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ECONOMIC GROWTH AND THE PRESIDENT’S
BUDGET PROPOSALS

WEDNESDAY, FEBRUARY 12, 1992

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 10:00 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. Lloyd Bentsen

(chairman of the committee) presiding.
Also present: Senators Moynihan, Riegle, Breaux, Roth, and

Chafee.
[The press release announcing the hearing follows:]

[Presa Release No. H-8, Feb. 3, 1892]

SENATOR BENTSEN CaLLs HEARINGS ON EcoNoMic GROWTH, PRESIDENT'S BUDGET,
FinancE CHAIRMAN CITES NEED FOR SWIFT ACTION

WasHiNGgTON, DC—Senator Lloyd Bentsen, Chairman of the Senate Finance Com-
mittee, Monday announced a series of hearings on economic growth and the Presi-
dent's budget proposals.

Bentsen (D., Texas) said the hearings will be at 10 a.m. on Wednesday and Thurs-
day, February 12 and 13 and Tuesday and Wednesday, February 18 and 19 in Room
8D--215 of the Dirksen Senate Office Building.

“The Finance Committee held hearings last November and December to examine
the state of our economy and help us plan action for turning our economy around.
The President submitted most of his budget proposals last week and now we need

to take a close look at them,” Bentsen said.
“Our economy is in a rut. Growth in our Gross Domestic Product was a tiny 0.3

percent in the fourth quarter and consumer confidence, as measured by the Con-

ference Board, is at its lowest level since May 1980. We're having to extend emer-

gency unemployment compensation benefits yet again because unemployment con-

tt)inlues to rise. Jobs and the economic health of millions of Americans hang in the
alance.

“These hearings will provide a wide range of views on how best to invigorate our
economy. We'll examine the President’s proposals for tax increases and cuts, for
health care and how his budget would affect our economy,” Bentsen said.

“I intend to move as quickly as possible to pass legislation to help American fami-
lies get the help they need. Tzeae iean’.nga on growth proposals, including the Presi-
dent’a budget, will help move that process forward,” Bentsen said.

Bentsen said Administration witnesses will testify on the President’s tax propos-
als on February 12; the February 13 hearing will include testimony from economists
and private sector representatives regarding how tax proposals offered by the Presi-
dent and Congress will affect the economy in the short and long term; the February
18 hearing will have Administration and private sector witnesses discussing the
President’s health proposals; Members of Congress and additional witnesses will

testify on February 19.

(1)
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OPENING STATEMENT OF HON. LLOYD BENTSEN, A U.S. SEN.
ATOR FROM TEXAS, CHAIRMAN, SENATE FINANCE COMMIT-

TEE

The CHAIRMAN. If you will please be seated, gentlemen, we will
get under way. For the moment, as I look at the membership, we
will deal more in quality than quantity. But we will have more
members here as we go along.

1 want to welcome the administration’s economic team: Secretary
Brady, Mr. Boskin, and Mr. Darman. We welcome you to this hear-
ing on the President’s economic package. You are going to find this
committee, I think, eager to work with you in trying to have an ef-
fective economic program put on the books. A

But I must t;elr you that as I looked at the election year budget,
it seems to have a lot more sweetener and not enougﬁ substance.
Trying to look at what effect it is going to have on the deficit, it
certainly is not going to rein it in.

The budget shows the deficit declining to $180 billion by 1996.
But then it starts to grow again. I must say, Mr. Darman, you are
innovative and creative when it comes to some of these assump-
tions in this budget. We face a tough situation here in the Senate
when we look at some of the accounting practices that you are talk-
ing about putting into this. And we look at the estimates of the
Congressional Budget Office and the Joint Tax Committee, which
we ave obligated to follow, and then some of the estimates of what
this does, insofar as the deficit coming from the administration.

There is real reason to question whether this budget will get the
deficit down anywhere close to $180 billion before it%egins to shoot
back up. It purports to save almost $29 billion through 1997 by
using, I think, outdated economic assumptions.

It proposes some vaguely defined caps on entitlement programs
such as Medicare and Medicaid. It claims, on the one hand, that
they will be used to reduce the long-term budget deficit. And, on
the other hand, they are going to be used to pay for the President’s
health care package.

The administration claims the President’s proposed tax cuts
would cost less than $26 billion over 5 years, while the Joint Tax
Committee, that we are obligated to follow, pegs their cost at more
than twice that.

No question this economy needs a boost. I think it teeters on the
edge of a double-dip recession with the vast weight of the economic
evidence pointing to a muddled recovery in the months ahead. You
have organizations like the U.S. Chamber of Commerce continuing
to forecast negative growth this quarter.

And you get this drumbeat of layoffs by blue-chip companies like
GM and IMB continuing—3,000 jobs a day lost in January.
Consumer confidence i at a low not recorded since 1980 on that
chart. You have to go all the way back to 1980 to see it that low.

The index of leading economic indicators forecast no recovery be-
fore summer, if then. And Mr. Boskin, the President’'s own budget
projects growth of only 2.2 percent this year. That is by far the
weakest growth of any economic recovery since World War II.

And you can see the kind of real growth during recoveries and
what happened before it. The average of post-war recoveries, ex-
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cluding 1980 and 1981, that is the line of it. And here is what you
are projecting for us over the next 2 years.

We want to work with you to try to turn the economy around.
But speaking for myself, I believe we need faster growth and long-
term solutions that will help make us more competitive, not just
a few short-term fixes.

And the other thing that concerns me is this idea of trying to
have two tax bills. I do not think there is any realism in that, to

ut together seven fixes to put the honey out there and then not,
in effect, realistically pay for them and say we are going to take
care of some of these things later on. I just do not think we can
do that. And I think it has to be one bill; one package. You have
to take all the vinegar along with the honey when you put that
package together. We need an immediate plan and a bipartisan
plan on an economic recovery plan.

I think that plan has to adhere to the overall limits on the deficit
that we agreed to back in 1990. I think that is the discipline that
is needed to put together an effective package.

I now yield to the Ranking Republican who is here, my friend,
Senator Chafee, for any comment ﬁe wants to make.

OPENING STATEMENT OF HON. JOHN H. CHAFEE, A U.S.
SENATOR FROM RHODE ISLAND

Senator CHAFEE. Well, thank you very much, Mr. Chairman. I
appreciate this opportunity to examine the President’s budget. I
think the top priority we must have is to pass a tax package that
encourages economic growth. In other words, focuses on providing
more jobs for our people, hupefully without increasing the deficit.

Now, I must say, as we look at this budget for 1993, the deficit
is projected to be almost $352 billion, or $1,400 for every man,
woman, and child in the country.

And it seems to me this is a terrible legacy to leave our children.
Now, it is true while as a percentage of the GNP, the deficit has
not risen, the total debt has continued to skyrocket. And, as a mat-
ter of fact, the payments and interest on debt in this country in
1993 will be over $300 billion.

And I can remember, Mr. Chairman, and I think you probably
can, too, when President Johnson—and that was not so long ago—
was reluctant to take the total budget for the country through the
$100 billion barrier.

And I think at that time is when he put Social Security on budg-
et, if I am correct, so that he would not break this barrier of the
total Federal budget going through $100 billion.

Well, now, 30 years later, we have got an interest component of
the budget that is approaching three times that. But we have got
a lot of problems here in this country.

As I gee it, Mr. Chairman, there are three things we are trying
pobdo. One, we are trying to help Americans retain their jobs or get
jobs.
Secondly, we are trying to get it so that Americans can maintain
the value of their homes. In other words, that is the real estate

component of this package.
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And, finally, health insurance. We have got to make sure that
Americans can keep their health insurance or control the rising
health care costs.

Now, I personally do not believe that these individual tax cuts
are going to address this. And this is a subject that I discussed ear-
lier when these gentlemen were here before us last year.

Now, if you as%( any American, would you like an additional $600
tax exemption, the answer is, yes, sure. Glad to have it. If you ask
any American, however—at least any Rhode Islander—would you
like to increase the Federal deficit by $5 billion, which your chil-
dren are going to have to pay so that you can get 29 cents addi-
tional per child per day in reduced taxes, I think the answer clearly
would ge. no, they are not interested in that.

What they are looking for are jobs, particularly in my section of
the country, where we have got all kinds of problems compounded
by a constant decline in the defense industries.

So, I think what we have got to do is to have an investment tax
credit rather than an investment tax allowance which the adminis-
tration is suggesting. And I will come to further questions on that
when we have the question period after the presentation.

But, for example, the investment tax allowance does not help
those small businesses half as much as the investment tax credit.

Now, I know the other side of the coin is the investment tax
credit 18 more expensive. I think we have got to provide some type
of relief for capital gains which is provided for in the President’s
proposal.

I think we have got, to have the R&D tax credit made permanent,
which they do; the moratorium on the 861 allocation rules contin-
ued; and the targeted jobs tax credit, and the exclusion for em-
plovee educational assistance.

And, of course, you all know how strongly I feel about the repeal
of the luxury tax on boats. So, the thrust, in my opinion, Mr. Presi-
dent—Mr. Chairman, of what we have got to try to achieve—

The CHAIRMAN. That has a nice ring to it, though. [Laughter.]

Senator CHAFEE. Well, I know. But I do not want you to get too

used to it. [Laughter.]
You may be called into action the way things are going. [Laugh-

ter.]
Well, that is right. And I must say you would be a very, very for-

midable candidate.

The CHAIRMAN. Let us get back on the subject now.

Senator CHAFEE. I think, just going back a little bit, Senator
Dole saying that the problem in the last election was they had the
thing reversed. I thought it was a nice compliment to you. I mean,
the]Democratic ticket reversed, not the results reversed. [Laugh-
ter.
So, there we go, Mr. Chairman. I feel very strongly about sup-
porting the elements of this package that are going tu contribute

to job growth.
The CHAIRMAN. Let us see. In the order of arrival, I think Sen-

ator Breaux i1s next.
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OPENING STATEMENT OF HON. JOHN BREAUX, A U.S.
SENATOR FROM LOUISIANA

Senator BREAUX. Thank you, Mr. Chairman, and thank our dis-
tinguished panel of witnesses whom we are going to hear from
today. If everybody is here, Mr. Chairman, I wonder who is watch-
ing the Ways and Means Committee. They are acting over there at
the same time as we are acting here.

I noticed a chart as we came in, Mr. Chairman, and members—
a Consumer Confidence Index Chart. I was thinking that if that
was a chart of a patient’s health chart in a hospital, they would
have to declare the patient dead of cardiac arrest.

It is a real impressive symbol of what the American people are
thinking about how we are doing their business. The word I get
from my constituents is that things are very, very bad and we need
to do something, and they want us to do it very quickly.

And that is a real chaﬁen e, and also it raises the possibility of
doing the wrong thing. And I think we have to proceed expedi-
tiously, but not rush to judgment on something as important as
what we do with the Nation’s economy.

There is a great deal of frustration with Congress and with the
administration over the state of the economy, and we have a real
challenge to face. I think that any package or any proposal that we
get 18 going to have to do something to stimulate growth and in-
vestment.

I think a capital gains type of package is something that is es-
sential to do that. I have a bill which we are now cwrrently modify-
ing, which I think others will be joining with me in introducin
which I think attempts to break the log-jam on capital gains an
addresses the fairness question.

Some in the House have pickeg it up, I think, and hopefully we
can make some progress in that area. I was interested to note that
some of the Republicans have apparently come unglued on your
capital gains tax proposal, which I do not think is anything dif-
ferent from what has been around for a numbher of years with re-

ard to the AMT treatment of capital gains. It is not any different
om what it has been in the past.

Secondly, I think we can do that by paying a little bit more at-
tention to those students who do not go to college.

I think any proposal needs to help increase the preductivity of
our work force.

Only one-seventh of the government funds spent on education
are gpent for training or edgucating the people who are not going
to college, and, yet, over 60 percent of our students do not go on
to college.

We have a youth apprenticeship proposal that is pending. I
would like to see some type of tax incentives to help employers
work with schools, to keep kids in high school by giving them the
training that they need to be more productive, and more creative,
and more competitive in the work force.

We are doing so much for college-bound students, I think we are
neglecting those who are not going to college. And I{would like to
see some tax incentives in that area.

And, finally, I think that any proposal that is going to be one
that meets the real needs are going to have to do something about
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energy security. I do not see anything in the President’s budget on
energy security other than opeming up ANWR, which I support, but
which is not going to happen.

I think as a start we need some type of AMT, Alternative Mini-
mum Tax relief for independent pmdrt)xcers in this country who, if
we do not iive them the help that they need, are going to quit pro-
ducing in this country and we are %?ing to become more dependent
on foreign imports. More imports hurts the balance of trade and
runs up the deficit—we know the problem.

So, I think we need to do something in that area, as well. I look
forward to hearing from the panel and engaging in questions.
Thank you.

The gHAlRMAN. Thank you.

Senator Riegle.

OPENING STATEMENT OF HOM. DONALD W. RIEGLE, JR., A \].8.
SENATOR FRGIvi MICHIGAN

Senator RIEGLE. Thank you, Mr. Chairman. I want to say to our
three witnesses today that not only from the perspective of what
is going on in Michigan and the Upper Mid-west, but throughout
the country, including California, where Mr. Boskin comes from,
the economy is in very serious trouble. It is in very serious trouble.

And I do not know what it takes to drive the message home in
terms of the difficulty that ple are facing. And it is essentially
a major shortage of jobs, and I mean good f'obs.

Now, everybody in this room presumably has a job, and you all
have jobs and have incomes. But we have 16 million people in the
country today, at a minimum, that do not have jobs, who want to
work full-time but cannot find full-time work.

And that ‘groblem is not improving. Mr. Chairman, I want to
make part of the record, both in the economic report and in the
President’s formal budget document, on page 37 of the budget it-
gelf, as Mr. Darman will, I am sure, indicate today, the administra-
tion target for unemployment throughout this year, assuming their
entire stimulation ps)an is passed, 18 to bring the unemployment
rate from 7.1 percent where it is now down to only 6.9 percent.

When I saw this, I actually thought it was a misprint in the doc-
ument, because I do not think you are keeping faith with the coun-
try to develop a plan in the face of this kind of scale of unemploy-
ment that actually would purport to make such a tiny reduction in
the unemployment across the country.

There was a story the other day from Los Angeles where they
had a Job Fair and thousands, and thousands, and thousands of
people turned out. They were lined up for blocks. You may have
seen it on national television. You should ask your staff to get it
and show it to you if you did not see it.

Then we had a scene out of Chicago where there was a hotel
being opened, it was sub-zero temperatures, the snow was flying,
and there were thousands upon thousands of people lined up there
to apply for maybe as few as 2 or 300 jobs.

We have got veterans of Desert Storm who were getting parades
a year ago, who are unemployed and homeless now living under
bridges and in cardboard boxes. And the plan we are being offered
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18 to take the unemployment rate down two-tenths of 1 percent, ac-
cording to your own analysis.

Now, I put a chart up here, because President Bush, when he
ran for President, did so on the basis of a pledge that he developed.
It did not come from the Congress. It may even have been some-
thing that you fellows helped d%velop.

He said that he was going to undertake a plan to provide 30 mil-
lion new gobs in America over 8 years. Well, we have now had over
3 years of the 8 years.

And if that pledge were being kept, we would see job growth
moving along the line covered by that blue area on that chart. And
right now we would have approximately 15 million new jobs in
America. But you see here, the real jobs created are shown in the
yellow area.

So, there was a little anemic job growth in the beginning, and
then that fizzled out. And so we fzmd ourselves now nearly half-way
through the time period that he talked about and we have had vir-
tually no net job growth. And that is why you have got this mass
unemﬁlorment across the country,

Look, let me make it simple for you. We need jobs in America.
People need to get up each day an({ go to work and earn a living
to support themselves and their family and the country.

The reason the deficit is sky-high is we do not have enough peo-
ple working. If people were workm% and earning an income, they
would be paying taxes, as other employed people do, and the deficit
would be coming down.

The unemployment is adding to the deficit. It is making it worse.
And I think it is just outrageous that people in this country, to
have engineers, in some cases, now havmﬁ to drive taxi cabs just
trying to get b{, or teachers working in hamburger stands. It is
just not right. It ig short-changing them and it is short-changing
the country in the future.

So, we need a glan here that is much bigger and much stronger.
And, you know, I think sometimes if you have a guaranteed in-
come, whether 1t is a family trust fund income, or whatever kind
it is, you can get very detached from these problems. And maybe
they can even seem somewhat comic if they are not happening to
you or to your family.

I think it would ge healthy to visit some unemployment offices
and actually talk to the eople who are out there. I think the three
of you should do it, and I think the President should do it.

ese are real people. They may not be members of your family,
but they are members of somebody’s family and you have an obliga-
:ion, alr:d this government does, to see to it that they have a chance
o work.,

And when the Japanese government has a plan so that their peo-
ple can work, and the Europeans have a plan so that their people
can work, we need one in this country. And that does not mean
more trickle down.

It does not mean just giving all the money to the wealthy and
assuming if they buy more boats over $100,000 that some of it will
trickle down to everybody else.

And I would hope, too, if we are going to open up the Tax Code,
Mr. Chairman, that we will get some tax fairness. And that means

R
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utting more of the burden up at the toy, where people have large
incomes and giving some tax relief to people down the line who got
short-changed through the 1980s.

That is what this country needs. We can get an aggressive jobs
program going here; we can get American back on track. Thank

you.
The CHAIRMAN. Thank you. Senator Roth, do you have any com-

ments?

OPENING STATEMENT OF HON. WILLIAM V. ROTH, JR.,, A US.
SENATOR FROM DELAWARE

Senator ROTH. Mr. Chairman, the importance of these hearings
cannot be overstated. Important, because Americans are looking for
bipartisan leadership from the Congress and the White House.

Our immediate need is to create an environment of growth for
American workers, for their families, and their industries; the eco-
nomic lifeblood of our Nation.

But not only must we meet this immediate need, we must also
take this opportune moment to prepare for America’s long-term
competitive advantage.

Such an agenda must include proposals to increase our National
savings rate. It must include proposals to reduce marginal rates
and Federal income taxes; and it must encourage risk-taking and
business ventures.

This is how America will create a successful economic future. We
cannot tax our Nation into prosperity, nor can we create jobs by
class warfare.

What we can do is promote an environment of growth, and that
can only be done by reducing the ponderous size of government; by
reducing needless Federal regulation; by promoting efficiency and
gelf-reliance in an atmosphere marked by a lack of confidence in
government,

The people are angry with government. Sixty percent of the peo-
ple believe Congress is responsible for our economic malaise. Twen-
ty percent would blame the President. In any event, they believe
government has helped cause the problem rather than help solve

1t.

And make no mistake, just as Congress’ 1990 record-setting tax
increase deepened the recession, further taxes are economic class
warfare, and will do to a needed environment of growth what Sad-
dam Hussein did to the environment of the Persian Gulf.

Instead of more and more taxes, what we need are more and
more incentives to work, save, and invest. And among the many
proposals circulating Congress, there are three that I believe are
critical towards creating such incentives.

They include the Bentsen-Roth Super-IRA proposal; an incre-
mental investment tax credit; and a marginar rate reduction in
Federal income taxes.

The hallmark of each of these proposals is that they are broad-
based, not for one exclusive group over another; they benefit across
all segments of our economy and create a large dispersion of incen-

tives for economic growth.
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Such a broad-based approach will stimulate our economy univer-

gally, not just pockets of our economy where special interests dic-
tate.
Mr. Chairman, many American people are angry with the Japa-
nese. They see Japan as a threat to American jobs and prosperity.
They well could be correct, if Congress has not the courage to take
steps to create an environment of growth. The United States saves
roughly, I think, only 6 to 7 percent, compared with Japanese sav-
ings of 17 percent or more.

Those savings enable Japan, with half our population, to invest
more in plant facilities and equipment than the United States,
thereby, their plants are far more modern, far more productive
than ours, and that adds up to a loss of jobs and loss of growth.

The United States must become a savings nation by enacting the
Bentsen-Roth Super IRA, which is good for the family and good for
the Nation. These savings will enable the United States to invest
more in the future, and I urge that the administration throw their
support behind this legislation which has been co-sponsored, I
would add, by over 76 in the Senate and 260 in the House.

Likewise, I urge the administration to support an incremental in-
vestment tax credit that will encourage increased investment in the
latest technology, thereby helping meet the challenge of world com-
petition. It is not enough to accelerate such investment for 1 year.

And, finally, any general tax reduction must be broadly based
and encourage American people to work, to save, to invest; not just
to increase consumption.

A marginal reduction in tax rates will do just that, as well as
build confidence in the American people by showing them that they
will retain more of their hard-earned dollars.

Mr. Chairman, with this March 20th deadline, the President has
provided us with a challenge, and we are here to meet it. And
while I cannot agree with all of his proposals, clearly, the Presi-
dent’s economic proposals are taking us in the rnight direction.

I hope the Congress, in a bipartisan manner, can work together
with the administration in developing a tax program that will help
ensure future growth and encourage the creation of meaningful
jobs for all Americans.

The CHAIRMAN. Thank you, Senator. Senator Moynihan, would

you care to make a comment?

OPENING STATEMENT OF HON. DANIEL PATRICK MOYNIHAN,
A U.S. SENATOR FROM NEW YORK

Senator MOYNIHAN. Mr. Chairman, I would like simply to wel-
come our distinguished friends and to say, just by way of comment
in a bipartisan manner, that it was particularly welcome to see in
the President’s budget that he proposes to restore the fair-market
value deduction for gifts of appreciated property, including securi-
ties to universities and colleges, and artworks, to museums. It is
something we need to fix, and obviously will do.

And, also, to thank whoever was the guardian angel who looked
after the tax treatment of transit benefits to employees, so that em-
ployees will not owe tax on the value of mass transit benefits pro-
vided by their employers. We are trying, in keeping with our Sur-
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face Transportation Act, which was a large enterprise last year, to
get a fair and productive balance between automobiles and transit.

We have a situation where parking benefits, however generous,
are tax-free, but transit benefits above $21 per month are taxed.
And now this proposal to increase the monthly tax-free amount
from $21 to $60 may seem a small thing, but over a period of time
it changes patterns effectively, and I would like to thank you all

for doing that. -
The CHAIRMAN. Thank you. Mr. Secretary, if you would please

lead off.

STATEMENT OF HON. NICHOLAS F. BRADY, SECRETARY,
DEPARTMENT OF THE TREASURY

Secretary BRADY. Thank you, Mr. Chairman and members of the
committee. I am pleased to testify today on the economic proposals
announced by the President in his State of the Union address.

The President’s actions and proposals will accelerate economic
recovery in the short-term, stimulate the Nation’s long-term eco-
nomic growth, and increase the competitiveness of American goods
and services in the world economy.

The President’s comprehensive program for growth includes ini-
tiatives beyond those we shall discuss here today. For example,
record Federal investment in research and development in Head
Start, and in children generally; in education; crime and drug
abuse; and in preventative health.

The President’s program for Job Training 2000 will improve the
delivery and effectiveness of job training and vocational education
and his proposal to combine law enforcement and social services is
designed to reinvigorate impoverished and embattled communities.

When enacted by the Congress, the President’s plan will expand
opportunity and enhance the nation’s standard of living. The Presi-
dent’s tax proposals are specifically addressed to the fundamental
economic concerns of American families.

As you know, Mr. Chairman, many factors have coalesced to
make the economic recovery sluggish. We experienced a Mideast
crisis and a war, during which o1l prices rose to over $40 a barrel.
We have had 2%z years of restrictive high interest rates that only
recently have come down.

The nation’s businesses and its families and government have
borrowed too much, and, unfortunately, improving the climate for
increased jobs and investment has not been a Congressional prior-
1ty.
Nevertheless, there are some encouraging signs. American cor-

orations and families have moved to pay down their debt burden.

he spiral of rising prices has been halted so that American fami-
lies need no longer fear that runaway inflation will rob them of
their purchasing power.

And American businesses do not have to worry that rapid price
increases will render American products non-competitive in world
;narkets. American exports are strong, and business inventories are
ean.

Intevest rates are now the lowest in 20 years. The decline in in-
terest rates could, in 1992, save American families as much as $25
billion in interest costs on mortgages and other household debt.



A wn o

T e ORISR ¢ comewici iBa e K

11

Low interest rates also should mean a savings of about $10 bil-
lion for American corporations, and Federal, State, and local gov-
ernments will save another $10 billion because of these lowered in-
terest rates.

And all of this has occurred against the back-drop of the end of
the Cold War, an economic stimulus that none of us can now cal-
culate, but which will be, over time, of enormous proportions.

But positive signals are only the beginning. The American people
remain concerned about the strengtS\ of their nation’s economy.
People who have worked in industries or companies that have con-
tracted want to be confident that they can find new jobs, and, if
necessary, shift careers.

Families who own no home want to he sure they will someday,
and homeowners hope to see strength in the value of their house;
their most valuable asset.

American families deserve to be confident about their children’s
future, the quality and safety of their children’s schools, and their
ability to afford the education necessary to raise their children and
grandchildren’s standard of living.

The public is entitled to assurance about the soundness of the fi-
nancial institutions on which they have long depended for help and
security. Witnessing the failure of a savings and loan or bank
where you or your neighbors have saved and banked is an unset-
tling event.

The country worries that American banks, which for so long were
dominant in the world, are now overshadowed by foreign banks.
Small businesses and other investors have had difficulty obtaining
loans they need to expand their businesses in order to create jobs.

And the Congress so far has refused to modernize the l’egal
framework governing banks that was designed decades ago for a to-
tally different economic era.

e American people deserve to be certain of our ability to com-
pete in the new glogal economy. They demand that we maintain
our advantage of superior technology and our capacity for stunning
innovation.

Mr. Chairman, there is only one response that we, the Congress,
and the President working together, can make to fulfill the hopes
of the American people.

We should embrace policies that foster economic growth. We
should move at once to enact into law the President’s proposals
that will accelerate economic activity and the recovery.

We must demonstrate an unwavering commitment to creating an
environment for sustaining growth over the long term with a con-
sequent increase of paying jobs.

ver time, 881'118 in family income depend on improved national
productivity. Only sustained economic growth can improve the in-
comes of wage-earning men and women.

Only sustained economic growth will provide the resources to
feed and house the poor, and guarantee health to all Americans.
And only sustained economic growth, not higher tax rates, will in-
crease the resources of Federal, State, and local governments.

There should be no misunderstanding about this important point.
A 1l-percent decrease in real GDP growth in 1992 alone could de-
crease Federal Government receipts by nearly $80 billion and in-
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crease the Federal deficit by more than $100 billion during the pe-
riod of 1992-1997.

A 1l-percent lower annual GDP growth rate during each of the
years from 1992 to 1997 would decrease the Federal Government’s
receigts by more than $260 billion, and increase the deficit by near-
ly $350 billion during that period.

It is pretty clear that the productive power of economic growth
aﬁ a contributing to government revenues is not a controversial
theory.

If the collapse of Communism and the disintegration of the So-
viet Union this past year have taught us anything at all, it is that
government policies that concentrate on managing how limited re-
sources are distributed among the people are a poor substitute for
concentrating on ensuring economic growth.

The President’s economic growth agenda will accelerate economic
recovery and job-creating investments, create opportunities for
home ownership, foster a real estate recovery, and help families
build for the future. The economic growth agenda set forth by the
President is simply about one thing: jobs.

The plan calls f{r a new investment tax allowance, which could
produce nearly $11 billion of tax savings in calendar 1992 for busi-
nesses that acquire new equipment, thereby increasing their cash
{‘_low, lowering their cost of capital, and putting more jobs on the

ine.

The President also recommends permanent adjustments to sim-
plify and liberalize the Alternative lelinimum Tax to remove tax im-
pediments for modernizing business plant and equipment.

Both of these measures will provide manufacturers strong incen-
tives to create new jobs and to create them now.

Jobs and global competitiveness also demand that businesses
carry on vigorous research and development. The President’s plan
would make permanent the credit for research and development
and extend the rules for allocating R&D expenses to foreign and
domestic income.

Although it is the largest economy in the world, the United
States continues to be the largest investor in R&D activities. The
rate of growth of non-defense R&D has recently been much higher
in West Germany and Japan; not a good trend. ’

The President has increased funding for basic research by 29 per-
cent since 1989, and continues to recommend record levels of Fed-
eral funding for R&D. Each year since taking office, the President
has proposed making\the R&ZD tax credit permanent. This is the
year to act.

The President has also urged Congress to cut the capital gains
tax rate, which will raise American living standards by unlocking
job-creating investments, boosting productivity, and raising the
value of productive assets.

The President has proposed cutting the capital gains tax to 16.4
percent for taxpayers now subject to a 28 percent capital gains tax
rate, and to 8.25 percent for taxpayers now subject to a 15 percent
capital gains rate.

Reducing the capital gains tax will be particularly helpful to
America’s new companies and small businesses in attracting start-
up capital. These small businesses and start-up companies tra-
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ditionally rely on equity capital. They cannot float bonds, they can-
not issue commercial paper, and they cannot compete with big cor-
porate rivals for bank loans. At the same time, these firms con-
tinue to be the source of new jobs.

The statistics are clear: businesses with 20 or fewer employees
generate over two-thirds of all net new private-sector jobs.

Lowing the capital gains tax to create jobs and make America
more productive 18 a bipartisan objective. At least 200 Democratic
Members of Congress—more than two-thirds—have sponsored or
co-sponsored legislation to reduce the capital gains tax.

The argument is really about what kind of capital gains tax to
have. The President’s proposals is broad in scope. It would reduce
the burden of over-taxation of inflationary gains for all Americans.

It would benefit the larger number of middle-income people who
realize capital gains and would unlock capital for more productive
uses. A targeted capital gains tax cut could not serve each of these
important purposes.

he President’s economic growth plan also recognizes the impor-
tance of a healthy real estate sector in our economy and the critical
need to ensure that businesses have access to credit.

Real estate and construction represents more than 16 percent of
our Gross Domestic Product and employs almost 10 million people.
More than half of all household net worth is in real estate.

That is why—in addition to our ongoing efforts to keep interest
rates down and increase credit availability—the President has
asked for a $5,000 tax credit for first-time home buyers, modifica-
tion of passive loss rules for real estate developers, opportunities
for greater pension fund investment in real estate, deductibility of
losses on the sale of personal residences, and an extension of the
mortgage revenue bond authority.

The President also proposes tax incentives for enterprise zones to
stimulate jobs and investment in disadvantaged rural and urban
areas, and the extension of both the targeted jobs tax credit and
the low-income housing tax credit.

The President’s plan will both hasten economic recovery and help
American families with proposals that specifically address their
most pressing concerns.

These family concerns include an increase in the personal exemp-
tion for families with children; and a new flexible IRA that will
allow families to begin saving, regardless of purpuse, without any
income tax burden.

In combination with the other proposals I have mentioned, the
President’s $6,000 tax credit for first-time home buyers will help
middle-income families purchase their own homes, and offer protec-
tion to current homeowners from declining property values.

In combination with the President’s proposal to increase funding
for Head Start by $600 million and the administration’s other edu-
cation initiatives, the proposals to permit deduction of interest on
qualifying student loans and penalty-free IRA withdrawals will
help families fulfill their educational goals.

’lgw President’s health plan, which he presented last week,
builds on the strengths of the existing market-based system. It will
provide tax credits or deductions for the purchase of health insur-
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ance of up to $3,760 for poor and middle-class families. This will
provide financial help for more than 90 million people.

These initiatives will provide stimulus in bot tﬁe short and the
long term. They will mas)(e it possible for American families to buy
homes, save for college, guard against major health expenses, and
plan for retirement.

The President’s plan is directed at the specific needs and aspira-
tions of Amervicans. For families attempting to buy a home, save for
the future, finance educational loans, or purchase health insurance,
his plan provides substantial tax savings.

Issues of American justice arise in many contexts, but there can
be no doubt that among them is the requirement that burdens and
benefits of government must be fairly distributed.

The President’s plan meets this test of fairness. The current dis-
tribution of taxes and transfers is fair, despite widespread claims
to the contrary.

As Graph 4 to my testimony shows, the net effect of Federal tax
and transfer programs is high{y progressive. In 1990, households in
the top 20 percent paid an average of over $22,000 to the Federal
Government, while ﬁouseholds in the lowest 20 percent received an
average of almost $8,800 from the Federal Government.

But I do not wish to dwell on statistics. They can be shown to
prove almost anything. For example, tax distribution tables depict
only the burden of payroll taxes and leave out entirely the payment
of Social Security and Federal health insurance benefits.

These social insurance p}ro -ams, which are highly progressive,
ghould be included in any fairness chart, and they are not. Com-
parisons of the tax burden alone without the benefits presents a
very distorted picture.

However, even if viewed by itself, the Federal income tax is also
rogressive. The President’s plan for economic growth is fair. The
ull array of the President’s plan, including the health plan, would

dramatically decrease taxes for low- and middle-income families
and would only slightly reduce taxes for those with higher incomes.

The President’s program to accelerate the economy, provide jobs,
and improve the climate for long-term growth is accomplished
while maintaining the fiscal restraint of pay-as-you-go. N

We cannot achieve economic growth if Federal spending is not
controlled. Confident, stable financial markets live in the house of
financial discipline, and interest rates and long-term growth de-
pend on adherence to this imgortant principle.

Creating an environment through this Nation’s tax spending and
regulatory policies that invites and sustains long-term growth is no
simple task. There is not any silver bullet. However, we now have
an opportunity to put in place some important building blocks.

The President in his State of the Union address required Con-

essional action by March 20th on seven proposals: capital gains;
investment tax allowance; the AMT changes; easing of passive loss;
the $5,000 credit for home buyers; the waiver of penalties on IRA
withdrawals for first-time home buyers; and proposals which will
make it easier for pension funds to help purchase real estate.

These proposals should be enacted immediately to accelerate the
economic recovery. The total cost of these proposals over the fiscal
year 1992=1997 is just over $6.6 billion.
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The President’s budget provides a variety of ways to cover this
cost in a manner consistent with pay-as-you-go discipline. There is
simply no reason why the President’s economic growth proposals
should not be financed through reductions in Federal s enging.

The President would prefer prompt enactment of all of his pro-

am, but surely these few changes can be enacted now. It should

e done promptly and it must be paid for.

In conclusion, this Nation remains the world’s preeminent eco-
nomic force. The United States is the world’s largest exporter of
goods and services, and the world’s largest foreign investor.

No one should underestimate the energy and optimism of the
American people, nor the resilience and fundamental strengths of
the American economy.

The government a{one cannot make American products more
competitive, but, in partnership, the President, the Congress,
American businesses and workers can construct an environment to
facilitate the nation’s productive growth.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Mr. Secretary.

[The prepared statement of Secretary Brady appears in the ap-
pendix.]p
The CHAIRMAN. Mr. Darman, if you would proceed, please.

STATEMENT OF HON. RICHARD G. DARMAN, DIRECTOR,
OFFICE OF MANAGEMENT AND BUDGET

Mr. DArMAN. Thank you very much, Mr. Chairman. Chairman
Bentsen, Senators Roth and é{afee, Senator Moynihan, Senator
Riegle, Senator Breaux, it is a pleasure to appear before you once
again.

Mr. Chairman, I have—and I believe there are copies before each
of you—submitted for the record, with your permission, a copy of
the introduction to the President’s budget, which I ask be included
as my prepared statement.

The CHAIRMAN. That will be done.

.['IJ‘he prepared statement of Mr. Darman appears in the appen-

X.

Mr. DARMAN. Thank you, Mr. Chairman.

Because that statement 1s familiar to all of you now, and because
Secretary Brady has offered a comprehensive introduction, I would
propose to save time and allow more opportunity for us to try to
respond to questions by just making two or three very brief obser-
vations. .

First, as Secretary Brady has well-outlined, the President has
gropoeed a comprehensive plan for both the short and the long run.

econd, we believe that it is entirely reasonable to ask for action
by March 20th.

Third, noting the chart that is displayed concerning consumer
confidence, and which reflects a very troubling pattern, I know we
all agree that we would like to see that line turn up quickly. There
is quite a bit of disagreement, perhaps, as to exactly what it takes
to turn that line back up sharply.

My personal view is that in addition to whatever is required eco-
nomically, it would be helpful if the public could see that its insti-
tutions of government, faced with an obvious challenge, could rise
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to it and get the job done properly and promptly. That is obviously
just a personal judﬁ'ment.

In any case, with that in mind, and for a host of other reasons,
I appreciate your expression at the outset, Mr. Chairman, of an in-
terest in working with the administration. We, too, look forward to
working with you and this committee. Thank you very much for the
opportunity to be here, and we will try to respond to your ques-
tions. ‘

The CHAIRMAN. Thank you.

Mr. Boskin,

STATEMENT OF HON. MICHAEL J. BOSKIN, CHAIRMAN,
COUNCIL OF ECONOMIC ADVISORS, WASHINGTON, DC

Mr. BoskIN. Thank you, Mr. Chairman. Likewise, Mr. Chairman,
with your permission, I would ask that my full statement be en-
tered into the record.

The CHAIRMAN. That will be done.

[The prepared statement of Mr. Boskin appears in the appendix.]

Mr. BoskiN, I will just make two or three observations. glret, fol-
lowing up on Secretary Brady’s statement, I think it is helpful to
divide the economy’s problems into a set of short-term cyclical and
structural problems and a long-term productivity growth problem.

Although I do not mean to divert attention from serious short-
term challenges such as unemployment, sluggish growth, et cetera,
it is worth noting that while erica has tie highest level of pro-
ductivity of any advanced economy—about a quarter higher than
Germany and Japan—our productivity growth rates for the last
two decades have been much slower.

Unless we raise our rate of productivity growth, it will be dif-
ficult for America to maintain its leadership role in the world econ-
omy and to provide American citizens with what they expect: high-
er standards of living; abundant employment opportunities; and
substantial economic mobility.

The President’s agenda includes things that we believe would be
very good for productivity growth over the long run, but are not
often thought of as fiscal policy or even economic policy, such as
education reform and civil justice reforra. We believe these reforms
will be good for the American economy over the long term by help-
ing to make our workers more productive.

vet me spend just a minute on where the economy is, what it has
gone through in the last year, and our projections.

Obviously, the economy entered a recession in the latter part of
1990. Real GDP collapsed relative to modest growth, declining in
1990’s fourth quarter, and first quarter of 1991; then growing in
the second and third quarter.

Back when we were making last year’s economic outlook and
forecast for the budget in December 1990 and early January, we
were still in Desert Shield, not even Desert Storm. overwhelm-
ing majority of private analysts, the CBO, the Federal Reserve, as
well as the administration, expected the modest recovery that ap-
peared to begin in the spring of 1991 to continue as the year pro-
gressed.

We are about at the same place as the blue chip average; a little
less optimistic than the CB(g on that score. But, obviously, from
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late summer until today the economy has flattened out. It is flat,
sluggish, and struggling. Growth was essentially flat in the fourth
uarter.

d Those data will get revised quite a bit. We expect growth to be
glight in the first quarter. We do expect the economy to begin to
improve as we move through the year, but, again, at a very modest
pace.

We think the President's program, or something close to it that
has the same economic effect, would not only speed and strengthen
that recovery, but would make it more certain.

Economic forecasting, as | always tell this committee, Mr. Chair-
man, and other members, is an 1mprecise science. Virtually none
of the private-sector forecasters, the CBO, the Federal Reserve, or
the administration forecasted the flattening out of the economy at
the end of the year.

And while we were more accurate than all but eight of the 52
private blue chip forecusters, virtually none of us forecasted this.
So, we cannot be certain we will have a modest recovery. The econ-
omy has ample room to do better, and obviously we would hope
that it would do better.

But there is also no guarantee it will grow at a 2.2 percent pace.
There are things that could cause the economy to do better or do
worse, and it would be wise to bear all those in mind.

In addition to the high interest rates and the oil shock that Sec-
retary Brady spoke of, which economists traditionally think of as
ghort-term cychical hits to the economy, we have structural imbal-
ances: the credit crunch, problems in real estate, the shift in de-
fense gpending from considerable expansion during the late 1980’s,
to current prospects of substantial downsizing; and the higher debt
burdens of households and corporations relative to income and
profits. The working off of all of these imbalances is the major rea-
son why we expect the recovery to be more muted than the past
average. -

The chart, as you noted, excludes the 1980 to 1981 period and
would look a little different if it was included.

How fast the economy works through these imbalances will have
a lot to do with how strong the recovery is when it occurs, when
it accelerates, and what sort of a headwind the economy is forced
to grow into.

But these are problems the economy has to address, some of
which are amenable to public policy and economic policy. We have
made proposals in these areas we believe are responsible.

Finally, I would like to add one economic point and one quick
statement with respect to some comments that were made in the
introductory remarks of the committee. :

All the industrialized countries of the world have had serious
economic problems in the last year or so; some for the last 2 years.

If we look at the G=7 countries, several entered recession prior
to the beginning of the U.S. recession and had much deeper reces-
sions.

Others are on the verge of, or are in recession now. Even the
ones that are doing the best among the seven have experienced a
sharp slow down in current growth relative to 1990 or early 1991.
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That suggests that, while we have serious problems in our econ-
omy and we have serious problems that are internal to the Amer-
ican economy, there are some factors that have caused all of these
countries to experience problems.

I would like to add two points for the record to clarify a couple
of things. While I agree with much of what many of the members
said, | would like to clanify that unemployment in Europe is, on av-
erage, substantially above that in the United States.

1at is no reason to be complacent; we have a serious unemploy-
ment problem in the United States. But I think it is important to
clarify that a problem exists in Europe as well. It is also important
to clarify that although we have a very serious deficit problem, onl
a relatively modest part of the projected deficit—about one-sevent
of the projected deficit for 1993—is the cyclical component. Thank
you very much, Mr. Chairman.

The gHAIRMAN. Thank you. Mr. Secretary, 1 could not help but
think that no one should underestimate the optimism of the Amer-
ican people. That is where it is. It is the lowest it has been since
1980. [Pointing to a chart.] That is what they think they are get-
ting out of pohtics that they are undergoing 1n the country today.
That is what we have to turn around.

Let me visit with you a little bit about this two bill strategy and
see what the administration is talking about and my deep concern
about it. I am really surprised that the administration would cut
down and slim down a bill to make the centerpiece of it be a capital
gains cut in taxes that benefits the wealthiest Americans.

Let me quote the Washington Post this morning, and what it
says a Congressional Republican says. It says, “The White house
really never wanted anything but the narrow package.” The tax
package. “The President outlined the broader one to have some-
thing for the middle class and others to compete with the Demo-
crats.” The White House needed a campaign speech.

Well, I have seen that two bill strategy tried before. And my ex-
perience is you never see the second bill. Does the White House
really expect the Congress to support a bill giving tax cuts to high
income individuals and put off income tux reﬁ?ef for working Ameri-
cans until the second bill?

Secretary BRADY. Well, Senator Bentsen, I saw you point to the
chart on consumer confidence and I assume that you join with me
in having a basic confidence in the optimism of the American peo-
ple; I know I certainly dc.

And the fact that it waivers from time to time should not, in my
opinion, stop us from having confidence that Americans, if given
the chance, will get the job done.

So, the optimism and confidence figures go up and down, but I
truly believe in the basic strength of this economy and its ability,
if the American people are given the chance, to get things accom-
plished and jobs put on the hine.

Let me now turn to the bill that is suggested and put before Con-
ress by Representatives Michel and Archer, which backed up the
resident’s call in his State of the Union for action on seven items.

I think the wisdom of having put that proposition forward in the
State of the Union is being borne out. What I see out of this proc-
ess 18 an ability not to act on the things that he has asked for.
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So, I would disagree. I have great respect for you, but I hope you
will give me the credit for having been present when the President
put his package together.

And his package is a document that he believes strongly in, and
one that I am sure, if enacted, would make a big difference to this
country. So, with all due respect, we just have a difference of opin-
ion.
The CAAIRMAN. Well, Mr. Secretary, if this Congress would pass
legislation that enacts a tax cut on capital gains, would you rec-
ommend a veto of it if it was partially paif for by a tax on the
highest incomes in the country?

ecretary BRADY. Well, Senator Bentsen, let me say first of all
that the idea that you create a stimulus by cutting the capital
gaing tax is quite clearly in one part of an economic recovery pro-
ram. Others, using some misguided theory suggest that it has to
e turned around and deducted from, and would institute a tax in-
crease. This does not make any sense.

The CHAIRMAN. Well, let us get into that one a little.

Secretary Brapy. Could I just finish one second, sir?

The CHAIRMAN. All right.

Secretary BRADY. My belief is that economic stimuli are not a
zero sum game. There 18 no point in creating a stimulus on the one
hand, and then on the other hand say, increase income tax rates
in the middle of a sluggish economy. It just does not seem to me
to make any sense.

The CHAIRMAN. Well, let us look at what Treasury said in 1986.
In 1986, the Treasury estimated that an increase in the capital
gains rate would increase revenue. You are now telling us that a
decrease in the tax rate will also increase revenue. Now, you just
cannot have it both ways. How do you explain those conflicting
statements?

Secretary Brany. Well, I would say, Senator, the circumstances
were different at that particular point in time. We stand by the es-
timates that are made now.

We think a decrease in the capital gains rate would create eco-
nomic opportunity for everybody and we have had this fairness dis-
cussion for a long time. I stand by my statement that there is noth-
ing more unfair than a guy without a job.

The CHAIRMAN. I defer to the Ranking Minority Member here,
Senator Roth,

Senator RoTH. Thank you, Mr. Chairman. In my opening re-
marks, I made reference to my concern about the savings rate of
this Nation, which is far lower than that of the Japanese, as well
as other industrial countries.

We have an IRA that is being sponsored by the Chairman and
myself that has the support of over 75 in the Senate, and 1 think
something like 250 in the House. Obviously, savings are important
if we are going to meet the competitive threat from abroad.

We have an opportunity here to do something. The administra-
tion has taken some good steps from the standpoint of flexibility.
But I would hope that the administration would support the enact-
ment of this legislation, which can have a significant impact on the
individual savings rate of this Nation.
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It is a program that is not only good for the nation because it
increases savings, but it is good for the family. And while I do not
expect you to reverse ground at the present moment, I would hope,
Mr. Brady, and you, Mr. Darman, as well, Mr. Boskin—we dis-
cussed this recently in the Joint Economic Committee—would re-
view this, because this 18 an idea whose time has come.

The votes are there, and it is important that we have the support
of the administration. Would you care to comment, Mr. Brady?

Secretary BRany. Well, we certainly agree with the sentiments
and philosophy behind your and Senator Bentsen’s IRA proposal.
It attacks an absolutely essential problem, which is savings.

I would say that it is a little bit mystifying how we can talk
about savings in this category and not the benefits of IRA’s, which
confer greater benefits for the wealthiest parts of the income dis-
tribution. I totally agree with both of you gentlemen that IRA’s do
generate new savings that increases jobs. However, in the capital
gains tax debate, the same income distribution points are cited as
tl|1e reason for not going forward. So, I call attention to that anom-
aly.
Senator ROTH. 1 would point out, Mr. Secretary, that I have not
been adverse to your capital gains proposal, so——

Secretary BRADY. I understand that. I just say that I think the
theory behind your and Senator Bentsen's proposal is a very good
one.

It is the same theory that 1s behind the capital gains, which is
savings and investment incentives will put more jobs on the line
in this country, and we are all talking about jobs.

So, I think, Senator Bentsen, and Senator Roth, my hat is off to
you. You realize we have a slightly different pr oposal ourselves, but
the import is the same exact theory: increasing savings improves
the climate for job creation.

Senator ROTH. Well, as I said, I would hope that this would be
reviewed in the White House. We all talk about savings. Studies
have shown that the IRA did increase savings in the 1980’s. We
have had witnesses before us showing that and it is time we quit
talking about doing something about individual savings and begin
to act.

I amn also concerned about the comparison in investment of new
equipment and facilities in comparing Japan and ourselves. Japan,
with a GDP half of ours, with 'l)alf as many people, are investing
more—something like, T think, $660 billion to our $525.

Now, that means that in the long term, their facilities are going
to be more productive; that they are going to incorporate the latest
technology on a higher level than that of the United States.

So, my question is, what are we going to do about that? I under-
stand your acceleration of depreciation and the benefit that that
may have in the first year, but somehow we have to invest more
in new equipment.

I have proposed that we have an incremental investment tax
credit that would reward those who invest more than they have in
the past. It would be particularly helpful to smaller businesses, and
that is where jobs are created at a faster rate. Would you com-

ment?



VER L sm e . et abn o v

21

Secretary BRany. Well, I think we agree, Senator Roth. You have
said it very clearly and explicitly, and the President’s program, I
think, enacts a great many of the things you have talked about. We
agree.

Senator ROTH. My only comment, Mr. Chairman, is I agree that
the White House has sought to address them. I do not think they
go far enough. I think that is the problem, and I would hope that
we could work together in trying to develop the kind of programs

that will meet the need.
The CHAIRMAN. Thank you. In the order of arrival. Senator

Breaux, if you would.

Senator BREAUX. Thank you, Mr. Chairman. Thank you, mem-
bers of the panel. Let us talk about a capital gains tax cut, to start
with. We all know what the two biggest problems have been to en-
acting a capital gains reduction. First, some say it only benefits the
rich. Second, is the question of whether a cut raises or loses reve-
nue.

Well, of course, wealthier people have the largest capital gains;
they invest in larger investments. But the facts, I think, also show
us that about 60 percent or more of the people who have capital
gains taxes in this country are people that make less than $50,000.

My father never maderg{i0.000 a year in his life, but had capital
gains because every month he bought stock in the company that he
worked for.

He would probably like to sell some of it for his retirement, but
dves not want to do it because we have the highest capital gains
tax rate in any industrialized country in the world.

So, I think the wealthy argument has to be addressed. If we do
not get past that, you are never going to pass it in Congress.

The second argument against it 18 we do not know what it is
oing to do. I mean, Treasury tells us it is goin% to raise $12 bil-
ion. Joint Tax tells us it is going to lose $12 billion. So, all of us

in Congress say, what in the world are we going to do? We do not
know what is going to happen if we pass it.

I have introduced a capital gains tax reduction bill, cutting rates
tio 26, 22, and 20 percent, based on being held 3 years, 2 years, and

year.

And I try and address the problem of not knowing what it is
going to do by saying, let us do it, and then have a safety net of
protection in the out f'ears that if the capital gains tax cut actually
raises revenue, we all are winnerg. Everybody should be happy. We
have created more jobs, and more people are working, more peoplz
are paying taxes. But if it loses revenues like some analysts tell us,
then we have a fourth tax rate that could be kicked in to pay for
it so that we do not burden the middle-income people in this coun-

try.

The fourth tax rate would never go into effect if it raises reve-
nues. But we protect middle-income and working people in this
country in case it does not work.

Now, we are making some adjustments to that, because it does
not have to be 36 percent if the need for revenue is less. It could
be less. We are going to make a system that goes into effect and
poses a different rate, depending on how much we need to make
up for the loss, if there is a loss.
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We are working on a baseline, which is a neutral baseline; a fair
baseline from which to judge whether it works or whether it does
not work. Now I would like to have the comments of the adminis-
tration on that type of a proposal.

Secretary BRADY. Well, Senator Breaux, I think first of all your
proposal is a serious proposal. It is based on a lot of hard thinking
on your part, and I salute you for having addressed the basic prob-
lem of trying to come forward with a capital gains proposal that
will work.

It has some technical difficulties connected with it: Who deter-
mines the baseline? How do we arrive at the baseline? Is it done
on OMB or CBO scoring?

We would not agree that a tax increase mfht to be a part of it,
but if you did, whom do you tax? If you introduce a higher tax rate
of 356 percent, how do you differentiate between some guy that had
a capital gains and some guy that did not? So, I think it has some
technical difficulties.

And some people who have been working on your proposal, I
know, feel that it might have more appeal if the conclusion were
not the institution of a higher tax rate, but just that if the reve-
nues did not show up, that the capital gains tax differential was
then stopped.

So, I know there are many people working on this. I salute the
basic theory and philosophy {e?xind it. But, at this particular point
in time, we think the President’s plan would be a better one.

Senator BREAUX. But it is not going to pass. I mean, I am trying

to find something practical—

Secretary BRADY. Well, let us get a vote on it, then we can find
out.

Senator BREAUX. Well, we have had votes on the thing. And the
two points 1 am outlining as the problems are there ang they are
not being addressed.

I mean, people say it only benefits the rich, and we have not
solved that problem. And people do not know whether it is going
to gain revenue or lose revenues. Under your suggestion, if we lose
revenue we just chalk up the loss to the deficit and we do not pay

for it.

Secretary BrRany. I did not say that.

Senator BREAUX. Well, what you said is you stop it at that point,
but you do not pay for what has been lost up to that point.

Secretary BRADY. But I do not want to get into the details of this,
but your proposal said that if it did not raise the revenues that it
was said to have raised, then we would stop it. I say suppose it was
neutral. Then why should you institute a new tax?

Senator BREAUX. Well, if it neutral, Mr. Secretary, there is no
tax increase. The only time the fourth rate would go into effect is
if there is a loss and the tax rate is to pay for the loss.

Secretary BrRany. Well, I understand. But the problem is there
are a lot of technical difficulties with this thing which we would be
glad to work on with you. But there are 220 Democratic members
of Congress who have got capital gains proposals out there, so I
think if you would give us a fair vote on this thing, it would pass.

Senator BREAUX. Well, what about energy? The only thing I see
on energy in the budget proposals is ANWR. The AMT tax on inde-
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pendent producers in this country, which account for most of the
production, I think is killing them financially and we are losing a
whole entire base of companies that produce energy for this coun-
try. We are importing 45 to 50 percent of our energy.
What about AMT type of relief for independent producers?
Secretary BRADY. Well, we think there are some proposals in
here, such as the capital gains tax, that would help energy produc-

ers.
Senator BREAUX, Not if it is not offset by Alternative Minimum

Tax. It does not help them at all.

Secretary BRADY. Well, certainly in other industries it is offset.
It just is not completely offset at this particular point in time.
Nonetheless, it would make a hig difference.

But we would be glad to look with you at any ideas you might
have in the idea of promoting energy production, because the Presi-
dent feels very strongly that having the search for energy go on
abroad, where the oi] and gas that is found and winds up in foreign
hands, is not in our interests. So, we would be glad to look at any-
thing you might want to talk to us about, Senator.

The CHAIRMAN. Senator Riegle.
Senator RIEGLE. I would ask that this chart be put back up. I

think, Chairman Bentsen, in going over earlier to the consumer
confidence chart, really illustrates tﬁe roblem,

And that is, the people of America, based on what is happening
to them—what they see going on in their own lives, the people
around them, and in their communities—they feel that we are los-
ing our economic future. It is not just the recession; that is the
short-term problem. It is the underlying long-term problem and the
loss of guod jobs throughout our society.

We see United Technologies announcing 14,000 jobs being elimi-
nated; General Motors, 74,000 jobs; IBM, severai thousand jobs;
AT&T,; it is a list that cuts right across the board. And it is not
juxa]tl large companies, it is medium and small-sized companies as
well.

And it is clear, 1 think, to the American people that we really
need an aggressive economic plan for America.

I mean, we need a big, strong, muscular plan to drive this econ-
omy, and it is one where I think business, and government, and
labor need to sit down around a table together and work out the
plan so that there are enough good jobs around; that we are plan-
ning our future to make sure that there is enough work for our
people, both in terms of personal income, and national income.

And that means high value-added jobs. It does not just mean
whatever happens, but it means aiming for and getting the high
technology, high value-added jobs.

Now, I would like to ask all of you, I want to come back to the
President’s promise that he made when he first ran for the Presi-
dency. And he set this goal—and 1 assume one or more of you were
involved in those discussions. _

I do not know why he picked 30 million jobs as his goal over an
8-year period of time, but obviously he was relying on input from
yourselves or others hike you.

And now we are nearly half-way through that, and we should be
up at the top of this line. Right now we ought to be up at this par-
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ticular range up in here, and we are down at the bottom. So, all
of these jobs that were to have been created according to his goal
just have not matevialized.
Here is the thing that bothers me. You come in with a plan, and,
according to your own budget documents, you are going to take the
unemployment level this year—if your pfan is enacted in every de-
tail—down from 7.1 percent—the highest it has been now for a long
time—a very tiny amount to 6.9 percent throughout this entire
year. I mean, that is what your figures show in your chart.
Now, my question is this: why should we not enact a plan right
now that takes us from down here at the zero level in terms of net
job growth and shoot to get right up to his goal?
Why should the plan not be scaled to keep this ohjective? Now,
you clearly are not giving us a plan like that, and I want to know
why. Why should we not right now agree on crafting a plan that
is going to close that job gap and give us the number of jobs that
the President says we need?
Ng Boskin, why should we not do that? Should that not be our
goal’
Mr. BoskIN. Well, the goal, obviously, should be to create the
best possible climate for economic growth and job creation. Obvi-
ously, events that have ensued—many of them inherited from the
past—have caused the economy to be much more sluggish than ex-

ected. We have had to work through a variety of problems that
ﬁave made 1t very difficult to add as many jobs as we would have
liked to have seen added, and I am sure you would have liked to
have seen added.

If there was a program that I knew of that could do what you
just asked, I would have recommended proposing it. But we

elieve—

Senator RIEGLE. But what did he have in mind in the beginning
when he set this out?

Mr. BoskiN. We believe that a variety of the things the President
has laid out will be good for employment growth; will increase pro-
ductivity and wages; and will improve the economy.

When you look at what has happened to the economy over the
last couple of years, there is a fair amount of credit and a fair
amount of blame to spread around.

The President has had proposals the Congress has not enacted.
The Federal Reserve has had a monetary policy which certainly, in
retrospect, was too tight for too long. We did not anticipate an oil
shock and a war. A.ncF I could go through a variety of other things.

Senator RIEGLE. Well, let me ask you this. I appreciate that. But
you are in here now, looking from today forward, with a plan to
try to fix the problem.

And you have laid out the plan, and, according to your analysis,
the plan essentially leaves unemployment the rest of this year just
about where it is.

Mr. BoskiIN. Well, it declined slightly.

Senator RIEGLE. Yes, it declined. But——

Mr. BosKIN. Not as much as we would like, but it will create
about 1.7 million jobs by the end of the year.

Senator RIEGLE. But if you have got 16 million people out there
that need full-time work and are not getting it, why are you not
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getting a higher goal? I mean, why are you not coming in with a
plan that creates more jobs faster? I do not understand it.

Mr. BoskIN, We are trying to be realistic, Senator. The economy
has problems, and I do not think it would be wise for anybody, in
either branch of government, to be suggesting to the American peo-
ple that there are magic silver bullets that can cure the economic
problems that have been inherited and have been created—some of
which are worldwide—overnight.

Senator RIEGLE. Well, we are not talking about overnight.

Mr. BosKIN. So, it is an attempt to be—-

Senator RIEGLE. We are talking about through the rest of the

year.
Mr. BoskiIN, It is an attempt to be realistic about what can he
accomplished. There are a variety of proposals that have been put
forward by others, yourself included; some components of which I
think are wise and we agree with.

But I do believe that we start, for example, with a large inher-
ited budget deficit problem that Senator Bentsen outlined early on,
and 1t 18 obviously much riskier to embark on a massive fiscal stim-
ulus that may wind up undoing the good that is in the pipeline
from lower interest rates.

Senator RIEGLE, Well, I know my time is up. But I will just fin-
ish by saving in effect what that says is that the unemployed then,
you really have no answer for most of them. .

We simply say to them, in effect, “sorry, we really cannot help
you; things are beyond our control. And even though we thought
St the outset we could provide enough jobs for you, we just cannot

oit.”

So, you are just going to have to bide your time. I mean, that
ig the bottom ['ine of what that strategy says. And 1 do not think
{ou can say that. I do not think you can say it in conscience, and

do not think it is good economics.

Mr. BoskIN. Well, you are certainly entitled to your opinion. I be-
lieve that we are laying out a program that, if passed, is the best
possible program to speed the creation of jobs and make sure that
the long-term problems of the economy are also addressed.

So as we look to the future, we seek not only to re-employ as
many Americans as possible through the balance of this year, but
we also seek to create a foundation that will increase productivity
growth and, hence, maximum wage growth over the careers of
American workers.

The CHAIRMAN. Thank you, gentlemen. Senator Moynihan.

Senator MOYNIHAN. Thank you, Mr. Chairman. I have tried to
think of what your problems are from your point of view, and, as
you said, Dr. Boskin, to be realistic about what can be accom-
plished.

And if I could enter your situation, I guess it is that tension you
have between an extraordinary deficit, a budget in which for the
first time debt service will be the largest item, and the question of
whether a Keynesian stimulus action makes any sense in the face
of such deficits; would it have any effect?

Because you are taking so much money out of the economy, what
little you put back in is 1nsignificant. Nevertheless, last December,
the President signed the largest public works legislation in history.
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It was a bill very much responsive to concerns that you have
had, for example, about productivity in transportation, which is
running at a medieval rate: 0.02 percent, as the administration told
us.

We responded with a hill that said we are going to talk pro-
ductivity; we are going to talk investment; we are going to talk
cost; we are going to talk accountability.

And the President, in the State of the Union message, said that
bill ¢creates jobs, jobs, jobs. 1t will create wealth.

The President said this on a Tuesday night at the State of the
Union, and the next morning he sent us his budget in which he re-
duces the amount of spending for transportation by $4 billion. Even
though there are trust funds set aside for this purpose. I mean,
those are the jobs right there in front of you; investment right
there in front of you.

Mr. Secretary, is this another trust fund we are beginning to
hold back as a deficit restraint as we are doing with Social Secu-
rity? This year on Social Security you are going to be taking $65
billion of Social Security surplus and using it as general revenue.

I mean, wouldn't the spending called for in the Surface Transpor-
tation Act create jobs? I mean, I like your phrase. What did you
say? That there is nothing more unfair than a guy without a job.
Well, there was a bill. We worked together with the administration.
The President signed it, said it was great, and then the next morn-
ing he said he will not fund it. You are going to pass that one to
Darman, are you?

Secretary BRaDpY. He is the architect of the transportation bill.

Mvr. BOskKIN. Darman and Skinner are on our side, Moynihan is
on the Senate side.

Mr. DARMAN. Senator, a couple of points. One, as you know—al-
though I know you do not agree with the wisdom of this—there is
a law which puts a cap on the overall amount of domestic discre-
tionary spending in both budget authority and outlays, and you
have to meet both caps. \

Our budget is at the cap and we do not have any room for any’
more expenditures under the law. If we had any more expendi-
tures, they would trigger a sequester. And, if I could take just one
minute.

Senator MOYNIHAN. Sure. Please.

The CHAIRMAN. Yes, of course.

Mr. DARMAN. I did want to note that this is not a very effective
chart. It is only one color. One color charts give me problems.
[Laughter.]

But if I could just make one point, there is a version of this chart
in the first part, in my introduction.

There is a category that we call “Investment in the Future,” and
within that category you will note that we point out that the level
of investment in infrastructure that we propose is at a record level.
Yes, you are right; it could have been even higher.

But we thought it important, within the cap, to also achieve a
record level of investment in research and development, which we
proposed within that same cap of $76.6 billion; the record level of
investment in Head Start, $2.8 billion; investment in children's
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rograms overall—some discretionary, some not—of over $100 bil-
ion: and the math and science initiative of $2 billion.

These investments, many of which have the characteristic that
they do not produce jobs immediately, would not be as attractive
to Senator Riegle, I would presume, as the short-term objectives we
identified.

But if we are going to address the long-term productivity prob-
lem that so many of us have referred to, we not only have to in-
crease savings—as several have suggested—we also have to in-
crease intellectual capital, R&D, the quality of human capital,
Head Start.

Now, Head Start, which is for children 3 to 56 years old, is not
going to produce an economic return that is favorable for the soci-
ety as a whole until those children are working, and working more
productively than they otherwise would have done. That is prob-
ably a decade-and-a-half to two decades away.

o, there is a balancing that has to be done, putting our interest
in both short-term investment and long-term investment. We do
not disagree with you about the positive value of infrastructure. We
put it on our list.

But we also think that within the cap there ought to be other
categories that have to be attended to as well. And our worry is
that within the overall cap, instead of these record levels of invest-
ment in all these things that will increase jobs and productivity,
there may, instead, be a tendency to move money towards short-
term consumption, which we do not think is in the best long-term
economic interest.

I trust you will note, with pleasure, that I have refrained from
mentioning one other possible reason for the reduction.

Senator MOYNIHAN. I have noted, and I think you spared yourself
a rather fierce response. [Laughter.] '

Thank you very much. But, again, I think, sir, you just described
your dilemma.

Mr. DARMAN. It is all of our dilemma.

Senator MOYNIHAN. That cap is the consequence of the deficit,
and to use public resources to stimulate the economy is your di-
lemma.

Mr. BoskiIN. It is the Nation’s dilemma.

Senator MOYNIHAN. It is the Nation’s. Sure.

Mr. Boskin. It is Congress’, the President’s; it is everybody’s di-
lemma.

The CHAIRMAN. Mr. Secretary, let me congratulate you on some
of the short-term financing you have recently done. You and I dis-
cussed this months ago, having the government do more short-term
financing while we have seen these rates of interest quite low on
short-term. So, I am pleased to see that.

But let me pursue Senator Roth’s comments a bit abhout the
Bentsen-Roth IRA. What we are seeing from the administration is
a so-called back-ended IRA. I think that you will see more of the
shifting of savings there. And we recognize that. That has merit to

it.
But having the front-end deduction, I think, is absolutely critical

to bring back that feature of the ori%ina] IRA. People understand
it. They sit down there on April the 15th and decide whether they

55-026 0 - 92 - 2
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write a check to the IRS or they write it to their IRA. And I think
with a $2,000 deduction that they will have an incredible incentive
to write it to a savings account.

When you look at the Japanese with a $45,000 per capita sav-
ings, and us with a tenth of that; when you see them saving at a
rate over three times as much as we do, and the West Germans
over two times, you can understand how important it is to get our
savings rate up, and capital so we can modernize and increase the
productivity of our country.

But, first, I would hope that we in the Congress can pass it with
the kind of bipartisan support we have seen. Then I hope the ad-
ministration would accept it. Do you have any comment on that?

Secretary Brany. Well, Senator Bentsen, I would offer only this.
I feel strange arguing in any way against the initiative that you
and Senator Roth have put forward, because I think the basic
strategy and philosophy addresses problems which are enormously
important to this country, and one that we should all support.

s you understand, we have a slightly different proposal in the
President’s budget which is less costly because of the pay-as-you-
go restrictions. But I think I will let my comments stand there. |
do not want to in any way seem critical of the thrust behind your
and Senator Roth’s philosophy.

The CHAIRMAN. Well, then let me ask you another one about a
question of real estate. You have done a number of things on real
estate here, but one of them I would like for you to explain to me.
You have an over supply, particularly of commercial real estate for
a number of reasons: over-building, credit crunch, recession. But,
as I understand what you have done when we are talking about the
incentive in this, what we would want to do, it seems to me, is to
do things to increase the value of existing real estate, particularly
to try to help the resolution trust disposal and the FDIC disposal.

But, as I understand what you have done, the incentive you have
put in there is to increase the supply, in effect, for the incentive
to construct new buildings rather than buy existing property. It
seems to me that is counterproductive.

Secretary Brapy. Well, first of all, the capital gains proposal,
Senator Bentsen, that is in the President’s proposal does, we think,
provide a substantial possibility for real estate values, particularly
in the commercial sector to increase in value and to have con-
sequent salutary effect on banks.

The passive loss proposal, which does aim at real estate gen-
erally and not completely towards new real estate, also benefits
substantial construction improvements for old real estate would be
included.

I think that before we complete the design of the exact provi-
sions, it will have a significant effect on existing real estate.

The CHAIRMAN. Well, then let me deal with the capital gains
question a bit when we are talking about depreciation.

As I understand your capital gains proposal, you would call for
a recapture of the depreciation, and you would pay a tax on that
at ordinary rates. That one would picﬁ up some $5.4 billion tax in-
crease on real estate owners. How do you explain that one when
you are talking about a depression in real estate?
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Secretary BRADY. Well, I am not sure I exactly have the point in
mind that you are expressing. But if-

The CHAIRMAN. You changed the depreciation schedule, as I re-
call, where you have accelerated depreciation and that type of
thing. I can understand that.

But when you are doing it to straight line depreciation and you
recapture that paid at the ordinary income tax rate, my under-
standing, in looking at your charts, is that you pick up sp$5.4 bil-
lion in that process. In fact, that is an increase in the tax.

Secretary Brapy. Well, the real estate people have come forward
with—and 1 think this may be at the bottom of your concern—a
few cases where, because of the recapture provision, that they come
out worse than under current law.

The reason we have a recapture provision in there is that, in its
absence, the effective capital gains tax on real estate projects could
be zerc or negative. That is certainly not what we intended, and,
I am sure, not what Congress intended.

The CHAIRMAN. Thank you. Senator Breaux. On the order of ar-
rival, I see that you are first.

Senator BREAUX. Thank you, Mr. Chairman. [ see in your budget
proposal that you are calling for extension of the IDB program—
Industrial Development Bonds—but for farm purchases only—first
time farm purchases—but not for purchasing of small manufactur-
ing operations.

And if the whole idea of your budget is to create jobs to get the
economy moving, why did you drop %DB'B being available for pur-
chasing of small manufacturing and limit their use only to farms?

Mr. Braby. Well, we thought that in trying to put together an
across-the-board proposal in the whole of the President’s plan, it
was thought that there were other incentives for small manufactur-
ing firms, such as capitel gains tax decreases; the help on the in-
vestment tax allowance; and that they were taking care elsewhere
and that the farmer of small farms was not. So, that was the rea-
son for it.

Senator BREAUX. Well, I think if we are going to extend IDBs we
ought to extend it for small manufacturing as well. But I am sure
that is something we will debate.

Let me ask you about doing something for the training of work-
ers in this country. Some of the estimates that I have seen from
publications say that even by the most liberal calculations, the
combined State, local, and Federal education funds that we are
spending for non-college use is approximately one-seventh of soci-
ety’s combined investments for college-bound youths.

And I think that is a startling statistic. It is no wonder that we
have a problem with competitiveness and productivity of our work-
ers if we are only spending one-seventh of budgets on those kids
who are not going to college. :

Sixty percent of those kids going to high school do not go to col-
lege, and I think there is a terrible neglect out there in society for
those who are not going to college; those who are guing to be the
electricians, and the carpenters, and the pipe-fitters, and the weld-
ers, that do not need to go to college. And we are not doing nearly

enough.




30

I have introduced a bill that Congressman Rangel and Con-
gressman Grandy have over on the house side basi %ly setting up
a youth apprenticeship program.

And the tax component of it is called the LEAP program, which
stands for Leading Employers Into Apprenticeship Programs,
which would allow the establishment of 501(c) tax exempt organi-
zations to help participate with business and high schools in estab-
lishing youth apprenticeship programs. The idea is to give these
kids who are not going to college some kind of hope that when they
get out of high school they can have a high scgool diploma, and
they also can have an apprenticeship certificate to let them be ca-
pable of getting a job and being more productive.

And my question is, what are the administration’s thoughts on
that concept?

‘Mr. BoskIN. Well, Senator Breaux, let me just first applaud you
for focusing on something that I thirk is quite an important prob-
lem.

We focused a lot of attention in this year’s Economic Report to
the President on the fact that the less-educated, and, to the extent
that skills are correlated with education, less skilled part of the
population is the part of the population that has had the most dif-
ficulty in the last couple of decades.

The part whose real wages have either not risen or risen the
leelilst, as opposed to the gains made by those who have gone on to
college.

So, I do think that you are exactly right; that a serious part of
our productivity problem involves that group in the population and
future cohorts of people who do not go on to higher education.

Clearly, some of what is required is an improvement of the edu-
cation system. We have about $18 billion going to the Job Training
2000 program which, we believe, will make many of the 60 dif-
ferent job training programs that exist throughout the government
more efficient and more effective.

But I think you have some very interesting ideas. I will take a
closer look at them, and I am sure my colleagues will. I do not
know if they have looked at them in great detail yet, but I think
they are certainly worth looking at. I think Mr. Darman would like
to comment on them.

But, certainly you are right; if one looks at labor market dynam-
ics over the long term, abstracting to the extent possible from cur-
rent difficulties, over the last two decades there has been a shift
in demand to higher skilled, more educated workers. This shift has
even occurred in occupations and industries which traditionally
have hired a much larger fraction of people without a college edu-
cation. People on assembly lines for example, many need to learn
to use computers.

I would also like to note that the deductibility of interest costs
on education loans is for vocational as well as college education.

Senator BREAUX. I realize that. Mr. Darman.

Mr. DarMaN. Thank you, Senator Breaux. I would just add that
if you have not already looked at the Job Training 2000 proposal
we have, I think you would find it of interest.
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It is intended to help the population that you are talking about
get better training, not only when they are young, but also as they
mature in a rapidly changing work environment.

With respect to the specific proposal, LEAP, I would just note
that although we have not proposed it in our budget, we did sup-
port it on the House side when it came up for a vote, but it was
not allowed in order by the House leadership.

Senator BREAUX. I would make a final comment on this real
quick, Mr. Chairman, and beg the indulgence of my colleagues.

I think that the programs that take effect after someone is out
of high school should not be our only focus, since we have lost them
before then, in many cases. I mean, they have quit high achool,
they have become frustrated, they get thrown out of high school be-
cause they do not see any connection with what they are doing in
high school and what they are going to be doing in the real world.

o, if we can bring programs directed towards the high school
level and combine them it with businesses and high schools in a
youth apprenticeship program, I think that is the time to catch
them, as early as possigle. And than you for your kindness.

The CHAIRMAN. Thank you. Senator Chafee.

Senator CHAFEE. Thank you very much, Mr. Chairman. Sec-
retary Brady, I certainly agree with you that there ig no silver bul-
let here. There is no instantaneous cure for the problems we face.

And so, I join with you in lamenting that this Congress did not
do something about the banking situation, bringing our banks into
the modern era and making them more competitive; something
that you have worked so hard on.

I mith say I believe in most of the proposals that you have out-
lined. I also believe in the two bill strategy.

I know the Chairman does not, but I think let us get going with
these early solutions, stick to the March 20th deadline, which, in
itgelf, is going to be hard to meet. And then when a hig tax hill
;:nmea along, fine, but I think we all recognize that is going to take
onger.

Igwould like to ask you and your colleagues about this ITA; the
Investment Tax Allowance. I have talked with many, many people
on what we should do to get jobs in our country.

I mean, that is what I am interested in, that is what you are in-
terested in, and that is what the people I represent are interested
in. As [ mentioned before, we are undergoing in my State some ex-
tremely difficult problems.

We have the third-highest unemployment rate in the country,
and it is going to be aggravated by the closing of defense indus-
tries, particularly the cut off of submarine construction.

So, therefore, I believe in the Investment Tax Credit as opposed
to your allowance, which seems so minimal. And, indeed, if you
look at the charts of the corporate income tax and realize that the
rates obviously are low: it is 15 percent on the first $50,000, and
so forth.

So, the tax on the first $100,000 of earnings is only 22.25 per-
cent. So that a small business can get much more advantage from .
an income tax credit than it can from an income tax allowance.

And you, yourself, in your testimony—I believe it was you, Mr.
Secretary—pointed out tKat the job creation area is with the small
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businesses. Can you explain why you did not go for a credit as op-
posed to an allowance? frecognize it is more expensive.

Secretary Braby. Well, it is per dollar of investment. If you want
to meet the pay-as-you-go provisions which are so important to
keeping interest rates down in this country of the hudget agree-
ment then per dollar of the tax credit or tax allowance, you get
more bang for the buck the way we have proposed it.

In other words, if you assume that the dollars spent on invest-
ment incentives are going to be the same, then I think it is much
more effective in the first year on a cash flow basis to get things

oing. And most of the people that we have talked to, Senator
‘hafee—the NAM and others—have come to recognize that this is
accurate.

Senator CHAFEE. Well, we have been talking to different people.
Do you have anything to say on that, Mr. Boskin? Now, take a
small business. What you are suggesting is that you accelerate the
depreciation at 16 percent. Well, 1if you are in ti:e 22 percent tax
bracket, a 156 percent accelerated depreciation is not going to do
you much good.

Mr. BoskIN. Well, you are quite correct that there ir a graduated
schedule for the first small amnount of earnings for corporations. So,
in that analysis you are quite correct.

And I think one of the aspects of the investment tax allowance
approach that has not been appreciated is that by giving extra de-
preciation in the first year, it will particularly help those firms that
are having difficulty ogtaining creti)it.

It will give them some extra cash flow early on, even though
later on there will be some make up of it.

Obviously investment tax credits have been used in the past, and
my reading of the history is they have certainly been somewhat
successful in stimulating the economy.

They have some other side consequences in reallocating invest-
ment that some people would be concerned about. And, as you,
yourself indicate, they are costly. There is some re-flow of revenue,
but they are quite costly and tﬂey would widen the budget deficit
and would have to be financed.

Senator CHAFEE. Well, I would like to ask this of Mr. Darman.
We talk costs here, yet you {olks have come in with this personal
exemption of $600 per child. If svumebody is in the 16 percent or
the 28 percent tax bracket, this is really peanuts.

I mean, I averaged it out between the 16 percent and the 28 per-

- cent and it comes to 29 cents a day per child. Now, is that going

to stimulate the economy?

Mr. DARMAN. No, not in our view, although it is, in the view of
some others, going to stimulate the economy. But we are not of
that school.

We have included the increase in the personal exemption for dif-
ferent reasons: not for reasons related to an effort to stimulate
growth in the short-term, but rather with a view toward trying to
relieve some of the stress on families over time.

The personal exemption, as you know, was adjusted in the not-
too-distant past upward, but i1t has not been adjusted nearly as
much for inflation as it should have been relative to its origin. That
would require thousands of dollars, not just $600.
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And $600 is all we felt we could afford, looking at the need, as
Secretary Brady and Chairman Boskin have said, to show some de-
gree of fiscal discipline, and not scare long-term financial markets,
and not be counterproductive by driving up interest rates, loan
rates, and costing the very jobs we are trying to create.

So, there was a balance that was struck there, trying to adjust
in a pro-family way and an orderly way. In fact, as you may know,
the effective date for the personal exemption, as we propose it, is
October 1, and it is not part of our short-term package.

Senator CHAFEE. Well, Mr. Chairman, my time is up, but let me
just say, to the people I represent, this $5 billion a year is costly.
They would rather have that money put into job-creating efforts
rather than 29 cents a day per child.

Mr. DARMAN. I would just repeat, it is not in our short-term
package, it is in our long-term restructuring proposal.

Senator CHAFEE. [ appreciate that. Thank you, Mr. Chairman.

The CHAIRMAN. Surely. Senator Riegle.

Senator RIEGLE, Secretary Brady, is the President still proposing
to tax the inside build up on insurance annuities?

Secretary Brany. Well, not with respect to insurance annuities
that have a life component. But if it does not have a life compo-
nent, the answer is yes. And it is not in the short-term bill.

Senator RIEGLE. Well, it looks to me like the short-term/long-
term—Chairman Bentsen got into this—if you have taken your
package and you have cut 1t in half, and you want to do half of it
now and half of it later.

And, you know, I thiuk when the President, in all fairness, gave
his State of the Union message, he put the whole thing out there.
There was no differentiation between some now, some later. And,
I must say, I think this is a highly questionable approach here.

But I want to move on to a couple of other things. I am with you
on the Investment Tax Credit. I think that is an important part of
your package, and I think there is broad agreement on that, and
we need to drive investment forward at a faster rate.

Secretary BrRADY. Tax allowance. Yes.

Senator RIEGLE. And the same thing with respect to the research
and development area. I think this is another area where 1 think
there is consensus, and we ought to move more strongly.

I would like to urge you also to take a look at the depreciation
schedule on business vehicles. It is 5 years now. Your own studies
show that something closer to 3 years is an accurate figure.

I think if we could accelerate sort of the capital recovery side of
that area, I think we could help in that regard also, in terms of
gsome parts of our economy.

Now, I want to just observe, we were talking earlier about the
need for jobs, and Senator Chafee makes the point about how we
really get some muscle out there in the way of jobs, and not just
a few cents per day.

We have got a fc')t of highly-skilled people, and, relating to Sen-
ator Breaux’s comment, a lot of highly-skilled people today unem-
ployed who want to work. And I mean people who do not need job
re-training, they just need a job.
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I mean, they have got loads of jobs skills in computer areas, in
teaching skills, engineering skills, financial analyst skills. High-
level people all across the board cannot find work.

So, that is quite separate from the need to give job skills to some-
body who is in an area where the country is not doing work in that
area, but we have got a much deeper problem than that.

And I am wondering this. I know the President has announced
his re-election campaign today, and one of the questions he is
bound to be asked and should be asked is on this job goal that I
referred to earlier; the one he set out there as a marker when he
was first running.

And he is about 14 million jobs short of his own goal as we sit
here today. And Chairman Boskin has said it looks pretty bleak the
rest of the year because you are kind of hemmed in as to whether
you can get major job growth toward that goal.

I would like to ask you to consider sitting down again with a
group of people who would like to try to figure out a way in which,
with the Congress and the administration, on a bi-partisan basis,
we come up with a much larger and stronger economic sirategy
that gets more jobs on line faster for people who have job skills and

who need work.
You know, it is one thing to talk about Head Start; I am all for

Head Start. But if kids are going to get to Head Start, they have
got to eat in the meantime; they have got to have a roof over their
head; and they have got to have a family that is in a situation to
have an income.

I have talked with countless people in Michigan today who are
unemployed highly-skilled workers who are having trouble f’eedin%
their families. So, you know, this is a very urgent problem. And
think it is screaming at you in the data.

Today, in the Public Opinion Polls, 80 percent of the people are
coming back and saying they think we are on the wrong economic
track going into the future because of what they see happening.

I think we can put together a much stronger plan, but we are
not going to do it if we do not decide that that is the need, if there
is a detachment from that problem, if there is a feeling that some-
how things will sort themselves out down where the citizens live
and it will work out, and if there is hardship, you know, that is
the best we can do.

The country is not going to accept that. And rather than put ev-
ergbody through that kind of a continuing trauma, I think we need
a bigger and stronger plan.

And I would like to urge you to call in some of the business lead-
ership and some of the labor leadership and the key leaders in the
Congress and sit down and figure out how we help the President
keep his promise on job growth.

I do not think it is fair or proper to allow the level of difficulty
to exist in our society and simply say, you know, that is the best

we can do.
I mean, that is not what he said when he ran. When he ran he

said we can do better than that, and we can do better than that.
But not with an anemic plan. And even the plan you have got, you
come in here now and you have cut it in half. You are saying, well,
let us just do part of it; we will do the rest some other time.
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Secretary Brany. Senator, you have raised a number of items
which I would care to comment on, if you would allow me.

Senator RIEGLE. Please.

Secretary Brapy. First of all, I hope you will agree that havigs
a goal for increasing jobs, even if it 18 an expansive one, is a go
thing. You would agree with that, would you not?

Senator RIEGLE. Absolutely essential.

Secretary BRADY. So, you are not criticizing the President for
having the goal; not at all.

Senator RIEGLE. No. We need the strategy to implement the goal.

Secretary BRADY. Trying to do things and having a goal is a very
good objective. And you would agree that a man that put out that
as a goal 18 on the right track.

Senator RIEGLE. Well, no. I would say——

Secretary BRADY. He is not on the right track?

Senator RIEGLE. No, we are not. That is the problem. The goal
was fine 3 years ago. We are off the track. We are 14 million jobs
short of his goal.

Secretary BRADY. But having the goal is a good idea.

_dSenator RiEGLE. Yes. But faﬁing short by 14 million jobs is a had
idea.

Secretary Brany. All right. Well, of course. But still, that should
not make somehody trying to have a goal or objective be criticized
for that goal. It is obviously a good thing; you have just said that.

But secondly, I would point out during the last 4 years since he
put that goal forward, none of his economic programs have been
enacted. They cannot get through Congress. So, I share your en-
treaty completely; we sﬁould sit down and do something about that.
And the President has been trying to do that. So, it is not a com-
plicated process.

If the program that he puts forward created 50 jobs in a thou-

sand cities, that would be 50.000 jobs a year. If those people each
earned $20,000 a year, that would be $1 billion a year, so that at
the end of 6 years, you would have $5 billion more in the economy
and 250,000 more jobs. I think that is the way you have got to get
at it.
Senator RikGLE. Well, with all due respect, Mr. Secretary, what
the President promised by this point in time from the beginning of
h]is Presidency was 14 million additional jobs. We do not have
them.

I mean, there is a gap in that area. And the problem is, you have
come in with a plan today that creates very f{:w jobs through the
rest of the year, according to your own testimony today. So, you are
not coming in with a plan to meet the goal.

Secretary BRADY. But you are certainly not criticizing the Presi-
dent, I hope, for putting out an ambitious goal for job creation. I
cannot un erstamfit. I mean, that would be counterproductive.

Senator RIEGLE. Again, you are sawing it in half. [t means noth-
inglto have the goal if you do not have a plan to accomplish the

oal.
€ Secretary Brany. Well, Senator, we just disagree. I think the
sawing in half is the half that Congress has not delivered in get-
tix}lg his programs through.
he CHAIRMAN. Gentlemen——
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Senator RIEGLE. Well, if you sent a program up here to create
14 million jobs

Secretary BRADY. I think he has done that.

Senator RIEGLE. No, he has not done it. That is the problem.

The CHAIRMAN. Gentlemen, the time has expired again. Senator
Roth, if you would proceed, please.

Senator ROTH. Tgank you, Mr. Chairman. As I said in my open-
ing remarks, I think the President had propounded a prograin that
gives us a good base from which to work and I think it is 1portant
as we proceed that we proceed in a bipartisan way in an effort to
do what is important to create growth and jobs.

I, as you know, am in favor of cutting taxes. There is not much
question about that. And I am in favor of making it broad-based
s0 that everyone benefits, but the middle class more than the rest.
And 1t seems to me that we can do both.

Now, T proposed in my package that we cut income tax rates in
order to give the economy a boost, improve incentives to work,
save, and invest, and give a break to the middle class.

Some think this proposal is too expensive, but I do think it can
he made to fit the amount of money t{mt we can afford.

For example, we could lower the bottom rate of 15 percent to 12
{)ercent.. and everybody would get a tax cut, but especially the
ower- and middle-income groups.

With the earned income tax credit, CBO estimates that this
would be a drar atic cut for the lowest income earners. Would this
not do more to improve the economy and provide incentives, as well
as get the money to the right people?

Mr. BoskiN. It depends on what you are comparing it to, Senator
Roth. I believe that some of the targeted investment incentives and
things that would help raise asset values, prevent asset values
from falling, and help increase consumer confidence, would help in-
crease investment, asg Senator Chafee was talking about.

If you are comparing this to things that are in the exemption as
opposed to the rate, then certainly 1t is correct that there is an in-
centive effect from lower rates, that, other things being equal,
would be desirable.

But obviously there is an issue of how it would be financed, or
whether it would be wise to raise the budget deficit, given what is
inherited and what is prospective.

Senator ROTH. But that proposal, if we can work out how we pay
for it, would provide incentives to invest and to save and would go
primarily to the lower and middle income, is that correct?

Mr. BoskiN. That is right. The incentives are defined at the mar-
gin. I would not make a big deal out of it because the rate of 15
percent is already quite modest. But certainly reducing the rate
would have an incentive at the margin that a cﬁange in the exemp-
tion would not.

Senator ROTH. Well, as I said. the CBO estimates that it would
be a dramatic cut for the lowest income earners. But going back
to the investment tax credit, as you know, the criticism is, again,
that it is too expensive. And that is the reason I have proposed an
incremental investinent tax credit.

In other words, a tax credit would only apply where the company
increased its investment over its average for the past 4 years.
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Would that be a factor in helping promote, not only this year, but
long-term, greater investment in new equipment, much like we
have done in the case of research and development?

Mr. BoskiIN. I believe it might, if properly designed. I believe
that when people have looked at it in the administration, they
found that there were certain administrative difficulties in moving
to something on an incremental basis when firms merge or split
apart, for example.

It certainly begins to deal with the problem of giving away the
base and the cost, and 1 applaud that move. 1 believe, however,
that almost every economist would tell you that the temporary na-
ture of the proposed investment tax allowance will move some in-
vestment into 1992; more than would be the case were that made
permanent.

There may be other reasons to consider muaking something per-
manent, but more than would be the case were this proposal or an
analogous one made permanent. And, as Chairman Bentsen indi-
cated at the start, the economy needs some “oomph” right now.

Senator RoTH. Well, I agree that it needs some “oomph” right
now, but equally, if not more important, is the need to become com-
petitive long-term. And that is my concern with the administra-
tion’s approach.

Mr. BoskiIN. I think the incremental approach clearly addresses
one of the problems, which is the large revenue cost of the full ITC.

.;I‘he CHAIRMAN. Thank you. I would like to call on Senator Moy-
nihan.

Senator MOYNIHAN. Briefly, Mr, Chairman, let me, if I can, just
Sf)eak as the Chairman of the Subcoramittee on Social Security, to
- the matter in which we try to keep it bipartisan and we do think
in terms of the Social Security trust funds. And the National Eco-
nomic Commission, which was created by President Reagan, stud-
ied our Nation’s fiscal policies and came forward with the issue of
the extraordinary surp?us in Social Security trust funds and the
ethical question, it seemed to us, which our government had to
face—Congress and the administration—namely, what would that
surplus be used for.

Surely it should not be used as general revenue. And yet, in the
next 5 years which we now budget, there is a surplus of $435 bil-
lion in the Social Security Trust Fund, and it is aﬁ destined to be
used as general revenue.

May I just ask you, Mr. Secretary, a former colleague, and you
know what regard we hold you here, if we go 5 more years using
this surplus, it will have been built into our budget structure in a
way it will never get out.

Have you given any thought to how we can break out of this pat-
tern? Because it clearly is a breach of trust. :

Secretary Brapy. Well—excuse me. Are you finished?

Senator MOYNIHAN. Yes. .

Secretary Brany. Well, as you know, the President’s budget
sirows the deficit both before and after the trust fund.

Senator MOYNIHAN. It does. It does.

Secretary Brapy. And I will ask Dick Darman to comment on
that. But this argument is such a difficult argument, because, after
all, the Social Security trust fund surplus is invested in the most
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safe, secure securities in the world, which are U.S. Government
bonds. So, that 18 where I think it ought to be invested.

Senator MOYNIHAN. I know that and you know that. We also
know-—and you, as the principal trustee of that fund, sir—-that, in
effect, the money is being used as general revenue,

Mr. DARMAN. Senator Moynihan, if I could, let me take a couple
of minutes on this. I know you recognize that the problem you are
talking about will not be addressed until the non-Sccial Security
budget is in balance.

Senator MOYNIHAN. I think that is right.

Mr. DARMAN. Your own coinmission report said that, and it is
analytically, I think, inescapably correct.

So, a question is, what does it take to get the budget in bal-
ance—non-Social Security budget in balance? Only after you have
done that is the Social Security surplus that you are talking about
actually going to reduce debt, at-which point it is increasing sav-
ings anrd increasing the ability to service the future baby boom obli-
gations.

Senator MOYNIHAN. Right. But I would just make the point, and
I think Dr. Boskin would agree, if we had a balanced budget in the
general account, the Social Security surplus, by buying down the
privately held public debt, would double the savings rate.

Mr. DARMAN. Right,

Senator MOYNIHAN. Right. Yes.

Mr. DARMAN., So, for this and other reasons, we should be talkin
about first, following your question, how do we get the non-Socia
Siecu?ﬁty budget back toward balance and then actually better than
that?

Here is the problem. When we talked about this exact issue—as
we did many-times over the years past—the Gramm-Rudman sys-
tem was in effect, and moving Social Security “off-budget” actually
meant something when the Gramm-Rudman system applied to the
rest of the budget.

Senator MOYNIHAN. Yes.
Mr. DARMAN. But, at the same time as we collectively moved So-

cial Security off-budget, we temporarily suspended the old Gramm-
Rudman discipline. So, there was a disconnect there. We half
SOIVﬁd the problem, but, in only half solving it, we did not solve it
at all.

Now, what we did is, we added on an interim basis a new dis-
cipline system with caps and with pay-as-you-go requirements for
any new entitlements.

What we collectively missed was the built-in structure of all the
old non-Sacial Security entitlements. They are not subject to any
discipline; they are two-thirds of the budget, roughly, or moving to-
wm‘c{) tl:lat. And they are the most rapidly growing portion, interest

ut aside.
P Until we get those under control, in my opinion, we will not be
able to solve the basic deficit problem.

If 1 could, Mr. Chairman, if I could take one minute on one chart.

[Chart 2-6 appears in the appendix with Mr. Darman’s prepared
statement.]

The CHAIRMAN. Yes, of course. Sure.

Mr. DARMAN. This chart is actually somewhat readable.
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Senator MOYNIHAN. Color.
Mr. DARMAN, Well, actually, now that I look at it, it is not very

readable. But it is in the introduction, and the only point I want
to make—I will show it if I can here—is that if you said what is
the long-term deficit outlook in more or less a current services
frame of reference, as estimated by the CBO, this goes to the year
2001, you see it comes from eye level where it is now, down, and
then it turns moderately back up.

What you might think of as the baseline deficit is stabilizing as
a percent of GDP, but in absolute dollars it is increasing slightly.
If we have smaller growth, as everybody has suggested, the pattern
is it still decreases a little bit in the short-term, but then it turns
up more sharply. At this point we have serious problems because
our debt, as a percent of GDP, does not stabilize; it starts to turn
up, which is very unhealthy, in my opinion.

Now, what does it take to make these lines not do this? If you
assume the enactment of the broad measures in our budget, and
roughly 3-percent pure growth thereafter, and not doing anything
more, the pattern is somewhat better.

By the way, we are not proposing to do anything more; but if we
were not to do anything more, then the deficit would stabilize. That
is not good enough. Reducing the deficit requires enactment of
growth-oriented measures that will get our long-term growth at 3
percent or better, which requires investments.n things that will
1prove Froductivity. It cannot happen otherwise.

Now, if you want to get the deficit actually across this black line
and move into surplus, which you have to do, I believe, unless you
are going to completely reduce to zero those infrastructure and
other investment categories—and that is at your discretion—what
you have to do is restrain the growth of non-Social Security entitle-
ments.

When you restrain their growth rate to population growth—that
is eligible population growth—plus the presumed price increase.
Take eligibfe population, program-by-program, and add CPl—you
would, in 5 years, save almost $400 billion, which is enormous, and
you would make this line go right straight to zero.

Now, I do not believe that that is politically feasible, because a
very large portion of this growth is in the heaf;h area. And though
I wish we could have all come up with a program that would get
the rate of growth of health down to eligigle population plus CPI
immediately, I think it is going to take many years to get to that
point.

So, a more realistic expectation is—I think we did the right
thing—to take both measures: growth and the entitlement cap and
the line would go like this.

Senator MOYNIHAN. May I just ask you, because you said some-
thing with a touch of real reality that we all need, your topmost
curve, the dotted red line, that is at a lower growth, which would
‘be'} what, about 2 percent? Is that what you would put that range
in?
Mr. DARMAN. That is right. That is consistently 1 percent lower.

Senator MOYNIHAN. Yes. Which is in the range of possibility. At
that point, we would find the debt as a proportion if GNP

compounding—growing.
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Mr. DARMAN. Growing, not compounding.

Senator MOYNIHAN. Growing.

Mr. DARMAN. Turning up. Yes.

Senator MOYNIHAN. AnJ,) in that sense, out of control.

Mr. DARMAN. Yes. Yes.

Senator MOYNIHAN. All right. Thank you very much.

The CHAIRMAN. I think everyone has had a second round except
Senator Chafee.

Senator CHAFEE. Thank you, Mr. Chairman. I would like to point
out that we constantly deplore the growth of entitlements. I do not
know whether the Director of OMB will be cheered by the fact that
the committee dealing with it has reported out the Pell grants as
an entitlement.

Also, there is legislation to make Head Start an entitlement, and
the WIC program an entitlement. So, the lust for entitlements has
not increased in this Congress; in this Senate, anyway.

Mr. DARMAN. Could I comment on that, Senator C?l,'nafee, briefly?

Senator CHAFEE. Briefly. ;

Mr. DARMAN. Not having it charged against your time. I just
would like to say from a parochial OMB perspective, that I under-
stand, and it is right that we are concentrated on the short-term
measures to be enacted by March 20th, and that will not include
entitlement reform, as far as I am able to judge.

But, if we are really serious about the long-term deficit problem,
we cannot be increasing the portion of the budget that is in the to-
tally uncontrolled area.

Indeed, we have to find ways to force annual review and some
degree of control in that, or you cannot solve the basic savings
problem that Senator Moynihan, Senator Roth, and others are
rightly concerned about.

Senator CHAFEE. I agree with you. And pretty soon, if this keeps
up, we can just put the Congress on automatic pilot and everybody
go home, since everything is an entitlement.

Mr. DARMAN. Right. .

Senator CHAFEE. Now, Secretary Brady, in discussing the capital
gains, it seems to me—and I think you agree with this—that the
argument should be, does it create jobs, or is it going to make
somebody rich?

And, unfortunately, the argument around here in the Senate
seems fo be that if 1t makes somebody rich, it is all wrong. I am
interested in whether it creates jobs. If it creates jobs and also
makes somebody rich, that is incidental. I really want jobs out of
it. That is what my people want in the State that I represent.

And, unfortunately, I do not think that your arguments have got-
ten through. And when you use language such as “unlocking job-
creating investments,” somehow it is not enough to sell the pro-

ram.
g Now, I have got a couple of minutes here, and I amn lobbing you
a soft one. Would you please tell us how cutting the capital gains
rate is going to create more jobs in the country.

Secretary BrapYy. Well, let us cut the capital gains tax into two
parts. First of all, as Senator Breaux said earlier, 60 percent of
pec(;{ple who take advantage of capital gains are people with incomes
under $50,000.
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Senator CHAFEE. I am not interested in the poor or the rich mak-
ing money. I want to know whether there are jobs in it.

Secretary BRaDY. Well, wait a minute now. That group is in the
categories of small businessmen and small entrepreneurs where hy
far the largest part of job creation takes place. So, those are the
people that actually put jobs on the line. Small businesses create
most of the jobs. So, that is one part of it.

The other part is the wealthier part of the spectrum, and they
have capital that is locked up. And the capital gains tax would
unlock that capital to allow 1t to go to more productive invest-
ments. If a guy pays less tax, he is—

Senator CgHAFEE. Well, could you describe what unlocking capital
means? Suppose somebody has an investment in a stock that has
gone up and it is up at 200 and it seems to be holding there. Now,
tfi)lll me how he would unlock his capital. He would sell it, presum-
ably.

Now, he does not want to sell it, because he is taxed at ordinary
rates. But he thinks he sees something coming along in bio-
technology. He would like to get out of what he is in, sell it, and
invest in the biotech stock, for example. Is that what you are talk-
ing about?

ecretary BRADY. That is vight. If he is taxed at 28 percent he
is not going to sell it, and if he was taxed at 15, the chances are
that he would because he would be able to get into this new job-
creating investment and hopefully he would look forward to a profit
on his investment. In the meantime, that company—the small,
growing company that is putting jobs on the line—would be creat-
ing the jobs that we need. You put your finger exactly on the point.

Senator CHAFEE. But I think we have got too keep thumpin

a':vay on this. And when you were up here last time we discuss
this.
Is there statistical evidence—and 1 am on your side—that would
bear out the fact that since capital gains were taxed at ordinary
rates, that investment capital 1n this Nation is dramatically de-
creased.

Secretary BRaDY. Well, what I can tell you is that the revenues
that the government has received from capital gains taxes has de-
clined significantly the period of time since the rate was increased
again.

So, I think what you can prove is that the removal of the capital
gains differential has decreased the amount of capital gains people
arve willing to take. And, therefore, the investments are locked up,
as you have suggested.

Mr. BOSKIN. May I just add one thing to Secretary Brady’s excel-
lent description of unlocking effect?

Senator CHAFEE. Yes.

Mr. BOSKIN. A very large fraction of job growth comes from to-
tally new businesses. The American economy's driving force is
ideas, new businesses, new jobs, new products, innovation; whole
new industries that did not exist even a decade ago, let alone 50
years ago.

And there is a substantial amount of evidence that a large part
of the start-up funds, at the very earliest stages, come from people
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who are taxable under the income tax. That is where a large part
of the initial funding comes for these sorts of things.

And we also beﬁeve it would increase the supply of entre-
preneurs willing to leave a stodgy job that is paying aﬁ right and
go out and try to start something new.

But the idea of getting that creativity, getting the entrepreneur-
ial spirit and innovation going—creating whole new products, proc-
esses, new jobs in industries that did not exist before—are enor-
mously important, not only because of the net job creation, but be-
cause of the flexibility it will prove the economy when some exist-
ing industry restructures. It is going to be 90 percent as large as
it 18 now prospectively over a decade or two. So, that is enormously
important as well.

Mr. DARMAN. Could I add one other word, just briefly?

The CHAIRMAN. Yes, of course.

Mr. DARMAN. I, of course, agree with everything that has been
said. And the most exciting and important reason, in my opinion,
to adopt capital gains is the set of reasons that are talked about,
and they involve the long-term. Productivity growth, biotechnology,
all kinds of attractive, as yet unknown industries.

Let me just mention one thing much more pedestrian that ap-
plies in the current situation, in my opinion.

There are a lot of very small-to-middle sized business men and
women who, today, are experiencing the so-called “credit crunch,”
and they maybe employ three people, 10 people, and they want to
take that next step.

It is not particularly exciting. It is going to add three jobs here,
seven jobs there, four jobs there; firm by firm. But they cannot get
the credit for the next step. Just changing the capital gains rate—
lowering it—improves their balance sheet immediately, even if they
do not sell.

When they go to the bank, or whomever is lending them money,

the balance sﬁeet values their assets, and the after-tax value of
their assets, improve, just by virtue of changing the capital gains
rate.
And so, they can borrow more, they are a better credit risk, and
they can go out, and, even if it 18 something that is low, low, low-
tech—a pizza parlor that just wants to add a couple of more tables
and one more oven—whatever it is, they are better able to get the
crvedit for that next step forward that creates two jobs here, seven
jo:)s there, four jobs there. And that, in aggregate, makes lots of
jobs.
The CHAIRMAN. I think a lot of us feel that capital gains can he
of help 1f it is properly structured. I have been one who supported
that cut over the years, particularly when you had the high-income
tax rate of 70 and 50 percent. Then the disparity, and the locked-
in feature was really quite apparent.

But I have also seen middle-income folks take a real hit over the
last decade. I have seen their taxes go up while their incomes went
down. So, it is terribly important that we keep fairness in the tax
system.

Now, when my friends talk about more people under $50,000 get-
ting some income off of a capital gains tax cut, that also is a small
amount as relative to those who are wealthier. So, I tried to do this
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last time. I went to the President in 1990 and suggested that as
we tried to get the budget agreement, that I would support a cap-
ital gains cut.

I suggested that those of higher income pay a little more to try
to balance that out and keep fairness in the system, that we go to
a 33 percent rate. But the President chose not to support that. I
think we would have had this behind us, had they done that. Let
me further comment when my friend, the Secretary of Treasury,
talks about Congress not passing some of these things the Presi-
dent has proposed, I can recall back in 1990 in the budget agree-
ment it sure took a bunch of Democrats to get that thing passed
for the President.

And I have also seen the President’s proposal in the State of the
Union address already restructured by the Republicans in the
House. They were not ready to take it. Sure. Let us try to work
together in a bipartisan way to resolve it.

Gentlemen, I think this has been productive. We are appreciative
of your attendance.

enator CHAFEE. Does that mean we are finished?

The CHAIRMAN. Well, 1 just thought the Chairman had the right
to finish it.

Senator CHAFEE. Well, there is no question about that. [Laugh-
ter.]

The CHAIRMAN. Thank you very much.

Mr. BoskiN. Thank you very much, Mr. Chairman.

[Whereupon, the hearing was concluded at 10:23 a.m.|
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OPENING STATEMENT OF HON. LLOYD BENTSEN, A U.S. SEN.
ATOR FROM TEXAS, CHAIRMAN, SENATE FINANCE COMMIT-
TEE
The CHAIRMAN. If you would please be seated we will get under-

way. It is obvious that the weatﬁer and the bad roads have limited

our participation. I regret that, but it is very important that we
make the record and get these views known of the witnesses. It
will be quite helpful to us.

I am also optimistic that some of these witnesses will overcome
the road problems and we will see a respectable number of mem-
bers of the committee hera.

I am pleased to welcome the witnesses to the second day of the
Finance Committee hearings on the President’s Budget and on the
Economic Recovery Proposais.

Yesterday the principal ecunomic advisors to the President testi-
fied on the administration’s plans for jump-starting this economy
to try to establish a basis of prosperity for the long term. Today we
are seeking reactions to the administration’s program—especially
the tax changes. We are seeking comments from economists and a
cross section of American industries most directly affected by these
proposals.

I think these assessments are pivotal to congressional investiga-
tion and action because many of today’s witnesses are men and
women representing the businesses whose hiring and investment
decigions in the months ahead will determine the success of any re-
covery plan. '

In his State-of-the-Union Address on January 28th, the President
challenged the Congress to enact within 50 days an econrmic pro-

am that had taken him 90 days to develop. This week, some 15

ays later, he is changing his plan and for all we know, there are
going to be more changes to come in the days ahead. In that kind
of resulting confusion it lovks like the Ways and Means Committee

(45)
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members will have to offer a smorgasbord of some three tax plans
for House Members to chose from.

Now given the kind of vacillation that we have seen from the
President, it 18 going to be very difficult for Congress to meet the
March 20th deadline that he proposed. If he makes many more
changes he may not meet it hjmselg

Nonetheless, the Committee intends to move as quickly as pos-
sible in the weeks ahead to enact an economic recovery package
and, as we do, we will be making a lot of use of the vhservations
and recommendations by today's witnesses.

Certainly there is disagreement on what form of an economic
plan should be put into effect. Economists are forecasting a recov-
ery for later this year. Of course, they have been telling us that for
the last 18 months and that a recovery is only 6 months away.

The most optimistic are talking about “slow growth” at best: A
very muddled recovery. Failure to match the average post-war re-
covery will cost the typical American family over $1,600 this year.
Over the last decade you have seen taxes go up and incomes go
down for middle income. And with 3,000 jobs being lost every day,
our Nation faces the real specter of a double-dip recession, throw-
ing additional thousands out of work and adding tens of billions of
dollars to the deficit. I think we are skating on really thin ice con-
cerning that.

We have to do everything possible to insure that that does not
happen. And we must do what we can to insure that once a re-
bound gets underway, it is not the weakest since World War II as
some have predicted. .

So the Finance Committee is looking for ways to improve on the
weak economic prospects and we will listen with a great deal of in-
terest to the suggestions of the witnesses we have this morning,

But before we proceed let me stress that it is critical that we
hear all viewpoints as we begin to address the Nation’s economic
problems: Both those of short term and those that relate to a long
term economic help.

We need to know how the President’s budget proposals would be
expected to impact on individuals and businesses located across the
country.

Unfo);tunately this very short time frame that we are faced with,
and it has forced us to limit the number of witnesses that we can
hear from today and the days of hearings that we would otherwise
have at our disposal. However, we are going to give very careful
consideration to all written submissions, including comments about
the revenue raising proposals in the President’s budget.

And therefore I encourage all who hear this statement—or read
itf'-)Ito submit your views 1n writing and to do so as soon as pos-
sible.

On the first panel—if you will come forward—Mr. Robert
Gilbertson who is the Chairman of American Electronics Associa-
tion, Shelton, Connecticut.

Mr. Robert Cizik who is the vice chairman, board of directors,
National Association of Manufacturers and chairman, president
and chief executive officer of the Cooper Industries in Houston, TX.

And I understand our other witness this morning on this panel

has not yet arrived.
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Senator BREAUX. Mr, Chairman?

The CHAIRMAN. Yes.

Senator BREAUX. Mr. Chairman? Over here.

The CHAIRMAN. Oh, Senator Breaux. Well, I am delighted to have
to here. Would you like to make a statement?

Senator BREAUX. I just wanted to observe that the only two
members that were ab{e to brave the snow is the gentleman from
Texas and the gentleman from Louisiana who has had great expe-
rience handling these snows back home.

OPENING STATEMENT OF HON. JOHN BREAUX, A U.S.
SENATOR FROM LOUISIANA

Senator BREAUX. I am going to just make a comment, Mr. Chair-
man, if I might. I think you are right on track and right on target
with the approach that you are suggesting this Committee take in
a sense of doing a single package tax bill.

We are %oing to be fortunate to get one bill passed rather than
trying to play with two tax bills, which I think would be very ver
difficult as we get into the political season. So I think the real chal-
lenge is just to get one good package passed in a proper fashion.
So, I look forwars to the hearing today.

We heard from the Administration yesterday and I was some-
what encouraged about their comments on the capital gains tax bill
that I have introduced which has a safety net to pay for it if, in

fact, it does not generate new revenues.
It seemed to me that their main concern was one of technical

drafting: What a proper baseline would be to figure whether we
really ‘generated ains or found losses occurring; that can be taken
care of, and our bill s8hould be ready for introduction at the begin-
ning of next week.

I thank the Chairman for having the hearing today.

The CHAIRMAN. Mr. Gilbertson, if you would proceed, please.

STATEMENT OF ROBERT G. GILBERTSON, CHAIRMAN,
AMERICAN ELECTRONICS ASSOCIATION, SHELTON, CT

Mr. Gi.BERTSON. Thank you, Senator. Mr. Breaux, I was privi-
leged to see your talk to the Adventure Capitalists last Thursday
and was very impressed with your ideas.

The American Electronics Association, which I represent, rep-
gesents 3,600 American companies located through the United

tates.

The American Electronics Association member companies span
the breadth of the electronics industry, from silicon to software to
all levels of computers and systems integration. The giants of the
industry—for example, IBM, Hewlett-Packard, Motorola, and
AT&T—are AEA members. At the same time, almost 65 percent of
the AEA members are small companies with less than 125 employ-
ees and revenues of less than $10 billion.

My company, Data Switch, designs, manufacturers, sells and
services high-speed connectivity devices that allow users of main-
frame computers to assure continuous availability of their comput-
ing networks. And Data Switch currently employs 650 people, most
of whom work in Connecticut.
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Mr. Chairman, I want to focus my talk today on the tax policy,

capital formation, and the high-technology industry. -

o single tax proposal, capital gains or any other will solve our
competitiveness proglems by itself. The AEA recognizes that any
plan to encourage growth must be a comprehensive one that in-
cludes changes in trade, government procurement, and science and
technology policies.

We also realize that the industry must do its share. We must
provide the best in work force. We must insist on the quality of all
of our products and services. And in this regard, I am delighted to
tell you that all three winners of the 1991 Malcolm Baldrige Qual-
ity Award were AEA members.

I should note, Mr. Chairman, that much of what we propose, the
AEA, in the tax area already has the strong support of Congress.
On many of our issues, we simply want to encourage your contin-
ued support.

If there 18 a common theme to the AEA's legislative tax agenda
i8 that we must begin to encourage long-term investment in R&D
and new technologies in this country. The need for such investment
cannot be overstated.

The U.S. production share of electronics has declined by one-
third since 1985. Well market share has fallen by one-third in pro-
duction—from 52 percent to 35 percent. This translates into a loss
of 260,000 manufacturing jobs. Moreover, U.S. leadership in elec-
Bronics is under serious challenge and may soon be eclipsed by

apan.

Like most of Congress, we agree that the Research and Develop-
ment Tax Credit represents good public policy. A recent study by
two respected economists sais that the Credit—and this is a con-
servative estimate—adds $2-$3 billion to average annual R&D
spending—encourages spending, in other words. We need, of
course, to make the Credit a permanent part of the Tax Code since
only then will its incentive value be fully felt.

On the research and development aﬁocation rules, we want to
encourage the support you have demonstrated but also we urge
that you make a moratorium on the 861 rules a permanent part
of the Tax Code. The electronics industry believes that we should
not encourage American companies to move their research and de-
velopment overseas, which is exactly what the 86l rules do.

Another area of significant concern to the AEA is legislation re-
cently introduced in the House. The House Bill 3035 requires com-
panies to amortize intangible assets over 14 years. Most high-tech-
nology intangible assets have economic life closer to 3 years.

Wﬁile the AEA supports the concept of tax simplification, House
Bill 3035, as currently drafted, would significantly raise our indus-
try's after tax cost of capital and would hurt, in no uncertain
terms, our ability to compete with foreign nations.

Finally, on capital gains, close to 50 senators—including many on
this Committee—have cosponsored the Enterprise Capital Forma-
tion Act. The AEA believes this legislation will encourage long-term
investment in smaller companies, and we are gratified by the
strong support it has received.

One of tﬁe most telling benchmarks of American competitiveness
pertains to the ability og energing companies to raise capital. The
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bottom line is that American entrepreneurs in today’s financial en-
vironment are unable to do so,

The lack of capital availability, of course, can be seen in the de-
cline of institutional venture capital financing. The peak year for
ventured capital financing was 1987 when we reached $4.2 billion.
In 1991, only $1.34 billion was raised—Iless than one-third.

This funding shortfall has created a dramatic decline in the num-
ber of new companies which has dropped from 1737, which at-
tracted investment in 1987, to just over 1,000 in 1990.

More importantly, however, has been the withdrawal of the indi-
vidual of the “informal” investor from the long-term, high risk mar-
ketplace. These investors, I should note, are very sensitive to the
tax rates on their investments,

Mr. Chairman, when equity financing disappears so do emergin
companies, taking their jobs and cutting edge technology with
them. Entrepreneurs have nowhere else to turn. Generally speak-
ing, the conservative nature of the banking industry, whicL n-
cludes banks and other “debt” institutions, as a source of invest-
ment capital, are drying up.

This situation has not always existed. The early and mid-1980’s
were the Age of the Start-Up, a period when investment in high
technology flourished and a peri(xf which produced such giants as
Sun Microsystems, Microsoft, Compaq Computer, and Conner Pe-
ripherals aiong others.

America has benefitted from these companies. We have bene-
fitted by their exports, the thousands of jobs they have created, the
cutting edge technologies they have produced. But because of to-
day's scaraty in seed and venture funding, we are failing to create
a new generation of such companies.

The reason for the decline in U.S. capital availability are many:
For one thing, the cost of creating new companies has risen beyond
comprehension.

Clearly entrepreneurs are also being hindered by a short-term
mentality in the financial world. And finally, we are hurt by the
elimination of the differential on capital gains.

It 18 no cvincidence that equity financing for emerging companies
&?ﬁan its precipitous decline after the Tax Reform Act of 1986.

ile not the only factor, the elimination of the differential has
discouraged long-term investment in smaller companies—compa-
nies which are the leading source of job creation in this country.

Indeed the relation between the capital gains rate and the equity
financing is dramatically shown in an Appendix A of my testimony
or on this Chart on my left.

The CHAIRMAN. Mr. Gilbertson, I will have to ask you to summa-
rize so we can have time for the questions.

Mr. GILBERTSON. Okay. All right.

It is for these three reasons, Mr. Chairman, the AEA supports
a restoration of the capital guins differential and has so enthu-
siastically endorsed the %nterprise Capital Formation Act.

Mr. Chairman, helping entrepreneurs find equity financing is, of
course, only have the battle, and we need the R&D tax credit, and
we need 861 relief and we need to have the long-term amortization
rules kept reasonable within the life of the equipment. That is why
we support those issues.
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So encouraging long-term investment in the U.S. R&D, new tech-
nologies, and the ideas of our entrepreneurs is ultimately what we
are seeking to achieve. And we beheve no goal can do as much to
create jobs and to stimulate new growth.

Thank you, Mr. Chairman.

The CHAIRMAN. That is an interesting testimony. I note we have
the arrival of the majority leader and realizing the limitations on
his time, I would like to call on him now for any comment.

|The prepared statement of Mr. Gilbertson appears in the appen-

dix.]

OPENING STATEMENT OF HON. GEORGE J. MITCHELL, A U.S.
SENATOR FROM MAINE

Senator MiTCHELL. Mr. Chairman, thank you very much for your
courtesy, and thank you for holding these hearings, which I believe
are proving to be extremely informative and helpful to members of
the Committee, the Full Senate and the public in understanding
the issues that are before us in this discussion on Tax Policy.

I want to first thank Mr. Gilbertson for his testimony and apolo-

ize, Mr. Chairman, that [ will not be able to stay for the full hear-
ing because of other commitments. But I also wanted to comment,
if I might just briefly, on a couple of aspects of the Tax Package
that has been submitted in behalf of the President, and which 1
gather will be before this Committee in the near future.

I was deeply disappointed to learn that the President did not in-
clude in his priority tax package either a middle income tax cut or
the provision to repeal the luxury tax on boats.

We had been heartened by the President’s statement in his State
of the Union address and his budget that he supported both of
those measures. But now we are told at the very last minute that
those are, under the President’s plan, to be consigned to some later
time. I helieve the words used in a 7;:ote I saw in the paper yester-
day were by the President “to the pclitical dance later in the year.”

I think, Mr. Chairman, you have correctly stated and the Chair-
man of the House Ways and Means Committee have correctly stat-
ed that doing it “later in the year” or “in a second Bill” usually
means not doing it at all. '

I fear that the decision by the President represents, in effect, an
abandenment of support for cutting taxes for middle income Ameri-
cans while intensifying support for reducing taxes on those at the
very top of the income scale. And also represents, in effect, an
abandonment of the effori to repeal the luxury tax on boats.

I think it is significant that the two leaders in the effort to gain
that repeal are present today; Senator Chafee and Senator Breaux.
And I hope that they ave as concerned as I am ahout this decision
by the President and will join—Mvr. Chairman, I know you had in-
dicated previously you will include that in the legislation that you
offer in the Chairman’s mark—to see that that 1s included in the
first train that leaves the station and very likely the only train
that leaves the station and is not consigned to some indefinite later
date or second bill or political dance later in the year.

I believe both those measures are important and ought to be in-
cluded. and I hope they will be included, Mr. Chairman. I look for-
ward to working with you and I know Senator Chafee and Senator
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Breaux, at least with respect to the boat tax, share the views which
I have expressed.

The CHAIRMAN. Well, thank you, Mr. Leader. I must say that I
have had the experiencing of the offering of two tax bills before,
and my experience is that the second bill just never shows up. We
ought to put the entire package together and try to get it passed.

I would like to now recognize——

Senator MITCHELL. Mr. Chairman, if I might add, that is espe-
cially the case since, as we all well know, under the Constitution,
we cannot originate a tax bill in the Senate; it has to come from
the House. And the Chairman of the House Ways and Means Com-
mittee has already said there is only going to be one tax bill.

With that being the case, it seems to me that suggesting that we
wait for some indefinite second or future tax bill effectively means
what you have just said—that there is not going to be anything
more than that first bill,

The CHAIRMAN. Senator Chafee, with any comments.

OPENING STATEMENT OF HON. JOHN H. CHAFEE, A U.S.
SENATOR FROM RHODE ISLAND

Senator CHAFEE. Thank you very much, Mr. Chairman. As the
Majority Leader so well pointed out, Mr. Chairman, we are relying
upon the strong support that you have given to the repeal of the
Boat Tax and I believe you have extended that support to the re-
peal of the Airplane Tax as well.

You had previously indicated that any bill that came out of this
committee—that left this station—would contain the boat tax re-
peal. So I find that very heartening and, indeed, you had also indi-
cated that you would have it retroactive to January 1st, which
?mkes me a very enthusiastic supporter of any measure you are
or.

The CHAIRMAN. That is at some comfort nonetheless.

Senator CHAFEE. Now as for whether it will be two bills or one
bill, we can debate that back and forth. All I hope is that we get
something done quickly.

As you know, the President has set March 20th as a deadline,
and I would certainly hope that we could meet that. If we are going
to get laden up with a whole series of other things, I just thinﬁ the
more you put on this particular train, the later the train is going
to be from leaving the station.

I feel that there is a time urgency here and the limited number
of items the President suggested, as I count them, are some seven
plus the luxury tax would make it eight. That is a package that
we could handle, and handle probably pretty quickly here.

So I would hope, most of all, that we would get on with meeting
that March 20th date.

The CHAIRMAN. Well, my problem, Senator, is the President
kees)( changing the package and has changed it as late as this last
week, and I don't know what further changes will be forthcoming
and that is my concern.

I just hope that the President can meet the March 20th deadline
with whatever he proposes.

Mr. Cizik, if you would proceed, please.
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STATEMENT OF ROBERT CIZIK, VICE CHAIRMAN, BOARD OF
DIRECTORS, NATIONAL ASSOCIATION OF MANUFACTURERS
AND CHAIRMAN, PRESIDENT AND CHIEF EXECUTIVE OFFI-
CER, COOPER INDUSTRIES, INC., HOUSTON, TX

Mr. Cizik. Thank you, Mr. Chairman. When I left Houston two
nights ago, I thought the weather there was bad.

n swmnmarizing my prepared statement, I want to focus pri-
marily on incentives for business investment. The President has
made two proposals in this area:

The first is to reform the Alternative Minimum Tax (AMT) to re-
duce the negative impact of that tax on current business invest-
ment. We think this is a major step forward conceptually that de-
serves our strong support.

The corporate AMT is based on the flawed idea that corporations
should, for the sake of appearances, send some tax payments to the
Treasury every year; regardless of surrounding realities such as re-
cessions and lack of profits or cash flow.

It is especially harsh in its effect on corporations having made
heavy capital investments in Frior years when profits were good

and who are now experiencing low or no profits.
The AMT is withdrawing cash from these firms which could more

advantageously be used for further productivity improving and job
creating investments.

The weakness of the President’s AMT reform proposal, which is
to eliminate the depreciation adjustment in the Adjusted Curvent
Earnings, (ACE) calculation, is that it applies only to property
placed 1n service after January 1992,

Since most AMT paying firms have a large overhanf of pre-1992
roperty, subject to t[‘;‘e go-called ACE adjustment, the initial ef-
ects of the President’s reform, as far as making more funds avail-

able for new capital investments, will be quite weak. -
% could be improved considerably by making it applicable to all
prvtl)‘%erty now subject to the ACE depreciation adjustment.

e second of the President’s investment incentive proposals is
the temporary 16 percent Investment Tax Allowance (ITA). While
somewhat he{pfu], it has two major design limitations: (1) its ex-
tremely limited 11-month duration and (2) the fact that due to the
basis adjustment, it reflects solely a timing difference. -

The way to improve this is fairly clear: First, make the ITA per-
manent, or at least, significantly extend its duration; and second,
eliminate basis adjustments.

As a possible alternative to the ITA, we recommend that this
Committee consider reinstatement of a permanent Investment Tax
fﬁ%“ (ITC) that is available against both the regular tax and the

History has shown the ITC, implemented without any incremen-
tal feature, to be the most powerful and efficient of all investment
incentives. It generates greater dynamic revenue feedback than
any other tax reduction showing an identical amount of static reve-
nue loss; ov to put it another way, the most “bang for the buck.”

And its positive effects are impressive: Our analysis shows that
after 6 years of a 10-percent ITC, annual Gross Domestic Product
(GDP) is $120 billion higher and employment 1.6 million jobs high-
er than under current law.
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Since time is limited, let me state briefly and without elabo-
ration, the remaining points made in my prepared statement.

It is imﬁortant to maintain fiscal discipline. No plan should be
adopted which results in large increases in the Federal budget defi-
cit. However, to achieve meaningful economic stimulus, we urge
that tax cuts not be paid for by offsetting tax increases, but instead
by spending reductions.

N. supports making the R&D tax credit permanent. We also
urge the Section 861 R&D allocation rules be made permanent
rather than just extend it for another 18 months as proposed by
the Administration.

Stable R&D tax provisions should be a top priority for improving
competitiveness and growth.

NAM also supports a reduction on the rate of tax on capital
gains. We believe this should be done without offsetting rate in-
creases on ordinary income which would largely negate any eco-
nomic stimulus.

We also believe simplification, especially of the excessively com-
lex rules applicable to multi-national business operations of U.S.
rased companies, can definitely' help improve global competitive-
ness. We, therefore, support S. 936, the Foreign Tax Simphfication

Act, as a significant first step toward this goal.

NAM supports repeal of the counterproductive luxury tax, not
just on planes and goate as proposed by the Administration, but
also o autos and all other items to which it applies.

We are in full agreement, conceptually, with the idea that I{ealth
Care Reform should not be founded either on employer mandates
or on tax increases on either employers or employees.

It is also critical to avoid financing expanded access to health
care by further shifting costs from the public to the private sector.

And finally, we are concerned that many of the plans being con-
sidered are out of balance. Permanent consumption oriented tax
cuts will have but transitory effects on long term growth and com-
petitiveness at a huge revenue cost.

NAM believes a much more productive and much less costly ap-
proach would be to offer permanent investment incentives and only
tex’}x{)orary consumer tax cuts.

wank you, Mr. Chairman.
The CHAIRMAN. Thank you. :
Mr. Motley, we are delighted you made it. It is nice to have you

here.
[The prepared statement of Mr. Cizik appears in the appendix.]

STATEMENT OF JOHN J. MOTLEY III, VICE PRESIDENT FOR
FEDERAL GOVERNMENTAL RELATIONS, NATIONAL FED-
ERATION OF INDEPENDENT BUSINESS, WASHINGTON, DC

Mr. MoOTLEY. Thank you, Mr. Chairman.

Mr. Chairman, Senator Chafee., Senator Rockefeller, Senator
Breaux, I am John Motley, vice president for government affairs for
the National Federation of Independent Business.

On behalf of our more than 550,000 members across the country,
I want to thank you for the opportunity to share our views on the
Economic Development Package that you will be considering in this
Committee, and personally, Mr. Chairman, let me state that it is



b4

a pleasure to appear here again before this Committee. We have
appeared so many times in the past. Thank you for inviting us.

n anticipation of this debate, NFIB in late December and early
January did a random sample poll of 5,000 of our members to
which we received over 1,000 responses, asking them whether or
not they felt that Congress should engage in tax cuts at this time,
what things you should do to help stimulate the economy, and if
so, what taxes you should focus on and which ones you should not
focus on. .

It may surprise you to find out that our members were rather
overwhelming in their desire that you focus on continuing to cut
the deficit rather than on cutting their taxes.

They tend to believe—in another survey that we are going to be
publishing soon—the nwnber two problem out of 75 listed is Fed-
er]al taxation so they tend to feel that they are over-taxed some-
what.

But even as such, 72 percent of them in this December/Januar
poll said that you should focus on cutting the deficit and only 2
percent of them said that you should focus on cutting taxes.

While it is rather obvious to us that the tax cut effort is going
to go forward probably no matter what the small business commu-
nity of the country thinks, I would like to share with you what
their choices would be if you are going to take action in this area.

They, like in 1986 and in 1981, remain focused on rates as their
major issue, and that should not be surprising since two-thirds of
all of the businesses who operate in this country operate as non-
corporate entities. And very many of the corporate entities are
closely held corporations, therefore personal income taxes and cor-
Eorate rates are the most important thing to most of the small

usinesses this country.

If you were to provide large individual vate cuts or middle class
tax cuts at this time it would be rather expensive, and likely the
final outcome would be too small to have any real impact upon the
economy.

Since you may not end up cutting individual rates, we would
urge you very strongly then not to':ﬁ) the negative side of it and
that would be to raise rates on the small business community,
There is nothing that you could do that would hinder their at-
tempts to come out of this recession more than to increase personal
income tax rates at this point in time.

I cannot let the opportunity pass, Senator Bentsen, without com-
menting once again on what I think is a wonderful idea of Senator
Moynihan’s, and that is to cut FICA taxes.

We have one of the most regressive taxes in American history.
It is a direct tax on jobs. It has risen dramatically over the last
couple of decades and our membership would very much like to see
it cut.

We believe that there is no quicker, more effective way to help
both middle class Americans, because the tax is capped on the
amount of income it's on, but also to help small business owners
in the United States to reduce the cost of their labor than to con-
sider a FICA tax cut. We still strongly support that idea and hope
that the senator will go forward with it when the legislation

reaches the floor.
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In the area of investment incentives, let me simply say that we
are consistent; simplicity is the key for the small business commu-
nity. We prefer, above all other things, an increase in direct
expensing. It is what our members would use most. It is at $10,000
now.

We believe that about 80 percent of our members invest less
than $20,000 a year, so an increase to that level would take care
of most of the investment needs of the small business community.

ITC would be our second choice, again because of its simplicity.
In terms of the President’s proposal, increasix:ig allowable first year
depreciation, it is probably the least preferred of the three choices
that are out there.

Senator CHAFEE. What was the least preferred?

Mr. MoOTLEY. The President’s proposal to increase first year de-
preciation allowance, Senator Chafee.

Senator CHAFEE. Thank you.

Mr. MOTLEY. And that is only because it is a little bit more com-
plex than the other two. Although certainly I think small business
owners have gotten use to the tables now and could use them.

We do support a capital gains tax cut. We have always supported
a capital gains tax cut. We support both the idea put forward by
Senator Bumpers and the Administration’s proposal. Of the two,
we would prefer the Administration’s proposal at this time, al-
though we would, as I said, support either o?them.

Let me conclude, Mr. Chairman, by saying that we believe that
any action taken by this Committee to address the Nation's eco-
nomic problem should be targeted, should be modest, and should
take into account the huge size of the current budget deficit.

NFIB recommends that you reduce Federal spending wherever
rossible; reduce or simplifr regulations, particularly for the small
yusiness community—you have before you a bill by Senator Baucus
which would simplify those regulations in the area of payroll tax
deposits—when one of our every three businesses in the United
States is find and penalized by the IRS every year for missing a
payroll tax deadline, it is something you shoulrdy take a look at.

Try to cut the cost of labor. Senator Moynihan's proposal again.
And of course cutting the cost of capital so that smaller firms can
invest in those things that they have been putting decisions off on.

Probably the most important finding of NFIB's survey may be
that 76 percent of those members who responded said that they
would reinvest any tax cut that they received in their businesses.

If after these hearings you decide to cut taxes, NFIB strongly en-
courages you to take a look at the small business community: It did
lead the way out of the recession in the eighties. It created a great
number of the jobs in the 1980’s. And we gelieve that if you target
assistance in that area it will give you the greatest bang for the
buck, because they will invest in America and American jobs.

Thank you, Mr. Chairman, and members of the Committee.

[The prepared statement of Mr. Motley appears in the appendix.]

Tl‘le CHAIRMAN. Well, thank you gentlemen. Thank you very
much.

Let me say as one who started with a small business, I well un-
derstand the roll it plays in the American economy and the jobs it
creates. I am deeply interested and concerned about it.
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As 1 listened to this testimony, Mr. Cizik—and let me say to the
rest of you—it is absolutely critical and essential, and I feelyit very
strongly, that we do not add to the deficit in what we do.

Now when you talk about cutting taxes, if we cut taxes, we are
ﬁoing to replace it either with other taxes or with cuts. What I

ave seen presented to us by the Administration really fudges that
one.

When I see a situation like on PBGC and they go to accrual ac-
couniting and pick up $19 billion who are they kid(ﬁng? That raises
the deficit. No question about that. That is what we are being pre-
sented with.

I feel very strongly about R&D. I would like to extend it perma-
nently. I like the investment tax credit. I like the Accelerated De-
preciation. I like each and every one of them, but we also have to
pay for it. And that is part of that limitation.

You fellows say, “Well, cut spending” but I didn’t hear any of you
specify where? We have tt' make that decision. You have to face up
to that. And don’t tell me to just cut waste. I have listened to that
one. I have been here a while.

Give me specifics. That is what we have to decide. Fiscal dis-
cipline? Absolutely. I sure agree with that one.

Now let me give you one of the tough choices we will face, Mr.
Gilbertson. I have got the problem of capital gains and 1 am the
fellow that has supported cuts in capital gains for years.

As much as anyone on the Democratic side I lead that fight on
this Committee; and led it along with Cliff Hansen who led it on
the Republican side. Reducing the capital gains rate was a lot more
important when the personal income tax was 70 and 50 percent.
The locked position on assets was even more apperent then.

But the problem I run into i8 whether we lose or win money by
it, in the way of revenue. I listened to the Reagan Administration
argue in 1986 that if we would raise it from 20 to 28, we would
pick up billions of dollars and help pay for the cut in the personal
income tax.

Now I have listened to this Administration say, “If you lower it,
you will pick up billions of dollars.” Interesting business. How do
you reconcile that? But that is what we are faced with.

Now let me give you a choice; the kind of thing we will have to
do. If you were faced with the President’s package on capital gains
or you were faced with the one that Senator Bumpers has that is
taﬁeted; which one would you choose?

v. GILBERTSON. Okay. The American Electronics Association
has clearly come out strongly behind the Bumpers Bill or the En-
terprise Capital Formation Act for several reasons:

One 18 it does encourage—as my co-panelist pointed out, Mr.
Motley—it encourages small businesses to start up, because it en-
couraged those people who are tax sensitive; the relatives, the
friends, the small investors who produce 95 percent of all the
money that starts these companies—not the venture capitalists—
95 percent of the money comes from individuals and 1t induces
them to take the risk.

The second reason is that the cost is extremely low: The cost, by
the estimates we have seen, of the Enterprise Capital Formation
Act over 5 years is less than $1 billion. It is somewhere between
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$700 and  $900 million; which, yes, there needs to be some off-
getting revenue of $100 to $150 million a year, but it is not a mas-
sive number. '

We do think a Capital Gains Tax Bill of any kind is necessary
to encourage these investors to get out and start putting money in.

That chart was an attempt to show that every time we lowered
the tax rate the investment went up. The dotted line is the tax
rate—as you can see—when it comes down. the amount of money
put into new ventures went up. And the minute we raised the tax
rate, which we did in 1986 from 20 to 28, it went right back down
again. It went from $4 billion to $1 billion.

The CHAIRMAN, [ believe very much in that.

Mr. GILBERTSON. So we do believe that lower taxes are right and
if the Reagan Administration in 1986 was who was behind raising
the rate, that was wrong. 1 am not clear who the culprit was but
the hottom hne is that was wrong.

But to lower it and make a differential is key and we helieve the
Enterprise Capital Formation Act is an inexpensive way to do that.

The CHairmaN. All right. Let me ask you another question. 1 see
by the time we have got a hmitation on ourselves here too.

If you had the choice between the targeted capital gains tax cut,
a broad-based cut, or increaged capital logs relief by expanding sec-
tion 1244. The law, as I recall now, says that for a small cor-
voration; something under $1 million in capitalization, I helieve it
18, that you can charge off the lesses in the amount of $50,000 a
year against other income.

If you had that—that's for singles—and for married $100,000,
what if you raised the capitalization to $10 million-——because today
a million dollars still sounds like a lot of money to me, but it is
not much.

Mr. GILBERTSON, It does not do much,

The CHAIRMAN. It really doesn’t. And when you think about the
period of time that you have to carry that company until it finally
makes a profit and that is usually maybe 8 or 10 years. How would

ou weigh that as an incentive ifyyuu raised it to a $10 million cap-
1talization?

Mr. GILBERTSON. I think that would be a positive incentive par-
ticularly for the individual entrepreneur.

I believe the Bumpers Bill or the Enterprise Capital Formation
Act would be more of an incentive for the other investors who are
involved in it: those other who would probably make up at least
half or three-quarters of that investment, so I guess it would favor
the Bumpers Bill if we had to take a choice.

The CHAIRMAN. We have got questions for you two fellows too,
but I have got to get on. I have a limitation of time. Senator
Breaux.

Senator BREAUX. Thank you, Mr. Chairman. Thank you members
of the panel for being with us.

As fﬁe Chairman indicated one of the biggest problems of capital
gains1 has been “what's the result going to be” and no one can pre-
1ct that.

Joint tax tells us a broad base capital gains tax reduction will

generate or lose $12 billion while Treasury tells us—about the
same bill—“no, it is going to generate $12 billion.”
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And so for those of us in Congress trying to figure out how we
pay for something, if it costs a certain amount of money, we have
our hands tied.

I think all of you are fairly familiar with my proposal which is
a broad base proposal reducing capital gains for 25 percent, 22 per-
cent and 20 percent based on the 3, 2, and 1-year holding periods.
We try and break the log jam by setting up what 1 call a safety
net; whereas we take a look at the effect of tﬁe capital gains reduc-
tion in the third and fourth year.

If it has raised revenue we declare ourselves a winner; more jobs
are created, new businesses are created, and everybody wins. If, on
the other hand, we lose revenues, as Joint Tax tells us a capital
gains tax cut will do, then I create a fourth income tax rate and
I have it at 36 percent.

The new bill, which we will introduce, will have a flexible rate.
Depending on how much is lost the rate would be set to cover just
that loss. It could be as low as 31 percent or 33 percent or what
have you.

It 18 a contingent tax. And if it does what you gentlemen, I think,
think it will do, the fourth rate would never come into play. If we
are all wrong, we are not going to just add to the deficit. We are
going to pay for it. And I would like to have your thoughts about

that approach.
Mr. MoTLEY. Maybe I should try first because 1 have a pretty

gimple answer. .
I don’t think most people in the small business community would
be willing to trade lower rates for a capital gains tax cut. All of the

polls
Senator BREAUX. Lower rates for a capital gains tax cut. They all

would——
Mr. MoTLEY. I mean higher rates for a capital gains tax cut.
Senator BREAUX. I bet everyone of your members would take

that.
Mr. MoTLEY. They certainly would. You know them as well as I

0.
But all the polling that we have done on all of the questions
Senator BREAUX. %Vell, let me ask you on that point; do you think

a capital gains tax cut would increase revenues?

Mr. MoTLEY. Initially, yes, I think it would create additional eco-
nomic activity. We have as much difficulty determining what the
ultimate consequences are going to be in terms of revenue gain
verses revenue losses as you-in Congress do. I frankly don’t know
the answer to it.

I do think that we at NFIB believe that a cut would certainly
generate increased economic activity and increase taxes in the
short term.

Senator BREAUX. Then the fourth rate would never kick in. Do
you think it would lose in out years?

Mr. MOTLEY. I can't answer that question.

Senator BREAUX. Mr. Gilbertson?

Mr. GILBERTSON. Well, as you know, when you ask that question
to a group of venture capitalists, small investors and CEOs of high-
tech companies, it is unanimous that it would not cost in the fourth
year or fifth year out that there would be a net gain,
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We do have some history too. From the Capital Gains Tax Bill
of 1978, we do know that the amount of taxes received on capital
gains rose from $9 billion to $46 billion over the course of the next
7 years. It consistently went up every year; $9 billion, $11 billion,
$17 billion, and on up to $46 biﬁion.

And we do know the minute we raised the rate it fell. It has fall-

en now to $35 billion last year and it probably will fall again this
year.
So the net effect is—history says revenues will continue to in-
crease—Dhusinessmen say they believe it will increase. So, yes, you
have a—though no one wants a higher rate—the belief is that it
would never kick in,

Senator BREAUX. Mr. Cizik?

Mr. Cizik. Yes, Senator. I am not as well versed on the specific
calculations of your proposal as you are ohviously.

Generally speaking, I believe it would be NAM’s position that it
favors anything that would be a movement in the direction of put-
ting some sort of a lower capital gains rate into effect.

Like my colleague on my right, I don’t believe our members
would favor increasing ordinary immcome rates to pay for that.

Senator BREAUX. Do you think a capital gains tax would gen-
erate revenues or lose revenues?

Mr. C171k. Again, everything I have read would indicate that in
the short term 1t would generate revenues.

Senator BREAUX. There is now

Mr. Cizik. There is no debate about what it does over the longer
term—in terms of increasing revenue. And personally in terms of
the incentives that would come in and all that comes in to lower
ca{)ital gains rates, I believe it would.

think it i8 an aberration in our tax law, quite frankly, as we
look around the world at other industrialized countries, other ad-
vanced countries, we are one of the few countries with a capital
gains tax.

Senator BREAUX. Well, yes, the problem is what you are pointing
out. We don't know what 1t is going to do in the out years.

Mr. Cizik. Absolutely.

Senator BREAUX. As a result of that we don’t do anything.

I mean, the Members of Congress make a very legitimate argu-
ment in saying that if we don't know what it is going to do we can't
proceed forward with it.

And what I have attempted to do is say, “let’s just don't sit on
our hands while Rome is burning.” Let’s try it, but let's have a
mechanism that would kick in on a contingent basis if it doesn't
work so that we just don't raise the deficit and that we pay for it.

The fourth rate would effect only two-tenths of 1 percent of the
American taxpayers; those making over a half a million dollars a
year, which would never happen if, as I think we all feel, it gen-
erates revenues.

It 1s an attempt to break the log jam. I would appreciate your
thoughts on it.

Mr. CiziK. As I say, I haven't studied the details.

Senator BREAUX. Everybody wants it but everybody is fearful of
a tax rate being kicked in. But all of you are telling me that you

55-026 0 -~ 92 - 3
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arc only going to raise revenues go you shouldn’t have anything to
worry about,

Mr. MotLEY. T would suspect that in the out years if we found
that it was losing revenue and there was an attempt to increase
rates, it would probably open up a whole another debate and battle
over whether Nlmt last step goes into effect or whether some other
revenue sources are found.

Senator Breaux. Oh, it would never go into effect, under my
plan, unless we had lost revenues. Just hke the old windfall profits
tax that we didn't Hike--—-it was a contingent tax.

Thank you, Mr. Chairman.

The CHAIRMAN, Senator Chafee.

Senator CHAFER. Thank you, Mr. Chairman.

Mrv. Gilbertson, I need some convincing on this capital gnins and
I have a feeling that you are right. We had the Seceretary of Treas-
ury up here yesterday and we talked about unlocking capital. I be-
lieve it does that.

But the trouble we get into around here is the argument that it
might help the rich; which I think is a very unfortunate argument.
I t%xink the argument should focus on whether it is going to help
create jobs.

I, while creating a lot of jobs, it incidently helps the rich, as far
as I am concerned, that's all right. I'm interested in the job cre-
ation aspect.

In your testimony, it seems to me that you present a pretty good
cage that history indicates that when we have raised these rates,
as we did in 1986—and I very enthusiastically supported that Tax
Reform Bill of 1986—the result was a rather precipitous decline in
venture capital. And I think that this argument of yours is a good
one that merits serious consideration.

I am also interested in the statistics you cite in the middle of
page 4 of your testimony about the kind of person who invests in
venture capital: the “informal investor.”—I really question those
statistics that you've got.

You say these informal investors are citizens with median in-
comes of %90.000 who provide over 90 percent of the startup capital
in small companies. Where did you get those from?

Mr. GILBERTSON. We have the data from Venture Economics
which shows that of the $60 billion raised for ventures in 1988, for
instance as an exainple, approximately $2.5 billion was from pro-
fessional venture capital firms which arve primarily funded by Pen-
sion Fund, so therefore, they are not taxable entities or they are
minorly taxable entities.

The other $65.5 billion in——

Senator CHAFEE. Now what percentage of the total would that
represent?

Mr. GILBERTSON. That would be almost 96 percent.

Senator CHAFEE. All right.

Mr. GILBERTSON. The other 96 percent or $55.5 billion came from
individual investors—either the owner/entrepreneur himself, his
relatives, friends or groups of small businessmen, in this study,
turned out they averaged $90,000 in average income—who will
take some of their money and put it into a risk pool together.
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And, in fact, these are the kind of people that meet over coffee
in a restaurant with a Venture Guide and say that's a good idea.
In fact, if you remember the ads for Compact Computer, that is

how it started.
Senator CHAFEE. These companies would presumably not trade

as securities?

Mr. GILBERTSON. No. And, in fact, like the American Electronic
Association, over 78 percent of our 3,100 corporate members are
not public.

Most of the companies we are talking about trying to influence
are not currently public companies. These are companies that are
private small partnerships or small groups of people who are trying
to become bigger companies.

The CHAIRMAN. Mr. Motley.

Senator CHAFEE. Well, I am dazzled by this information-—go
ahead Mr. Chairman.

The CHAIRMAN. Mr. Motley apparently wants to speak up.

Senator CHAFEE. Yes.

Mr. MorLEY. Senator Chafee, NFIB has just completed a study
with American Express on the creation an(i growth of small busi-
nessges in which we took about 3,000 to 4,000 firms and we covered
them for 4 years. And what we found out in the birth cycle is that
most of them start with money that is either personal savings or
borrowed from friends and relatives. The very last source of money
are professional venture capitalists: The very last source.

Senator CHAFEE. Well, you know, this is very very important,
Without glossing over the fact that $90,000 is, ?(')r most people in
the United States of America, a lot of money, it is still true that
people with $90,000 don’t usually have extra money to spare to
spend on investing.

Any followup material that you have on this from the AEA would
be greatly appreciated, because this is, to me, very important. I am
interested in the job creation aspect, and I think that a terrific ar-
gument can be that when you invest you are creating jobs, and peo-
ple pay taxes, and thus the entire country can benefit.

I would like to ask Mr. Motley a quick question because my time
will be up shortly.

I am surprised that you don’t lay more accent, and maybe I'm
barking up the wrong tree here, in the value of the ITC, which is
a deduction from taxes, rather than the ITA which the Adrainistra-
tion has recommended.

It seems to me that the ITA wouldn’t mean much to your folks
if they are incorporated because they are in such low hrackets.

In other words, I figured out that in the first $100,000 of earn-
ings, under our Corporate Tax Code, you are taxed at only 25V4
percent. And so, therefore, for most of your folks—I presume that
they are not making more than $100,000 in a year—I wouldn’t
think that the ITA would amount to anything.

Mr. MOTLEY. Senator Chafee, maybe you misunderstood me. Our
yreference would, first of all, be direct expensing. The old Senator

ackwood idea in 1986 is something that we would find most pref-

erable.
Our second choice would be a reinstatement of the investment

tax credit.
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Our third choice would be the Administration’s proposal. From a
small business standpoint, it is one of simplicity and bottom line,
and that would be the order that we would pursue..

The CHAIRMAN. Thank you.

Senator CHAFEE. Thank you. Thank you, Mr. Chairman.

The CHAIRMAN. Senator Rockefeller, you have no questions I un-
derstand.

Senator Moynihan.
Senator MOYNIHAN. Mr. Chairman, I would just like to thank our

panel and obviously thank Mr. Motley for his statement about the
Social Security Trust Funds.

I would just want to say to my colleagues that I don’t know if
we realize the development in the American public of the sense of
genuine distrust and even alarm about what is going on.

There was an article in a New York newspaper just a little while
ago about a mass mailing that begins, “The politicians in Washing-
ton have stolen the Social Security Trust Fund. That’s right, every
penny is gone.” It was received by a citizen in Syracuse and it is
signed by our former colleague Senator Murphy on behalf of the
United Seniors Association.

It is a six page letter and it says, “send money and money.” This
journalist tried to find out more about it, but I can just say that
there will be more who don’t doubt that and one of the problems
i8 that it is not entirely wrong, but there you are. )

Mr. Motley, I thank you and I will return the subject. Thank you,
gentlemen.

The CHAIRMAN. Gentlemen, thank you very much for your——

Senator CHAFEE. Could I can one quick question, Mr. Chairman?

The CHAIRMAN. Yes.

Senator CHAFEE. It seems to me, Mr. Gilbertson, if I understand
what they are proposing in the House, that they propose to apply
a l4-year amortization to software. I imagine that this would cause
you to really raise the alarm.

This is serious business. It would seem to me to be devastating
as far as you folks are concerned. Am I exaggerating this?

Mr. GILBERTSON. For the 20 percent of our membership which is
software companies it is devastating.

The average life of a software developed product before it is re-
vised and upgraded is about 3 years. So if you, in any way, amor-
tized the development costs or you acquire some software by ac-
quiring another company or rights to a product, and have to write
it off for 14 years, you will be expensing it for 11 years after you

never sell it again.
And that is just very bad tax policy. You should be matching ex-

penses with vevenue.

Senator CHAFEE. Is this suggestion moving along or does the 14-
year amortization make an exception for software? '

Mr. GiLBERTSON. We are actually trying to say that there should
be an exception for software and it should be 3 or 4 years.

Senator CHAFEE. And there are probably a lot of other things
that should be exceptions.

Mr. GILBERTSON. Unfortunately that introduces a lot of people
saying that there should be exceptions, so we have a problem there.
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The CHAIRMAN. Mr. Motley, did you want to make a comment on
that?

Mr. MoTLEY. Senator, I just thought I would like to take a shot
at your original question for a second on whether you would prefer
the Administration’s proposal or one similar to that drafted by Sen-
ator Bumpers.

And I t?ﬁnk it really depends on your public policy goal. If you
want to create, you know, Kﬁoad economic activity, which obviously
the Administration wants to do at this time and Senator Breaux
proposal does, you would probably favor one drafted similar to the
Administration.

If you wanted to focus though on creation of small businesses
and creation of jobs, I think that Senator Bumpers' proposal does
an admirable job in that area.

So I think really the choice is yours depending upon what you
want the impact and the effect to be.

The CHAIRMAN: Well, I think there is something else that has to
be added, Mr. Motley, and that is trying to stay within the limita-
tions of the deficit——

Mr. MOTLEY. Yes.
The CHAIRMAN. And not try to expand it. What we are told ahout

the difference in cost of the two plans, that is another element that
we are faced with unfortunately.

Mr. MoTLEY. Obviously our members’ first choice would be that
you do as little as possible in terms of increasing the deficit.

The CHAIRMAN. q‘hat is right and I share that and I don’t want

to increase it any.

Senator Bradley, do you have any questions?

Senator BRADLEY., Mr. Chairman, I think I will not ask this
panel questions. Maybe I will just ask them one.

Do you think that the thing that would help the economy more
would be a reduction of the deficit or various tax incentives?

Mr. CiziK. May I comment, please?

The CHAIRMAN. Yes, of course. Go ahead.

Mr. Cizik. We certainly feel that it is important that we have
long-term growth in our economy. We also feel that it is important
that we do whatever is possible to increase the productivity of our
country because it is important in terms of maintaining our stand-
ard of living and in being competitive around the world.

Now when it coines to matching up one or the other, quite frank-

ly, you gentlemen are much much more conversant on the spendin
side of the budget, on the spending side of the government than
am,
But if you are asking me, “What can we do to improve the
growth potential of this economy, and what can we do to improve
the productivity of our economic tools, and insure that we can
maintain, if not improve, our standard of living, vis-a-vis, com-
petition around the world"—I think we need to do something to en-
courage investment,

We are a consumption oriented economy. We are not an invest-
ment oriented economy. On behalf of our members, we have 12,000
NAM members; manufacturers around the United States, small as
well as large: this is what you could do for the economy—this is
what you could do for the people of the United States.
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Mr. GILBERTSON. Let me try to just——

Senator BRADLEY. If you could just try to be brief because I—

Mr. GILBERTSON. I will be very brief. The bottom line is that we
need to make the pie bigger which will generate more tax revenues.
And the way we make the pie bigger is %)y investments.

So, theretore, we bhelieve a capital gains tax cut, an R&D Credit,
and the 861 Relief are absolutely essential to make the pie bigger.
Because small companies create jobs. They created 18,000 milﬁon
jobs in the 1980’s.

Senator BRADLEY. These measures would be more important
than reducing the deficit?

Mr. GILBERTSON. Yes.

The CHAIRMAN. Thank you very much, Mr. Gilberston. I'm sorry,
you hadn't finished. Go right ahead.

Mr. MorLEY. Our members feel that there is very little that the
government can do right now to bring us out of the recession in the
short-term and would focus on the deficit rather than cutting taxes.

Senator BRADLEY. You prefer to focus on the deficit?

Mr. MOTLEY. Yes, sir.

Senator BRADLEY. So (1) proposes to focus on the deficit; and, (2)
proposes to focus on investment incentives. Thank you.

Mr. MOTLEY. But Senator Moynihan proposes——

The CHAIRMAN. Let me—please—Mr. Cizik, I couldn’t agree with
you more about our being a consumption oriented society and not
an investment society.

We have to turn that around. We have to increase savings in this
country. We have to develop the capital in order that we can have
plants that average the same sort of age that some of our major
competitors like the Japanese: their plants average 10 years of age;
ours averages 17 years of age. They are saving three times as much
as wedare. The West Germans twice as much. We have to turn that
around.

But let me also tell you one of the problems. What brought us
the alternative minimum tax on corporations? If you think back to
1986, you will remember a widely cited study of over 100 major
corporations in America. These corporations were reporting to their
stockholders that they were making hundreds and hundreds of mil-
lions of dollars and yet they were paying no cor)orate income tax.

Perception 1s important when you are talking about taxes. People
have to believe that it is fair. When the system loses its credibility,
the;: people don’t pay taxes. So that is part of what we are faced
with.

At the same time, I understand too that the minimum tax is hav-
ing some unintended effects and is particularly hard on capital in-
tensive companies. We have to try and figure our way around that
and see what we can do and still not get back to the kind of situa-
tion we had before.

Mr. Ci1zik. May I comment, Senator?
The CHAIRMAN. All nght. Certainly.
Mr. Cizik. I understand. There were certainly distortions in equi-
which the Alternative Minimum Tax was designed tc ¢ure. But
tunately it was a blunderbuss being used, and * canaot be-
at the Congress intended to deprive corporaticas of /. deduc-

tion for'depreciation.
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The CHAIRMAN. No. No. I agree.
Mr. Ci171k. That is just natural. The whole ACE method is an in-

equity that needs .to be cured. Further, I believe we do need some
positive incentives.

Some slight variations of what the President has proposed: The
ITA in ehminating the depreciation adjustment, for example,
makes that a more meaningtul incentive. An extension of time by
just 1 year would make that. We are now asked to make decisions
in 11 months to get the advantage of that, and that is not enough
time.

The CHAIRMAN. Well, let me tell you one thing that concerns me.
You said a “blunderbuss” was used. That is what worries me about
this schedule we are talking about right now.

The President says that he wants 1t by March 20th. We are talk-
ing about things of incredible magnitude as to how it affects the
economy. )

We have an economy that is dead on the water. I want to be sure
that we are right.

Mr. Cizik. Absolutely.

The CHAIRMAN. That we do not mess up on the process. Thank
you very much, gentlemen. We have several more witnesses here.

Our next panel is Dr. Fisher who is the Director of the Bureau
of Economic Geology, University of Texas. Dr. Fisher is an old
friend of mine and one that is quite an authority on production and
dependence on energy in this country.

Mr. Ames 1s the Chairman of the Independent Petreleum Asso-
ciation of America.

Mr. Dorcas Helfant who is the President of the National Associa-
tion of Realtors. If I have mispronounced your name, please correct

me.
And Mr. Steven Wechsler who is the President of the National

Realty Committee.

Mr. Thomas Bloch who is the President and Chief Operating Of-
ficer of H&R Block, Kansas City, MO.

When they talk about investors in small companies—start-up
companies—I still regret the time I didn't invest in your company
when I was offered a chance to at the beginning of it.

Now with that in mind, Dr. Fisher, why don’t you lead off?

STATEMENT OF WILLIAM L. FISHER, Ph.D., DIRECTOR, BU-
REAU OF ECONOMIC GEOLOGY, UNIVERSITY OF TEXAS, AUS-

TIN, TX

Dr. FisHER. Mr. Chairman and members, thank you. There is a
common view that the U.S. energy production capacity is one that
18 bound to decline over the long term. There are some problems
in our abilities in the energy area, but I think the fundamentals
are really quite good.

There are some steps that we need to take. They are not, in my
judgment, herculean, but they definitely need to be positive. I have
summarized some of those in my statement and they include spe-
cifically some modifications of the Tax Code that would be very
helpful in trying to assure long-term stabilization of oil production
in this country and the ability to increase natural gas production.
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I say the fundamentals are pretty good because on the face of it
there is some fairly positive things about the energy situation
today.

Wg’ have got prices that are as low for oil and natural gas as we
have seen in the last couple of decades; that has a very positive
contribution currently to the economy. There might however, he
gsome very fundamental costs in the long return that will hurt in
that regard.

We are seeing some stahilization of production in the case of vil
in the lower 48; much lower than what it use to be, but our ability
to add reserves is still pretty good. That will slip if we do not take
the steps to maintain it.

We have made some very substantial strides, it seems to me, in
congervation over the last couple of decades—in terms of how we
use energy; and particularly, most of that has come in greater efh-
ciencies in the use of oil and natural gas.

We have seen, particularly, in the areas of efficiencies in our
ability to add reserves, a substantial improvement over the last
decade.

The volume at which we add oil and gas per operating rig in the
United States now is about 2Y1 times what i1t was at the beginning
of the decade.

Those are all very positive things. At the same time, there are
a lot of negative elements that are moving forward.

Natural gas prices are so low that it is hard to sustain and we
are beginning to see a slip in the rig count now. We are seeing a
lot of the major companies exporting their exploration of expendi-
ture abroad, and as a result, unless we make a move to secure our
production capacity, it will slip away and we will lose it.

There are several things that can be done. I will not go through
all of them, but I will briefly mention that we need to get to some
stabilization of price; that uncertainty has created a tremendous
amount of discounting in our effort to drill in this country.

We need to think in terms of access. We may have some very
good motives for keeping exploratory promising areas off limits, but
that is not consistent in any way with maintaining production ca-

pacity.

And then specifically in the area of the Tax Code. What we need
to be addressing, I think, is the Alternative Minimum Tax. Mr,
Ames will be taﬁ(ing to that very specifically, but that has the ef-
fect of capping a lot of the activity amongst the independent opera-
tors in this country, and of course, they are the backbone of what
we do in the way of 0il and natural gas production.

I think further in the Tax Code, and this may be beyond what
you can accomplish in the next few days—or a March 20th deadline
or the IKe—Dut one thing we ought to keep our eye on in our ahil-
ity to maintain productive capacity in this country is the point that
our future capability is technologically dependent.

The old days when we could count on economy of scale the giant
field discoveries or the kind of things that OPEC now has, we no
longer have.

The economies that we have now are the economies of efficiency;
they become the economies of technology. And in that particular re-
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gard there are some things that we can do to really encourage
technologic applications. ‘

This Congress had passed, just a couple of years ago, incentives
for extraction technologies, so-called (EOR) where you could ex-
pense iterns that you would use for the enhanced o1l recovery.

Most of the oil that we can probably add in the near and the
mid-term is really not as amenable to those kinds of technologies
as it is to technologies that would allow a recovery of convention-
ally movable oil from very complex reservoirs.

If you could extend those EOR credits to, what I call, geophysical
detection technologies—there is a whole range of those things—
that would better allow us to dnll with greater amounts of effi-
ciencies, that would make a tremendous boost in what we could do,
particularly in oil recovery and also in natural gas to an increasing
intent.

So those are two provisions really basically out of the Tax Code
that 1 would urge strong consideration: AMT and an extension of
tax credits that are specifically geared to the kind of things that
ofter the best opportunity in enlarging and maintaining production
capacity. Thank you, sir. -

The CHAIRMAN. Thank you.

Do you have the specifics of that in your statement?

Dr. Fisner. Yes, sir. They are spelled out in the attachment.
There are a whole series of things that would encompass those.

The CHAIRMAN. I look forward to reading those.

Dr. FISHER. Yes, sir.

The CHAIRMAN. Mr. Ames i8 the Chairman of the Independent
Petroleum Association of America. Mr. Ames, we are pleased to

have you.
[The prepared statement of Dr. Fisher appears in the appendix.]

STATEMENT OF EUGENE L. AMES, JR., CHAIRMAN, INDEPEND-
ENT PETROLEUM ASSOCIATION OF AMERICA, WASHINGTON,
DC
Mr. AMER. Thank you, Mr. Chairman. As Chairman of the Inde-

pendent Petroleum Association of America, I represent 45 state and

regional natural gas and oil producer associations.

Together with IPAA, we represent virtually all of America’s inde-
pendent natural gas and oil producers who produce 60 percent of
the natural gas produced in this country anJ 40 percent of the oil
in the lower 48 states.

I appreciate the opportunity to appear today before you, but let
me get right to the bottom line: Our domestic oil and gas industry
is collapsing.

In the last 10 years, the ranks of the independent producers who
drill 80 percent of the exploratory wells has been cut by nearly two-
thirds. We have lost more than 317,000 good paying United States
jobs in the oil and gas extraction industry. Three times the number
of jobs lost in the automobile industry.

ast year the active drilling rig count, which is the barometer of
industry activity, was at the lowest level since 1942: Just two
weeks a(fo it crashed to 653 rigs; the lowest number of active rigs

in recorded history.
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There 18 not enough drilling now to support our industry’s infra-
structure. And as Dr. Fisher indicated without the drilling level
being increased, we cannot maintain stable oil production—domes-
tic oil and natural gas production.

Our domestic o1l and gas production is destined to decline much
faster than estimated and o1l imports will inevitably be much more
than projected if we do not jump start our oil and gas industry in
this country. _

Since 1985, 1.6 milhon barrels a day of United States crude oil
output, has been lost; roughly équivalent to Kuwait's total outpul
befure the invasion.

Today imported oil costs us $146 million each day and that is
money we are sending to the Saudi's and thenr OPEC colleagues.

The cost of ol mmports accounts for half of the United States
trade deficit, and using the Office of Technology Assessments’ im-
port forecast, with the Department of Energy's price forecast, our
imports will triple to $138 billion a year over the next 8 years, if
present trends continue and our present depressed condition of the
domestic oil and gas industry is allowed to continue.

The people who work in America’s gas and oil fields deserve to
he part of the econonice growth package. The independent oil and
natural gas industry is not asking for any new tax incentives.

We simply urge you to remove the Alternative Minimum Tax
Penalties on producers who reinvest their oil and gas income to
hire people to drill new wells.

This country has a vast endowment of undeveloped oil and gas
resources and we can stabilize, and even increase oil production, if
we drill more wells.

Let me turn to the specific Alternative Minimura Tax problem:
Like all other businesses, independent producers are subject to the
accelerated depreciation preference. But independent producers are
singled out. for special treatment under the Alternative Minimum
Tax because a large portion of our drilling costs and percentage de-
pletion are often non-deductible in calculating the Alternative Min-
imum Tax.

These drilling costs are just like the fully deductible ordinary
and necessary business deductions in other businesses.

In fact, the Alternative Minimum Tax in reality is a tax on our
expenses and the more we spend on drilling the more tax we pay;
s0 we have stopped drilling.

Let's look at an example of how the Alternative Minimum Tax
affects independents compared to other businesses that can fully
deduct their ordinary and necessary expenses.

As shown on Charts 1 and 2 in front of you, the Alternative Min-
imum Tax penalty increases both the amount of tax and the effec-
tive rate of tax imposed on domestic producers, to amounts well in
excess of other businesses whose expenses are not preference items.
Last year one of my associates had an effective tax rate of 125 per-
cent of his ordinary income.

Chart 3 shows that once a producer is in the Alternative Mini-
mum Tax there is virtually no tax benefit or incentive to invest an-
other dollar in exploring for oil or natural gas: And to repeat, we

have stopped drilling.



B eedlits,  of L

s B ARRRER SRR e

69

This Alternative Minimum Tax cap on domestic drilling reduced
the number of wells drilled by the industry from 17 to 256 percent
according to a recent survey of independent producers.

Even more significantly, this amount of drilling is reduced fur-
ther by the withdrawal of outside investment capital from this in-
dustry because of the Alternative Minimum Tax.

Our survey also shows that as many as half of the independents,
not in the Alternative Minimum Tax, are carefully limiting drilling
to specifically avoid the tax. Fewer wells drilled mean fewer jobs.

The CHAIRMAN. Mr. Ames, I will have to ask you to summmarize
go we have time for the questions.

Mr. AMES. Mr. Chairman, the Alternative Minimum Tax rep-
regents a sentence of capital punishment for the independent do-
mestic natural gas and o1l producer.

A revitalized domestic petroleum industry could create more
than 100,000 jobs and could save our 460,000 stripper wells in this
country which collectively produce over 100 million barrels of oil
and contain tremendous reserves.

With reform of the Alternative Minimum Tax—the elimination of
tax penalties on drilling and depletion—American’s vast remaining
reserves of natural gas can be developed, and we can reduce our
oil imports to volumes which will be much easier to handle and will
help save and protect the financial system of the United States.

'I‘he CHAIRMAN. Thank you very much, Mr. Ames.

Mr. AMES. Thank you very much, Mr. Chairman.

The CHAIRMAN. Ms. Helfant. I may be mispronouncing that. You
correct me.

Ms. HELraNT. That is correct.

The CHAIRMAN. All right. Thank you.

[The prepared statement of Mr.. Ames appears in the appendix.]

STATEMENT OF DORCAS T. HELFANT, PRESIDENT, NATIONAL
ASSOCIATION OF REALTORS, WASHINGTON, DC ’

Ms. HELFANT. Thank you, Mr. Chairman. Thank you, members
of the Committee.

On behalf of the National Association of Realtors, which I serve -
as its 1992 President, my name is Dorcas Helfant, and I practice
and have a real estate brokerage in Virginia Beach, VA,

Our 760,000 Members are acutely aware and concerned of the ac-
tivities of these Committee. We are in the real estate business. Qur
business is bleeding and we are looking for relief, not an artificial
stimulant, but just good healthy antibiotics to get the real estate
business back on its feet.

The President stated what we believe is true: real estate can lead
the Nation of our recession. And while we believe that his heart is
in the right place, we believe that the President’s proposals, when
reading the fine print, could actually further undermine the real
estate market.

The National Association of Realtors did not join with other
groups in endorsing the President's plan. In fact, we oppose some
of its features, even though we note with interest, that parts of the
President’s proposals are actually the best parts of legislation that
are currently before this Committee and in other bills that have
been offered by Members of the Senate.
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We believe that nine members of this Committee have already
cosponsored a Real Estate Industry Back Bill to provide relief in
the passive loss area: (Senate Bill 1257).

And even Senator Packwood, the Guru of what we consider Pas-
sive Loss Treatment in 1986, has said that perhaps it went too far.

A huge majority of the Senate has cosponsored the Bentsen-Roth

" Bill: (Senate 612). We believe that that is good news for first home

buyers in this country today.

And there appears to be bipartisan support for bills that extend
mortgage revenue bonds, mortgage credit certificates, and low-in-
come housing credits so that those Americans who need housing
most will have the opportunity to explore it and realize their
dreams.

I would like to address Passive Loss first. We note explicitly that
the President’s proposal is unacceptable and we oppose it in its cur-
rent form.

Before the ink was dry on the 1986 Tax Reform Act, the real es-
tate industry began its effort to secure relief from these unfair
rules. Chairman Bentsen’s efforts during that time in those final
deliberations had our full support.

Today Senators Boren and Symms have introduced S. 1257. As
I said, with nine cosponsors and with more than 40 Senator spon-
sors to remedy the situation and put real estate back on the level
playing field.

Senate 1257 builds from the known framework of the material
participation test, and relies on existing Treasury regulations. The
President’s scheme is completely inadequate and while it may ben-
efit some individuals, it would not address the systematic weak-
ness. Only S. 1257 addresses that.

Another aspect of existing regulations is indeed important and
that rule permits property owners today to make certain elections
on how they treat their property for tax purposes. It is important
to retain that existing regulation; that's a fairness issue.

Another area is that S. 1257 relies on existing Treasury regula-
tions. The bottom line is the President’s proposals tells Treasury to
start all over again.

It took Treasury 3 years and 400 pages to come to current issues
so that those of us in the real estate business can file our taxes.
Our business doesn’t have another 3 years to muddle while Treas-
ury decides what it wants to do with new legislation. We are very
concerned about all those issues.

We are hopeful that S. 1257 will provide some relief also to the
credit crunch as it applies to existing financing by freeing up cash
flow for material participants and relieving some pressures on indi-
viduals still carrying troubled properties. '

Oddly, the President’s proposal would, if we didn’t have a credit
crunch, actually stimulate construction because it provides passive
relief only for thnse properties developed by the taxpayer.

We are not asking for funds for new commercial property. We be-
lieve we have got in most of our markets an adequate supply. We
just want to keep it in process, keep it in action, allow the private
sector to, indeed, play its role in the economy and carry these prop-
erties under fair and equitable tax rules.
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Also some of those folks might be willing to take some of that
Government owned property; that's an important one to us too—
treat them fairly.

If we had the best of all worlds, we would say let us have passive
loss and capital gains with fair recapture under existing law; recap-
ture on depreciation.

The President’s proposal doesn’t do this. It actually puts us in a
worse position today than we have on current law. But to free u
equity, allow properties to be sold in reasonable terms in today's
market, we support a meaningful capital gains bill and we would
ap'Freciate your support on that.

he President’s proposed change to the recapture rules is, in ef-
fect, also a change to tax principles that have been settled for 30
years. It works; why muck 1t up.

The last area I am going to mention is housing affordability.
Those of us out in the real estate field understand ﬁnusing afford-
ability. We understand that the dreams of young families are out
of reach today. Let us not be a nation of the housed and
underhoused. Let us make sure that those programs, including the
$5,000 Tax Credit, are made available to first home buyers.

Thank you.

The CHAIRMAN. Thank you very much, Ms. Helfant,.

Mr. Steven Wechsler, the President of the National Realty Com-
mittee. If you would proceed, please.

d [The prepared statement of Ms. Helfant appears in the appen-
1x.]

STATEMENT OF STEVEN A. WECHSLER, PRESIDENT,
NATIONAL REALTY COMMITTEE, WASHINGTON, DC

Mr. WECHSLER. Mr. Chairman, members of the Committee, good
morning.

NRC, as many of you know, serves as Real Estate’s Round Table
in Washington, where we focus full time on national policies
effecting taxes, capital, credit and the environment.

Our members are America’s leading real estate owners, advisors,
builders, investors, lenders and managers.

In 1981, National Realty Committee was invited to testify before
this Committee, then engaged in a similar effort to examine the
Tax Code with an eye toward restoring growth to the national
economy,

While we certainly shared the view then and do today that over-
all economic growth is an urgent aim requiring immediate action
by Congress, we said then that special tax incentives were not nec-
essary to insure the construction of office buildings, hotels, ware-
houses and shopping centers the Nation required.

Frankly, we said in our testimony, “we are concerned if excessive
tax incentives are offered for the construction of non-residential
buildings, the inevitable result will be a boom in tax shelter moti-
vated investment followed by the inevitable bust resulting from un-
economic over-pricing or over-production.”

Unfortunately, our concern was all to prophetic, as the 15 year
accelerated depreciation adopted that year helped fuel the wave of
tax shelter motivated investment our industry experienced over the
next 5 years.
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In 1986, Mr. Chairman, National Realty Committee again spoke
out for a rational tax policy for real estate. We applauded the con-
cept of tax reform andp the need to eliminate non-economic abusive
tax shelters, but we vociferously opposed the passive loss provirions
whiclg3 over-reacted in the extreme to the tax sheltering unleashed
in 1981,

The rules went so far as to brand all rental real estate activities
as passive, regardless of how much time or effort one spends ac-
tively involved in the real estate husiness.

If you understand our views on tax policy today, our views in
1981 and 1986 should come as no surpnise; that is because we try
;;o take a long range approach to policy making at the national
evel. -

Our views on tax policy and other matters are, in fact, grounded
in our commitment to the long range health of the real estate econ-
omy and the national economy.

So pervasive and fundamental is real estate to the way we live
that many often take this important national resource for granted.
Fortunately, that's not the case today with President Bush and
many members of Congress,

Two weeks ago, in the President’s State of the Union address and
budget, he signaled his recognition of the vital role real estate
plays in our Nation’s economy. The President offered a set of criti-
ca]e;r important tax initiatives aimed at stabilizing commercial real
estate markets, facilitating homeownership, and encouraging nec-
essary new home construction—all important goals if real estate
markets are to recover and help lift the nation out of recession, as
it has so often in the past.

Needless to say, many members of Congress and this Committee
have made—and are making—the same points as well, underlining
the linkage between a strong real estate sector and the health of
the overall economy.

As the past 18 months have dramatized, when real estate suf-
fers, so do people and businesses in all walks of life. And that’s
what's happening now. Real estate is in trouble—as are the
banks—other financial intermediaries—and the economy.

Capital and credit are virtually non-existent—even for existing
assets. Property values remain in free fall. State and local tax reve-
nues are drying ur. And, from our point of view, whether we've yet
hit bottom is highly questionable.

It would be unfair to say that unsound tax policies alone are re-
Fonsible for today's real estate crisis. They are not. But what is
ear i8 that a combination of flawed national policies and poor

8
¢
business judgments are at the root of today’s problems. -

We appreciate the opportunity to offer our views today.

In short, our view 1s that a long-term, rational tax agenda for
real estate is necessary to restore stability to today’s highly volatile
real estate market. Unless and until real estate is on a sound eco-
nomic footing grounded in sensible and fair tax policies, we believe
a meaningful national economic recovery is unlikely.

We are not endorsing a return to the tax sheltering of the 1980’s.
The initiatives that we have laid out for you today don’t do that.
We think other rules adopted in 1984 and 1986 provide an incred-

ibly effective backstop to tax sheltering.
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Likewise, the legislation we support would not reignite a specula-
tive real estate development boom—new commercial construction,
in large measure, is neither needed or desirable.

We offer the following recommendations: First, we agree with
President Bush and the majority of the members of this Committee
that the passive loss rules should be modified.

Senator MOYNIHAN. Mr. Wechsler, could I just say that we are
in no hurry any longer and you just go ahead and finish your—I
am afraid you're only going to——|Laughter.]

I'm the only listener you have, but note that you have very atten-
tive people on either side. They will end up making these decisions
not——

Mr. WECHSLER. Senator Moynihan, I look forward to not only
worll{(ing with you but all of those people over the next several
weeks.

Senator MoyYNIHAN. Go right ahead, sir.

Mr. WECHSLER. As I said, we agree with President Bush and
many members of this Committee and the Senate and the House
that the passive loss rule should be modified.

Congress should adopt S. 1257 which was introduced by Senators
Boren, Symms, and Breaux. This legislation has over 40 Senate co-
sponsors.

It would modify the passive loss rules so that individuals en-
gaged 'n real estate are treated the same as people in other busi-
ness by allowing them to currently deduct losses from rental real
estate activities 1n which they materially participate.

We are extremely encouraged that the President has rec-
ommended action in this critical area and believe his passive loss
proposal is an important step forward.

Second, we agree with President Bush and many members of
Congress that the capital gains tax should be reduced, but we com-
pletely disagree with the Administration’s related proposal to re-

eal the depreciation recapture rules for real estate—the rules that
1ave existed for more than 30 years.

Because only the gain in excess of all prior depreciation deduc-
tions would qualify for a lower capital gains tax under this ap-
proach, the effect on an owner selling property for the same
amount for which it was purchased wouls be an 11 percent in-
crease over current law.

This astounding tax increase could not be proposed at a worse
time for the real estate industry or the economy—a time when val-
ues are substantially depressed and many sales are below, at, or
just above cost. Congress should lower the capital gains tax and re-
tain the current depreciation recapture rules. :

We also agree with President Bush and many members of this
Committee that tax rules should be modified to facilitate prudent
pension investment in real estate. Several tax and regulatory poli-
cies create unnecessary obstacles to such investment. Without un-
dermining protection against undue risk already in place, several
rule changes should be made.

In particular, REIT ownership restrictions should be modified to
permit domestic pension funds to invest in real estate through
REITs on terms equal to foreign funds. This should be done by
amending the “five or fewer” rule.
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We also believe the existing secondary market for real estate
debt and equity should be made stronger and more attractive. One
of the most important changes in this area would be to allow sub-
ordinated interests in investment trusts to be tradable,

The Low Income Housing Tax Credit certainly should be ex-
tended as proposed, if not made permanent.

And tax rules that unnecessarily penalize real estate debt re-
structuring or workouts should be adopted. In particular, H.R.
3651 shoufd be approved.

And finally, we believe that depreciation rules should recognize
the true economic life of leasehold improvements. Today leasehold
improvements in buildings can be depreciated over 31.5 years, the
life of a building, even though they may be only in for a 5-year pe-
riod and the term of the lease is 5 years. It 15 absolutely uneco-
nomic treatment.

And finally, in 1987——
Senator MOYNIHAN. That 18 two “finale’s,” Mr. Wechsler.

Mr. WECHSLER. I'm allowed two? No more.

Finally, the “at-risk” rules should be modified to permit lenders,
as this Committee approved in 1987, to provide seller {inancing
without penalty to the buyers, particularly in today's environment.

In conclusion, we believe that our views, both in 1981 and in
1986, reflected a responsible outlook and we believe our views
today are similarly reasonable and responsive. And hope that the
Committee agrees as well as those important people behind you.

Senator MOYNIHAN. Thank you, Mr. Wechsler.

And now, Mr. Bloch, you're the anchor man here und we welcome

you.
{The prepared statement of Mr. Wechsler appears in the appen-

1X. ]

STATEMENT OF THOMAS M. BLOCH, PRESIDENT AND CHIEF
OPERATING OFFICER, H&R BLOCK, INC., KANSAS CITY, MO

Mr. BLocH. Thank you, Mr. Chairman, for the opportunity to
present H&R——

Senator MOYNIHAN. May I just first say that Senator Bentsen
had to leave. He has to be elsewhere in the country. It was only
the flying conditions that required him to depart.

Mr. Br.ocH. I understand.

Senator MOYNIHAN. But his people are here, attentive and listen-
ing to it all. And he still does regret not having invested in H&R
Block.

Mr. BL.ocH. Very good. [Laughter.]

Well, it may not be too late to do that.

"Thank you for the opportunity, Mr. Chairman, to present II&R
Block’s views on the tax burden of middle income taxpayers.

We are the largest tax preparation service in the country. Last
year we preparved over 12 milljinn individual tax returns which rep-
resents about 11.7 percent of all U.S. tax returns.

We have more experience dealing with, and listening to, middle
income taxpayers than anyone else.

Before addressing the need for middle income tax rvelief, I would
like to talk about the recent change to lower the withholding rates.
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In the State of the Union address President Bush announced
that one of the keystones of his economic recovery proposal was to
lower the withholding rates so that taxpayers will have less with-
held from their paychecks this year. This is not a tax cut, but
merely puts a few extra dollars into taxpayers’ pockets now rather
than having them receive a lump sun refund next spring.

Under the new tables, single taxpayers wi'l receive on average
an additional $3.00 per week in— :

Senator MOYNIHAN. Okay. Could I just ask——

Mr. BLOCH. Yes.

Senator MOYNIHAN. Are the tables out now?

Mr. BLucH. The tables are out now.

Senator MOYNIHAN. They are out?

Mr. BLoCH, Yes. Marmed—-

Senator MOYNIHAN. The President doesn't normally get things
like that done inside of 9 months.

Mr. BrLocH. It was awfully quick wasn’t it? Marred taxpayers
who both work and file jointly will have $690 reduced from t{leir
refunds next year. Since the average refund is about $900, we
know that many taxpayers will be shocked to discover next year
their refund 1s substantially lower, and in some cases, eliminated.

Senator MOYNIHAN. Could you help us on that. I know Senator
Chatee would be interested as well.

When you say the average refund is about $900——

Mr. BLocH. Right.

Senator MOYNIHAN., And that’'s the people who go through
H&R—are those your clients or

Mr. BLocH. That's—I am talking about the universe; the total
universe—all taxpayers.

Senator MOYNIHAN. Get on average $9007

Mr. BLocH. Over $900. Yes.

Senator MOYNIHAN. Why do I never get $900?

Mr. Br.ocH. Well, that's——

Senator MOYNIHAN. Not average?

Mr. BLOCH [continuing]. Tax planning

Senator MOYNIHAN. | don't—well—so it's what you know and the
people you meet. That refund is a kind of a—that’s why you buy
a—you buy something with $900.

Mr. Br.ocH. It s forced savings.

Senator MOYNIHAN. And most people, 1 assume, know about it.

Mr. Br.ocH. That’s about right. In fact, over—about 70 percent-of
all taxpayers do get a refund.

Senator MOYNIHAN. Yes.

Mr. BrLocH. And it 1s their preferred savings program.

Senator MOYNIHAN. That’s the point I'd like to make. This is very
important to me. Can you tell us your professional experience—
that taxpayers know they are over withhollding.

Mr. BLOCH. Absolutely.

Senator MOYNIHAN. But they know “that it is a form of saving.
It just doesn't seem to require anything and then you do get a
lump sum, and you can think, well, I'll paint the—I'll put a roof
on the garage with that.

Mr. BLocH. Right. Exactly.

Senator MOYNIHAN. Yes.
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Mr. BL.ocH. That is what taxpayers want. It is what taxpayers
expect, and I think if they find next year that that $900 or so re-
fund isn’t there, they are going to be shocked—really shocked and
very very disappointed.

Senator MOYNIHAN. And there is another fact which is a small
matter—but which is not so small—the Government gets a $15 bil-
lien float then.

Mr. BLocH. Correct. That is true.

The other points I was going to make on this are the additional
paperwork burden and, as you mentioned, the additional cost of
this program.

Taxpayers have always had the choice of filing what is called a
“W4 Form” to revise their withholding, but the fact is most tax-
Kayers did not chose to do that. That's because they do want that

ig refund. ’

So now, because of this new decision by the President, taxpayers
who want to keep their withholding at the current level have got
to file a new W4 Form with their employer. ‘

Senator MOYNIHAN. Oh, they have to go, as it were, to the Treas-
ur{qand say-—or their employer

Mr. BLoCH. To their employer.

Senator MOYNIHAN. And don’t do what—well.

Mr. BrocH. Exactly right. So it is an additional tax burden for
the taxpayer and for employers.

The other point too is that it could cause some compliance preb-
lems. Taxpayers are more inclined to file a tax return if they Enow
they are getting a refund.

There are some taxpayers that may not file a tax return next

ear if they feel or know that they are not going to %et a refund
f\;ut, in fact, have to pay money. And that means the IRS is going
to have to identify these people and locate these people. That is an
additional cost and work load. I guess the——

Senator CHAFEE. But I may be misunderstanding here. I'm at the
to&of age 2 of your testimony here.

r. BLOCH. Yes.

Senator CHAFEE. You're saying that if the withholding is reduced
and their average paycheck goes up $3.00 a week, it means that
they will get less of a refund.

Mr. BLOCH. Correct.

Senator CHAFEE. And you imply that that’s unfair.

Mr. BLOCH. Terribly.

Senator CHAFEE, V{;ell, are you suggesting that you want them
to get both? Do you want them to get——

Mr. BLOCH. No. No.

Senator CHAFEE [continuing]. The lesser withholding plus the re-
fund? I mean, obviously they cannot get both.

Mr. BLOCH. No. I think the point is, Senator, that taxpayers
should have the choice. They should determine-they would like to
get the money now or they would prefer to get the bigger refund.
We know, based on our experience, that people prefer to get the
bigger refund, because people have a tendency to just spend that

extra $3.00 a week.
Senator CHAFEE. Oh, I see. The United States is sort of a savings

bank for them.
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Mr. BrocH. Exactly.
Senator CHAFEE. But the President’s belief is that in making

withholding more accurate, i.e. by not withholding more than is
necessary, then it is better for the economy. I suppose if you fol-
lowed your thesis through, we ought to withhold a lot more——

Mr. BrocH. I think it 18 a—

Senator CHAFEE. And then they’ll get a whopping refund.

Mr. BLocH. I think the point is let the taxpayer chose. Let the
taxpayer chose.

Senator CHAFEE. Well, the taxpayer may choose. If the taxpayer
wants to go in and reduce the number of exemptions with his em-
ployer, he or she can do so.

Mr. BLOCH. The President’s decision requires now that those in-
dividuals who want to keep their refund where it is to go fill out
one of these new forms. It is a little bit complicated. They have to
deliver this to their employer. They've had the choice for years to
change their withholding.

The fact is they didn't do it because they want the big refunds.
So why should the Government decide—let’s reduce their refunds;
let’s give them more money now.

Why not ask the taxpayer, “Is this what you want? If it is, we
will do it for you.” But this was an automatic program. Nobody was
asked. It takes the taxpayer to go and find one of these forms, fill
it out and give it to his employer.

Senator CHAFEE. Well, I think that it would help to have a better
system than having taxpayers rely on the Federal Government to
be their savings bank.

Mr. BLoCH. Well, I think the choice should be the taxpayers, and
the fact is somebody could, yes, argue that “boy, you're not earning
interest on this money.” But the fact is this is how taxpayers prefer

to save.
Senator CHAFEE. Does H&R Block make loans against any of

these refunds?
Mr. BLocH. We work with banks that make loans against re-

funds at taxpayers choosing. _

Senator CHAFEE. Now I'm not trying to be too tough on you, but
don't you have a little conflict of interest here?

Mr. BLOCH. I think really we are looking out for our customers.

Senator CHAFEE. You are not looking out for H&R Block?

Mr. BLocH. And it’s not just H&R Block. 1 mean, about 70 per-
cent of all taxpayers get a refund.

Senator MOYNIHAN. If you were looking after H&R Block, you'd
be the first witness in the history of the Senate Finance Committee
to represent the interests of your own industry. | Laughter.]

So you have a chance to make history. [Laughter.|

Mr. BLocH. Thank you for that opportunity, Senator.

Well, I have sort of gotten off my prepared statement, but I will
point out——

Senator CHAFEE. So what you are saying, if I understand it, is
that there has always been a system in place wherehy the em-
ployee could go to the employer and by juggling around the number
of exemptions could have more or less withheld from his paycheck.

Mr. BLOCH. Right.
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Senator CHAFEE. In other words, if ml\e ployee wanted a lot
withheld and he has four children, he could j%s%‘tell the employer,
“Forget thosge four children for now so that at the end of the year
I will have a nice big check coming.”

Mr. Br.ocH. Right.

Senator CHAFEE. And now what you are saying 18 that the Presi-
dent has eliminated that—or else made it much more complicated
for the employee to go in and have his exemptions reduced g0 that
the withholding will be greater. 1s that correct?

Mr. BrLocH. Right.

Senator MOYNIHAN. If the—on the—Dr. Figher will agree or lec-‘
ognize the proposition that the data is the plural of antidote, and "
just simply when we were raising a family about half the people

who were just our contemporaries, you know, would not take any
deductions for the children, but then at the end of the year there
was $1,500 or whatever, and that's the way they saved. 1t was
the——

Mr. BLocH. And what we are finding right now, in our offices
during this busy time of the tax season, i that our customers
aren’t even aware this 18 happening to them. And of course, we're
the ones who are going to have to bear the bad news next sprin
when people are going to come in expecting that $1,000 refund, an
we say, “I'm sorry, the President made a decision last year and
that means you are only going to get $280 or whatever it 18.” We
have to tell the customer that.

And the problem is many people, I think, have got that money
spent hefore they even get it. They know exactly where that money
18 going to go, and 1t 18 just going to be such a shock to them.

mmtnr HAFEEF. We{ I think your argument about the compli-
ance is algo a pretty one. In other words, you say that when people
have refunds, they are much more anxious to file their tax returns
than if they don’t have a refund, or than if they owe.

Mr. Br.ocH. Exactly.

Senator CHAFEE. How do you know that this occurs? Once a cli-
ent is in your office and he or she gets the bad news that they owe
money, do they say, “Well——

Mr. BrLoCH. It is possible they will not——

Senator CHAIEE chxtinuing . Forget it. I don’t think I will file.”

Mr. Br.ocH. That is a definite possibility.

Senator CHAPEE. And you sternly warn them of the——

Mr. Brocu. In fact, tzey may not even come back to the office
to pick up their return.

Senator CHAFEE. I hope they paid you in advance.

Mr. BLocCH. Sometimes they (f and sometimes they don't.

The other point I was going to make today which really is on the
main subject which is to provide tax relief to middle income people.

I know that the Committee is looking at several bills. I think
really there are three different types of relief; one is tax credits, a
second is increasing the personal exemption, and the third is hb-
eralizing IRA's.

We have looked at Senator Bentsen's S. 1921 and believe it is
very well intentioned and a step in the right direction. But we
think—really we recommend two things: One is that the credit be
refundable so that it really helps all types of nnddle and lower in-



edm % ew

B PN

[E-Ne R P -

P R

G R e W o TVB M S Al IR AR R

79

come people, and the second part of our recommendation is that it
18 not just limited to children.

There are a lot of taxpayers, some young who don’t have children
and they are in this middle income class that could probably very
well use this credit. There are also older peopie who may not have
children or whose children may have grown and are no longer de-
pendents who could take advantage of this excellent credit.

So basically we prefer refundable tax credits and ones that are
not limited just for children. And we think that it would not be un-
reasonable to pay for such tax relief by increasing the tax rates on
the wealthy taxpayers: The same class of taxpayers who benefitted
from the tax cuts in the 1980's.

In particular, proposals to impose a surtax on million dollar in-
comes or create a new tax rate for wealthy taxpayers merits your
gerious consideration.

So that hasically is what I wanted to present, Mr. Chairman. I
appreciate the opportunity to appear before you today, and I would
be happy to answer any additional questions. Thank you.

Senator MOYNIHAN. Thank you, I&r. Bloch.

[The prepared statement of Mr. Bloch appears in the appendix.]

Senator ’M()YNIHAN. And we want to t{:ank you all. {)guess I
want to say to you, sir, not to give you private advice but the deci-
sion to cut the withholding has heen taken and it is not going to
be reversed. I mean it could be, but it's not going to be. The Presi-
dent would have to sign the thing.

Just in order of the—I'd like to make a few comments and Sen-
ator Chafee certainly will.

Dr. Fisher, that was very positive information you had. Could
you say again that description? You made the distinction between
technology discoveries anJ the old time discovery of the spindle top
or what not; that the——

I had a great moment in my life. Twenty years ago I was in-
ducted into the American Plhlosophical Society which Franklin
founded up in Philadelphia. I was at a dinner the night before and
I was seated next to a gentleman and I asked what he did. He said
that he was a geologist and I said, well, that's a wonderful calling.
It. must be an exciting time with plates and all that. A very mild
man.

And from across the table his wife said, “tell him what you did,
Henry.” And I said, “Sir, what did you do?” He said, “l discovered
the Arabian Oil Dome.” I think of that and he probably never made
$30,000 a year in his life, but he was a geologist and very happy
and he discovered the Arabian Qil Dome.

But the technology discoveries that you are talking abhout. Now
ou talked ahout or described a—I don’t want to put words on you,
f;ut you described an energy rich nation there. Is that what we
Leard, gir?

Dr. FISHER. Yes, that's right. The remaining resource base in this
country is yet substantial. What has declined is our ability to make
giant field discoveries.

Normally in the approach to a resource base, you go for the larg-
er fields first. Those for the most part have been discovered in the
United States. There are still some areas in some of the frontiers
offshore and in Alaska, where that kind of economy still exists.
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Senator MOYNIHAN. I believe we have drilled about half the num-

ber of 01l wells in the world.

Dr. FisHER, Well, probably closer to 80 percent of those in the
world, yes.

Senator MOYNIHAN. What, sir?

Dr. FiIsHER. Probably closer to 80 percent of those drilled in the
world. It is a tremendous number.

Senator MOYNIHAN. So we've put as many holes down in—if
there is something really big out there, we would have likely have
found it by now.

Dr. FISHER. But in that effort, we still recover only 1 out of 3
barrels of oil that we find. So there are two-thirds of the oil re-
maining in place. That's where a lot of the technologies come in
and the ability to improve the recovery. And while those come in
relatively small increments, they depend upon technologies as a
basis for the efficiency.

If yvou can make a discovery of a billion barrels at one time,
which we can no longer do in this country, then technologies don't
mean a whole lot to you. It becomes a secondary feature. '

We don't have that opportunity now. We've gone from economies
of scale to economies ufl efficiency. And if we apply those, we have
a very large resource bhase remaining.

And that is why it is necessary not only to have efficiencies but
have a substantial number of wells drilled. That ia the point that
Mr. Ames was making and 8o we've got to do the things that would
encourage a greater amount of drilling.

We have to drill more, but we don't have to drill an infinite
amount, but you have to drill substantially more and with greater
efficiency, and that opens up a very large resource hase.

Senator MOYNIHAN. Could I ask you as an economist-—it's a won-
derful field; Bureau of Economic Geology—would you agree with
Mr. Ames that the Tax Code is a major inhibitor of new drilling
at this point?

Dr. FisHER. It is in terms of the Alternative Minimmum Tax. In
the sensé that tax caps the investments by independents. And so
that is an inhibitor. T{mt is a disincentive. That should be restored
back to what we have historically—we’ve historically used the Tax
Code to encourage the independent operator to develop the more
marginal part of the resource base. That's one of the reasons we
have drilled 80 percent of the wells in the world because we have
encouraged that. And I think to the very good benefit of the Nation
in the fact that we’ve had those resources available to us.

Senator MOYNIHAN. My time is up for the first round, but Mr.
Ames, I make the point that you are a lot better off having Dr.
Fisher making your arguments. It's a very impressive thing. Sen-
ator Chafee?

Senator CHAFEE. Thank you, Mr. Chairman.

Mr. Bloch, what do you consider to he a middle income taxpayer?

Mr. BLoCH. I would say between $25,000 and $75,000 a year.

“Senator MOYNIHAN. The Chair bas previously ruled that “data is
the plural of antidote.” So antidote 1s altogether in order in this

panel.
Senator CHAFEE. Good. Well, I thrive on it.
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The President has proposed a $500 additional exemption per
child. And so what I dhd was I took—figured half the taxpayers in
the so-called middle income were in the 15 percent bracket and
half were in the 28 percent bracket, and so it worked—and then
took that figure and divided it by the number of davs in a year.
But anvway I came up with $0.96 a day per child would be what
the taxpayer would get out of it.

Do you have any feeling from your numerous customers—chents,
as to how enthuginstic they are for that - recogmizing that it would
probably add about $5 hilhon a year to the deficit which their chil.
dren would have to pav?

Mr. Broch. 1 think middle income faxpavers would welcome any
type of tax relief, but | think they would prefer to see a credit over
n deduction The increased exemption for children really docsn't
help those folks that don't have children. And 1 think an argument
can be made thut they deserve a break too,

I think the higher exemption fur chiidren really benefits the
unper income people more than it does the middle and lower m-
come people. So that is another reason why 1 think a credit would
bhe much much better and a refundable one waonld be the best.

Senutor CHAFEE. T suppose that you get no feel one way or the
other on it and taxpayers don't come in and worry to you about the
Federal deficit.

Mr. Brocn. | think we hear comments about it, but I'm not sure
I would he an expert on that subject.

Senator CHAREE. Fine. Thank vou very much.

I'm sorry I missed the testimony of the rest of the witnesses but
I will review your testimomes.

Senator MOYNIHAN. Excellent testimonies. Senator Bradley.

Senator BRADLEY. Thank you very much, Mr. Chairman. I would
like to hear the next panel.

Senator MOYNIHAN. Well, in all truth, we have one last panel to
go], and in fairness to them, I think we probably want to thank you
all.
We've heard you very carefully about passive losses. We begin to
learn more about the subject as we contlinue our tireless tinkering
of the Tax Code.

Particularly, Dr. Fisher, it is an honor to have a scholor of your
eminence and you come all the way from Texas, and we thank you
all and good morning to you.

Dr. FisHER. Thank you.
Senator MOYNIHAN. And now we have the concluding panel of

the morning. Two most distinguished economists; public servants
and citizens. And I think I can say it is my particular pleasure to
say friends in both instances.

I believe it's the case that Mr. Kudlow has not been able to be
here. Well, Dr. Frances Bator is here. A member of the Kennedy
and Johnson White House. When he departed the economists re-
corded the event as a great loss for the—of the republic, but even
s0, we have sort of survived, since he didn't leave us and simply
went to teach at Harvard where he is the professor of International
Political Economy.

Dr. Bator, good morning, sir. We welcome you. We have put your

“statement in the record as if read or do exactly as you like.
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STATEMENT OF FRANCIS M. BATOR, FORD FOUNDATION PRO-
FESSOR OF POLITICAL ECONOMY, KENNEDY SCHOOL OF
GOVERNMENT, HARVARD UNIVERSITY, CAMBKIDGE, MA -

Dr. BATOR. Thank you, Mr. Chairman, Senator Chafee and Sen-
ator Bradley. I am professor of political economy at the Kennedy
School. As the Chairman pointes out, I learned my politics from
Lyndon Johnson.

During 1965-67 1 served President Johnson as Deputy National
Security Advisor with responsihility for American/European rela-
tions and for foreign economic policy.

I am honored to be here.

Getting fiscal policy right is never easy. But I believe your cur-
rent task, Mr. Chairman, is unusually complicated. We are plagued
by two macroeconomic ailments. They car I for opposite figcal ac-
tions. And the public believes—mistakenly—that the action that is
more immediately needed is, in itself, wrongful.

The problem for the l(mg term is to overcome twenty years of

slow growth in productivity and almost no growth in real wages.

A necessary remedy for that is more investment by both govern-
ment and business, in people, in technology, in infrastructure and
in machinery.

To free up the workers and capacity that will be needed to
produce the investment—once the economy is approaching full em-
ployment—we will have to reduce the relative share of consump-
tion—including defense—that is increase national saving.

The only te%mh]e method for that is to make the deficit in the
Federal Government's structural operating budget much smaller,
indeed, to turn it into a surplus by the end of the decade.

The problem for the near term, however, is to reverse the rise
since md-1990 in unemployment. Tt has been caused by a shortfall
in total demand relative to potential output. As a result, a large
gap has opened up between what we are actually pmducmg and
what we can safely produce without speeding up inflation.

To make more certain that the gap begins to narrow this sum-
mer, we should now take budgetary action to boost demand; per-
force, that will make the 1992 and early 1993 deficits—but only
those deficits—substantially larger.

Figure 1, Mr. Chairman, on Page 11 of my statement shows the
situation, I think, clearly. I don't know whether you have it in front
of you.

Senator MOYNIHAN. We do. We do. Yes.

Dr. BaTor. The upper line is an estimate of the inflation-safe ca-
pacity of the economy to produce goods and services sometimes re-
ferred to as potential output. It is that level of output that gives
rise to an unemployment rate of about 5.5 percent, which is, on
current estimates, when the labor mmket is in reasonable balance.

Senator MOYNIHAN. That is what you used to call a full employ-
ment level,

Dr. BATOR. Full employment level. Yes.

Potential output is currently growing, as a rough estimate, at
about 2.3 percent per annum.

The lower line plots the actual path of real GNP—all of this is
measured in billions of 1982 dollars. You can see the almost perfect
inflation-safe recovery path from the deep recession of 1982 and
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then the flattening of demand and output during late 1989—early
1990, and then the dip down—I have it into the third quarter. I
don’t have the fourth quarter in there. It is absolutely flat from the
third '

The gap now measured in current-valued dollars is roughly $260
billion or ahout $3,300 per American family.

The short-term task I referred to is how to close that gap: How
to make sure that it begins closing this summer.

The long-term problem, much the harder, is how to make that
upger path steeper.

uring the long term malady, as I say, will be hard and painful.
Overcoming the immediate problem is both technically relatively
easy and the opposite of painful-—everyone benefits. But it is com-
plicated by the notion that budget deficits are in and of themselves
wrongful. I believe that notion is mistaken.

Deficits, even very large deficits, are not bad as such, any more
than are taxes or government spending. It depends on the economic
situation, and on what effect one wants the budget and money to
have on the economy: on total output, employment, and inflation;
on how output. is divided among consumption and investment, both
private and public; on the distribution of income, and on the
microefficiency of the economy. Those are the things that really
matter.

We sometimes talk as though what mattered was the effect of
the economy on the budget. The truth is the opposite.

Don’t misunderstand. 1 believe that the 1984-1989 deficits were
very had deficits—they did grave damage. Coming on top of the de-
cline in private saving, excessively stimulative Federal budgets
caused public and private consumption to grow much faster than
the economy’s inflation-safe recovery path. To make room—to pre-
vent an inflationary boom—the Federal Reserve was torced Lo com-
press by means of very high real interest rates the two other com-
ponents of spending.

Senator MOyYNIHAN. Dr. Bator, please pay no attention to the
timer and nor will you, Dr. Chimerine when your time comes. Pay
no attention to it,

Dr. BaTor. Thank you.
As I said, the Federal Reserve was forced, hecause of this very

stimulative budget, to compress the other two components of
gspending—domestic investment and net exports. As a result, the
sLm*e of those net-worth increasing shares fell from over 9 percent
of GNP during 1950-1979 to less than 4 percent during 1982-1989.

Actually the figures are even more dramatic than that. I fudged
them here a little because the recent revisions in the National In-
come and Product Accounts, suggest that the pre-revised figures
may have overstated it. The precise pre-revision figures that I cal-
culated showed the sharve of output drawn into net domestic private
iavestment, plus public infrastructure investment, civilian, plus net -
exports, averaging 9.6 percent of GNP during 1950-1979 with very
httle vaviance. The lowest single yvear, Mr. Chairman, was in
1975—the bottom of the recession it was 6 percent.

1982 to 1989 by the pre-revision figures averaged a little over 3
percent—maybe 3.5 percent. That outcome, I should say, was en-
tively predictable, Mr. Chairman; the outcome that a very expan-
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sionary fiscal policy combined with a successfully anti-inflation pro-
tective monetary policy would produce that result—that is not
hindsight.

Senator MOYNIHAN. Do you have this as a table somewhere?

Dr. BATOR. Yes, I do, and [ will submit it to you.

Senator MOYNIHAN. By all means, please——

Dr. BATOR. At the moment, I'n afraid, all thosge figures are in a
table in my handwriting, and I don't want to impose that on the—
even on an old friend if I may say so.

But. for now, with the already large gap between actual output
and potential output getting larger, consumption and investment
are not, ag a practical matter, rival. As long as there is a large sup-
ply of unemp{nyed workers and idle capacity, and inflation is under
control, a temporary increase in the deficit and a one time jump in
the Federal debt need not crowd out either domestic investment or
net exports, and consequently need not impuse a significant burden
on the future.

On the contrary, as long as the Federal Reserve aggressively
counters any upward pressure on interest rates, tax-cut induced
spending on consumption that improves capacity utilization is like-
ly to give rise to more rather than less business investment.

According to the mainline forecasts; the economy will turn up
this spring or summer even if we take no fiscal action. That seems
to me a good two-io-one, perhaps even three-to-one bet, assuming
that the Federal Reserve drives interest rates still lower, and col-
laborates with the Treasury to flatten the yield curve. But that in-
plies a one-in-four chance that the economy will remain flat, or
worse, go into a far more dangerous downswing. The longer final
demamf’ remains flat, and unemployment and idle capacity keep
rising, the greater the risk of a stall-out.

I do not think, Mr. Chairman, that risk is worth taking. Pru-
dence demands that we take prompt, gelf-terminating fiscal action
designed to produce a first-round increase in total spending on the
order of $50-$60 billion annually—approximately 1 percent of
GNP—during the next year.

Think of it as insurance against a one-in-four chance of contin-
ued stagnation, or a nasty second recession. The likelihood that a
1-year fiscal push of that size would produce an inflationary boomn,
under these circumstances, seems to me negligible.

The precige content of a stimulus package matters less than that
it be prompt, large enough to matter—though not larger—and tem-
porary.

There are many choices. Two months ago, Robert Solow and 1
suggested one possible program, consistitg of an across the board,
1-year-only flat percentage increase in all gitant-in-aid checks writ-
ten by the Federal Government to the states, cities and localities,
and an across the board flat percentage reduction, for 1 year only,
in all Federal income and payroll tax rates.

But whatever temporary fiscal actions you choose to take, please
take them quickly. I would respectfully urge that you not get
bogged down in debate about income distribution, tax justice, and
who is middle class; it is bound to get in the way of prompt action.
After all, the measures would be for 1 year only; the simpler the

better.
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- The object i8 to increase total demand, not to redistribute income
or even to try to shift its composition in favor of investment. All
that is enormously important, Eut cannot possibly be well decided
quickly, especially in an election year.

I'm afraid the President's program is not that kind of program.
So it's up to the Congress. You might even want to make yours a
{wo year program, but stoppable or reducible by a single presi-
dential decision, when he believes that the evidence of a turn
around is clear and strong.

You, the Congress, choose the precise content of the package. He,
the President, chooses when to stop within the 2-year hmit.

You are being told, Mr. Chairman, not to take short term action
that will harm us in the long term. It is a good rule. But I would
couple it with another. Take whatever action will help in the short
term as long as it does not hurt in the long term.

The first part says that permanent tax cuts that stimulate con-
sumption are a very bad idea. The second part says that tem-
porary, self-terminating action to stimulate (Yemand in the near
term is a good idea.

On the long term, Mr. Chairman, and I will make this brief, suf-
fice 1t here to say that.: )

(1) Absent a fortuitous increase in private saving, merely bal-
ancing the government’s structural operating budget by the end of
the decade will not suffice to restore the national investment share
to its 1950-79 level. To supplement meager private saving we are
likely to need positive Federal saving.

(2) Trying to increase national saving by tax concessions de-
si%ned to stimulate private saving is a losing proposition.

can address that question, Mr. Chairman, if you like, but I'd
like to skip this part just to save time.

Senator MOYNIHAN. Well, that's a pretty important part to skip.
Don't skip that one. It says what we are going to do 18 useless.

Dr. BATOR. (2) Evidence indicates that the total amount of pri-
vate saving—and I now go back under the Chairman’s instruc-
tion—evidence indicates that the total amount of private saving—
the amount of their after-tax incomes that private parties choose
not to spend on consumption—is affected hardly at all by changes
in the atter-tax return to saving.

You just can’t find it in the evidence——

Senator MOYNIHAN. Thank you.

‘Dr. BATOR. Moreover, most tax measures aimed at boosting pri-
vate saving will reduce revenue and thus reduce government sav-
ing, if measured properly, along a given inflation-safe GNP path.
The net result is likely to be a reduction in total national saving,
which is what matters, as weil as a more unequal distribution of
incomes.

(3) The peace dividend will help. But even a dividend on the
order of 3 percentage points of GNP—that would cut the defense
share from its peak of 1989 by half—even a 3 percentage point cut
in the defense share will take us only about half way to the saving
we need. To achieve the rest, we will have to either cut civilian
spending or increase taxes or do both.

In light of that arithmetic, I don’t see how we can get away with-
out a substantial increase in taxes. My own preference would be for
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taxing energy and pollution, and for some kind of value added or
national sales tax, carefully tailored to protect the poor.

But in any case, when (.i;iuking about the tax burden, we should
remember that all taxes relative to potential GNP in the United
States, currently at about 32 percent, is significantly lower than in
any other Western industrial country. I can submit those figures if
you would like to have them. There is a dramatic difference.

Senator MOYNIHAN, Please, we would.

Dr. BaToR. Contriving a large shift from consumption to invest-
ment, private and public, is a delicate operation. Budget tightening
by itself will only compress demand and free up workers and capac-
ity. To make sure that they are drawn into producing machine
tools, bridges, computers for schools, and trained teachers and ex-
ports, the Federal Reserve will have to offset budget tightening
with still more aggressive monetary easing.

Public investment will have to increase substantially, and we
may even need some carefully pinpointed tax devices for stimulat-
ing investment, such as an investment tax credit. Over the long

ull, reducing the capital gains rate will not increase national sav-
ing and is in any case a very inefficient way to stimulate produc-
tive business investment.

When thinking about the long term problem we should keep in
mind that we are a very rich country, much richer than in the past,
and significantly richer still than any of our richest friends.

The notion that we cannot afford to do what we need to do, for
schools or cities or the poor, or in Eastern Europe, seems to e
nonsgense. In 1990, GNP per family of standard size—if you divide
the entire population of 252 million into family size umts of 3.21
persons, which in 1989 was the actual average family size, you get
currently about 78.5 million such units. Divide the GNP evenly
among such representative families and what you get is $71,000
per family.

Ten years ago the corresponding figure in inflation adjusted dol-
lars was $61,000, 20 years ago $61,000 and in 1950, $34,600-—
that's when we did the Marshall Plan.

The ﬁgures for after-tax, after-transfer disposable income were
$62,000 1n 1990, $44,000 plus in 1979, and $23,000 in 1950. Per-
sonal consumption per family in 1990 came to almost $48,000 as
compared with $39,000, 20 years ago and $21,000 in 1950. That is
the good news.

The bad news is that:
Since 1973 we have not been growing richer fast enough. More-

over, much of the growth we've had has been due to our working
more and harder. That's why it is so very important, once we have
got this recession under control, to start seriously doing something
about the long-term saving and investment problem.

The other piece of bad news, Mr. Chairman, and 1 will now fin-
ish, has to do with the distribution of income.

The distribution of income and consumption is extraordinarily
uneven, and has become distinctly worse since 1979. Were I to re-
vise this statement, I would probably list income distribution as
our third major problem. But that too is for the longer term future.

Thank you very much.
[The prepared statement of Dr. Bator appears in the appendix.]
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Senator MOYNIHAN. Thank you, sir. We will get to the questions
in due term.

And now, of course, we have the great distinction—the equal dis-
tinction of hearing from Dr, Chimerine, who, in his time, has been
Chief Economist at Chase. Weren’t you that? .

Dr. CHIMERINE. You remember, Well, thank you.

Senator MOYNIHAN. And is today the Senior Economic Counselor
of Data Resources, Inc. and McGraw-Hill down, for some reason, in
Wayne, PA. You don’t have to explain that, but we are happy to

have you. Please proceed, sir,

STATEMENT OF LARRY CHIMERINE, Ph.D., SENIOR ECONOMIC
COUNSELOR, DRUMcGRAW-HILL, WAYNE, PA

Dr. CiuMiEriINE. Thank you, Mr. Chairman. I am delighted to be
here. It 18 good to see you again, Senators Bradley and Chafee.

I would hike to start, Mr. Chairman, with a brief review of where
the economy is today and how we got here, becauge I think that
i8 a necessary starting poin{ for the gevelopment of any kind of pol-
icy package.

There 18 gome very unique asgpects of this current economic situa-
tion; highly unique, that? think require a much different approach
to stimulating the economy in the short term than we've ever had
before coming out of any vecession. And T think it is worth a few
momnents to f%cus on what these differences are. :

First, it is important, for everyone to understand that this period
of economic weakness that is now still in place has been here now
for almost 3 years. In fact, it is probably more than 3 years by this
point.

The economy began to slow down dramatically in early 1989, and
even hefore the officiai recession date, as designated by—whoever
designates these things now—in July or August of 1990. We had
already had 18 months of essential stagnation until that time. And
of course that was followed by the recession——

Senator MOYNIHAN. 19897

Drv. CHIMEINE. In early 1989, economic growth slowed dramati-
cally, and from early 1989 to the summer of 1990—an 18-month
period—we had average economic growth of barely more than 1
percent. After population growth, that is as close to stagnation as
you can get. This preceded the official recession.

So fhe economy has been weak now for 3 years and, as suggested
earlier today, at this point, there is no meaningful evidence that
any upturn 1s underway.

An by the way, this recession has not heen mild. There is an
extraordinary amount of pain and suffering in this country, and no
matter what adjective you want to use to describe it, it has been
a'long period of slow growth and recession, creating sizable distress
throughout the United States.

It is also not an oil-shock recession. The economy was weak, as
I said a moment ago, for 18 months before the invasion of Kuwait.
New England and most of the Northeast. and other parts of the
country, and many industries, were already sliding downward very
sharply during that period; again, well before the invasion.

It is not a Federal Reserve induced recession. It was not pro-
duced or caused by the budget accord in late 1990; the economy,
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as I said earlier, was already weak for an extended period before
thosge tax increases, and before that budget agreement,.

This is a fundamentally different recession or period of weakness
than we have ever experienced before. And I think the differences
are three-fold.

First, as I have mentioned, the downturn was preceded by 18
months of stagnation. This has never happened bhefore. In every
other recession we have experienced previously in this country,
we've gone almost immediately from sharp growth, from rapid ex-
pangion, into recesgion: The economy would peak out and start de-
climing within a matter of a month or two.

So obviously 'something must be different here if the economy
was already so sluggish for 18 months before the downturn began.

Secondly, the impact on labor markets this time around has been
far different. As I think everyone here knows, traditionally in re-
ceggions, most of the increase in unemployment takes place in man-
ufacturing industries, particularly durables manufacturing—indus-
tries like autos—and most of the workers usually affected ave pro-
duction workers. In turn, most of those are put on layoff, for in(reﬁ-
nite furlough. But they were getting unemployment benefits, they
were getting Union benefits, and they always expected to get their
jobs back. Once the economy picked back up and their industries
hegan to improve and they would gradually be recalled. Some per-
haps after a year or even longer, ﬁut they did not consider them-
selves unemployed.

This time around the increase in unemployment has been spread
far more across industries and occupations than has ever been the
case before. We are seeing it in retailing, in banking, in accountin
firms, in law firms; that may be the silverlining in all this, but I
leave—there are no attorneys here—so we will skip the attorney
jobs.
Senator CHAFEE. Well, isn’t that partially true and I just inter-
rupt briefly—isn't that partially true because the percentage of the
worlf) force in these other areas is greater than it has been in the
past? )

Dr. CHIMERINE. It 18 partially for that reason, Senator Chafee,
but it goes well beyond that in my judgment. It is partly a reflec-
tion of a more broader based weakness in the economy, partly the
hanking problems, partly the over-building of the 1980's; particu-
larly in retailing-

Senator CHAFEE. Well, I don’t want to slow you up in your

Dr. CHIMERINE. But it is partly because services represent a larg-
er share of the economy, but by no means is that the full expla-
nation.

And by the way, these jobs that are being lost are not layoffs.
These are terminations. These jobs are lost forever, or for many
many years at least.

The people who are being affected don’t think of themselves as
being temporarily idle, on layoff, soon to -be recalled, or to be re--
called eventually. This is a very different situation, with significant
implications for any potential recovery, because there is more wide
spread fear of job loss in this country now, and job anxiety, than
I've ever seen in my career and 1t has become an additional re-

straining factor on the economy.
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A third major difference is what caused this period of slow-down/
recession in the {irst place, and I feel quite strongly about this.
This has not been produced by the traditional cyclical factors that
have caused our previous vecessions, like inventory overhangs or
briel periods of tight money, or a temporary inflation shock.

Thig has been caused far move by longer lasting structural fac-
tors than any downturn we have had befure in this country, and
I think everybody here knows the factors that I am talking about.
Firgt, the explogion of private debt in the 1980°s which has now be-
come A constraint on new spending because people and  cor-
porations ure overburdened with debt,

Socond, the over-huilding of real estate, which has now become
another constraint, because we have seen a literal collapse in new
commercinl construction  because  we  are  already  so  terribly
overbinft

Third, the <yaims in the finuncial svstem. No longer are dead
people and cats and dogs getting credit cards i the mail, hke they
did in the 1980 Now credit cards ave being withdrawn in some
cases. Credit standards have bheen tightened across the country,
which 12 now a limiting factor on economic growth,

Fourth, restrictive fiscal policies, and the State and local budget
problemse—all of these factors and several others 1 didn’t mention,
which are now himiting ceonomic growth and preventing any mean-
ingful recovery, are much more long lasting than the typical cycli-
cal factors that have produced previous recessions.

They will take years to overcome, and that is why we've already
had such a long period of weakness, and that's why the people who
expected the economy to rebound after the war ended were wrong,
because this was not an oil shock recession. It is caused principali?y
by these longer lasting structural factors that I have just men-
tioned.

I think that this may be a slight exaggeration, Mr. Chairman,
but when we look back at the 1980’s, and I know you and 1 have
had this conversation before, we had an artificial expansion. It was
an expansion built on g military and construction booms, on a
consumer spending spree, financed partly by tax cuts we couldn’t
afford, on a massive upward leveraging of the economy, and by bor-
rowing heavily from overseas. You can't generate long-term expan-
sions on these factors.

Quite the opposite, these are being reversed and we've got noth-
ing left to ta[:e their place because the underlying fundamentals
are 80 poor.

We didn'’t improve our savings in the 1980’s; we reduced it. We
didn't increase our investment; we cut it. We didn't improve our
competitiveness; it's probably at the worst it has ever been in the
history of this country. We haven't improved the quality of edu-
cation, and so on down the line.

And now that these temporary sources of economic expansion
have slowed down or are being reversed, we have nothing to take
their place, and that's why we are in the midst of this long process
of stagnation or slow-growth or adjustment—whatever you want to
call it. I think that’s the vight way to look at this period.

This recession is thus not a separate or isolated event. It is part
of a period of slow-down and adjustment that began 3 years ago,
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and very likely will go on for much longer unless we change eco-
nomic policy in this country.

We aimp?;l did not build for the future in the 1980’s. We mort-
gaged our future. We had no supply side miracle. If anything, we've
done long-term damage to the country. That's where we are today
and that's a realistic way to look at the current economic situation.

Now there are a few bright spots. People are now taking advan-

e of lower—-—

ienntm MOYNIHAN. Now we are going to get to the bright spot?

Dr. CHIMERINE. Yes.

Senator CHAFEE. How are we going to relieve the gloom around
here?

Dr. CHimMieRrINE, Well, T will get to that in a moment.

We could see a small pick-up later this year. As Francis men-
tioned a few moments ago, people are taking advantage of lower in-
terest. rates—Dby refinancing existing debt which will lower monthly
payments and free up some purchasing power.

e are also seeing some pick-up in Y'musmg now in response to
lower mortgage rates. Oil prices are down. So there are a few fa-
vorable factors. But there are still these long-term factors that are
restraining the economy.

De-leveraging is a particuiar example: The U.S. economy s now
in the midst of being de-leveraged. We are reversing the debt we
created in this country in the 1980's, and that will continue to be
a constraining factor.

It. has already been limiting the impact of the Federal Regerve
on the ecoromy and will continue to do so. No one wants to go out
and borrow more. The effect of lower interest rates, at best, will be
through refinancing and freeing up some purchasing power, not
through getting people to go out and borrow a lot more to finance
new spending

The conﬁ(fonce yroblem we talked abhout: People are so scared
that even if they ({o get some more income, it's not clear that they
are going to spend it. We've got massive deflation in much of the
economy, and it's caused an enormous revenue squeeze for cor-
porations, which is forcing them to do all this cost cutting.

Some of this will make these companies more efficient in the
long-term, but in the short-term when everybody cuts their costs by
laying off more workers, there is nobody to buy their product.

So thesge factors are limiting the economy so in my own judg-
ment, there is absolutely no reason to helieve, and no evidence to
support the view that we are about to Jaunch on a strong sustained
economic recovery much like those which followed every previous
recession we have had before.

If we are lucky, we will get a modest pick up. It's questionable
whether even that can be sustained and there remain sizable
downward risks and sizable constraints on economic growth. And
as I result, I do believe we need a stimulative package.

I don't think we can rely only on the Fed for the reasons I have
mentioned—because of excessive debt, and because we are terribly
overbuilt-—builders are not running out and building new empty of-
fice buildings because mortgage rates are down 50 hases points—
and because the banks are reluctant to lend because they are in

the process of down sizing.
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All of this reduces the effectiveness of the Fed, and therefore, I
think we do have to do something on the fiscal side.

And I couldn’t agree more with the observations that have been
made this morning. We must find a way to deal both with the short
and long term at the same time. I don’t think it is impossible. I
am going to give you my prescription in one moment.

But the key here is to find some way, in the short-term, to stimu-
late the economy and improve the job market while simultaneously
addressing our key long-term needs, and those are the ones that
Francis mentioned a few moments ago: Productivity and competi-
tiveness.

We have had anemic productivity growth in this country. It did
not improve in the 1980's despite the supply side predictions.

As a result, real wages are flat——and that is even a bigger con-
atraint on spending than confidence—since you can't spend con-
fidence.

People are not spending primarily because of the income squeeze.
They are losing jobs. Reai! wages aren't rising. And tax burdens are
going up. And of course they have massive debts to service.

That's the’ biggest constraint on spending and the fact that peo-
ple feel very badly and have great anxieties only compounds the
problem, but is not the fundamental source.

Not only that, the weakness in productivity, in my judgment,
coupled with other factors, has caused a dramatic decline in U.S.

" competitiveness in world markets.

e no longer have the advantages in productivity, in product
quality and in innovation and technology that we did for 20 or 30
years, during which we dominated the world econo.y.

In most key industries, the rest of the world is catching up, or
already has caught up, in productivity. Even in new technology and
the adoption of new technologies, we are no longer as dominate as
we were. And of course nobody thinks we produce the best products
many more in many industres. We do in some.

When we had those advantages—when we were much more pro-
ductive than everybody else, and our productivity was growing, we
used those advantages to improve living standards in this country.

We raised wages on a regular basis. We created millions of high
paying corporate jobs. That is now being reversed primarily be-
cause thig country i1s not improving its productivity and because as
a regult our productivity advantages are being eroded, are in some
cases, have aﬂ)reudy been lost. That should be the focus,

In my judgment, Mr. Chairman, I think we need a national eco-
nomic strategy. A multi-dimensional strategy that addresses how
we are going to get more investment, more productive investment.
What are we going to do to improve the quality of education? How
are we going to rebuild the infrastructure? And deal with health
care costs, and a whole range of other issues, which I don't have
time to discuss this morning.

But it seems to me the focus has to be to increase imvestment in
order to imprnvc productivity and competitiveness, and investment
has three dimensions.

First, private investment in producti ve type activities—not merg-
ers and acquisitions and LBO's. But new equipment to modernize
our plants. New vapacity. New industries :m((} so forth.

N Y I3 %e) A
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Secondly, human capital. We have neglected education in this
country and job training, and we are far behind most of our major
foreign competitors, and the gap is widening.

And thir(hy. public investment—infrastructure which is a main
supporter of the effective operation of the private system, and with-
out it, we can't have maximum productivity in the private sector.

And our ohjective should be to increase those three in order to
ixn&mvo long term prospects. But to do so in the short-term as well,

e thus need an investment-led recovery. Not a consumer led re-
covery. And to accomplish that, we need policies that are very cre-
ative; that get maximum bang for the buck because we al)snflutely
mugt find a way to stimulate the economy, not only in a way that
addresses our long-term needs, but does so in a way that does not
imcrease the defieit.

We are doing enormous harm to this country. These deficite are
sucking the vitality out of this economy, creating unconsciousable
burdens on the next generation, and we ought to he cutting them
in the long term. And anything we do to stimulate the economy as
a result, shouldn’t raise the long-term deficit or else it will be
counter productive.

Now with that background, let me take a minute Lo review the
Administration’s proposal.

Senator CHAFEE. Well, you want the deficits reduced. You want
to do something about the infrastructure of the Nation. You want
to improve the education in the Nation. How are you going to pay
for al{ of this?

Dr. CHIMERINE. I'm going to tell you. Can I have one moment?

Senator BRADLEY. Why don't you just get to your program.

Dr. CHIMERINE. Okay.

Let me start by briefly focusing on the administration and where
I think it is wrong and then get to my program.

A lot of the points have been made already today, but my two
big disagreements are—number one with the capitai gains tax cut.
The evidence is clear that cuts in capital gains do not significantly
increase fixed investment and economic growth in tﬁe United
States.

Senator MOYNIHAN. I don’t mean to interrupt, but you and Dr.
Bator have just said the same thing. Is that rigﬁt?

Dr. CHIMERINE. Well, I believe so.

Dr. BATOR. There are two problems involved in increasing the
share of investment in GNP, once you get to full employment and
no longer have idle lahor and idle capacity. In order to make room
for extra investinent, you have to increase saving; either private or
by government.

Sgenator MoYNIHAN. But apply to the capital gains.

Dr. BATOR. A capital gains tax cut may serve as a stimulant to
investment by reducing the cost of capital; my guess is that it is
negligible. But what it will certainly not do is increase saving and
release the resources that would be needed for that investment
once we are at full employment.

Dr. CHIMERINGE, It does not, Mr. Chairman, significantly reduce
the cost of capital. A much more effective way to stimulate invest-
ment in my judgment is with the investment tax credit. It has
worked in the past. It does reduce the cost of capital.
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I think the Administration’s proposal is anemic. All it does is af-
fect the timing of depreciation. It has no impact on the price of an
?sgie;;. and would affect the cost of capital marginally, almost neg-
igibly.

Senator BRADLEY. Well, it is about the equivalent of a 1-percent
investment tax credit.

Dr. CHIMERINE. Just ahout.
My proposal has been and remains, Mr, Chairman, enactment of

a large investment tax credit; something like 20 or 25 percent, but
on incremental investment only. What we need to do is provide an
incentive at the margin without giving away revenues for invest-
ment that would happen anyway. We can’t afford to do that. And
a 20 or 26 percent investinent tax credit would be very stimulative
at the margin in my judgment,

It should be limited to productive investment. I hate to use this
phrase “self-financing” after what we have been through in the
1980's, but it would probably come cloger than any other tax cut
because it costs nothing if it doesn’t work.

If it doesn’t produce any incremental investment it doesn’t cost
anything. If it does, then you do have a credit, but by definition,
you have more investment and more economic activity.

Secondly, the acceptance of $200 billion deficits as in their budg-
et, even with the mythical savings, optimistic assumptions and ac-
counting gimmicks, as I said earlier, is just unconscionable,

We are really building in $300 billion a year deficits for the next
b years, and even bhigger ones later in the decade when the defense
savings hottom out and when we starting drawing down the trust
funds. This is just unconscionable and unacceptable.

My proposaf' is a large incremental investment tax credit. If you
want to do anything on capital gains, I would give you two choices:

(1) Change the structure of capital gains by raising the capital
gains tax rate on short-term investments—a sliding scale kind of
thing—because all you can do really with capital gains is shift the
focus away from the short-term financial investinent more toward
longer term investment. But you need a big differential to do that.
Going from 25 to 156 or 28 to ffS i8 not going tu encourage long-term
investment.

(2) As an alternative, 1 would consider the Bumpers proposal
which is to limit a capital gains cut to new enterprise. We don’t
need to stimulate the stock market. It is already setting records.

What we need is fixed investment and new business formation
and a straight reduction in the capital gains tax is just not the way
to achieve them and it would likely be a hig revenue loser. We can't
take the risk of implementing anything that will lose more reve-
nues. We already have a gigantic deficit.

One last comment, and that's on IRA’s, 1 agree strongly with the
comments made earlier. You ought to reject two things as part of
ang stimulative package, Mr. Chairman.

"irat, we don't nced a middle class tax cut. It will be too small.
It will become permanent. It will widen the deficit. It does nothing
for competitiveness and productivity in the long-term, and it just
won’t be helpful-—particularly in this environment where, at best,
it's likely to bhe saved because people are concerned about their
jobs, and they're trying to reduce debt.
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Secondly, we should not fiddle with IRA’s. Most low income peo-
{)le don’t have IRA’s, They can’t draw them down to finance a new
1use.

There is a perception in this country that people sit around their
~dining room table every week and make a decsion on how much
to save by saying “well, let's look at the Tax Code and we'll see how
much we will save next week.”

Savings incentives have little impact on savings. People don't
save more because they're being squeezed. What you are likely to
do is simply widen the deficit without either stimulating spending

or savings. :
I'd be happy to respond to other issues, Mr. Chairman, but I

think I will stop here,

d ['The prepared statement of Mr. Chimerine appears in the appen-
ix.]

Senator MOYNIHAN. That is extraordinary testimony and I want
to see—we all have time—it's twenty minutes to one and I think
we can stay here until 1:00.

I'im going to defer to my colleague, but just if I can, just to make
~one point on the question of fiscal drag. We haven’t heard that
‘word around here since Walter Heller left town, but yesterday we
had Mr. Brady, Dr. Boskin and Mr. Darman up, and the Secretary
of the Treasury was going on about jobs.

And I said that in the State of the Union message, the President
had spoken at some length about the Surface Transportation Act
that he had signed in December, which was the largest Public
Works Program in history, And which specifically addressed the is-
sues of productivity and cost accountability and pricing.

We wrote a Transportation Program based on productivity and
pricini. Boskin told us informally, by mail, we had asked {im-—n
what has been the productivity growth in the transportation sec-
tor? Over the last 16 years he said that the council estimated it at
0.0.2 percent. Now that's a medieval rate. It takes 360 years to
double. We have tried to change all that. And 1 said, the President
on Tuesday night in his State of the Union Address had praised
the Surface Transportation Act and on Wednesday morning he cut
$4 billion out of the monies we had ap?ropriated t{\rough the Trust
Fund. And I said, “Well, weren’t they"-——the President said johs—
wasn’t that $4 billion worth of jobs, and Mr. Darman said, “Well,
I had to do it because of the Andrews AFB Agreement.”

The other thing is that I asked him about something which I
think both of you followed with some alarm. If we don't get back
to a pretty serious growth path svon are we going to get into a
p”'i:l]t where the debt, as a percentage of GNP, 18 growing? And he
said, “yes.”

And he had shown a chart that indicated the deficit would begin
to grow as a share of GNP, under reasonable assumptions, and I
said “would that mean in that case the deficit would be out of con-
trol?” and he said “yes.”

Senator BRADLEY. And he proposes to do nothing about it.

Senator MOYNIHAN. Well, we leave that to others. In difference

to our arrangements here, Senator Chafee.
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Senator CHAFEE. Well, thank you, Mr. Chairman. While this has
been a very interesting testimony and some of it I found heavy
going, I've got to ponder over it.

Professor Bator, do I take on the top of Page 8 of your testimony,
what you are sai:ing is what—that you think that IRA's are non-
sense. Is that what it gets down to? Is that what this particular

lan%uafe says?

“Bvidence indicates that the total amount of private saving—the
amount of their after tax incomes that private chose not to spend
on consumption is hardly affected at all by changes in the after tax
return to savings.”

Is this your IRA Section?

Dr. BATOR. It i8 not only the IRA, Senator Chafee, it's by what-
ever means you increase tﬁe marginal return on saving. There are
lots of different ways of doing that.

It seems not to have much of an effect on how disposable income
is divided between saving and consumption. And there is a per-
fectly reasonable explanation for that. ,

If the return on saving goes up, by whatever means, one effect
in that it makes future consumption cheaper relative to current
consumption—you would want to save more, that in reduce current
consumption in favor of future consumption.

But the other thing that happens when the rate of return, say
the after-tax interest you can earn on your saving, goes up, is that
the lifetime amount you have to save in order to achieve a given
retirement level of wealth is less. And the empirical evidence sug-
gests that the two effects just cancel out.

Senator CHAFEE. Okay. Now——

Dr. BA1oR. This is an empirical proposition not a theological
roposition. You just can't get it out of the evidence. So, making
RA’s more attractive will not increase total national saving.

Senator CHAFEE. My time is fleeing by so I want to turn to Dr.
Chimerine. At the end there you summarized pretty strongly. You
laid it right out.

Don'’t fiddle with IRA’s. The middle class doesn’t need a tax cut.
And then you espoused the Bumpers Plan which was, as best I un-
derstand 1t and I'm not familiar with the detail, but as I under-
stand it, the Bumpers Plan would say that if you invest in a ven-
ture capital outfit that your growth will be treated as capital gains
and you must hold it over X-years.

Dr. CHIMERINE. Basically that is right.

Senator CHAFEE. With a declining number of—with a declining
percentage of the tax the longer you held it. What do we do about
unlocking capital which is something that Secretary Brady stressed
when he was here yesterday? Specifically take the problem; some-
body has made a lot of money on MERCK stock, and they put in
$20,000 and now they've got $200,000. They don’t—and along
comes a nice Biotech stock that somebody venture capital oppor-
tunity.

It ﬁeems to me that under the Bumpers Proposal the person
holding that MERCK stock has no incentive to serl it and take the
cai)ital gain; he’s locked in so that the Bumpers Proposal doesn't
help him at all. Am I right or wrong?
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Dr. CHIMERINE. I don’t agree, Senator. It seems to me that if we
don’t allow a lower capital gains tax rate on old investments and
we do allow a lower capital gains tax rate on new investments, we
are providing a major incentive to unlock the old investments.

Under this approach, you can't get the new lower rate unless you
make new investments. I think that one of the flaws in the Admin-
istration’s pros)osal is giving the lower capital gains tax rate on old
investments; then there is no incentive to unlock.

Senator CHAFEFE, Well, I don't want to beat this to death, but it
seems to me that the person is locked into this stock. If he sells
his MERCK, all his gain is going to be taxed at ordinary income
rates. So he doesn't—well, be taxed at 28 percent.

Sov it seems to me he knows he is going to be hit by that. Ie
doesn't know that if he invests in this other Biotech that he'’s going
to make some money, so the safe thing is to stay where he is. That
would seem to me to be one of the conclusions.

Whereas if he has the opportunity to take advantage of the
President’s proposal, the lower capital gains, he would take it. Am
I missing something?

Dr. CHIMERINE. No. But what I am saying is this, Senator. Sup-
pose he would pay 28 percent on the gains he now has in MERC
stock—using your example—suppose we have a new Capital Gains
Tax only on new investment, whether it's new start-ups or even
new stock purchases, and suppose it's only for long-term invest-
ments: And suppose it's down to near zero for a long-term holding,
what you are telling him is that if he continues to hold MERC
and it continues to appreciate, he’s going to continue to pay 28 per-
cent tax on those new gains when he sells that.

And instead if he makes an investment in this new entrepreneur-
ial situation and that turns out to be successful, he will pay no tax

on that.
Senator CHAFEE. Well, if the tax is zero that's extremely tempt-

ing.

%r. CHIMERINE. There is some logic to raising the rate on short-
term gains and sliding it down to a very low number, near zero,
for long-term gains.

If that is the objective—if the ohjective is to promote new long-
term investment, there is a lot of logic in doing that and that would
provide the incentive for unlocking existing assets.

Senator CHAFEE. Thank you.

B Seérlmtor MOYNIHAN. We will have to leave that there and Senator
radley.

Senator BRADLEY. Thank you, Mr, Chairman. I was taken with
what you said, Larry, when you said that given what has happened
in the 1980’s, and you enumerated a lot of the artificiality of the
economy during those years, from military to construction, to
leveraging, etc., that it would take years to overcome.

And my question to you is if you know it is going to take years
to overcome, the excesses of the 1980's, what would you design as
- your goal?

In other words, instead of dealing with capital gains on the mar-
in verses ITC’s or whatever, if you were thinking big—what would
e your goal 10 years out? Then work back from the goal to the

policies that you have to put in place to realize that goal. Maybe
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it's X-million jobs earning a certain amount per person. I would
like both of you to take a crack at that.

Dr. CHIMERINE. Well, I'm glad you mentioned——

Senator BRADLEY. And work back from the goal as opposed to
trying to struggle in the quicksand right now and grab this rope
or that rope.

Dr. CHIMERINE, I'm glad ;you mentioned that, Senator Bradley,
because I did discuss that briefly in my written testimony, and I
think that that's the starting point.

To me the goal should be to increase groductivity within 10 years
to certainly something in the range of 2 percent a year, if not get-
ting back to the 2.6 to 3 percent that characterized most of the post
war period.

Secondly, I think we need to set goals for those activities that are
necessary and vital to achieve the productivity goal. For example,
I'd like to set a national goal to increase our investment as a share
of GNP up to what it is in our major foreign competitors, which
would mean nearly doubling it or certainly raising it by 60 percent
or more.

I'd like to set a goal for R&D spending as a share of GNP be-
cause I think that's important in getting more 'Froductivity.

I'd like to set a national goal for average SAT scores and so forth,
and then design policies to achieve those goals.

So really the process should start with what kind of productivity
growth and economic growth do we want to have? at is nec-
essary to achieve that? What are the appropriate policies in order
to produce those results? That should be the process.

nator BRADLEY. Dr. Bator?

Dr. BATOR. Yes. Senator Bradley, if you would look at page 11
for the moment. [ think it will shorten my answer.

Senator BRADLEY. Right. The graﬁ:h.

Dr. BATOR. Take a look at that. By the way, you see there imme-
diately Larry’s point that the slow-down sta early 1989.

Senator MOYNIHAN. Oh, yes. It is right there.

Dr. BATOR. A 4-percent rate of expansion to a 1.2 percent per
annum rate of expansion long before the recession actually began,

Of course, the economy was running a little bit too hot, I would
guess, for a few months. The unemployment rate actually dipped
to 6.1 percent, and if you look at the series on wage rates, you
begin to see some upward pressure on wage rates.

ut back to Senator Bradley's question. We really have two proh-
lems. One, very short term, but that doesn’t make it unimportant
to get total demand, total public plus private spending to turn up
this suinmer, and begin to narrow that gap between actual output
and potential output. The longer we continue flat the greater the
chance of another drop. And in that context, the debt prohlem,
household balance sheets, bank balance sheets, the real estate mar-
ket, whatever, could make that second drop much more dangerous
than the first. :

So I think focusing in the near term on getting a recovery started
is very important even though it doesn't address the serious long-
term problem.

And by the way, for the short term, I think it is entirely appro-
priate to make the deficit for 1992 and early 1993 still larger. Iﬁlat
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increase in the deficit need not give rise to high interest rates and
need not crowd out investment or net exports. To the extent that
you don't get that crowding out, an increase in the deficit is not im-
portantly harmful.

For the long term, I did a calculation, Senator Bradley, of what
it would take to restore by the late 1990’s the share of national in-
vestment—domestic investment plus net exports—to where it was
on average between 1950 and 1979. It will require reducing the
share of defense plus personal consumption by roughly 6 points.

Senator BRADLEY. Six points of—

Dr. BATOR. In GNP, If you want to make it possible for net ex-
ports and domestic investments to go back from 3 percent of poten-
tial GNP to 9 percent, you have to compress the other two shares
by six points.

Defense will give us, optimistically, three points bi: 1998; we'd he
very foolish if we didn't do that. That gives you three of the six
points roughly.

Where do you get the other three from? You're not going to take
it out of state and local government consumption; our public serv-
ices are in terrible shape 1n any event.

All of Federal civilian consumption purchases amount to only
about one plus percent of the GI@P. So what you are left with is

ersonal conswnption. The personal consumption share increased

etween 1960-1979 and 1983—1989 from about 63 percent to about
66.3 percent. The trick is to gradually reduce the consumption
share over a 5, 6, 7 year period back to where it was on average
during the 1960's, 1960’s and 1970’s.

There is only one way to do that: to gradually reduce the share
of personal disposable after-tax after-transfer income. And there
are only two ways of doing that: cut transfer payments and entitle-
ments or raise taxes.

My own view is that there are some things we need to do about
entitlements, but not all that very much, and that the right way
to do it is ﬁ;raduany to increase the tax load from 32 percent of
GNP to maybe 36 percent. The Germans are at 44 percent. Britain,
after Mrs. %‘hatcher i at-39 percent. France is in the midforties.
Italy is in the low forties.

Senator CHAFEE, So the time is up can I ask a question? I'm not
trying to interfere here.

Senator BRADLEY. No. So basically what——

Dr. BATOR. Have I been responsive to your question?

Senator BRADLEY. Yes, you have. So what percent value added
tax would achieve this decrease in consumption? Because the more
people I talk to, the more I realize that there is a question as to
what is the relationship between the increased tax on consumption
and the amount of reduced consumption that you would actually
achieve,

Dr. BATOR. The evidence shows, and it's a fairly persistent em-
pirical regularity, that a permanent increase in taxes of $1 gives
rise to about a 70-80 cent reduction in personal consumption pur-
chases. It is not like the gravitational constant, but it is a pretty

good bet,
Dr. CHIMERINE. Can I make one comment on that answer, Sen-

ator Bradley?
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Senator MOYNIHAN, Please go ahead.

Dr. CHIMERINE. May I comment quickly? Two points.

Number 1, I would strongly urge far more focus on the entitle-
ment programs and I think that if we are realistic, and if we are
going to make any cuts in future deficits, we're going to have to cut
the entitlements, particularly the health and pension programs,
and do it in some way that does it fairly.

We should reduce geneﬁts significantly for people who don't need
them. But there is no way you can get these deficits to acceptable
levels in a 6 or 10 year horizon, in my judgment, without address-
in% the entitlements.

econd, on taxes, I don’t think it matters that much whether you
do it with a value added tax or with changing the structure of in-
come taxes. My own preference is on the income tax side, prin-
cipally because I think fairness is an issue. The evidence shows,
that 1f you look hack at the 1980's, taxes have been cut dramati-
cally for people in the upper income groups, and they have not
been reduced elsewhere, mostly because of the big increase in So-
cial Security Taxes.

In the future, and if you are going to raise taxes, you ought to
do it in a way that starts to restore more progresscifity to the tax
structure and that is not easy to do with value added tax. It's pos-
sible but it’s not easy.

Senator BRADLEY. So you would suggest that we put rates up?

Dr. CHIMERINE. Eventually we're going to have to raise taxes and
I would do it by raising personal taxes, yes. Not now, but eventu-

ally.

genator MOYNIHAN, In the interest of the time, it is Senator
Chafee’s turn.

Senator CHAFEE. And I will be brief.

Senator MOYNIHAN. Don't be brief.

Senator CHAFEE. Dr. Chimerine and Professor Bator, I just want
to ask you if you were sitting here what would you do? And briefly.
Now as I understand what Dr. Chimerine says, make the ITC at
20 to 26 percent incremental.

Dr. CHIMERINE. Right.

Senator CHAFEE. I don’t know what you would use for your base,
but let’s not worry about that.

Dr. CHIMERINE. Okay. You can take that if you want.

Senator CHAFEE. Okay.

Dr. CHIMERINE. You could use 90 percent of the average of the
last 3 years.

Senator CHAFEE. Okay. What do you mean 90 percent? You'd use
the last 3 years as a basge?

Dr. CHIMERINE, Yes. Because we are seeing some recession relat-
ed slippage, so to provide an incentive, you should start from the
lower base.

Senator CHAFEE. Okay. Take the base and then 90 percent of it.

Dr. CHIMERINE. Right.

Senator CHAFEE. I see. Okay. Capital gains you would adopt the

Bumpers approach.
Dr. CHIMERINE. Either that or a sliding scale capital gains, more

broadly.
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Senator CHAFEE. Well, but the President has a sliding scale. If
you mean——

Dr. CHIMERINE. I would substantially raise the top rate and I
would not make the lower long term rate available on old invest-
ments. Those would be the two big differences.

Senator CHAFEE. Okay. And you might even go to zero on

the——-

Dr. CHIMERINE. What did I say? New? I meant on old invest-
ments,

Senator CHAFEE. Yes. You said old.

So-—and you would even go to zero on new investments?

Dr. CHIMERINE. For a 6- or 7-year holding period absolutely.

Senator CHAFEE, Okay. No IRA changes.

Dr. CHIMERINE. No.

Senator CHAFEE. No middle class tax cuts?

Dr. CHIMERINE. No.

Senator CHAFEE. You're not running for re-election if you're in
this pust, and you'd cut the entitlements and means test them?

Dr. CHIMERINE. I don’t know if that's—I don't think you'd want
to do that right now,

Senator UHAFEE. Well, the medicare is certainly a serious ques-
tion and why some taxpayer that is working is heart out at $20,000
?'l}l’ear should be paying 75 percent of Jack Kent Cooke’s doctors
ills.

Dr. CHIMERINE. If you're asking would I favor starting the proc-
ess of putting an income cap, or an income requirement, on some
of the entitlement programs, absolutely. The sooner the better.

Senator CHAFEE. All right. Now have I left anything out?

Dr. CHIMERINE. I think I'm probably more inclined to do more on
infrastructure by using some of the defense cuts to fund more in-
frastmfgture type spending, but other than that I think you've got
most of it.

Senator CHAFEE. All right. Just to cheer you up, I will tell you
that the majority—democratic majority on Labor and Human Re-
sources Committee has reported out that repeal grants be an enti-
tlement.

Dr. CHIMERINE. Is that right?

Senator CHAFEE. That's right. Furthermore, there is legislation
in to make the WIC program an entitlement and legislation in to
make head star program an entitlement. So as we mentioned yes-
terday, you can just put the Federal budget on automatic pilot and

we can all leave town. ‘
Dr. Bator, as I ?e; you, you're saying no fear of increased deficit,
y

at least temporari

Dr. BATOR. 1992, Early 1993.

Senator CHAFEE. All right. And you would increase the tax load.
You think Americans aren’t paying enough in taxes?

Dr. BATOR. I beg your pardon?

Sex}?ator CHAFEE. Increase the tax load. You would increase
taxes

Dr. BATOR. I sharply distinguish, Senator Chafee, between the
short term and the long term. We have two problems. One ig——-

Senator CHAFEE. You've got to be brief now. What is the short

term? How long?
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Dr. BATOR. The short term is—I would allow an increase in the
deficit in calendar 1992 and the first half of 1993.

Senator CHAFEE. Okay.

Dr. BATOR. And I'd make that program stoppable by the Presi-
dent of the United States by unilateral action. A simple package.

Senator CHAFEE. Okay. And how about increasing taxes? You are
really in favor of that because Americans don't pay enough taxes.

Dr. BATOR. Because we need to make room for more investment.
At full employment, that means holding down consumption. Gradu-
ally between the middle of 1993 when the recovery has really taken
hold until late 1990's, I would shift the Federal operating budget,
excluding Federal investment from a deficit that will be still bigger
next year into a surplus.

Senator CHAFEE. Now you do that by increasing taxes.

Dr. BATOR. By some combination. Defense cuts will give you 3
points on the 6 points——

Senator CHAFEE. Okay. But you would increase taxes?

Dr. BATOR. Yes. I would in the end substantially raise taxes. Yes.

Senator CHAFEE. Okay. Income taxes?

Dr. BATOR. My preference would be income taxes, Senator
Chafee.

Senator CHAFEE. Personal?

Dr. BATOR. My political calculation is that it won’t wash and
that's why I would go second best to a national sales tax.

Senator CHAFEE. gI‘hank you. Thank you, Mr. Chairman.

Senator MOYNIHAN. Senator Bradley?

Senator BRADLEY. Why would you prefer income taxes to sales

taxes?
Dr. BATOR. 1 think it is easier to make it progressive, Senator

Bradley.

Senator BRADLEY. Okay. Let's assume that the objective is to get
growth started again. The components of economic growth have
traditionally been labor, caPital, and technology. New work says it's
not iiuﬂt; technology, but it's ideas and quality education; thereby
implying a premium on facilitating access to better education for
more Americans.

So both of you mentioned as part of your long-term objective im-
proving productivity by promoting the growth of human capital.

So would it make sense for us to develop a pool of capital that
would be available for any American up to the age of 60 to go to
college? Would that help facilitate increased productivity?

Dr. CHIMERINE. Well, yes it would, Senator Bradley. In general,
I am in favor of that but when you say “any American,” I mean
there is an affordability question. But put it this way, at least in
my own judgment, any efforts to improve the quality of education
in the future has to deal with two issues:

Number 1, and even more important than your point, I think, is
what are we going to do to improve the quality of elementary and
secondary education, and,

Number 2, ultimately to make it easier, financially more viable,
for the bulk of the population to go beyond that and get college and

even advanced degrees.



102

I don't know the best way to do it from a financing standpoint
or from a structural standpoint, but I think those are the two key
issues that have to be addressed and I think they are vital issues.

Senator BRADLEY. And they have to be available to more than
simply 18- or 19-year-olds.

Dr. CHIMERINE. I would agree with that.

Dr. BATOR. Absolutely, Senator Bradley. I'm not an expert on
adult education, although I do quite a lot of it, but it strikes me
asg an extremely good idea.

%enator BRADLEY. As an essential part of increasing productiv-
ity
Dr. BATOR. I hate to single out any one thing. We need more
business plant and e%uipment.

Senator BRADLEY. Yes.
Dr. BATOR. We need a better trained, better educated work force,

and that starts, I think, in the cradle and it goes to primnary edu-

cation, secondary education and adult education.

b O(Slenator BRADLEY. But right now we don’t have anything for any-
y.

Dr. BATOR. Nothing like that.

Senator BRADLEY, Middle age or in the 30’s who really want to
go to college. Absolutely.

Senator BRADILEY. Now I noticed that neither one of you were
very strongly supportive of the Passive Loss Restoration. I gathered
that each of you thought that maybe too much of America’s re-
sources is flowing into real estate and not enough into plant and
equipment. Was I wrong to detect that attitude?

I%r. BATOR. As far as I'm concerned, Senator, that’s absolutely
right.

Dr. CHIMERINE. I agree with that, Senator, also, but I would
make one comment,

One of the unfortunate side effects of the commercial real estate,
banking debacle is that it is contributing to this credit crunch. And
what we need to do in my judgment in the short term is find a way
to stop the drop in real estate values from reducing the ability of
the banking system to make loans to other borrowers.

And there is almost a freeze on commercial real estate lending,
and we may have to take some steps to either stretch out the pe-
riod over which banks can reserve afainst some of their bad loans,
or let them take the losses over a longer period of time, so they
don't use up all their capital in the short term, and reduce the
availability of credit to the rest of the economy.

Senator BRADLEY. I hear you directly but what you're saying
though is something quite different from passive loss restoration.

Dr. CHIMERINE. Absolutely. I agree.

Senator BRADLEY. What you are saying is let’s look at the finan-
cial institutions and have them accommodate the circumstance as
they accommodated the farmers or the oil people or third world
debt people in the 1980's.

Let’s not pour more money into the real estate sector that now
has 20 to 30 percent vacancies.

Dr. CHIMERINE. I agree with you.
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Senator MOYNIHAN. Well, all things must come to an end. C-
SPAN has been so generous with its crews and cameras and we
want to thank them.

Before you leave I'm going1 to ask—just to get one point on
wages. It seems to me in the Economic Report which you all read,
there is one really dramatic number on Table B-28. It is the me-
dian income in 1990 dollars of year-round full time workers, in this
case, white males, which was your basic work force. Since 1973
their income has dropped $4,500; that's 560 bucks a week.

I don't know any number that gets more to the point of what's
happening to this country. In the American experience there is not
the equivalent.

Dr. CHIMERINE. I'm sorry, Mr. Chairman, but there are two
points I can make. Number one, for the last 16 or 18 years, real
incomes have been stagnate, or very marginally better, and sec-
ondly, particularly in the 1980's, whatever slight improvement
there may have been, really went to people in the upper levels. For
the bulk of the population—the 60 or 70 percentile on down, there
has been no growth in purchasing power or living standards for the
last 10 years.

Senator MOYNIHAN, We don't——

Dr. CHIMERINE. That's the issue.

Senator MOYNIHAN. The great depression lasted 9 years.

Dr. BATOR. If you take—if we have another second, if you take
the income distribution figures for the United States; they are not
very good, by the way. But I think the conclusion is robust. If you
take 79 to 89, therefore exclude the effect of the recession—full em-
ployment to full employment—the top quintile does very well.

The second, third and fourth, less and less well. The bottom has
actually dropped absolutely has during those 10 years.

Now there 18 a Table in the Boskin Report that suggests, no, the
bottom fifth has improved—-—l don’t know what they have done to
get that result, but I'd be very suspicious.

Senator MOYNIHAN. Every 4 years the Economic Report of the
President is not under oath.

Dr. CHIMERINE. Mr, Chairman, can I make one last comment? I
earlier said that I was against a middle class tax cut and I think
my colleague Francis here did as well.

One thing I wouldn't be against, quite frankly, is a revenue neu-
tral middle class tax cut, reflecting some redistribution. I think it's
about time we gave some thought to a subject you're interested in,
of changing the way we raise Social Security Tax revenues; namely,
do we want to raise the tax ceiling and lower the tax rate in a reve-
nue neutral way to make it more progressive and, as a result, ease
the tax burden on many people.

Senator MOYNIHAN. Now that’s a note that 1 would like to close
on,

Dr. CHIMERINE. Thank you.

Senator MOYNIHAN. Before you leave, could you give us offhand,
or would Kou like to suggest—this has been powerful testimony—
would—which is the person, you, Dr. Chimerine, or you, Dr. Bator,
most respect who disagrees with you?

Dr. BATOR. Most respects?
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Senator MOYNIHAN. Yes. The person who you most respect who
disagrees with you?

Dr. CHIMERINE. That's a tough one, Mr. Chairman.

Dr. BATOR. On the basic diagnosis or on the prescription?

Senator MOYNIHAN. Why don’t you think about it, because we'd
likg to hear from them too, because we respect you so greatly,
and——

Dr. CHIMERINE. Senator Chafee.
Senator MOYNIHAN, Senator Chafee. All right. Well, we will leave

it like that for the moment. Thank you all. Thank you very much.
[Whereupon, the hearing was concluded at 1:18 p.m.]



APPENDIX
ADDITIONAL MATERIAL SUBMITTED

PREPARED STATEMENT OF EUQGENE l.. AMEs, JR,

Mr. Chairman and members of the Committee, | am Eugene Ames, Jr., Chairman
of the Independent Petroleum Association of America representing domestic inde-
pendent crude oil and natural gas producera. I am also representing 456 state and
regional gg'oducer associations and national, professional and service industry asso-
ciations. Together IPAA and these Cooperating Associations represent virtually all
of this country’s independent producers, who produce 60% of the natural gas and
40% of the oil in the lower 48 states,

Thank you for this opportunity to address ways of reviving a vital U.S. oil and
natural gas industry, especinlly at a time when solutions to our problems go hand
in hand with the revitalization of our nation's economy.

The top tax priority of independent producers is the elimination of intangible drill-
ing costa and percentage depletion as preference items under the alternative mini.
mum tax. These AMT penalties on dnlling are devastating the independent oil
and natural of” producers, ca %ing domestic drilling, depressing jobe creation in oil
and gas producing states, which together have resulted in significant decreases in
domestic oil production and increases in oil imports and the balance of paymente
deficit of this country.

America’s independent producers, who are particularly hard hit by the AMT drill.
ing penalties, are diverse, ranging in size from large corporations to one-person
firms. But most independents are small business operators; almost 70 percent of
them have fewer than twent& em;loyeea. In man{ respects, my own business is typi-
cal of today’s independent ofl and gas company. | am a third generation oil and gas

roducer. Y‘buameu is owned by my familx: and my sons and son-in-law are in
usiness with me. | am concerned about the future of that business and the legacy
I have worked long and hard to leave to my family.
The collective strength of America’s eight thousand, fiercely competitive oil and
gas entrepreneurs, working in 33 states, can go to work rebuilding an important
art of the national economy and providing jobs to America citizens right here at
mn:, if we are unshackled by the federal tax barriers that have forced us into liq-
uidation.

The future should be bright for independont producers. There are substantial oil
and natural gas resources yet to be discovered and produced in the United States,
and those resvurces will be found in smaller fields that are tailor-made for inde-
pendent producers. By some calculations, there is as much as 60 billion barrels of
oil and 74 billion barrels of oil equivalent of natural gas yet to be discovered using
new, emerging technology. Exploration for and development of these petroleum re-
sources is absolutely necessary for America's energy security, but it will teke cap-
ital, capital that isn't available today under the current tax laws.

THE COLLAPSE OF THF DOMFESTIC INDUSTRY

The domestic oil and gas producing industry is in a freefall state of collapae. Our
active drilling rig count crashed the last week of January to 653 rigs, the lowest
number since record-keeping began in the early 1940s. And even though the number
of active drilling rigs has risen verir slightly since, it in still off by more than 300
rigs per week from the same period last year, which had the lowest annual rig count
since 1942, when steel was diverted from the industry for the war effort.

The United States is facing a quiet crisis. Quiet because the domestic petroleum
indush;{ of the second largest oil and gas producing country in the world 18 collnsm-
ing and few outaide the industry know it. If we do not eliminate the tax penalty
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on U.8. drilling and return investment capital to this industry, we will lose the in-
frastructure of an industry which is vitally needed to prevent our nation from
drowning in a sea of imported oil.

let's look at the facts. We now estimate that there are only 8,000 independents
in the U.8,, down from as many as 20,000 during the early 1980s. We are critical
not only because of what we produce but also because we drill about 86% of the
exploratory wells and most of the new oil and gas reserves in this country. The
number of jobs in our business has dropped by more than 317,000 since the early
1980s; more than 3 times the number of U.S. oil and gas field workers are out of
jobs than in the auto industry according to Bureau of Labor Statistica. The economic
impact on banks, businesses, and entire communities in oil and gas producing states
has been devastating.

As mentioned above, the United States rig count, which is the petrolewm indus-
try's measure of drilling activity, dropped recently to the lowest level 1n recorded
hiatory. This is compared to the highest number in 1981 of 4,630. Even more alarm-
ing is the fact that in an energy crisis, no more than 1200 domestic rigs could be
mobilized due to disintegration of our induatry infrastructure and the mass exodus
overseas of equipment and talent. To make the point another way, there are fewer
rigs available for work today than have been actually working on average over the
last four decadesl

Oil production in the lower 48 atates is at a 40 year low. Since 1986, we have
loat of 1.6 million Wd of U.S. crude oil production, or 18 percent of our output. This
loaa is roughly equivalent to Kuwait'a total output hefore the Iraqi invasion, and we
sent 600,000 Americans to fight a war in the desert to prevent Iraqi from gaining
control over Kuwait's oil.

Also since 1986, our nation's oil import dependence has increased from 32 percent
to nearly 60 percent today., That means 12 supertankera a day entering U.S. porta
al a cost of around $146 million a day paid out to the Saudi's and other foreign sup-
pliera. C(‘rude oil imports already account for half of the U.S. trade deficit, an
amount which ia twice an great as that represented by automobile importa. Thia dol-
lar drain could triple to $145 billion per year in only nine years with oil imports
of 10.4 million barrels per day requiring 2¢ supertankerd to sail into U.S. ports each
day, nccording to a recent analyaia of & report by your own Office of Technology Ax-
sesament.

Only if we can stabilize and renew our rapidly declining domestic oil production
and increase natural gaa deliverahility and consumption, can wnéarevent foreign oil
importa from increasing to levels that will bankrupt the United States. Even at to-
day’s relatively low oil prices, every week nearly 1 billion dollars is transferred from
the United States to foreign nations to pay for that weeks' worth of imported oil.

There is nothing in sight which can change current trends in time to save our
industry except government action to remove the tax penalties placed on drilling by
independent oil and natural gas producers. Revival of growth and jobs creation in
the independent sector of the domestic oil and natural gas induutr{ must be a part
of any economic growth package. This revival can be accomplished by sending na sig-
nal to capital marketa to erase the red line from oil and natural gas inveatmengs
in their portfolioa, and, to n great extent, thia could be done by removing the AMT
penaltiea imposed on the ordinary and necessary business expenses of independent

oil and natural gaa producers.
THE ALTERNATIVE MINIMUM TAX PENALTY ON DRILLING

The alternative minimum tax (AMT) is a second layer of federal taxation based
on a broader definition of taxable income that appliea to both individuals and cor.
porations. When the AMT exceeda the regular tax liability in any year, the higher
AMT ia the tax liability owed. lndopondon%‘ roducers, whose ordinary and necessa
business are severely penalized under AMT, are increasingly finding that the AM
tax liability ia the larger number. Thia is in large part due to dramatic changes
made to the AMT in 1986 as a part of overall tax reform. These changes, enacted
to end a perceived abuse that taxpayers were reporting healthy financial enrnings,
yet not paying any federal income tax, penalize most capital expenditures and par-
ticularly aingled out natural resource extraction.

Independent producers are not asking for a tax-free business environment; and
we have offered recommendations to deal with the “zeroing out” concern that rome
Senators have indicated that the AMT was intended to address.

Becaure the AMT can dramatically increase the effective rate of tax, it reducea
the return on capital, and makes continued investment more difficult. Across the
board, industries dependent on high levels of capital investment for survival are
particularly vulnerable to the AMT, especially during times of economic downturn
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when profit margins are squeezed. As has been seen perhaps most dramatically in
the domestic oil and gas industry, the AMT haa apawned a number of surely unin-
tended consequences—including reduced economic growth, declining investment in
domenstic businesses, and loss of U.S. jobe.

A survey of independent Xroducera clearly shows that the AMT has altered plans
for domestic exploration and production and reduced the level of drilling by between
17 pertent and 26 percent. In addition, our statistics show that as many as half of
the independents not already subject to AMT are carefully limiting their drilling to
specifically avoid the AMT. Frankly, that's a smurt business decision considering the
tax policy, but it is a questionable tax policy that discourages the creation of jobs
in domestic drilling and production,

The independent sector of the domestic energy industry is the only industry group
that is singled out for special treatment under the T. Intangible drilling conats
and percentage depletion, analogous to the fully deductible ordinary and necesmary
business deductions in other industries, are often nondeductible in calculating the
AMT. As illustrated in attached Charts 1 and 2, the AMT penalty on drilling coste
and depletion increases both the amount of tax and the effective rate of tax imposed
on domestic producers, relative to hoth other domestic industries and to industries
overseas. More precisely, the AMT has acted as a cap on the level of drilling that
a producer will undertake. As Chart 3 shows, once a producer finds himeelf facing
the AMT, there is no tax benefit and little incentive to invest another dollar in ex-
ploring for oil and natural gas. As a direct result of misguided tax policy, invest-
ment dollars are redirected to other, often less productive, domestic uses or to for-
eign treasuries.

ntangible drilling costs (INCs) are basically the expenditures incurred by a pro-
ducer to drill a well. This name is misleading because there is nothing intangible
about these costs other than the fact they have no salvage value. INCa include the
amount paid to drilling contractors, the cost ol other labor, the cost of cementing
casing in place, clearing the drill site, building roads, elc.—the cosls incurred up
until the time the well is capable of production. Many of these expenditures are re-
quired to comply with state and federal environmental protection regulations. Theae
costs can equal as much as 80% of the cost of an exploratory well. In today's market,
to a great extent because of the AMT penalty outside financing is not available for
drilling costs, but must be paid for from the producers’ internal cash flow. In fact,
in 1990, because of a lack of external capitaﬁ internally generated cash and cash
from other oil and gas investors accounted for an estimated 80% of the operating
funds available to the independent.

The percentage depletion deduction, calculated as a percentage of the revenue
from oil and gas (but subject to a number of limitations), allows a producer to re-
cover the economic asset value created through the entrepreneurial risks under-
taken in exploring and developing oil and gas reserves—a concept uniquely appro-

riate in the extractive industries. Percentage depletion is vital to maintaining pro-

uction from the over 460,000 stripper wells in this country (77 percent of the total
number of producing domestic wells). These small oil wella are owned by “mom and
pop” inde{rendent producers, but collectively they produce over 1,000,000 barrela of
ail each day and contain reserves estimated at 3.6 billion barrels of oil. Stripper
wells are a valuable and precious resource for our country. If they are abandoned
prematurely and the pipe ia pulled and sold for ecrap and the holes pumped full
of cement, these reserves are lost forever.

The full deductibility of IDC and percentage depletion, aanctioned by the tax code
for over 60 years, ins criticel to the independent o1l and natural gas industry, where
the key to economic survival in a risky, capital intensive business is cash gow. Yet
under the AMT, to the extent I1DCa exceed 66% of oil and gas income, they are often
nondeductible. This is especially detrimental in an industry where producers have
traditionally reinvested over 100 percent of oil and gas income in new drilling. In
addition, corporate taxpayers are required to make a second adjustment with regard
to 1DC in the form of the AMT adjusted current earnings (ACE) adjustment. Some-.
what perversely, the higher the level of drilling. the more likely a producer is to
2}:}1{112113@1( in AMT. Percentage depletion ia also entirely nondeductible under the
Serious problems demand serioua solutions. Without immediate reform of the al
ternative minimum tax through the elimination of the tax penalties on drilling coats
and percentage depletion, a domestic oil and natural gas industry ia on its way to
becoming a memory and our vast remaining resource base of vil and natural goa
will remain undeveloped as our foreign oil importa increase to volumes which
threaten the financial syatem of the United States.

Thank you for the opportunity to deliver this message.
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SIMPLIFIED AMT CALCULATION CHART |
{Smaller taxpayer at 15% regular corporate rate)

This simplified example illustrates the inequity created when ordinary and necessary business
expenses are subjected to IDC and percentage depletion preference treatment under the AMT,

OTHER OIL & GAS
REGULAR TAX CALCULATION TAXPA (ER TAXPAYER
GROSS INCOME 700,000 700,000
ORDINARY & NECESSARY

BUSINESS EXPENSES (650,000)

IDC (450,000
OTHER OIL & GAS EXPENSES (150.000;
PERCENTAGE DEPLETION —— (50,000)
REGULAR TAXABLE INCOME 50.000 50,000
(1) REGULAR INCOME TAX 7,500 7,500

(@ 5% corporate rate)

ALTERNATIVE MINIMUM TAX CALCULATION

REGULAR TAXABLE INCOME 50.000 50,000
IDC PREFERENCE® 76,750
PERCENTAGE DEPLETION
PREFERENCE e 50,000
ALTERNATIVE MINIMUM
TAXABLE INCOME 50,000 176,750
(2) ALTERNATIVE MINIMUM TAX 10,000 35,350
(@ 20% corporate rate)
TOTAL TAX LIABILITY 10,000 35,350
(Higher of | or 2)
EFFECTIVE TAX RATE 20% . T0%

Note: This example has been simplified for illustrative purposes and ignores, among other things,
the ACE adjustment, the special energy deduction, and the $40,000 exemption amount,

TAX LIABILITY HAS MORE THAN TRIPLED!

‘ (M
3) EXCESS IDC (IDC IN EXCESS OF

AMORTIZABLE AMOUNT) 405,000
NET INCOME FROM OIL & GAS

GROSS INCOME 700,000
OTHER OIL & QAS EXPENSES (150,000
AMOKITIZABLE IDC (43.000)
508.000

X 65%

328,250

i4)

(3) fess () 76,150
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SIMPLIFIED AMT CALCULATION CHART 2
(Larger taxpayer at 34% regular corporate rate)

This simplified example illustrates the inequity created when ordinary and necessary business
expenses are subjected to IDC and percentage depletion preference treatment under the AMT,

OTHER OIL & GAS

REGULAR TAX CALCULATION TAXPAYER TAXPAYER
GROSS INCOME 3,000,000 3,000,000
ORDINARY & NECESSARY

BUSINESS EXPENSES (2,800,000)
IDC (2,000,000)
OTHER OIL & GAS EXPENSES (600,000)
PERCENTAGE DEPLETION S (200,000
REGULAR TAXABLE INCOME 200,000 200,000
(1) REGULAR INCOME TAX 68,000 68,000

(@ 34% corporate rate)
REGULAR TAXABLE INCOMEF, 200,000 200,000
IDC PREFERENCE®* 370,000
PERCENTAGE DEPLETION

PREFERENCE e 200,000
ALTERNATIVE MINIMUM

TAXABLE INCOME 200,000 770,000
(2) ALTERNATIVE MINIMUM TAX 40,200 154,000

(@ 20% corporate rate)
TOTAL TAX LIABILITY 68,000 154,000
(Higher of | or 2)
EFFECTIVE TAX RATE 34% %

Note: This example has been simplified for illustrative purposes and ignores, among other things,
the ACE adjustment, the special energy deduction, and the $40,000 exemption amount.

TAX LIABILITY HAS MORE THAN DOUBLED!

*IDC PREFERENCE
(3) EXCESS 1DC (IDC IN EXCESS

AMORTIZABLE AMOUNT) 1,800.000
NET INCOME FROM OIL AND GAS

OROSS INCOME 3,000,000

OTHER OIL & GAS EXPENSES (600,000)

AMORTIZABLE {DC (200,000)

2.200.000

X.$3%

4) 1,430,000

370,000

(3} dema (4}
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SIMPLIFIED AMT CALCULATION
IDC PREFERENCE AS A CAP ON DRILLING CHART 3
(Larger taxpayer at 4% regular corporate rate)

Despite the increasing level of IDC expenditures, total tax liability remains essentially the same. The IDC
preference acts as a cap on the level of drilling activity because producers will not invest cash in

nondeductible expenditures.

SCENARIO SCENARIO SCENARIO
1 2 l
GROSS INCOME 3,000,000 3,000,000 3,000,000
ORDINARY & NECESSARY
BUSINESS EXPENSES
(e (1,800,000} (2,000,000) (3,000,000)
OTHER OIL & GAS EXPENSES . {600,000) (600,000) (600,000}
PERCENTAGE DEPLETION {200,000} (200,000} (200,000
REGULAR TAXABLE INCOME 400,000 200,000 (800,000)
(1) REGULAR INCOME TAX 136,000 68,000 0
(@ 4% corporate rate)
ALTERNATIVE MINIMUM TAX CALCULATION
REGULAR TAXABLE INCOME 400,000 200,000 {800,000)
10C PREFERENCE® 177,000 370,000 1.335.000
PERCENTAGE DEPLETION
PREFERENCE 200,000 200,000 200,000
ALTERNATIVE MINIMUM 777,000 770,000 735,000
TAXABLE INCOME
(2) ALTERNATIVE MINIMUM TAX 155,400 154,000 147,000
(@ 20% corporate rate)
TOTAL TAX LIABILITY 135,400 154,000 147,000
Higher of L or 2)
4RC PREFERENCE
t3) EXCESS IDC (IDC IN EXCESS
AMORTIZABLE AMOUNT) 1.620.000 1,800,000 200 000
NET INCOME FROM OIL AND OAS
GROSS INCOME 3,000,000 3,000,000 300¢ 000
GTHER OIL & GAS EXPENSES (600.000) {600.000) (600 900}
AMORTIZABLE IDC {180,000} {200,000} (300.000)
1,220,000 2,200,000 2,100 000
4. ] X63% X458
(4} 1,443,000 1,430,000 1 363 W0
117,000 370,00 1.338 000

1 leas 14)
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PREPARED STATEMENT OF FrANCIS M. BATOR

Mr. Chairman, Senator Packwood, Members of the Committee: | am Ford Founda.
tion Professor of Political Economy at the Kenned{ School at Harvard. I learned my
politics from Lyndon Johnson: during 1966-1967 I served President Johnson as dep-
uty national security adviser with responsibility for American-European relations

and for foreign economic policy.

I am honored to be here.
Getting fiscal policy riﬁht is never entirely easy. But I believe your current task,

Mr. Chairman, is unusually complicated. We are plagued by fwo macroeconomnic ail-
menta. They call for opposite fiscal actions. And the public believes—mistakenly—
that the action that is more immediately needed is in and of itself wrongful.

¢ The problem for the long term is to overcome twenty years of slow growth in
productivity and almost no growth in real wage rates, A necessary remedy for that
18 more investment, both by business and by government—in machinery, in tech-
nology, in people, o free up the workers and capacity that will be neceded to
roduce the investment—once the economy is approaching full employment—we will
ave to reduce the relative share of consumption (inclu ing defense), that is in-
crease national saving. The only reliable method for that is to make the deficit in
the feders! government's structural operating budget much smaller, indeed, to turn
itinto a aurilua b¥ the end of the decade.

¢ The problem for the near term is to reverse the rise since mid-1990 in unem-
loyment. [t has been caused b{ a still worsening shortfall in total demand relative
0 potential output. As a result, a large ?ap has opened up between what we are
actually producing and what we can safe y produce without speeding up inflation.
To make mote certain that the gap begins to narrow this summer, we should now
take budgetary action to boost demand; perforce, that will make the FY '92 and
early '93 budget deficits—but only those deficits—substantially larger. (The graph
on page 11 shows the gap clearly. Measured at current prices it is now running at
about $260 billion per annum, or'$3,300 per representative family.)

Curing the long,oterm malady will be both hard and painful; overcoming the imme-
diate problem is both technically relatively easy and the opposite of painful—every-
one benefits. But it is politically complicated by the notion that budget deficita are
in and of themeelves wrongful. 1Xhat notion is mistaken.

Deficits, even very large deficits, are not bad as such, any more than are taxes
or government spending. It depends on the economic situation, and on what effect
one wants the budget and money to have on the economy: on total output, employ-
ment, and inflation; on how output is divided amogf; consumption and investment,
grivate and public; on the after-tax, after-transfer distribution of income, especially

etween the P;:oor and the non-poor; and last, on the microefficiency of the economy.
Those are the thinga that really matter. (We sometimes talk as though what
mattered was the effect of the economy on the budget. The truth is the opposite.
The test of the Federal budget is not what it does to the %ovemment'a financial sit-
uation but what it does, together with monetary policy, to the economy.)

Please don’t misunderstand. I believe that the 1984-89 deficits were very bad
deficita—they did grave damaq;.». Coming on top of the decline in private saving, ex-
cessively stimulative Federal budgets caused public and private spending on con-
sumption to grow much faster than the economy’s inflation-safe recovery path. To
make room—to prevent an inflationary boom-—the Federal Reserve was forced to
compress by means of high real interest rates the other two components of spending:
domestic investment and net exports. As a result, the share of tﬁoee wealth-increas-
:’r;,glahareu fell from over 9% of ONP during 195079 to less than 4% during 1982-

But for now, with the already large gap between actual output and potential out-
put getting larger, consumption and investment are not in practice rival. As long
as there is a large supply of unemployed workers and idle capacity, and inflation
is under control, a temporary increase in the deficit and one time jumnp in the Fed-
eral debt need not crowd out either private domestic investment or net exports, and
¢omequentlr need not impose a significant burden on the future. On the contrary,
as long as the Federal Reserve aggressively counters any upward pressure on inter-
est rates, tax-cut induced spending on consumption that improves capacity utiliza-
tion is likely to give rise to more rather than less business investment.

! That outcome was predictable. 1 enclose, for the record, a draft OpEd piece I recently found
in my files dated 9/10/84 (“Why Vice President Mondale is Right on the Budget, and President
Reagan Wrong"). The fifth paragraph predicte that what happened would happen. Many other

economista said the same thing.
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THE IMMEDIATE TASK

According to the mainline forecasta, the economy will turn up this spring or sum-
mer even if we take no fiscal action. That seems to me a o«xf two-to-one, perhaps
even three-to-one bet, assuming that the Federal Reserve drives interest rates still
lower, and collaboratea with the Treasury to flatten the yield curve. But those odds
imply a one-in-four chance that the economy will remain flat, or worse, go into a
far more dangerous downawing. The longer final demand remains flat, and unem-
ployment and idle capacity keep n'ain%(.lthe eater the risk of stall-out,

f do not think that risk is worth ta 'n& dence demands that we take promf‘:‘
self-terminating fiscal action designed to produce a first-round increase in to
spending on the order of $60-80 hillion during the next year (approximately 1% of
IND), Think of it as insurance agninst a one-in-four chance of continued stagnation,
or a nasty second receasion. The likelihood that a one Kear fiscal push of that size
would produce an inflationary boom seems to me negligible.

The precise content of a stimulus package matters less than that it be prompt,
large enough to matter (though not larger), and temporary. There are many choices.
Two months ago, Robert Solow and | suggested one posesible program, consisting of
an acroas the board, one-year-only flat percentage increase in all grant-in-aid checks
written by the Federal government to 810 states, cities and localilies, and an acroes
the board flat percentage reduction, for one year only, in all Federal income and
{myroll tax rates. (Today, I'd be inclined to make the sum of the two rather larger
han we auggested two months ago.)

But whatever temporary ﬁucaf actions you choose to take, please do so quickly.
I would respectfully urge you not to get bogged down in debate about income dis-
tribution, tax justice, and who in middle class; it is bound to get in the way of
prompt action. After ail, the measures would be for one year only; the simpler and
more straight-forward the better. The goal is to increase total demand, not to redis-
tribute income or even to try to shift ita composition in favor of investment. All that
is enormously important, but cannot be welr decided quickly, especially in an elec-
tion year.

l’rﬁy afraid the President's program is not that kind of program. So it's up to the
Congress. You might even want to make yours a two year program, but stoppable
or reducible by a single presidential decision, when he believes that evidence of a
turn around is clear and strong. You, the Congress, choose the precise content of
the {mckage. He, the President, chooses when to stop within the two year limit. (It
would be a useful first step toward removing counter-cyclical fiscal policy that is
dintributionallg neutral from its current straitjacket, and putting both authority and
responsibility for it where it belongs: in the Oval Office.)

ou are being told not to take short term action that will harm us in the lo
term. It's a good rule, but 1 would coujwle it with another: take whatever action
help in the short term as long as it does not harm us in the long term. The firat
g‘%rt says that permanent tax cuts that stimulate consumption are a very bad idea.

e second part eays that temporary, self-terminating ncgion to stimulate demand
in the near term is a good idea.

In a perfect world, steps to boost demand this year would be made part of a dec-
ade-long plan of budget tightening and monetary easing designed to reduce substan-
tinlly the share in GNP of defense and consumption and increase the share of pri-
vate and public investment, including investment in R&D and education. Restoring
the net national aaving rate by the end of the decade to what it was during 1950~
79 would be a reasonable target. But an election year is not the time to launch such

an extraordinary effort,
THE LONG TERM TASK

The attached short article, “Why We Must Raise Taxes” (Challenge, March-April
1990) spells out what I think we need to do over the longer term to make the econo-
txp l’a productive capacity grow faster. Here, I would like to supplement it only as
ollows:

(1) Absent a fortuitous increase in private saving, merely balancing the govern-
ment’s structural operating budget by the end of tﬁe decadve will not suffice to re-
store the national net-worth increasing shares in GNP to their 195079 level. To
supzplement private saving we are likely to need positive Federal saving.

(2) Trying to increase national savit}g by tax concessions designed to stimulate
private saving is a losing proposition. Evidence indicates that the total amount of
private saving—-the amount of their after-tax incomes that private parties choose
not to spend on consumption—is affected hardly at all by changes in the after-ltax
return to saving. Moreover, most tax measures aimed at boosting private saving will
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reduce revenue and thus government saving (measured properly, along a given in.
flation-safe GNP path), The net result is ﬁﬁely to be a reduction in total national
saving--and that is what matters—as well as a more unequal distribution of in-
comes.

(3) The peace dividend will help. But even a dividend on the order of 3 g‘ercentﬂge
ointa of GNP will take us only about half way to the saving we need. To achieve
he rest, we will have to cut civilian upending and increase taxes.

i4) In light of that arithmetic, I don't see how we can get away without a substan-
tinl increase in taxes. My own preference would be for taxing energy and pollution,
and for rome kind of value added or national sales tax, carefully tailored to protect
the poor. (When thinking snhout the tax burden, we should remember that the share
of all taxea relative to potentinl GNP in the United States, currently at about 32 %,
in sigmiﬁ(:untl,v lower than in any other western industrial country.) )

(6) Contriving n large shift from consumption to investment, private and public
in a delicate operation. Budget tightening by itself will only compress demand an
free up workers and capacity. To make sure that they are drawn into gmducing ma-
chine tools, hridges, computera for schools, and trained teachers and exports, the
Federal Reserve will have to offset budget tightening with still more aggressive
monetary easing. Public investment will have io increase. We may even need pome
carefully pinpointed tax devices for stimulating investment, such as an investment
tax credit. ((gver the long pull, reducing the capital gaine rate will not increane na-
tional saving and is in any case a grossly im-ﬂ}x)civnt and inequitable way to atimu-
late productive business investinent.)

A6) When thinking about the long term problem we should keep in mind that we
are a very rich country, much richer than in the past, and aimliﬁcantl,v richer atill
than any of our richest friends. The notion that we cannot afford to do what we need
to do---both here and abroad-- seems to me nonsense. In 1990, GNP per family of
atandard size (3.2 persons) came to about $71,000. Ten years ago the correaponding
figure in inflation adjusted dollars was $61,000, twenty years ago $61,000, in 1950
$34,000. The figures for after-tax, after-transfer disposable income were $62,000 in
1990, $44,000 in 1979, and $23,000 in 1950, Personal consumption per family
amounted to $46,000 in 1990, $39,000 in 1979, and $21,000 in 1960.

(7) The bad news is that:

¢ Since 1973 we have not been growing richer fast enough. Moreover, much of
the growth we've had hee been due to our working more and harder.

e The distribution of income and consumption is extraordinarily uneven, and
has becom~ distinctly worse since 1979. Were | to revise the above statement,
I would probably list income distribution as our third major problem. But that

tov is for the longer term.
Attachments,

Why Vice PrRESIDENT MONDALE I8 Ruw'r ON THE BUDGET, AND PRESIDENT REAGAN
RONG

[By Francis M. Bator, Beptember 10, 1664)
! President Reagan says that we need not raise taxes because rapid economic ex-
pansion will make the deficit shrink. Is he right?

The President's major premise ia certainly right: the faster total spendixﬁ and
thus output and employment rise—indeed, the fastor prices rise—the faster | tax-
able Income and thus tax revenues increase, unemployment and welfare payments
fall, and the deficit shrink. Suppose that the President's minor premise turns out
also to be right—the forecast that the economy will continue to expand raﬂly. Sup-
rooe, in other words, that during the next several years the deficit does shrink rap-
dly as a result not of legislative action but of continuing rapid economic ex&amion.
Would it follow that the deficit has been harmless and that Vice President Mondale
has been wrong to cry wolf?

The op{)osite is the truth. The faster the deficit shrinks, if that shrinkage is the
result not of legislative action but of continuing rapid economic expansion, the more
damage the budget will have done.

Paradox? Not once you consider that it is not the effect of the econoray on the
budget that matters but, rather, the effect of the budget on the economy. The base-
line budgets for fiscal years '86-'87 are dangerous ?recisely because they will tend
to make total spending and thus output rise too rapidly, unemployment and idle ca-
pacity shrink too rapidly and thus cause wages and prices to reaccelerate. When un-

employment was in the 8-10% range, and ca&mcit{ utilization well below 80%, 6-
7% rates of annual expansion in real demand and output were a good thing. But
as the unemployment rate drops below 7%2% and capacity utilization approaches the
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efficient 86%—and if expansion does not decelerate to the 2-3% rate at which the
c:Hacity of the economy is growing—the result is bound to be a rekindling of the
inflation that we paid such a large price to cure.

Is too rapid economic ex&ansion, a demand driven boom of the sort that caused
inflation to accelerate in '656-'69, inevitable unless we take legislative action next
winter to reduce the '86-'87 deficits? Not at all: total spending and thus ouput de-
pend both on fiscal and monetary policy. In principle, the Federal Reserve can over-
ride excessive budgetary stimulus and prevent a boom. Failing legislative action, the
budget will cause the sum of government purchases and personal consumption
spending on non-durables and services (driven by rising after tax, after-transfer in-
come), to increase rapidly. But the Fed can keep the lid on total spending by using
tight and expensive money to squeeze the other, interest- and credit-sensitive com-
ponents of spending: residential construction, consumer durable purchases, plant
and equipment investment and, through the effect of interest rates on the exchange
rale, net exports. If the Fed manages to do that just right, we will avoid an infla-
tionary boom despite the excess stimulus in the budget. Instead, we will have com-
{:rumiwd the future growth of the economy’s capacity to produce goods and services

y reducing the amount of capital formation in housing and plant and equipment
and state and local capital, and increased the debt we owe to the rest of the world.

If we do not fix the Kudget next winter, that is just what the Fed will tr{ to do—
prevent a boom by squeezing the components of ?ending over which it has leverage
and thus make room for the rapid, budget caused rise in government purchases an
non-durable private consumption. But for technical If not political reasons, that's a
hard act to pull off. Trying to contain a boom by tight money, in the face of & highly
ex;}mminnary budget, makes for very grabb{y brakes. Getting the degree of monetary
tightness juat right is difficult. Aware of the danger of overkill, the Fed may not
make money quite tight enough; if so, we will reproduce the '66-'68 demand-pull
boom, driven by a very expansionary fiscal policy, insufficiently restrained by tight
money. On the other hand, aware of the danger of a reaccelerating inflation, the
Fed may step on the brakee too hard causing too large a drop in credit sensitive
spending, and produce a recession sometime in late '85-'86. Whatever the outcome,
whether the Fed is too loose, overkills or gets it just right we will have an unhappy
result; an inflationary boom, a recession, or sustainable growth in the near term
\«gth, c?owever, insufficient capital formation, and large amounts of borrowing from
abroad.

To improve the menu, we need to take large fiscal action next winter. That need
is in no way reduced by the fact that continued expansion—that is, rapid economic
expansion laster than the growth in the economy's non-inflationary capacity to
produce goods and services—would shrink the deficit rapidly, automatically as it
were. The President’s economists ought to oxglain that fact to him. The analytic
goint is that the actual movement of the deficit is a very Floor measure of what the

udget Is doing to the economy. It is a consequence of what the economy is doing
to the budget, as much as a cauae.

The question of what kind of los'ialative fiscal tightening is appropriate remains
open of course. In principle, expenditure cuta and tax schedule increases are in this
respect substitutes. Here, it js the arithmetic that makes Mondale right and Reagan
wrong. Assuning that the Fed avoids both a boom and a recession, and that there
is no further budget tighten,ingbgvxt winter, 1987 revenues at exisling tax rates will
fall short of expenditures by about 19%. For good macroeconomic results we should
take leginlative action to try to reduce that deficit by about 12 percentage oints,
To bring that about without cutting defense and mandatory entitiements, and with-
out raising tax rates, one would have to cut non-defense discretionary spending—
it has already been reduced a lot—from 16% of the budget to less than 6%. Cuts
of that sort are not only infeasible but would be undesirable. Indeed, though some
economies are to be had, we should increase spending for those categories. Be that
as it may, there is no good solution, failing large legislated increases in the tax
schedule. Mr. Mondale is dead right when he says that the President ought to be
made to face up to that fact and to tell the country how he intends to cope with

it before the election.
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Why We Must Raise Taxes

Net nauonal saving and investnent
by Americans—what we devote o
increasing our net worth in the form
of business plant, machinery, and in-
ventory, housing, public civiian in-
frastructure, and claims on the rest of
the world-—fell from 9 percent of
GNP dunng 1950-79 to 2.7 percent
during 1982-88. Dunng 1950-79 it
never vnce fell below 6 percent,

The shortfall in nauonal invest-
ment, and not the trade deficit, is our
major resource allocation problem.
Had we offset the growth in
Amenca's foreiga debt by enough
extra domestic investment in pro-
ductive plant and equipment—had
toral national investment by Ameri-
cans, domestic plus foreign, been
sufficient—the inflow of foreign
capital and the associated trade def-
icit would have been a bargain,

Insufficient investment 'vill not by
itself cause an action-forcing crisis
Butitwill cause a gradual slowdown
in the growth of national income.
Imperceptible year by year, the cu-
mulative effect on the quality of
American life would be profoundly
harmful. With not ¢nough new
wealth to go around, any one
person’s gain would have to come
increasingly from other people’s
losses. Conflict over the distnbution
of wealth could casily become our
main political preoccupation.

Increase national saving
To make room for enough invest-

ment—public and private, hard and
soft (to support research and educa-

ChallengeiMarch-April 1990

tion}—we must sharply increase na-
nonal saving, the combined total of
private saving and government sav-
ing. Guvernment saving consists of
the operating budget surpluses of all
levels of govemment; govemment
operaung deficits constitute dissav-
ing, a subtraction from national sav-
ing. The only reliable method for
increasing national saving is to in-
crease federal goveimment saving.
That means gradually shifting the
govemunent's structural operating
budget—what the budget would be at
high employment, including social
secunty, but excluding federal civil-

. ian investment—from a large deficit

to a large surplus.

Trying to increase national saving
by tax concessions designed to stim-
ulate private saving is a losing prop-
ositon. Evidence indicates that the
total amount of private saving—the
amount of their after-tax incomes that
private parties choose not to spend on
consumption——is affected hardly at
all by changes in the after-tax retum
to saving. Moreover, most tax mea-
sures aimed at boosting private sav-
ing will reduce revenue and thus
govemment saving (measured prop-
erly, along a given inflation-safe
GNP path). The net result is likely to
be areduction in total national saving,
as well as a more unequal distribution
of incomes.

Suppose we wanted national in-
vestment to regain its 1950-79 share
of 9 percent of GNP by the mid-
1990s. Barring a large spontaneous
jump in private saving, we would
have to shift the government's struc-

tural operating budget from a deficit
measuring 2.9 percent of GNP in
19883 to a surplus by the mid-1990s
onthe order of 5 to 6 percent! Merely
balancing the federal budget would
not restore national saving. To sup-
plement meager private saving, we
need positive federal saving.

Ido not say that a 9 percent invest-
ment share is the right target. But
unless we are willing to hobble
along with much less investment
than during 1950-79, the conclusion
is hard to escape: We have to raise
taxes. Even heroic cuts in defense
and entitlements will not yield
enough federal saving soon enough
to make room for anywhere near
enough nadonal investment. (The
President’s *“flexible freeze”* would
result in grossly insufficient invest-
ment for at least another decade.)

Reduce interest rates

For more investment, tightening the
budget is a necessary but not a suf-
fictent action. By itself, it will senve
only to reduce personal consump-
tion and govemnment purchases, thus
frecing up resources: workers and
capacity, Drawing those resources
into producing capital goods and ex-
ports—avoiding a recession—will
require aggressive Federal Reserve
action to drive down intercst rates, a
liberal investment tax credit, and
more public investment. Real inter-
¢st rates would have to be driven
much lower, both to encourage do-
mestic investment and to cause the
dollar to become cheap enough to
induce foreigners and Americans to
switch more of their spending from
foreign goods to American goods.
To keep such switching from caus-
ing a recession abroad, foreign gov-
emments, especially the Germans
and the Japanese, would have to take
expansionary fiscal action.

Cutiing the U.S. capital gains tax
would not help. Over time it would
reduce revenue and government
saving, have little effect on private



saving, and thus would almost cer-
tainly reduce national saving,
Moreover, it is a notably cost-inef-
fective method of stimulating pro-
ductive new business investment. It
would encourage real estate specu-
lation.

Responsibility for the collapse of
national saving and invesiment falls
squarely on the federal government
Sutistically, the decline in private
saving has accounted for about half
of the collapse in national saving.
But the federal govemment could
and should have offset falling pri-
vate saving by increasing federal
saving, that is by running a lasge
structural operating surplus. It did
the opposite. If you tum the steenng
wheel of your car sharply tothe right
when the road is clearly tuming to
the left, 10 say that the road made the
car ¢crash 1s missing the point.

Since late 1983 the Federal budget
has been much too stimulative,
Sharply rising government non-
insestment purchases and transfer
payments, and insufficient taxes—
all in the face of a falling private
saving rate——have caused public
plus private spending for consump-
tion to grow much faster than infla-
tion-safe GNP, To prevent an
inflationary boom—to keep total
spending on American goods within
the inflation-safe capacity of the
economy—the Federal Reserve has
had tu use high real interest rates to
**crowd out’’ the other two compo-
nents of spending on U.S. goods:
domestic investment and netexports
(the proceeds of which go to in-
crease American ownership of
¢laims on foreigners)

That more net exports were
crowded out than domestic invest-
ment—sthat net foreign investment
by Americans was hurt more than
domestic investment—was coinci-
dental. Had foreign money been less
attructed by the high interest rates
available in New York, the ex-
change rate would have risen less,
but U.S. interest rates would have
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risen even more. As a result, net
exports and thus net foreign invest-
ment by Americans would have suf-
fered less, but domestic investment
would have suffered more.

GNP budgeting

The good news is that even an ambi-
tious program for increasing invest-
ment need not be very painful. For
example, even without cutting de-
fense—and without any improve-
ment in the sluggish 2.5 percent per
year pace at which potenual, infla-
tion-safe GNP has been growing re-
cently-~we could restore the
national investment share in a half
dozen years to what it was dunng
1950-79 and increase public ser.
vices in step with potential GNP,
without ever having to reduce the
real personal consumption of a rep-
resentative family of 3.21 pecple
below the roughly $45,000 that it is
now. If Mikhail Gorbachev does

what he says he will do—if we can |

cut defense safely by more than we
need to increase spending on the
poor, on public services, and to sup-
port a forward-looking foreign eco-
nomic policy—we can do even
better.

The reason is that we are a rich
country: GNP per representative
family exceeds $67,000. But to
maintain the vigor of our own soci-
ety, and to keep playing our part in
the world at large, we need to be-
come better-off sull, and that will
take more investment. For that, we
have toincrease taxes, not to provide
the government with money 1o pay
its bills, but 1o hold down taxpayers’
spendable incomes and consump-
tion and thus to free up enough
workers and capacity to produce the
additional investment.

In comparison with the rest of the
industrial world, we are an un-
dertaxed nation. Relative to gross
domestic product, the current re-
ceipts of all levels of government in
1987—1the last year for which com-

parable figures are available—mea-
sured 32 percent in the United
States, 33.2 percent in Japan, 34.5
percent in Switzerland, 39.5 percent
in Canada, 40.7 percent in the
United Kingdom, 44.4 percent in
West Germany, 47.6 percent in
France, and 62.7 percent in Sweden.

Taxes are not good or bad as such,
any more than are government
spending, deficits, debt, high or low
interest rates, and a cheaper or
dearer dollar. They are good or bad
according to what effect we want the
budget together with monetary pol-
icy to have on total national output,
employment, and inflation; on the
division of output among personal
consumption, public services, and
private and public investment; and
on the distnbution of income after
taxes and transfers, especially be-
tween the poor and the rest of us,
Those are the things that really mat-
ter.

In our political debates aboul eco-
nomic policy we typically ignore
those large questions of GNP bud-
getingandargue instead about taxes,
government spending, and interest
rates innorelation to what allocation
of the GNP we wunt those policy
instruments to achieve. Yet there are
real choices to be made here, choices
not about deficits, or debt, or taxes,
but about the best use of our scarce
labor and material resources.

Opinions will differ about the best
choices; that is what makes the prob-
fem political rather than merely
technical. Helping to form, com-
pare, and compromise such opinions
is the task for political leadership at
its highest. Unless our elected lead-
ers take the trouble to understand
what these choices are, and have the
courage to help explain them to the
rest of ug, we will continue to make
them blindly and get what we want

only by chance.
FRANCIS M BATOR
Ford Foundation Professor
of Pohiucal Ezonomy
Keanedy School of Goverrnent
Harvard Universiry

March-April 1990iChallenge
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PREPARED STATEMENT OF THOMAS M. BLOCH

Mr. Chairman and members of the Committee, my name is Thomas
M, Bloch, Preaident and Chief Operating Officer of H&R Block, Inc.
1 appreciate the opportunity to appear before you today to present
H&R Block's views on the tax burden of middie income taxpayers.

H&R Block is headquartered in Kansas City, Missouri and is the
nation's largest income tax preparation service, We have close to
9,000 company-owned and franchise offices worldwide employing over
56,000 people during the tax filing season. Last year we prepared
11.7% of all individual U.S. tex returns for a total of over 12
million returng. In addition to our U.S. operation, we have
offices {in Canada and 13 countries overseas.

We have been serving America's taxpayers since 1955 when my
father, Henry Bloch, and his brother founded the company. I am
here today because the vast majority of our customers are middle
and lower income taxpayers. We have more experience working with
and listening to middle and lower income taxpayers than anyone
elso. As a result, wa are in a unique position to learn of the
practical problems and concerns faced by America's taxpayers.

What we have found over recent years is a growing sentiment by
middle America that they are not being treated fairly by the
federal tax code. Increasingly they tell us that they are paying
more than their fair share and they feel frustrated and angry about
that, Our customers have expressed their concern that they were
laeft out of the boom years of the 1980's. They perceive, and
studies suppnrt this perception, that the rich experienced no
significant adverce effect from tax legislation enacted during
these years, and in fact, may have gotten richer because of it.

Our clients feel that this same tax legislation, in
particular, the Tax Reform Act of 1986, increased their tax burden.
They point to the elimination of the deductions for personal
intorest and sales tax, as well as the restraints on deductions for
mudical, job related, and moving expenses, as contributing to this
burden. Our customers know we strive to provide more than guality
tax preparation services -- they know we are equally committed to
listening to their concerns, and in turn using our expertise to
help them get a fair shake from the federal tax system.

CHANGING THE WITHHOLDING RATES

Befeore addressing the need for middle income tax relief, I
would like to talk about the recent change to lower the withholding
rates. 1In his State of the Union addresas, President Bush announced
that one of the keystones of his economic recovery proposal was to
lower the withholding rates so taxpayers will have less withheld
from their paychecks this year. This is not a tax cut, but merely
puts a few extra dollars into texpayers' pockets now rather than
allowing them to receive a large lump sum refund payment next
spring. Under the new tables, single taxpayers receive on average
an additional $2 per week in their paychack. However, this means
that tax refunds for single taxpayers will be reduced by
approximately $172 next year. Married taxpayers who both work snd
who file jointly will receive $690 less next year. Since the
average vefund is over $900, we know that many taxpayers are going
to be unpleasantly surprised to discover next year their refund is
substantially lower, or that they owe money to the IRS.

A NEW PAPERWORK AND COST BURDEN

A major concern for us is the fact that this action has
created a new paperwork burden of needless complexity for taxpayers




120

as well as for employers, and an additional cost to the federal
qavernment. The fact i{s that this change creates an inconvenience
for our customers who must take action {f they want to get the same
refund amount noxt yoar. We know they have had the choice over the
yoars to file now W-48 80 they could have less withheld -~ the
fact is they didn't do {t. Now, those same taxpayers who have
shown their acceptance of the current system, must take the steps
to keep the status quo. Those new W-4s create an additjonal
paperwork burden for taxpayers, their employers, and for the IRS,

POTENTIAL COMPLIANCE PROBLEMS

Another {ssue you should be aware of, is8 the potential
compliance problems that could be created by reducing, and i{n some
cases eliminating, taxpayers' refunda. This is not a bhusiness
concorn for H&R Block, but will be a problem for the IRS. If, for
example, cortain taxpayers expect to owe taxes, instead of recuive
a refund, they may be less inclined to file a tax return next year,
Consequently, the IRS will have their workload increased because
they w{ll have to {dontify and locate thase new tax avoiders. This
i{s a vory real possibility which will create unanticipated problems
and an additionsal burden for the IRS,

TAXPAYERS LIKE REFUND3

Wo have found over the years that most of our customers liko
getting refunds, In fact, noarly 70% of all taxpayers got a
refund, For many of them, their federal tax refund is their
preferred savings program, ono they believe they would be unable to
manago othorwise. 1In order to help our customers adjust to this
new action, we are now offering free preparation of their wW-4 forms
89 they can continue their withholding at the same level. This
freo service {s available to all taxpayers, whother or not they are
Block customoers. We hope this move will help those taxpayers who
otharwise would be very disappointed next year to find out they
cannot afford a major, consumer purchaso like a new appliance or a

downpayment on a new car,

As stated proviously, taxpayers have had tho choice for years
to have leoss withheld, but they did not do it. They profar the
forced savings program that their tax refund provides. Is it
right, then, for the qovernmant to automatically cut the amount of
withholding without first asking the taxpayer {f this {s what he or

she wanty/

WHY_ MIDDLE INCOME TAX RELIEF IS NEEDED

Reducing refunds is not going to solve the real problems faced
by America’s middle and lower income taxpayers. Study after study
has shown that middle income taxpayers are justified in faeoling
unfairly taxed. For instance, the Congressional Budget Office
roleased a comprehensive study last year which lookad at the entire
spectrum of foderal taxes and found middle income taxpayors now pay
a higher share of their income i{n overall federal taxes than thoy
did tefore the tax breaks enactoed {n 1978 and 1981. In fact,
according to CBO figures, the top 1% of taxpayere will pay on
average $83,4%7 less in overall federal taxes in 1992 than they
paid in 1977 (includes personal and corporate income, social
gsecurity and excise taxes). At the same time, the middle 20% of
taxpayers will pay an average of $280 more in overall federal taxes
in 1992 than they paid in 1977 (these figures reflect income gshifts

and inflation).
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These figutes g:e troubling -- troubling enough that we have
cermisnicned our own study to further investigate the shifting tax
burden on middle ineome taxpayers, The results of thal study
should be available “ater this month,

WHAT 10 DO_“BOUT PROVIDING TAX_RELIEF

What oar Tongreas g o provide fSax relief to midlle dncore
tamnbaye o T oweuld fake 0 talk about the direction that Jongres.
ot cornor gty s Wl doase e gpecifte changes Lthat can be

Lt ey o et ey wf 0 T angrens reapoanded G the pae et
Stoaer e RS Y T L raxg eyers by antrodes fag Onge proposoal gt
ooohen teo pr o vite e varsery Gf o dax o relied to omeddle oo ave

. e apptad e etforts ta addrags thin rgror e e
Aeg Loorum tor peable debate on Lhe passible courses of
Lig quvsticne hecome what typo of rulref to

S,

ANl ot prage ennn by canstdered sre hroad nitratides
to atiruiate the econemy and go boysnd vasues of middio 1nTows tax
rettef. My rerathe today will foous on thoso propogsials directed to
providing tax eguity f(or low tn muddle incoms taxpayers, In

geramral, the proposaiy under considetation offer § difforent Ltypes

of reljef:

1. Tax Credits:  These proposals vary and include nonrefundable
tax credits for children (Chajirman Bentsen's bill, $.1921);
refundabile tax credits for children instead of the porsonal
oxonption {(Goro/Downoy, $.95% & HR.2242): refundable tax
crodits for young children (Coats/Grassloy/Wolf, $.1009 6 HR.
2633):; and Rep. Rostenkowski's bill, HR.3730, to provide
refundable credits up to 20% of Social Security and Medicare

payroll taxes.

include President Bush's proposal to increase the personal
oxemption for children by $500, Rep. Wolf's bill, HR.1277, to
increase tho dependent deduction for children from 62,150 to
$3,500. Representative Schroeder has introduced a similar
measuro, HR,3148, which also adds a new 36% rate for
individuals and a surtax on high income taxpayers.

2. Increasing the Personal Exomption: These types of proposals

3. Liboralizing IRAg: Thosa types of proposals usllow IRAs to be
fully deductible for al) tsxpayers and allow taxpayera to makae
penalty-froe withdrawals from IRA funds for home purchases,

tuition and medical costs (Chairman Bentsen's bill, §.1921)

Mr. Chairman, we have studisnd your proposal, §5.1921, and
beliave it is well intentioned and a step in the right direction,
because it strives to offer tax relief to a range of taxpayers
through a child tax credit and by loosening restrictions on IRAs.
We recommend that the tax credit be refundable and perhaps not
1imited to just children. H&R Block supports enacting a tax relief
package that will benefit the largest cross-gsection of low to
middle income Americans -~ a tax package that will work to restore
tax equity to the federal tax system.

What we have found in our experience as America's lergest tax
preparation business is that tax credits that are refundable will
benefit the largest number of taxpayers in an equitable way. The
advantage of refundable tax credits is that lower income taxpayers
would get some relief, as compared to nonrefundable tax credits
which shut out lower income taxpayers. Ideally, these would be tax
credits which are not limited to families with children, but which

BEST AVAILABLE COPY
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would be available to all lower and middie income taxpayers,
regardless of their family size or situation, For instance, {t
would help young single or married taxpayers (with no dependents)
who may be struggling to purchase a home or save money so they can
afford a family.

Refundable tax credits would also help older, lower to middle
income taxpayers whose children are grown or who may need to gave
for their retirement., This group of older taxpayers often cannot
tuke advantage of itemizing because their homes are paid for, and
thoy are too young to take advantage of deductions and/or credits

for age.

Woe prefor refundable tax credits over increasing the personal
exemption for children, Increasing the personal exemption for
children has merit, but most proposals would provide the largest
dollar benefits to upper income familios with children., Adjusting
the amount of increase in the personal exemption so {t is greater
for those in the lower income brackets would help to provide some
aquity to this typoe of benefit. However, it sti}l limits tho much
needed relfef for those in the lower and middle income brackets to
a amallor segment of these taxpayers, namely those housoeholds with
depandent children.

Liberalizing IRA's 18 of some {nterest to Block's customers.
Howavar, many of our customers do not have the roscurces to invest
in IRAs and consequently could not take advantage of the
opportunities for ponalty-free withdrawals., Additionslly, wo have
concerns about allowing full deductibility for IRA's, since it will
gonorally benefit only uppor incomo taxpayers (under current law,
couples covered by their employers' pension plan who have ACl's
over $40,000 cannot fully deduct their IRA contributions).

While my focus today i8 on proposals to help middle and low
income taxpayers, I do not believe {t {s unreasonable to pay for
such tax rolief by increasing the tax rates on wealthy taxpayers,
the samo class of taxpayers who roceived the greatest benefits from
tax cuts in thoe 1980's. In particular, proposals to impose a8
surtax on million dollar incomes and/or create a new tax rate for
wealthy taxpayors merit your serious consideration.

MODIFICATION OF THE EARNED INCOME TAX CREDIT

. Now, I would like to move to another topic and briefly discuss
changos to the Earned Income Tax Credit. Last year, an estimated
1.6 million of our customers cleimed the earned income tax credit,
We understand and support the {ntent of Congress {n 1990 to expsand
the earned income tax credit. Last year we submitted comments to
the IRS whon they roleased the new draft form for EIC making our
recommendations on how to improve the form and ingtructions to meet
tho new requirements., Now, wo are in the middle of the tax filing
season and can saee first hand that the only effoctive solution is
to modify the credit by roepealing the provision that links the
ability to claim tho "woe tot" and health insurance credits to
other tax bonafits, We also support other provisions under
congideration to increase the basic credit amount and to incroase

the family size adjustmont.
CONCLUSION

1 would like to close my remarks today by saying that H&R
Block firmly believes that middle and lower income taxpayers
degserve a break in the federal tax code. Specifically, we
recommend tax relief in the form of refundable tax credite to
provide relief to the greatest number of middle and lower income
taxpayers. We have witnessed firsthand our customers growing
unhappiness with their current federal tax 1liability, their
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declining confidence in the economy, and their very real concern
that their economic future is at risk for them and for their
children. Providing tangible tax relief to middle and lower income
Americans, not just tax gimmicks, will go further to restore
confidance in the economy than anything else you do this year.

Mr. Chairman, we would be happy to provide any assistance to
you as you consider middle income tax relief. As ! stated
earlier, we have more firsthand experience with middle income
taxpayers than anyone else and naturally have extensive expertise
and information we can offer to assist you and the rest of the
Committee during this debate. Thank you for allowing me to appear
before you today. I would be happy to answer any questions you may

have,

\ .
PrEPARED STATEMENT OF MICHAEIL J. BOSKIN

Chairman Bentsen, Senator Packwood, and other distinguished Members of the
Committee, it is a pleasure to appear before you today to discuss the Administra-
tion's economic outlook and programs, and their relation to the budget.

The United States is the moat prosperous and productive Nation on earth. With
less than 5 percent of the world's population, America produces a quarter of the
warld’s total output. However, no economic aystem is immune to disruption. Even
well-functioning market economies face the risk of temporary setbacks from external
shocks, policy mistakes, or other disturbances. This was starkly demonstrated in the
first 2 yeara of the 1990s. The American economy, which already was experiencing
slow growth, fell into recession in the second half of 1990. Between the third quarter
of 1990 and the first quarter of 1991, output fell 1.8 percent and 1.7 million jobe
were lost. Growth resumed in the second and third quarter of 1991, but at a slug-
gish pace. Real GDP was essentially flat in the fourth quarter. The recession and
very sluggish growth reflect the serious difficulties that the U.8. economy has faced
in correcting structural imbalances while adjusting to previous monatary tightening,
the credit crunch, and the Auguat 1990-January 1991 oil shock.

Structural imhalances had developed in the financial and real estate sectors, in
household and corporate debt poeitions, and in governments' fiscal positions. A
major reallocation of resources from defense to other sectors is under way, reversin,
the trend of the 1980s. The economy also has had to deal with changing nationa
demographics, and a productivity growth slowdown that began two decades ago.

The monetary policy initinted in the late 19808 to ease incipient inflationary pres.
sure slowed growth beginning in 1989. The anticipated increase in demand for world
capital resultirg from the historic changes in the former Soviet bloc, especially the
unification of Germany, increased interest rates substantially in early 1980. Prob-
lems in financial marketa have limited the availability of credit.

The other industrial countries also were buffeted by many of the same problems
that hit the United States--the oil shock, sinking consumer and business con-
fidence, and high interest rates. Several of these countries also were exgeriencing
structural problems related to government budget positions and serious difficulties
in their financial and real estate murkets. Recessions began in Canada and the
United Kingdom earlier in 1992, and with jobless rates at or exceeding 10 percent
in late 1991, the recessions have been deeper than in the United States. Growth
in other industrial countries includin% France and Italy, slowed in 1991, and the
unemployment rate for the European ommunity as a whole was about 9 percent
llr;) 9119 1. Growth in Japan and Germany slowed considerably in the second half of

The current economic difficulties in the United States and other induatrial coun-
tries should not obscure the fundamental strengths of market economies. The Unit-
ed Staten is the world's beat example of the interrelated strengths of democratic plu-
ralism and market-oriented economies. Americans have the highest standard of liv-
ing in the world. U.S. gross domestic product (GDP) per capita of $22,066 in 1990,
the latest year for which comparable data are available, places the United Statea
more than 36 percent above Germany and more than 26 percent above Japan, when
calculated using purchasing power equivalents. The United States has the highest
level of productivity of any country in the world, with output per worker about 20
rercent above the average of the other major industrial countries. As of 1990, the
ast year for which comparable data are available, the United States produced a

larger share of the industrial output of the Organization for Economic Cooperation
" and Development—24 of the largest industrial economies—than it did in 1970.

55-026 O - 92 - 5
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Modern market economies such as the United States are constantly restructuring
in response to changes in the goods and services that consumers desire, innovations
in productive technologies, and external eventa that affect the ability of the aconomy
to produce goods and services. In the last decade, for example, computer technolo
has transformed the workplace and greatly increased the demand for skilled work-
ers.
In responding to structural change, however, even a fundamentally sound market
econemy can occasionally develuY imbalances. Or external shocks or policy mistakes
can knock it off track. A flexible and ‘productive economy generally can adapt to
such events with a minimal amount of disruption to the economy as a whole, al-
though the costs of adjustment usually are concentrated in specific groups of the
population or regions of the country. But if an unusual confluence of imbalances,
minatakes, and shocks occure, then the self-adjusting mechanisms may be inadequate
to sustain overall economic growth. And if productivity growth is alow, the economy
han less of a cushion to absorb the adjustment that markets undertake naturall
without sliding into recession. The American economy is struggling today with suc
a confluence of eventa.

For the {ear and a half prior to the recession that began in the third quarter of
1990, the U.S. economy was growing at only a 1¥«-percent annual rate as it ad-
justed to policies and worked to correct its imbalances. When the recession began,
the Adminiatration and most private analyats believed that it would not be as se-
vere as the last recession, or even the average of postwar recessions. Partly as a
consequence of expecting a leas severe receasion, the subsequent recovery also was
expected to be more moderate than those following other postwar recessions. More-
over, many, including the Administration, believed that the continuing resolution of
structural imbalances would lead to a slower than average recovery.

The receesion appeared to end in the spring of 1991, and signs s/ « moderate re-
covery began to emerge. The index of leading indicators, industrial production, real
income, and retail sales all bottomed out in the first quarter and showed upward
trends into the second quarter. Other key data also pointed to a recovery. Housing
starts, new orders for durahle goods manufactured in the United States, and manu-
facturers’ shipments reached their recession troughs in the first quarter and then
climbed through midsummer. Real GDP grew modestly in the second and third
quarters of 1991,

Rather than continuing its modest rebound, the economy flattened from the late
summer to the end of 1991. Payroll employment, industrial production, and retail
sales all turned down. Real GDP was essentially flat in the fourth quarter. On the
positive side, exports continued to rise and housing starts continued their slow up-
ward progress. The Administration, along with most private analysts, expect the
economy to be sluggish early in 1992 but then to pick up in the second half of the
year. Sume indidators of future economic activity reinforce this view.

Fundamentals that promote growth are beginning to fall into place. Declining real
and nominal interest rates should help bovst interest-sensitive spending. Inflation,
too, is expected to remain near its current, relatively low levels. Imbalances in inter-
national accounts have been + “stantially reduced, and exports should continue to
grow as the Nation’s internationl comretitiva position strengthens. Some structural
imbalances are being righted: Households and corporations are reducing their credit
burdens, and banks are improving their capital positions. It will take time to correct
all the imbalances, but a start has been made.

With the exceptfon of a few indusatries, there does not appear to be a widespread
inventory imbalance that would foreshadow further cuts in production. Increases in
domestic and foreign demand will therefore be met mainly from new production and
not from drawing down existing stocks. New production will generate income, in-
crease consumption, and lead to further gains in production, employment, and in-
come.

The international competitive position of the United States has improved. After
adjusting for exchange rates, the pattern of unit labor costs in manufacturing has
been favorable relative to that of the Nation’s major trading partners. As foreign
economic growth rebounds, U.S. exports should increase.

A particularly positive factor is the reduced inflation rate. Although special factors
in agriculture, energy, and excise taxes may cause an occasional temporary bh'g) in,
for example, the consumer price index, underlying inflation is widely believed to be
down. The economy currently is operatin wemelow full capacity. Thus, during a
moderate recovery, resource constraints that could rekindle inflationary pressures
are unlikely to emerge. Furthermore, a credible and systematic monetary policy that
is designed to reduce inflation gradually has ample room to accommodate a healthy

expansion.
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Nominal interest rates generally are at their lowest levels in two decades. Real
rates may not be as low as they have been around the trough in some other cycles.
But the lagged effects of lower interest rates already in the pipeline should help the
economy in 1992. The lowest mortgage rates in almost 20 years should spur housing
starts and sales. Low ratee also allow households to refinance mortgages, improving
their balance sheets and providing a foundation for consumption growth. For many
businesses, lower interest rates reduce the cost of borrowing to finance new invest-
ment. They also increase corporate cash-flow. Some cor{porationa are using the
strong stock market to isaue equity and reﬁ:y debt, thus improving their financial
position and freeing funds for inveatment. There is some offset to the expansionary
effect of these factors because lower interest rates reduce interest income and the

consumption hased on it.
Because their capital positions have improved greatly, banks should be in a better

osition to lend than they have been for some time. thermore, the Administra-

jon, under the leaderah{ of the Treasury Department and in conjunction with
banfdng and thrift regulators, has been working to ensure that lenders make pru-
dent loans and that examiners perform their reviews in a balanced, sensible man-
ner. Still, bank lending remains tight; many banks are investing in ’l"reaaury securi.
ties rather than making loans. A combination of slack demand, due to the soft econ-
omy and the need to rebuild balance sheets still further, and skittishness, in re.
sponse to regulatory overreaction, is preventing the banking system from playing its
normal role in financing economic expansion.

The Administration forecasts real GDP to gmw 2.2 percent in 1992 and 3 percent
in 1993 if the President’s goliciea are adopted. The unemployment rate may rise
alightl early in the {ear, ut if the President's policies are enacted, should start
to decline thereafter, Inflation and interest rates should remain relatively low. If the
Preeident's propueals are nol enacted, the economy is lees likely to improve and the
improvement is likely to be slower and weaker.

able 1 compares the Administration forecast to that of the CBO and the so-called
Blue Chip consensus—actually the average of the 62 private Blue Chip forecasters,

As was the case last year, the CBO is somewhat more optimistic about real
growth than the Administration. The Administration outlook is slightly below the

lue Chip average real GDP forecast. By way of comparison, summing the forecast
errors for 1991 over real growth, unemployment, inflation and interest rates, only
8 of the 49 Blue Chip private forecaslers (3 did not forecast all variables) were more
accurate than the Administration. The Administration also was more accurate than
the CBO. But the differences were modest. Virtually none of the private forecaste:.
predicted the flattening out in the latter Inrt of the year. CBO had real growth of
about 3 percent for the second half; the Administration 2.4 percent; the Blue Chip
average was 2.2 percent.

These developments rerve to remind us all of something I say each time I deliver
the economic outlook and that is well to bear in mind. Economic forecasting is an
imprecise science. Unexpected events and l)olicy changes can cause actual events to
be substantially different from the forecast, and forecasts are based lar?':ly on pre-
dictions about human behavior, usually la‘d:x‘ﬂ previous patterns of behavior as a

ide. But human behavior is complex, difficult to predict, and subject to change.

eople do not always respond the same way, or with the same speed, in what ap-
pear to be similar circumstances. Hence, there remains some uncertainty about the
outlook for the economy.

If the problems the economy has been facing are resolved relatively uickl,{ and
confidence is restored, growth could rise faster—and to a higher rate—than is ex-

ected. The relatively low rate of inflation combined with the la;ge degree of slack
n the economy is particularly noteworthy, as it could allow the Federal Reserve to
keep interest rates low—or cut them further if necessary—to help boost growth with
little immediate concern about reintroducing inflation pressures. A quick shift to a
significant rebuilding of inventories alone cou'd add a percentage point or more to
the rate of growth over the next year. Alternatively, if the problems are solved very
slowly, the economy could perform worse than expected. Tight credit and slow
money growth, along with the continuing structural adjustmenta described earlier
could continue to hinder the economy, and under those conditions confidence could
remain Jow and the rate of growth likely would be lower than expected.

The President has presented a comprehensive and coordinat. owth agenda for
the Mation. The agenda includes fiscal and other measures that will make near-
term recovery faster, stronger, and more certain, while solidifying the foundation for
long-term growth to help ensure that the United States remains the world's leading
economy in the 1990s and beyond.

The Administration's policies for raising long-run productivity growth and thus
the standard of living are based on five principles: a pro-growth fiscal policy that
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enhances incentives for entregeneumhip, saving, and investment, in the context of
the final discipline necessary to slow the growth of spending to reduce the multiyear
structural bucﬂmt deficit; a trade policy that promotes growth through opening mar-
kets worldwide; a regulatory policy t avoids unnecessary burdens on business
and consumers; a human capital investment policy that focuses on education, train-
izﬁ. and preventive health care; and strong suﬁort of a monetary poli that keeps
inflation and interest rates low, while providing adequate growth of money and
credit to support solid real growth.

The short-term agenda includes executive actions and proposed legislation that
will stimulate economic growth immediately. Executive actions with immediate im-

act include n reduction in excessive personal income tax withholding and accelera-
fion of previously appropriated Federal spending. Reducing the burden of unneces-
sary regulation and prudent measures to reduce the credit crunch will improve the
environment for growth. Propused legislation focuses on spurring job-creating in.
vestment. The proposed 15-percent investment tax allowance and simplified and lib-
eralized treatment of depreciation under the alternative tax, as well as the reduc-
tion in the capital gains tax, will stimulate business investment. The reduction in
the capital gains tax rate will quickly raise asset values, improving confidence and
encouraging ofonding. A $6,000 tax credit and penalty-free withdrawal from individ-
ual retirement accounts for first-time homebuyers, along with other incentives, will
increase housing construction and sales.

Bolstering the short-term agenda are proposals for the long term that invest in
the Nation’s future by increasing the productivity of people and business. Record
Federal investment in research and development and infrastructure, and the exten-
sion of the research and development tax credit will help increase business pro-
ductivity. Record Federal investment in Head Start, children, and education, as well
as proposals that strengthen the war on drugs and improve the implementation of
{ob training through Job Training 2000 will help increase labor productivity. The
ong-term growth agenda also includes continued efforts to expand international
markets through multilateral, regional, and bilateral negotiations.

Some of the President's reform pro({meals are awaiting congressional action. Edu-
cation reform through America 2000 will revolutionize education, strengthen ac-
countability, and improve performance. Financial sector reform strengthen the
financial system, improve its ability to contribute to business growth, and sustain
its international competitiveness. Civil justice reform will curb wasteful litigation
and enhance productive activity. And the National Energy Strategy will increase en-
erﬁucurit and conservation.

e President has repeatedly proposed reducing the tax rate on capital gains.
This will encourage entrepreneurial activity, create new products, new methods of
production, and new businesses, These, in turn, will generate new jobs. A capital
gains differential will reduce the tax bias against equity financing and the overall
cost of capital, thereby increasing investment and growth. Moreover, the Adminis-
tration has supported a zero capilal gains tax for areas deei{nated as Enterprise
Zonels to spur investment and encourage entrepreneurial activily in inner cities and
rural areas.

Innovation increases productivity growth and the standard of living. The Adminis-
tration has advocated making the research and experimentation tax credit a perma.
nent part of the tax code and has proposed large increases in both basic and applied
research and development spending in the Federal budget.

There are also proposals to assist families. These policies include an increase in
the tax exemption for each child, a new flexible individual retirement account, and
deductibility of intereat paid on student loans. Comprehensive health reform will in-
crease the affordability and security of health insurance at a cost that is economi.
cally sustainable. The incentives for first-time homebuyers, mentioned above, will
encourage homeownership —one of the most important edienta to family finan.
cial and social well-being. The homeownershir and opportunities for reople every-
where (HOPE) program helps low-income residents of public and assisted housing
to manage and eventually own their own homes.

Fundamental banking reform is critical to ensuring efficient operation of credit
markets. The recent bill passed by the Congress is at best only a start. Important
provisions in the Administration’s Y):;opoaal that would remove many unnecessary
and antiquated restrictions on the banking industry are missing from the legisla-
tion. These reforms are needed to rebuild the soundness of the banking industry and
enable it to be internationally competitive.

The Administration believes a well-functioning legal and regulatory system should
increase, not impede, economic activity. Through its Agenda for Civil Justice Reform
in America, the Administration has proposed a comprehensive set of reforms to the
civil justice system that will improve the efficiency of the legal system and reduce

:
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3nn§ceuary and costly litigation., This would free up resources and enhance pro-
uctivity,

The dem'niatration believes that investments in the Nation's human capital in-
crease its productivity and living standards at home and increase its competitive-
ness abroad, The National Education Goals, America 2000 Excellence in Education
Act, and Job Training 2000 all are directed at impro the quality of our moat
important resource—our people. The America 2000 Excellence in Education Act fo-
cuses on setting world-clasa educational standards, meaaurin%rerformance against
those standards, and increasing the educational choices available to American fami-
lies 8o as to generate the competition that will improve performance and account-
ability of schools. The Administration's Job Training 2000 system is designed to
train millions of workers in the skills needed in the evolving labor market.

Moreover, the President has initiated a variety of measures to expand opportuni-
ties and improve the well-being of individuals and families. Although not often
thought of as economic policy, expanded tax relief for child care, Head Start,
Healthy Start, protecting the civil rights of all Americans, the strategy to eliminate
substance abuse, and measures against violent crime all serve to improve U.S. pro-
ductivity in the [ong term. Starting our children off on the right path, providing our
children the finest education, and continuing to provide programs that ensure safety
are sound economic policies.

The President's economic and domestic agenda also includes investing in Ameri-
ca's future by improving the Nation's infrastructure, enhancing energy efficiency
and security, and improving the quality of the environment and life. The Adminis.
tration continues to {)romote an energy policy that relies on the flexibility of market
forces to ensure that the Nation's resources are used most efficiently. Implementa-
tion of the Administration’s National Energy Strategy would enhance competition
in the generation of electric power and in the delivery of natural gas and would re-
duce vulnerability to oil disruptions abroad.

This Administration is committed to free and fair trade, Because trade enhances
long-term growth, the Administration is following a multipronged effort to open
rmarkets, expand trade, and spur growth. The Administration is committed to
achieving a succesaful conclusion of the Uruguay Round of multilateral trade nego-
tiations, under the auspices of the General Agreement on Tariffs and Trade. These
ambitious talks, which were initiated in 1986 involve 108 countries and cover topics
ranf;ing from the elimination or reduction of tariffs, to the strengthening of inter-
national rules for trade in textiles and agriculture, to the extension of rules to cover
trade in services and intellectual property. A successful Uruguay Round would ex-

and market op{mrtum'tiea globally for our exrortora, increase jobs, and provide last-
ng gains for both the United States and world. The Administration also has impor-
tant proposals to expand trade in this hemisphere—notably the Enterprise for the
Americas Iunitiative and the historic North American free-trade area—and is con-
tinuing to achieve market access through bilateral negotiations.

Taken together, the President's proposals constitute a comprehensive agenda to
stimulate short-terin economic growth and support long-term Sroductivity growth.
These policies will ex{and opE:rtunitieu for workers and families, increase living
standards, and support the global competitiveness of the U.S. economy.

Table 1.—~FORECAST COMPARISONS

1002 1003
Percent change, 4h quarter % 4 quarter
Real GOP (1967 dodars):

ADMIIBTABON .......cooovuvmmmnin s s st nan s 22 30
24 3.0

28 33

3 33

35 38

34 38

AGMIISIBION ......cooovveritosmiesneieiis s ssoneeses s s aes emesass st ARn 8o 89 85
88 83

8.9 64
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Table 1.—FORECAST COMPARISONS—Continued

1002 1003
3-month Tressury bif rate:
ABMIBTATON .......ocoivnnrriiisrcaninr o sier i i srerasesss s bst s sss st st sb s e brne 41 4.9
CBO ..o i e L R R 44 541
10-year Treasury nole rate:
AGMINIBNAION ...t st e res 70 a9
BN CHD ... . 73 7.7
: v 1 5
. Note: a::ﬂc::m;:‘:m:mwmtnhuq 1001 Blue Chip survey, 10-year Treasury nole reiee for B Chip are

PREPARFD STATEMENT OF NicHOLAS F, BrRaDY

Mr. Chairman and Members of the Committee: I am pleased to testify today on
the economic proposals announced by the President in his State of the Union ad-
dress and detailed in his Budget for 1993. The President's actions and propoeals
will accelerate economic recovery in the short term, stimulate the nation’s [ong-term
economic growth and increase the competitivenesa of American goods and services
in the world economy.

The President's comprehensive program for growth includes initiatives beyond
those we shall discuss here today, for example: record federal inveatment in re-
search and development; in Head Start and in children generally; in education;
crime and drug abuse; and in preventive health. The FPresident's pl;t‘?ram for Job
Training 2000 will improve the delivery and effectiveness of job trai ng and voca-
tional education and his proposal to combine law enforcement and social services
is designed to minvigoraw impoverished and embattled comunities.

When enacted by the Congress, the President’s plan will expand opportunity and
enhance the nation's standard of living. The President's tax proposals are specifi-
cally addresaed to the fundamental economic concerns of American families.

As you well know, Mr. Chairman, many factors have coalesced to make the eco-
nomic recovery slugyish: We experienced a mideast crisis and a war, during which
oil prices rose to over $40 a barrel. We have had two and a half years of restrictive,
high interest rates that only recently have abated. The nation's businesses and its
families and government borrowed too much. And, unfortunately, improving the cli-
mate for increased jobs and investment has not been a congressional priority.

B8OME ENCOURAGING BIGNB

Nevertheless, there are some encoumging signs,

American corporations and families have moved to pazndown their debt burden.

The spiral of rising prices has been halted so that erican families need no
longer fear that run-away inflation will rob them of their purchasing power. And
American businesses do not have to worrg that rapid price increases will render
American products noncompetitive in world markets.! American exports are strong,
and business inventories lean.

Interest rates are now the lowest in twenty years. The decline in interest rates
could, in 1992, save American families as much as $25 billion in interest cvsts on
mortgages, and other household debt. Lower interest rates also should mean a sav-
ings of about $10 billion for American corporations, and federal, state, and local gov-
ernments will save another $10 billion.

And all of this has occurred against the backdrop of the end of the Cold War, an
economic stimulus that none of us can now calculate, but which will be, over time,

of enormous proportions.
THE AMERICAN PEOPLE WANT ACTION

But positive signals are only the beginning. The American people remain con-
cerned about the etreng‘th of their nation’s economy. People who have worked in in-
dustries or companies that have contracled want to be confident that they can find

new jobs and if necessary shift careers. Families who own no home want to be sure

!Qraphs 1 and 2 show changes over time in consumer and producer prices, respectively.
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that they will someday, and homeowners hope to see strength in the value of their

house, their most valuable asset.
American families deserve to be confident about their children's future, the qual.

ity and safety of their children's schools, and their ability to afford the education
necessary to raise their children and grandchildren's standard of living.

The public is entitled to assurance about the soundness of the financial institu.
tions on which they have long depended for help and security. Witneuing ‘the fail-
ure of a savings and loan or bank where you or your neighbors have saved and bor-
rowed is extremely unsettling. The country worries that American banks, which for
80 long were dominant in the world, are now overshadowed hy foreign banks, Small
businesses and other investora have had difficulty obtaining loans they need to ex-
pand their businesses and create jobs. And the Congress so far has relused to mod-
ernize the legal framework governing banks that was designed decades ago for a
totally different economic era.

The American ﬁople deserve to be cortain of our ability to compete in the new
global economy. They demand that we maintain our advantage of superior tech-

nology and our capacity for slunning innovation.
FECONOMIC (GROWTH I8 THF. ENGINE OF PROURESS

Mr, Chairman, there is only one response that we, the Congress and the President
working together, can make to fulfill the hopes of the American people. We should
embrace policies that foater economic growth. We should move at once to enact into
law the President's proposals that will accelerate economic recovery. We must dem-
onstrate an unwavering commitment to creating an environment for sustained
growth over the long term.

Over time gains in family income depend upon improved national productivity,
Only sustained economic growth can improve the incomes of wage-earning men and
women; only sustained economic growth will provide the resources to feed and house
the poor and Txarantee health care to all Americans. And only sustained economic
growth—not higher tax rates—will increase the resources of federal, state and local
governmentas.

There should be no misunderstanding about this important point. A one percent
decrease in real GDP growth in 1992 alone could decrease federal government re-
ceipts by nearly $80 billion and increase the federal deficit by more than $100 bil-
lion during the period FY 1992-1997. A one percent lower annual real GDP growth
rate during each of the years from 1992 to 1997 would decrease the federal govern-
ment's receipte by more than $260 billion and increase the deficit by nearly $360
billion during that period. The productive power of economic growth as a contributor
to government revenues is not controversial.

the collapse of communism and the disintegration of the Soviet Union this past
year have taught us anything at all, it is that government policies that concentrate
on managing how limited resources are distributed among the people are a poor
subatitute for concentrating on ensuring economic growth.

THE PRESIDENTS FCONOMIC (AROWTH AGENDA

The President's economic growth agenda will accelerate economic recovery and
job-creating investments, create opportunities for home ownership, foster a real es.
tate recovery, and help families build for the future. The economic growth agenda
sel forth by the President is about jobs.

The plan calls for a new investment tax allowance, which would produce nearly
$11 billion of tax savings in calendar 1992 for businesses that acquire new equip-
ment, thereby increasing their cash flow and lowering their cost of capital. The
President also recommends permanent adjustments to simplify and liberalize the al-
ternative minimum tax to remove tax impediments for modernizing business plant
and equipment. Both of these measures will provide manufacturers strong incen-
tives to create new jobs. .

Jobs and (flobal competitiveness also demand that businessea carry on vigorous
research and development. The President's plan would make permanent the credit
for research and development and extend the rules for allocating R&[) expenses to
foreign and domestic income. Although, as the largest economy in the world, the
United States continues to be the largest investor in R&D activities, the rate of

owth of nondefense R&D hae recently been much higher in West Germany and

apan, as Graph 3 demonatrates,
e President haa increased funding for basic research by 29 percent since 1989
and continues to recommend record levels of federal funding for R&D. Each year
since taking office, the President has proposed making the R&D tax credit perma-

nent. This is the year for Congress to act.
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The President also urﬁ: Congress to cut the capital gains tax rate, which will
raise American living standards by unlocking job-creating investments, boostin
productivity, and raising the value of productive assets. The President has propose
cutting the capital gains tax to 16.4 percent for taxpayers now subject to a 28 per-
cent capital gains tax rate and to 8.26 percent for taxpayers now subject to a 16
percent capital gaina tax rate. ‘

Reducing the capital gains tax will be particularly helpful to America’s new com-
panies and small businesses in attracting start-up capital. Small businesses and
start-up companies traditionally rely on equity capital—they cannot float bonds,
issue commercial ﬁ:per or compete with big corporate rivals for bank loans. These
firms continue to be the source of new jobs; businesses with 20 or fewer employees
generate over two-thirds of all net new private-sector jobs.

Lowen‘n§ the capital gains tax to create jobs and make America more productive
is a hipartinan objective. At least 220 Democratic Members of Con[{renn—more than
two thirds--have sponsored or cosponsored legislation to reduce the capital gains
tax.
The argument really is about what kind of capital gains tax to have. The Presi-
dent’s proposal is broad in scope. It would reduce the burden of overtaxation of in.
flationary gnins for all Americans. [t would benefit the large number of middle-in-
come people who realize capital gains and would unlock capital for more productive
uses. A targeted capital gains tax cut could not eerve each of these important pur.

poses.

The President’s economic growth plan also recognizes the importance of a healthy
real estate seclor in our economy and the critical need to ensure that buainesses
have access to credit. Roal estate and construction represent more than 16 percent
of our GNP, and employ almost 10 million people. More than half of all household
net worth is in real estate.

That is why—in addition to our ongoing efforts to keep interest rates down and
increase credit availability—the President has asked for a $6,000 tax credit for first-
time homebuyers, modification of passive loss rules for real estate developers, oppor-
tunities for greater pension fund investments in real estate, deductibility of losses
i’ln :':;.e sale of personal residences, and an extension of mortgage revenue bond au-

rity.

The President also proposes tax incentives for enterprise zones to stimulate jobs
and investment in disadvantaged rural and urban areas, and an extension of both
the targeted jobs tax credit and the low-income housing tax credit.

President Bush'a plan will hoth hasten economic recovery and help American fam-
ilies—with proposals that epecifically address their moat pressing concerns, These
include an increase in the personal exemption for families with children; and a new
flexible IRA that will allow families to begin saving, regardless of purpose, without
nn{y income-tax burden,

n combination with the other proposals | have mentioned, the President’s $6,000

tax credit for first-time homebuyers will help middle-income families purchase their
own homes and offer protection to current homeowners from declining property val-
ues.
In combination with the Preaident's proposal to increase funding for Head Start
by $600 million and the Adminiatration's other education initiatives, the proposals
to permit deduction of interest on qualifying student loans and penalty-free IRA
withdrawals, will help families fulfill their educational goals.

The President's comprehensive health plan, which he presented last week, builds
on the strengths of the exiutinﬁ market-based system. It will provide tax credils or
deductiona for the purchase of health insurance of up to $3,760 for poor and middle-
class families. This will provide financial help for more than 90 million peo;}!}e‘.

These initiatives will provide stimulus in both the short and long term. They will
make it possible for American families to buy homes, save for college, guard against
major health expenses, and plan for retirement.

e President’s plan is directed at the specific needs and aspirations of most
Americans. For families attempting to buy a r\ome save for the future, finance edu-
cational loans, or purchase health insurance, the Bresident's plan providea substan-

tial tax savings.
FAIRNESS

Issues of American justice arise in many contexts. But there can be no doubt that
among them is the requirement that the burdens and benefits of government must
be fairly distributed. 'I(‘Le President’s plan meets this test of fairness.

The current distribution of taxes and transfers is essentially fair, despite wide-
spread claims to the contrary. As Graph 4 demonstrates, the net effect of federal
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tax and transfer programs is highlg progressive. In 1990, households in the top 20
rercent paid an average of over $22,000 to the federal government, households in
he lowest twenty percent received an average of almost $8,800 from the federal
government.

But [ do not wish to dwell on statistics. Statistics can be used to show almost any-
thim{‘ For example, tax distribution tables depict only the burden of payroll taxes
and leave out entirely the payment of social security and federal health insurance
benefits. These social insurance programs which are highly progressive should be
included in any fairness charts, but they are not. Comparisona of the tax burden
alone, without the benefits, present a very distorted picture. However, even if
viewed by itself, the federal income tax is also progressive.

The President’s plan for economic growth is fair. The full array of the President's
tax proposals, including the President’s health plan, would dramatically decrease
taxes for low- and middle-income families and would only slightly reduce taxes for

those with higher incomes.
THE NEED FOR FISCAL RESTRAINT

The President's program to accelerate the economy, provide jobs, and improve the
climate for long-term growth is accomplished while maintaining the fiscal restraint
of pay-as-you-go. We cannot achieve economic growth if federal apending is not con-
trolled. Conﬁ(ﬁent, stable financinl marketa live in the houac of financial discipline,
and interest rates and long term growth depend on adherence to this principle.

THERFE I8 NO 8ILVER RULLET

Creating an environment through this nation's tax, spending, and regulatory poli.
cies that invites and sustains long-term economic growth is no simple task. There
is no silver bullet. However, we now have an opportunity to put some important

building blocks in place.
The President in hia State of the Union address requested congressional action

by March 20 on seven propoaals: —

¢ The capital gains tax reduction;

¢ The investment tax allowance;

¢ The AMT enhancement and simplification;

¢ The easing of passive loss reatrictions on real estate developers;

¢+ The $6,000 credit for firat-time homebuyers;

o The waiver of penalties on IRA withdrawals by first-time homebuyers; and

¢ The proposals to facilitate real estate investment by pension funds and oth-

ers.

These proposals should be enacted immediately to accelerate economic recovery.

The total cost of these proposals over the period 1992--1997 is just over $6.6 bil-
lion. The President’s budget provides a variety of ways to cover this cost in a man-

ner consistent with pay-as-you-go discipline. There is aimply no reason why the
Preaident’s economic growth proposals sgould not be financed through reductions in
federal spending. The President would &;‘efor prompt enactment of all of his pro-

am. Bul surely these few changes can be enacted now. It should be done promptly.

nd it must be paid for.
CONCLUSBION

Today, this nation remains the world's preeminent economic force. The United
States in the world's largest exporter of goods and services and the world's largest

foreign investor.

No one ahould underestimate the energy and optimiem of the American people,
nor the resilience and fundamental strengtg?;s of the American economy. The govern.
ment alone cannot make American products more corapetitive, but, in partnership,
the President, the Congress, American businesses and workers can construct an en-

vironment to facilitate the nation's productive growth.
Attachment.
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Graph 2
Producer Price Index for Finished Goods
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Graph 4

Effects of Federal Tax and Transfers on
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PREPARED STATEMENT OF SENATOR JOHN H. CHAFEE

Mr. Chairman, | appreciate this opportunity for the Committee to examine the
" President's budget. I believe our top priority over the coming weeks must be to pass
a tax packamhat encourages economic growth thereby providing more jobs for
Americans. ile, at the same time, striving not to increase the deficit.

Under President Bush’s budget for 1993, the deficit is projected to be almost $3562
billion; or $1,400 per man, woman, and child in this country. We cannot continue
to ignore the fact that we are leaving a horrible legacy for our children. While the
size of the annual deficit as a percent of our Gross Domestic Product has not risen,
our total outstanding Federal Debt has continued to sky-rocket. In fact, total inter-
est on the public debt will exceed $300 billion for the first time in 1993.

I remember when President Johnson was deeply concerned that the total Federal
Budget he submitted to Congress broke the 100 billion dollar barrier. President
Johnson and the Congress worked together to prevent the budget from reaching
that level. And, now, less than 30 years later the interest costs, alone, in the Fed-
eral Budget will exceed three times that amount.

In my opinion, the most important step that Congress can take to help improve
the long-term growth and competitiveness of the U.S. economy is to reduce the Fed-
eral budget deficit. While short-term interest rates have dropped dramatically over
the last few months, long-lerm rates have lagged hehind. These interest rates have
remained artificially high because of the tremendous borrowing needs of the Federal
government.

Now, let me turn to what I believe are the current deep concerns of the American
people:

¢ retaining their johs or finding new ones;
¢ maintaining the value of their homes; and
¢ keeping their health inaurance and controlling rising health care conts.

I do not believe short-term tax credits or individual tax cuta will address these con-

cerns,
If you ask any American if he or she would like to have an additional $600 exemp-

tion, the answer will of course be yes. The real question, however, should be: “Do
you want to increase the Federal deficit by $6 billion (which your children will have
to pay in the future), so that you can receive 29 cents per day per child in reduced
taxes?" | know the answer in Rhode Island is "No.” at they are looking for is
actions which will produce more jobs.

FIRST, to maintain and create new jobs we must:
a. establish an investment tax credit that provides a real incentive for businesses

to expand during this sluggish economy;
b, provide some type of relief for capital gains to reduce the cost of capital and

encourage the flow of capital to new investments;

¢. make several of the expiring tax provisions permanent: the R&D tax credit; the
moratorium on the 861-8 allocation rules; tge targeted jobs tax credit; and the
exclusion for employee educational assistance; and

d. repeal the luxury tax on boats.
Everyone of theae items will lead to increased economic growth and greater em-

ployment opportunities for all Americans.

SECOND, we need to reatore the confidence of the American people in the real
estate induatry. To do this we must:
a. make both the mortgage revenue bond program and the low.income housing tax

credit permanent;
b. allow penalty-free withdrawals from Individual Retirement Accounts for the

purchase of a first-home; and
c. revise the passive loss rules as they apply to the real estaté industry.

AND, THIRD, later this year we muat deal with measures to provide greater ac-
cess to health care. Certainly, one of them must be to equalize the tax treatment
of health insurance for all Americans by making the cost of health insurance pre-
miums tax deductible for those who purchase health insurance whether on their

own or as a self-employed individual.
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I look forward to working with you, Mr. Chairman, and with the Adminiatration
to develop a package that will include provisions to address the real concerns of

Americans:

¢ retaining their jobs or finding new ones;
¢ maintaining the value of their homes; and access to health care.

PREPARED STATEMENT OF LAWRENCE CHIMERINE

My name is Lawrence Chimerine. I am currently a Senlor Economic
Ccounselor to Data Resources-McGraw Hill, Inc., and a Fellow at the Economic
Strategy Institute. 1 appreciate the opportunity to testify before the
Senate Finance Committee on the current economic situation, the near and
long-term outlook, the President's economic proposals, and on my own policy

recommendations.

INTRODUCTION

In order to look ahead with some degree of confidence, it s necessary
to examine the performance of the U.S. economy during the last several years,
with particular reference to the recession that appears to be still in place.
In particular, there have been several misconceptlions regdrding the recession
that should be addressed. These include the following:

A This.recesaion is mild. This view has been expressed repeatedly by many

economists and othars, but in my view, it is dangerously nisleading.
Many measures shouw declines over the past eighteen months at least equal
to the average of previous recessions, somae even worse, Furthermore,
some of the current statistics will eventually be revised downward. BLS
estimates appear to understate the decline in payroll jobs, based on
data being reported by state governments, for example, While the 1990~
1991 recession is far from the worst, it nonetheless is a significant
recession, with a lot of pain and suffering, that should not be passed
off as a mild blip or temporary inconvenience.

B. This §s an_oil-shock recession, It should be obvious by now that that

is not the case. In fact, it appears that tha national recession may
have begun one or two months prior to the Iragi invasion of Kuwait;
furthermore, many reglons and industries were in fact already
experiencing recessionary conditions well before the national recession
began. And, overall economic qrowth averaged only a little more than 1%
at an annual rate for the eighteen months prior to the beginning of the
recession, indicating an extraordinarily high degree of vulnerabjlity.
The aftermath ot .ue invasion clearly made the economy worse, thus
making what might ‘' e been a milder recession more severe.

C. This_is_ a Fed-caused recession. It has been fashionable to also blame
the recession on the Federal Reserve, However, tha Fed began to ease at

least a year before the recession began, as indicated by a near 200
basis point decline in the federal funds rate from the spring of 1989 to
early summer of 1990. While we can all debate whether they should have
eased earlier and/or more sharply (as [ believe), the recession
nonetheless was not preceded by a sharp reduction in reserves, and an
upward spike in short-term interest rates, as has frequently been the

case in the past.

D. This recesaion is_typical. Regardless of the cause, many economists
view this as another in the long string of recessions that have occurred

in the post-war period, with very similar characteristics. HMany of
them, therefore, expect a rather typical recovery. I belleve, however,
that this recession is in fact very different than virtually all of the
other post-war recessions. As discussed below, it has been caused more
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by structural, long-lasting factors than the relatively temporary
tactors that have been responsible for most previous downturns.

IRIR_LECRESION XA DIYFERENT

There are numerous differences between the 1990-1991 recession and the

previous eight that have taken place in the post World War II period. The
major ones are as follows:

1.

. As discussed

earlier, economic growth had fallen sharply by early 1989, averaging
only 1.2% from that ¢time until the summer of 1990, This |is
unprecedented--every other post-war expansion moved into recession
almost imnediatelf, without the long period of stagnation or transition
that occurred this time around. In my view, this suggests that an
adjustment process was under way well before the recession began,
reflacting numerous factors that did not play a major role in previous

recession periods.

Behavior of labor markets. Unemployment always increases sharply in
recessions, reflecting both the difficulty of new entrants into the
labor force finding jobs, and losses of jobs among the previously
employed. However, in virtually all previous recessions, most of the
job losses were concentrated in manufacturing industries, primarily
among production workers, and layoffs or indefinite furloughs accounted
for a large fraction of those job losses, This time around, however,
job losses have been spread across a large number of industries and
occupations, and a larger fraction have been accounted for by
terminations (l.e., jobs were eliminated) rather than temporary or
indefinite layoffs. This is significant because it has created deep job
insecurity acrogs the United States, which may have significant

implications for the recovery.

It has been caused - . While cyclical
tforcas have played a role, I believe that a large part of the recession
and earlier slowdown reflects more longer-lasting, structural factors
than those which have produced recessions in the past. This in part
explains why the sluggishness has already lasted for three years. These
factors include the following:

(a). Both corporate and household debt (in relaticn to profits and
incomes) exploded in the 1980's, and remain far higher than at
previous cyclical peaks. In my view, high outstanding debt levels
have been holding down spending on consumer durables and on new
investment (especially since both real incomes and profits are

being squeezed).

(b). Rising credit quality problems in real estate and other loans,
coupled with requlatory changes requiring higher capital, have
tightened credit standards--thus, even for households and
corporations not constrained by current debt levels, they are not
having as easy access to credit as during the previous five or six

years,

(c). Despite the rising budget deficit in nominal terms, fiscal policy
has become restrictive., The increases in the nominal deficit are
primarily due to rising interest expense, weak tax receipts due to
the sluggish economy, and the explosion in thrift bailout costs,
none of which are now stimulative, Meanwhile, the deficit package
adopted in 1990 will produce sizable fiscal drag on an ongeing

basis.

(d) . Many state and local governments are in the process of cutting
spending or raising taxes to ease budget problems as well--current
imbalances are the highest in decades.

(e) . The enormous overbuilding of most types of real estate in many
areas, coupled with weakening property prices, has caused a sharp
~decline in new construction.

(f). Nominal and real long-term interest rates remain very high at a
time when most hiigh rate of return expenditures have already been

pade,
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Real incomes have been falling, reflecting wage restraint in many
sectors of the economy, job loss, and higher taxes.

based on productivity,

(9).

(h). U.S. competitiveness in world markets,
quality, technological leadership, etc. continues to decline. The
trade deficit has fallen somewhat in recent years, but this

primarily reflects the weak state of demand and the sharp decline
in the dollar in the second half of the 1980's, rather than any
shift in fundamental competitiveness,

These factors are very different than the inventory overhangs, oil prics
shocks, or other factors which caused previous mild recessions or slowdowns,
This recession has thus been more of a balance sheet, financial recession
than an inventory, tight money, or inflation caused recession. In effect, we
experienced an expansion in the 1980's built largely on cheap oil, large tax
cuts, military and construction booms, leveraging the system, and the
willingness of foreigners to {nvest heavily in the U.S,-these factors are all
being reversed. At the same time, the factors which are critical for long-
term growth, such as saving and investment rates, productivity growth, the
quality of education, competitiveness jn world markets, etc., have all
deteriorated. And, of course, we have borrowed heavily from the future--we
are now paying the price. Therefore, the recession should not be considered
as an isolated event but rather as part of the sharp slowdown which bagan

about three years ago.

CURRENT ECONOMIC SITUATION

Retail activity, auto sales, and housing did pick up somewhat in the
spring of 1991, but at a relatively modest rate; furthermore, most other
sectors of the aeconomy remained stagnant or continued to decline. Thus, the
pickup last spring was very slow and uneven. Nonetheless, many analysts
believed that this was the start of a sustained recovery, but this optimism
proved false for several reasons. First, many counted on the post-war
rebound {n consumer confidence to trigger a surge in spending--however, the
real constraint on consumer spending has been weak income growth and high
debt levels. Secondly, the optimists also counted on easing by the Fed to
trigger stronger economic activity--however, in part because the Fed eased
too slowly, and in part becausa of the high levels of debt, high vacancy
rates, and the strained financial system, lower interest rates have had a
very limjited impact. The uptick in the economy was thus temporary,
reflecting post-war euphoria and pent-up demand, and an early summer in the
eastern half of the United States (which pulled some summer-related spending
forward). The upward momentun ended by mid-summer when the economy began to
flatten out--in the last two or three months, the momentum appears to have
been slightly downward. Thus, it is now clear that the situation in the Far
East aggravated the downturn, causing additional downward pressure when war
was about to break out, and that that activity was made up in the lata spring
and early summer of 1991. Now that thouse temporary forces have faded out,
the ongoing structural factors continue to hold back the economy.

It appears that the recession is still in place. Virtually all
manufacturing companies continue to report flat, or declining, orders.
Retailing did pick-up somewhat in January, but the year-over-ycar comparlson
exaggerates the gain. Auto sales remain at rock bottom levels. And labor
markets are still extramely weak. The only area of improvement appears to be
a modest upturn in housing activity, particularly for existing homes.

Oon a regional basis, there {s no region currently experiencing any
sizable rate of increase in economic activity, Some, in particular
California and nuch of the Midwest, appear to be sliding even more sharply
than they did earlier in the recession. Any economic recovery at this point
1s thus still a forecast--there is no convincing evideonce that the economy is

now on a rising trend.

There are three factors in particular that are most responsible for
preventing a meaningful sustainable upturn at the present time. First, the
private sector is in the midst of a trend toward deleveraging that began
several years ago, at least partially reversing the enormous buildup of
private debt during the 1980's. Many corporations and individuals are having
increasing difficulty servicing the debt that had already been accumulated.
Many have balance sheets that are lopsided with debt, increasing the risks in
their businesses or personal lives. Furthermore, the decline in the value of
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many assets, especially real estate, has aggravated these balance shest
problems. Finally, some of that debt was incurred by stretching out the
maturity of loans (auto loans are a prime example)--this too has caused many
people to experience a decline in the value of their assets over time at a
much more rapid rate than they were able to pay down debt. This ongoing
deleveraging is an obvious limiting factor on economic growth, especially in
comparison to the 1980's when the increased willingness to borrow contributed
as much as a half to one percent per year to the growth rate. It shows up
particularly in reduced demand for debt sensitive products, like autos, other
consumer durables, housing, capital goods, and inventories.

Secondly, a significant trend toward disinflation is occurring in the
United States. This is most evident in declining property values, in
extremely weak commodity prices, in slower growth in wage rates, and in the
difficulty that most companies in wmost industries are having in raising
prices (many have been forced to cut prices). This trend toward disinflation
is the result of many factors, including widespread excess capacity, intense
domestic and foreign compaetition, afforts to improve productivity, and buyers
resistance. The latter is particularly apparent in the corporate sector,
vhere the weakness in profits is forcing many companies to increasingly
resist price increases from their suppliers, pushing the disinflation process
throughout the system., Price restraint and weak volumes in most industries
are combining to hold down revenues--many companies are reporting revenue
declines for the first time i{n many decades. While economists focus
extensively on real GNP and other such measures of economic activity, nost
companjes run their businesses off revenues--the weakness in revenues,
coupled with the absence of any meaningful recovery, is causing the wmost
videspread cost-cutting in the corporate sector that has been experienced in
many years. This {s taking many forms, including additional efforts to cut
inventories, cutbacks in capital spending, wage freezes, benefit cutbacks,
and mostly, an extraordinarily high rate of layoffs. All of these are
further restraining economic activity--the layoffs are doing so in two ways,
by reducing household income, and by causing widespread anxiety regarding job
security (which has caused consumer confidence to plummet again),

Thirdly, the income imbalance at state and local governments has also
become a major constraint on the economy. In particular, disinflation and
poor income growth are restraining state and local government tax receipts at
a time when rising medical costs, higher wages for government employees,
federally mandated program increases, etc, are causing expenditures to
continue to rise. The result has been the largest tlacal imbalance at the
state and local qovernment level since the depression-~this in turn is
causing widespread expense reductions (including layoffs) and increasing

taxes.

While these factors continue to pull down the economy, there are some
tavorable elements in the near-term outlook, perhaps more so than at any time
since the recession began. First, inventories are so low in may industries
that additional cuts are likely to be very limited. Secondly, while the
deleveraging trend remains in place, continued Fed easing can help the
economy by lowering the cost of debt servicing. In particular, the declines
in long-term rates that have finally started to occur are not only reducing-
monthly payments on many variable rate loans, but are causing a wave of
refinancing which will also reduce such payments on many fixed rate loans.
Thirdly, real incomes will be further bolstered by the sizable decline in oil
prices over the past several months. Finally, lower mortgage rates have
already begun to strengthen the existing home market over the past month or

80.

The outlook for the near-term depends upon whether the increase in
purchasing power from lower mortgaqe payments and lower oil prices is enough
to offset the declinea in purchasing power caused by higher taxes and job
losses, and in how much of such added purchasing power will be spent in view
of the low level of confidence. My best guaess is that wa will begin to see
a slow upturn in consumer spending, and in new housing, sometime in the next
several months, which will ultimately lead to a gradual overall econonmic
récovery beginning by late spring. Becauss the structural factors listed
earlier will continue to hold down demand for the foreseeable future, the
recovery is likely to be very slow and uneven. It will take a number of
years for debt to be brought down to levels that it is no longer a constraint
on new spending; for banking problums to be worked out so *hat normal credit
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standards can re-emerge; for vacancy rates to move toward more normal levels,
so that new commercial building can increase; and for many state and local

governments to aliminate their fiscal imbalances.

The strength of the recovery will also be held back by the fact that,
even with recent declines, long-term rates remain extraordinarily high,
particularly in relation to aurrent short-term rates. These high long-tern
rates primarily reflect the massive Federal budget deficit still in place,
combined with our low saving rate and a reduced flow of foreign capital. The
recovery will also be held back by a slowdown in export growth, reflecting
the weakness in economic conditions in many European countries, in Japan, and

in canada.

Thus, after a flat first quarter and a small uptick in the sacond
quarter, I would expect to see GNP growth in the 2.5% range during the second

half of this year and into 1991,

1 continue to believe, however, that there are major downward risks
which could delay the recovery even further, or cause it to be even weaker
when {t does bagin. First, as mentioned earlier, it is not clear whether the
added disposable income that will result from lower mortgage rates and lower
oil prices will be spent in view of the weak state of confidence and the high
debt position of many consumera. This is also true in the corporate sector-~-
with the trend toward cutting costs, lower debt servicing costs for many
corporations will not necessarily translate into more capital spending or
hiring. Second, announcements of additional job cutbacks over the next few
months cannot be ruled out--if such ware to occur, the adverse effect on
incomes, coupled with the possibility of even weaker consumer contidence, may
adversaely affect spending. Third, the longer the economy remains stagnant,
the more likely that capital spending plans will be scaled back-~this could
become a problem later this vyear. FPourth, it is possible that the
improvement we're now getting in the housing market, and any gains that might
occur elsewhere in the economy in the months ahead, could stall out later
this year if these gains do not produce an increase in new jobs, and/or if
they simply represent the fulfillment of some pent-up demand, or a brief
response to recent declines In long~term interest ratas.

. LONG~TERNM QUTLQOOK
And

Thus, a sustained recovery at this point is by no means a sure bet.
without significant changes, long-term prospects remain very poor, The
underlying weaknesses and deterioration of the economy were hidden during the
1980's by the long expansion which began at the end of 1982, and continued
unbroken until very late in the decade, but have now come to the surface. As
indicated earlier, that expansion was by no means the result of a supply-side
miracle or other magical transformation of the economy, or of favorable

fundamentals,

As a result, now that the driving forces of the 1980's expansion have
faded out and in fact are being reversed, there is nothing to take their
placa. 1In effect, we not only didn't build for the future, but we mortgaged
our future at a time when our competitiveness in world markets continued to
deteriorate. It was thus inavitable that the U.S. economy would stagnate--a
temporary surge in exports reflecting the sharp decline {n the dollar, and
the continued inflow of toreign capital, delayed the day of reckoning
somewhat in the late 1980's, but now the day has arrived. It already has been
a very long day, with the likelihood that it will be even far longer.

The warning signs are numerous. They include:

The virtual elimination of U.S. advantages in productivity in a
growing number of industries (we've actually fallen behind in
many), due largely to productivity stagnation in this country.

The shrinking technological leadership that once characterized the
U.8. econonmy,
- Masaive trade deficits, reflecting declining U.S., shares gf

n

worldwide production in a large number of industries,
response to these changes,
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The dismantling of many important companies and industries,
with many others headed in that direction,

Wwidening gaps between the United States and other countries in

the quality of eduction.

Stagnate real wvages for the majority of Americans during the last
fifteen years or more.

A distribution of income which is becoming more unequal.

- A banking system which {s in shambles.

An increase in resources devoted to essentially non-productive.
uses.

Very clearly, we have been going in the wrong direction as a country, at
a time when our economic performance is more influenced by global factors.
But, despite the assertions of some economists who point to the recent picke~
up in exports as an indication that we are becoming more competitive in world
parkets, quite the opposite is the case., Witness, for example, the fact that
the 1991 trade deficit probably exceeded $70 billion despite relatively low
oil prices, despite the severe conaumer-led economic decline, and despite the
$0% decline in the exchange rate for the dollar since the mid~1980's. And
witness the fact that we continue to lose share in many manufacturing

industries, especially in high-technoloqgy.

What is most disturbing {s that it is difficult to expect productivity
growth to accelerate, and our relative competitiveness to ilmprove, in light
of the following: .

Our net investment rate is half of Japan's, and far below that of
other major compatitors.

our national saving rate is at a record low level, despite the
so-callad supply-side savings incentives.

- Our business sector is highly leveraged, which is causing
additjonal downward pressure on non~defense R and D (which has
already fallen below the rates in Japan and Germany).

Declining SAT scores and other measures show that the quality of
education at the alementary and secondary school levels continues
to dateriorate, falling further below our major competitora.

- our infrastructure continues to decay, reflecting the neglect
of the 1980's,

No systemized effort is underway to improve job training and
provide the needad skills for the 1990's.

It was fashionable in the 1980's to brand anyone who made these
obgservat:ions a doom and gloomer or a pessimist. But you can't grov an
economy foraver by building empty office buildings and Patriot missiles, and
by doing leveraged buyouts and stock Luy-backs. The lessons are clear: the
factors that were largely responsible for the highly prosperous 50's, 60's,
and early 70's, namely our snormous competitive advantages in world markets
and our strong growth in productivity, no longer exist. And it should be
obvicus that the economic policies, and indifference and neglect, of the
1980's are not the solution--if anything, they made things vorse,

PRODUCTIVIZX~OUR MAJOR ECOMONIC PRIORITX

The ultimate goal of any effort to restore economic health i{s to raise
living standards for the vast majority of the population, and in so doing,
significantly improve prospects for the next generation. This can only be
accomplished by achieving a much higher rate of productivity growth than the
less than one percent average between 1973 and 1991,

An accelaration in productivity growth is alsc vital for a number of
other reasons. Pirat, it i{s clear that the major factor in the loss of
international competitiveness of the United States has been an erosion of the
productivity advantages that most U. S, industries previously enjoyed. This
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has resulted not only in the loss of U.S, market shars in an increasing
number of global industries, and enormous trade deficits, but has created
downward pressure on the number of high-paying manufacturing jobs, on average
wages, and on the U,S. dollar, all of which have reduced real wages and
living standards for many Americans. Secondly, the lack of significant
productivity growth in non-tradable sectors has also prevented any meaningful
improvement in living standards for workeras in those industries--only if
productivity picks up can this trend be changed. Finally, only a meaningful
improvement in productivity growth can produce the necessary economic growth
to enable us to address the serious social problems which exist in this
country, including drug abuse, illiteracy, crime, social decay, etc.

It is important to note that what is required is not merely a one-time
increase in productivity, such as has occurred in many companies as a result
of staff cutbacks or closure of relatively inefficient plants, What is
needed is an acceleration in the trend in productivity growth, or repetitive
year-after-year gains, such as this county experienced in the firat thirty
years after World War II, and such as {8 now occurring in Japan and many
other countries. And it must be economy-wide--improvements in productivity
in some industries which take place primarily as a result of outsourcing and
other measures which shift the problem elsewhere will not effectively solve
moat of our problems. Finally, it is also important that acceptable gains
in productivity take place in a relatively fully employed economy--
improvements in efficiency, or downsizing, which reduce employment in some
industries is only acceptable in an environment where the demand for labor is
rising sufficiently in other industries to keep the economy fully employed.

NATIONAL ECOMOMIC STRATEQX

I strongly believe that a national economic plan to restore productivity
growth, competitiveness, and improvin? living standards is absolutely
essential; these will not materialize without such a plan. I believe that
the national economic strategy must be consistent with the following basic

principles:

1). As mentioned earlier, there has been a dramatic change in the
global economy, and the United States position in that econonmy,
during the last fifteen years. In particular, the United States no
longer has the vast advantages in productivity, product quality,
and technological innovation and implementation that it did in
earlier years. These daclining advantages have come at a time when
world trade represents a larger share of the U.S, and world
economies, so that declining competitivaness has a more adverse
affect on economic performance now than it did in earlier periods.

Most significantly, these changes suggest that economic and trade
considerations can no longer be secondary to political, national
security, and other factors {n setting policy in the United States.
Thus, we can no longer "give away the store" by providing unlimited
access to U.S. markats to other countries (who do not reciprocate)
for State Department considerations, or to buy their support on
other global issues, because we no longer have the competitive
advantages to offset the differential in market a:cess and other
such factors, Similarly, we can nc¢ longer afford to spend six
percent of our GNP to defend the free world when our major foreign
competitors are spending only a fraction of that.

2). The guiding principle of domestic policies in the U.S. has been
"what's good for the consumer is good for the economy". This, in
addition to political factors, has underlinaed our trada policy~-it
also lies at the heart of our domestic anti~-trust and tax policies.
But the jobless, or those earning lower real wages, cannot maintain
their standard of 1living no matter how favorable these policies
are. The key to consumption is real wages and employment--~I
believe that our economic and other policies have to be shifted to
better balance between consumption and production.

3). The national economic strategy must be multi~dimensional. Any
simply-minded, narrowly focused solution, whether it be in macro
aconomics (such as simply cutting marginal tax rates, or a capital
gains tax cut), or in education, or any other policy area, should
be rejected. I strongly balieve that the decline of the United
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States has been caused by a combination of factors, none of them
devastating individually, but all of which have added up to the
economic malaise which characterizes the U. §. economy at present.
In my view, each of these areas must be addressed in order to turn
the situation around: this includes effactive macro policies that
will increase our investment in productive assets; reversing the
decline in the quality of education; stabilizing health care costs;
preventing the continued disappearance of major industries,
particularly those that have |important linkages to others;
restoring our leadership in technology; etc.

I strongly believe that the development of a national economic
strategy, and to some extent its implementation, must be led by the
Federal government. The Pederal government has always had a major
role in the U.3. economy, starting with the industrial revolution
which resulted in U.S. economic leadership in the world for almost

a century.
I believe that the focus of the national economic strategy
should be as follows:

To significantly increase the amount of productivity-enhancing

investment, so that the capital stock per employee, in both
qualitX and quantity, vill begin to approach our major foreign

compatitors;

4).

5).

a).

b). To bring about a dramatic improvement in the skills of our
work force, both by improving the quality of public education,
and by increasing public and private job training;

¢). To reverse the salide in United States technological
superiority by beefing up baslic research, and by speeding up
the process by which new technological breakthroughs are
translated into new products and into higher productivity.

6). Finally, the economic strategy should be based on the principle
that what we make as a country is important. In particular, I
strongly reject the notion that all goods and services are alike--
that thers is no difference between wood chips, potato chips, and
semiconductor chips. Quite the opposite, it {s extremely important
to make certain that the United States has a major presence in
those industries which represent the growth markets of the future,
it in fact we want to experience strong economic growth; in those
industries and products which have high multiplier impacts on the
rest of the economy; in those industries and products which
generate high value-added and thus produce high paying jobs; and in
those industries and products which are leaders and drivers of new
innovation, and without which the process of new technological
development will be set back. Thus, we cannot accept another
period of economic growth accounted for by the construction of
empty office buildings, Patriot missiles, and the like, while more
and more of our key industries are permitted to deteriorate.

This does not mean significantly greater economic management of the
economy, or that the Federal govarnmant should consistently pick winners and
losers. But, some industries are important for the well being of the country
as a whole, so that if they are not permitted to develop, or it certain
existing industries are permitted to go under, the entire economy will lose,.
Thus, permitting the development of some key strategic industries will be a
win-win situation for the economy, rather than coming at the expense of other
industries, because they will help create a higher employment, higher wage,
more vibrant economy, thus increasing the demand for other goods and services

as well,
Role of the Matiopal dovernment

The Pederal government should have the following role in bringing about
a better economic environment in the years ahead:

To set targets for various measures of economic performance.
Included should be desired rates of saving, investment, and
non-military R&D; average SAT scores; health care costs and

a).
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health care inflation; and productivity growth and overall
econonic growth, for the next ten years.

These goals should be monitored on a year-bv-year basis, and
if the trends are unfavorable, policy changes should be
considered to increase the chance of achieving them, It is
also important for these targets to be presented to the
country at .large, so that individuals, corporations, etc.,
have some understanding of where we want to be,

b). The Federal government should act as an example for the
private sector by channeling as much of its own funds into
productivity-enhancing expenditures as possible, by
eliminating waste and inefficiency, etc.

1t seema clear that one additicnal role of the Federal
government will be to act as a catalyst in achieving our
aconomic objectives. Thus, there will be times when the
Federal government should bring various segments of the
economy together in order to help them reach some agreement
which might be in the national interest, or might facilitate
some event or direction that might be helpful to the national

aconomy.

d). It may be necessary for Federal funding to be increasad for
various activities if it is determined that reliance on the
private sector alone will not be sufficient. For exanple,
increased funding for pra-competitive research may be one area
where the Federal qovarnment's role may need to increase in
the years ahead. This implies a significant change in its own

priorities,

@). Perhaps the most basic function of the Federal government is
to create the proper business environument. This includes
effective macro policies to increase saving and investment to
bolster productivity and competitiveness, and taking prudent
steps to reduce the budget deficit in order to cut the cost of
capital to the private sector, Other policy measures, such as
those which will encourage more private R&D, which might slow
the growth in health care costs, etc., also need to bs

implemented.

c).

f). Finally, micro policy changes will also be necessary, such as
relaxing anti-trust laws to permit more industry consortiums
providing assistance to key emerging or existing industries,
more vigorous enforcement of existing trade laws, developing
a trade policy more in tune with today's economic realities,

etc.

It is my view that some significant changes in the basic structure of
the economy and its major entities will also be necessary to facilitate a
healthier economy in the years ahead. In particular, I believe that the
current structure discourages patient capital--that is, investments with a
long-term payoff--thus promoting a short-term orientation which limits our
ability to compete in long lead-time industries. It is vital that we bagin
to make the long term investments which are needed to improve preductivity
and increase capacity, rather than the short-term, speculative, financial-
type investments that were so prevalent in the 1980's. It is thus eassential
that ve find ways to stretch out the investment hori-on in the United Statas.

ROLICY RECOMMENDATIONS

In my view, a proactive program to stimulate the economy is neaded to
insure a stronger sustainable recovery, and simultaneously to bolster our
long-term growth prospects. The way to meet both of thesa needs is with an
investment-oriented program that will dramatically increase our rate of
investment in new, productive assets, thus helping raise our abysmal
productivity growth and improve our competitiveness in world markets, while
at the same time increasing short-term economic activity, I am therefore
suggesting that the short-term stimulative program that we put in place be
the first step in developing and implementing an economic plan to rebuild the

U.8. economy on a long~term basis.
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In my view, any stimulative package to address our short and long-term
needs should adhere to the following guidelines: First, we should address
oyr problems without widening our mind-boggling structural deficits (which
will already be much higher than OMB is now estimating). These deficits are
keeping long-term interest rates at least 2 percentage points higher than
they otherwise would be, given the weak state of the economy and current
levels of short term rates and inflation, and thus are another draqg on
economic growth. They are also increasing our dependence on foreign capital,
squeezing out productive investment, and placing an unconscionable burden on
future genevations. Widening the deficit could cause long rates to go even
higher, as recent nervousness in the bond market suggests. Deficit-
neutrality would of course require creativity-~it means that any actions that
are put in place will have to produce a "big bang for the buck” by being
targeted and focussed, and/or, are temporary. Second, we should accept the
fact that most of the income growth and tax benefits which occurred during
the 1980's accrued to people in the upper income groups. Any proposals to
stimulate the economy must be fair by not making the tax structure even more
regressive--in fact, some of the regressivity now in place should be reversed

if possible,

We thus need an investmert-led recovery, but weak profits, poor sales
and the overleveraged condition of many companies are now, if anything,
further depressing capital spending plans. However, many large corporations
do have substantial cash and other assets that can be turned into new capital
spending. The objective essentially is to encourage them to do so in order to
prime the pump in the short term and improve productivity in the long term.
My own view is that direct incentivaes to investment are a much more effective
way to stimulate new investment than measures designed to increase private
savings, especially since there is no reliable policy measure that affects
private savings in the United States,

Some are suggesting that this can be accomplished by cutting the capital
gains tax rate. However, capital gains tax changes by themselves simply do
not impact fixed investment significantly. And its fixed investment that
what's needed to help the economy off its back, and begin the process of
boosting productivity and competitiveness. A straight reduction in capital
gainas tax rates will simply provide a windfall on investments already made
(and thus raise the budget deficit in the long run), and perhaps generate
some more trading on Wall Street. Studies by Professor Shoven at Stanford
University, and by ay colleague Roger Brinner, show that a reduction in the
capital gains tax rate by itself has a relatively small impact on the cost of
capital. The estimate that such a cut will generate more than a million jobs

is thus ridiculously optimistic.

A better approach is to combine a restructuring of the capital gains tax
with enactment of more effective investment incentives. In particular, the
investment tax credit , which has had an excellent track record in
stimulating new investment in the past, should be restored.

I suggest that a large credit (i.e. 20~25%) bo implemented, but only on
incremental investment, in productivity-enhancing equipment, over and above
a base pericd. For any company, the base can be calculated as the average
of investment during the last several years, Dramatically accelerated
depreciation, or total expensing, on incremental investment would work just
as well, A1l would not only provide a big incentive at the margin, but
revenues would not be lost for investments that were previously planned.
Thus, if they do not stimulate new investment, there would be virtually no
revenue loss to the Treasury; if they do, the increase in aeconomic activity
will generate enough added revenues to basically pay for the credit or

accelerated depreciation.

Changing capital gains taxes can help shift the pattern away from the
short-ternm, financially-oriented, speculative type investments that
characterized the 1980's to badly needed longer term investment. However, to
accomplish aven that, a much larger
difference between the rates on short-term and those on long term gains would
be necessary. This can best be accomplished by enacting a sliding scale
capital galins tax structure, incorporating an in the rate on short-
term gains, with the rate declining the longer the asset is held (to perhaps
near-zero for five years or longer). Furthermore, the relatively low long~-
term rate should apply only to investments in productive assets, and not to
vacation homes, old buildings, etc.



147

The other arqguments being used to support a simple cut in capital gqains
taxes are also flawed. For example, the assertion that cutting capital gains
tax rates will help real estate is misleading at best. Commerical property
prices and rents are falling because of the overbuilding of the 1980's,
aggravated by declining service sector employment resulting from the current
recession. And housing prices are declining in many areas because the
speculative binge in the 1980's carried them too high, and because near
record low consumer confidence, reflecting anxiety reqgarding job security, is
short circuiting the normal moving-up process., In the long term, the only
vay to stabilize real estate values is to reverse the current weakness in the

job market and in confidence,

I also suggest an increase in the top marginal tax rate, or implementing
a third marginal tax rate (perhaps at about 35%) on relatively high incones.
While many advocate doing this on the grounds of restoring some fairness to
the tax system, there is an even stronger reason to do so, In my view, such
an increase would be pro-investment--it, coupled with a decline in the
capital gains tax rate on long-term, productive investments, will encourags
relatively high-income individuals tc shift some of their safe investments
into the riskier, long-term investments that the country needs. In addition,
it would encourage more employees to enter the world of entrepreneurship.
Both effects will come about because the changes suggested above will produce
a large difference between the tax rate on long-term capital gains and that
on short-term income (and short-term capital gains)--it is this difference,
rather than just the level of the capital gains tax rate, that is important
for venture capital, business start-ups, and other risky lcng-term
investments. While a higher marginal rate might reduce new savings (this in
fact is debatable, because if personal savings do fall, it will at least
partly be offset by a reduced Federal deficit), the key is to make more
affective use of the savings already in place. The current low marginal tax
rate and the relatively high capital gains tax rate discourage risk-taking
and long~-term investing., As a further inducement, the low rate on long-term
capital gains should be available only on new investments, further
encouraging those now holding securities to shift to new investments, since
they would not be eligible for the lower rate unless they do so. This would
also have the advantage of unlocking a lot of existing investments, thus
creating a short-tern tax windfall.

I believe the country cannot afford a large broad-based income tax cut
at the present time, especially if it is on a permanent basis. Even a short-
term tax cut would probably do 1little good in that a relatively large
fraction is likely to be saved. And, many of the proposals regarding
expansion of IRA's would neither increase savings nor spending, and would

probably widen the budget deficit.

To help improve the investment climate, some stimulus for consumer
spending should be provided, however, as long as it does not widen the
deficit, and is not offset by other restrictive measures. This can be
accomplished by adjusting the Social Security wage ceiling and tax rate in a
ravenue neutral manner. Such a change would reduce taxes for a large
majority of American fapilies (and those which need it the most), would make
the tax structure less regressive, and would provide a modest amount of
stimulus by shifting income to those who would spend more of it. I also
suggest that we further extend and widen unemployment benefits, and other
safety net programs that were cutback during the 1980's, not only as a humane
measure, but because the marginal propensity to spend out of these benefits
is relatively high. Finally, I suggest enacting a refundable income tax
credit on purchases of autos, other durable goods, and other discraetionary
items, for 1992 only. The size of the credit can be made to vary with
income. It could also vary with domestic content in order to provide maximum
atimulus for the U.S. economy. This is likely to be more effective than a
straight income tax cut in stimulating spending in the short-term because, at
the margin, it will make it more attractive to spend, because temporary tax
cuts are usually saved, and because it will pull some spending forward. If
in fact it does not result in any increase in spending over and above what
would have happened anyway, it would be like an ordinary income tax cut
that's saved--{f it does result in more spending, i% will help stimulate the

econony .

The country also desperately needs more public investment. A much-
needed rebuilding and upgrading of our infrastructure is essential |if
productivity growth is to be accelerated. This can be financed without
enlarging the deficit by privatizing a modest amount of government-owned
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energy facilities, such as the Tennessee Valley Authority and the Bonneville
Power Authority. And over time, we should ~ommit to using any additional

cuts in defense spending to fund more public investuent.

Baecause the decline in real estate values is having a depressing effect
on the economy, any measures that would stem that decline, and allow banks to
resume lending, but without encouraging more new building, would be
desirable, I thus support the partial restoration of changas in the passive
tax rules that were rescinded in 1986, but only for those involved in the
management of real esatate properties (and not for investors who use real
astate writa-offs to offset other income). In addition, an extension of the
period over which banks can realize real estate losses, or reserve against
them, might be helpful by enabling them to recognize such losses without

curtailing other lending.

In order to carry out this program, and to pay for it, some changes will
be needed in the current budget law. Pirst, measures that are truly self-
financing ought to be adopted without the required offsets (this would
include the incremental ITC referred to earlier). Secondly, temporary
budget-widening measures should also be permitted without offsets, which
would otherwise dilute their astimulative impact. Thirdly, the firewalls from
the 1990 budget law should also be eliminated, ro that over the long-term,
additional cuts in defense or other programs can be used to pay for some of
the measures cutlined above, especially more public investment.

Finally, I would encourage the Federal Reserve to continue to ease
monetary policy. They probably will have to wait until the bond market
begins to rally again, but additional easing could be helpful by bolstering
real estate prices and confidence, both of which are added drags on the
aconcmy, and by further reducing the cost of servicing existing debt.

TRE PREQIDENT'S ECONOMIC PROEQBALS
I believe the proposals above are far superior than the program

outlined by the President in the State of the Union address, based on the
early information on his proposals. In particular, I have the following

concerns with the President's program:

1). The amount of near~-term stimulus is very limited, especially since
the increase in the per child exemption does not take affect until
October 1. The shift in withholding will have very limited {mpact
because most people deliberately over-withhold as a means of forced
savings, and because at best, it will be considered a temporary tax
cut to be offset by a tax increase (or lack of a refund) next year.
The marginal propensity to spend from temporary tax cuts has been
very small in the past. Furthermora, the tax ciredit for first time
home buyers affects only a small portion of the marketplace.
Housing is already far more affordable than it has been in many
years, but uncertain job prospects are limiting the willingness to
buy new homes. Finally, the credit might atimulate the purchases
of existing homes, now owned in many cases by the eldorly, who
might then move to recantly built condominiums that are now empty,
resulting in little new building and economic activity.

2)., While the tax credit for health care costs might help some paople
(the degree to which it will help will depend upon whether it's
refundable), it does absolutely nothing to address the big {ssuae of

health care costs. .

3). Tho President's proposals to permit penalty-free withdrawals from
IRA's for various purposes will also be of limited value because
many of the people who are conaidering buying their first home, or
need to use thair savings to cover medical costs, don't have IRA's
to begin with. Furthermore, these naw IRA's would likely cause a
reduction in savings in the long-term by essentially permitting tax
free deductions to cover various expaenses, while at the same time
increasing the deficit as people shift away from other non-taxable

forms of savings.
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5).

6).

7).
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The President's investment allowance in my judgement will provide
a minimal incentive for new investment. This is so because it
simply shifts some depreciation forward, while not reducing the
total depreciation over the life of an asset, or the price of the
asset, It thus reduces the cost of the capital only marginally.
Furthermore, it will permit this acceleration in depreciation even
for investments that would have been made in any case, resulting in
some short-term raevenue loss from those investments.

What is especially troubling is that the budget predicts deficits
of $200 billion plus for the entire period, with a high likelihood
of even larger deficits later in the decade once the military
cuthacks are over, once social security surpluses are drawn down,
and once the gimmicks which will hold down near-term deficits start
working in the other direction. And this doesn't even factor in
the cost of the President's health care proposals, the mythical
savings, and the optimiastic assumptions and gimmicks that are
holding down their deficit estimates. In my view, acceptance of
these deficits is unconscionable--they will continue to erode the
vitality of the U.S. economy and further limit our long-taerm
growth, exactly the opposite of what is needed,

My biggest concern is that the program does virtually nothing to

improve our long~term productivity and competitiveness. I view the
investment incentives as inadequate, especially since the cut in
the capital gains tax rate that is the centerpiece of the
Administration's program, as discussed earlier, will have only a
small impact on investment and economic growth at best. And
infrastructure and job training are hardly addressed at all.

Despite the high detficits, and despite the absence of any
significant wmeasures that will improve productivity and U.S.
comppetitiveness, the Administration's budget asserts that the
President's program will increase average economic growth by about
1/2 percent per year for the next six years (including 1992). 1
tind absolutely no evidence whatscever that any of the
Administrations proposals will add anything to long-term economic
growth--the sum total of *hese proposals, by substantially
increasing long-term budgaet deficits, is more likely to reduce

long-tere economic growth,

PREPARED STATEMENT OF ROBERT Cizix

My name is Robert Cizik. Iam Chairman, President and CEO of Coo r Industri

a dnyeniﬁed manufacturing firm headquartered in Houslon, Texas. fcalso am';i:'scfsf);
serving as Vice Chairman of the National Association of Manufacturers, On behalf of
NAM's more tha{t 1_2.000 member companies and subsidiaries, 1 am pleased 1o be here to
present the Association’s views on the tax proposals outlined in the Administration's recent
t():t;dn%g"mmessagc, as well as on a number of other proposals being considered by this

The first observation 1 want to make is that the size of the federal defici i
" | it constrains the use
?;‘:zep:;al Aﬁ:c:d po::gj lools»la:he c::] and spending increases--to stimulate economic
. prac matter clt situation i
in spending and lnee v o s tends to rule out both large increases

Thus, while it seems clear that changed circumstances justi i

' Justify some revision of the 1990
budget agreement, NAM beheves‘ that, as the President has recommended, such ciangcs
should occur in the context of continued fiscal discipline, Accordingly, we recommend that
any such changes be guided by these principles:

== Any spending increases directed at short-term job creation should al
s0 have a
!ong»lerm growth aspect, ‘Two examples of this would be accelerated
;;f;a[s)l;ucture spending and increased outlays for research and development
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- Tax changes, overall, should be tilted in favor of investment rather than
consumption and should not be illusory, ¢.g., they should not be offset by tax
* increases on the samne class of taxpayers and should be available against both
regular and alternative minimum tax liabilities. Tax reductions should be
matched to the extent possible by offsetting spending reductions, not neutralized

by offsetting tax increases,

-~ Any ovenall increases in annual deficit levels should be modest and, when
possible, offset by dec