigations of ten percent inflation, consider
what would happen if interest rates would rise to fifteen percent to keep real rates
at five percent. Real interest cost to borrowers remains at five percent. But, for the
lender 1n a forty lperceni: bracket, his fifteen percent nominal pre-tax yield becomes
a nine percent after-tax nominal yield. With inflation at ten percent, the lender’s
after-tax real yield becomes minus one percent.

The decline from a positive three percent after-tax real yield to a negative one
percent real yield will induce lenders to save less. Reduced saving means that real
Interest rates end up higher, as some of the tax is shifted to borrowers. If bracket
creep, or higher marginal tax rates on interest earnings, drives lenders into higher
marginal tax brackets, these effects will be even more pronounced.

How far must rates rise to compensate lenders for the combined effects of infla-
tion and higher taxes? Rates must increase enough both to pay-the increased tax
bill and to maintain the real value of the after-tax return.

For example, assuming no bracket creep, it turns out that market interest rates
must rise to 21.67 percent in order for the lender to retain the three percent after-
tax return he would have under stable prices and a five percent market rate. In
other words, a ten percent inflation must be accompanied by a nominal interest rate
of 21.67 percent and a real interest rate of 11.67 percent (not the former five
percent) to preserve the saving incentives of the individual in the forty percent
marginal income tax bracket.

These mechanisms help to explain why the savings rate is so low, and falling, and
why, after a lag, interest rates have increased more than inflation, why real interest
coslts to borrowers are so high at the same time that after-tax returns to lenders are
80 low.

This analysis shows how reducing marginal tax rates is a direct way to increase
after-tax returns on saving, and thereby to increase the saving rate. The damping
effect of higher saving on interest rates will be more pronounced as tax cuts are
accomganied by expenditure cuts.

At the present time, the post-tax return on saving for many, if not most, of us is
negative. Little wonder we save and invest so little and why most families have
abandoned financial markets for rug dealers and diamond merchants to provide for
their futures or to protest capital. Lower nominal interest rates and higle'ner post-tax
real rates would not only involve more saving, but more saving would be channeled
into financial markets and thereby to private capital formation. This is also the

rescription for battered financial markets, and for so many of our endangered
inancial institutions. This is also why I support tax reduction on personal as well as
business income and assets.

I may add that the combined effects of inflation and the Federal tax system also
increases the demand for borrowing, thereby strengthening rather than moderating
or offsetting the impact on interest rates of reduced saving. Interest costs are
ienerally fu l{l deductible. If borrowed funds are used to acquire assets whose value

eep pace with inflation, fictitious capital gains are taxed at generally lower capital
gains rates. Interest costs are expensed and deducted as incurred, but inflation-
caused “gain’” can be deferred until the sale of the assets, effectively reducing the
tax rate on the “gain”. Thus, reducing marginal income tax rates would reduce the
relative attractiveness of debt ﬁnancigg. )

- The invalid Keynesian theory predicts the exact opposite effects. Essentially
ignoring the supply and output consequences of tax change or changes in the
quantity of money, it links tax cuts to increased aggregate demand, and theregby
higher, not lower, prices. Despite the seeming plausibility of these Keynesian asser-
tions, and widespread belief in their validity, there is essentially no evidence to
support these assertions, especially when the effects of money and output are taken
into account. ‘

In addition, the invalid Keynesian theory also forecasts higher interest rates as
the consequence of any economic expansion. Ignoring the central role of inflation
anticipations or after-tax rates of return, Keynesians associate expansion of output
and employment with increased demands for cash or for borrowing, and thereby
with higher interest rates. As Keynesians see it, to keep interest rates from rising
in the face of improved real economic conditions, the Fed must increase the supply

3Wage rates that are indexed also have the same problem. The real value of wages that rise
with the inflation rate may remain constant before tax, but the indexed portion of the wage
may not fully adjust for inflation both because it is taxed and because of bracket creep. Again,
government imposes a wedge between the labor cost of employers and labor income of employ-
ees.
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of money to “accommodate”’ the expansion. Otherwise, rising interest rates will
choke off the expansion. Keynesians, and many central bankers, slow, or loathe, to
learn that increasing money causes rates to end up higher rather than lower, are
still puzzled at what they perceive to be the apparent irrationality of bond markets
in responding negatively to high rates of money growth intended to lower, not raise,
rates, accommodate, not constrain expansion.

According to the Keynesian view, the only way for interest rates to fall without
resort to the Fed printing 'press is to have a depressed economy, which, in turn, is
seen as reducing demands for money and credit. Keynesians see high tax rates as a
dependable and effective way to curb demand and slow the economy. This is one
reason Keynesians who wish to fight inflation or to achieve lower interest rates
support high tax rates In turn, with a depressed economy caused by tight fiscal

licy, they believe the Fed can pursue an easy monetary policy, resulting in still
ower rates. Belief in this invalid theory is one of the reasons why some Wall Street
analysts fear tax cuts, why they devoutly wish for yet another recession and why
they are so suspicious of any program that promises real economic growth.

I have recently conducted a series of statistical tests to see if, after making
. allowances for money and output, there was any discernable or dependable relation-
ship between changes in tax rates and inflation. As I reported to the Joint Economic
Committee in my testimony of February 23, 1981,3 I found little. To the best of my
knowledge, many other researchers have come to similar consclusions. This should
not be surprising. Given the close relationship of money per unit of output and the
price level, there is little left for other factors to explain. The only association I did
find, and a weak one at that, was that higher tax rates are associated with higher,
not lower, prices.

Along the same lines, I also examined whether the size of the deficit affected
inflation. It turns out that, again, money and output explain almost all of the price
level exerience since at least 1960. When debt in the hands of the public is intro-
duced as a separate variable it does show a small and statistically significant impact
on the price level. However, the effects are so small that it is clear that the deficit is
a minor factor in the inflation drama. For given money and output, the main
determinants of inflation, it takes about a ten percent change in the national debt
in the hands of the public to change the price level by one percent. Thus, with about
700 billion dollars of the national debt held by the public outside government trust
accounts and the Federal Reserve, a 70 billion dollar deficit in one year, none of
which ends up in government accounts, would contribute about one month’s infla-
tion at current rates! Clearly, although the effects of the deficit are not trivial, the
size of the deficit is not the major factor in the inflation scenario.

Even though the deficit per se may not be the crucial factor in inflation, the way
the deficit is financed is central to any understanding of the inflation process. If a
deficit is financed by selling government bonds to the Federal Reserve, the resulting
increase in the supply of money leads to inflation. Alternatively, if the deficit is
financed by selling bonds to the public, no such inflationary increase in money
takes place. To be sure, real interest rates may rise in order to induce the public to
buy the additional bonds, but unless there is an increase in inflation this rise in
interest rates is bound to be small. The major factor in high and rising interest
rates is the large inflation premium augmented by the tax wedge described above
which is built into all interest rates at the present time. Thus, any attempt to lower
interest rates by simply printing new money to buy additions to the national debt
ends up by causing interest rates to rise, not fall.

It is widely believed that deficits somehow cause the Federal Reserve to increase
the moue}l" supply. Deficits are seen as placing some great “burden” on the Federal
ll)%eserg:. dso lighten this “burden’, the Federal Reserve creates some money and

u nds.

’Ee Federal Reserve is not required by law to monetize the deficit. Indeed, the
spirit of the law explicitly prohibits the Federal Reserve from doing so; witness the
restrictions on direct sales of debt by the Treasury to the Federal Reserve. Of
course, the loophole is that the Federal Reserve can buy outsanding debt rather
than new debt. Because there is essentially no difference between new bonds and
old bonds, the results of buying cid debt are the same as monetizing new debt. Bank
reserves and the monetary bese ‘increase. Money expands. Inflation results. Al-
though the intent of Fed intervention may be to “help” the Treasury by lowering
interest rates, when the Fed monetizes deficits, interest rates end up higher. In
addition, the inflation tax edje increases and saving declines.

3“Tax Cuts, Inflation and Interest Rates,” Statement by David 1. Meiselman, Hearings Before
the Joint Economic Committee, U.S. Congress, Feb. 23, 1331.
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Although this hypothetical mechanism potentially connecting deficits and infla-
tion is well known, the existence of a possible link between deficits and the money
supply does not settle the empirical question, whether, in fact, the Federal Reserve
and the monetary mechanism do systematically respond this way to budget deficits.

I have examined the evidence and it turns out that there is little if any connec-
tion between budget deficits, or changes in the Federal debt, and changes in the
money su;ply! Still another Emperor with no clothes.

Chart 2 is a scatter diagram showing percent changes in the M,z measure of
money from 1960 to 1980 and corresponding annual changes in the Federal debt
outside Federal trust accounts. The results are essentially the same if the gross
Federal debt is used or if the data are adjusted to exclude holdings of the Federal
Reserve itself. (It also makes little difference if the old M, measure of money is
used.) If the Federal Reserve has created too much money, as it certainly has for at
least the past 15 years, the Federal Reserve cannot legitimately blame poor fiscal
policy for the shortcomings of monetary golicy. Not only is there no legal or
practical need to monetize public debt the Federal Reserve has not systematically
done so. Agparently the Fed monetizes private as well as public debt. ‘

Even if Federal deficits have not been primarily responsible for our inflation or
for poor monetary policies, many people, including many financial experts, believe
that deficits are a major factor causing hiﬁh interest rates. Their reasoning is that
deficits drive up interest rates because the Treasury adds to the supply of debt
instruments, thereby decreasing prices of bonds, and driving up interest rateas.

What is the evidence? Again, it turns out that there is no connection between
changes in interest rates and changes in the national debt.
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This many seem to fly in the face of fundamental economic laws of supplfv and
demand. How can it be that an increased supply of bonds doesn’t lead to a fall in
bond prices, higher interest rates, tight credit and so forth?

The answer to this apparent paradox is found in two places. The first is the
distinction between nominal and real interest rates. To be sure, if everything else is
held constant, increased Treasury borrowing would cause interest rates to rise. This
would be an increase in real, or inflation-adjusted, interest rates.* However, every-
thing else is not held constant. The major factor shaping interest rates, especially in
recent years, is the inflation premium, not real interest rates. Thus, rapid, unpre-
dictable and erratic changes in money are the chief factors driving up market rates,
not increases in the public debt.

The second factor 1s that the U.S. Treasur{Jis only one among many factors in the
supply and demand for funds. Although the U.S. Treasury is often the largest single
borrower, Treasurf\lr operations alone cannot explain the entire supply and demand

icture. This is why interest rates fell in 1975 and 1976 at the very time that the
‘ederal government ran record budget deficits and the U.S. Treasury sold even
more bonds than at the height of World War II.

My analysis also explains why countries such as Japan and Germany, where
deficits are a significantly higher fraction of G.N.P. than the United States, have
slower inflation, more growth, more saving, lower nominal interest rates and higher
real interest rates than in the United States. Money has increased more slowly and
smoothly in those two countries than in the U.S., and neither country penalizes
saving and investment as severely as we do.

It should be noted that the effects of taxes and expenditures are not symmetrical.
Increased governmental expenditures usually use up resources and typically leave
fewer resources for the private sector. If resources are used less efficiently in the
public sector than in the private sector, overall efficiency falls. Even if the same
number of people are at work, total output is less useful, less valuable. This is the
equivalent of a fall in output. I believe that we are well past this point at the
present time in most areas of government expenditures. This i1s the major reason for
shrinking the public sector in order to make possible a larger pie for U.S. citizens.

R?gar ing taxes, there is certainly an important and legitimate role for taxes in
the financing of needed government services. If more resources are to be channeled
into the public sector, higher taxes depress private sector activity, thereby freeing
resources and making them available for the public sector. However, it would seem
that tax rates have already become so high—largely because effective rates have
been driven up by money-induced inflation rather than being explicitly legislated by
Congress—that the private sector is already too depressed for our own good. More-
over, the depressive effects of high and risini marginal tax rates have differentially
d:gressed savir;%, capital formation and risk taking more than consumption, and
reduced work effort more than leisure.

High taxes have worked all too well in curtailing private sector activity. Instead,
we need a reduction in marginal tax rates, e:Pe01a y those taxes that discourage
investment saving, risk taking and work. We also need a reduction in marginal tax
rates to undo some or all of the bracket creep of recent years. To achieve these
results, we need large, permanent and predictable cuts in marginal tax rates. This
is why I support the Administration’s three year tax reduction package. If anything,
the cuts are too modest and the horizon too short. We also need to index the tax
system to prevent future bracket creep and other problems. Raising personal exemp-
tions, widening tax brackets and similar tinkering will have little or no impact on
marginal tax rates, and so will be ineffective in achieving the desired results of
lessening disincentives. The 10-5-3 proposal will undo some of the bias against
capital formation, growth and jobs, and I favor that part of the tax package, too.

41t is useful to consider that nominal interest rates are composed of (1) the real interest rate,
(2) the inflation premium, (3) the tax premium discussed above, and (4) the uncertainty premi-
um. Real interest rates depend on underlying real economic factors of thrift and the productiv-
ity of capital. The inflation premium is argel{’ethe result of excessive money creation by the
Federal ﬁeeerve. The tax premium, the wedge between interest paid by borrowers and interest
earned after taxes by lenders was discussed above. (See pp. 8-12.) The Tax premium stems from
taxing the inflation premium as ordinary income rather than as a return of capital, which
results in reduced saving and in the uses of assets to make loans. The tax premium also results
from provisions of the tax code which permit deductibility of interest expense, the deferral of
capital gain taxes until realization, and capital gains tax rates which are lower than rates on
ordinary income. The uncertainty premium reflects uncertainty about interest rates and inter-
est rate-related phenomena. In relatively stable times, the uncertainty premium is small. In
recent years, increasingly erratic and unpredictable changes in money have increased the
variability and instability of interest rates and thereby uncertainty about interest rates and
interest rate-related phenomena. Greater and greater numbers of investors have been driven
out of the bond market, resulting in systematically higher and higher long-term interests rates.



129

High taxes do not reduce prices and do not fight inflation. High taxes do reduce
output, employment and economic growth. It is time to stop punishing ourselves in
the erroneous belief that slow economic growth and recessions are the needed
remedy for high interest rates or in the hope that pain itself will cure our problems.
Masochism is not the remedy. Budget cuts, tax cuts that lessen disincentives,
regulatory reform, and above all, a slow, stable and predictable rate of growth of
money are the necessary components ard the solution for our serious inflation and
hii‘}: interest rate ills.

inally, the desirable effects of well designed tax cuts and budget restraint,
however beneficial in themselves, can easily be nullified by monetary growth that is
fast, rather than slow, and erratic rather than stable. The best possible monetary
policy cannot undo the waste and unemployment caused by excessively burdensome
taxes, bloated Federal budgets, and regulations gone wild. In this sense, monetary
policy, or the Federal Reserve alone, cannot do the whole job by itself. But unless
the Federal Reserve pursues a non-inflationary monetary policy of slow, stable and
predictable growth of money, inflation will follow. Inflation-caused waste and distor-
tions will remain with us. Legislated tax rate and budget reductions will be undone
again. Interest rates will remain high or go higher. Promised growth will falter. The
program will fail

1 would also urge the Congress to do a closer and more effective job of monitoring
the Federal Reserve. Under the Constitution, Cong.ess has the authority and the
responsibility to regulate the value of money. The Federal Reserve, which is an
agent of the Congress, may be independent of the E::ecutive Branch, which is what
the independence of the Fed means, but it surely is accountable to Congress. The
Federal rve has great powers granted to it by Congress, but there are neither
clearly mandated goals nor effective accountability procedures. These are most
serious shortcomings, perhaps unique in our system of goverment. These failings
may also be at the very heart of the whole inflation problem.

I trust that the Congress will meet its responsibilities to help get the country
moving ahead once more.

TesTIMONY OF F. GERARD ADAMS, Ux;gm;sxw OF PENNSYLVANIA AND WHARTON
, INC.

Widespread consensus about the inadequate performance of the United States
economy during the 1970’s has turned attention away from issues of business cycle
stabilization toward longer run concerns about endemic inflation and low productiv-
ity growth. But the policy maker must take into account the short term implications
of new policy strategies lest they impose inflationary or deflationary pressures on
the economy which would thwart achievement of the long run objectives. Even
though the aims of the new tax policies may be long run, their short term implica-
tion in terms of inflation, unemployment and budget deficits must be considered.
Moreover, tax policies must be seen in the context of the total policy scenario. The
tax policy analysis must recognize the adjustments on the expenditure side and the

ture of tight management of monetary aggregates being carried out by the
ederal Reserve with support of the Administration. report todw in some simula-
tions of alternative tax policy scenarios in the context of the Wharton Quarterly
Model of the United States economy. Econometric models, the Wharton Model
among them, have been under considerable attack in recent months. Forecasting
quarter-to-quarter movements of the economy during the past year has posed diffi-
culties for econometric and non-econometric forecasters alike. But, as Stephen
McNees of the Boston Federal Reserve has documented, the forecasting record of
the models over a more meaningful time span of a year or so has been quite good.
There have also been charges that the models lack a “supply side” that they do not
recognize the impact of money on the economy, and that they do not allow for
expectations. There is little factual basis for such accusations. Over the years, the
models have been vastly expanded and imgroved over the overly simple theoretical
prototypes on which such accusations are based. The Wharton model is completely
open to public view. Any anyone who cares to examine the equation structure of the
model will see that it contains a supply side, that it has an elaborate treatment of
the monetary sector—money does matter—and that it does take into account in-
formtion on anticipations. Since the real world undergoes change, the model is
updated and adjusted to take into account the current institutional structure and
behavior of the economy. Large scale econometric models, like the Wha- ton model,
remain the principal instrument for studying the macroeconomic impact of tax
policy in a consistent, scientifically-based, framework.

The base simulation forecast of the Wharton Econometric Forecasting Associates

(Table 1) assumes the Reagan proposals being considered by the Congress for the
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fiscal year 1982. We have, however, assumed only a one-time 10 percent reduction in
personal income taxes, effective in October 1981, and that the tax rates established
at that time will prevail into the future. The 10-5-3 capital recovery program has
been introduced into the system beginning in 1981 and it has significant impact on
investment spending particularly in later periods of the forecast period. We have

assumed that the an Administration will be successful in limiting Federal
spending to somewhere near the targets proposed for fiscal 1982 but not in subse-
quent years.

The base forecast obtained is one of moderate real growth, ranging 3 to 3%
percent in 1982 and 1983. Inflation eases to some 8 percent from its recent peak, but
not as much as has been projected by some of the more optimistic recent forecasts.
Very troublesome elements are the continued Lag‘ge deficits, some $60 billion, and
the high level of interest rates projected. Indeed, the model indicates that with
moderate constraint in the money supply, growth of M1B at 6 percent, interest rates
will be approximately at the current peaks again in the early part of 1982 as the
economy responds to the tax cuts and will decline moderately during the remainder
of the period through 1983.

In comparison to this base forecast, we have prepared an alternative which 1ull
implements the three year tax art and spending art features of President Reagan's
program. You will note that the figures for 1981 and much of 1982 are about
identical with our base solution. For 1983, the additional cut in taxes is almost
matched by additional reductions in exrenditures. Whether or not this is a realistic
calculation depends on whether it will be possible twice again to make cuts in
expenditures which are comparable in magnitude to those being done in 1981. If
such a balanced tax cut and expenditure cut program can be carried out, then the
results for overall economic activity and inflation are close to those obtained in the
base forecast. There is little evidence of a supply side payout in terms of greater
productivity or lower inflation. The deficit remains close to the base forecast and
interest rates remain high. To be’sure this solution implies somewhat smaller levels
of government spending and somewhat higher levels of private expenditure.

e risk, however, is that it will not be possible in the future to match the three
year tax cuts with corresponding reductions in expenditures. The “Administration
without 1982-83 Spending Cut” calculation assumes the three lye:aw 10 percent tax
cuts and a pattern of expenditures comparable to our base forecast. This is, of
course, a considerably more stimulative scenario with a still larger budget deficit.

The economy is held in check by the assumption of monetary policy which
continues to stick to the same aggregate monetary growth tar%ets assumed in our
base solution. The result is a slightly higher real growth rate for the economy, an
average of 3.4 percent for 1983. This is a favorable development particularly since it
accompanies about the same inflation rate. But it has serious consequences for the
deficit and for financial markets. The projected deficits run to $115 billion in 1983.
The impact on financial markets is a still higher interest rate, running at 20
percent for the Treasury Bill rate and at 17.2 percent for long term rates in 1983. It
1s important to note, moreover, that these represent substantial real interest rates
after adjustment for the inflationary expectations element in the long term rate.
The longer run implications of such high deficits and interest rates on investment
and economic growth merit serious concern. The impact on investment spending
offsets incentives which are intended by the tax cuts. m the longer tern;dperspec—
tive of expanding and renewing the capital stock in order to improve productivity
this is not a favorable development.

These calculations su%gest that an advance commitment to a tax in 1982 and 1983
would be very risky unless there is substantial certaintly that further expenditure
cuts will be possible. This is difficult to assure particularly since the cuts being
made in 1982 are already proving very burdensome to the non defense portion of
the government budget. Of course, the situation of the economy i~ ‘ate 1982, could
be different than we have projected, and at that point the issue of wnether a further
cut in personal income taxes 1s possible should be reexamined. This is an important
advantage of delaying a decision on tax cuts for 1982 and 1983.

Do these forecast simulations allow adequately for the supply side? We believe
that they do. There is, as I have noted, a supply side in the model. It represents the
result of exhaustive research into the responses of individuals to changes in tax
rates. It embodies what is known about the impact of taxes on investment and of
investment on the production potentials of the economy. This work has typically
shown that direct tax reductions to business such as the 10-5-3- proposal, and
investment tax credits have far more “bang for the buck” than do changes in
personal income tax rates. The business tax cuts impact more directly on the supply
side. Personal income tax cuts are not without merit, particularly if one considers
the so-called ‘‘bracket creep” effect of inflation on the typical consumer’s marginal
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tax rate. But, at a time when growth and productivity are of ﬁrimary concern, the
emphasis clearly should be on a reduction of business taxes which have more clear
and focused an impact on capital investment.

Do these simulations take sufficient account of the changes in inflationary expec-
tations? Unfortunately, very little is known of how inflation expectations are
formed and how they operate within the economy. There is much evidence to
suggest that the inflation process is as much retrospective—wage and price in-
creases occur because of past price increases—as it is anticipatory. In any case, the
evidence from the calculations dues not go far to support the thesis that inflationary
expectations will quickly be brought down and that this will greatly ease inflation-
ary pressures and lower interest rates. On the contrary. The persistence of high
deficits particularly if the second and third phases of the tax reduction program are
enacted without assurance of corresronding spending cuts might suggest to consum-
ers and investors that inflation will be higher rather than lower as we go further
into the 1980’s. 1 have too much confidence in the rationality of the American
citizen (o count heavily on the proposition that consumers can easily be persuaded
into the expectation of significantly lower inflation rates.

In a nutshell, what does this calculation suggest for tax policy? As we have noted
taxes must be seen in the complete context of government spending, monetary
policies, incomes policies, international payments situation etc. Without being ex-
plicit about these considerations here, 1 would propose the following priorities for
tax reduction:

1. Significant reductions in business taxes. These could take the form of acceler-
ated capital recovery (though perhaps not all features of the 10-5-3 proposal), and
additional investment tax credits. The latter might be targeted on industries which
have been impacted by energy problems and environmental controls. They might be
refundable or carry liberal carry-forward or carry-back provisions. Such measures
are clearly more beneficial to business investment than would be general reduction
- in business profits tax rates or a cut in personal income tax rates.

2. To provide additional saving, and to ease the plight of the savings and loans, it
might be useful to exgand the program of tax sheltered retirement or savings as
such as IRA and Keogh.

3. If the budget permits, cuts in the remaining excise taxes—since such cuts
would reduce the inflation measures which enter into adjustment of wages.

4. If the budget permits, adjustments for the high level of social security taxes—
which would benefit both employees and employers.

5. Finally if the budget permits, adjustments in personal income taxes to wipe out
inequities such as the marriage tax and to lower high marginal rates. The latter
adjustment might be combined with efforts to wipe out some of the more glaring tax
loopholes which have made the effective tax rate on very high incomes considerably
lower than the rates on the tax schedule.

TABLE |.-——ALTERNATIVE WHARTON MODEL SIMULATIONS
[Dollars in billons)

Centrol Administration Administration withoul 1982-83
spending cuts
1981 1982 1963 1981 1982 1983 Tle0T oo lem
GNP current dollars (percent change) ... 12.2 12.2 117 12.2 12.3 11.6 122 12.3 121
GNP, 1972 dollars (percent change) ... 2.7 31 35 2.7 3.0 3.2 2.7 31 34
GNP detlator (percent change) ............... 9.2 8.9 8.0 9.2 9.0 82 9.2 8.9 83
CPI (percent change) ..........ccocoouveeeere.. 10.4 9.7 856 104 9.8 89 104 9.8 9.4
Unemployment rate (percent) ................. 14 13 1.2 14 13 1.2 14 13 11
Current account balance .............. $159 8123 $47 §160 $123  $37 8160 $12) $44

Money supply (MIB) (percent change).. 8.0 6.4 59 8.0 5.8 5.1 8.0 5.8 5.1
Treasury bill rate (percent)................... 13.6 14.6 129 136 14.8 133 136 175 20.0
Prime loan rate (percent) ......... w174 183 16.0 174 185 164 174 205 234
Long term bond rate (percent). 14.0 147 145 14.0 148 146 140 153 172
Federal deficit ............coooouvrrmeee... $49.8 $636 $61.7 %418 $55.1  §63.0 9425 $633 $1154

PREPARED STATEMENT OF GARY L. CIMINERO, VICE PRESIDENT, MERRILL LYNCH
EconoMics, INc.

Mr. Chairman and Members of the Committee: As you know, the Reagan Admin-
istration proposals envision a hgordinated four-pronged policy of economic initiatives
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in the areas of federal spending, monetary ecfo“c{’o taxation, and regulatory relief.
On the tax policy side, the program would reduce both individual and business taxes -
in the largest tax cut recommendation ever proroeed in the U.S. Aren’t large tax
cuts inherently over-stimulative? Don't they imply equally massive increases in the
federal deficit? Won’t this deficit lead to further inflation via debt monetization?

Assum(i)gg that the multi-faceted Administration program is implemented, there is
a very g chance, according to our analysis, that the questions posed above can
each be answered in the negative.

First of all, this tax cut would be different in form from earlier ones. For
individuals, the proposal would eventually reduce the marginal tax rates in all
brackets by identical 30 percent proportions. Unlike prior tax cuts which often
redistributed tax burdens trom lower to upper income brackets, the Reagan proposal
would seek to leave the distribution of tax burden essentially unchanged. It would
thereby result in a larger absolute amount of cut per taxpayer in the upper-income
higher-savings brackets, thus giving this tax cut a higher savings component than
that typical of tax cuts in the past.

Also, the after-tax rates of return on taxable savings, capital Fains and other
investment components would increase sharply while the tax benefits of borrowing
would decrease. These incentives would tend to elicit more productive labor efforts
while replenishing the engine of investment-led productivity gains: savings. The
business tax cuts would also encourage capacity and productivity gains via in-
creazed investment spending. The only way a corporation can enjoy the proposed
faster writeoffs is by making investments in new plant and eciuipment, thus expand-
ing capacity and improving productivity which v:ill aid in lowering inflation and
improving the standard of living.

e implied stimulus of the tax reductions would be largely offset by the “fiscal
drag” implied in the proposed spending curtailments. Real GNP g{:wth over the
1981-84 period would average an estimated 4.1 percent under the Reagan policy—
not sluggish, yet certainly not overly robust either. .

How would the federal deficit tare in the face of Reagan’s tax and spending
curtailments? We estimate that it would be cut in half under this program to an
estimated $30 billion by 1984; very low, by then, in relation to the economy’s size.
Even large deficits do not, ipso facto, create inflation. Other elements—such as an
easy monetary policy or the lack of private sources of funds te purchase the implied
debt—must be added to the deficit equation to fyield inflation. The Reagan deficits
would be consistent with diminishing inflation for two key reasons. First, the large
savings attributes of the proportional tax cut would provide significant private
funds sources to offset (or purchase) the resultant funds use implied by the deficit.
Secondlir, the assumed tight monetary policy would result in minimal debt moneti-
zation. In contrast with past tax cut episodes, the Reagan policy outlook, in co-
opting help from the Fed, would significantly reduce monetary growth over time.

We estimate that as much as 56 percent of the individual tax cuts would be saved.
Over the four-year period, the marginal savings rates would range from 50 to 56
per‘ient, averaging 53 percent which is in line with earlier tax cut episodes we have
analysed. -

The general magnitudes of past savings-consumption propensities lend credence to
the savings rates that we are projecting for the Reagan tax cut proposals. Specifical-
ly, the “Kennedy-Johnson” tax cuts (“The Revenue Act of 1964") and the rebate and
tax cut initiated in 1975 disclose a 45 to 70 percent saving propensity. The Revenue
Act of 1964 lowered personal and corporate taxes approximately $14 billion at an
annual rate (static revenue loss basis). The personal tax cut was substantial,
amounting to about $11 billion by 1965, representing a cut of 18 percent. Results of
our analysis disclose that about 45 percent of the tax cut was saved in 1964 and 58
percent was saved in 1965. Accordingly, the average savings rate grew from 5.4
;l)gggent in 1963 (the year before tax cut) to 6.7 percent in 1964 and 7.1 percent in

A similar analfysis of the one-quarter rebate and on-going tax cut of 1975 disclos~s
that upwards of 58 to 70 percent of the cut was saved in the first quarter of
implementation. Of course, a rate as high as 70 percent approximates the upper
limit of what one would expect since the rebate was known to be a temporary, one-
shot increment to spendable income.

There is also ample evidence that saving propensities increase significantly from
lower to higher income brackets which supports the higher savings characteristics
of the strictly proportional Reagan tax cut. A 1971 study estirhated short- and long-
run marginal savings propensities by income bracket, based on the 1960-61 B
Survey of Consumer Expenditures. Results confirm the increasing marginal propen-
sity to save across income brackets. Short-run marginal savings rates range from 67
percent in the lowest income bracket, gradually increasing to 82 percent in the
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highest bracket. Long-run marginal savings rates likewise range from 16 percent to
55 percent. In the Reagan program, the recurrence of proportional tax cuts annually
for three years (10-20-30 percent) would tilt savings behavior more toward the
short-run response curve, since the tax rates shift anew in July of 1981, '82 and '83.

It is this tendency to save which, in the Realgan tax cut, would fund much of the
federal deficit while curtailing the ibility of run-away consumption spending. As
measured by the average personal savings rate, the Reagan policy would sharpl
improve savings over the 1981-84 time frame. As the policy progresses, the hig
marginal savings rate out of the tax cut restores the average savings rate from an
expected 5.1 percent level this year to 6.8 percent by 1984, thus approaching prior
highs for this statistic.

n our sources-and-uses of funds assessment of the federal budget deficit, we
estimate that the burden of the federal deficit would shrink significantly, relative to
“total uses”, as business investment uses rise in response to the Reagan program.
On the sources side of the equation, we estimate that personal savings would grow
quite rapidly, nearly doubling from 1980 to 1984. Corporate saving would also grow
rapidly, according to our projections, as profits recover and the cash flow benefits of
the tax cuts are, initially, largely retained. On balance, sources would be deficient
by about $18 billion in 1981 but would be in surplus by 1983, and strongly so by
1g84. Thus the very high savings characteristics of the Reagan tax cut policy would
more than offset the uses-of-funds demands of the federal deficit while accommodat-
ing the larger, more rapidly-growing business uses-of-funds.

n short, our analysis generally supports Reagan Administration projections for
- both lower inflation and more rapid growth. And it supports the contention that the
sharp cuts in individual income tax rates would revive savings, help fund the
deficit, and spur investment growth rather than generate more inflation.

EXHIBIT |.—REAGAN TAX CUTS: ESTIMATED STATIC REVENUE LOSSES, FISCAL 1981-84

[tn billions of dotiars)

Year

Type of tax cut
toe 01 Tox ey 1981 1982 1983 1984
Individual tax cuts .. . . 6.4 44.2 814 118.1
Business tax cuts: 3
COTPOTALE ..cve e ssoresnsssasemseassstssssnsssssssoss e ces et cssesessessessenees 2.2 1.6 15.0 244

Noncorporale (accrues to personal income) 0.3 21 36 5.6
Total tax cuts 88 53.8 100.0 148.1

Source: Office of Management and Budgei. Executive Office of the President.

EXHIBIT 11.—REAGAN PLAN: ESTIMATED DYNAMIC PATH OF FEDERAL RECEIPTS,* 1980-1984 |

{Dollars in billions)
1980 1981 1982 1983 1984
Total tax receipts $5408  $614.4  $6565  $7138 - $7813
Annual increase $46.4 $736 421 $57.3 $67.5
Percent of GNP 20.6 211 204 199 19.6

t National Income Accounts (NIA) basis.
* Source: Office of Management & Budget, Executive Office of the President; Merrilt Lynch Economics, Inc.

EXHIBIT iIl.—FEDERAL SPENDING, REAL GROWTH, AND BUDGET DEFICITS: REAGAN POLICY VERSUS
."NO POLICY" BASELINE

{Doflars in billions, NIA basis)

Calendar year
1980A 1981 1982 1983 1984
Federal spending:
Baseline $680.0  $7687  $863.2 $9719

Reagan policy....... $6020  §677.0  $7164  $7618  $8125
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EXHIBIT 1. —FEDERAL SPENDING, REAL GROWTH, AND BUDGET DEFICITS: REAGAN POLICY VERSUS
“NO POLICY" BASELINE—Continued

[Dotars in bitions, NIA basis]

Calendar year
_ 1980A 1981 1982 1983 1984
DiTRIBNCR .....cocvonrevreeerscersseneess s scsssssassass s setassss s seses s esses $3.0 $523  $1014 $159.4

Federal spending share (percent of GNP):

Basetine ......... 234 234 236 236

Reagan policy 229 23.2 22.2 212 20.4
Real GNP growth (percent):

Baseline . . 15 27 1.7 19

Reagan policy. -02 2.0 40 56 47
Federal deficit:

Baseline . $46.6 $30.7 $33.0 $29.0

Reagan Policy $61.3 $62.6 $59.9 $48.0 $31.2

Source: Office of Management and Budge!, Executive Office of the President; Merrili Lynch Economics, Inc.

EXHIBIT IV.—PERSONAL SAVINGS BEHAVIOR: REAGAN PROGRAM VERSUS A “NO POLICY” BASELINE

1980-1984
Marginal and average savings rates
1980 1981 1982 1983 1984
Percent of tax cut saved, Reagan POTICY ............c.ocververioimrrroniennre e smenesisnssnisons 50.4 50.7 54.2 56.4

Persona! savings rate (percent of disposable income):
Baseline . 438 49 5.2 19
Reagan policy......... . 56 5.1 56 6.3 6.8

Source: Merr#l Lynch Economics, Inc.

EXHIBIT V.—PERSONAL SAVINGS RATE ANALYSTS: THE REVENUE ACT OF 1964

[Dokiars in billions}
1963 1964 1965
1. Disposable personal income:
2. Reported. $4406 84758
b. Less: estimated tax cut $80 . §110
¢. Equals: adjusted $4326  $464.8
2. Personal consumption expenditures:
3. Reported $400.5  $4304
(Percent of la) (90.9)  (90.5)
b. Adjusted $396.1 $4258
{percent of 1c)? (91.5)  (91.5)
¢. Induced consumption (2a-2b) $4.4 $4.6
3. Personal savings:
2. Reported . ! $206  $337
b. Less: incrementally induced (1b-2c) $36  $464
¢. Equals: adjusted $26.0  $21.3
4. Personal savings rates (percent):
a. Averaged reported (3a/1a) w53 6.7 11
b. Average adjusted (3c/1c)? 6.0 59
¢. Marginal rate (3b/1b) 450 58.2
A ity 1 justed hi t experience bafore tax cul. This cakuation estimates whal ion might
o S ol P L i e e et st

Source: US. Department of Commerce; Merrill Lynch Economics, Inc.
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EXHIBIT VI.—SHORT- AND LONG-RUN MARGINAL SAVING PROPENSITIES (1960-61 SURVEY DATA)

Marginal saving propensity
Income bracket ! (percent)

Short run Long run
$0-$2,300 67 16
$2,300-$5,500 68 17
$5,500-$8,300 68 19
$8,300-$11,100 69 21
$11,100-$13,800 10 PX]
$13,800-$16,600 11 25
$16,600-$19,400 ) 27
$19,400-$27,700 13 30
$27,700-$41,500 15 36
$41,500+ 82 85

1 Restated from 1960-61 real basis to 1980 dollars.

Raph D. Husby, “A Non-Linear Consumption Function Estimated from Time-Series and Cross-Section Dala.” Review of Economics and

Source: ,
Statistics, vol. 53(1) (February 1971), pp. 76-79. -

EXHIBIT VII.—USES AND SOURCES OF FUNDS: REAGAN PROGRAM, 1980-84

[In bitiions of doflars)
Year
1980 1981 1982 1983 1984
Uses of funds:
Federal deficit . 613 626 599 480 312
Fixed business investment 4012 4389 4922 5711 6497
Inventory business investment -59 48 147 3817 53.2
Total uses 456.6 4967 5668 657.8 7341
Sources of funds:
Personal savings 1004 1028 1256 1583 1925
Corporate savings ? 2654 2788 3230 3682 4115
State and local government surplus w291 330 368 4.4 581
Net other sources 2 607 636 744 880 1015
Total sources 456.6 4782 5598 6619 7636
Net (sources less uses) ~-185 10 4.1 29.5
! Relained net cash flow.
2 Calculated to batance net in 1980. Projected over 1981-84 as a constanl (1980) proportion of total sources.
Source; Merrill Lynch Economics, Inc.
EXHIBIT VIil.—MAY BUSINESS QUTLOOK—SCENARIQ |—REAGAN POLICY FORECAST
[Biltions of doflars?)
Selected indicatiors of economic aclivity 1980 1981 1982 1983 1984
GroSS NHONAL PIOGUCE .........ererecrerrereess s sssesssssesesssesesssassssssssssassseasens 26261 29150 32210 35918 39820
GNP (1972 dollars) o 1,480.7 1,098 1,570.1  1,6585  1,737.1
Annual rate percentage change. . -02 20 4.0 5.6 47
Final sales (1972 dollars) 14836 15127 15645 16443 17186
Annual rate percentage change 0.7 20 34 5.1 45
GNP deflator (1972=100)...... 1774 193.1 205.1 216.5 229.2
Annual rate percentage change 9.0 838 6.2 5.6 59
Personal INCOME...........c.vcvuveeessessmesmasesssasssusmmnnssssssssmessesssessssssssasassseseess 21603 2397.2 26302 29215 32612
Annual rate percentage change 111 110 97 113 114
Disposable personal NCOME.............cu.euevrrrrerssssssssssnren 1821.7 20258 22489 25197 28126
Annual rate percentage Change...........covveeviivemnvvcirsnsessssssesens 11.0 11.2 11.0 12.0 116
Capital expenditures 295.5 3125 354.5 419.6 480.5
Annual rate percentage change 9.6 58 134 184 145
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EXHIBIT VIll. —MAY BUSINESS OUTLOOK—SCENARIO I—REAGAN POLICY FORECAST—Continued

(Biffions of dolars']
Setected indicatiors of economic activity 1980 1981 1982 1983 1984
Corporate pretax profit.. 2455 2318 254.0 2754 2154
Annual rate percentage change....... -38 ~-56 9.6 84 -00
Corporate aftertax profit 163.2 153.8 167.8 181.6 1830
Annual rale percentage change.... =21 -58 9.1 82 08
FRB index of provuction .................. 147.1 151.0 158.0 170.1 182.3
Annual rate percentage change... -36 2.1 46 17 1.2
Consumer Price Index—All urban 210 271.8 2899 3084 328.7
Annual rate percentage change . 13.5 10.1 6.6 6.4 6.6
Producer Price Index 268.8 291.0 3163 3345 354.2
Annual rate percentage Chane..........c...commrcrrecrmmmerssirmmmnnenens 14.2 105 6.5 58 59
Housing starts {units, thousands) e 13035 14714 17650 20112 2,0954
Annual rate percentage change ~240 129 200 138 42
Retail auto sales (units, millions) ..... 91 9.7 11.0 117 121
Annual rate percentage change.. ~15.0 1.2 136 58 37
Unemployment rate (percent) ............... 12 A 1.5 6.3 54

. 1Unless otherwise noled.

AFTERNOON SESSION

The hearing came to order at 2 p.m., Senator Durenberger
(acting chairman) presiding.

Present: Senators Dole, Durenberger, Packwood, Long, Danforth
Roth, Matsunaga, and Bradley.

Senator DURENBERGER. We have three panelists today, Dr.
Oswald Brownlee, professor of economics and chairman of the de-
partment, University of Minnesota, Minneapolis, who has taught
there since 1950, done a variety of consulting, visiting posts, and
has a long list of publications including contributions to the Ency-
clopedia Britanica.

Dr. Joseph Pechman, director of econdmic studies, Brookings
Institution since 1960, well-known for his work in taxation.

Dr. Martin Feldstein, president of the National Bureau of Eco-
nomic Research and professor of economics, Harvard University,
Cambridge, Mass. He is especially well-known for his work on
savings rates and capital formation.

We are praying for a larger attendance. We want you to know
you are going to impress a much larger audience than you see
behind the table today. On behalf of that audience, I thank you for
being willing to come and present your views on a part of the
national economic recovery package.

I believe that unless you have a preference for an order of
proceeding, the way I introduced you might be an appropriate way.
Dr. Brownlee are you still getting organized?
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STATEMENT OF DR. OSWALD BROWNLEE, PROFESSOR OF ECO-
NOMICS, UNIVERSITY OF MINNESOTA; DR. JOSEPH PECHMAN,
DIRECTOR OF ECONOMIC STUDIES, THE BROOKINGS INSTI-
TUTION; DR. MARTIN FELDSTEIN, PRESIDENT, NATIONAL
BUREAU OF ECONOMIC RESEARCH, PROFESSOR OF ECONOM-
ICS, HARVARD UNIVERSITY

Dr. BROWNLEE. Mr. Chairman, members of the committee, ladies
and gentlemen.

I thank you for the opportunity to present to you my views. I
have a mimeographed statement which I have left with the staff
and I'll take just a few minutes to talk about some of the general
aspects of tax reduction and leave my views on details to the
questions you ask.

Senator DURENBERGER. Your mimeographed statement will be
made a part of the record.

Dr. BRowNLEE. Thank you.

It seems to me the basic question is whether tax reduction is
going to bring the things which the administration tells us is good.
In general, my answer is yes, providing that the reduction is in all
taxes—not only those that are collected by the Internal Revenue
Service, but the inflation tax as well.

The big question is whether the taxes which are paid to the
Internal Revenue Service can be'cut and not be offset by increases
in the inflation tax.

Although I haven't seen the Treasury’s program in detail, I infer
that it proposes something like a 30-percent cut in the personal
income tax and the corporation income tax which amounts to
about a 15-percent reduction in the overall tax rate.

As a result of this, it is expected by the Treasury that there will
be an expansion in income on account of an increase in work effort
and eventually, although not necessarily immediately, an expan-
sion in income on account of the larger capital stock that will
result from the increased saving which is brought about by this tax
reduction.

Now, I don't think that anybody knows how large these income
increases are going to be. The response of production on the part of
labor to the tax decrease depends upon a number for which nobody
has a real good estimate—namely, the elasticity of the supply of
labor—and this number could easily be such that we would get as
much as a 3- or 4-percent increase in income or as little as less
than 1 percent.

Similarly, the expansion in saving depends upon a number that
we don’t know very much about. It could be that we would get as
much as the Treasury expects which is about a 15-percent increase
in the rate. But it could be something quite a bit smaller, perhaps
on the order of a 6-percent increase in rate. But, nobody really
knows what these numbers are.

The question then becomes whether if we do get substantial
responses in income but are not able to cut spending more or less
commensurate with the tax decreases, the inflation tax will offset
té};e reductions in taxes that are collected by the Internal Revenue

rvice.
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‘The administration seems to be relying upon the Federal Reserve
to hold the rate of expansion in the money supply to an amount
such that there will be no expansion in the rate of inflation.

Its general picture seems to be that there has never been an
inflation without an expansion in the money supply, nor has there
ever been a large expansion in the money supply without an infla-
tion. Also there is no correlation between short-run budget deficits
and short-run changes in the price level.

That seems to be true, but the correlation between longrun
budget deficits and longrun increases in the price level seems to me
to be very substantial and if one looks at the histories of Latin
American countries, their inflations have all been the result of
budget deficits. This seems to me what the financial markets and
some of the economists, who are not in accord with the conclusions
being reached by the administration, are afraid of.

Now, it doesn’t make much difference whether taxes are reduced
now and expenditures are reduced later so that the overall long-
run growth in the debt is not large or whether expenditures are
reduced now and taxes are reduced later. The present value of the
tax payments will be approximately the same providing that the
overall amounts of tax collections spread over time are not too
different.

The administration is counting on reductions in expenditures
beyond the ones which are being promoted for 1981-82. Cuts in
social security expenditures are among them. )

For sure it is easier to get the first $45 billion of expenditure
reduction than it will be to get the next $45 billion and that is
what I think the financial markets are telling us. They do not have
-faith in the ability of the administration to obtain expenditure
reductions commensurate with the tax reductions and do not have
faith in the Federal Reserve’s willingness and/or ability to main-
tain a low rate of growth in the money supply.

It seems to me, under these circumstances, that the administra-
tion and the Congress have to give stronger signs now that they
are willing to make expenditure cuts in the future if they want to
get the benefits of the tax program as these are being described by
the administration.

I'll be willing to answer questions or make suggestions about
details of the tax program subsequently.

Thank you.

Senator DURENBERGER. Thank you very much, Dr. Brownlee. Dr.
Pechman.

Dr. PEcauMmaN. Thank you very much, Mr. Chairman.

I too, will summarize my statement and will be glad to answer
any questions about the details.

My statement is a summary of a new book that I hope the
members of the Senate Finance Committee will read that was just
published by the Brookings Institution, called “How Taxes Affect
Economic Behavior.” This is an attempt to obtain the best econo-
metric estimates available in the profession on supply responses to
changes in taxation.

We have papers on supply responses to changes in taxes on labor
supply, on investment, on saving, on corporate finance and so on.
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I regret to say that no individual chapter are technical, but I
hope that members of the committee will read the introduction
which I and my colleague Henry Aaron wrote. It is in English.

The basic conclusion of this study confirms what Professor
Brownlee just said. Jerry Hausman of MIT wrote the basic paper
on labor supply. He concluded that the response of the core labor
force—white males between ages of 25 to 62—will have some re-
sponse to an increase in net return to work through taxation or
any other means.

But, that the response is nowhere near what would be required
to justify the extreme claims of the supply-side economists.

In the case of investment, I think that economists are generally
in agreement, although there are still some dissenters, that if you
reduce the cost of capital or increase the rate of return on capital
through special incentives to invest you will have an affect on
investment. .

There is also an important affect from the general health of the
economy. If you increase investment incentives in a time when the
economy is in bad shape, as for example in England, it is hardly
likely that a tax cut' for investment will have an immediate re-
sponse.

There is, very definitely, a response to such things as liberalized
depreciatior allowances, investment credits, or even corporate rate
cuts, though I think that most economists would agree that if you
tie the corporate tax cut to investment you are likely to get a
bigger bang for your buck in investment.

With respect to saving, the article in our book is inconclusive.
This is an area where economists really have not been able to
detect a firm response either way to the rate of return on saving
and we ought to do much more work on it.

One other point I should mention about labor supply is that
practically every econometric study that has ever been made has
found, and our book finds it too, that the marginal tax rate on
supplementary earners in the family, particularly working spouses,
tends to be high because of the way we combine incomes on joint
returns. The existing tax structure which places a relatively heavy
tax on couples does reduce the supply of working spouses very
substantially.

The conclusion that I draw from these studies is that you can be
certain of a significant, modest effect on investment if you liberal-
ize depreciation allowances or increase the investment credit.

It is difficult to increase private saving by tax cuts, though
pe&lllaps not impossible, and the response of labor supply will be
modest. :

In any case, the supply effect of a large tax reduction of the type
that is envisioned by the administration, which would amount to
$150 billion 3 years from now, will not be enough to recover the
revenue loss as some extremists have argued.

Fortunately, the administration has been much more realistic
about this and has not incorporated extreme supply responses in
its projections.

nder the circumstances, what should be done? Well, I would
say that the next tax bill ought to include some incentives to
investment in the form of liberalized appreciation allowances or
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investment credits. It looks like there is pretty much substantial
agreement inside and outside of Congress that this should be done.

I think that the administration’s proposal that the incentive be
made effective retroactively to the beginning of this year, should be
followed simply because if you did not, I think you would have an
unfortunate effect on investment decisions. Businesses would wait
until the congressional process was finished before they actually
did the investment.

I think that liberalized appreciation is of the highest priority.
With respect to the income tax cut, my own view is that in light of
the problems that Oswald Brownlee just mentioned, there is no
urgency in making a very large tax cut and certainly no urgency in
committing ourselves now to the kind of tax cut that the adminis-
tration proposes. '

1, like everybody else, would like to have tax cuts, but it would
be unfortunate if we prejudged the elbow room that is available in
the budget at this time.

It is true that the Congress secems to be going along in the first
leg of expenditure cuts, but as Professor Brownlee correctly said,
the next $45 billion is going to be: tougher. As a matter of fact, just
yesterday the House subcommittee, in conforming with the guide-
lines of the Senate budget resolution on social security, actually
took $1.7 billion from the longrun social security benefit cuts pro-
posed by President Reagan just the other day, and included it in
the shortrun program.

At least on the House side, they are using some of the longrun
resources to make up the $45 billion in the shortrun.

I believe it would be a good thing to reduce the rate of growth of
Federal spending and it would be good, if it were possible, to do as
much as the administration projects.

I have my doubts that we can get political consensus on reducing
expenditures to the extent that the administration has proposed. 1
certainly would wait until the second round of expenditure cuts are
given to the Congress in detail before the individual income tax cut
is actually made.

I don’t think this would be a terrible thing. I don’t think the
economy would suffer one bit if the individual income tax cut were
delayed until October 1 of this year or even January 1, 1982.

What is important is that you reassure the public that you are
going to cut income taxes on a permanent basis. Whether you do it
July 1 of this year or January 1 of next year, will not be very
significant for longrun economic policy.

With respect to the composition of the individual income tax cut,
it seems to me that there are an awful lot of demands for particu-
lar types of cuts that have to be paid attention to and just cutting
the rates would preempt practically all of the elbow room for many
years. The administration has promised a secord-round tax bill.

There will be no elbow room for a second-round tax bill if you
adopted Kemp-Roth without spacing it out or reducing the total
amount of cut. So, my advice is wait and see what your expendi-
tures cuts will actually be and then measure what all of the
demands for tax cutting are before you actually cut the rates.
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I would like to have a rate cut, but there are other things that
you will want to do that will cost revenue and I would not preempt
those things to begin with.

Senator DURENBERGER. Thank you, Dr. Pechman. Your full state-
ment will be made a part of the record.

Dr. Feldstein, now that my colleagues are here, I am going to
add only one other thing to your credentials and that is that I
know you to be a supporter, at least in theory, of competition and
health care. I am grateful for that. )

Dr. FELDSTEIN. Well, I, too, have a formal statement which I will
leave for the record.

Senator DURENBERGER. Your statement will be made a part of
the record.

Dr. FELDSTEIN. I will just try to summarize it briefly.

I think there really are two issues that we want to talk about
this afternoon. One is the overall size of the tax cut over the next
several years and the other is the structure of the tax cut.

As I have tried to analyze the figures, I have come to the conclu-
sion that the administration’s proposals for the next 2 years, for
1981 and 1982, cuts of about 15 percent, are indeed appropriate and
that an additional 15 percent in 1983 and 1984 is probably a
reasonable cut to make at this time. Ten percent rather than 15
percent in those 2 outyears would be very safe and would leave
room almost certainly for an additional tax cut at a later time.

As I look at the budget proposals, the spending and tax side
combined, I cannot but conclude that the budget that has been put
forward is deflationary rather than inflationary and that the mone-
tary policy that the Fed has promised us for this dyear a~d is likely
to promise for next, simply reinforces that very deflationary pack-

age.

I cannot really understand much of the debate that I hear. When
I listen to the administration’s spokesman talk about the important
incentives that will be produced for the suppl}' of various kinds of
effort and saving by reductoins in tax rates, I don’t know how to
square that with the fact 2 years from now tax rates will be no
lower than they are in 1980.

When 1 listen to the critics charge that these tax cuts are going
to be inflationary, I again don’t know how to square it with the
obvious fact that a 15-percent tax reduction over the next 2 years
will simply be giving back the additional tax revenue over and
above the inflation gains.

I think ple in analyzing this situation are thinking more
about the rhetoric of the campaign than they are about administra-
tion’s actual proposal. The campaign was all full of sups)ly side
hyperbole about self-financing tax cuts. None of that is really there
now.

What we have is a nontax cut over the next 2 years and a very
small tax cut over the 2 years after that against any kind of
realistic projections of income and very substantial spending cuts
already put in.

If the House and Senate stick within the budget limits that they
have voted, we will have a $25 billion real decrease in spending
between 1981 and 1982 and no tax cut to offset it. So, one shouldn’t
think about these tax cuts as somehow balancing the spending

83-153 0 - 81 -~ 10
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cuts. The tax cuts are balancing the extra tax increases that would
otherwise occur and the spending cuts and the off-budget cuts are
unbalanced deflationary.

When I look ahead to 1983 and 1984, of course, it is more diffi-
cult to know what the economy is going to do. If we get anything
like the nominal income growth that the administration and most
commercial forecasters are looking for, then it is very easy to have
the additional 15-percent tax cut in those 2 years and still come out
with more revenue as a share of income than we have today.

That is why it would be cautious, indeed, to cut back that aggre-
gate cut from 15 percent to 10 percent in 1983 and 1984 and would
almost certainly provide room for additional cuts, especially if
more spending cuts can be found.

What I would emphasize is that you can have a cumulative 25-
percent cut over these 4 years simply to give back the extra reve-
nue that is otherwise brought in by inflation without the spending
.cuts at all. The spending cuts would simply be used to shrink the
size of the deficit.

Let me turn from that issue, which is the overall size of the tax
cut, to the question of structure and start with the business side
where I agree with Joe’ Pechman that substantial incentives for
investment are a good thing.

I think that the general flavor of the administration’s proposal in
this area, the modified 10-5-3, may not be the best bill that man
could design, but it is a good bill and it may be the best bill that is
politically possible. ’

It certainly is long overdue in terms of reversing the very sub-
stantial increase in effective tax rates that has occurred in the last
15 years because of the historic cost depreciation and because of
the continued use of inventory accounting.

As I have testified to this committee before, the effective tax rate
- paid by companies and their shareholders and creditors was 55
percent in the mid-1960’s and has risen to 75 percent today.

Beyond the business tax cuts, looking to the personal side, I
think it is very important to have major reductions in marginal tax
rates because otherwise we are simply going to have major in-
creases in marginal tax rates.

The administration’s bill, just to say it one more time, really
doesn’t reduce marginal tax rates significantly over the next 2
years and may not over the 2 years after that if the economy shows
significant nominal growth. ‘

It would be a pity to give away too much of that additional
revenue to other special purposes. Some things, however, are rela-
tively low cost and are potentially -high benefit. I think bringin
down the top tax rates, as a number of people have suggested,
immediately to 50 percent. That is, going beyond the effects of the
70- to 60-percent reduction that would be implied in the first couple
of years of the administration’s bill is very low cost even if there
are no favorable changes in taxable income.

The $2 billion cost of bringing it down from 60 to 50 percent
maximum tax rate, I would think would almost certainly be offset
by the changes in sheltering and the additional realization of tax-
a[‘;le income rather than its transformation into capital gains and
other forms.
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The savings incentives that have been promised for the second
bill I think deserve high priority. I think we can talk in the
d}ilscussion about some of the pros and cons of different forms of
that.

My own preference would be for a two-pronged attack. On one
hand, providing a partial exclusion for interest and dividends
rather than simply an increase in the ceiling. Second, providing an
expanded system of IRA’s.

I think that different kinds of individuals are likely to respond to
different sets of those incentives and within the IRA’s I think the
could be made much more appealing by eliminating the wait-until-
age-59 feature and allowing individuals the option of withdrawing
funds at the end of say 3 or 4 years, paying tax or rolling them
over.

I suspect there would be more long-term savings if it didn't have
that illiquidity that is presently there. '

Well, let me stop there, Mr. Chairman, and we can return to
some of the details for discussion.

Senator DURENBERGER. You didn’t want to get caught in the
middle of a sentence like Joe did. 4

Thank you all very much for your testimony. Let me ask some
general building a border around subject before we landscape it
questions. )

I understand the panel this morning generally agree that the
size of the ta¥ cut is appropriate. I have heard varying opinions on
that here today and I am not sure Oswald the degree to which you
hit directly at that.

Dr. BRownNLEE. I think that Joe, to some extent, has misinter-
preted me. In general, I am in favor of the tax cut in spite of a
(siubstantial amount of uncertainty with respect to whkat it might

o. .

My remarks about what ought to be done with respect to expend-
itures is a suggestion for taking care of this uncertainty. In the
event that things don’t turn out to be as optimistic and Marty and
the administration are suggesting, you ought to let it be known
that you are willing to make adjustments in expenditures.

The administration’s model, if you wish to call it that, is one in
which only the taxes that are collected by the Internal Revenue
Service seem to affect the output of the economy. The inflation tax
is not in there.

But, that is because they are hoping and praying that money
expenditure will not increase more rapidly than output and not
everybody has the same faith which they seem to have. I am
suggesting that you ought to strengthen the public’s faith through
statements about your willingness to modify expenditures.

Senator DURENBERGER. Thank you. Any additional comments on
size? I think the two of you are fairly clear on that issue.

Yesterday, Secretary Regan said the purpose of the administra-
tion’s package was to get people to work harder, save more and
invest more. But, he also said he was open to be shown that other

lans would accomplish these purposes. Either accomplish them

etter or at less cost.

I heard Dr. Feldstein talk about—I know in your paper you
argue that there is going to savings which some people on this
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committee had found hard to believe on the theory that half the
tax cut is going to people over $30,000 a year and they just have to
save some of that.

You have also talked increasing IRA’s, perhaps LIRA’s and ex-
panding the exclusion.

Would the three of you comment on the savings that come with
this tax cut and whether or not some of the tax reform or the
adjustment in the rates on unearned income is necessary to go
along with the cut in order to make it effective.

Dr. PecHMAN. Let me say that I think that it is very, very
difficult for you to design a tax incentive that will substantially
increase savings.

The cuts in marginal rates even under Kemp-Roth, in my view,
will have a modest effect on saving and will certainly not create
the amount of new saving that is needed for the future.

The most certain way, and this is where I disagree with Martin,
of increasing national saving is to reduce the dissaving of the
Federal Government. We are running a deficit of over $60 billion
this fiscal year and the deficit, if you enacted the administration’s
program, is likely to be in the neighborhood of $50 to $60 billion
again in fiscal year 1982.

If you want to increase national saving, simply defer the tax
cut—except for the investment incentives that we all agree ought
to be adopted—and reduce or eliminate the deficit. That increases
national savings promptly and dollar for dollar.

Whereas, Martin’s proposals are chancy. You might be spending
money without very much of a payoff right aviay. -

Let me give you an example. I think you wasted $3 billion this
year and next year when you increased the exclusion for dividends
and included interest to $200 per person or $400 for a family.

The saving rate hasn’t been changed. You could have known in
advance that a device like that would not affect total saving be-
cause it was a flat tax cut ‘or everybody who had over $400 of
interest and dividends. The people who would be affected at the
margin by that tax cut account for very little, if any, saving.

This holds true for most of the savings gimmicks, the IRA’s and
so on. Increasing the amount of money I can put into my Keogh
Plan doesn’t increase my saving; it simply gives me a nice healthy
tax cut. We have had Keogh’s and IRA’s and neither of them have
had very much of an effect on total savings.

Now, I do think that Martin is right in one respect. The best way
to promote an increase in private saving is to increase the rate of
return on all savings. That would require a tax rate cut on proper-
ty income and there you get into an equity problem.

Suppose you excluded half the interest and dividends received by
people from their tax return? That is a whopping tax cut for the
wealthy and will be objected to on equity grounds.

I don’t think we are yet at the point where we have to distort the
tax system to that extent on equity grounds to achieve the national
saving objectives. ’

If after you have balanced the Federal budget there is not
enough national saving, I will be glad to meet with Martin and
design a specific saving cut.
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Stgigtor DURENBERGER. Martin, this is your chance to elimi-
- nate——

Dr. FELDSTEIN. I don’t think you want to debate tax equity this
afternoon although my own prospective is——

Senator DURENBERGER. I do.

Dr. FELDSTEIN [continuing]. My own prospective is that the right
base for a tax is consumption and that the right base for a tax is
consumption rather than our current concept of income and that
bﬁ' eliminating the taxation on either savings when it goes in or
the income on savings that is earned along the way, we move
closer to that more equitable base.

Let me though, talk to numbers rather than philosophy. Joe is in
many ways not typical. One of the ways Joe is not typical is in his
savings behavior. I have some numbers. Unfortunately they are not
very up-to-date numbers. The most recent numbers that the Con-
sumer Expenditure Survey collected were for 1972.

In 1972, it turns out that 85 percent of households did not save at
least 10-percent of the income. That is, they saved less than 10
percent of their income. So that, providing a 10-percent IRA option
would, for 85 percent of households, if that distribution has not
changed over the years, would provide a marginal incentive for
them to save more. They wouldn’t simply be moving money from
one account to another.

Indeed, we also looked in this study, which I will leave for the
record, at the amount of assets that individuals currently have and
that they might simply transfer over from current accounts into
IRA type accounts.

[The study follows:]



' 146

NBER WORKING PAPER SERIES

ALTERNATIVE TAX RULES AND PERSONAL SAVINGS
INCENTIVES: MICROECONOMIC DATA
ARD BEHAVIORAL SIMULATIONS

Martin Feldstein
Daniel Feenberg

Working Paper No. 681

NATIONAL BUREAU OF ECONOMIC RESEARCH
1050 Massachusetts Avenue
Cambridge MA 02138

May 1981

This paper was presented at the NBER Conference on Behavioral
Similation Methods in Tax Policy Analysis on January 26-27, 1961,
in Palm Beach. The researth reported here is part of the NBER's
research program in Taxation, and project in Tax Simulation. Any
opinions expressed are those of the authors and not those of the
National Bureau of Economic Research.



Conference
Paper
No.

WP 497

WP 682

WP 583

WP 673

147

NEER CONFZRENCE PAPER SERIES
Papers Availatle from the Conference on
SIMULATION METHODS IN TaX POLICY ANALYSIS
Palm Prach, Florida
January 25-27, 1981

"Alternative Tax Treatments of the Family: Similation Methodology
and Results," by Daniel Feenberg and Harvey S. Rosen

"Stochastic Problems in the Simulation of labvor Supply,"” by Jerry Hausman

"Alternatives to the Current Maximum Tax on Earned Income,” bty
Lawrence B. Lindsey

"The Distribution of Cains and Losses from Changes in the Tax
Treatment of Housing," by Mervyn King

\
"Simulating Nonlinear Tax Rules and Nonstandard Behavior: An
Application to the Tax Treatment of Charitable Contributions,”
by Marvin Feldstein and lawrence B. Lindsey

"Issues in the Taxation of Foreign Source Income,™ bty Daniel Frisch

"Modeling Alternative Solutions to the Long-Run Social Security
Funding Problem,” by Michael Boskin, Marcy Avrin, and Kenneth Cone

"Domestic Tax Policy and the Foreign Sector: The Importance of
Alternative Foreign Sector Formulations to Results from a General
Equilibrium Tax Analysis Model," by Lawrence Goulder, John Shoven,
and John Whalley

"A Reezamination of Tax Distortions in General Equilibrium Models,"
by Don Fullerton and Roger Gordon

"A General Equilibrium Model of Taxation with Endogenous Financial
Behavior," bty Joel Slenmrod

"Alternative Tax Rules and Personal Savings Incentives: Microeconomic
Data and Behavioral Simulatjons,™ by Martin Feldstein and Daniel Feenberg

"National Savings, Economic Welfare, and the Structure of Taxation,"
by Alan Auerbach and laurence Kotlikoff

"Tax Reform and Corporate Investment: A Micro-Econometric Similation
Study," bty Michael Salinger and lawvrence Summers

It is expected that the papers resulting from this conference will be published
in a volume edited by Martin Feldstein.

Copies of these conference papers may be obtained by sending $1.50 per copy to
Conference Papers, NBER, 1050 Massachusetts Avenue, Cambridge, MA 02138.
Please make checks payable to National Bureau of Economic Research. Advance
payment is required on orders totaling less than $10.00



148

List of Perticipants

SIMULATION IETHODS 1IN TAX POLICY ANALYSIS

The Breakers, Palm Beach

Rame

Benry J. Aaron

Alan J. Auerdach
Martin J. Bailey
Michael J. Boskin
Daniel R. Feenberg
Martin Feldstein
Daniel J. Frisch
Don Fullerton
Harvey Galper

Roger H. Gordon
Lawrence H. Goulder
David G. Hartman
Jerry A. Hausnman
James J. Heckman
Patric Hendershott
Thomas O. Horst
Mervyn A. King
Laurence J. Kotlikoff
Lawrence B. Lindsey
Charles E. M:Lure, Jr.
Peter Mieszkowski
Joseph J. Minarik
Richard A. Musgrave

Joseph A. Pechman
Michael Salinger
Rovert J. Shiller
John B. Shoven
Joel Slemrod
Joseph E. Stiglitz
Lawrence H. Summers
John Whalley

David Wise

Januar& 25-27, 1981

Lffiliation

The Brookings Institution

Harvard University

University of lMaryland

Stanford University

Yational Bureau of Fconomic Research

Harvard University and NBER

University of Washington

Princeton University

U.S. Departuent of the Treasury

Bell laboratories

Stanford University

Harvard University

Massachusetts Institute of Technology

Unversity of Chicago

Purdue University

U.S. Department of the Treasury

University of Birmingham, England

Yale University

Harvard University

National 3Bureau of Economic Research

University of Houston

The Brookings Institution

Harvard University & the University
of California at Santa Cruz

The Brookings Institution

Massachusetts Institute of Technology

University of Pennsylvania

Stanford University

University of Minnesota

Princeton University

Massachusetts Institute of Technology

University of Western Ontario

Harvard University



149

NBER Working Paper #681
May 1981

Alternative Tax Rules and Personal Savings Incentives:
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SUMMARY

This study examines the potential effects on personal savings of
alternative types of tax rules. The analysis makes use of two extensive samples
of information on individual savings and financial income: the 1972 Consumer
Expenditure Survey and a stratified random sample of 26,000 {ndividual tax

returns for that year.

The first type of tax rule that we consider would permit all tax-
payers to make tax deductible contributions to individual savings accounts.
The interest and dividends earned in these accounts would also accumulate
untaxed. A potential problem with any such plan is that individuals could in
principle obtain .tax deductions without doing any additional saving merely by
transferring pre-existing assets into the special accounts. The evidence that
wve have examined indicates that this fs not likely to be important in practice
since most taxpayers currently have little or no financial assets with which to
make such transfers. For example, a plan permitting contributions of 10 percent
of wages up to $2000 a year would exhaust all the pre-existing assets of 75 per=
cent of households in just 2 years. Our evidence also shows that a ceiling on
annual contributions of 10 percent of wages still leaves an increased saving
incentive for more than 80 percent of households since fewer than 20 perceat of
households currently save as much as 10 percent a year., Specific simulations of
a variety of such proposals show that even when income and substitution effects
balance for a representative taxpayer (implying no change in his consumption)
aggregate saving would rise considerably. '

The second type of tax rule that we examine would increase the current
$200 interest and dividend exclusion. In 1972, among families with incomes of
$20,000 to $30,000, 55 percent had more than $200 of interest and dividends; for
those with incomes of at least $30,000, 82 percent had more than $200 of
interest and dividends. For such families, the $200 exclusion provides no
incentive for additional saving. Our analysis considers four ways of
strengthening the saving incentive while limiting the reduction in tax revenue:
(1) a limic of $1000 on the interest and dividend exclusion; (2) a S50 percent
exclusion of interest and dividends up to a $1000 limit; (3) exclusion of
interest and dividends in excess of 5 percent of income over $10,000 with an
exclusion limit of $1000; and (4) exclusion of 20 percent of interest and divi-
dend income without any limit. The revenue effects of all of these options were
found to be quite small., But even with quite modest elasticities of current
consuwaer spending with respect to the relative prices of present and future con-
sumption, these plans could increase saving by significantly more than the
reduction in tax revenue.
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Alternative Tax Rules and Personal Savings Incentives:
Microeconomic Data and Behavioral Simulations

Martin Feldateig'
Daniel Fecnburg

Personal saving has traditionally accounted for more than half of
all real net private saving in the United States. Incentives that increase the
personal saving rate therefore have a potentially significant effect on the
total rate of capital formation.l The purpose of the current paper is to pre-~
sent some new microeconomic evidence that is relevant to evaluating alternative
changes in the personal tax treatment of savings and of interest and dividends.

There are, of course, many factors in addition to the personal tax
rules that contribute to the low rate of saving in the Uni‘ed States, including
consumer credit rules, the Social Security systen, the taxation of business
income, and the tax treatment of personal interest expenses. Our focus on the
personal tax treatment of savings and the income from savings should not be
misinterpreted as an indication that we believe that personal tax rules alone
are responsible for the low U.S. saving rates, We do believe, however, that
changes in these tax rules are a potentially useful way of increasing savings.

There has nevertheless long becn resistance among both economists and
government officials to changing the tex rules to encourage saving.2 The oppo-
sition to encouraging saving has in part been @ vestige of the Keynesian fear
that a higher rate of saving might only increase unermployment. Whatever the
relevance of this concern in earlier decades, oversaving is no longer regarded
as a potential problem. A further source of opposition to modifying the tax
rules to encourage saving has been a concern that any such change would thwart

the egalitarian thrust of *tax policy. This in turn reflected a belief that the
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incentive effects of tax changes would be negligidle, implying that tax policy
could only encourage saving by redistributing disposable income from lower
income taxpayers with low marginal propensities to save to higher income tax-
payers with high marginal propensities to save.

In contrast, there is now strong professional and political interest
in tax changes that could encourage personal saving.3 This reflects in part a
reassessment of the earlier studies that had concluded that saving is not sen-
“sitive to the rate of return and therefore also not sensitive to the tax treat-
ment of that return. Because those studies used nominal rather than real
interest rates, the interest rate coefficient was biased in a way that made it
appear to be insignificant or even to have the reverse sign (Feldstein, 1970}.
Hev studies that relate saving’to an estimate of the real net rate of return
have suggest2d that savings do respond positively to this more appropriate
measure of the return (Boskin, 1978; Feldstein, 1981). Unfortunately, the
problerms of measuring the relevant real expected return are such that the econo-
metric evidence is never likely to be corpelling. It is important, therefore,
that the general theory of consumer behavior implies directly that & compensated
increase in the real net rate oz.‘ return necessarily induces individuals to post-
pone:coneumption. The effect on savings of a change in the taxation of capital
income therefore depends on the timing of tax payments and on the response of
government spending.h If government spending in each year remains unchanged,
national saving must rise. If the compensating changes in the tax keep tax

liabilities in each yeér unchanged, private saving rust also increase.”

Tax changes that reduce the difference between the pretax and post-
tax returns on capital may be worthwhile even if the saving rate does not

respond positively to the net rate of return. A gap between the pretax and
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post-tax rates of return implies a loss of welfare no matter what the uncompen-
sated savings response, Of course, since the revenue lost by reducing the tax
on savings could alternatively be used to reduce some other distorting tnx, the
desirability of reducing the tax on saving is not unambiguous. Nevertheless,
recent investigations in the theory of optimal taxation do suggest that the tax
rate on the income from saving should probab}y be lower, and perhaps very much
lower, than the tax rate on labor income. If the marginal rate of substitution
betveen current consumption and future consumption is independent of the quan-
tities of leisure consumed, the optimal tax rate on the income from savings is
zero (Mirrlees, 1976). Substantial departures from this separability assumption
8till leave it optimal to tax capital income less than labor income, Indeed, if
subsidizing retirement consunmption reduces the distorting effect of thc labor
income tax on preretirement work -effort, it may be optimal to "tax" the income
from saving at a negative rate, i.e., to subsidize it., Explicit calculations of
a simple model using empirically plausible but conservative parameter values
(i.e., assuming that the compensated supply responses of both labor and saving
are zero) imply that there may be a substantial potential welfare gain asso-
ciatgd with reducing the tax oﬁ_capitél income and making up the lost revenue by
an increase in the tax on labor income (Feldstein, 1978; see also Green and
Sheshinski, 1979 and Summers, 1980)}). Hore generally, the potential gain from
reducing the tax on capital income depends on the extent of the existing wedge
between the pretax and net-of-tax rates of return. It is significant therefore
that in recent years personal, business and property taxes have taken more than
twvo-thirds of the real pretax return on capital used by nonfinancial cor-

porations (Feldstein and Poterba, 1980).
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Although economists have generally been concerned with reducing this
source of welfare loss, the public and Congressional discussion has focused on
increasing aggregate savings. Moreover, the recent proposunls to encourape
saving emphasize the incentive effects of a higher net rate of return and not a
redistribution of disposable income from lower income to higher income groups.
Indeed, a principal reason for using personal tax changes in addition to changes
in business tax rules is to permit a targeting of the tax reduction benefits on
middle income taxpayers rather than on all taxpayers in proportion to their
existing wealth.

A further reason for dircctly encouraging an increase in personal
saving is to reduce the inflationary pressures that might othervise accompany a
tax-induced increase in the demand for investment. Although the total rate of
capital accumulation is constrained by the rate of saving, capital accumulation
can be increased without altering the personal tax rules if the corporate tax
rules are changed to increase the rate of return after the corporate income tax.
This in turn raises the net return to savers and encourages increased saving.

If the savings response were rapid enough, the economy would shift to a higher
rate of investment with no incredse in the rate of inflation. In practice,
hovevér. the corporate tax changes would probably raise investment dem;nd more
rapidly than the supply of savings. The result would be an increase in infla-
tionary pressure.7 Direct tax incentives to save can prevent these inflationary
pressures by causing the increase in saving to occur at the same time as the
increase in investment demand.

Two dynamic aspects of saving are ﬁerticulsrly important. First,

because saving represents an adjustment of the stock of wealth, a relatively
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smll change in the desired level of wealth can induce a relatively large
fncrease in the rate of saving. Second, because the desired level of vealth
depends on the expected future nect rates of return, An anticipated reduction in
the future rate of tax on investnent ;ncome can induce a rise in current saving.

Thus there can be an increase in saving without any concurrent government

dericit.a
There is surprisingly little econometric evidence about individual

séving behavior 'and the likely magnitude of response to alternative tax rules.
In particular,; there is no evidence that deals explicitly with such things as
the anticipated rate of return, the effect of the tax rate per se, or the impact
of nonlinear rules like the maximum levels of deductible savings for the current
Individual Retirement Accounts. Although ve cannot fill these gaps in the
current paper, we believe that we can provide some useful information on the
current distribution of saving, vealth and investment income in relation to tax
rates and total income. This evidence can be used to evaluate the potential
impact and revenue cost of alternate tax rules in a way that is just not
possible without detailed microeconomic evidence. In particular, we focus
attention on the conflict between the desire to limit the individual deductions
or exélusiona (in order to reduce the total revecnue loss and to focus the bene-
fits on middle income taxpayers) and the possibility that such limits would eli-
minate any marginal incentive for most taxpayers.

Our‘analysis uses two bodies of microeconomic data. The principal
data source is the Treasury's public use sample of individual tax returns. We

use a stratified random sample of 26,643 individual tax returns for 1972 {a

one-in-four random sarple of the full pudblic use sample) in conjunction with the
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NBER TAXSIN model? vhich computes tax liabilities and tax rates based on the tax
law as of 1972 and the alternative modifications. This data set provides
detailed information on current intercst and dividends, labor incone and total
taxable income for each individual. A special advantage of the 1972 data is
that the exact age of each taxpayer is included (based on I.R.S. exanmination of
Social Security Administration records for each individual)}. Our secon: body of
data is the 1972 Consumer Expenditure Survey of the Bureau of Labor Statistics.
Although the shnple of 7,795 observations is inferior to the TAXSI! data in a
number of vaya,lo it has the unique advantage of containing information on indi-
vidual financial saving. Since the TAXSIH sarmple used in this paper {s also for
1972, results obtained with the tvo data sets are generally comparable.

Although a great many specific proposals to encourage saving have bheen
nade, all of ther have in common the purpose of increasing the net rate of
return on saving or, equivalently, of increasing the amount of future consump-
tion that can be obtained per dollar of current consumption that is foregone.
The proposals that are particularly concerned with saving and that fornm the
focus of our analysis can usefully be divided into two types: (1) those that

allov the taxpayers to exclude ‘some amount of saving from taxable income and (2)

thos} that allow the taxpayer to exclude some amount of interest and dividend
income from taxable income.ll BRefore examining the specific saving proposals,
ve comnent briefly on some more general tax proposals that also might encourage
saving.

The most general of these proposals is to replace the income tax with a
tax on consumer spending.12 In comparison to the income tax, a consumption tax

in effect allows a deduction for all saving. A nore modest partial move in the

0y
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direction of a consumption tax would be to adopt a value added tax to replace

part of the current tax structurc. This again would be like the deduction

method because income that is saved would avoid the valuec added tax.

Several general proposals that would reduce the effective tax rate on
interest and dividends have also been actively discussed. Some form of
integration of the corporate and personal taxes (presumably by giving indivi-
duals a credit for corporate taxes in proportion to dividends received) would
raise the net réze of return on equity investment and therefore‘encourage cquity
finance as well as increased saving. The same would be true of a proposal to
permit individuals to exclude a limited amount of dividends that are reinvested
in newv issue corporate stock. Adjusting the measurement of interest income to
exclude some or all of the effect of inflation on interest rates would encourage
the use of debt as well as increased saving. The proposals to reduce the maxi-

mum marginal tax rate to 50 percent or to tax "personal services income" and

"investment income" on two separate schedules would ruise the net return on all

forms of capital.

Although these general proposals might be useful in encouraging
saving, we shall not explore them further in the paper in order to concentrate
on th; simpler and more direct deduction and exclusion proposals. Section 2
examines the deduction approach and considers the consequences of such a
The next section

change in both the short-run transition and the longer run.

then analyzes the short-and long-run consequences of interest and dividend

exclusion proposals. There is a dbrief concluding section.
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2. Deductions for Saving

Under existing law, an individua’ who is not a participant in an
enpl&yer—sponsored pension plnn13 can establish an Individual Retircment Account
(IRA) and contribute up to 10 per cent of his wage and salary, with a limit of
$1500 per year. These contributions are deductible fron total income in calcu-
lating taxable income and the earnings on the asse?s in the IRA aie not subject
to tax. A penalty is imposed if the funds are withdrawn from the IRA before
the 1ndividuaf-reaches age 59. Withdrawals after that age are taxable as ordi-
nary employment income. The IRA is thus similar to a consumption tax with

respect to the eligible amount of saving.lh
The saving incentive provided by the IRA could be increased in three

vays: (1) oy raising the percentage and/or dollar ceilings on contributions,
(2) by extending the IRA option to everyone with wage and salary income and not
Just to those who are not already participating in a pension plan; and (3) by
increasing the liquidity of the IRA accounts by permitting withdrawals after as
little as (say) four years. To the extent tha; IRA participants are effec-
tively constrained by either the 10 percent or $1500 1limits, the 1KA does not
provide any marginal incentive to save more. In the present paper we corpare
some of the implications of 10 percent and 15 percent limits with ceilings of
$2000 and $3000. Because higher limits increase the revenue cost of these
plans, ve also consider a combination of a higher ceiling and partial deduc-
tibility, e.g., allowing an individual to contribute 15 percent of earnings up
to $3000 but deduct only half of this amount. Such partial deduction plans
increase the range of marginal effectiveness although, for previously intra-

marginal contributions, they reduce the incentive as well as the cost., (Because

83-153 0 - 8} -- 11
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the 1972 tax return data do not separate the earnings of husbands and wives, all
of the proposals are defined i{n terms of the taxpaying unit rather than the
individual.)

The current rule that limits eligibility for an IRA to those who do
not partlcil;ate in employer pension plans eliminates approximately 50 percent of
all employees.l5 Moreover, those employees without pension coverage tend to be
those vho are least likely to save and least likély to be affected by tax
considerations; they have low incomes and are frequently quite young. 16 e
current eligibility limit thus eliminates substantially more than 50 percent of
those vho would be encouraged by saving deductibility if {t wvere generally
available. The current paper examines a savings deduction plan in which all
individuals vith vage and salary income my participate,l7

Finally, the restriction that funds must remain in the IRA until the
individual reaches age 59 {or be subject to a special vithdrawval tax and other
penalties) substantially reduces the liquidity of the IRA savings. For many
individuals, this reduction in liquidity may outweigh the higher net-of-tax
return that the IRA offers. An individual at age L0 may be unwilling to commit
funds for 19 years even in exchange for a higher rate of return. This illi-
quidu:y could be eliminated by allowing individuals to choose at the end of a
short period like four years between vithdrawing the funds in the account (and
paying tax on the amount) or "rolling over"™ the funds for another four year
period. In practice, individuals wvho are reluctant to commit funds for a very
long period may decide sequentially to leave the funds in the IRA account rather

"than pay the tax on the withdfawal. Although we have no way to examine this

{ssue with the existing data, this possibility for making IRA accounts more
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attractive should be borne in mind when considering the likely responses to
extending the IRA option to all individuals.

If the savings deduction is Judged as an incentive to a higher rate of
saving,18 there are three potential problems. First, during a transition
period after the tax law is changed, individuals can reducc their tax liability
without any increase in saving by transferring previcusly accumulated assets
into the special account. Under an IRA-type plan with a ten percent limit, an
individual with assets equal to one year's earnings could obtain the maximum
saving deduction for a decade without doing any additional saving. Indeed, for
such an individual, the tax change would provide no marginal incentive to save
vhile the tax reduction for previous saving would increase disposable income and
therefore presumably cause an increase in consumer spending.19 The extent to
vhich this is a problem depends on the amount of financial assets (relative to
earnings) that individuals have available and on their willingness to sacrificé
the liquidity of those assets by committing them to an IRA.20 Ve shall examine
in detail the amount of financial assets that individuals have and the potential
revenue effect if these assets were transferred to a special savings account
durinq a transition period after'phe introduction of a savings deduction rule.

The second potential problem with a savings deduction plan is that,
even after the transition period in which individuals merely transfer pre-
existing assets into a special savings account, there would be some individuals
for whon a saving deduction with dollar and percentage limits would provide
either no marginal incentive or a margiral incentive that is small relative to
the intramarginal tax reduction.’ Thus an individual earning $10,000 and saving

$900 might increase his saving by $100 to the $1000 maximum alloved by a 10 per-
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cent ceiling but would receive a tax reduction on the entire $1000 amount. With

even a 20 percent marginal tax rate, the tax cost would be double the induced
saving. We shall investigate the potential importance of the prodblem by examin-
ing the current distribution of saving relative to vage and salary income and
the potential savings and revenue effects if individuals respond in different
vays fo the change in tax rules.

The third problem is that individuals may not be very responsive to
tiie change in the net rate of return implied by the saving deduction. Because
ve are uncertain about the likely response, we shall present results for several
different behavioral assumptions. At one extreme, ve assume no behavioral
response. At the other, ve assume that all individuals take maximum advantage of
the potential deduction. We also investigate a response described in terms of
the elasticity o; ;;;rent consumption with respect to the marginal rate of
transformation between current and future consumption.

Before looking ai the specific results, four notes of caution are
appropriate. First, our analysis is only a partial equilibrium one. We assume
that interest rates and other factor incomes remain unchanged. Second, the only
behav.iora). response that ve consi‘der is saving. Since a higher net rate of
return improves the trade-off between current work and future consumption, some
individuals may respond by working more. Their saving would incref;se even if
their saving rate remained unchanged. Of course, for some individuals the
income effect would dominate and work effort would he decreased.2l We ignore
any such change in work effort and labor income. Third, ve do not adopt an

explicit life cycle framework for our analysis. This implies that we do not
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take age explicitly into account in calculating the response to tax rules?2 and

that wve do not deal separately with the increased saving of the saving cohorts

and their subscquent increased dissaving. Analyzing the complex dynanmics of

explicit intertemporal optimization would require ruch detter data than
currently exist. Moreover, there is no agreement on thc extent to which indivi-
dual saving does correspond to such rational life-cycle optimization. Finally,
we consider only limited tax consequences; in particular, we ignore the effects

of increased accumulation on corporate tax revenue.

2.1 Asset Transfers during Transition

We begin our analysis by examining the extent to which individuals
could respond to an expanded IRA program by transferring preexisting assets
into the special saving accounts. The data that we present show that this is a
relatively unimportant problem except perhaps for those with relatively high

incomes.

Table 1 presents the cumulative distribution of gross financial assets
in each income class based on the 1972 Tax Model. Although the tax returns do
not report financial assets as such, the gross financial assets can be
estimated from the reported interest and dividends. For this purpose, we have
used a'uniform dividend yield of three percent for all taxpayers and a uniform
interest rate of 4.5 percent.23 It may be useful to bear in mind that in 1972
per capita disposable personal income was $3837 and by 1980.1t had somewhat more
than doubled {in current prices) to $8010. The population to which this tabula-
tion‘ refers includes all families and unrclated individuals, except those
headed by someone aged 65 or older. Note that among those with incomes under

$10,000 (approximately $20,000 at 1980 level), 79 percent had less than or equal
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Table 1

Cumulative Distribution of Gross Financial Assets

Income Class
(Thousands of Dollars)

Gross Financial

Assets 0-10 10-20 20-30 30+ A1l
$0 69 38 16 6 55
$1000 . 19 Sk 27 10 €6
82600 | 83 63 34 13 12
$5000 89 75 LY 20 80
$10,000 93 8y 62 28 a7
$20,000 | 96 91 (L] 39 92
$40,000 98 . 96 8s Sh 95

Source: 1972 Tax Model. Dividend and interest are capitalized at 0.03 and 0.045
respectively. Individuals over age 65 are cxcluded.
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Table 2

Cumulative Distribution of the Number of Years of Transferable Assets

Income Class
(Thousands of Dollars)

Years of

Transferable 0-10 10-20 20-30 30+ All
Assets

1 19 60 39 27 69
2 82 69 47 31 75
3 84 13 Sk 3k 78
b 85 17 60 36 8o
5 86 8o 6L 38 82
6 87 82 - 68 40 83
T 88 8k 70 41 8s
8 89 85 13 Lh 86
9 90 87 Th 46 87
10 90 88 76 L7 88
11 91 89 79 L9 88
12 91 89 19 50 89
13 91 90 81 52 89
14 91 91 82 53 90
15 91 91 82 sk 90
16 91 92 82 55 90
17 92 92 83 55 91
18 93 93 84 ST 92
19 93 93 85 58 92

Source: 1972 Tax Model.

Cumulative percentage of taxpayers without the indicated number of years
worth of financial assets to finance an IRA equal to 10% of wages, with a
ceiling of $2000, solely from those assets. Individuals over age 65 are
excluded. Dividends and interest are capitalized at .03 and .05 '

respectively.
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to $1000 of gross financial assets. Only 11 percent had as mich as $5000.
Since our concern is with the extent to vhich individuals could use
existing financial assets to contribute to an IRA-tyge plan without dcing any
nev siving, ve have also restated these estimates of gross financial azsets in
terms of the number of years that they could be used to fund the mximum IRA-
type Qontributton for vhich the individual is eligible. For example, vith an
allovable IRA-type contribution equal to 10 percent of income with a maximum of
$2000, an individual earning $15,000 with $7000 of gross financial assets would
have enough to finance somevhat more than 4 years of maximum IRA contridbutions.
Table 2 shows the cumilative distribution of "potential years" for taxpayers
grouped by income class based on IRA's equal to the lesser of $2000 and 10 per-
cent of wage and salary income. These data exclude taxpayers over ag> 65 and
apply the IRA rule to taxpaying units rather than separately to each individual.
Note that lq the class with adjusted gross incomes of less than $10,000, T9 per-
cent did not have enough financial assets to finance even a single year's
maximun IRA contridution. Since this under $10,000 group contained 60 percent
of all taxpayers belov age 65, it is clear that for the great majority of tax-
payers there is little problem of a substantial revenue loss while these indivi-
dualn:finnnce IRA-type contributions out of previously accumulated assets.
Even in the higher income group with 1972 adjusted gross incomes of $10,000 to
$20,000, 60 percent lacked even one year's worth of IRA contributions at the
maximun allowable rate. Only about 15 percent of taxpayers with AGI's below
$10,000 and 20 percent with AGI's betveen $10,000 and $20,000 had enough finan-
cial assets to finance as much as five years' of contritutions.

*



165

=16~

Table 3 presents the aggregate implications of this potential asset
transfer for a saving deduction plan that allows con@ributiods of 10 percent of
income with a $2000 annual maximum. The table shows that the maximum cnutrih;-
tion that individuals could legally deduct totalled $S§.1 billion or slightly
more than $800 per taxpayer. By contrast, the maximum amount that could be
financed by transfers from existing assets in the first ycar was only $26.9
billion. It should be emphasized that this maxirum transfer would occur only if
all taxpayers vére prepared to lose the liquidity of these assets in rrder to
obtain the higher net-of-tax return. {Mote that because of the $2000 ceiling
approximately four-fifths of this deduction accrues to those with incomes below
$20,000 and nearly all of it to those with increases below $30,000.)

The distribution of assets in Tables 1 and 2 implies that this first
year transfer would exhaust much of the available assets of most taxpayers. The
final column of Table 3 confirms the importance of this by tabulating the amount
of preexisting assets that could be transferred in the third year of such a new
tax rule. The total amount of transferable assets is reduced fron $32 billion
to only $17 billion, or less than one-third of the maximum potential
contribution in that year.

In interpreting the revenue losses associated with asset transfers, it
is important to bear in mind that they represent a one-time fixed cost of tran-
sition to a new system. The true economic cost of this revenue loss is not the
revenue loss itself but the much smaller excess burden that would be incurred in
making up this lost revenue or that otherwise could have been avoided if the

lost revenue had instead been used to reduce some other distorting tax. The
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Table 3

Aggregate Effects of Alternative

Savings Deduction Plans

‘AGI Millions of Maximum Contributions from
Class Returns Contridbution Assets

($1000) Year 1 Year 3

($ bvilldon) ($ villion}  ($ dillion)

0-10 k2,2 17.9 S.1 3.1
10-20 22.2 28.6 14,4 8.1
20-30 ba T.2 5.2, 3.6
30+ 1.6 2.4 2.1 1.9
All 70.0 56.1 , 26.9 16.8

Source: 1972 Tax Model

Potential reductions {n taxable income with the introduction of a universal IRA.
The maximum deduction is 10 percent of wages with a ceiling of $2000.
Individuals over age age 65 are excluded,
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corresponding gain is the present value of the perpetual reduction in the excess
dburden caused by the incorrect mix of taxes on capital and labor incomes.
Becaugse this is a cormparison of a one-~time cost with a perpetual gain in a

growing economy, the one-time transition cost is likely to be relatively small.

2.2 Marginal and Intramarginal Saving After the Transition

After the transition periéd, an individual can have a tax deduction
only for net saving that actually adds to individual wealth and the national
capital stock.zu Of course, some of this saving would have been done anyway.
Moreover, for those individuals who would in any case have saved more than the
maximun deductible amount, the deductible saving would be intramarginal and the
tax rule would influence saving only by an income effect. For such individuals,
since some of the tax reduction would be spent, the net effect would be an
increase in consumption. But for those individuals who would otherwise have
saved less than the deductible amount, the new rule would provide a marginal
incentive to save. If hovwever, the saving would have been close to the limit,
the increased saving may be constrained to be less than the tax reduction.

To shed some light on this issue, we have examined the distridbution of
existing saving ratet relative to wage and salary income. For this purpose, we
use the 1972 Consumer Expenditure Survey and define saving as the 'change in
nomingl net financial assets, excluding the appreciation of portfolio assets.'
We use this definition of saving (rather than say the change in net worth)
because this defines the kind of saving for vhich the tax deduction would be

alloved. We then use this information to calculate the amount of intramarginal

saving and other preexisting saving for which taxpayers would receive deductions
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and compare this to the potential increases in saving that might be induced
under different assumptions about the behavioral response of taxpayers. The
effects on tax revenue are als=o calculated.

Table i presents the cumulative distributions of the ratio of net
rinancial saving to wage and salary income for four income classes as vell as
for households as a vhole. It is clear that a 10 percent limit on deductidle
saving would be a binding constraint for only a small fraction of all
hbuseholds. Améng those with income below $10,000, only 1k percent saved 10
percent of their income in the form of financial asset accumulation. The frac-~
tion 1s essentially the same for those vith incomes between $10,000 and $20,000.
Armong those with incomes over $20,000, the $2000 limit on saving deductibility
becomes the constraint instead of the 10 percent limit. This implies that
deductibility would be intramarginal for a larger fraction of these taxpayers.
But the figures for the $20,000 to $30,000 class imply that only about one in
five would othervise be at or above the de&uctibliity 1imit. ’

Another striking feature of Table 4 is the vers high fraction of
households who report no change in their gross financial assets. Some 24 per-
cent of all households indicate some reduction in financial assets during the
year ;nd an additional 37 percent indicate neither saving nor dissaving. Only
39 percent report positive saving. A tax rule allowing deductibility of saving
would provide an unambiguous incentive to save rore to the 60 percent vwith zero
or negative saving since there would be no offsetting Jiicome effect associated
with preexisting saving (Feldstein and Tsiang, 1968).

We have prepared simulationa to compare the effects on saving and tax

revenue of four alternative saving deductions and several different possible
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Table 4

Cumulative Distiribution of the Ratio of

Changes in Net Fijancial Assets to Wage and Salary Income

Ratio of Change
in Financial Assets 0-10 10-20
to Wage and Salary

Income

-0.0%
-0.02
<0

0
0.02
0.04
0.06

Source:

Tabulations exclude households with no wage or salary income

15 16
19 20
23 26
69 5T
76 69
.80 7
83 81
85 84
86 a7
88 88
89 90
90 91
94 96

1972 Consumer Expenditure Survey

Income Class
(Thousands of Dollars)

20-30

14

24
k9
59

74
77
79
86
86
87
94

30+ All
12 15
15 19
20 24
i1 61
sk 70
63 17
67 80
69 83
T2 85
13 87
17 89
78 90
88 95
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behavioral responses. The twvo basic savings deductions are 10 percent of earn-~
ings with a $2000 limit and 15 percent of earnings with a $3000 limit. A more
restricted alternative that reduces the revenue loss vithout changing the sct of
taxpayers for vhom the deduction provides a marginal incentive would limit the
tax deduction to only half of the contridution to the saving plan; i.e., a tax-
'p.yér vith earnings of $15,000 could contribute up to $1500 but would receive a
tax deduction for only $750. The earnings on all the assets in the fund would,
hovever, be uﬁtaxed. The final option presented in this table is designed to
offset the fact that higher income taxpayers already save a larger fraction of
their income than low income taxpayers. For taxpayers with incomes over
$10,000, it restricts the deduction to the excess over a "floor" equal to 5 per-
cent of the earnings over $10,000. For exarmple, a taxpayer with earnings of
420,000 could only deduct savings contributions i{n excess of $500. Such a tax~
payer could contribute an additional $2000 but would receive a deduction only of
$2000 for the $2500 contribution. This would have no adverse 1ncené1ye effect

on anyone wvho would save at least five percent under existing tax rules.
Horeover, even the initial five percent has some incentive effect associated

vith it since the income on all the assets in the fund is untaxed. Indeed, for
IOI; high incone taxpayers for vhom the $2000 celliég is a binding limit, the
ability to contribute an additional five percent of nondeductible earnings may

be an incentive to save.25

For each of the four alternative plans, we have calculated the incrcie

i{n savings and decrease in tax revenue implied by several alternative behavioral

response assunptions. The first assumption, that there is no change in saving,

‘
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provides a reference standard for comparing the tax revenue implications of
alternative behavioral responses. At the opposite extreme would be the assump-
tion that taxpayers increase their saving tc the maximum amount of the allowed
deduction. It seems very unlikely, however, that individuals who currently do
no saving would suddenly switch to this maximum amount. e have therefore exa-
mined two alternatives that are much more conservative. The first assumption is
that only those who currently have positive saving would switch to the maximum,
with no change ip the behavior of nonsavers. The alternative assumptfon is that

taxpayers with positive assets would take the maximum deduction while those with

no assets would not respond at all. A fourth assumption is an arbitrary inter-

mediate response: each taxpayer who has positive saving incrcases his saving
haltway from his actual 1972 level to the maximum amount. For example, a tax-
payer with §15,000 of earnings and $500 of preexisting annual savings would,
with the 10 percent plan, increase his saving to $1000.

The other three behavioral }esponse calculations reflect the assump-
tion that consumer spending responds to the income and substitution effects of a
deduction rule with constant partial price and inconme elasticities. The basic
concept in this calculation is the relative "price” of current consumption in

terus'of foregone future consumption. Consider an individual who decides bet-

ween spending a dollar now or saving it and spending the principal and accumu-

lated interest at the end of T years.26 Let the nominal interest rate be i,
the inflation rate be =, and the individual's marginal tax rate be 6, Under
current law, the individual chooses between spending $1 now and spending
(1+(1-0)1)T dollars in year T. The real value of that T-th year spending 1is
(l*(l~0)1)T/(l+w)T, or, ignoring terms that are of second order, (lf(l-@)i-:)r.

We shall call this rate of t . .sformation Rg. If the individual could instead
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deduct the dollar of saving, by foregoing one dollar of current consumption he
could add 1/{1-6) dollars to his current savings. If the saving accumilates
untaxed, this grows to (1+1)T/(1-0) dollars at the end of T years. The indivi-
dual pays tax on this nomtnal value, although presumably at a lower tax rate
(8'< 8) because he is then retired. The net of tax accumulation is thus (1-6')
(1+41)T/{1-6). 1In real terms this is (again ignoring second order terms)
Ry = (1-8') (1+41-x)T/(1-0).27

Noté~that if 6' = 8, the combination of deductibility and the non-
taxation of the interest on the saving acccount is equivalent to having no
deduction and then allowing the saving to accumilate completely untaxed (i.e.,
wita no tax vhen funds are disbursed from the account). This is equivalent to
consumption tax treatment and removes the distortion in the individual's cholce
beiveen early and late consumption. lowever, the distortion botween leisure and
consumption (both present and future) remains and presumably biases the
individual's decision in favor of leisure. At the alternative extreme in vhich
withdravals from the fund at retirement are untaxed (6* = 0), the individual
chooses betveen one dollar of current consunption and (1+i-w)T/(1-8) dollars of
consumption in year T. This re}resents a more favorable tradeoff beﬁveen
curr?nt and future consumption than a consumption tax and thus distorts consump-
tion in favor of the retirement years. But decause it pernits the individual to
tranasform a dollar of pretax earnings into retirenment consumption at the real
rate of interest, such treatment offsets the bias against working that is
inherent in the consumption tax. Indecd, vith @ = 0 this method is equivalent

to no tax at all as far as the trade-off between current leisure and future con-

sumption is concerned.

For the purpoivc of the sirulations, we approximate the change in con-
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sumption as the sum of a price effect and an income effect:

0

(2.1) dc =2 are+ 2 _ gy
an Y’

where C is consunption, R is the price of current consumption (in terms of

foregone future consumption) and Y is disposable incone. From 2.1 it directly

follows that

(2.2) 4« R ¥, 4R, Y 3
T ¢ W&

= oy _dR 44, dY
R cY'Y

vhere ag and ay are the price and income clasticities. We shall assume that
these partial price and income elasticities are locally constant.

We use this approximation to calculate the level of ~onsumption under
the deduction rule (C1) as'a function of the initial consumption level (Cg), the
tvo related price values (R} and Ro) and the income effect of the tax change
(dY). Por simplicity, we shall describe this in the case vhere the individual
initially has a positive level of saving (Sg > 0) but in which the deduction
1imit 1s never binding (i.e., both Sg and the level of saving under the deduc-
tion rule, S;, are lese than the limit, L). In this case, the relative price
increase caused by the deduction rule is dR/R = (R} - Rg)/Rg. The income effect
depends on the change in income caused by the deduction rule at the initial
level of saving. Recall that under current tax lav the individual vho saves
8g "buys” future conm:p.tion of SgRg. With the deduction rule, this same level
of future consumption can be bought at the lower current cost, RgSp/Ry. ‘The

difference betveen these two is the increase in income at the initial consump-

83-153 0 - 81 — 12
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tion pattern. Thus dY = Sg - SgRg/Ry; = Sg(R; - Rg)/Ry. Substituting these

expressions into equation 2.2 we obtain:

(2.3) €1-Co _ Ry1-Ro so(R1-Ro)
— %R ——— ¢+ oy ————
Co Ro ToR)

It is clear that equation 2.3 is only an approximate measure of the
change in consu&ptlon. We use the linear approximation of equation 2.1 and
evaluate it at the initial values of Rg and Sg. We define consumption to
include all uées of income other than financial saving and taxes; in par-
ticular, wve include mortgage repayments in consumption. lMoreover, we look only
at a single year in isolation. In a full life cycle model, the price effects
would be more complex, the income change would reflect the discounted value of
the price changes in future ycars as well, and the initial level of incone (Yg)
would be replaced by a discounted value of future incomes. (Note however that
if the individual's saving rate remained relatively constant over a nunber of
years, the use of Sg/Yg instead of a ratio of two discounted values would not
change the result appreciably.)

The magnitudes of the income and substitution effects deternine
whether the switch to a deduction rule raises or lowers consumption. The effect
on Qaving can then be calculated from the change in consunmption and the charge
in tax revenue:

(2.4) (S1-Sg) + (Cy-Cq) + (Ty-Tg) =0

vhere Tg is the individual's tax liability under current tax law and T is the
tax liability under the deduction rule. For an individual whose final level of
savings is below the deduction limit, T} - Tg = -6S;, i.e., the individual's tax

l1iability is reduced by the product of his marginal tax rate (®) and his savin;s
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deduction (51)' Note that equation 2.4 implies that even if the incone and
substitution effects on consumption balanc? 8o that consumption remains
unchanged (Cy -~ Cg = 0), saving will increase if the tax liability falls

(S - 59 >014f Ty - Tg < 0). Of course, the income effect could dominate the
price incentive and cause consumption to rise by enough to leave savings lower.
To evaluate this in the current case, we need values of og and ay and the micro-
__economic distridutions of tax rates, savings, and incomes.

Bef&re discussing the values of ag and ay, we may comment briefly on
three special cases where saving is negative, zero or above the limit. If ini-
tial saving is negative (Sgp < 0), there is neither an income effect nor a price
effect. Both consunption and saving remain unchanged. With zero initial
saving, there is a price effect but no income effect; consumption falls and
saving rises. For an individual whose initial saving exceeds the deduction
1imit (Sg > L), there is no price effect (since R} = Rg) and an income effect
giver by L(R) - Rg)/Ry; consumption rises and savings may risc or fall.

Finally, for an individual vhose initial levei of savings is below the ceiling
(Sgp < L) but for vhom equation 2.3 and 2.4 imply that Sy exceeds the ceiling, ve
take savings to be either the fimit or, if it {s greater, the value of savings
iuplﬁed by the income effect alone,

In all of our simulations, wve assume a unit elasticity of consumption
vith respect to disposable income: ay = 1. Since we lack reliable econometric
evidence‘on aR, V¢ perform simulations for a range of values. At one extrene is
the case of ag = 0, i.e., no substitution effect. In this implausible limiting
case, the only response to the tax change is the income effect and therefore an
fncrease in consumption. !ore generally, ag < O and the response of consumption

depends on the relative s*v-ngth of substitution and income effects. Since
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intuition about consumer behavior is in terms of the uncompensated price elasti-
city rather than the pure price effect, we derive sirmlation values of ap fronm
assumptions about the uncompensated response of consunption for a "representative"

taxpayer with disposable income of Yo = $10,000, saviags of Sg = $200 and a

marginal tax rate of & = 0.25. To calculate the values of Rg and Ry, let i
0.10 be the nominal interest rate and ¥ = 0,08 be the rate of inflation. Assume
that the time to retirement consumption is T = 15 years and that in retirement

the individual's marginal tax rate will be half what it is now: 8' = 0.5086.

Then Ro = (1 + (1-8)1 - ¥)T = (1 + .075 - .08)15 = 0.93 and B} = (1-6')
(1+41-%)T/ (1-8) = 0.875 (1.02)15/0.75 = 1.57. Thus Ry/Ry = 1.69.
Consider first the case in which a change in the net rate of return

has no effict on consumption: C; = Cy. Equation 2.3 then implies that

R1-Ro So{Ry1-Rp)
(2:5) OTeR TRt o T Yo
or, wvith ay = 1,
s
12.6) ap = - 0 _10_____
Yo .R1

.

These specific assumptions for ;ur representative taxpayer then imply ag =
-0.0118, Note that although this valuc of og implies that the income and
substitution effects balance and leave consumption unchanged for the
"representative" taxpayer, someone with a lower initial saving rate will have a
smaller income effect and will, therefore, be induced by the deduction rule to
reduce consumption while someone with a higher initial savings rate will be

induced to increase consumption.

We also preésent sirmlations based on the assumption that an increase
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in the net rate of return would cause our representative taxpayer's consumption
to decrease, i.e., that the substitution effect outweighs the income effect.
More specifically, we approximate the consumption response of this type of
"representative" taxpayer to deductibility as a two percent decrecase in consump-

tion. Egquation 2.3 then implies

{(2.7) -0.02 = oy 1.57 - 0.93 4 _0.02(1.57 - 0.93)
0.93 1.57

or ag = =0.04I,

’ The relation between these responses of a "representative" individual
and the aggregate responses that we obteain in the sirulations reflects the
distrivution of initial saving rates and price changes and the effects of the
deductibility ceilings. We should agnin emphasize that these calculations are
not precise estimates but are approximations for a broad range of parameter
values. A more complete analysis would instead derive each individual's con-
sumption response with the help of an explic¢it utility function in a life cycle
context. Realistic life cycle calculations would have to take into account
bequests and inheritances as well as fanily structure, private pension benefits,
Soé%al Security, etc. Liquidity considerations and the possible favorable
mladnderstanding of the deductibility should also be considered. At this tirme,
there is just not enough information to perform such a calculation.

In the similations we calculate two different measures of the effect
of the deduction on tax revenue. The first of these is the short-run effect
that results from the immediate deduction of the savings deposited in the spe-

cial account. This is approximately equal to the product of the individual's
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marginal tax rate and the lesser of savings (Sl) and the ceiling on the

savings deduction. In fact, we use the Tax Model to calculate more precisely
the effect of the savings deduction in a way that takes into account the non-
linearity of the tax schedule and other features of the tax law. Of course, for
taxpayers with negative savings, there is no change in tax revenue.

Because withdrawval of funds from the savings account requires paying
tax, the initial deduction is in part only a postponement of the tax liability.
Indeed, if the éax rate in retirement is equal to the tax rate when working
(8" = ), the initial deduction is fully offset by the subsequent withdrawal
tax. The advantage of the deduction account is then only that the income on the
assets accrues vithout tax. More generally, the long~run reduction in tax reve-
nue reflects both the lower tax rate when funds are withdrawn (6'< 8} and the
exclusion from taxable income of the interest and dividend income on the amount
of savings that would have been done under the old law (since the income on the
induced saving would not otherwise exist).

We calculate the long-run revenue loss by noting first that the ini-
tial level of saving Sp grows under current law to RgSp before it is consumed
while, with the deductions, it grovs to R1Sg. The entire difference, (R1-Ro)50-
is the accumulated value of the lower taxes that the government collects on
Sp and on the resulting interest and dividend income. The present value of that
difference as of the initial date, discounting at the rcal pretax rate of
returns, is (R1-Rg)So/(1+1-%)T. This is the present value of the revenue loss
associated with the initial level of sévings. The additional saving causes an
additional revenue loss to the gxtent that the ta* rate in retirement (8') is

less than the tax rate at the time that the deduction is taken. If S) is less
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than the deduction limit, the initial revenue loss on the induced saving is
8(S3~Sp). The induced saving grows over time to (S1-Sg) (1+i-7)T and yields a
tax revenue of 8'(Sl;So)(l+1—I)T/(1+1—I)T = 8'(S;~5p). The net revenue lous on
the induced saving is thus (6-8'){S;-Sg). The full long-run reduction in
revenue {associated with the single year's saving) thus has a present value of
(Ry-Rg)Sp/(141-7)T + (6-6')(S)-Sp). The simulations modify this forrula in the

appropriate wvay in the cases vhere initial saving is negative or where the limit

lén deductibiliby 15 binding 29 and use the full tax sirmlation calculations
instead of jJust the marginal tax rate.

Table 5 summarizes the results of these simulations. Consider first
the effects of the alternative plans on tax revenue if taxpayers do not adjust
their saving at all. A savings deduction limited by 10 percent of wages and
$2000 would have an immediate revenue cost of $49. The present value of the
full long-run tax effect is slightly larger, $60, implying the exclusion of the
interest and dividends outweighs the recouping of part of the initial deduction.
Increasing the limits by 50 percent (to 15 percent of v;ges and $3000) increases
the inftial cost by proportionally less but increases the long-run deduction by
alrmost 50 percent. This indicates that the primary value to taxpayers of the
high;r limits is in the implied interest and dividend exclusion. Finally, note
that vhile cutting the deduction in half obviously halves the short-run revenue
loss, the long-run revenue cffect is rmch less.

Consider now the cffects of the alternative saving responses to the 10
percent deduction limit. 43 taxpayers wvho alrcady do some saving increase their
saving to take full advantage of the deductions, average saving would rise by

$158. ‘e deduction of this saving would increase the revenue loss by $36, from
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$49 to $85. The pregent value of the long-run revenue loss would also rise, but
by proportionately less since the increase reflects the differences between the
init{al deduction and the present value of the cxtra rcvenue obtained when the
funds are withdrawn. Th» corresponding figures when the response is limited to
those who initially had positive assets or when the size of the response is
halved are similar although obviously somewhat smaller.

The partial price elasticity sssociated with unchanged consumption for
tﬁe representatfve taxpayer (ag = ~0.0118) causes saving to rise by an average
of 358 per taxpayer. The immediate revenue loss associated with this s $47 and
the long-run revenue loss is $57. Thus in this case, the increased personal
saving exceeds the {mmediate reduction in personal tax revenue and is approxima-
tely equal to the long-run tax reduction. If the incentive to postpone consump-
tion does cause s fall in consumption, tﬁe increase in saving exceeds the short-
run and long-run loss of tax revenue.

‘ Since all of these figures are means per taxpayer and there were 70
uillion taxpayers in 1972, these estimates imply that the immediate revenue cost
of a 10 percent deduction plan is a minimum of $3.5 billion (at 1972 levels)
with no saving response. Beyond @hac, each dollar of induced saving reduces
revouu; by only about 20 cents. With consumption unchanged, the revenue loss is
$3.5 billfon and the increased saving is $4 dillion. With consumption reduced by
two percent, the revenue loss is somevhat less than $5 billion and the saving
increase is about $10 billion.

Tables 6 and 7 analyze the effects of a‘lavtngt deduction by income

class. Table 6 accepts the conservative assumption of unchanged consuvmer
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apendipg and examines the impact on saving and taxes of alternative deduction
plans. It is clear that the basic deduction of 10 percent of wages with a $2000
limit induces proportionally more response at each higher level of 1nconc..

Note that switching from a 10 percent, $2000 limit to a 15 percen’., $3000 limit
has virtually no effect except in the highest in:ome aroup.\ Table 7 focuses Just
on the 10 percent, $2000 deduction limit but examines the responses in each
income class associated with different types of behavior. One point worth

aoting is that the effect of different price elasticities on thez amount of
saving is proportionately greater for low income taxpayers than for high income
taxpayers. Note also that, regardless of the price elasticity, there is little
tax reduction below $10,000 and that above $10,000 the tax yeduction rises at

least in proportion to income.

3. Exclusion of Interest and Dividends

Until 1980, an individual taxpayer could excluce the first one hundred
dollars of dividend income from adjusted gross income and therefore from taxable
income. A couple could exclude twice that amount. The law was modified in 1980
to double these exclusions and to extend them from dividends to both dividends
and interest. For snyone with interest and dividend income below the limit, the
exclusion effectively eliminates the tax on such income at the margin and there-
fore has the full neutrality of a consumption tax.

The prinéipal problem with the current exclusion is that the limit may
be too low. For a couple with more than $400 of interest and dividends, the
exclusion is intramarginal and has no effect on the taxati?n of additions to

wealth., With today's interest rates, a couple with as little as $4000 of wealth
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could essily find that the {ncome that results from any additional saving would
be fully taxed, This section considers alternative proposals to raise the limit
on the exclusion. To reduce the cost of such an increase, we also consider two
partial exclusion plans (the first plan excludes 20 percent of all interest and
dividend income while the second plan excludes one half of the first $1000 of
interest and dividend 1ncone)3° and a plan with a floor (individuals with inco-
mes in excess of $10,000 can only exclude interest and div{?end income to the

extent that it exceeds five percent of the income over $10,000 and then only up

to a limit of $1000).
.

From the taxpayers' point of view, the inferest and dividend exclusion ‘
has two advantages over a savings deduction that implies the same real net rate
of return. First, because the interest and dividend exclusion is not restricted
to a separate account, there is no loss of liquidity to cougterbalance the
increase in yield. Second, there are no additional accounting or record keeping
requirements. Both of these features suggest that, all other things equal,
individuals are likely to be more responsive to an exclusion than to a savings
deduction. Against this might be balanced ;he "psychological™ effect of the
savings deductions in focusing att?ntion on an immediate tax reward for saving.
We know of no evidence on the baeis of which this can be evalunted.

The dividend and interest exclusion also has the ;dvantage that there
is no transition problem comparable to the transfer of existing assets that
occurs with a savings deduction. Of course, the interest and dividend exclusion

has an analogous problea since taxes are reduced immediately on the interest and

dividends earned on preex’sting wealth. But this problem does not just apply
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during the transition. Rather, with the interest and dividend exclusion, there
is no real distinction hetween the initial "transition" tax reductions and the
subsequent "steady state' reduction in taxes that result from asscts that would
have existed even without the exclusion. .

The principal issue in judging the potential usefulness of the

interest and dividend exclusion is the amount of additional saving that is

generated per dollar of foregone tax revenue. Of course, there 1is no revenue

loss directly caused by the increased accumulation of wealth induced by the new
tax rule. The interest and dividends that go untaxed would not have existed

othervise and therefore obviously would not have been taxed. All.of the revenue

\
.

loss is due to the exciusion of interest and dividends or wealth that would have
existed in eny case.3l This revenue loss therefore depends on the distribution
of existing interest and dividends, the limit on the exclusion! and the fraction
that 1s excluded if less than a full exclusion. Section 3.1 presents evidence
on this distribution.

In evaluating the likely response to an interest and dividend
exclusion, we give particular attention to those who currently have zero
intercst and dividends. As the data in section 2 on the distribution of gross
finaneial assets implied, this is a very sizeable group. Among taxpayers as a
vhole, 46 percent had no interest and dividends. The concentration of indivi-
duals at zero reflects a kink in the intertemporal budget constraint. Fven in
the absence of taxes, the budget constraint would be kinked at the point of zero
saving, reflecting the fact that the borrowing rate exceeds the rate that indi-

viduals receive on deposits. Since most taxnayers do not itemize their

&

I3
&
A
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deductions, the tax rules leave the borrowing rate unchanged but reduce the net
lending rate even more.32

Because of the kink, individuals with different preferences will have
the same behavior. Because the reason that a particular individual has zero
interest and dividends in equilibrium cannot be determined from the available datn,
the likely effect of a tax change is ambiguous as well. Figure 1 illustrates
this ambiguity in a two-period model of income and consumption. In both parts
of this figure, 'line ABC represents a constant interest rate budget line between
current and future consumption. At point B, the individual neither borrows nor
lends. The tax on interest income shifts the lending segment of the budget
constraint from BC to BE. The higher interest rate on borrowing than on lending
shifts the borroving segment from AB to DB,

In figure 1A, the individual faced with the constant interest rate
budget line ABC would choose to save and therefore to consume at point X. But
with the kinked budget line DBE, the individual chooses point B with no
borroving and lending. In figure 1B, the individual faced with line ABC would
choose to borrow and therefore to consume at point Y. But with the kinked budget
line DBE, this individual alsc chooses point B. The exclusion of interest and
divldénd income would raise the savings segment of the budget line from BE to
BC. 1In figure 1A, this induces the individual to save and shifts the
equilibrium from B to X; in contrast, in figure 1B this has no effect on the
individual's behavior. Because we only observe that the individual is novw at

point B and cannot distinguish between the 1A and 1B situations, the effect of

the tax change is ambiguous.
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Figure 1

The Kinked Intertemporal Budget Constraint
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He'might in principle reduce the uncertainty bty distinguishing be-
tween those irdividuals with zero interest and dividends who also borrow and
those vho do not. The borrowers are in cquilibrium on secgment BD and would not
be influenced by a shift in the lending line from BE to BC. The ambipuity would
therefore pertain orly to those who were truly at point B with no bdorrowing as
vell as no lending. There are two dl}rlculties with this line of reasoning.

The first is a practical one: information on borrowing is only available for
itemizers and is therefore not available for the majority of taxpayers and for
an even larger share of the group without interest and dividends since itemizing
of deductions is relatively uncommon in this group. But even if inrbrnntion on
borroving vere available, there would be a problem since many individuals both
borrov and lend. Since the borrowing is gererally at a higher interest rate
than the lending (typically consumer credit and savings accounts), the observed
behavior reflects considerations of liquidity and convenience and therefore can-
not be reconciled with the simpler analysis of figure 1.

Since the prospective behavior of those who currently have no interest
or dividends is inherently ambhiguous, we present sirmulations based on two alter-
native assumptioné about this group. The first type of similation mkes the
very conservative assumption that all individuals would prefer to be borrowving
and therefore do not change their saving in response to an interest and dividend
exclusion rule. The alternative sets ot simulations assume that all indivi-
duals respond by increasing their wealth to take at least some advantage of the
exclusion; no distinction is made between those who initially have interest and

dividend income and those who do not. This behavior is consistent with figure

83-153 0°=.81 -- 13
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1A (although vith the individual switching from B to a point that may induce
less saving than at X if the exclusion limit is binding). Further information

ubout the simulation method as well as the simulation results will be presented

in section 3.2

3.1 -The Distribution of Interest and Dividend Income

A The current distribution of interest and dividend income determines
the tax revenue effects of various exclusion limits and the extent to which
ch'angea in the l'illlitﬂ can have marginal incentive effects. In considering the
data presented in this section, .11'. is important to bear in mind that the 1980
level of per capita income was approximately double the 1972 level and therefore
that the typical taxpayer in 1980 had approximately twice the amount of finan-
cial assets. Moreover, the level of interest rates and the dividend-price ratio

also doubled between 1972 and 1980. Thus, a taxpayer who had $200 of interest

. and dividends in 1972 probably had about $800 in 1980.

Table 8 presents the cumulative frequency distribution of interest end

dividend income by AGI cless. Note that L6 percent of all taxpayers hacd no

interest and dividend income and that an eadditional 25 percen’ had between $1 and

$200 of such income. Intmduclné.a $200 exclusion would thus provide an increase
in tht; mrglna.l' real net interest rate for 71 peréent of taxpayers vhile giving
a tax reduction with no marginal incentive effect to the remining 29 percent.
Extending the exclusion from $200 to $400 would add an additional T percent to .
the number of taxpayers with a higher real net return and would double the
intruhrgina.l tax saving for the 22 percent of taxpayers with more than $400 of

interest and dividends.
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Table 8

Cumulative Distridutions of Interest and Dividend Income

by Adjusted Cross Income Classes

Interest and Adjusted Gross Income Class
Dividend Income (Thousands of Dollars)
0-10 10-20 - 20-30 30+ All
$ o - 58 37 16 5 46
$ 200 . T0 - bs 18 T
$ koo 82 80 59 26 . 78
$ 800 B 87 173 40 85
$1600 91 93 82 . Sk 90

Data: 1972 Tax Model Data

Rumbers indicate cumulative percentages of taxpayers with less than the indi-
cated amount of interest and dividerd income.
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Since the vast majority of 1972 taxpayers had AGI's below $10,000, the
overall pattern also describes the distribution of interest and dividend income
‘tn that income class. The pattern is also similar among thosc with AiI'a be-
tween $10,000 and $20,000. Only in the very small class of taxpaycrs with
higher incomes {less than 10 percent of 1972 taxpayers had AGI's over $20,000)
did the interest and dividend distribution differ substantially rrom‘this
pattern. For example, among those with AGI's between $20,000 and $30,000 of
income, only hs'percent had less than $200 of interest and dividend income. For
tﬁ;t income class, a $200 exclusion would be intramarginal for 55 percent of
taxpayers.

Table 9 shows that the distribution of interest and dividend income
also differs substantially by age. Hhile.71 percent of all taxpayers had less
than or equal to $200 of interest and'dividends, more than 90 percent of “those
Yess than 29 years old and 80 percent of those aged 30 to 49 fell into this
category. By contrast, only 32 percent of those over age 64 had as little as
$200. These figures indicate that a $200 exclusion in 1972 would have had a
marginal incentive effect for a relatively/large fraction of preretirement tax-
payerf and that, for those older’?han 65, the exclusion would be largely an
lntraﬂarginal rewvard for earlier saving.

3.2 Simulations of Alternative Exclusion Rules

We now present the results of simulations of alternative éxcluaion
rules. These simulations use the Taxsim model for 1972; the baseline simulation
therefore includes a $200 dividend exclusion. For cost reasons, we have

reduced the sample by & one-in-three random selection, yielding a simla-

ttqg—sample of 8881 taxpayers.
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Table 9

Interest and
" Dividend
Income

$ Loo

$ 800

$1600

Data:

1972 Tax Model.

by Age Class

Age Class

22-29 30-49
65 51
91 80
95 87
97 93
98 9l

50-64

34

59

69

78

89

6L+

18

32

39

50

63

all
46
T1
8
85

90

Numbers indicate cumulative percentage of taxpayers with less than the specified
amount of interest and dividend income, by age category.
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The effect of an exclusion rule on tax revinue depends only on the
paraceters of the exclusion rule and not on the taxpayers' behavioral response.
This reflects the fact that no revenue is lost on the induced increase in saving
and the }aaulting increase in interest and dividend income,

] Because the exclusion rules refer to the income earned on the stock of
financial assets and not to annual savings, we simulate the behavioral response
in terms of the estock of financial assets (or "assets” for short)., We estimate
each taxpayer's initial level of assets by assuming that the interest income
reflects an interest rate of 4.5 percent and that the dividend !néome veflects
a8 dividend-price ratio of 3.0 percent. On this basis we estimage an initial
average level of gross financial assets of § 8,230 for each of the 77.5 million
tax returns. |

Table 10 presénts the simulated effects on tax revenue and on assets
of the six exclusion plans: (1) exclusion of the first $200 of interest and
dividend income; (2) exclusfion of the first $400; (3) exclusion of the first
$1000; (4) exclusion of half of the first $1000; (5) exclusion of interest
and dividend income in excess of a floor equal to 5 percent of income over
310,009 subject to a limit of SIOQO; and (6) exclusion of 20 percen; of interest
and dtQidend income without limic. .These simulations are based on all tax-
payers, including those over age 65. The first row shows the effect of each
exclusion rule on the mean ann;al tax liability per taxpayer. Under the
existing law, the mean 1972 tax liability was $1,247. Exclusion of the first
$200 of interest as well as dividends would reduce this by $13 to $1234. This
very emall change in tax revenue reflects the fact that most taxpayers have much

less than $200 of 1ntere§f and dividends. With 77,5 million tax returns, the



Table 10

Simulated Eftfects ot Alternative Dividend and

Interest Excliusions with Ditferent Behaviorst Responses:

Mesn_Changes in Tax Revenues and Assets

$200 Limit $400 Limlt $1000 Limi¢ $1000 Limit; $1000 Limit No Limit
: 50% Exclusion with ¢locor* 20% Exclusion
1. Decresse in Tax Revenue $13 s$21 $37 $19 $30 $34
Increase In Assets . - 1
. * by
.. 2. Maximum Response 33284 sz 319646 319646 $14390 - '
3. Halt-vay Response $1642 $3361 $9823 39823 Tosmes -
4. Maximm Response for
those with Positive $727 $2008 $6861 $6861 . 34639 -
initial Financial
Assets Only
3. Constant elasticity, $98 1219 $3546 $270 $369 $1539
ne\
4
6. Constent elasticity, $191 $429 $1089 $543 $733 $3283
n=2

Source: Simutations bssed on 1972 TaxSim Deta.
\
®The ticor restricts the interest and dividend exclusion to the excess of Interest and dividends over five percent of their
income over $10,000.

g61
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reduction of $13 per return implies a total revenue loss of $1.0 billion.

Increasing the exclusion from $200 to $400 reduces mean tax revenue by
$8 per return, f.e., a doubling of the cxclusion raises the revenue loss by
. about 60 percent. Similarly, raising the exclusion by 150 percent from $400 to
$1000 only raises the revenue loss by about 75 percent or $16 per return,
Limiting the exclusion to 50 percent of the rtret_sxooo cuts the revenue loss 1n'
half; i.e., the totrl revenue loss with this rule is $19 per return or About the
same as for a }ull exclusion of the first $400 of interest and dividends.
Liniting the exclusion to the excess over a floor of 5 percent of income over
$10,000 cuts the revenuc loss from $37 to $30. Finally, the 20 percent
axclusion without limit reduces tax revenue by $34 per return.

Four types of behavioral responses are simulated. The first assumes
that each taxpayer increases his assets enough to take full advantage of the
exclusion. Thus for the $200 exclusion each taxpayer accunulates a total of
$4hL5 of assets since ve asune an interest rate of 4.5 percent. Although the
average initial value of assets is $8.230 th; distribution of thesc assets is
such that most taxpayers have substantially less than $4000; as Table 8
fndicated, Tl percent of taxpay;ra had less than $200 of interest and dividends.
The }1rst number in the second rov of Table 10 indicates that the average
increase in assets if each taxpayer accurmlated enough to take advantage of the
full $éb0 exclusion would be $3,28hL,

The second simulation reduces the full response in an arbitrary way by
assuning that everyone moves half wvay from his existing assets to the full

$4L4S, Thus someone who currently has $3000 of assets increases them by $772.
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This response is of course equivalent to assuming that half of the taxpayers do
not respond at all while half respond fully, or to any other distribution of
individual responses that averages a half-way responce.
The third simulation makes the very conservative assumption that all
' those taxpayers with no dividend and interest incomc in 1972 would not respond
at all to the exclusfon. All other taxpayers increase their assets to take full
‘advantage of the cxclusion. The result, shown in the third row of Table 10, is
an increase in mean assets of $727.33
The final simulation also begins with the conservative assumption that
~ those taxpayers who 1hitially have no assets would continue to have no assets.
Moreover, those with a relatively small initial amount of assets are assumed to
shov a correspondingly small increase in wealth. In particvlar, we assume that

their behavior is governed by a constant elasticity response> of assets to the

relative "costs" of présent and future consumption.

(3.1) R S B
Ao Ro

vhere Ag is the actual assets with the existing law, Al is the assets with the
excluiion, and Ry and Ry are the rates of transformation with the current and
alternative tax rules. With an exclusion but no deduction, Rp = (2+41-%)T ard,
as before, Ry = (14(1-0)i-w)T; for any individual whose interest and dividend
income already exceeds the exclusion, Rp=Rp and there is no change in assets.
We are fully awvare that this is a very réugh model of behavior that does not
capture the life cycle character of the induced change in consumption and that

quite arditrarily assumes that all those who currently have no assets are either
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wopté or would prefer to be net borroveu'even if there vere no tax on interest
income. We nevértheleas {llustrate this constant elasticity asset response by )
simlating vith two alternative values: n=1 and n = 2,31 A unit elasticity
implies, for example, that an individual with a marginal tax rate of 20 percent
and initial assets of $2000 would increase his assets ty $692; an ela.stici—ty of
2 would imply a‘.n.increaae of $1623. The result of these sirulations are shovn
in rovs 5 and 6, With a $200 limit and & unit elasticity of response, the
Avengé increade in assets would be $98; an elasticity of 2 implies a mean asset
increase of $191,

Although the results ;'or the other exclusion linits in Table 10 are
self-explanatory, three comments are worth making, Note first that increasing
the exclusion limit raises the potential asset accumulation by more than a pro-
portionate anouﬁé.even though .the reven\;e effect rises less than propor-
tionately. Becond, the floor reduces the revenue cost of a $1000 linit exclu-
ﬁon by $7 or somevhat l;ess than 20 percent. In contrast, the increase in
assets in every behavioral simulation fell by a greater percentage., Third, the
2b percent exclusion has by far the largest behavioral effect both absolutely
and per dollar of revenue loss.‘-

It is clear from the wide range of possible responses that ve have
tabulated in Tadle 10 that qu‘ unce!:tainty about the effect of a dividend and
interest exclusion is very substantial. The 1980 legislation, {ntroducing a
$400 interest and dividend exclusion, will provide a natural experiment from
vhich ve can hope to learn more ab;mt tﬁe nature of the individual savings

L4
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response. Of course, the evidence on even the first year's experience will not
be available {n usable form until about 1984 and the political process many want
to make declsions about savings incentives before then. It is perhaps

" reassuring therefore that the simulations reported in Table 10 indicate that the
alternatiéE exclusion plans involve quite little revenue loss. Moreover, even
thes; revenue loss figures overstate the net 1m§act of an interest and dividend
exclusion to the extent that the additional capital is {nvested in the corporate

sector and results in increased corporate tax revenue.

4. Conclusion

The public's increased avareness of the lowv rate of personal saving in
the United States and of the high effective tax rate on the income from per-
sonal saving has generated a groving interest in changing the individual income
tax rules to stimlate saving. Although tﬁere are man& specific plans, there
. are twvo principal options: (1) deductions from taxable income for savings depo-
sited in special accounts Qhere interest then accrues untaxed until the funds
are withdravn and (2) the exclusion of interest and dividends from taxable
income. The revenue loss that would result from such deductions or exclusions
can be limited by restrictions on‘the maximum amount of the deductiop or exclu-
sion or by allowing only a partial deduction as exclusion. The problem with
any such ceiling or floor, however, is that it may eliminate marginal incentives
(for those with savings or investment income above the ceiling or well below the
floor) or severely restrict the size of the incentive effect (for those who are
near the ceiling). The des!rﬁhility of any saving plan depends critically on
it; ability to limit the revenue loss without deatroying the marginal

inc;ntivei.
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Analyzing the effects of limts.md floors requires microeconomic data
on saving, financial assets, and interest and dividend 1ncome'. The present
paper uses such data from individual tax returns and from the Consumer
Expenditure Survey to estimate the potential effects of alternative tax rules,
Because the likely response of households to nev tax rules is not known, we pre-
sent simulations for a variety of different behavioral assumptions.

' Although the iavinga deduction and the interest exclusion are fun-
damentally very.eiwnnr. they are likely to have quite different effects during
a rather long period of transition because they treat active savers very dif-
ferently from those who previously saved and are currently dissaving. Moreover,
potential savers may be influenced by the liquidity differences between the two
methods or by the appearance that the immediate .deductlon confers a greater
benefit. Because individuals differ in their situations and perceptions, a
combination of both plans might be more effective in raising saving than an

equal-cost reliance on either plan alone. The paper therefore presents separate

‘ana).ysis for both types of plans.

The evidence that we present is not adequate for choosing the best
conbi;m;ion"or these options or 'c\ven for deciding whether either option should
be chs:nen. We do not have sufficient information about savings behavior to pre-
dict the response of capital accumulation to these plaﬁs. Moreover, the design
of an appropriate tex policy involves not only the savings response but more
general aspects of excess burden and the fair distribution of the tax burden.

But the analyses in this paper are sufficient to demonstrate that some

of the potential problems that have been raised as objections to the savings

proposals are not very serious. First, although some of any savings deduction
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would merely reward saving that would have occurred in any case, even with a
deduction limited to 16 percent of wages and salaries (with a ceiling of $2000)
there would be very few savers for whom the incentive was intramarpginal.
Similarly, at 1972 levels of wealth and interest rates, a $400 exclusion of
interest and dividends would provide a marginal incentive for more than 75 per-
cent of taxp&ve(rs-

The second basic fact that emerges in our study is that the reduction in
t.‘ax revenue caused by an exclusion or deduction plan would be relatively modest.
With the exclusion plans, the revenue loss does not depend on the taxpayers'
response to the changed incentive. In ‘1972. a $400 interest and dividend exclu-
sicn vo.u].d' have entailed a revenue loss of only $21 per taxpayer or an
aggregate of less th;n $2 billion. Increases in the $400 1limit involve substan-
tially less than proportionate increases in the revenue loss. The revenue
effect of & savingsl deduction plan does depend on the reaction of savers to the

.nev incentive. Although some preexisting assets would be transferred into the

special 'accounts in the years immediately after a savings deduction plan vas
introduced, the potential transfer amounts and associated revenue loss are rela- .
tively small for the vast mJority.' of taxpayers. After the transition period,

ir the:re wvere no increase in saving, a deduction limited to 10 percent of wage
income (vith a ceiling of $2000) would entail a revenue loss at 1972 levels of
only $4 billion.33 Any actual increase in saving that is induced by'the deduc~

tion would then substantially exceed the associated loss of tax revenue. 34
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=Footnotes-

# Martin Peldstein is Professor of Fconomics, Harvard University and President
of the National Bureau of Pconomic Research. Daniel Feenberg is a Postdoctoral
Research Economist at the NBER. This paper was prcsented at the NBER

Conference on Behavioral Simulation Methods in Tax Policy Analysis on January

26-27, 1981, The vievs expressed here are the authors’ and should not be attri-

‘buted to any arganization.

1 total capital formation depends also on government saving and international
capital flows. Governnment saving has always been small and, in the majority of
years since 1950, has been negative. Feldstein and Horioka (1980) show that
U.S. net international capital flows have averaged less than one percent of

saving -and, for the OECD as a whole, are not responsive to domestic differences

in saving rates.

2 Some would say to "reduce the features that discourage saving.” The dif-
ference depends on vhether one takes "income" or "expenditure” as the

appropriate object of taxation. We need not corment on this issue in the
current paper.
3 see, for example, Auerbach and Kotlikoff (1981), Becker and Fullerton (1980),

Boskin (1978), Bradford (1980), Feldstein (1977, 1978a), Fullerton et. al.

(1979), King {1980), McLure (1980), Summers (1978) and Yon Purstenburg (1980).

L This sentence and the following two sentences. are explained in Feldstein

(1978v).
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5 The proposed changes in the tax treatment of saving are compensated changes

if not reducing the tax on saving would imply that some other tax would be

reduced.

6 We use the expressions "tax on saving" and "tax on the income from saving"
interchangeably.

T The inflationary pressure could of course be checked by a tighter monetary
policy, allowing the money rate of interest to rise relative to the Wicksellian
natural rate of'interest during the transition. But such exclusive reliance on
monetary policy in the transition is not without substantial real costs in our

economy with many long-term fixed interest contracts.

8 Tnese ideas about the timing of tax changes are discussed briefly in

FPeldstein (1980) and developed more fully in Auerbach and Kotlikoff

(1981).

9 - The economists who have participated in the development of TAXSIM are Daniel

Feenberg, Martin Feldstein, Daniel Frisch, larry Lindsey, and Harvey Rosen.

10 The Consumer Expenditure Survey contains fewer observations on high income
tuilies, is ‘aggregated into family units rather than taxpayer units and does

‘not contain a precise measure of taxable income.

11 These tvo methods can be equivalent in the sense that they define the same
lifetime budget constraint for &n individual and therefore induce the same
consumption choices. This equivalence is violated to the extent that these are
bequests or' thet the i{ndividual's marginal tax rate varies over time. Moreover,

in practice these proposals would differ for a very long transition period
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because different cohorts of taxpayers are affected differently, e.g., the bene-
fits of deducting saving have little effect on those vho are already retired
vhile an interest and dividend exclusion does; more generally, on' the nonequiva-
lence in the transition generation of consumption taxes (that allow a savings

deduction) and labor income taxes (that exclude capital income) see Feldstein

(1976v).

12 mis proposal has a long and venerable pedigree that is discuased in Kaldor
(1955) and Husgr'tve (1959). 8See also Bradford (1980), Feldstein {1976), Fisher
(1937), Xay and King {1978), The Meade Commission {1978) and the U.S. Treasury

(1977).

13 Inqgividunla with self-employment income are eligible for a similar program.
i
Anyone can contribute up to 15 percent of self-employment income to a Keogh

Plan, vith a maximum of $7500. The contribution is deductible and the income

of the plan is untaxed. Withdravals are taxed as ordimry employment income.

FLINY "participant” in such a pension plan need not have or be accruing any

vested benefits.

15 On the extent of private pension coverage, see President's Commission of .

Private Pensions (1980).

16 -he number of IRA plans indicates that only about 5 percent of those who are

eligidble have actually established an IRA; see Lubick (1980) p.1k.

1T 7Theé Canadian government introduced such a plan in 1972.
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18 As opposed to judging it '1n terms of removing the tax vedge -betveevn the pre-
tax and post-tax rates of returns or of switching the tax base to avoid vhat

some regard as an, unjust double taxation of income that is saved.

19 This would, of course, be offset by a reduction in other consumer spending

caused by the increase (or lack of decrease) in some other tax.

20 Tndividuals might in priciple borrov and use the borrowved funds to finance
their IRA contributions, thus earning tax free interest in the IRA and paying
tax deductible 1;1terest on the borrowed funds. We ignore the possibility of
borroving on the assumption that most individuals have}ittle pp;;ortunity to
borrow without collateral and that the expanded IRA ( like the existing IRA and
Keogh) could not legally be accepted as collateral for a loan. Individuals
might borrovw by enlarging their house mortgage but this would be discouraged by
the necd to hold most of the proceeds of such borroving for several years before

it could be contriduted to the IM.

21 If the change in the saying rule is a compensated change, the income effect
could be ignored. Of course, the alternative tax change might also affect

current work and thus current saving. 5

22 In some calculations, hovever, ve assume that taxpayers over the age of 65

are not eligible to participate.

23 The 1972 mean dividend price ratio for the Standard and Poor's corporate

index of 500 stocks was 2.8) percent. The maximum intcrest rate that could be

paid on time deposits wvas 4,5 percent.

832153 0 « 8] »= 14
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24 Unless the individual borrows to finance these contributions. See footnote

20 for the reasons vhy this is not likely to be a significant problem.

25 Individuals might, of course, seek to circumvent the floor by bunching their

saving into alternate years but this would be worth doing only if the ceiling

i8 not binding.

26 In reality, there would not be single year but a prodabilistic interval

vith probabilities that reflect survival probabilities.

2T 1r only a fraction A of the contribution is deductible but the subsequent
tax is limited to the same fraction of withdrawals, the rate of tranformation
becomes Ry = (1-18') (1+1-w)t/(1-18); vith a binding level of deductibility, the

plan has no effect on marginal saving and therefore R;=Rgp.

28 Recall that for the representative taxpayer the real net rate of return rises
from -0.005 to 0.020; including the deductibility effect implies that the

current opportunity cost of consumption rises from 0.93 to 1.57.
t

- l

29 Tnis measure of revenue loss does not reflect the extra corporate tax reve-

nue that would be collected on the additional capital.

30 pifferent combinations of the "exclusion 1imit" and the “exclusion
fraction" correspond to the same loss of tax revenﬁe but have different
incentive effects. The incentive effect depends on the distribution of existing
wvealth and on the sensitivity of saving to the net return. It would be
interesting to use the information on the distribution of assets and alternative
assumptions about the savings response.to examine the implication of alternative

combinations of the limit and the exclusion fraction.
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31 at first, this seems to be n sharp contrast to the savings deductfon plan
vhere a deduction is given for induced saving as well as for the saving that
would have occurred in any case. But the deduction itself is relevant only to
the extent that the marginal tax rate of the saver exceeds his marginal
tax rate vhen funds are withdrawn. Even vhen this is true, it is not a reason
for preferring one plan over the other without knowing more about the response

of individuals to this aspect since schemes with equal reveue loss could

obviously be designed.

32 In 1972, all interest income was taxable. Although a $200 exclusion applied

to dividend income, most taxpayers did not have any dividend income.

33 This short run revenue loss is based on,the existing saving distribution and
. excludes asset transfers; see section 2.1 for evidence on the modest one-time
revenue cost of allowing deductions for asset transfers. The corresponding long
run revenue loss, which reflects also both the loss of the subsequent tax reve-
nues that would have been collected on the interest and dividends on these
savings and the gain in tax revenue that would eventually be collected when the

funds are withdrawn, would be about $5 billion.

35 Rec;ll that if the revenue loss on this additional saving is measured by the
immediate consequence of the deduction, an extra dollar of saving reduces tax
revenue by only about 20 cents. Thisitax reduction is partially recovered (in‘
a present value sense) to the extent that the individual's tax rate is as high
wvhen the funds are withdrawn. Although no tax is collected on the interest and
dividends earned on the extra capital, this is not a revenue loss since it would
not otherwise have existed. Indeed, the corporate income tax on this addi-

tional capital could more than offset the loss in personal tax revenue.

g . .
MUY AR *-,'x.._ “3 "‘)QQ
.". . M d 4-:. .

t -
e % A, ’i Y Lot M



208

~59-
Bidbliography

Auerbach, Alan and Kotlikoff, Laurence. 1981. HMational Savings, Economic
- Welfare, and the Structure of Taxation. Paper prepared for the Nationa;
Bureau of Economic Research conference on Simulation Methods in Tax Policy
Analysis.
Becker, Charles and Fullerton, Don. 1980. ‘Income tax incentives to promote
saving. National Bureau of Economic Reearch Working Paper No. L487.
ﬁosk;n, Hichaei J. 1978, Taxation, saving, and the rate of interest. Journal

of Political Economy. 86: §3-S27.

Bradford, David F. 1980. The economics of tax policy toward savings. In Von

Furstenburg, George, ed., The governnent and capital formation. Volume II in ihe

series on capital investment and saving. Cambridge: American Council of

Life Insurance.

. 1980. The Case for a personal consumption tax. In Pechman,
’

Joseph ed., What should be taxed: Income or Expenditure{ T5-113.
)

Washington: Brookings Institution. ‘{
|

Feldstein, Martin. 1970. Inflation, specification bias i é‘t“e impact of

, interest rates. Journal of Political Economy. 78: 1325-39.

« 1976. Compensation in tax reform. National Tax Journal.

XXIX: 2: 123-130.
. 1977. Does the United States Save Too Little? American

Fconomic Review. 67: 1: 116-121,

BEST COPY AVAILABLE



209

-60-

¢« 1978 a. The welfare cost of capital income taxation.

Journal of Political Economy. 86; 2: 829-S51.

+» 1978 b. The rate of returh, taxation and personal savings.

Economic Journal, ‘88: 482-87.

. 1980. Tax incentive without deficits. Wall Street Journal.

July 25, 1980.
‘s 1981. Saving and the real net rate of return. Forthcoming.

Cambridge: National Bureau of Economic Research.
Feldstein, Martin and Horioka, Charles. 1980. Domestic Savings and

International Capital Flows. Economic Journal. 90:31Lk-329,

and Poterba, James. 1980, State and local taxes and the rate

of return on non-financial corporate capital. W.P. S5S08R., Cambridge:

National Bureau of Economic Research.

and Tsiang, S.C. 1968. The interest rate, taxation and the

personal savings incentive. Quarterly Journal of Economics. 82: 419-3k,

i’isher, I. Income in theory and income taxation in practice. ‘Econometrlca, 5:
1-55.

?ullert:on, Don A., King, John B., éhoven, John B., and Whalley, John. Static
and dynamic resource allocation effects of corporate and personal tax
integration in ﬁhe U.S.: A general equilibrium approach. W.P. 337.
Cambridge: National Bureau of Economic Research.

Green, Jerry R. and Shelahinski. Eytan. (1978) Optimal capital-gains taxation
under limited information. Harvard Institute of Economic Research
Discussion Paper No. 60b,

Kaldor, N. 1955. An Expenditure Tax. London: Allen and Unuin;




-

210

~61~
]

Kay, J.A. and King, Mervyn A. 1978. The British Tax System. Oxford: Oxford

University Press.
King, Mervyn. 1980. Savings and taxation. ,W.P. L28. Cambridge: The National
Bureau of Economic Research.

Lubick, Donald

AY
Mclure, Charles E., Jr. 1980. Taxes, saving, and welfare: Theory.and evidence.

W.P. 50k, '.Cambrldge: National Bureau of Economic Research.

Meade Comittee-‘ 1978. The Structure and Reform of Direct Taxation. London:

\

Allen and Unwin.
Mirrlees, J.A. 1976. Optimal tax theory: A synthesis. Journal of Public

Economics. 6:327-358.

Musgrave, Richard A. 1959. The Theory of Public Finance. Newv York:

McGraw-Hill

President's Commission on Private Pensions. 1989. An Interim Report of the

President's Commission on Private Pensions. Washington D.C.: Government

] Printing Office. .
Summers, .Lavrence H. 1978. Tax policy in a life cycle.mode].. Ww.P. 302,
. Cambridge: National Bureau of Economic Research. \
U,8. Department o-f the Treasury. 197?. . Blueprints for basic tax reform.

Washington: U.S. Government Printing Office,

- von Furstenberg, George M. 1980. The government and capital formation.

Cambridge: Ballinger.



Rugber

627

628

629

630

631
632

633

634

635

636
6317

638

639

640

641

642

211

SOME RECENT NBER WORKING PAPERS

Author

Laurence Kotlikoff and

Lavrence H. Summers

Paul Strebel and
Shabtai Donnenfeld

Michael R. Darby
Bennett T. McCallum

Fischer Black
Joseph E. Stiglite

Rarry J. Holzer
Janpes L. Medoff and

Katharine G. Abraham

Robert P, Flood and
Peter M. Garber

Robert J. Barro

David F. Bradford

Edward J. Kane

Edvard J. Kane
Edward J. Kane
Robert E. Lipsey and

Birgitta Swedenborg

Alan L. Gustman and
Thomas L. Steinmeier

]

Title Date
The Adequacy of Savings 2/81

Trade Policy and Import Competition under 2/81
Fluctuating Prices

The Real Price of Oil and the 1970s 2/81
World Inflation

Monetarist Principles and the Money Stock 2/81
Crowth Rule

When is a Positive Income Tax Optimal? 2/81

Self-Selection and Pareto Efficient 2/81
Taxation

The Impact of Unions on the Labor Market 2/81
for White and Minority Youth

Involuntary Terminations under Explicit 2/81
and Implicit Employment Contracts

Process Consistency and Monetary Reform: 2/81
Further Evidence and Implications

On the Predictability of Tax-Rate Changes 2/81

Issues in the Design of Saving and 2/81
Investment Incentives

Accelerating Inflation, Technological 3/81
Innovation, and the Decreasing Effective-
ness of Banking Regulation

Nested Tests of Alternative Term- 3/81
Structure Theories

Reregulation, Savings and lLoan Diversifi- 3/81
cation and the Flov of Housing Finance

Foreign Takeovers of Swedish Firms 3/81

The Relation Between Vocational Training 3/81
in High School and Economic Outcomes



Nunber

643

6Ll

645

" 646

647

648

649

650

651

652

653

654
655

656
657

Author

Pentti J. K. Kouri

Pentti J. K. Kouri

Benjamin M. Friedman

Thomas E. MaCurdy

Jolm H. Makin

John H. Makin

Patrick J. Hess
Charles Freedmen

Paul Krugman

Herschel Grossman and
John Boschen

Herschel Grossman

Jeremy I. Bulow |

Bugene M. Lewit, Douglas
Coate and Michael Grossman

Daniel S. Hamermesh

Harvey S. Rosen

212

Title

The Effect of Risk on Interest Rates:
A Synthesis of the Macroeconomic and
Financial Views

Balance of Payments and the Foreigan
Exchange Market: A Dynamic Partial
Equilibrium Model

The Relative Stability of Money and

Credit "Velocities" in the United States:

Evidence and Some Speculations

Multiple Time Series Models Applied
to Panel Data

Exchange Rate Behavior under Full
Monetary Equilibrium: An Bmpirical
Analysis

International Capital Flows under Full
Monetary Equilibrium: An Empirical
Analysis

Dividend Yields and Stock Returns:
A Test for Tex Effects

Some Theoretical Aspects of Base Control

Consumption Preferences, Asset Demands,

and Distribution Effects in International

Financial Markets

The Federal Minimum Wage, Inflation,
and Employment

Indexation of the Minimum Wage with
Rational Expectations

Early Retirement Pension Benefits

The Effects of Government Regulation
on Teenage Smoking

Minimum Wages and the Demand for Labor
Housing Behavior and the Experimental

Allovance Program: What Have we
Learned?

Date

3/81

3/81

3/81

3/81

3/81

3/81

3/81

3/81

3/81

4781

4/81

4/81

L/81

L/81
4/81



660
661
662
663
664
665
666

667

668

670
6n
672
613

674

Author
Paul Krugman
Hichael D. Hurd and
Michael J. Boskin
Michael Bruno
Irwin Tepper

Steven Shavell

Joon Koo Lee

: John F. O. Bilson

Victor Zarnowitez
William H. Branson and
Louka Katseli

Yoram Weiss and
Reuben Gronau

Reudben Gronau

Charles Brown

1
Stanley Fischer

Frank R. Lichtenberg
Edvard P. lazear

Donald Mullerton and
Roger H. Gordon

Casey Ichniowski

213

Title Date

Real Exchange Rate Adjustment and the L/81
Welfare Effects of 0il Price Decontrol

The Effect of Social Security on L/81
Retirement in the Early 1970's

Raw Materials, Profite, and the L/81
Productivity Slowdown

Taxation and Corporate Pension Policy L/81
Suit and Settlement vs. Trial: A 4/81

Theoretical Analysis under Alternative
Methods for the Allocation of legal Costs

Distributional Implications of Imperfect L4/81
Capital Markets

Profitability and Stability in L/81
International Currency Markets

Business Cycles and Growth: Some L/81
Reflections and Measures

Currency Baskets and Real Effective L/81
Exchange Rates

Expected Interruptions in Labor Force L/81
Participation and Sex Related Differences
in Earnings Growth

Wives' labor Force Participation, Wage  4//81
Differentials and Family Income
Inequality - The Israeli Experience

. The Federal Attack on labor Market 5/81
Discrimination: The Mouse that Roared?
Indexing and Inflation . 5/81
Training, Tenure, and Productivity 5/81

A Competitive Theory of Monopoly Unionism 5/81

A Reexamination of Tax Distortions in 5/81
General Equilibrium Models

Have Angels Done More? The Steel 5/81
Industry Consent Decree



676

617

678
619
680

681

Note:

Author

Jerry Green and
Charles M. Kahn

Allan Drazen, Daniel
8. Hamermesh and Norman
P. Obst

Ray C. Fuir

Joseph E. Stiglitz
Martin Feldstein
Martin Feldstein

Martin Feldstein and
Daniel Feenberg

214

Title Date
Wage - Buployment Contracts: Global 5/81

Results

Quantity and Elasticity Spillovers onto 5/81
the labor Market: Theory and Evidence
on 8luggishness

Estimated Output, Price, Interest Rate Y.

and Exchange Rate Linkages among Countries

Information and Capital Markets 5/81
Has the Rate of Investment Fallen? 5/81
Inflation, Capital Taxation and 5/81

Honetary Policy

Alternative Tax Rules and Personal 5/81
Savings Incentives: Microeconomic Data
and Behavioral Simulations

Copies of the above working papers can be obtained ty sending $1.50
per copy to Working Papers, NBER, 1050 Massachusetts Avenue, Cambridge,
MA 02138. Advance payment is required on orders totaling less than
$10.00. Please make check payable to National Bureau of Economic

Research, Inc.



215

Dr. FeLpsTEIN. The vast majority of people, I think, 75 percent of
households would have exhausted their available assets in just 2
years. After that, in order to take advantage of an IRA they would
have to do new net savings.

While I think I agree that the move from $200 to $400 was not a
very effective one, moving from $400 to $1,000 or $400 to $2,000
would be an effective one, in the sense that again unlike Joe, very
few people have anything like that kind of income.

In 1972, 90 percent of taxpayers had less than $1,600 of interest
and dividends. I suppose now that would be more like 70 percent
who would face a real incentive to save more if the ceilings were
raised to those limits. .

Dr. PEcHMAN. Just one point. The fact that 85 percent of the
people or the families would have an incentive at the margin on
any one of these proposals doesn’t mean they are going to use it
and as a matter of fact, I know the paper that Martin is talking
about and he makes an assumption in his paper that in fact, they
are going to use all of the tax cut for saving rather than consump-
tion.

Dr. FELDSTEIN. Joe, just for the record now, is there any assump-
tion in facts that I just quoted?

Dr. PEcCHMAN. No; but the paper that he referred to concludes
that you can have, you do get a substantial saving effect by these
devices and what I am saying is that the results of that paper are
entirely assumed and not based upon any empirical data.

I just disagree wholeheartedly with Martin’s conclusions on that
point. _—

Senator DURENBERGER. Dr. Brownlee, do you have a comment?

Dr. BROWNLEE. I agree with Martin that the appropriate base for
taxation is consumption rather than income and that steps such as
expanding the IRA convert what is now an income tax into some-
thing which more nearly approximates a consumption tax.

Also, let me talk a bit about numbers. While we don’t know the
exact volume of what we call the elasticity of saving with respect
to its rate of return, we know that it is higher, the higher the rate
of taxation. It is higher for young people than it is for old people.

Joe is atypical on both counts, although his traits tend to, in a
certain sense, offset each other. He is in the high tax bracket and
ought to respond more to reductions in the tax rates than people
who aren’t subject to a high rate of tax, but he is near retirement.
He i}s1 not going on this account to shuffle his asset accounts very
much. A

Senator DURENBERGER. Let me ask you a last first round ques-
tion. This is one that relates to debt as a form of consumption.
Shouldn’t we be talking in all of this about discouraging going into
debt by limiting the interest deduction and do the same principals
apply to mortgage interests as apply to consumer interest? What
would your advice be to us as to what we ought to be doing on that
subject?

Dr. FELDSTEIN. We could create the Tax Code all over again.
There would be a strong reason for not making nonbusiness inter-
est payments deductible or offsetting interest deductions against
interest income and then not allowing deductions for the excess.
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I think the real problem is in dealing with home mortgages.
People have bought houses, the prices of which very much reflect
the deductibility of mortgage interest. If you eliminated that de-
ductibility over night or over 2 or 3 years, a lot of people would
find that they had no equity in their homes at all and indeed were
a lot worse off than that.

Senator DURENBERGER. Any other comments?

Dr. PEcHMAN. I agree with Martin that there should be a limita-
tion on deductions for consumer interest, both home mortgage
interest and consumer installment interest. If you are trying to
increase saving that would be a very effective device.

Dr. FELDSTEIN. You can’t say you agree with me in saying that
though because I didn’t say that. . - ,
Dr. PecHMAN. You said if they were starting all over again.

Dr. FELDSTEIN. You said if——

Dr. PEcamaN. 1 think that a good principal ought to be adopted
even after you had 60 years of income taxation.

The proposal that Marty talked about is a reasonable proposal.
You should in effect expand the investment interest restrictions
now in the law which excludes consumer interest, to include all
interest. That is, a taxpayer should be entitled to deduct the inter-
est he pays against his total property income because that in effect
is an expense of getting property income in many cases, and then
you tax the net.

In order to protect homeowners, you can give a deduction for
property income plus $5,000 of interest or $10,000 of interest and
achieve the objectives you want without hurting the large mass of
taxpayers. ,

I really do think that this ought to be considered along with
many other proposals you are now considering.

- . Senator DURENBERGER. Thank you. I better pass this on to Sena-
tor Packwood.

Senator PAckwoob. Is it a fair statement to say that most Euro-
pean countries, at least our major trading competitors, have higher
consumption taxes and lower capital and income taxes than we do?

Dr. FELDSTEIN. Yes.

Dr. PEcHMAN. Yes.

Dr. BROWNLEE. Yes; but they have the value added tax.

Senator PAckwoop. That is their principal consumption tax.

Dr. BROWNLEE. Yes; that tax is 11 percent and is higher than our -
State, local, and every other consumption tax that we have.

Senator Packwoobp. I have just had the Library of Cor{%ess
finish a study for me and it veri,' definitely concludes that. en
you add their equivalent of socia securitt] and wage income tax to
their consumption tax, they have significantly skewed their inci-
dence of taxation away from capital and higher income and skewed
it toward consumption. :

St};ou;d the United States be moving in that direction as a tax
system?

Dr. BROwNILEE. I don’t think it is appropriate to add the social
security tax and the consumption taxes together.

Senator PaAckwoob. Only as the social security tax is here is a
rtigressive and it pushes it toward a middle or lower income brack-
et.
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If you add the total incidence of taxation and the way the Li-
brary of Congress did the report, it was 10,000, 20,000, 50,000, and
100,000. The total incidence of taxation when you combine their
social security and their consumption taxes is even greater yet
thar just their consumption taxes alone.

Dr. PEcHMAN. There is another sense in which those payroll
taxes are like consumption taxes, while the consumption tax
" exempts savings, the social security payroll-type taxes exempt the
income from savings. That way they are both fundamentally differ-
ent from a general income tax which taxes the income from sav-
ings and labor income at equal rates.

Senator PAckwoob. Now, let’s assume this, we agree——

Dr. PEcHMAN. Senator Packwood, I just want to say that those
international comparisons are very, very hazardous to draw conclu-
sions from.

Senator PAckwoob. I know they are hazardous and the Library
of Congress report is very careful to indicate that but on the other
hand, I have three reports now. One from the New York Stock
Exchange, one from the Organization of Corporation and Develop-
ment, and one from the Library of Congress and they all seem to
generally conclude the same thing. ‘

Our major trading competitors have pushed their tax incidence
toward consumption and away from investment. Not totally, but
more than we have.

The three of you seem to agree that is a direction we should be
moving in. I am not sure if you said that or not.

Dr. PeciMaN. No; I do not agree we should be moving in the
direction of taxing consumption.

Senator PAckwoob. OK.

Dr. PecHMAN. The fact that they do have it doesn’t mean that we
should move in that direction. I think we have a better tax sytem
then they have. I would like to improve the income tax and reduce
the marginal rates. I think all of us would. I agree that we ought to
reduce the top bracket rate. I certainly don’t think we ought to go
to the consumption tax.

Senator PAckwoob. I will drop you out of further answers.

On the assumption that we should be moving in that direction or
at least, and again assuming people respond to incentives at all. If
they don'’t, all this talk about savings incentives and capital gains
incentives are all irrelevant. Most people seem to presume, most
economists seem to presume, there is some cause and effect be-
tween incentives and reaction.

I don’t know what kind of a tax bill we are going to get from the
House, but if we are willing to assume the revenue loss that Kemp-
Roth assumes—here I want to talk about only the individual side,
not the business side, not the corporate side. Is there a better way
to structure that 10-10-10 so that it tilts more toward investment
and savings than does the 10-10-10 within the same revenue loss
and if so, what is that way.

Let’s start with Marty. :

Dr. FELDSTEIN. Well, there are probably a variety of them. Any-
thing that really targets on personal savings and investment
income would do better than the simple 10-10-10.
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Now, bringing the top rate down from 70 to 50 does a good deal

for the people who are affected by that, but that is a small part of
the population. Let’s take that for granted, either as a result of a 3
yeati) ;ﬁ'ogram or something that gets put in sooner as part of a first
tax bill. _
" Beyond that, I think that we ought to pursue or you ought to
pursue a mix of extending IRA’s to everyone probably with a
movement toward higher ceilings than we have now and also an
exclusion of a part of interest and dividend income.

Senator PaAckwoop. Would you exclude it on a first dollar basis
or a certain percent of interest and dividend?

Dr. FeLpsTEIN. I would do a percent of interest and dividend. If
you took 20 percent——

Senator Packwoop. Twenty percent, 30 percent rather than
saying the first $2,000?

.Dr. FELDSTEIN. Right. That avoids the problem that at least for
some people it is a wasted deduction.

Senator Packwoon. I think that is a very valid point. Probably
we did not get the so-called bang for the buck with the hope for
encouragement, but if you were to say one-third or one-quarter of
the first savings interest that is a significant incentive.

Dr. FELDSTEIN. In the variety of trade-offs, if you said 50 percent
of the first $5,000 worth of interest and dividends rather than 30
percent of all of it, I don’t know how that is going to work.

Senator PAckwoop. Yes.

Dr. FeLpsTEIN. We don’t know as economists enough about_the
different behavioral responses of people at different points of the
income distribution to really answer that.

- Senator Packwoob. If you were king, you would tilt that 10-10-
%g 11% ‘?that direction rather than the straight across the board 10-

Dr. FeLpsTEIN. Yes, although I would worry about doing too
much of that. I think these things are relatively low cost in com-
parison to the 10-10-10 program and thereforé, you wouldn’t have
to not do much of that 10-10-10 because I am frankly worried
about the fact that marginal tax rates for people in the 30- to 40-
tercent tax bracket are going to get pushed up 15 percent over the
next couple of years.

Senator Packwoob. I am thinking if we took Joe's idea of putting
off this tax cut, and making it prospective so it doesn’t start until
next January and maybe going 5-5-5 instead of 10-10-10. It gives
you some margin to play with.

Dr. FELDSTEIN. The other thing that I have testified before to this
committee about is the idea of phasing in that kind of saving
exclusion. If people are rational in their thinking you get most of
the advantages of 25-percent exclusion even if you just put 5 per-
cent in the first year, if they know that they are going to get the
rest over a few years.

Senator PAckwoop. Joe?

Dr. PEcHMAN. Just to show you that I am not unsympathetic
completely, I also think that you should cut that top marginal rate
from 70 to 50 percent. The only thing I find wrong with Martin’s
way of putting it is that you should offset the revenue loss. 'This
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can be done very easily by eliminating some inefficient tax subsi-
dies, like industrial development bonds. -

The distributional effect would be sort of neutral. You would get
quite a bit out of that kind of an exchange, without distorting the
distribution of tax burdens.

With respect to how you promote saving by increasing the rate of
return, I agree with Martin. I don’t like it, but I certainly think
the lowest priority is to give a flat amount of exclusion. His idea of
ge percentage cut in the marginal tax rate on propery income is

tter. -

There is one other idea that is kicking around and I hope you
will not entertain it. That is to simply start the progressive rate
schedule over again for property income. I think that is a silly
- proposal.

Senator PAckwoob. I haven’t heard that idea. What does it do? It
starts the progressive rate over?

Dr. PEcumaN. That'’s right. You file two tax returns. One for
your property income and one for earned income. The reason it is
silly is that it would provide a different marginal rate cut on
property income depending on what your earned income is.

I just don’t see why you want to differentiate tax liabilities in
that way. I think the way to do it is to cut marginal rates as Marty
has proposed.

I hope you stay away from the split tax system. Aside from the
fact that it would horribly complicate the tax return and make life
miferable for the Internal Revenue Service, it is also bad tax
policy.

Senator Packwoobp. You shouldn’t put those ideas in our heads.
Until you mentioned it, I hadn’t heard of it.

Dr. PEcHMAN. Well, I just want to be sure that you now know
about it and stay away from it. '

Senator PAckwoob. Chairman Dole.

The CHAIRMAN. I just have a couple of questions. I think most of
the discussion has been on the 10-10-10 and we have 20 members
on this committee so let me inject two other tens. I think there are
about 10 for and 10 against that 10-10-10. There are five tens.

If that is an accurate assessment—it may be off 10 either way—
we need to review other options, though there has been no signal
yet from the White House that there is any flexibility, I think
yesterday Don Regan said we are standing firm. Bill Roth made
the same remark. Bill from Roth-Kemp fame just entered the
room.

We are at least exploring the possibilities for changes in what
the President suggested to leave a little room for other things that
we think might be done.

I guess you are all in agreement on cutting marginal rates. Is
that correct? I missed Dr. Brownlee’s statement.

Dr. PEcHMAN. Yes.

Dr. BROWNLEE. Yes.

The CHAIRMAN. Do you have any advice you would pass on if you
were sitting up here. You would probably have it all worked out if
you were up here, but you are not.
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How would you advise those of us who are searching for some,
maybe not middle ground, but some common ground where we can
sort of get together on a proposal.

Dr. BRowNLEE. What are the things that you want to trade for
the cut in marginal rates?

Senator PAckwoob. I assume that on the business side there is
not too much difference. Maybe some modifications in the 10-5-3
and maybe some would like to more in that area and less on the
individual side.

Let’s just say we took the President’s business recommendations,
that leaves us with a pretty good pile on the individual side.

Dr. BRowNLEE. Well, we have already talked about a percentage
exclusion on investment income or capital income in place of a flat
exclusion. That is, if you have a flat exclusion of $500 then there is
no tax incentive for anything over $500.

g ’é‘hge CHAIRMAN. But, do you just lower it to some other arbitrary

Dr. BROWNLEE. Sure, 8-8-8 or 7-7-7 or some such numbers and
put in these other gimmicks, if you wish to call them that.

The CHAIRMAN. No one here has any gimmicks. There may be
other members who will have.

Dr. BrRowNLEE. Well, you're substituting special treatment or
preferred treatment of capital income taxation for some of the
ggneral tax reduction. I think what I would be willing to agree to
that.

Dr. FELDSTEIN. I think I would emphasize is that if you vote
against 10-10-10 or more accurately a 27-percent reduction spread
over 4 years, it shouldn’t be because you think it is too inflation-
ary. It shouldn’t be because you are worried that there won’t be
additional spending cuts in the outyears.

That 27-percent reduction spread over 4 years is very close to
just an offset for the extra revenue that comes in because of
inflation. No economist knows enough about how the economy is
going to behave in the next few years to say whether it ought to be
25 or 29 percent over those 4 years.

If you don’t have that large a cut in across-the-board rates, it
should be simply because you are going to substitute other kinds of
structural cuts, savings incentives, capital gains reductions for the
across-the-board rate reductions. -

Those savings reductions are, especially if phased in the way we
were talking about a minute ago, relatively low cost so that you
wouldn’t have to depart very much from the President’s package in
order to add those things to your agenda.

The CHAIRMAN. So, you are not worried about the $54 billion
number. That is the size I think that somebody mentioned in a $3
trillion economy, $10 billion in either way is not that significant.

Dr. FELpsTEIN. That was my language.

The CHAIRMAN. That was your statement.

Dr. FELDSTEIN. Probably several other people’s language as well.

The CHAIRMAN. But, there has been some concern expressed, I
think, by some on this committee that thought it was $10 billion
too much or $12 billion or $14 billion.

v
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Dr. FeELDpSTEIN. They have blgger magnifying glasses than any
know now to buy. They just can’t see the economy in that kind of
detail to really know.

The CHAIRMAN. Joe.

Dr. PEcHMAN. Well, actually it is not a detail. Ten billion dollars
additional borrowing by the Federal Government has an effect on
the capital markets. The fact that we are running a $60 to $65
billion deficit rather than the original estimate of $40 to $50 billion
explains the high interest rates that we now have.

I would not say that $10 billion difference doesn’t matter. It does
matter.

With respect to your question about other tax changes—you
called them gimmicks, I would say devices other than rate cuts—
the Senate Finance Committee bill had a large number of devices
other than rate cuts in it. I think you should consider revisions
other than rate cuts.

We have already mentioned the reduction in the top bracket
rates. I would like to offset that by some revenue gains, but that
should have high priority.

I think that, when you are cutting income taxes over a period of
years, you ought to also, as you did in your bill last year, modify
the personal exemptions and the standard deduction.

There has been a 25-percent increase in prices since you last
adjusted the personal exemptions and standard deduction. I think
it would be unwise as well as inequitable to cut taxes without
adjusting the exemptions and deductions.

I think you should do something about the marital penalty and
again I don’t think you ought to waste your scarce resources for
1981. If you did it for 1982 and later years, that would be quite
satisfactory,

Beyond that, I don’t think it is essential immediately to reduce
the tax rate on saving. I would use the rest for rate cuts. As I
indicated earlier, I have my doubts that you can reduce expendi-
tures enough over the next 3 years to warrant as much as a total
cut of 30 percent.

Now, Martin says that he wants to get that tax rate down by 30
percent. I would like to do that, too. Otherwise, the real tax rate
will increase. There is no question about it. However, you should
not pursue a fiscal policy that maintains a large deficit over the
period of years.

Dr. FeLpsTEIN. If we do have the kind of slack that seems to be
inherent in the current budget and in the current monetary policy,
then a few years from now interest rates will be down. If interest
aaggs come down, the deficit goes away. It is an-interest rate

eficit.

The CHAIRMAN. Just one other question. We had some discussion
gesterday about the role of the Federal Reserve in stock and the

ond market, whether it was a judgment on Federal Reserve poli-
cies or on the administration’s economic policies. Maybe it is nei-
ther. Do you have any comment on that?

Dr. BRowNLEE. Well, it could be both. There are some people in
the financial markets who don’t trust the Federal Reserve, but I
think there are others who don’t distinguish between non-interest-
bearing debt and interest-bearing debt.

83-153 0 - 81 -~ 15
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For those people who don't distinguish between the two types of
debt, it is the size of the deficit and not the way in which it is
financed which counts. For those who do distinguish, they may not
trust the Federal Reserve. It is Federal Reserve policy for them
that counts and I think it is both of these things that are being
reflected in the financial markets now.

Dr. FELDSTEIN. People have been saying for months the market
will “correct.” The market bounces up and down 4 or 5 percent of
its value all the time. That is what it is doing. I don’t think one
should read a lot into the fact that the Dow Jones has dropped 45
or 50 points.

Dr. PEcHMAN. You ought to read a lot, however, but in the fact
that no business enterprise can, under present conditions, borrow
money on a long-term basis at less than a 15 or 16 percent interest
rate and that Government bonds are now selling at interest rates
which are the absolute peak in U.S. history, including the Civil
War interest rates.

I want to agree partially with what Professor Brownlee said
about what the capital markets are telling us. They are not criticiz-
ing the Fed. I think they are taking the Fed very seriously and
what they are doing is saying they don’t like our fiscal policy.

Wall Street is very, very sharp with its pencils. They know that
the current deficit, the deficit in fiscal year 1981, is above $60
billion and they know that the Federal Government has to come to
the market to finance that and that competes with other funds and
raises interest rates. .

They also know that the Fed does not intend to cooperate in
creating more money to let that happen. So, what they are saying
is that, until the Congress and the administration get hold of the
Federal budget, they are skeptical about the ability of the Reagan
administration to keep the economy going at the rate they project.

Dr. FeLpsTEIN. I think in part they are misreading the nature of
the budget. They are hearing the critics who say it is very infla-
tionary and they are beginning to believe it.

I think if they understood, more correctly, that the cut that is
being promised, that is being touted by the administration as the
great miracle worker on the supply side, that that tax cut was not
a tax at all and that the only thing that is really being cut on a net
basis is Government spending over the next couple of years, the
bond markets would be behaving differently.

But, in fact, they are hearing about a tax cut and being told that
is going to do SU£ply side wonders. They don’t believe the supply
side story. They haven’t caught on that there isn't a tax cut and
zbe combination is to engender these kinds of inflationary expecta-

ions.

The CHAIRMAN. Thank you. Senator Long. .

Senator LonG. I believe that you gave the answer to Senator
Dole’s question. As I understand it, Senator Dole wanted to know if
you had the power to amend the bill with reasonable prospect that
your suggestion would become a part of the law, would you make
ani change? If so, what would it be? Now, that is what I would like
to know, Dr. Feldstein. What would your reaction be?

Dr. FELDSTEIN. Let me try another way of putting it. One thing
would be to recognize that what has already happened is this
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year, 30-percent cut has become a 4 year, 30-percent cut. So, let’s
make it a 5 year, 30-percent cut. Let's pass it as a 5 year, 30-
percent cut and that opens up a modest amount of revenue that
can be used for other things.

I would use that additional revenue for savings incentive and for
further action on the capital gains front. That way, there wouldn’t
be the issue of whether the President received his 30-percent cut.
There wouldn’t be the philosophical question about whether it was
a multiyear cut or not. It would be both of those. The magic 30
percent could still remain there, 6 percent a year for 5 years, but
that would then give you significant room for phasing in——

Senator Long. Would you be a little more specific as to what you
would have? ¥

Dr. FeLpsTEIN. I would have a savings and deduction, extension
of IRA’s to people who are covered by employer plans and I would
have an exclusion of part of the interest and dividend income, say
25 percent phased in over a number of years. Five percent in 1982,
10-percent exclusion in 1983 and so on.

Senator LoNGg. Other witnesses have indicated they thought we
ought to stop the discrimination against investment income which
means a 50-percent top rate and some have suggested that we
ought to do something about capital gains. Would you do some-
thing about those two, also? -

Dr. FELDSTEIN.-Yes, well, I said to Senator Dole before I took it
for granted in answering his question and therefore yours that the
top rate was going to come down from 70 to 50. It was only a
question of when and I said in my prepared remarks, it costs so
little, probably nothing, to bring it down immediately from 70 to 50
because of the unsheltering in the wide sense that would occur,
that that ought to be done right away.

Senator LoNG. Now, another point has been——

Dr. FeLDSTEIN. On the capital gains if I can come back to that
and that is a subject that we have discussed before, I think the
current capital gains tax has become an economic nonsense.

Last year accrued nominal capital gains in the American econo-
my were about $1,000 billion. Taxable capital gains were probably
about $50 billion, 5 percent of it, so it is silly.

Some people just happen to have realized capital gains. When
they do, they get taxed, but 95 percent of capital gains don’t get
taxed. It seems to me we ought to remove the other 5 percent.

Senator LoNG. In other words, it is like a businessman told me. I
am not sure I made reference to it here. We are talking about
getting the top capital gains rate down to 15 percent. This man has
hundreds of millions of dollars worth of assets and he said here is
one investment I have. I was just planning to trade it for some-
thing. I can do that without paying a tax.

If you would get the rate down to 15 percent, I might decide to
sell it and let you fellows have some tax money, but otherwise I
will trade it and eventually put the assets I received in the trade
into a foundation at some point when I died, if not sooner.

We would not make any money out of any of that, but if you had
it at a rate that was, from his point more reasonable, you would
make some money from that taxpayer.

[

‘
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I have been thinking about this. I want your reaction to it. If we
were still on the gold standard, we wouldn’t be paying such high
interest rates because you had a commiiment to pay in gold—
available currency.

Of course, the same would be true if you were going to pay off in
5918)0 dollars. That is what would be called indexing the national

ebt.

Now, if one were thinking in those terms, that we were going to
pay off in the same value that we borrowed, the interest rates
would be much lower. It looks to me as if that were the case we
wouldn’t be running a deficit. We would be running a surplus
issue. Is that correct?

Dr. FeLpsTEIN. That is correct.

Senator Long. In other words, basically——

Dr. FELuSTEIN. It is, as I said before, an interest payment deficit.
If you were paying real interest rates, there would be no deficit.

nator LoNG. The reason we are showing this big deficit is
because of our single entry bookkeeping system. The value of the
national debt goes down, by the same amount as inflation moves
the dollars up and if one were on the gold standard or if you were
thinking in terms of paying off in constant dollars, right now this
would be a surplus budget.

I am not saying that is a dangerous thing. I was a little boy
when we went off the gold standard. All I am saying is that
thinking in terms of constant dollars, we are not running at deficit
right now. Is that right, Mr. Pechman?

Dr. BrRowNLEE. The thing I think we are forgetting is that this
bond that would mature at a $1,000 is ﬁomg to mature at $2,000.
You are going to be paying back mor in principal and less in
interest. But, some of the payments, if we have correctly anticipat-
ed the mﬂatlon, would be the same whether you indexed or not.

It seems to me the function of indexing is to take some of the
uncertainty out of the picture. We are not able to predict accurate-
ly what the rate of inflation is and therefore, do quite a few things
to hedge against the varying rates.

Although it is because interest payments are a separate account
zinfthe budget, that Martin is able to call this an interest rate

eficit.

Senator LonG. What is your reaction, Dr. Pechman?

Dr. PEcHMAN. I agree with Os. It is true that if you recast the
budget in real terms that you would get a different balance be-
tween receipts and expenditures.

Even if it turned out to be a surplus, fiscal policy should be
judged on the basis of the aggregate of what is happening to the
economy. We are suffering right now from too little investment
and savings and too much consumption

If the present balance between receipts and expenditures permits
that, we ought to cut <own on consumption. That is what we have
been talking about and that is why I suggested that you ought to
take it easy before you st :rt on a tax cutting spree.

Let’s get the budget dciicit down or reach the surplus and then
see whether there is enough savings in the economy to provide the
investment that is needed.

BEST COPY AVAILABLE
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Senator LoNG. Well, Dr. Feldstein has another statement to
make, but I just want to get to thinking on this problem.

Dr. FeLpsTEIN. I think there is no question that we do want to
have more savings, but 1 think you are absolutely right about the
fact that we keep our accounts in an old fashioned way and it is
only because of that that it looks like we are running a deficit.

As you probably know, the Federal Accounting Standards Board
has now required all large private firms to report what they call a
gain on monetary liabilities. That is to say, that they in part of the
annual report to their shareholders have to report the reduction in
the real value of their debt as an add on.

Well, if we did that for the U.S. Government, we would have
about $1,000 billion worth of debt. We had 9%z-percent inflation
last year. We would add $95 billion on as a correction term if we
followed the FASB rules for the Federal Government and low and
behold, our deficit would be a surplus.

Senator LoNG. I am not here proposing some crazy idea. All I
talking about is this. If you go down and talk to your banker and
you say that you want to borrow some money, $1 million. He would
say how much money did you make last year?

I don’t know about other businesses, but I know if you are in the
oil and gas business I know a little about that. If you are in that
business, you would say, well, according to my tax return I made
this. But, let me show you what I would have made. I drilled some
wells last year and some of them were good and while I am
deducting my intangible drilling cost I am allowed front end write-
off on the intangible costs.

While I am deducting all that, I am not putting down here what
the well is going to make next year or what it is worth right now.
So, it is somewhat like that story about the father who came home
and said son, let’s see how much you have learned about business.
How much is 2 plus 2 and the son said it all depends. Are we
buying or are we selling.

I just think we ought to look at both sides, that is all.

Senator DURENBERGER. Senator Danforth.

Senator DANFORTH. This is a politically impossible notion, but I
would like your judgment as to the economic consequences of what
we are doing.

Let’s suppose we take exactly the same amount of money the
first year of this bill and instead of passing it what the administra-
tion wants, we do the following. We abolish the capital gains tax.
We abolish all taxes on interest and all taxes on dividends.

Last year, 1981, the revenues from capital gains taxes and taxes
on interest and dividends was about $51 billion. So the static reve-
nue loss would be about that. What would be the economic conse-
quences of having no capital gains taxes and no taxes on interest
and dividends? What would it do to the economy?

Dr. BROWNLEE. In comparison with what?

Senator DANFCRTH. If you decide we are not going to have this
bill, It is a wonderful idea, but instead of that, there is another
idea. We are going to repeal taxes on capital gains and on interest
and dividends so interest income and dividend income would be
totally untaxed.
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Dr. PEciMAN. Well, as you pointed out, it is politically impossi-
ble and I would oppose it strongly for many reasons. I think you
would have more saving and investment than you would have
under Kemp-Roth.

Senator DanrorTH. The savings and loans would be back in
business. The housing industry would be moving. The automobile
?iales would be booming. Isn’t that right? Interest rates would be

own.

Dr. FELDSTEIN. I am not sure about those things. I mean the
savings and loans wouldn’t benefit nearly that much from this. The
housing would look less attractive relative to other kinds of invest-
ments that pay off in currently taxable dollars that would benefit
from your alternative proposal, so housing might down go. The
stock market and real investment and real savings would undoubt-
edlss; g0 up.

nator DANFORTH. Would it be, in your opinion, an improve-
ment over the President’s proposal or not?

Dr. FELDSTEIN. Putting distributional considerations aside, I still
would worry about the higher marginal tax rates on unearned
income that would result if one put all of that into interest and
dividend reduction.

I really haven’t thought about it enough to give a good answer.

Senator DANFORTH. I would imagine that you could have—on the
income tax itself—instead of having an across-the-board rate cut
you could have a basic income tax for earned income. The cut
would be skewed very much toward people who are in the lower
middle range.

It would be much less of a cut for the people in the higher range.
You could even do it by increasing, say, the exemptions and also
cut the rates. Then a very low tax on dividends.and interest.

Dr. PecumaN. Well, I can’t put distributional considerations
aside. I think that it would be undesirable to move that way.

I don’t think it would increase the confidence of the American
people in the tax system to have such an inequitable tax cut. I
would much prefer—even though I would not get as much of a
bang on saving and investment—I would much prefer to move in
the direction of modifying the rates and increasing the personal
exemption standard deduction. .

Dr. FELDSTEIN. Of course, as your number brings out that $50
billion revenue loss, most capital income doesn’t get taxed in this
country now.

People do their savings through pensions. They do their savings
through accruing capital gains and a variety of other ways. So,
what we have is a system that doesn’t tax most capital income, but -
at the margin puts very high tax rates on it and that is the great
pity with the system now.

The amount of “injustice’” that Joe worries about of eliminating
the marginal taxes when we have already eliminated the intramar-
ginal taxes to such a great extent, is much smaller than would
appear.

e don’t tax most capital income. We don’t tax most, as I indi-
cated before, most capital gains so the inequities associated with
reducing at the margin what we have already eliminated intramar-
ginally are not nearly so great.
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I would emphasize that you can get a lot of advantages by
phasing in that kind of an exclusion rather than doing it all at
once. If I know that my interest and dividend income is going to be
taxed at much lower rates 10 years from now, that is incentive for
me to save today.

Senator DaANFORTH. What would happen if we did it dispropor-
tionately in favor of interest as opposed to dividends?

One of the points that has been made about the Japanese is that
much of their finance is debt rather than equity financing and
therefore, they are able to take a longer view. They don’t have to
show the vast appreciation of their assets.

Would that be desirable?

Dr. BROWNLEE. We already have the corporation income tax
which gives an incentive for this variety of financing and I don’t
think that we should go further in this direction. A corporation
income tax is a tax on equity and capital income in corporations
and induces more debt financing than would otherwise take place.

If I understand you correctly, you are proposing to reduce inter-
est taxes, not at the corporate level but at the personal level.

Reducing interest income taxes further relative to taxes on divi-
dend income would seem to me to skew even further our prefer-
ence for debt financing. ‘

Senator DANFORTH. That would be the purpose of it.

Dr. BRowNLEE. I think that more equity financing and less debt
financing would be desirable.

Dr. PEcHMAN. I agree with Professor Brownlee that to skew it in
the direction of more debt financing would go counter to it. I think
that most corporate finance experts would say there is too little
equity in the system and too much debt.

Senator DANFORTH. Let me say just parenthetically, I am not
proposing this.

I think the point I want to make is simply that if the interest—if
the consideration we have is for encouraging savings and encourag-
ing investments, there may be other things that we could do other
than the 10-10-10. Some very dramatic things for practically the
same amount of revenue.

Dr. BRowNLEE. If that were the only thing that you were inter-
ested in, yes. We have already said the most dramatic thing that
could be done would be switch to consumption taxation.

Senator DANFORTH. That is what this would be. It would be a
consumption tax.

Dr. BrRowNLEE. Not quite. It is not quite a consumption tax
because under a consumption tax you would be taxing consumption
out of withdrawals of assets, cashing in of assets. Whereas, u' ler
this kind of tax you would be simply taxing earned income and you
would not be taxing consumption unearned income.

_T}}ere is the difference between the two, but they are quite
similar.

Dr. FELDSTEIN. There is essentially only a difference because of
the progressivity of the tax structure and the issue therefore, that
the year in which you pay the tax may matter if you're in different
brackets. Otherwise, a tax on wage and salary income is equivalent
to one on consumption.
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Senator RoTH [presiding]. Dr. Feldstein and gentlemen, I would
regret that I missed your testimony, but unfortunately I had an
amendment on the floor.

If I understand, Dr. Feldstein, what you are saying is that and I
agree, that the individual tax cuts of course is no real tax cut in
the current situation.

I think the President tried to make that clear to the American
people in his address 2 weeks ago to Congress.

I think I also understand your saying that if you look at the
increase in Federal revenue over the next 5 years if there is room
to do something more that it would not be inflationary as the
critics are claiming. .

Am I correct to that extent?

Dr. FELDSTEIN. Yes.

Senator Rorx. Isn't it a fact that Federal revenues are roughly
going to jump from $500 billion to $1 trillion in 1985?

Dr. FELDSTEIN. I don’t know the number offhand. Senator Roth.
Those are figures that have been cited by CBO so this is a very
substantial increase in revenue for the Federal Government.

Would you agree that it is important that not only what the
President is talking about, but that we even go further in these
years ahead in trying to take the tax drag off the American econo-
my. .

In other words——

Dr. FELDSTEIN. Yes, I would. I think that the tax cut that is being
discussed is just a give back of the extra revenue that is likely to
come in and that it therefore isn’t going to have any of the supply-
side advantages that are being touted.

Primarily, except for some of the reductions in high marginal
rates, it is a wash with respect to marginal tax rates and that only
by continuing to reduce Government spending as a share of income
can you actually reduce tax rates below their 1980 levels and move
them back to w{ere they were in the 1970’s.

Senator RotH. So, that if you are really going to have the supply-
side effects that some of us think is essential for a growth economy,
y%u :gally need a larger package than that which is now being
offered.

I recall back in the Joint Economic Committee, some time ago,
that you made the point that you just made earlier that you could
have an impact on savings even if the effective date was postponed
several years. Are you still of that opinion?

Dr. FELDSTEIN. Yes, I am. I think that phasing it in, rather than
simply postponing it, would make it much more visible and would
therefore have a larger effect. So, I would phase it in starting at a
small level now and make for larger amounts later in order to
make people aware that this growing incentive is there.

But, I think the basic point that anticipated lower tax rates in
this area can do the same job is correct.

Senator RotH. Now, the President has indicated on a number of
occasions that in addition to his initial proposal he supports a
second tax bill that would permit some of these other savings and
other inequities to be incorporated. So, from the economic point of
view, you think that is perfectly consistent and feasible.



229

Dr. FELDSTEIN. It is if you stretch out the current 4-year, 27-
percent cut into, say, a 5-year cut. That would leave you with room
to do additional tax cutting even without going beyond the Presi-
dent’s proposals for spending cuts. ~

Senator RoTH. But, as I understand the President, he is propos-
ing another $8 or $9 billion or there has been some talk about
another $8 or $9 billion beyond the initial tax cuts.

Dr. FELDSTEIN. As I said before you came, nobody knows enough
to know in a $3 trillion economy whether $8 or $9 billion more or
less will matter. Whether $8 or $9 billion of Government debt with
a $1 trillion worth of debt out in the market will have any impact -
on rates so I think one has to judge in terms of their incentive
effects. .

Dr. PecuMaN. I said earlier that I disagree that you can just
disregard an $8 or $9 billion increase in debt. As fysaid in my
testimony, I would reserve judgment on how much of a tax cut to
allocate an individual. I think that the business tax cut should go
through—Iliberalized depreciation allowance and investment credit.

But, I think you ought to wait until the end of the summer to see
how much you have actually cut from the budget—not only the
from the fiscal year 1982 budget, but_also from the budget for the
fiscal 1984 and beyond.

The fact of the matter is that, in 1984, the administration propos-
al to cut taxes by $150 billion below what they would be if present
law applied. .

Senator RotH. It is true, of course, that revenues are rising very
substantially.

Dr. PecHMAN. Your analysis is exactly correct. Revenues are
rising even if we didn't increase tax rates because of inflation.
However——

Senator RotH. Can I ask you a question right there? Do you have
any question that if we let this increased revenue come into Gov-
ernment that Congress, I don’t care who controls it, won’t spend it?

Dr. PEcamaN. No, I would say that it is equally plausible—and 1
hope that Congress would do it—that a good share of it would be
allocated to reducing the deficit and increasing r.ational saving.

You have an opportunity right now, to use the fiscal resources of
the Federal Government to increase savings simply by reducing the
deficit. I would reduce the deficit first and then reduce taxes.

You may object that that is increasing the tax burden on the
economy and that is correct. One of the reasons why it is difficult
to control inflation, but not the exclusive reason, is that we have
been living on borrowed money at the Federal level. I don’t see an
reason why, under the circumstances, we should cut taxes in ad-
vance before we know how much we are going to spend.

Senator RotH. Dr. Pechman, I have been in Congress 14 years
now, most of which I sort of lived with that theory that we should
balance the budget and then cut taxes. That never happened and it
never will. I just don’t think that you will ever witness what you
are suggesting.

I think the only way you are going to relieve the tax burden on
the American people and hold down Federal spending is by doing
what the President is proposing.
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My only problem is that we are not moving fast enough on the
whole matter. I think we have two more Senators. Senator Matsun-
aga.

Senator MATSUNAGA. Thank you, Mr. Chairman. I apologize for
not being here to listen to your testimonies, however, I do have
copies and I intend to read your testimonies.

If you have already answered the questions, you may disregard. I
will look at the record, but my question is I have been approached
bg a number of small businessmen who are pretty much concerned
about the accelerated depreciation allowance saying that it would
benefit big businesses but not us small businessmen.

They suggest investment credits for research and development to
stimulate small, high technology businesses for example.

Now, what are your views, if I might put this question to the
panel? Do you have any suggestions relative to providing incentives
for small businesses?

Dr. BROWNLEE. It is my impression that the amount of research
and development which is done by small businesses is relativel
small and that if small businesses claim that the proposed depreci-
ation changes would benefit big businesses more than small busi-
nesses, I am surprised that they are asking for this kind of change.

Senator MATSUNAGA. Are you saying that the proposal comes
more frcm small business than big business?

-Dr. BROWNLEE. I don’t know for sure where the proposal for
further investment credits for research and development comes. It
would seem to be somewhat strange that it came from small busi-
nesses.

I:I.{ general preference is don’t structure things to favor either
small businesses or large businesses. Try to make the tax structure
neutral, if you wish to call it that, with respect to these. I don’t see
why the proposed depreciation allowances would favor large busi-
nesses rather than small businesses.

They affect the age distribution or the lifespan of the assets
which you choose to purchase. But, this I think is neutral, more or
less across size of business.

Senator MATSUNAGA. Well, some of the small businessmen are
saying that they don’t—the profits that big businesses do enjoy
that extra depreciation allowance. Most of their income is derived
from labor and services while big businesses would have a full
benefit of the capital equipment which they normally use.

Anyhow, I am merely conveying the question which was put to
me. I am trying to find the answer.

Dr. FELDSTEIN. Let me make two comments, if I may Senator.

Senator MATSUNAGA. Yes, Dr. Feldstein.

Dr. FELDSTEIN. One is I think the real reason for the accelerated
depreciation bill that is before the Congress now is to offset the
adverse effects that have been created by inflation and historic cost
depreciation in the past. So, it is not a new subsidy. It is really
going back to where the law was in the mid-1960’s, undoing the
adverse effects of inflation.

That, of course, has not had a corresponding effect on labor
intensive firms. A firm that didn’t have depreciable property,
didn’t experience this increase in effective tax rates between the
1960’s and now.
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So, I don’t think there is a parallel that justifies going out of
one’s way to do something for labor intensive firms.

With respect to R. & D., I think there is a very strong case, if one
could really do it, for finding ways of encouraging more R. & D.

My problem, and I don’t know whether it is an overwhelming
objection, is the accounting problem of actually identifying R. & D.
If you give a 10-percent additional or a 25-percent additional in-
vestment tax credit for R. & D. there will be a very strong incen-
tive to define all kinds of things as R. & D. activities.

It might be worth trying it for a few years in order to gain
experience and see whether it works, but explicity have it in place
as the ITC was originally as a temporary thing in order to see
whether it just creates a whole host of audit problems and defini-
tional difficulties. .

Senator MATSUNAGA. Dr. Pechman.

Dr. PECHMAN. May I just add that we already give research and
development expenditures the most favorable treatment under the
code. We allow them to expense those expenditures right away.

I agree with Martin that, if you go beyond that, you are opening
up Pandora’s box. Whether it will benefit small or large business
depends upon whether you put a cap on it.

If you don’t put a cap on the R. & D. credit, Dr. Brownlee is
right. That is going to be a tax cut for large business rather than
small business, because small business doesn’t account for a very
large percentage of sales, outlays, and R. & D.

I want to add, since you are interested in this area, that I think
the Congress has gone too far on gimmicks to help small business
through taxes.

I am sympathetic to the equity problems of small business. It is a
rough life. Profits are difficult to make for a small enterprise, but
it is not the fault of the tax system. Congress has wasted an
enormous amount of revenue by introducing graduation into the
corporate tax which hasn’t helped.

We have a lot of special provisions in the tax law for small
business and they are still complaining. The same complaints I
hear today were made 30 years ago when I was in the Treasury.
What we have done is wasted an awful lot of revenue. So I would
hope that you go easy on gimmicks for small business and use the
tax resources that you have available to simply cut tax rates gener-
ally. You will do better in the long run.

genator MATSUNAGA. As a cosponsor bill on accelerated depreci-
ation, I am not speaking against it any way. I thought perhaps the
small business spending as much as they provide 70 percent of the
jobs available that maybe we ought to do a little more for them.
They are the ones, of course, who appear to need the most help.
There are too many bankruptcies %oing on these days. We would
like to save as many of these small businesses as we possibly can.

I notice my time is just about up. We have a vote on. I see
Senator Bradley here. I am sure he wants to ask you questions.

I thank you all. I'll take a look at your testimonies.

Senator DANFORTH. Thank you.

Senator Bradley, we do have a vote on and there is probably
about 10 minutes left on the vote.

Senator BRADLEY. What is your intention?
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Senator DANFORTH. Do you want to come back?

Senator BRADLEY. Well, we only have 3 minutes here.

Senator DaANFORTH. Could you gentlemen stay around another
half an hour? We will be back here in 15 minutes.

Senator BRADLEY. I would prefer that than just try to rush
through.

[A short recess was taken.]

Senator BRADLEY [acting chairman]. The meeting will come to
order. I have been given the rare privilege of being the chairing
minority.

I don’t think Senator Danforth is going to come back so I would
like to just pursue another line of questioning, if I could.

As I came in, I thought I heard Senator Danforth talking about
something that I have been looking at too; namely, that if you
want savings and if your problem is too much consumption, why
shouldn’t we either tax consumption or eliminate the tax on sav-
ings. What are your views? Why shouldn’t we simply eliminate all
taxes on savings and indeed, as one of you pointed out, convert the
income tax to a progressive consumption tax.

Dr. PecaMAN. If it were necessary to curtail consumption, I
would be in favor of that approach. There are some mechanical, if
you wish to call them that, problems in the transition, but I think
that they can be solved. If it were necessary for economic reasons
and politically feasible, I would support it.

Aside from the problems that Professor Brownlee talked about,
unless you coupled the consumption tax with a very effective tax
on estates and gifts, it would really generate a substantial inequal-
ity in the distribution of income. This would hurt the country a
great deal more than the improved economic performance you
might get from higher saving.

As I said earlier before you came, Senator, I am not as persuaded
as my colleagues that the saving shortage cannot be alleviated by
other means. The easiest way you can do it without getting into the
‘iim:_quities of a consumption tax would be to eliminate the Federal

eficit. .

Before tampering with the tax system to the extent that is being
talked about, I would like to see the deficit eliminated and then see
whether we don’t have enough saving in the economy. I would
predict that we would.

Senator BRADLEY. Has that been a position that you have always
advocated?

Dr. PEcumAN. Yes. I and many of my colleagues, some of whom
are called Keynesians. I think it is unfortunate that that epitaph is
used to identify people as supporting deficits. It is just not true.
The people who talk about functional finance, in general, argued
for surpluses to promote savings and investment in this country.

As a matter of fact, in the 1960’s that was the major justification
for some of the things that President Kennedy proposed.

I think there are times for deficits, but there are also times for
surpluses. We need more investment in this country. We ought to
have more saving and the thing to do is to make sure that we don’t
dissave at the Federal level before we destroy the tax system.

Senator BRADLEY. What about you Dr. Feldstein?
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Dr. FeELDSTEIN. I think that the appropriate basis for taxation is
consumption. That is in some sense what we mean about the
quality or standards of living, not income but consumption.

An ideal tax system would be aimed at taxing consumption
rather than income. If that were done along the lines that the
Treasury developed in its blue prints for tax reform some years
ago, while it would have complexities of its own, it would be a
simpler system than our current income tax system and it would
indeed encourage a higher level of saving and investment.

Senator BRADLEY. So, you think that it would be good idea. The
reason that Dr. Pechman doesn’t think it is a good idea is that he
t‘hinlk§1 it would lead to a real shift in the distribution of income or
wealth.

Dr. PEcHMAN. Distribution of wealth. That is exactly right.

Senator BRapLEY. Maybe the following would be a useful ques-
tion. Do you think that the very rich, say the top one-tenth of 1
percent of the population have more consumption or more taxable
income? .

Dr. PEcHMAN. My guess is that they have more taxable income.

Senator BRADLEY. You think they have more taxable income. I
doubt that I guess.

Dr. PEcHMAN. But, in any case, I think the important thing is
that Martin disregards the distributional effects of the consump-
tion tax. I think that is unfortunate.

Now, if you told me that you wanted to use a consumption tax
that applied, say to the top 10 percent of income recipients and
used the revenue to reduce the marginal tax rates on income, that

. would make more sense to me.

You would have a basic income tax, which I think most people
regard as fairer than a consumption tax, and at the same time you
\\_'ollild be taxing some of the consumption of the rich and the near
rich.

Senator BRADLEY. What's the idea again?

Dr. PEcHMAN. The idea is called a supplementary consumption
tax. That is you would enact a consumption tax that would exempt,
through a personal exemption, the bottom 90 percent of the income
distribution.

Senator BRADLEY. I see.

Dr. PecHMAN. For the rest you would have a consumption tax.
The rates might go from zero to 30 percent or something like that.

That would give you revenue which would permit you to reduce
the top marginal rates on higher incomes. This is a proposal that
has been made in the literature many times.

Senator BRADLEY. Sure. Dr. Brownlee.

Dr. BRowNLEE. If you are serious about this, it is possible, of
course, to have also a progressive expenditure tax. The first $10,000
of expenditure can be taxed at a different rate than the next
$10,000, et cetera. Lifetime differences in the ratios of consumption
to income are a lot smaller than year-to-year differences. We find
some people whose consumption is very large relative to their
income in one year and relatively small in comparison with their
income in other years because of fluctuating income.

I think Dr. Pechman’s fear of inequalities or inequities or what-
ever you wish to call them from the consumption tax are based
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upon looking too much at the distribution of current income and
not enough at the distribution of lifetime income.

Dr. PEcHMAN. You don’t think that the distribution of lifetime
income is unequal?

Dr. BROWNLEE. It is unequal, but I don’t think that consumption
‘tiaxation would make for a greater ipequality than income taxation

oes. .
Senator BRADLEY. Well, let’s just say that this is one idea for
augmenting savings. There are problems with it, but nonetheless it
clearly would increase savings and investment. There is no doubt
that that would happen. Maybe you would have some distribution-
al problems.

Dr. BRowNLEE. Well, it certainly is going to redistribute con-
sumption against the current generation and in favor of future
generations, I, among the ancients, would probably lose.

Senator BRADLEY. What about the idea of the comprehensive tax?
Is there any way to make the comprehensive tax progressive? I
mean if we are moving in the direction of reducing marginal tax
rates, why don’t you reduce the upper tax rate from 70 percent to
20 percent and eliminate all tax expenditures? A very simple idea.
Across-the-board cut, lowest rate 10 percent, highest rate 20 per-
cent, no exemptions, no tax credits, no deductions?

Dr. PEcHMAN. Well, as you know, I have spent most of my career
promoting the idea of a comprehensive tax, but I think you went
too far. The progressivity of the income tax is quite moderate, but
it isn’t that moderate. I would guess that the average rate on
income goes from zero to about 30 to 35 percent in the top brackets
when you include all income in the denominator of the effective
tax burdens. ,

I would say that what you should do is adopt the comprehensive
income tax approach and use the revenue to reduce the marginal
rates so that the present degree of progressivity in actual tax
payments is maintained.

Your proposal would redistribute the tax burden from the
wealthy to the lower income classes and I would object to it on
equity grounds. However, the basic point that -you make, namely
that we ought to make the income tax to be more comprehensive, I
certainly agree with. .

Senator BRADLEY. What about the other two gentlemen?

Dr. BROWNLEE. By the way, the Kemp-Roth or Roth-Kemp pro-
posal would increase the ratio of taxable income to total income -
and move in the general direction which you are advocating.

Senator BRADLEY. I understand that and there are some propo-
nents in the new school which is the old school, but it is new on
television, that indeed went in that direction. My point is, if we are
moving toward reducing the marginal tax rate to improve the
quality of investment, meaning tax shelters wither away, why
don’t we be honest about from the beginning and just cut the tax
rate dramatically and eliminate the tax expenditures? Phase it in
over a couple of years for the adjustments and then we have a
much simpler tax system.

One of the problems that I have seen in reading some studies on
this question is that the revenues that come from a comprehensive
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tax are much lower, dramatically smaller, than the present rev-
enues.

I have two questlons One question is is there any way in your
view to make a comprehensive tax. With rates that range from 10
to 20 percent, progressive so that you don’t have the distributional
problems that you eluded to Dr. Pechman?

Dr. PEciMaN. No, if you limit the top rate to 20 percent you can
retain some progressivity, but as I indicated the average rate in the
top brackets on total income is now above 30 percent. So if you are
cutting the top rate to 20 percent you are going to lose distribution-
al equlty You can’t avoid it.

I don’t see why you have to go that far. You can do what you
suggested and set the top rate at 40 percent. I think everybody
would agree that a tax system that goes from 7 percent in the
bottom bracket to 40 percent in the top bracket and taxed all
income alike would be much better than the present system.

Dr. FELDSTEIN. I think it is a will of the wisp. I said, I think
perhaps before you came, that last year total capital gains accrued
by Americans was about $1 trillion.

Now, I don’t know how much of that Joe counts as a tax expendi-
ture. I suspect rather little of it, but if you included all of that, all
$1 trillion of it, and you taxed it that would produce about $4OO
billion and allow you to eliminate all the rest of the income tax.

Even if you put it in and just taxed it at 10 percent it would
produce $100 billion worth of revenue. I don’t think anybody would
seriously propose doing that.

Senator BRADLEY. You are saying the total capital gains last
year——

Dr. FeLDSTEIN. Nominal capital gains. The stuff that Joe——

Dr. PEcamAN. No, no——

Senator BRADLEY. You are saying the total capital gains last year
were $1 trillion and a 40 percent tax on $1 trillion is $400 billion.

Dr. PEcHMAN. You're off base.

Dr. FELDSTEIN. Why isn’t that part of the tax expenditure?

Dr. PEcHMAN. The trillion dollars you are talking about is a
cumulative capital gains.

Dr. FELDSTEIN. No, no, the annual gain last year.

Dr. PECHMAN. Oh, come on.

Dr. FELDSTEIN. What is the capital stock in the United States?
What was the inflation rate last year? What did the stock market
do and what happened to housing prices? A trillion dollars was the
gain in the value of assets held by people in this country.

Dr. PECHMAN. But they weren’t sold.

Dr. FeLpstEIN. They weren’t sold, but Joe would, of course, I

think want to include that in income.

Dr. PEcHMAN. I would include that in income.

Dr. FELDSTEIN. See, then you have to put it subject to the tax—-—

Dr. PEcHMAN. I am not talking about a wealth tax.

Dr. FELDSTEIN. That is the will of the wisp. Where do you draw
the lines? That is an accretion. A comprehensive Joe Pechman tax
is an accretion tax. You include all trillion dollars in it and you tax
it at even 15 percent——

Senator BRADLEY. Well, let's assume that we are not reacting to
the traditional Joe Pechman comprehensive tax——
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Dr. FELDSTEIN. Then it is a will of the wisp.

Dr. PecumaN. Then 1 am going to join Martin Feldstein. You
better watch out. : .

Senator BRADLEY. But, we are trying to devise a tax system that
is a lot simpler, a lot clearer, that provides just about as much
revenue, maybe a little less, and that is as equitable.

Now, the administration is, according to one school, heading in
that direction and the way they will do it is to reduce the marginal
tax rate so that tax shelters wither away and then you may be able
to make the next step and the next step, particularly if you have
the revenue feedback effect from the marginal tax rates.

Now, not to ask you to believe in the feedback effect, but let’s try
to structure such a tax. How would you structure it to achieve this
objective? If it can be structured properly, I certainly would like to
see it done.

Dr. PECHMAN. Well, just to repeat. I would eliminate practically
alld the deductions in the system and eliminate the exclusions
and——

Senator BRADLEY. That gives you about 200——

Dr. PEcaMmAaN. Reduce the marginal rates to a top of 40 percent.

Senator BRADLEY. That gives you about 268 billion if you elimi-
nate all the expenditures in the present system. So you would
eliminate all tax expenditures and have a top rate of 40 percent.

Dr. PECHMAN. Right.

Senator BRADLEY. How would you design it, Dr. Brownlee?

Dr. BROwNLEE. This trillion dollars if it consists of nominal capi-
tal gains, we have talked about indexing the system for inflation.
Obviously, that has to be done if we are going to go to this kind of
tax structure, in my estimation.

Dr. PEcHMAN. I would approve of indexation if we did it for all
assets rather than just for some financial assets.

Dr. BROwWNLEE. Then we are back to will of the wisp, I guess.

Dr. FELDSTEIN. How about taxing consumption? It eliminates all
the deductions. It eliminates all the exemptions. It gives you a
large base and you can have a progressive——

Senator BRADLEY. So, you are arguing for what kind of consump-
tion tax? A value-added tax?

Dr. FELDSTEIN. No, a scheduler consumption tax where people, in
effect, pay tax on the difference between their total cash receipts
from all sources including sale of assets and withdrawal of proceeds
and the cash that they put into savings accounts or to pur-
chase other assets. The residual has to be consumption and you pay
a scheduler tax on that. _

Senator BRADLEY. Well, you are arguing for the progressive con-
sumption tax.

Dr. BRowNLEE. That'’s right.

Dr. PECHMAN. May I just put a caveat on that? Martin slipped in
an ideal consumption tax and is comparing it with an eroded
income tax. How about comparing an eroded consumption tax with
an eroded income tax? Which would you prefer?

I don’t know which one is better. That is what you have to
contend with. Let us be clear about it. I can’t imagine the U.S.
Congress enacting a consumption tax that would tax housing serv-
ices which are not taxed under the income tax today, and that
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would tax other consumer durables in full. When you buy a car
that costs $8,000 the marginal tax rate of the average taxpayer
might be as high as 40 or 50 percent on the purchase price of that
car.

What is Congress going to do? It is going to give a little deduc-
tion for the poor consumer. So, before you know it, you have a
riddled consumption tax and that is what you ought to compare
with income tax.

Senator BraDLEY. Maybe we ought to pass a constitutional
amendment on deductions so we don’t have any deductions. ‘

Let me move away from those two dreams to some more practi-
cal questions.

Yesterday in the hearing, Secretary Regan made the point that
Japan’s budget deficit is the equivalent of a $230 billion budget
deficit in the United States and yet they don’t have any serious
inflationary problems because they have higher savings rates and
tight money.

Let's deal first with the savings rates. In this country, the sav-
ings rate is roughly 4 or 5 percent, maybe 6 percent. It is much
higher in Germany, Japan, and elsewhere. Do you think we have
the proper definition of savings in this country? What is the eco-
nomic definition of savings? When you calculate the savings rate
you include savings accounts, CD’s, money markets. What else is
included?

Dr. FeLpsTEIN. I think the other way of doing it, the national
income account way of doing it and the economists way of doing it
is to look at income not used for either public or private consump-
tion. So it is what's left over available to finance investment and
on that basis, we do much, much worse than Germany or Japan.

Senator BrRADLEY. If you look at how our systems have evolved
though, and they way our Tax Code has biased things in many
different ways, it seems to me that on a microlevel when people
are contemplating what to do with an extra $2,000 or $1,000, a lot
of people decide that they would just as soon invest in their home.
In large part this is due to the bias toward owner-occupied housing
created by the Tax Code. :

Now, that is a savings. They are saving by investing in their
home instead of in the stock market or the bank or whatever. Only
we don’t include that in savings.

Dr. FELDSTEIN. We do.

Dr. PECHMAN. We do.

Dr. BRowNLEE. We do. In fact, one of our problems is, in my
estimation, that too much of our capital stock consists of housing—
residential housing.

Senator BRADLEY. We do include that in the savings rate? So that
is not considered consumption.

Dr. FELDSTEIN. Therefore, the figures that you have mentioned, 6
percent, really hide how bad the situation actually is.

Half of the net investment goes into housing and inventories.

Senator BRADLEY. So, you really have to raise about 2% percent.

Dr. BROWNLEE. Yes, something like 3 percent of income is availa-
ble for investment or has been invested in assets other than resi-
dential housing and inventory.

83-153 0 - 81 -~ 16
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Dr. PecuMmaN. I think you can’t blink the fact that the Japanese
people save more than the American people do and therefore, there
is room for dissaving at the central government level which is what
has happened.

But, even after you take that into account, they still save more
gn balance even after you take account of their deficit and we

on't.

Senator BRADLEY. OK.

Dr. BRowNLEE. But, Joe we are not going to call all of the budget
deficit dissaving.

Dr. PECHMAN. Why not?

Dr. BROWNLEE. Imagine that all of the Government expenditure
were made for capital equipment.

Dr. PEcaMmAN. Oh, I see.

Dr. BROWNLEE. I mean, if it all goes into consumptlon then you
can treat it differently.

Dr. PEcHMAN. I agree that you should.

Senator BRADLEY. On the way to this progressive consumption
tax, there have been a number of suggestions here in the Congress
in the last 6 months or so. The one that is best known is that you
take a little segregated account and you give a tax exemption for it
if the funds are used and loaned out for housing. To follow up on
your point, it doesn’t 1mprove the productivity or competitiveness
of America in any real sense.

Dr. FELDSTEIN. But, I think those schemes typically are not if the
funds are loaned out for housing, but if the purpose of the savmg is
stated to be for housing.

Is that false?

Senator BRADLEY. No. This is the Bentsen approach. The Bentsen
approach applies to a segregated account in a bank where the
funds can only be loaned out for housing.

Dr. FELDSTEIN. By the bank.

Senator BRADLEY. By the bank.

Dr. FELDSTEIN. Money is sufficiently fundable that if I open an
account at the Chase Manhattan Bank for “housing” they will do
at least that much housing, but at the margin it won’t have to
change.

Senator BRADLEY. Politically, since the fungibility issue is not
one readily understood by people I speak to in Perth Amboy or
wherever, the first step toward that system might be a segregated
account for housing. But that does not produce the kind of produc-
tivity punch that you want.

Dr. FELDSTEIN. It does, that is the point, because the financial
institutions, when they get the money, will conform in name only
to the housing requirements. If it actually leads people to save
more and put that money into savings banks or commercial banks,
those institutions will rechannel that money into the capltal
market as a whole.

Senator BRADLEY. So, it is your view that why limit it as a
segregated account for housing. Why not a segregated account for
reinvestment, for retooling, plant and equipment?

Or, why not limit segregated accounts to this purpose as opposed
to housing?
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Dr. BROWNLEE. I don’t think this would hurt. Let's take the
consumption analog. Imagine that I give you $40 a month, condi-
tional upon your spending it on food. If you are already spending
$40 on food, the restriction that I have imposed has no impact on
your behavior.

I think what we are saying about these segregated accounts, is
that as long as the bank is lending out more than this amount of
money for housing anyway, these accounts have no impact.

Senator BRADLEY. Fine. Let’s not say housing. Let us say plant
and equipment. Clearly the statistics, investments, percentage of
GNP or whatever, show that we do not have an investment rate
that is high enough.

Dr. FeLpsTEIN. If you had an overwhelmingly large increase in
inflow of funds into these segregated accounts it might make a
difference into what the financial institutions did with the money
because these constraints would be binding.

But, if you are talking about money coming into institutions that
are currently putting money out for plant and equipment, then the
fact that they have to put some part of this earmarked money out
for that, really won’t change what they do.

They simply will put aside some of the money they are currently
putting into it.

Senator BrabLEY. Very well. You shot down both of those ideas.
The question is then, How can you be assured of new savings? We
want new savings. We do not just want the savings and loan people
to put it in the money market fund and then put it back into
segregated account and then—how do we get new savings?

Dr. PEcaMAN. Then you go to the graduated consumption tax
that these peqple have recommended, which I think would be a
horror. But you would get new savings out of it.

Dr. FELDSTEIN. More modestly, I think if you had IRA accounts
available for everybody, you would undoubtedly get some addition-
al saving.

Senator BrapLEY. How do we know that?

Drl. FELDSTEIN. Well, we don’t absolutely know anything, unfortu-
nately.

What we know now is that the IRA accounts that are currently
available for the people who are least likely to be in a position to
save will want to save. People who don’t have mainstream jobs
basically, or who are too young or too old to take advantage of it.

If people are going to respond at all to rate of return incentives,
the IRA would work.

But, I think it does something more than that and that is why in
answer to some questions earlier this afternoon, I said that I
thought one should do more than just interest and dividend partial

- exclusions; one should have IRA’s.

For a lot of people, this target, you put the $1,000 or $1,500 aside,
Uncle Sam will pick up part of the tab, is just too good to pass up.

Simply saying to people that they can have interest and dividend
exclusion on some fraction of their interest and dividend doesn’t
have that dramatic appeal that IRA’s and Keogh'’s have.

Senator BRADLEY. So, you figure what amount? Assume that you
can eliminate——
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Dr. FELpsTEIN. If you make it too low then you are not getting

anything extra for it.
enator BRADLEY. The bill last year in the Finance Committee
had IRA’s up to I think, $1,700, and LERA’s up to $1,000.

Dr. BRowNLEE. Well, it is 15 percent of income under present
arrangements; isn’t that the case?

Senator BRADLEY. A maximum.

Dr. BrowNLEE. OK, but let’s take off the maximum. That is
equivalent to a 15-percent cut in the tax rate.

Dr. FELDSTEIN. Not for IRA's.

Dr. BROWNLEE. Well, the IRA——

Dr. FELDSTEIN. What would you do under your proposal?

Dr. BRowNLEE. Well, under present arrangements, 15 percent of
your income can be set aside in a pension, not subject to current
tax; isn’t that right?

Dr. FeLpsTEIN. Up to a dollar limit.

Dr. PEcumAN. Up to $1,500.

Dr. BROWNLEE. Sure. Raise it to $30,000, if you want to.

Senator BRADLEY. Raise¢ the——

Dr. BRowNLEE. Raise the upper limit.

Senator BRADLEY. From $1,500 to $30,000?

Dr. BROWNLEE. From $1,500 to $4,500, if you wish.

Senator BRADLEY. I see.

Dr. BROWNLEE. I don’t see any reason why there should be a
limit at all. But in effect, we would be reducing by a substantial
amount, the effective tax rate.

Dr. FELDSTEIN. We currently for Keogh’s have a limit based on
$50,000 of income.

Dr. BROWNLEE. Yes, $7,500 per year.

Dr. PEcHMAN. May I simply object to the general tenor of the
conversation. I think that increasing IRA’s or special gimmicks of
that sort will simply provide more elbow room for people like me to
take advantage of tax-exempt sources of financing and will not
increase savings in total.

Senator BRADLEY. You don’t think it will increase savings?

Dr. PEcuMmAN. No, it will not.

Senator BRADLEY. Why?

Dr. PEcaMAN. It hasn't done it.

Senator BRADLEY. What evidence do you have?

Dr. PEcHMAN. We have had Keogh plans for about 15 years. We
have had IRA’s for more than 5.

Dr. FELDSTEIN. What is the evidence the Keogh plans have not
increased savings?

Dr. PEcHMAN. You are still lamenting that total saving economy
is too small.

Dr. BRowNLEE. | increased my savings substantially on account
of what is called the Mill’s bill.

Dr. PEcHMAN. At the expense of Government revenues. You may
not have increased your personal savings. All that happened was
tﬁe Federal Government siphoned some money to you. I object to
that. .

Dr. FELDSTEIN. Joe, I don’t understand why saving went up sub-
stantially.

Dr. PEciMAN. Including the Federal rebates.



241

Senator BRADLEY. Very well. Let's pause a minute, now. Give the
reporter a break.

I think I see the range of debate here. Could we move on to the
second part of what Mr. Regan said yesterday which was that the
Japanese don’t have the problem we do because they have high
interest rates and controlling the money supply is what keeps that
inflation rate down. _

Now, do you see any correlation between the Japanese financial
markets being relatively closed versus the U.S. financial markets
which are totally open and their ability to control money supply.

It has only been in the last year that the Japanese have even
begun to open their markets for sizeble investments.

So, my question is, don’t you find a situation in this country
where you raise the interest rates to reduce inflation by cutting the
money supply or you set oui ranges of money supply and interest
rates go wherever they want.

The result is that U.S. investment securities become highly at-
tractive compared to French or German and you get an enormous
influx of Eurodollars into the U.S. market. As soon as those dollars
come in they are part of the money supply figures.

This means you raise interest rates and you tell people to expect
that high interest rates will get the money supply down, when in
fact it has the opposite effect. The money supply figures come out,
money supply is up when it should be down and people’s expecta-
tions remain highly inflationary.

Tell me, in your view, what is wrong with that analysis.

Dr. FELDSTEIN. I think you are basically right about a qualitative
story, but there isn’t dollar-for-dollar offsetting of the sort that
your story suggested.

That is, the Fed has to work harder to keep the money supply
from expanding, because as it contracts the money supply domesti-
cally, that does suck in funds from abroad, in response to the
higher interest rates.

Senator BRADLEY. Yes.

Dr. FELDSTEIN. So, contract the money supply domestically, that
would tend to push up rates and that brings up funds from abroad,
but not dollar for dollar.

So that it just means——

Senator BRADLEY. What is the ratio? Not dollar for dollar?

Dr. FELDSTEIN. | have seen estimates——

Senator BRADLEY. How do we know?

Dr. FELDSTEIN. Well, there have been econometric estimates of
what the impact is. I guess, perhaps, more telling, is the fact that
nobody in the debate about the Fed’s ability to control the money
supply seems to be worried about this, neither the monetarists nor
the antimonetarists seem concerned.

So, that says the practitioner’s experience supports academic
evidence on that point. We don’t have such responsiveness of inter-
national money to the United States that it is impossible for us to
determine our own money supply; we can.

Dr. BRowNLEE. What is the question?

Dr. FeELDSTEIN. The question is can the——
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Senator BRADLEY. The question is: How can you keep the money
supply on a downward path, when high interest rates attract an
enormous inflow of foreign capital.

Dr. BROWNLEE. Can the Federal Reserve control the money
suﬁgly, given——

. FELDSTEIN. That’s right.

Dr. BROWNLEE. Sure. My answer is the same as Dr. Feldstein. It
may have more difficulty.

SZnator BrapLEy. Explain it for me in economic terms. The
momlay supply is, say, at this level. Interest rates go up. The money
supply——

Dr. FELDSTEIN. The Fed withdraws a dollar.

Senator BRADLEY. Right. Begins to drop.

Dr. FELDSTEIN. And 50 cents worth of D-marks come in from

abroad.
Senator BRapLEY. When the interest rate goes up, you have this
inflow of money out of the Eurocurrency markets. the money

supply then goes back up.

r. FELDSTEIN. Then the Fed sells bonds and withdraws that
amount of money from the markets. It has instruments to offset
the increase in money that would occur as a result of that. It is
tougher to do.

Dr. PEcHMAN. In selling bonds it increases the interest rates
slightly, which of course, has been the problem. The Fed, I think,
hus been reluctant, although I shouldn’t be psychoanalyzing it, has
been reluctant to permit as much fluctuation in interest rates as
perhaps should take place.

But, I thought earlier you asked a question about the relation-
ship between Japanese inflation and the Japanese deficit.

Senator BRADLEY. I was quoting Secretary Regan, to get at the
savings question and the interest rate question. That was my pri-
mary interest.

Well, I have to close. Before I do, let me just ask you a few of the
normal questions that you probably heard.

If we have a 10-percent tax cut each of the next 3 years, what do
you think the probability is that those individuals receiving that
tax cut will save it?

Dr. BRowNLEE. All of it? Some of it?

Senator BRADLEY. Save more than they have been normally ac-
customed to saving in the previous 5 years.

Dr. BROwNLEE. The probability is one, that they will save more
than thegrl—l am certain they will save more than they have been
saving. How much more is another question. But, savings will
certainly increase.

_ Dr. FELDSTEIN. I agree the sign is in that direction. My guess
ig——

Senator BRADLEY. Why is it then, when I have a room full of
people, whether they are accountants or steelworkers, and I say,
‘You are going to get a tax cut this year of $200. What are you
going to do with that money?”’

They all reply that they’ll spend it. I haven’t had one person
raise his hand and say, “I am going down to the savings and loan
and or put it in the money market fund,” or even say, “Invest it in
my house.”
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Dr. FeLDsTEIN. If you asked them the question, “How much are
you going to spend in 1982, and how is that going to depend on
I\;oux' cash flow for the year,” my guess is you would find, not at the

ottom end of the distribution but at the places where taxes are
being cut, you would find they would say there isn’t anything like
a one-for-one relationship between their aftertax cash flow and
what they spend.

Therefore, if it turns out, when the year is over, they pay less
tax, some of that is going to end up in savings. They don't adjust
dollar-for-dollar the way the person making $10,000 a year does.

Senator BRADLEY. No. The question is: Is Kemp-Roth inflationary?
will save a little more. How much more, nobody knows. We also
don’t know whether it will be enough to prevent a little blip in the
inflation rate, because there is more spent on consumption.

Dxi:x PecaMAN. It wouldn’t increase savings enough to matter
much.

Seantor Bradley. No. The question is: Is Kemp-Roth inflationary?
If the answer is yes, it means you have to assume they are going to
spend it and not save it.

Dr. PEcimaN. Kemp-Roth in itself, I don’t know how to answer
that unless you tell me what the rest of the budget is like. If you
reduce expenditures by the amount that Kemp-Roth cuts taxes,
then I would say it is not inflationary.

Senator BRADLEY. We haven’t done that.

Dr. PeEcHMAN. Right. My testimony says——

Senator BRADLEY. We are $150 billion on the stimulant side.

Dr. FeLpsTEIN. I think that is bad arithmetic. What I tried to lay
out in the prepared remarks is the arithmetic which says that
basically the tax cut over the next 2 years, for sure, and probably
over the 2 years after that, the tax cuts that the administration
has asked for just offsets the increased tax revenue that would
otherwise come about because of the progressive structure of rates.

Senator BRADLEY. That figures in the marginal rate reduction
included in that next 2 years?

Dr. FELDSTEIN. That is right.

Senator BRADLEY. It assumes what inflation rate?

Dr. FELDSTEIN. It assumes that nominal income rises at about 11
percent a year. That is to say, inflation plus real growth. The
administration is talking 13, most of the private forecasters are
talking more than 12.

So, this is a cautious kind of number. It says that on that basis,
you don’t need any spending cuts to have no net stimulus from the
tax reduction.

Senator BRADLEY. Do you agree with that?

Dr. BROwNLEE. I agree with that, but that is based on the as-
sumption that you won’t have any expenditure increases.

Dr. PEcaMaN. I don’t see how Martin could avoid the question of
what is going to happen on the expenditure side.

Dr. FELDSTEIN. I didn’t avoid it.

Dr. PEcHMAN. He just assumes that the cuts that are proposed by
the administration will be adopted by Congress. Now that involves
making decisions that Congress has not yet made.

All that has been decided is that Congress is going to take the
first leg, approximately the first leg of the Reagan plan.
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Out in 1984, there are still $40 billion of expenditure cuts that
haven’t identified. )

Dr. FELDSTEIN. You could have Government spending increase in
groportion, at the same proportionate rate that income increased.

ou still wouldn’t be doing anything to change the net balance.

Dr. BROWNLEE. Sure. It 1s a constant ratio equivalent expendi-
ture.

Dr. FELDSTEIN. If Government spending increases a lot, then it is
a mistake from an inflationary point of view, to cut taxes. I guess
that is what it comes down to. '

But, it seems to me that the mood in these two Houses is ver
clearly against increasing spending. If the budget passed in bot
Houses actually comes into effect, it i8 a $25 billion real decrease in
expenditure between 1981 and 1982.

r. PECHMAN. I agree with that part of the arithmetic. My point
is that I would not throw it away on tax cuts at the present time.
Why not just reduce the deficit and increase savings to that extent.

Senator BRADLEY. Well, thank you very much for staying around
and giving me a chance to ask a tew of these questions.

Dr. FeLpsTEIN. Thank you, Senator Bradley.

Dr. PEcamaN. Thank you.

Dr. BRowNLEE. Thank you very much.

Senator BRADLEY. I appreciate it very much.

[Statements follow:]

STATEMENT BY JOSEPH A. PECHMAN!

1 am pleased to have the opportunity to appear before this Committee to discuss
the Fotential impact of tax cuts on the econcomy. It is being argued that tax cuts
would greatly stimulate work and saving incentives and generate a large increase in
economic growth; a few believe that tax cuts would more than pay for themselves. 1
believe that even the more modest claim that there will be a large supply response
is not supported by the evidence; the extreme position that tax cuts will pay for
themselves is simply a gross exaggeration. .

Economic incentives are critical to the efficient operation of the economy, and tax
policy is a very important element in the overall structure of these incentives. On
this point, there is no disagreement among economists. The issues that divide us
concern the magnitudes of the effects and how to balance the objectives of efficiency
and equity in the determination of tax policy. Obviously, one might sacrifice equity
if the efficiency gains from particular types of tax cuts are certain to be large. But 1t
would be unfair to make such a sacrifice if the efficiency gains are uncertain or
likely to be small.

The claim that large tax cuts will have large supply effects is based on the
presumption that present tax rates have already impaired incentives to a significant
degree and that a reduction in these rates would greatly increase productivity and
economic growth. The Brookings Institution has just completed a book entitled
“How Taxes Affect Economic Behavior” which reviews the evidence and provides
new estimates of the effect of tax changes on work effort, saving and investment
and other types of economic behavior. The evidence in this book suggests that tax
cuts would improve incentives to some extent, but the effect on output and produc-
tivity cannot be nearly as large as the extreme proponents of the supply response
view are implying.

INVESTMENT

Perhaps the most empirical work on supply responses has been done on the effect
of the cost of capital on investment. The enactment of the investment credit and
liberalized depreciation during the Kennedy administration were predicated on the
assumption that investment responds to reductions in the cost of capital. There was
an increase in the ratio of investment to the gross national product in the mid-1960s

! Director of Economic Studies Program, the Brookings Institution. My views should not be
attributed to the officers, trustees or other staff members of Brookings.
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(see accompanying table), but even now it is unclear how much of the increae was
due to a rise in demand and how much to the reduction in the cost of capital. Some
economists have argued that the reduced cost of capital was the major reason for
the rise in investment at that time, but other equally reputable economists believe
that the demand effect was much more important. The econometric analysis in the
Brookings book, which was based on data for that period and for more recent
periods, concluded that both demand and the cost of capital are important.

NONRESIDENTIAL FIXED INVESTMENT AS A PERCENT OF GROSS NATIONAL PRODUCT IN CURRENT AND
CONSTANT DOLLARS, 1947-80

Current dotlars 1972 dollars
Year:
1947 cerrer s 9.8 10.4
1948.......orvenne, 10.1 10.4
1949 94 93
1950.... .o ssessseenas 9.5 93
J90L .. es et s reass et searasens 9.5 91
1952.... 9.0 87
1953 sttt enes 94 9.0
1954 93 9.0
1959 9.6 9.3
1956 10.4 9.7
1957 s isese e resnt e seenens 10.6 9.7
1958. ............ 93 87
1959 94 838
1960 9.6 91
1961 cere e rhr R R e R e e 9.2 838
1902....ooveee ettt ssnsssssaesess s seassasssessssnss 9.2 9.0
1963.......... 9.2 9.0
1964 OO PO OO O STEOT RO UPOPPSTOBIRRION 96 94
1965. . 10.5 105
1966 11.0 11.0
967 ..ot et b s R 10.5 10.4
1969 10.7 10.7
1970 10.5 10.5
... 10.0 10.0
1972........ . i0.2 10.2
1973... SO OTORROT RPN 10.8 11.0
1974 . 108 109
1975 . 10.2 9.7
1976 OO PGPV PRO TSROSO 10.1 97
1977. 10.7 10.2
1978 11.2 10.7
1979. 11.6 11.0
1980. . 11.2 10.6
Averages
1947-54 vt 95 9.4
1955-64............ . 9.6 9.2
1965-74.......... 10.6 10.6
1975-80. 10.8 10.3

Source: Bureau of Economic Analysis.

It should be noted in this connection that, contrary to the impression given by
many, gross business fixed investment during the recent past has been high by
historical standards. The portion of the %ross national product that went to nonresi-
dential fixed investment in the last 15 years was much higher than it was in
previous post-World War II years, whether the figures are expressed in current or
constant dollars. The average for the 15 years, 1965-80, easily exceeded the averages
for the previous decade and even exceeded those for the immediate postwar decade,
when investment was high as a result of war-created shortages. Furthermore, the
invg&timent ratios in 1978, 1979, and 1980 were the highest in the entire post-war
period.

Thus, contrary to the popular impression, the investment ratio has been increas-
ing in recent years, though the rise has been modest. It is true that capital per
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worker declined after 1973, but this drop was due to the large increase in the labor
force, not to a decline in investment or to any particular feature of the tax system.

The fact that investment has been high recently does not mean that it should not
be higher still. But we should not exaggerate the potential effect of taxes in
achieving higher productivity growth through increased investment. Most analysts
agree that an increase of one gercentage point in the ratio of investment to the
gross national product—about $28 billion in 1981—would generate a 0.2-0.3 percent-
age-point increase in the annual rate of productivity growth. Thus, even if the
business taxes were cut by $28 billion a year and the entire tax cut were funnelled
into investment, the effect on the growth rate would be modest.

SAVING

The case for tax incentives to promote saving is that more saving is necessary to
provide the resources necessary to increase business investment. However, the
evidence on the effect of increasing the rate of return on saving is unsatisfactory.
Some economists have made calculations suggesting that the response of saving to
the rate of return on saving is fairly high, but other calculations suggest that the

rsonal saving elasticity is close to zero. The prevailing view is that there is some
interest elasticity to saving, but we really don’t know what it is. The Brookings book
confirms that it is extremely difficult to be certain about the effect of tax cuts on
personal saving.

There is the additional complication that higher private savings may not trans-
late into a hiﬁher level of total saving or increased business investment. For one
thing, given the larger tax and other advantages accorded to residential construc-
tion, much of the additional saving might find its way into the housing sector rather
than the business sector. Furthermore, if there is a problem of inadequate business
capital formation in the United States, it may be more the result of the uncertain-
ties about the payoff from investment rather than a shortage of saving. The uncer-
tainties have been particularly acute in the recent years of serious inflation and
severe recessions. In such circumstances, cuts in income tax rates or the introduc-
tion of new tax preferences for saving may have very little payoff. Finally, when the
economy is operating at high levels, a reduction in dissaving by government (i.e., a
reduction in the budget deficit) offers a more certain method of increasing funds for
private investment than would tax cuts or tax preferences. '

LABOR SUPPLY

A series of econometric studies dating back to the 1960s concluded that the labor
supply of prime-age males is not highly sensitive to changes in net earnings, but
that the labor supply of wives and other family members does respond to changes in
the rewards for working. According to interview studies both in the United States
and England, tax rates have little effect on work effort of high-bracket taxpayers
and of professional groups.

The econometric work by Professor Jerry Hausman of the Massachusetts Institute
of Technology, who wrote the lead article in the Brookings book, confirms that the
labor suppli'l response of supplementary family earners to earnings changes is
significant; he also found that the response of prime-age males may be higher than
we have believed in the past, although it is still relatively small.

The econometrics required to obtain such estimates from the available data are
difficult and a lot more work needs to be done to evaluate these new findings. The
evidence does suggest that reductions in tax rates for working wives would have a
significant supply res%onse (although recent increases in labor force participation of
married women can hardly be accelerated very much). However, even using the
most generous estimates of the elasticity of total labor supply, it is clear that tax
cuts will not raise output enough to pay for themselves.

IMPLICATIONS FOR POLICY

In view of the tenuous nature of the evidence, there is no basis for assuming that
reductions in income tax rates—even as much as the 30 percent reducsions under
the Kemp-Roth bill—will increase incentives and preductivity growth by the very
large amounts claimed by some of the extreme supply-side economists. The recent
decline in the rate of growth of groductivity is worrisome, but the problem will not
be solved by such a simple expedient as a general income tax reduction. Moreover,
incurrent and foreseeable circumstances, federal tax resources must be carefully
husbanded and it would be irresponsible to accept significantly higher deficits in the
expectation that higher tax receipts would erase the deficit.

t should be noted that three-quarters of the Kemp-Roth tax cuts are necessary
just to prevent inflation and economic growth from increasing real tax burdens
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through bracket creep. In fact, in the lower tax brackets, the rate cuts would not
offset the tax increases caused by inflation, because no adjustment is proposed for
the reduction in the real value of the personal exemptions and the standard deduc-
tion since they were last adjusted on January 1, 1979. Only for incomes above
$35,000 would there be significant net cuts from the 1980 marginal rates. It is
doubtful that the increase in work and saving of those above this level would be
sﬁ:fﬁcie}r‘% }t10 have the dramatic effects on the economy claimed by the adherents of
emp-Roth.

The evidence does suggest that two tax measures would have reasonably good,
though not spectacular, payoffs. First, a reduction in the cost of capital either
through an increased investment credit or higher depreciation allowances would
stimulate investment, which would in the long run result in a modest increase in
productivity growth. Second, reductions in the marginal tax rates of married cou-
ples with two earners relative to those of single-earner couples might encourage
some spouses to work longer hours.

The conclusion to be drawn from this review of the evidence is.that depreciation
allowances should be liberalized as soon as possible, preferably by adopting the first-
year capital recovery system developed by Alan J. Auerbach and Dale W. Jorgen-
son. Moreover, the new depreciation provisions should be made retroactive to the
beginning of 1981 to avoid delaying business investment decisions while the tax bill
moves through Congress. To increase the work incentives of two-earner couples,
some method of alleviating the so-called “marriage penalty’’ under the income tax
should be adopted. My preferred method would be to provide a generous deduction
for such couples, say, 10-20 percent of the earnings of the spouse with lower
earnings. This provision is in my view, less urgent than the depreciation reform and
should be made effective when other income tax cuts become effective.

There is considerable interest in an element of the Kemp-Roth proposal the
president did not embrace, lowering the top marginal tax rates on unearned income
to 50 percent (the maximum rate now applied to earned income). Such a move
would be justified if the annual revenue loss of $4 billion were recouped by closing
some of the tax loopholes that distort economic incentives (for example, by denying
tax-ex;zmpt status to industrial development bonds issué%:tate and local govern-
ments).

As to the general income tax cuts, I believe that it is too early to make a decision
both on the size and the nature of the cuts. The expected deficit in fiscal 6year 1982
before congressional action on the budget is in the neighborhood of $60 billion.
Assuming the outlay cuts envisaged in the Senate and House budget resolutions are
implemented, some reductions in income taxes (including adjustments for the ero-
sion of the real value of their personal exemption and the standard deductions)
would be appropriate. But we should not prejudge how much the actual outlay
reductions will be. I don’t think the economy will suffer if the income tax cuts are
delayed until October 1, 1981 or January 1, 1982, so that it will be possible to
estimate with some degree of accuracy how much elbow room there will be for cuts
in fiscal 1982 and later years.

I do not believe that there will be enough room in the budget over the next three
years for a 30 percent cut in income tax rates as well as for other necessary
adjustments. It 1s unwise, therefore, to act on the rate cuts first and hope other
needed adjustments can be packaged into a second tax bill to be enacted later. The
entire income tax structure needs to be reviewed carefully and it would be unwise,
in my opinion, to rush ahead with large rate reductions that will preempt the
revenues needed to develop a balanced tax program.

TeESTIMONY BY MARTIN FELDSTEIN

Thank you, Mr. Chairman. I am pleased to have the opportunity to appear before
this distinguished committee and to comment on the very significant budget propos-
al that Congress is now considering.

I believe that the Administration’s proposal is basically a good one although I do
not agree with all of the arguments that the Administration has offered in support
of its recommendations. Indeed, much of the criticism of the Administratlon’§ pro-
posal is based on taking these arguments too literally and concluding that, if the
arguments are wrong, the program must also be unsound. The confusion is com-
pounded by a failure to distinguish the current budget proposal from the policies
that President Reagan advocated in the early part of his campaign. .

In fact, there has been a remarkable change over the past year in the economic
policies advocated by President Reagan. A year ago, the President’s campaign
rhetoric was still ful{of wishful thinking about major tax cuts without any reduc-
tions in government spending. Despite all of this early supply side hyfsrbole, the
President’s actual program represents a total repudiation of the naive Laffer curve
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theory that across-the-board tax cuts are self-financing. In its place, the Administra-
tion has coupled a moderate tax cut with wide-ranging and generally well chosen
cuts in government spending.

The Administration’s proposals for spending reductions beyond 1982 are not yet
definite. How Congress will react to this call for further spending cuts is even more
uncertain. I will therefore focus my remarks on the proposed tax reductions for 1981
and 1982 and comment onl{y briefly on further cuts.

The Administration is of course quite optimistic about the favorable effects of its
program. Its forecast calls for a rise in the growth rate of real GNP to 4.2 percent in
1982 (up from zero last year and less than two percent in 1981) and a fall in the
inflation rate as measured by the GNP deflator from 9 percent in 1980 to 8.3
percent in 1982, By 1984, the real growth rate is projected to increase to 4.5 percent
and the inflation rate to decline to 6.0 percent. I believe that this forecast, especially
the anticigated rapid growth of real GNP, is probably too optimistic.

But if the Administration is overly sanguine in its forecast, the critics who charge
that the proposed tax cuts are dangerously inflationary are likely to be even more
inaccurate. In my judgment, the Administration has proposed a deflationary pack-
age that would slow the growth of demand. The resulting increase in unemployment
and the additional slack in the economy would help to reduce inflation but would
not produce the rapid growth that the Administration forecasts.

SPENDING REDUCTIONS

The principal cause of this deflationary pressure is of course the major reduction
in government spending. For the fiscal {ear ending in October 1982, the Administra-
tion has proposed cutting some $50 billion in outlays from President Carter’s pro-
posed 1982 budget of $740 billion. .If these cuts are accepted, federal government
sgending will increase only 6 percent between 1981 and 1982, or, after adjusting for
the general rise in prices, will actually fall by about 4 percent.

In addition to direct spending reductions, the Administration also proposes to cut
loans and loan guarantees by $20 billion in fiscal year 1982. While some of these
loans might come to the market even without federal assistance, the higher cost of
funds would no doubt discourage a substantial portion of this debt-financed demand.

The Reagan grogram calls for a substantial $26 billion increase in defense spend-
ing between 1981 and 1982 on top of the $24 biilion rise between 1980 and 1981. The
$189 billion proposed defense outlays for 1982 represent a 15 percent real increase
in two years. Although opponents of increased military spending charge that the
expanded defense budget would fuel inflation, the basic fact remains that real
government outlays would fall 4 percent between 1981 and 1982 despite the in-
creased defense spending. Moreover, the Reagan budget requests only $4 billion
more in defense outlays in 1982 than the final Carter budget for 1982.

SMALL TAX CUTS

In comparison to the major spending cuts, the tax cuts proposed for 1981 and 1982
are negligible. The 15 percent reduction in personal tax rates planned for 1981 and
1982 will essentially just offset the increase in real taxes that would otherwise occur
as inflation pushed taxpayers into higher brackets. The continual public debate
between the Administration’s supporters who emphasize the potential favorable
effects of a tax cut on supply incentives and the Keynesian critics who argue that
the tax cut would only serve to stimulate inflationary demand makes it easy to lose
sight of the basic fact that there is no real tax cut in the Administration’s proposals
for 1981 and 1982.

It is easy to see why this is so. Because tax rates increase sharply with income,
each cne percent of additional personal income raises the government’s income tax
receipts by about 1.6 percent. Thus the increase in personal incomes of at least 22
percent that will occur between 1980 and 1982 would raise tax receipts by 35
percent if tax rates were unchanged. The proposed 15 percent reduction in rates
would still leave a 20 percent increase in tax revenue, enough to offset the two year
rise in prices and leave a net increase in real personal income tax payments.

The Administration emphasizes that its tax ‘package will cut marginal tax rates
and will therefore provide stronger incentives for work effort, saving, and portfolio
investment. In fact, without the tax cuts inflation would cause the marginal tax
rates of almost everyone to rise, with the marginal rates of some individuals
increasing bg more than 15 percent while the marginal tax rates of others increases
by less. A 15 percent cut in tax rates would therefore still leave some individuals
with higher marginal rates in 1982 than in 1980. For most individuals there would
be very little net change. Nevertheless, the 15 percent reduction would bring the top
rate down from 70 percent to 60 percent and, more generally, would reduce margin-
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al tax rates for high income individuals. Any positive “supply side” effect of these
marginal rate reductions would further reduce the pressure of demand.

It is important to remember also that any given tax reduction does not result in
an equal increase in consumer spending but adds to personal saving as well. Half of
a proportional across-the-board tax cut goes to taxpayers with incomes over $30,000
and 30 percent of the cut goes to taxpayers with incomes over $50,000. Families with
these relatively high incomes do not spend all of their after-tax income every year.
Their spending responds only slowly to changes in their income, with variations in
saving absorbing the difference.

This slow response is particularly true when the increase in spendable income
reflects a tax reduction that may only be temporary. Even though the Administra-
tion’s plan calls for a “permanent” reduction in tax rates, inflation would soon push
most taxpayers back up to their previous tax rates. The likely response amons
middle and upper income groups to such a temporary and uncertain tax cut woul
be a small increase in spending and a relatively large increase in saving.

FURTHER TAX CUTS

Although I have focused on the tax cuts for 1981 and 1982, my analysis has
implications for the additional 15 percent of tax cuts that the Administration has
proposed for 1983 and 1984. Most of such a tax cut would merely offset the extra tax
revenues that would otherwise result as inflation pushed taxpayers into higher
brackets. If the combination of real growth and inflation raised incomes by another
22 percent in 1983 and 1984, a 15 percent tax cut would still leave the ratio of taxes
to income higher in 1984 than in 1982.

Of course, money incomes might rise less than 22 percent in these two years. A
very cautious compromise with the President's proposal would be to reduce the
taxes by 25 percent now instead of the 30 percent that has been requested, ie.,
legislating now a 15 percent tax cut for 1981 and 1982 and 5 percent cuts for 1983
and 1984. As long as money incomes in 1983 and 1984 rise by at least 9 percent a
year, these 5 percent tax cuts will not be enough to prevent a rise in the ratio of
taxes to income. As subsequent budget cuts are enacted and the likely growth rate
becomes clearer, Congress could enact further tax reductions.

There are good reasons for keeping the current tax bill simple and dealing with
other structural reforms at a later time. But if changes in the tax proposal are
going to be made, high priority should be given to reducing the maximum marginal
tax rate to 50 percent immediately and to providing significant incentives for more
personal saving.

A combination of 5 percent rate cuts in 1981 and 10 percent rate cuts in 1982
would reduce the maximum tax rate to 60 percent. A further reduction to a
maximum of 50 percent in 1982 would lower tax revenue by only an additional $2.5
billion even on the assumption that this rate reduction did nothing to increase the
taxable income reported by taxpayers who would otherwise pay rates over 50
percent. In fact, such a rate reduction would undoubtedly discourage some use of
tax shelters, unlock some capital gains, and in other ways raise taxable income. It
would not be at all surprising if such a tax rate reduction for very high bracket
individuals has virtually no effect on tax revenue. It would, however, eliminate
some of the worst distortions and disincentives in our personal tax system.

I have testified before this Committee in the past about tax changes that could
stimulate personal savings. I realize that I do not have enough time this afternoon
to consider this issue as part of my prepared remarks. I am, however, providing a
copy of a study on this subject that I recently completed with a colleague at the
National Bureau of Economic Research! and would be pleased to return to this
issue during the general discussion.

CHANGING DEPRECIATION

In addition to the personal tax cut, the Administration has pro a major
acceleration of business depreciation modeled along the lines of the “10-5-3" depre-
ciation bill that had previously attracted very broad Congressional support. A
substantial depreciation reform of this type is needed to offset the dramatic increase
in effective tax rates on investment that has occurred in the past decade as inflation
has eroded the value of historic cost depreciation. For equipment investment, the
Administration’s proposal would approximately offset the effect of inflation at a
rate of about 8 percent a year, falling short at today’s higher rates. For investment

! Martin Feldstein and Daniel Feenberg, ‘“Alternative Tax Rules and Personal Savings Incen-
tives: Microeconomic Data and Behavioral Simulations,” National Bureau of Economic arch
Working Paper, 1981.
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in structures, the impact of the proposed change would be much smaller. The
Administration’s bill may not be the best one that could be devised by man, but it is
a good bill that would provide a valuable long-run stimulus to business investment.

Although the resulting increase in the capital stock could make a significant
contribution to raising output and productivity during the coming decade, supply
side effects in the short run are bound to be small. Indeed, there is always the
danger that the immediate impact of a favorable change in depreciation rules would
be to stimulate demand for plant and equipment and thereby increase inflationary
pressure. It is fortunate, therefore, that the Administration plans to phase in the
shorter depreciation lives over a period of five- years, thereby avoiding a sudden
increase in the incentive to invest. Moreover, some firms will discover that it pays
to postpone some investments until the change in depreciation lives is completed.
As a result, total investment should expand only gradually over the next few years
with little or no inflationary pressure on the capital goods industry. i

When the pieces are put together, the picture that emerges is of a rather defla-
tionary budget for 1982. Real government spending falls four percent below the 1981
level, a decline of $25 billion. Because of bracket creep, the 15 percent cut in
personal tax rates still leaves a small increase in the real tax burden on individuals.
And the business tax cut is phased in over five years in a way that weakens the
investment incentive in early years.

Yet despite all of these deflationary aspects, critics have claimed that the budget
is inflationary because a 1982 deficit of some $50 billion would remain. Of course,
totally eliminating such a deficit through higher taxes or a greater cut in spending
would make the budget even more deflationary. But the result could be an undesir-
ab}y sharp rise in unemployment and drop in output. Moreover, the level of the
deficit is a poor measure of the short-run impact of budget changes. A decrease in
government spending resources demand by a dollar for every dollar of reduced
spending while a decrease in taxes has a much smaller effect on demand.

While it may in fact be better to reduce taxes or spending by $10 billion more or
less the administration has proposed, there is no way to know. Even the most
ardent advocate of fine tuning cannot pretend to such precision in our $3 trillion
economy.

TIGHT MONEY

The deflationarv effect of the budget would be reinforced by the very tight
monetary ﬁlicy that the Federal Reserve is now pursuing. Last year, the Fed's
target for M.z growth called for a maximum increase of 6.5 percent between the
fourth quarter of 1980 and the fourth quarter of 1981. Despite the turbulent changes
that resulted from the credit controls imposed by the White House in the early
spring, the actual M,s growth was less than 7 percent and down sharpl’F from the
average growth of nearly 9 percent during the previous three years. This year’s
maximum M,g growth rate is 6 percent and next year's is unlikely to be greater
than 5.5 percent.

Past exnerience with the relation between the money stock and GNP suggests
that such u slow growth of M, is likely to be inconsistent with a 1982 nominal GNP
ﬁrowth in excess of 10 percent, especially if interest rates are not substantially

igher. This in turn means that 1982 is likely to be a year of significantly lower
inflation, slow real growth or, what is most likely, both slow growth and a decline in
the rate of inflation.

Although thi- picture of the economy over the next two years is not nearly as
favorable as the one painted by the administration, it is still the basis for consider-
able optimism. These two years would mark an end to the continuing growth of
government spending and an actual decline in the share of the government in the
national economy. rise in personal tax rates would be averted and the very
highest tax rates that cause so much distortion and waste would be germanently
reduced. A major program of depreciation reform would begin to provide the incen-
tives for a significant increase in the rate of business investment.

Finally, the declining rate of inflation that results from continuing economic
slack would be good news in itself and, even more important, should begin to
change the expectations that have made the increasing rate of inflation so difficult
and costly to reverse. By 1983, two years of actual declines in inflation and of a
consistent Federal Reserve performance of keeping money growth within the target
range could provide the prerequisite for a subsequent rapid reduction in inflation
without excessive slack in the economy.

If all of this comes to pass, the Administration’s program will clearly have been
the right one, even if not for the reasons that they assert.

[Whereupon, the hearing adjourned at 4:43 p.m.]
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MONDAY, MAY 18, 1981

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, D.C.

The committee met, pursuant to notice, at 9:30 a.m., in room
2221, Dirksen Senate Office Building, Senator Symms (acting chair-
man) presiding.

Present: Senators Dole, Heinz, Durenberger, Grassley, Symms,
Byrd, Bentsen, and Matsunaga.

Senator Symms. The Committee on Finance will come to order."

We will continue our hearings on the tax reform package that
will be before this committee in the very near future.

Chairman Dole will be with us shortly. He has asked me to go
ahead and commence the meeting and extend the welcome to all of
those witnesses that are with us this morning.

Qur first panel is a tax section of the American Bar Association.

We welcome you here this morning. We have Harvie Branscomb,
iaccompanied by Margorie A. O’Connell, and then Edward N. De-

aney. :

So we welcome all three of you here this morning and please go
right ahead. I think you are all very familiar with our committee.
We do try to have our witnesses make their statement in 5 minutes
and then question the panel.

You have 15 minutes total time to—so you can divide it any way
you wish to do it. .

STATEMENTS OF HARVIE BRANSCOMB, ESQ., ACCOMPANIED BY
EDWARD N. DELANEY, ESQ., TAX SECTION, AMERICAN BAR AS-
SOCIATION, AND MARGARIE O’CONNELL, CHAIRMAN, DOMESTIC
RELATIONS TAX PROBLEMS COMMITTEE

Mr. BRanscoMB. Thank you, Mr. Chairman.

Mr. Delaney, on my right, is a vice-chairman of the section of
taxation.

Margorie O’Connell is the chairman of our Domestic Relations
Tax Problems Committee and one of the particularly well informed
people on the marriage tax penalty.

My name is Harvie Branscomb, Jr. I am from Corpus Christi,
Tex., and the chairman of the section of taxation.

This is an organization of 23,000 tax lawyers throughout the
country and we appreciate the opportunity we have had to appear
before this committee to make suggestions for the improvement
and simplification of the tax laws.

The American Bar Association has authorized us on its behalf to
make a number of recommendations to this committee related to
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the improvement of the portions of the tax laws that related to
capital cost recovery and related matters.

There are several specific proposals in the depreciation and simi-
lar areas which in our opinion would simplify and clarify the tax
law, which would make it serve its purposes better, and which
would not have substantial revenue consequeces.

One of those is a proposal which would allow accelerated depreci-
ation for personal property in the same manner as other proper-
ties. There is a complicating distinction in the law which had its
genesis prior to the adoption of certain provisions known as section
1245. These provisions eliminate, in our view, the necessity to
continue those accelerated depreciation distinctions.

By the elimination of the separate treatment of used property as
compared with new property, the law would be simplified without
any adverse consequences to the revenue system, in our judgment.

A second proposal which we would like to bring to the attention
of the committee is the proposal that the investment tax credit be
allowed to offset 100 percent of tax liabilities rather than 80 per-
cent this year, and 90 percent next year, and that the carryforward
not be limited to a specific number of years.

In our judgment, the existing provisions are complicating. They
do not accomplish anything of significance and our tax laws would
be simplier and more workable without them.

The third proposal in this area is that we index the basis of
assets for depreciation, amortization, and depletion in order to
make an allowance for the effects of changes in value of the dollar.

We have a comprehensive proposal which has been submitted for
the record. Our proposal would relate to assets held over 2 years on
the ground that assets held 2 years or less would not embody
sufficient change in price to necessitate the implementation of
indexing.

We also have a proposal of a technical nature relating to depreci-
ation and depletion between the estates and income beneficiaries
trust, which is further described in the written material we are
submitting for the committee.

We would ask the committee to give serious consideration to the
inclusion within the internal revenue code of a provision for the
amortization of intangible assets. The law in this area at the pres-
ent time is confused. It provokes litigation and controversy and we
w};)uld submit to the committee that it would be improved by such
change.

In this area also, we have a proposal for the elimination of
salvage value and the determination of depreciation. Untold hours
and complexities are involved in the computation of salvage value
by taxpayers. We feel we would have a better tax law, without an
material adverse effect either to the revenue or otherwise if sal-
vage value does not require a separate computation, and depreci-
ation rates are determined in a manner so that separate salvage
value need not be determined.

There are also complexities involved in the disposition of assets,
where the class life assets depreciation methods are used. If
charges to the reserve can be made in such cases, as suggested
further in our materials, we think the committee will have been
responsive to national concern which has been expressed over the
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extreme complexities of tax laws as they relate to both large and
small business.

We also feel that the reduction in classes of depreciable property
would be a simplifying and useful step.

Mr. Chairman, at this moment if I may, I would like to discuss
for a moment the very serious problem of retirement plans for self-
employed taxpayers.

As you know, it is a high level priority program of the entire
American Bar Association and many other professional associ-
ations in this country, to eliminate this discrimination so that self-
employed retirement plans may be computed and provided for on a
basis comparable to retirement plans for corporate employees.

At the present time, we see the widespread proliferation of pro-
fessional corporations and even professional organizations which
are partnerships in which each member is itself a professional
corporation. These are artificial means of organization. They are
undesirable and in our judgment, a major long-term savings incen-
tive would be achieved if self-employed were permitted to make
provisions for their retirement on a basis comparable to that of
corporate employees.

This would, we feel, provide a unique method of encouraging
investment and the accumulation of funds for capital.

Some of the targeted savings incentive proposals tend to provide
an incentive to save, but it may be difficult to determine whether
such savings are merely a shift from one form of investment to
another.

In the case of the type of savings which would be induced by the
modification of retirement plans, it is apparent that these are
savings of funds which would otherwise almost entirely go to con-
sumption, and in our view, such an approach would have a very
significant impact on the accumulation of funds for capital invest-
ment in this country.

It would also make a substantial reduction in the pressure for
the use of social security benefits as a means of providing for
retirement. Permission, on a nondiscriminatory basis, for profes-
sional people to provide for their retirement in a manner similar to
corporate employees, would enable them to provide, not only for
themselves, but their own employees, and therefore produce fur-
ther savings from funds accumulated with respect to such persons.
In our view this would be an important and significant step which
this committee could take in the national interest.

Next, we would like to speak briefly to the committee on the
matter of the marriage penalty tax.

There is widespread recognition in this country at the present
time, that married couples on occasion, under some circumstances,
pay a greater tax than they would pay if each member of the
marriage were single.

There are even occasions arising now where couples get a divorce
on December 31 and remarry on January 1. The Revenue Service
has taken the position that this is a sham, in order to avoid the
unjustified extra tax on married couples.

he significant thing about the proposal of the American Bar
Association in this area, is that it takes a moderate approach that
would not have as great a revenue impact as some of the alterna-
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tive proposals, and which we feel would be simpler and easier to
administer than some of the other proposals which deal with this
area.

It is our proposal that the statute address only the subject of
earned income, that is, a couple which has earned income would be
entitled to a credit which would reduce the total tax on that
income, to the tax which it would have paid on that income, had
each been a single taxpayer.

The statistics available from the Treasury Department indicate
that the bulk of marriage penalty tax is paid by taxpayers who do
not have large amounts of investment income.

There are many complexities involving investment income in the
marriage penalty tax computation.

We feel that the simpliest way, and the way which avoids unnec-
essary revenue loss, would be the provision of a simple credit under
which there would be a reduction in the tax due by such couples,
equal to the amount of the extra tax which is being paid at the
present time on their earned income.

Finally, Mr. Chairman, we would like to submit to the committee
the importance of action in the area of fringe benefits. We are
aware that the Treasury has suggested that it may be possible to
deal with this matter by regulation, but we respectfully submit
that it is going to require a change in the statute to deal adequate-
ly with the fringe benefit area.

The present tax law provides that everything of value received
during the course of, or in connection with, a person’s employment
is taxable income.

There are recognized practices in this country which have been
widely used and accepted for business employees and in our opin-
ion a reasonable approach to this subject is difficult to achieve
unless Congress authorizes it.

To this end, the section of taxation has developed proposals
approved by the American Bar Association, which would provide
reasonable general guidelines, which we could discuss with you in
further detail if you desired, under which there would be a series
of general criteria enacted by Congress, which the Revenue Service
could then administer, which in our opinion, would achieve several
purposes.

First, the elimination of unjustified abuses in the fringe benefit
area, some of which have attracted national attention.

Second, the continued authorization of reasonable practices in
the course of employment which are widely recognized and accept-
ed and which do not involve substantial amounts of money.

Third, and perhaps most important of all, the provision of guide-
lines under which some degree of unformity would be achieved in
the administration of the law in this area.

We unfortunately have a substantial degree of divergence and
practice in various parts of the country in connection with fringe
benefits because of lack of a uniform set of national rules.

We do not feel that a reasonable degree of uniformity throughout
the country in the treatment of fringe benefits can be achieved
uniess Congress provides some guidelines to apply to the adminis-
tration of the law in this area for the country as a whole.
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We would be happy to try to respond to any questions which you
might have.

Senator Symms. Thank you very much. It was a very helpful
statement, I am sure, and it also, of course, has great technical
recommendations.

I do not know whether I missed it, but did you say you support a
}p;assgge of the President’s first tax proposal that he sent down

ere?

Mr. BrRanscomB. The American Bar Association has not taken a
formal position on whether it does or does not support the basic tax
reduction provisions as this is regarded by us a policy matter that
does not involve our technical expertise in the tax laws of this
country.

We, however, are anxious to provide any support we can to
seeing that whatever statute that is adopted by the Congress is
technically as good as we can make it, and deals with some of these
problems which are involved, we feel, in the basic statute.

Senator SymmMs. Well, the reason I asked that is there is a great
deal of conversation of about whether or not we are going to have
one tax bill or two tax hills, and are many of these recommenda-
tions you make, do you think, could be delayed until a second tax
bill, rather than to delay the expeditious passage of the first. Will
recommendations be on that?

Mr. Branscoms. I feel again that we might be a little out of our
place to try to suggest which way the Congress would proceed on
that issue.

We are aware that the issue is not resolved within the Congress
and we felt that we should submit some of these things at this
time. If they are considered within the second bill, then of course
that would be the time to do it.

We do feel, however, that some matters such as the marriage tax
penalty and the fringe benefit area justify attention at a very early
time. If the Congress sees fit not to include them in the first bill,
we would certainly hope it would give priority consideration to
those matters at an early date.

Senator Symms. I know that you and the ABA have taken the
lead in what has been, up to now anyway, a losing battle, Tax Code
simpification.

It seems like every time the Congress tampers with the Tax Code
it gets more complicated, not less, and how does this present bill
stack up as far the general direction? Does it simpify things or will
we still be in the same complicated——

Mr. BranscoMB. Senator, it is my view that in general the bill
tends in the direction of simplification.

It has been widely observed that many of the complexities and
some of the abusive tax shelters are in fact in part motivated b
the pressure of high rates and the very high tax burdens that fall
on some taxpayers. Efforts in the general direction of dealing with
those issues and making the tax law fairer and more equitable for
everyone, it seems to me, decrease the pressure on the types of
things that require very complex laws to deal with tl.use areas.

Senator Symms. Let us suppose for a second that we are going to
have two tax bills, but there is always the risk that if you wait till
you have put your package on the second tax bill that something
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happens to it along the way, so if you could tell this committee, one
of the technical recommendations that you are making, in tax
terms, it would be the most important ones put on the first tax bill.
Which one would you tell us to do, if you thought we would get one
of them in, but maybe we could not get all of them in at the
present time, which one would use?

Mr. BranscomB. Mr. Delaney, which one would you suggest?

Mr. DeLANEY. Well, I would like to suggest that on a timing
basis, certainly fringe benefits because the Congress has on two
occasions now extended the moratorium. The moratorium expires
in June of this year and if the Congress doesn’t begin to take some
action in that area, you either let the moratorium expire and leave
the issue entirely to Treasury, or you extend the moratorium and
don’t solve the fringe benefit problem.

Certainly, on a savings and raising of capital basis the provisions
with respect to elimination of discrimination between self-employed
and employees are very important.

Mr. BranscomB. Mr. Chairman, I believe that from the stand-
point of the American Bar Association, although it hasn’t been
officially called to answer your question, that it would concur with
the suggestion that Mr. Delaney has made that the equitable treat-
ment of a self-employed individual would be in its view the most
important of all.

We would see a very substantial favorable impact by improving
H.R. 10 rules on savings within this country. We do feel that you
would be transferring savings from one saving to another, but, that
you would be going from consumption to savings. The $7,500 limita-
tion for retirement funds, which is now in effect, has not been
modified for 6 years.

On the other hand, corporate plans can authorize as much as
$41,000 and they are indexed and have provision for further in-
creases. There is a very widespread feelirg among the self-em-
ployed in this country that the Congress wculd be doing a great
deal for the benefit of the entire economy if it sees fit to act in this
area at an early date.

Senator Symms. Thank you very much. )

There are some of our witnesses who, according to some of the
written testimony that we will hear this morning, are thinking
that, and there have been other members of this committee who
have been concerned about it also, that some of our business tax
cuts in the present bill will create an enormous tax shelter. What
is your view on that?

Mr. BranscomB. Mr. Chairman, I am not convinced that the
individual provisions will provide tax shelters, provided adequate
attention is given to the technical aspects of the language as it
proceeds through Congress. The tax section of the American Bar
Association has among its membershlp highly qualified technicians
in the various specialized areas. We'll expect to provide detailed
information in technical areas, if acceptable to the committee or its
staff, for the purpose of attempting to avoid any unintended tax
shelter development.

We recognize and have been working actively in the area of
attempting to see that as the tax law goes forward, unintended tax
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shelters do not develop which preclude the equitable operation of
the tax laws for the benefit of the entire country.

Senator Symms. Thank you.

Senator Byrd.

Senator Byrp. With regard to tax shelters, if the top marginal
rate is 70 percent——

Mr. BranscomB. Mr. Chairman, I believe it's widely recognized
that the very high rates are one of the things causing the great
interest in tax shelters, and that anything that reduces rates would
tend to reduce the pressure to divert funds from their normal
investment area into some area which is perceived as especially
favored under the tax laws.

Senator Byrp. With regard to accelerated depreciation, looking
at it purely from a technician’s point of view, you prefer the 10-5-3
proposal now before the committee, or would you prefer the 10-7-
4—2?proposal, or is there any substantial difference between the
two

Mr. BranscoMmB. Senator Byrd, the section of taxation of the
American Bar Association have felt that the policy considerations
are so substantial in that issue that it was difficult for us to
respond from a purely technical standpoint. But from a purely
technical standpoint, we would be pleased to provide suggestions
with respect to either to see that of the technical problems are
minimized and that the operation of the statute is made as simple
and as workable as feasible. '

I realize that I haven’t really answered your question, but it is a
little difficult for me to answer in the capacity in which I speak.

Senator Byrp. That is satisfactory.

Thank you.

Just one other question. In your statement, you recommend a
system of indexing as a basis for depreciation, amortization—as
well as computing gain or loss if this position was adopted.

What do you mean by indexing basis for depreciation?

Mr. BRanscoMB. Mr. Chairman, the American Bar Association is
on record as in favor of an indexing plan, and it has a detailed
proposal for the operation of indexing. It provides that assets held
over 2 years will be subject to indexing. I am not personally famil-
iar with the details of the mechanics of the indexing computation.

Are you Mr. Delaney?

We have submitted a written proposal as to precisely how index-
ing might be effected. We've spent a great deal of time in studying
that proposal over a period several years, and we believe that if the
committee is interested, if it will consider that proposal, it will find
one that has been very thoroughly thought out.

Senator Byrp. Well, if the Con%;ress were to go to the 10-5-3
depreciation schedule, would there be any need?

r. BRANscoMB. Mr. Chairman, proposals such as 10-5-3 provide
a certain amount of relief against the impact of inflation on assets
in a short period of time.

The indexing proposals face the fact that the problem of inflation
to taxpayers increases as the years go by, so that the impact of
inflation in the tenth year of the ownership of a building with a 30-
year life, for example, is much greater than the impact of inflation
in the second, third, and fourth years. While we recognize that the
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10-5-3 and similar proposals are addressed to inflation, we feel
that the indexing proposals are addressed to a different facet of the
inflationary pressures.

We are not suggesting that the committee should set aside its
consideration of other matters, but that especially with assets
which have longer lives where the difference between replacement
costs and original costs has become very decisive because of the
fubstantial passage of time there is a real inequity in the existing
aw.

Senator Byrp. Thank you.

Senator Symms. Thank you very much, Senator.

I had one other question I would like to get into is in area of
fraud penalty.

I have been intending to introduce a bill which would correct
what I think is inequity in the fraud penalty, and that is, say if
there is a taxpayer who does have fraud exist on their tax form,
that there is no additional penalty for someone who has a very
large fraud, as opposed to say a small fraud.

: W‘;)uld you like to comment on that, and make a recommenda-
tion’

Mr. BrRanscoMs. Yes, I would like to comment.

The Section of Taxation is concerned that the fraud penalties, as
they now exist, are inadequate to achieve their objective of seeing
that the penalties for taxpayers who deliberately disobey the tax
laws are sufficient to deter such conduct.

The Section is now studying proposals in the area of those which
you are considering designed to achieve similiar purposes.

We have not developed a concrete proposal which we can present
today as the official one supported by the Section, but we can say
that the Section believes that this area is in need of study and
atiention, and I believe we will conclude that it is in need of
legislation. The Section also has under consideration the question
of whether it may be workable to have other types of penalties
designed to address the problem of taxpayers who repeatedly take
deductions for which there is very little justification, with the hope
that in the audit process, they will be overlooked. We recognize
. there is a problem in seeing that the tax laws are complied with in
practice, in addition to seeing that the statute itself is as good as
can be developed.

Senator Symms. Thank you very much.

For the purpose of our record, our hearing record will be open
for another week or two at least, maybe longer, and if you do
happen to complete those recommendations, of course your entire
written testimony will be part of our record, and it will be certain-
ly—I would like you to go ahead and forward it over so we can
have that on fraud penalty area, if you have completed it, if it is
convenient for you to submit that to the record also.

Do you have any more questions, Senator Byrd?

Senator Byrp. No, Thank you Mr. Chairman.

Senator Symms. Do you want to make another comment?

Mr. BRaNscoMB. Mr. Delaney wanted to comment——

Mr. DELANEY. Senator, we looked at the problem of the assertion
of the fraud penalty to the total deficiency when the fraud item is
a very small part of the total return.
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It has resulted in a number of cases, some corporations where it
has resulted in an immense fraud penalty that arises out of a
relativelg small part of the deficiency that might be attributed to a
fraud. That has resulted in fraud penalties not being asserted, and
we have looked at that and have some recommendations as to
limiting the fraud penalty to the fraud item, but possibly increas-
ing the rate. :

The same problem exists in the negligence area also which is
another area that should be looked into.

Senator SymMs. That is what it appeared to me like, that it
would increase the rate of the fraud but limited to what the fraud
part was, that it might be equitable, and address what the problem
1s. Otherwise, there are some taxpayers who may have a very small
fraud, but then they pay a high penalty in comparison with the—
there could be somebody who has a h:igh fraud number and then
the penalty is really relatively small.

It seems to me like it would be better if the rate were higher, but
specify in the tax code.

Is that your general position?

Mr. BranscoMs. I think that would correctly state our general
position.

We do feel, and we are on the record as feeling, that the existing
penalty does not address the problem adequately in the situation to
which Mr. Delaney refers.

The situation to which the Senator refers is the other side of the
coin. It is of serious concern to us also, and we will attempt to have
some further input to the committee in a short period.

Senator SymMs. Thank 1)'r‘ou very much.

I appreciate you being here this morning, and I appreciate your
testimony.

Mr. BRANscoMB. Thank you.

Mr. DELANEY. Thank you.

[Statement follows:]



260

STATEMENT OF

HARVIE BRANSCOMB, JR., CHAIRMAN
SECTION OF TAXATION

Mr. Chairman and Members of this Honorable Committee:

I am Harvie Branscomb, Jr., of Corpus Christi, Texas,
and I appear as Chairmar of the Section of Taxation of the
American Bar Association. We appreciate the opportunity we
are given from time to time to present to the Congress the
position of the American Bar Association in vital tax
issues; the 23,000 tax lawyers and academicians who are
members of the Section of Taxation have sponsored important
contributions to improvement of the tax system over the
years which have been adopted by Congress.

There are four matters of substantizl importance which
are relevant to the tax bill now before this Committee and
on which the American Bar Association has taken formall
positions, We offer them for your thoughtful consideration.

Capital Cost Recovery

The Tax Section is reviewing the current capital cost
recovery proposals from a simplification and technical
viewpoint, and will be submitting technical comments and
suggestions to the staff to assist their efforts to draft a
bill with the fewest possible complexities and ambiguities.

Several outstanding legislative recommendations of the
American Bar Association should be incorporated in the
capital cost recovery legislation. These are:

1. Recommendation No. 1979-5, which would allow
accelerated depreciation with respect to used personal
property.

2. Recommendation No. 1978-5, which would allow

investment tax credits to offset 100 percent of tax liability
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and would allow unused credits to be carried forward in-
definitely.

3. Recommendation No. 1978-18, which would index the
basis of assets for depreciation, amortization and depletion.
4. Recommendation No. 1966-12, which would allow

depreciation and depletion deductions to be apportioned

between an estate and its income beneficiaries in accordance

with the provisions of the will, or absent such provisions,

on the basis of the estate income allocable to each beneficiary.
5. Recommendation No. 1975-1, which would allow

amortization of intangible assets over a period of not less

than 60 months not more than 480 months under class lives

established by Treasury Regulations.

Simplification

The Seétion of Taxation strongly supports simplification
of the tax laws. We urge the Committee to attempt whenever
possible to adopt simplifying rules. In the area of capital
cést recovery, provisions which simplify the system include
the following:

1. elimination of salvage value in the determination
of depreciation;

2. accounting for disposition of assets by adjustments
to the depreciation reserve rather than by computing gain or
loss on each disposition; A

3. elimination of distinctions between new and used

property.
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4. reduction in the numbers of classes of depreciable

property.

Depreciation of Used Personal Property

(Recommendation No., 1979-5)

Present law denies accelerated depreciation to used
personal property. This restriction was intended to prevent
the conversion of ordinary income into capital gain by rapid
depreciation of used assets followed by their sale at a
capital gain. However, this objective is now secured by the
recapture provisions of section 1245. Accordingly, there is
no need to continue this restriction, Moreover, the restriction
contributes to complexity because taxpayers must maintain
separate depreciation accounts for new and used property.

For these reasons we urge that the distinction between
new and used tangible personal property be eliminated. We
note that the capital cost recovery proposals now before the
Committee would accomplish this goal.

Unused Investment Credit Carryovers

{Recommendation No. 1978-5)

Certain taxpayers are unable to use investment tax
credits because they have insufficient tax liability. If
existing deductions for depreciation are increased, this
situtation will become even more prevalent.

Present law allows the credit to offset 90 percent of
tax liability beginning in 1982 (80 percent for 198l1), and
it allows unused credits to be carried back three years and

forward seven years.
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We recommend that the credit be permitted to offset
one hundred percent of tax liability. The purpose of the
credit is to offer incentives to business investments, and
there is no reason why it should be able to offset only 90
percent of tax liability.

We recommend also that a taxpayer be permitted to
carry-forward unused credits indefinitely. Proposals
currently before the Congress would extend the carryover
period from seven to ten years. We believe that they do not
go far enough in solving the problem.

Impact of Inflation on Depreciation Allowance

(Recommendation No. 1978-18)

Current tax law generally fails to take account of the
declining purchasing power of the dollar. When costs stated
in earlier, more valuable dollars are matched against
receipts stated in current, less valuable dollars, there is
an overstatement of income in economic terms. This situation
is more pronounced in the case of longer lived assets
because the difference between historical dollars and
current dollars becomes more pronounced.

Since the effect of this disparity is greater in the
later years of an asset's life than in its earlier years,
the compensating adjustments should occur in the later
years. Certain special allowances, such as the ADR systenm,
éhe investment tax credit, accelerated depreciation, and

long~-term capital gain rates have sometimes been viewed as
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representing at least in part a compensatory mechanism to
offset the tax effects of inflation. However, except for the
capital gain tax rate, these other provisions have their
effect in the early years rather than the later years. Some
of the capital cost recovery proposals currently before the
Congress would have the same effect.

We recommend that a system of indexing basis for
depreciation, amortization, and depletion, as well as in
computing gain or loss on dispositions, be adopted. Because
mismatching does not occur to a great extent in the early
years of an asset's life, the indexing adjustment should
apply only to assets held for more than 24 months,

Allocation of Depreciation Between

An Estate and Its Beneficiaries

{Recommendation No. 1966-12)

Under existing sections 167(h) and 611(b) (4), depreciation
and depletion deductions are "apportioned between the estate
and the heirs, legatees and devisees on the basis of the
income of the estate allocable to each." Under a leading

case (In re Nissen's Estate, 345 F.2d 230 (4th Cir. 1965)),

individuals who are income beneficiaries of residual trusts
and to whom the executor has discretion to distribute income
from the residue of the estate entitled to any portion of
depreciation or depletion deductions because they are not
considered to be "heirs, legatees, and devisees" under the

local law of trusts and estates.
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There is no logical basis for denying a portion of the
deductions to certain income recipients solely on the basis
of such distinctions under local trust and estate law.
Accordingly, we recommend that the words "income benefi-
ciaries" be substituted for "heirs, legatees, and devisees"
in order to make clear that, for purposes of sections 167
and 611, all income beneficiaries of an estate will be
treated the same way, whether or not they are heirs, legatees
or devisees as those terms are defined under local law.

Our proposed amendment would also conform the rules for
allocating the depreciation or depletion deduction for
estates with the rule applicable to trusts. This result is
accomplished by providing for apportionment on the basis of
the pertinent provisions of the will,

Under current law, sections 167 and 611, require that
depreciation and depletion deductions for estates to be
allocated on the basis of income. By contrast, the pro-
visions as to trusts, provide for apportionment in accordance
with pertinent provisions of the instrument creating the
trust, if any.

There is no apparent reason why different rules should
be applicable to trust and estates, and the legislative
history is silent as to why different rules were adopted.
Accordingly, our amendment would conform the language for
estates to that for trusts by adding that the deductions
will be apportioned "in accordance with the pertinent
provisions of the will, or, in the absence of such provisions,

on the basis of the estate income'allocable to each." We

anticipate that regulations would allow the deduction where
a reserve is required or permitted by local law as well as by
will, as is done with reference to trust. This would cover
the situation where there is no will or where the will does

not contain any relevant provisions.
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Retirement Plans for the Self-Employed

A top-priority tax program of the American Bar
Association calls for elimination of the existing severe
discrimination against the self-employed in the matter of
qualified retirement programs. Although self-employed per-
sons through H.R. 10 or Keogh plans must cover their em-
ployees on a non-discriminatory basis, as in the case of
corporate pension plans, they have far less opportunity to
provide adequately for their own retirement savings than do
corporate employees. This has led to widespread formation
of professional corporations, and even partnerships of one-
person professional corporations, to avoid the H.R. 10
limitations, creating artificial forms of business organi-
zations to circumvent the unreasonable and discriminatory
effects of existing law on self-employed persons.

The solution we propose is to eliminate the special
H.R. 10 limitations and restrictions, thus treating self-
employed persons in exactly the same way as corporate em-
ployees. This would have the very salutary effect of pro-
viding a major long-term savings incentive of unique importance.
It is in every respect a companion measure to the broadly-
supported proposals for an expanded IRA deduction for employee
contributions to qualified retirement plans, but it would be

even more effective in inducing increases in long-term savings.
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It is demonstrable from available economic evidence
that both an increased H.R. 10 deduction and an expanded IRA
deduction would induce a higher level of savings than would
otherwise occur. They are preferable to other targeted sav-
ings incentives because they do not simply result in a shift
of savings from one form to another; they clearly induce an
increase in net over-all savings in the U.S., and on a long-
term basis for retirement purposes. fhey serve in important
ways to minimize pressures for increased Social Security bene-
fits by providing instead fbr retirement benefits from private
savings which are allocated to their most efficient uses in
the economy.

The elimina:ion of the H.R. 10 restrictions would
be even more effective than an increased IRA deduction because
in order to enjoy the increased tax benefit, self-employed
persons would be required to make greater provision for
virtually all of their employees. This would increase even
more the current allocation of business profits to long-term
saving and investment, would extend coverage of the private
retirement system substantially, and, as previously stated,
would reduce the need for increased Social Security benefits.

More specifically, under existing law, contribu-
tions to qualified defined-contribution retirement plans may
be made for corporate employees up to $41,500 per year on a

non-discriminatory basis. This limit for corporate emplovecs
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is adjusted annually for cost-of-living changes. 1In the case
of self-employed persons, however, the limit is only $7500

per year, as it has been for the last six years, with no
adjustment for cost-of-living changes. Even greater dis-
parities exist in defined bernefit aggregate-funded plans,
where self-employed persons suffer the most egregious dis-
crimination. In addition, there are many other special
limitations and restrictions on H.R. 10 plans which are no
longer necessary after adoption of ERISA, the Employee Retire-
ment Income Security Act of 1974.

. The American Bar Association is strongly of the
opinion that these differences in treatment are not justified
and should be eliminated. The President's Commission on Pen-
sion Policy in its recent final report called for elimination
of these differences and recognized the unique and powerful
effect of such changes as a savings incentive, along with an
expanded IRA deduction. Eminent economists such as Martin
Feldstein of Harvard University have recently told this
Committee that elimination of the special H.R. 10 limitations
would be an effective incentive for increases in net long-term
savings in the United States. We urge this Committee to in-
clude such provisions in the tax bill; we will provide your
Staff in due course with a complete draft of statutory changes

to gccomplish this result.
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Avoidance of Marriage Penalty Tax

The American Bar Assoclation supports legislation
designed to eliminate the so-called "marriage penalty"™ resulting
from the additional tax which a husband and wife will incur due
to their marital status in situations where each spouse generates
earned income. Under the Internal Revenue Code, a higher tax rate
will apply to the taxable income of married individuals if each
spouse earns 20% or more of the total income, than the rate of tax
which will apply to an equivalent level of taxable income realized
by an unmarried individual. The amount of the so-called "marriage
penalty” depends on the amount of the aggregate income of the hus-
band and wife and the ratio of their incomes, one to the other.

In this connection, the American Bar Association has
adopted its Recommendation No. 1978-6, which proposes that the Internal
Revenue Code be amended to allow married individuals a credit
against the tax imposed on their income equal in amount to the
taxes which married individuals pay on their earned income in
excess of the sum of the taxes each individual would pay on his or
her earned income if unmarried. The objective of the recommendation
is to provide that no married individual having earned income will
pay a greater tax thereon because of marital status. The ABA recom=-
mendation is designed to provide relief without affecting the oppor-
tunity of married couples to file joint returns or increasing the

tax rates applicable to unmarried individuals.

83-153 0 -~ 81 ~= 18
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It is submitted that our recommendation has two significant
advantages over other pending proposals:

(i) The ABA recommendation is geared solely to the earned
income of the spouses so as to focus relief on the largest
adversely affected group (that is, working couples) and to
avoid problems of allocat%on of joint unearned income; and

(ii) The ABA recommendation would provide for a credit,
which could be computed without troublesome allocation of
deductions and other credits between spouses.

Other proposals in this area include the following:

(i) S.775, introduced by Senator Moynihan and H.R. 2474,
introduced@ byRepresentative Shannon, which involve a credit
approach similar to the ABA Recommendation.

(ii) sS.171, introduced by Senator Sasser and R.R. 177,
introduced by Representative Conable, which allow a deduction of some
percentage of the earned income of the lesser-earning spouse,

(iii) s.2, introduced by Senator Mathias and H.R. 1700,
introduced by Representative Fenwich, which give married indiv-
iduals the option of filing jointly or as two unmarried indiv-
iduals' rate schedule. '

Specific comments on each of these approaches can be
found in other materials we have prepared.

We feel that the recommendation of the ABA reflects the
best approach to the problem although we support any measure
designed to establish a structure under which no married individual
having earned income will pay a greater tax by reason of marital

status. ~



271

mmortization of Intangible Assets

(Recommendation No. 1975-1)

Under current law, intangible assets can be amortized
for income tax purposes only where the assets have reasonable
ascertainable useful lives. Present depreciation law has no
" classification for intargible assets. As a consequence,
taxpayers and the Service frequently become involved in
disputes as to whether a particular intangible asset has a
reasonably gscertainable useful life.

Certain, specific intangible assets can be amortized
under special provisions of current law. Code sections 248
and 709 allow amortization of corporate and partnership
organization expenses, respectively. The deductibility of
business start-up costs has been an area of increasing tension
between taxpayers and the Service, and we are pleased that
section 195 was enacted last year to deal with this problem.

Examples of intangibles which are often involved in audit
desputes are goodwill, going-concern value, covenants not to
compete which do not specify a term, secret processes and
formaulae, contract rights, customer lists, and franchises with
indefinite lives.

It would be appropriate for the Committee to deal with
this problem in connection with its deliberations on capital
cost recovery. We recommend that a taxpayer be allowed to
amortize intangible assets over a class life prescribed by
the Treasury Department. Under our proposal, Treasury would
establish class lives of not less than 60 months nor more than
480 months.

A class life amortization system for intangible assets
would remove a substantial area of audit dispute and would
achieve significant simplification in the administration of

the tax law.
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Taxation of Fringe Benefits

The American Bar Association has developed a legislative
proposal (No. 1980-1) for determining whether certain fringe
benefits will be taxable income to employees. We think our
proposal is superior to any of the other solutions to this vex-
ing problem which have been recommended@ to the Congress, and we
urge that it be given careful attention.

The appropriate tax classification of fringe benefits has
received increasing interest during the last four years from
both Congress and the Treasury Department. The efforts by
Treasury in March of 1977 to deal with these problems by pro-
posed regulations met with substantial Congressional resistance,
evidenced by the introduction of a number of bills inteanded
to prevent the Service from issuing regulations or rulings
concerning fringe benefits. The "freeze" was formalized in
Public Law No. 95-427, which initially prchibited the issuance
of (i) final regulations on the subject before January 1,

1980, or (ii) proposed or final regulations which had an ef-
fective date before January 1, 1980. The freeze was extended
until June 30, 1981, by Public Law No. 96-167.

The legislative proposal of the American Bar Association
would establish a general rule under which a fringe benefit
would be included in gross income unless it is within one of
four specific exclusionary rules. In addition, the proposal

would prescribe the method of valuing taxable fringe benefits.
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Under the first exclusionary rule, a fringe benefit would not
be includible in income if (i) it is incident to the employer's
trade or business, (ii) it is provided on a non-discriminatory
basis, and (iii) the marginal cost of providing the benefit is
insubstantial. Under the second exclusionary rule, a fringe
benefit would not be included in income if it is providéd pri-
marily for the benefit of the employer rather than the employee.
Under the third exclusionary category, a fringe benefit involv-
ing recreational, social or similar activities (including
facilities therefor) would not be includible in income if the
expense of supplying the benefit is deductible by the employer
due to Section 274(e) (5) of the Internal Revenue Code, dealing
with employer-provided recreational and social programs.
Finally, the value of a fringe benefit would not be includible
in an employee's income if the benefit is of an insubstantial
value and is not provided on a frequently recurring basis.

If a fringe benefit does not meet one of these standards
for exclusion, the amount includible in gross income would
equal the excess of the fair market value of the benefit over
the amount paid therefor.

The legislative recommendation of the American Bar Asso-
ciation provides for substantuation rules which, in some cases,
resemble the regulatory rules proposed by the Department of
the Treasury and, in some cases, differ significantly from
such rules. The most significant difference between the
Treasury Department position and ?hat recommended by the ABA
is that the ABA favors statutory rules rather than a regulatory

approach.
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The primary difficulty with a regulatory approach lies
in the fact that the tax law in its present form provides
comprehensively that gross income includes "all income from
whatever source derived." This broad rule of taxation indi-
cates that the only feasible method of providing for types of
fringe benefits which would not be taxed is to enact specific
statutory exclusions. While certain regulations, rulings ang
court decisions have provided some authority for the exclusion
of some fringe benefits, many benefits involved in the proposals
are not the subject of any prior specific authority. 1Indeed,
the lack of any specific statutory authority has resulted in
a lack of consistent treatﬁent of similar items by the Internal
Revenue Service and by the courts on a nationwide basis.

The ABA approach to the fringe benefit problem is to es-
tablish a statement of general principles which are, in general,
designed to preserve the status quo with respect to the most
widely accepted fringe benefits. The standards proposed are
sufficiently general to permit reasonable flexibility iqvactual
administration,

Since an administrative approach i's not authorized under
existing law, we feel that statutory authority is necessary in
order to permit the Revenue Service to administer the fringe
benefit area on a consistent basis, and in a manner which will
permit the continuation of accepted business practices, ordin-
arily involving insubstantial amounts of money, on a non-
discriminatory basis, and at the same time to disallow un-
justified avoidance of tax liabilities Sy the use of improper

fringe benefits.
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Senator Symms. Our next panel, George E. Barns, David B. Bos-
tian, and Oscar Pollock.

STATEMENTS OF GEORGE E. BARNES, DAVID B. BOSTIAN, JR., AND
OSCAR S. POLLOCK .

Mr. BosTiaN. I would like to say at the outset, which I'm sure is
the sentiment of most here, that the general direction of the
Reagan administration initiatives is certainly to be applauded.

Second, in terms of the entire issue of tax cuts, our research
leads us to believe that the inflation fears a great many of us may
have had earlier are not a real problem.

We specifically believe that we are seeing a secular peak in both
interest rates and inflation, for a number of reasons that range
from oil prices starting to recede, to the disciplinary approach of
the Federal Reserve and to an assessment of the economy, in terms
of the demand for credit, which suggests that we’re not going to see
thelpremendous explosion in demand that might have been thought
earlier.

You can look through the Department of Commerce data, for
example, and in nearly every sector of the economy, see real meas-
ures of economic activity that have not made new highs since 1979.

You can look at commodity indexes and see that they have been
trending down for well over a year.

So, I don’t think inflation is a problem one should be concerned
about greatly and therefore the tax cut, whatever its nature,
should be very aggressive in its size.

The across-the-board tax cut proposals of the administration cer-
tainly merit, and certainly they are an improvement over past
years.

However, I think there are possibly two flaws in the historical
justification for across-the-board tax cuts that should be addressed
and studied very carefully.

The advocates for across-the-board tax cuts point to the Kennedy-
Johnson tax cut in 1964 as the justification for the principles that
are being advocated.

However, if you look back to that period, you will see that in
1962, President Kennedy instituted and was well in favor of both
investment tax credits and accelerated depreciation.

Following page 4 in my statement is a graph of the real growth
rate of capital investment which soared up dramatically beginning,
not in 1964, but in 1962.

Specifically we believe that there was an entire set of proinvest-
ment factors operating well before that 1964 tax cut and they came
from targeted cuts not general cuts.

Productivity growth was also soaring upward beginning in the
early 1960’s, not in 1964, and likewise research and development
exgenditures as a percentage of gross national product.

econd, and this is a conceptual economic issue, but an impor-
tant one, we have all read of the famous Laffer curve of economist,
Arthur Laffer.

Following page 10 of my statement is that Laffer diagram of how
tax rates and revenue interact in the economy.

It is my position that while there is truth in the Laffer curve,
that is, if you lower tax rates the economy responds and you do
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generate greater overall revenue, the Laffer curve does not exist,
s0 to speak, in a capital vacuum.

Specifically, if you have a technologically advanced and high
productivity economy, the overall Laffer curve is much, much
higher, and this is the variant of the Laffer curve that I refer to.

o again while there is merit in economist Laffer’s position,
there is one concept of that curve which he does not address.

Suffice it to say then that we strongly believe that targeted tax
cuts need to augment across the board tax cuts.

My colleagues in the financial communities, specifically the Fi-
nancial Analyst Federation, and the Securities Industry Associ-
ation, have recommended a number of proposals to stimulate sav-
ings and investments, and certainly they have merit.

Reducing further the tax ition of capital gains and reducing the
unearned income tax, right now, toward 50 percent are proposals
with merit.

While I favor those proposals as a better way to balance the tax
bill, I still have one recommendation about which I have a strong
conviction that is even more targeted.

Specifically, we have been recommending for the last year, a tax
base productivity policy which in essence is R. & D. tax credits for
research and development expenditures.

This is the most powerful type of targeted policy and it gets to
the essence of long-term economic growth.

Senator Symms. Can you kind of summarize your statement?
Your entire statement will be part of our records.

Mr. BosTiaN. Yes, thank you.

If we do implement this R. & D. tax credit, and I noticed on the
front page of the Wall Street Journal on April 29th, it was dis-
cussed, I think that we will see a return to long term economic
growth that will approximate that seen in the 1950°’s and 1960’s.

One last point, if you look at the graph following page 9, you will
see that research and development expenditures as a percentage of
GI\(TIP1 S;1(;<5>ved upward from 1% percent to 3 percent between 1955
an . ‘

In that period, productivity growth, which we have all heard
dismal stories about during the recent decade, soared upward from
about 2 percent to almost 4 percent. That was one of the most
economically healthy periods of 10 years in the history of this
country and I submit that the expanding emphasis on research and
development was one of the reasons for the economic health and
consequently should be part of a balanced tax bill.

Senator SymMms. Thank you very much for a very detailed and
indepth thoughtful statement.

Mr. Pollock, are you ready to testify.

Mr. PoLrock. Mr. Chairman, members of the committee, m
name is Oscar S. Pollock. I am a limited partner of Ingalls
Snyder, members of New York Stock Exchange.

Thank you for the opportunity to testify.

Recently, I have written extensively on the impact of ‘the 1978
capital gains tax reduction including its revenue effects.

The latest Treasury capital gains tax data, obtained by Senator
Wallop, has a direct bearing on present tax issues. The administa-
tion’s plan would lower the top tax rate from 70 percent to 50
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percent over 3 years, finally removing a special penalty on saving
and investment. '

However, my research strongly suggests that it would be much
cheaper and more effective to lower the top rate to 50 percent
immediately. Let us consider what happened in the wake of the
1978 capital gains tax cut. At the lowered 1979 rates, the Treasury
collected $1.8 billion more in capital gains taxes than it received at
the much higher 1978 levels.

How was this record dollar increase obtained? Total realizations
of capital gains were $72 billion in 1979, up 40 percent from 1978,
but the greatest increases in realizations came at the highest
income levels.

Taxpayers with adjusted gross incomes of the $100,000 or more,
approximately doubled their realizations of capital gains in 1979
compared with 1978. Thus lowering capital gains tax rates from
confiscatory levels induced a sharp upswing in investment and
realizations by the upper income groups that more than financed
that tax cut for all other taxpayers.

Bringing the top tax rate down from 70 percent to 50 percent
could have an even more dramatic and positive impact on individu-
al investment.

It should also work to raise rather than lower tax receipts for
these reasons. This step would lower the maximum tax rate for
long-term capital gains from 28 percent to 20 percent. At that
level, there should be some additional acceleration in the realiza-
tion of such gains, particularly of very large gains.

The maximum tax rate on short-term capital gains would fall
from 70 percent to 50 percent. At that level, I would expect that
there would be a very considerable increase in the realization of
short-term capital gains, which are small now. This increase would
add significantly to tax receipts because the effective rate on these
gains would still be very high.

Funds employed in tax shelters would decline because individ-
uals with high income would be forced to risk much more of their
own capital in them.

There would be less individual interest in municipal bonds and
more emphasis on taxable bonds and equities.

Individuals may borrow less money because interest expenses
will become much more costly at the lower tax rates.

The cumulative positive effect of these responses on tax receipts
should greatly exceed the $4.6 billion static revenue loss that has
been attributed to the 70-percent to 50-percent reduction.

On the other hand, if this reduction is stretched over a 3-year
period, these responses would be diluted. There would be revenue
losses due to the lower rates and there would be considerable
deferral of large capital gains, which would be expensive. A meas-
ure that could result in a net revenue gain, could become a net
loser initially.

Most importantly, lowering the top rate to 50 percent will spur
productive financial investing by individuals. Our country needs
the added investment now, not 3 years from now.

This step reduces capital gains taxes for taxpayers in the highest
income groups. It should be combined with a measure that lowers
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capital gains taxes for all taypayers, such as an increase in the
exclusion for long-term capital gains.

Friends and foes alike are watching America closely. Can we
take the critical steps needed to restore health and vigor to our
economy? Can we regain our position of economic leadership?
Ending the disastrous distinction between earned and unearned
income, and lowering our high capital gains taxes can send clear
signals to the world that we mean business.

Thank you again.

Senator Symms. Thank you very much for your statement and
for the timeliness of it. You have it timed about right, it looks like.

Mr. Barnes.

Do you have a written statement, Mr. Barnes?

Mr. Barnes. Yes I have, but it only arrived a few minutes
ago——

Senator Symms. OK. Thank you——

Mr. BARNES. As a matter fact, I didn’t get word until Friday late
that I was to appear today, but I'm here and ready to talk about
taxes.

Senator Symms. Well, I appreciate it very much particulary on a
short notice and your entire statement will be a part of our record.

Mr. BarNEs. Gentlemen, I have filed a prepared statement,
which I commend to you for your earnest consideration.

It contains a number of recommendations to strengthen and
expedite President Reagan’s well considered tax objectives, to cur-
tail inflation and to turn our economy around.

It is my hope that you will share my enthusiasm in asmuch as
the proposals recommended, accomplish major simplification in our
tax code as well as do away with capital punishment in this coun-
try.

By capital punishment, I mean more than a monetary considera-
tion, I mean punishment in the way of curing many, many need-
less complications and frustrations for taxpayers to determine their
minimum tax each year with the various alternative tables and
credits involved.

Capital punishment or mistreatment does not cpply to corpora-
tions in this country. They are extended about the same treatment
as firms in the principal European countries and Japan.

Our capital punishment is confined to individual investors who
get kicked right in the teeth. Even in the case of other countries
which are regarded as somewhat socialistic, they treat those who
save and invest better than we are doing.

I condemn our present tax structure to a large extent for the
inflationary predicament in which we find ourselves, with their
rapidly replacing the foreign goods for the American goods to keep
our people out of work.

The United States will continue to drift into a second classifica-
tion until we reform our tax system from penalties to incentives.

Further we cannot solve a runaway inflation by continuing its
deeply graduated wartime rates in peacetime. For example, under
the Presidents proposal we'll have a restructure 3 years from now
as higl: as 50 percent on from short-term sales of property and 20
percent of property held for more than 1 year.
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Such punitive rates still would cause property to be withheld
from marketplaces and not solve inflationary problems.

In fear of being repetitious, I refer you now to the summary on
pages, beginning on the last of page 13, which gives you the infor-
mation which in the way of reconditions, which I would like to
have your committee consider, in order to change our tax system
through a peacetime basis.

No. 1, treat investment income as earned income effective Janu-
ary 1, 1981, to eliminate taxpayers incrimination against.

This is the second item. Define retroactive provisions in the tax
code as to what constitutes earned income and unearned income, to
speed up settlements of long-time tax controversies, protects those
engaged in service industries.

or example, in my own case, Uncle Sam hasn’t been able to
settle my taxes as far back as 1976, because they don’t know how
much of my income is earned or unearned, and yet 85 percent of
my earnings are earned and only 15 percent unearned. They still
haven't, they’re waiting for, IRS is waiting for corrective legislation
or court decisions and you magnify that by all the cases in this
country of service industries, who don’t know their tax status, for
as long as, since 1977, while it’s really a dilemma of your considera-
tion.

Now the next item I have on the page 14 is two, repealed taxes
on short-term gains as high as 70 percent and long-term gains of 28
percent in favor of the flat tax rate of not more than 10 percent on
all capital transactions to be reported annually on a separate
return without any exceptions or exemptions. This would automati-
cally do away with establishing losses of up to $3,000 against
ordinary income. The main purpose of this change is to stop infla-
tion spiral and withholding property from marketplaces.

With capital gains taxed separately, from ordinary income, it
would no longer be possible for taxpayers to offset losses from their
tax sheltered investments, against capital gains, thus making it
possible to do away with minimum tax table No. 4625. This would
accomplish further simplification.

Three, provide an amendment to President Reagan’s tax proposal
for a 3-year moratorium on all capital transactions during the
transition period of 3 years in the event that penalties for capital
investments are not significantly reduced.

Four, to be made effective January 1, 1981, to take simple steps
available for increased compliance by requiring the annual report-
ing by payers of interest on coupon or bearer bonds the same as on
dividends, salaries and wages.

I was down here 10 years ago trying to get some action on the
coupon interest and according to the Treasury, $16 billion unre-
ported debt. It would be simplier for our firm and ever{ firm in
this country, every security firm, if we reported that all interest
from coupon from both tax free and taxable bonds because now we
have to have computer reruns to take us out of our mechanism in
order to send it to Uncle Sam at the end of the year, and it would
be a tremendous thing for the Government to accomplish and it’s
only because we haven’'t done our homework. It’s so simple to do
that would have the same simple procedure as we have of simply
take their figures that they have, or their nominees, and sending it
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into IRS at the end of the year, now they're just the same as we
are, they're taking it out of their computer, I mean reruns, at a
cost to them, and the the banks would only be, have an increased
burden would be the payers of interest, but they're going to be paid
by the corporation.

So there is no reason in the world why they shouldn’t report
coupon interest the same as dividends, and then we recover the
tremendous sum for this country.

I don’t know if you realize this or not, but people feel fear and
tremble if anything’s reported.

I maintain that reporting is better than withholding, that is why
I have always objected to withholding because reporting is a very,
very effective means of collecting taxes.

Senator Symms. I see, you have point No. 5 and——

Mr. BArRNEs. No. 5 is this. Effective January 1, return to one
table, one tax table. This will be accomplished by eliminating the
ing(l)me averaging table, the maximum and the minimum tax
tables.

Now, the reason why you can eliminate the minimum tax is
because the capital gains will not appear in 1040 and the taxpayers
could not offset ordinary losses against the capital gains.

Under this program, capital losses would only be offset against
capital gains and the 10 percent rate would more than equal the
present revenues.

Senator Symms. Thank you very much for your testimony, all
three of you and I have just a few questions. Do you have any
questions Senator Grassley you would like to ask for an answer
now.

Senator GRASSLEY. Yes, I do.

Under the President’s proposal, which cuts marginal tax rates
will affect capital gains tax so that eventually the real tax on
capital gains is going to be 20 percent by 1984.

My question to any of you or all of you would be whether or not
you think that capital gains tax reduction is going to require any
additional legislative attention and I am specifically interested in
whether or not there ought to be any change in the 60 percent
exclusion.

Do any of you——

Mr. PoLLock. Senator Grassley, as I suggested in my testimony,
my recommendation is that the 70-percent rate be cut to 50 percent
immediately. This would result in a cut in capital gains taxes for
the highest income groups.

My feeling is that this step should be combined with an increase
in the exclusion, which would provide a capital gains tax cut for all
taxpayers.

Mr. BosTiAN. As I indicated in my statement, we strongly believe
that using tax reduction to spur research and development is a
more economically useful way to structure the legislation. From
our standpoint, we would be willing to accept the ultimate 1984
reduction to 50 percent that would come by virtue of the adminis-
tration’s proposals.

I am not against specific cuts, but we strongly believe that using
the reduction to target research and development credits for all
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inc-.:try is the optimum way to benefit from the reductions for the
Nation as a whole.

Senator GrassLey. Then, I also want to ask, generally——

Mr. BarNEs. I would like to answer that.

Senator GRASSLEY. Yes.

Mr. BArRNEs. There are, talking about credits, 44 pages in our
present 1040 tax form of which 22 are tax tables and then in
addition to that there are 21 forms which taxpayers must get to
take care of these credits. There are 21 forms and you can’t get
them from banks or post offices.

I wouldn’t like to see any more credits. I would rather see a
reduction in our tables. I have a table, 1867, that I can make out
my tax returns from right now and come within very close approxi-
mation to my present tax. One page and there is no reason why we
should be cluttering our tax laws with more credits. We already
have 21 credits for which there are no forms available through
banks and post offices.

I have had people wait for 2 or 3 months to get them from the
IRS. The taxpayers in this country are not going to stand for all
these inconveniences and frustrations of having such a complicated
return.

Senator GrAssSLEY. I missed some of your testimonies so forgive
me if you have already spoken to this point. Each one of you have
argued for targeted tax increases to stimulate savings and invest-
ment. Does this mean that basically you're rejecting the across-the-
board tax cuts in rates for personal income taxes?

Mr. BostiaN. I am not rejecting it in my testimony. I argue for a
balanced tax bill and while there are many definitions of balance, I
would argue for a lower percentage across-the-board tax cut with
the remainder of the tax cut being targeted.

One final point relative to the most recent commentary of Mr.
Barnes. I can agree to cutting out a lot of individual income tax
credits. The credit I am arguing for is based on our assumption
that innovation is the motive force of long-term economic growth
and I don’t think my arguing for this and his statements are really
inconsistent.

Mr. PoLLock. Senator Grassley, from my viewpoint it looks like
we have two very serious problems that we have to deal with.

One is that due to bracket creep and inflation the middle income
groups, today, are paying tax rates that were intended for the
upper income groups. That is problem No. 1.

roblem No. 2 is we have a very serious tax bias against saving
and inflation. In lowering the top rate from 70 to 50 percent, I am
not recommending any specific incentive to save. I am recommend-
ing the removal of a special tax penalty on saving and investment.

Now, I feel that the President’s program really helps in solving
the first problem. It eliminates the impact of a decade of bracket
creep and inflation, but I believe that that program should be
supplemented by specific incentives to save such as the widening of
the capital gains exclusion which was successful after 1978 and of
course, by eliminating the one major tax penalty on saving and
investment.

Senator GRASSLEY. Some of our colleagues are arguing for it to be
tilted and targeted more toward savings and investment than the
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10 percent across-the-board reduction in rates. I consider the per-
sonal tax reductions to be a very integral part of the President’s
program.

I don’t, of course, reject savings incentives. I think they will
increase savings and I feel that when they talk about targeting the
tax reductions it is almost like it is a denial of the fact that we
should have targeted the tax increases of the last several years.

They have been very targeted toward the working men and
women of America and I think we are going to have to target our
tax decreases to benefit them, particularly if we are going to have
tax savings with accelerated depreciation for the corporations of
America and particularly if we reduce the operate unearned
income from 70 down to 50. That is targeted and I think legitimate-
y so.

But, I think in order to be fair we are going to have the savings
in taxes for the working men and women of America. That is going
to encourage savings as well.

One of you suggested that the economic situation isn’t, today,
such as it was in the 1960’s when President Kennedy's tax decrease
went into effect and I will have to admit that we have 12 percent
inflation instead of 1.5 or 2 percent inflation. But, it seems to me
that if marginal tax rates are the reason people are choosing
leisure over productivity then cutting those marginal tax rates
would have the same impact this year, maybe even more so, than
they did in 1963 or 1964.

Mr. Chairman, I am done.

Senator Symms. Thank you very much, Senator Grassley. Mr.
Pollock, I have a question I want to ask you? Did you want to
comment on that Mr. Barnes?

Mr. BArNEs. I want to mention just one thing. I just think it
would be wrong for us to wait 3 years to get down to a 50-percent
basis because in the meantime you are going to have a continu-
ation in the growth of tax shelters.

You have no idea what this tax shelter business is doing to the
country and doing to the Government revenues