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TAX REFORM PROPOSALS—X

THURSDAY, JUNE 27, 1985

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

The committee met, pursuant to notice, at 9:30 a.m. in room SD-
215, Dirksen Senate Office Building, Hon. Charles Grassley presid-
ing.

Present: Senators Roth, Chafee, Symms, Grassley, Bentsen,
Baucus and Bradley.

[The press release announcing the hearing follows:]

[Prees Release}

CHAIRMAN PACKwWO0OD ANNOUNCES FINANCE TAx REFORM HEARINGS

Senator Bob Packwood (R-Oregon), Chairman of the Committee on Finance, today
announ?ed further Commiittee hearings in June on President Reagan's tax reform
proposal.

Chairman Packwood announced the second five days of hearings, as follows:

On Wednesday, June 19, 1985, the Committee will receive testimony from wit-
nesses representing taxpayer organizations and public interest groups.

The Committee will hear from Tiublic witnesses on the impact of the tax reform
proposal on capital formation on Thursday, June 20, 1985.

On Tuesday, June 25, 1985, invited witnesses will discuss the issue of whether the
tax-exempt use of industrial development bonds ought to continue.

On Wednesde%y, June 26, 1985, public vitnesses will testify on research and devel-
opment tax credits, and venture capital formation.

The Committee will receive testimony from economists on the impact of the Presi-
dent’s tax reform proposal on the economy on Thursday, June 27, 1985.

All hearings wi besin at 9:30 a.m. and will be held in Room SD-215 of the Dirk-
sen Senate Office Building.

Senator GRASSLEY. I'm Senator Grassley from Iowa. I am a
member of the committee and I have been asked by Senator Pack-
wood in his temporarf' absence to open the hearing. I have no open-
ing statement so I will go immediately to the witnesses, to be heard
in the order that they appear on the list.

We have Alan Greenspan, Henry Aaron, Michael Boskin, and
John Makin. And I would ask that we start with Dr. Greenspan.

STATEMENT OF DR. ALAN GREENSPAN, PRESIDENT, TOWNSEND-
GREENSPAN & CO., INC., NEW YORK, NY

Dr. GREENSPAN. Thank you very much, Mr. Chairman.

I will be brief, but request that my full testimony be made part
of the record.

Senator GRASSLEY. Yes, it will be. Your entire statement will be
included in the record and we would ask that you summarize in 5
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minutes. The yellow light comes on at the fourth minute, and the
red light is the fifth minute.

So proceed, Dr. Greenspan.

Dr. GREENSPAN. Thank you, Mr. Chairman.

The President’s proposed tax simplification bill goes a long way
to eliminating the uneconomic distortions currently embodied in
our Internal Revenue Code. It is certainly not perfect, but then tax-
ation never is. Nonetheless, I believe this bill deserves the support
of the Congress.

Because of the exceptionally detailed number of changes in the
Internal Revenue e being suggested by the President, I will
limit my comments this morning to just a few issues.

The President’s proposal to eliminate the investment tax credit
and to lengthen depreciation deductions would likely reduce invest-
ment and economic activity in the short run. Over the longer run,
however, a much sounder economy is likely to result as a conse-
quence of the shift away from tax subsidies. Unsubsidized capital
investment is on the margin likely to be significantly more produc-
tive than investment which has to be subsidized through tax pref-
erences. There is a close correlation between pre-tax earnings gen-
erated from a facility and its degree of productiveness. In fact, the
real rate of return on a facility tends to be determined by improved
labor productivity and/or increased capacity. If all investments
were made on the basis of pre-tax earnings with depreciation re-
flecting true economic wear and tear, then capital would be direct-
ed toward those investment which have the highest marginal pro-
ductivity. Even investments which are initiated solely because of
the investment tax credit, however, usually create some increase in

roductivity or capacity. The issue generally is that they produce
ess than projects which meet the re?uired cost of capital.

The only current valid argument for tax subsidization is that the
cost of capital is inordinately high on a temporary basis and subsi-
dies merely simulate the market conditions which would exist
under more normal cost of capital situations. There appears to be
some substance to that argument at the moment, but if the budget
deficit can be brought down, and long-term interest rates and cap-
ital costs fall, even this argument fades. Under those conditions, of
course, no subsidized investment would be needed either.

Changes in incentives created by the new tax rate structure and
broadening the tax rate will induce very substantial changes in the
market value of assets, which I consider a critical aspect of an eval-
uation of this bill.

Just as farm subsidies are capitalized in the market value of
farmland so are tax subsidies capitalized in the value of all forms
of properties. In this sense, real estate market values are higher
than they would otherwise be without the tax preferences current-
ly in the code, and their removal will eventually bring down the
values of real estate relative to other assets. Indeed, many of the
property value changes would occur as soon as the markets believe
that the passage of something similar to this bill was likely.

For example, commercial real estate construction is likely to be
impacted more negatively than one would assume based strictly on
the change in the prospective cash flows and rates of return under
the new tax regime. The expectation of declining property values
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could, for a while, induce a pullback in activity even greater than
that which would be assumed in the context of tax changes and
cash flows themselves. There also may be some modest upward
pressure on commercial and residential rents, although new
owners coming in at lower property values, and hence less equity
requirements, would enjoy a benefit which partially offsets the loss
of tax benefits and would limit the upward pressure on rents.

The market value of owner occupied residential real estate will
be pulled in both directions. Modest upward pressures on rents will
tend to encourage homeownership and enhance values. Downward
pressure will result from eliminating the deductibility of State and
local real estate taxes. The net impact is likely to be to depress
prices of owner-occupied residences somewhat. The geographical
differences, however, are likely to be quite significant, with the
pressures in New York State, and especially in the city, being far
more negative than those experienced nationally. Overall, however,
the response is apt to be small.

I go on further to review the impact on stock prices, which I sus-
pect to be marginally higher under this bill as a consequence of it.
I go on to discuss the issues of what occurs in some of the rust belt
areas of the economy. And, finally, I raise some very serious ques-
tions about the whole issue of windfall depreciation benefits recap-
ture, which I believe raises some fundamental questions with re-
spect to taxing windfall benefits generally, which also raises the
question of whether in fact hold harmless not only investment
when taxes go down, but also when it goes up. I think that’s the
type of policy which I don't believe the Congress would like.

Thank you, sir.

Senator GRASSLEY. Thank you, Dr. Greenspan.

[The prepared written statement of Dr. Greenspan follows:]



Excerpts from the Testimony 6f Alan Greenspan*
Before
The Committee on Finance
United States Senate

June 27, 1985

The President’s proposed tax simplification bill goes a long way to
eliminating the wuneconomic distortions currently embodied in our
Internal Revenue Code. It certainly is not perfect, but then, taxa-
tion never 1is. Nonetheless, this bill deserves the support of the
Congress., Some legislation can be significantly altered without
changing its fundamental structure, A tax simplification bill of
this scope and complexity, however, in which all parts depend on
all other parts, must, with only minor revisions, be subject to an
up or down vote. There are many provisions I like about this bill
and many I don't, but in total it is a good bill,

S
Because of the exceptionally detailed number of changes in the 1In-
ternal Revenue Code being suggested by the President, I will limit
my comments this morning to the bill’s impact on the economy, on
market values, and on economic efficiency.

The President’'s proposal to eliminate the investment tax credit and
to lengthen depreciation deductions would likely reduce investment
and economic activity in the short run. Over the longer run,
however, a much sounder economy {s likely to result as a con-
sequence of a shift away from tax subsidies. Unsubsidized capital
investment is, on the margin, likely to be significantly more pro~
ductive than investment which has to be subsidized through tax pre-
ferences. There is a close correlation between the pretax earnings
generated from a facility and its degree of productiveness. In
fact, the real rate of return on a facility tends to be determined
*Dr. Alan Greenspan 1s President of Townsend-Greenspan & Co., 1Inc.




by improved labor productivity and/or increased capacity. 1If all
investments were made on the basis of pretax earnings, with
depreciation reflecting true economic wear and tear, then capital
would be directed toward those investments which have the highest
marginal productivity. Even investments which are initiated solely
because of the investment tax credit, however, usually create some
increase in productivity or capacity. The issue generally is that
they produce less than projects which meet the required cost of
capital,

An investment whose pretax rate of return is otherwise too low can
become desirable for an individual company if lower taxes boost its
after-tax rate of return. The investment tax credit, for example,
is an effective means of inducing business to 1invest in capital
equipment even when that equipment fails to meet the test of pretax
rate of return on an unsubsidized basis.

The only current valid argument for tax subsidization is that the
cost of capital is inordinately high on a temporary basis and sub-
sidies merely simulate the market conditions which would exist
under more normal cost of capital situations. There appears to be
some substance to that argument at the moment, but if the budget
deficit can be brought down, and long-term interest rates and
capital costs fall, even this argument fades. Under those condi-
tions, of course, no subsidized investment would be needed either.

Even if we eliminate tax preferences on investments, the playing
field is still less than level owing to accounting conventions of
long standing. While the proposed bill commendably endeavors to
move depreciation charges into a more realistic relationship to
true economic lives, as best these can be estimated, it must be
remembered that there are, nonetheless, many quasi-capital invest-
ments which have always been expensed and, indesed, are still
treated in this way. We write off capital investment over a series
of years on the grounds that such investments produce income over a
comparable time period. This is also true, however, for many ex-
pensed outlays such as research and development, institutional
advertising, work force training, etc. The <crucial gquestion is
whether the particular expenditure is directed at immediate earn-
ings or future earnings. Obviously, expensing is appropriate as a
charge against those activities which are endeavoring to produce
profit immediately. In principal, write-offs should match the tim-
in? of the _profit producing characteristics of.the activity. In
this regard, there is no fundamental difference between a brick-
and-mortar facility, which lasts fifteen years, and research and
development activities which produce a product and profit over the
same time frame. Institutional advertising and work force training
clearly have much of the same characteristics. Many companies which

Townsend-Greenspan SP/85/17



report high effective corporate tax rates do so not because their
taxes are high, but because the reported pretax profits are low
owing to the expensing of a large number of activities which are
directed toward the production of future income. Many companies
have low reported implicit tax rates because their expensing rela-
tive to theitr depreciation charges is low, ’

We know that removing tax subsidies from the capital investment
process will improve the efficiency of the economy and ultimately
the level of output in the long run, but the evaluation of short-
term impacts is more difficult., The number and magnitude of the
changes in President Reagan’s proposed tax bill are too great to be
evaluated easily by our existing macroeconomic models. Macromodels
can effectively evaluate only changes made at the margin, that |is,
small tax changes and/or small expenditure changes. Policy innova-
tions which create abrupt changes in the incentive structure, which
the President’s bill surely would do, present far more difficult
analytic problems. By design, macromodels endeavor to reflect the
near-term implications of the most recent past. The immediate
future under this proposed new tax regime, however, would be
substantially different from the economic and mathematical condi-
tions upon which these models are based. That will make it dif-
ficult to get anything but a judgment of gross impact. Matching
pluses and minuses suggests that the short-term impact of the tax
bill on the economy would be mildly negative. It's difficult to be
more precise since in this tax bill we have to deal not only with
changes in cash flows, changes in after-tax incomes, and changes in
incentives created by the new rate structure and broadened tax
base, but also with the very substantial changes in the market
value of assets which would occur following passage of the bill,

Just as farm subsidies are rapitalized in the market value of farm
land, so are tax subsidies capitalized in the value of all forms of
properties. In this sense, real estate market values are higher
than they would otherwise be without the tax preferences currently
in the Code, and their removal will eventually bring down the
values of real estate relative to other assets. Indeed many of the
property value changes would occur as soon as the markets believed
that the passage of something similar to this bill was likely. For
example, commercial real estate construction {is 1likely to be
impacted more negatively than one would assume based strictly on
the change in the prospective cash flows and rates of return under
the new tax regime. The expectation of declining property values
could, for awhile, induce a pullback in activity even greater than
that which would be assumed in the context of tax changes and cash
flows themselves. There also may be some modest upward pressure on
commercial and residential rents, although new owners coming in at
lower property values, and hence less equity requirements, would
enjoy a benefit which partially offset the loss of tax benefits and
would limit the upward pressure on rents.

Townsend-Greenspan Sp/85/17



The market value of owner occupied residential real estate will be
pulled in both directions. Modest upward pressure on rents will
tend to encourage homeownership and enhance values, Downward pres-

sure will result from eliminating the deductability of state and .

local real estate taxes. The net impact is likely to be to depress
prices of owner occupied residences somewhat. The geographical dif-
ferences, however, are likely to be quite significant, with the
pressures in New York State, and especially in New York City, being
far more negative than those experienced nationally. Overall,
however, the response is apt to be small,

The impact of the tax bill on common stock values will be important
in tracking the future of capital investment in the next year or
two. The ﬁticing of stocks is, of course, far more important to the
economy than the mere casino characteristics of the stock exchange.
As the measure of the underlying market value of existing plant and
equipment in our economy, high stock prices create significant in-
centives for new capital investment. Certainly a reduction in the
marginal tax rate on dividends as well as a lower capital gains tax
rate would, other things equal, enhance price earnings ratios. 1In
the short term, of course, after-tax earnings of American corpora-
tions are likely to be curtailed moderately under the proposed tax
structure. Since the longer term profit outlook as a consequence of
the tax bill is less negative, however, there is at least the pos-
sibility that stock evaluation might look beyond this dip in earn-
ings and thereby create an improved outlook for stock values. Hence
the outcome of the clash between lower short-term earnings and bet-
ter frice earnings ratios has considerable significance for the
level of economic activity.

The major adverse impact of the tax bill is 1lke1¥ to be {n
manufacturing industries which have already been significantly de-
pressed by high interest rates and the strong dollar. The average
increase in corporate taxation under this bill is far greater for
these groups, which depend heavily on the investment tax credit,
than for the more service related or high tech industries. Effec-
tive tax rates for many companies would rise rather substantially.
These include companies which have, through safe harbor leasing
provisions, purchased tax credits to lower their effective tax
rates, as well as companies with. low pretax operating earnings and
large capitzl investments.

One particular provision of the President’s proposal which has
created considerable concern in the business community is the wind-
fall depreciation benefits recapture. Oue can obviously argue, as
indeed the Treasury does, that capital investments made since 1981
would be facing virtually the same tax rates that existed at the
time they were implemented. That, of course, is true . only if in-~
vestnent tax credit carryovers follow current law. Technically,
such investments were made not only with the 46% marginal tax rate
in mind, but also with the full effect of the investment tax credit

_Townsend-Greenspan sp/85/117



either taken currently or contemplated as a carryover benefit. Un-
less I have missed it in the 461 page explanatory Treasury docu-
ment, no mention is made concerning preservation of investment tax
credit carryovers.

A more difficult problem for this provision is the {nitiation of
windfall recapture in only one segment of the tax law. There are,
of course, innumerable tax windfalls from 1lower rates which the
current bill does not endeavor to recapture. Investments made in
long-term securities with the expectation of being taxed et the 46%
rate will achieve a higher after-tax rate of return as a con-
sequence of the tax cut. Similarly, expensed research and develop-
ment outlays made in the past create a windfall as a consequence of
the lower tax rate applied to earning which will flow from them 1in
the future, but the Treasury does not endeavor %o recapture this
windfall. Any tax revision as comprehensive as this one must create
a variety of windfall gains® and losses. While it may be deemed
necessary for total revenue purposes, singling out one such situa-
tion for application of a recapture provision is a disturbing
feature of this particular tax program.

STATEMENT OF DR. HENRY J. AARON, SENIOR FELLOW,
BROOKINGS INSTITUTION, WASHINGTON, DC

Senator GRASSLEY. Dr. Aaron.

Dr. AaroN. Thank you very much. I would like to associate
myself with the remarks that Dr. Greenspan made. If you had to
vote up or down on the President’s proposal, 1 believe you should
vote for it because it would be an improvement over current law.

But there are a number of areas where I believe the bill can be
improved. And I would urge you to make them. '

y written testimony, which I submit for the record, makes a
number of major points. I shall cover all but one of them summari-
ly in my oral remarks, and touch in detail on only one.

The first point concerns the taxation of income from capital.
Almost every change made from the Treasury’s draft proposal of
November to the ite House proposal was a change for the
worse. That stalement includes the liberalized of depreciation rules
included in the White House proposal; the move away from index-
ing of all capital gains and taxing them in full; and the abandon-
ment of any attempt to index interest income. The reasons why
these changes were a move for the worse were stated cogently by
Mr. Greenspan. All lead to tax-induced distortions in investment
choice away from market indicators.

The second point that I would like to make is that I think Con-

ess should look for a compromise on the denial deductibility of

tate and local taxes. I suggest one in my testimony. I propose that
deductibility should be retained only to the extent that all State
and local taxes added together exceed 5 percent of adjusted gross
income.

This approach would generate additional revenues to support
rate reduction and to increase personal exemptions, but it would
permit deductibility at the margin for many tax payers, and it
would deal with some of the problems of high tax States and high
taxpayers in all States. .

ird, I believe the White House move away from Treasury’s rec-
ommendation to tax fringe benefits was a mistake. I recognize the
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political difficulties in moving in this direction. Again, I suggest a
compromise in my testimony. Specifically, I propose that the prin-
" ciple advocated by the Treasury in November for health insurance
and embodied in the current law treatment of term life insurance
be extended to all fringe benefits taken as a package. Specifically, I
propose that a ceiling be set above which fringe benefits would be
taxed. The exclusion of no fringe benefit would be terminated.

The one topic I would like to address in detail concerns the issue
of international competitiveness. A lot has been said about the im-
portance of retaining the investment tax credit for international
competitiveness. I believe there is very little to this argument, and
that it should not be taken seriously.

Would the removal of the investment tax credit have a signifi-
cant impact on the ability of American industry to compete
abroad? The answer is it wouldn't have much effect. Out of all
value added by nonfinancial corporations in the United States,
about 24 percent was attributable to capital in 1983. But only about
4 percent of all that value added was attributable to equipment. If
the effective tax rate on net income attributable to equipment were
increased by 25 percent, and all of that increase were shifted for-
ward to purchasers in the form of higher prices, the average in-
crease in prices would be about 1 percent,

Since the value of the dollar often changes by 2 percent or more
in 1 day and the overvaluation of the dollar is estimated by many
experts to be in the range of 30 to 40 percent, the possible direct
effect on international competitiveness of the increase in taxes on
equipment that would arise from repeal of the investment tax
credit would be hard to detect.

Senator BENTSEN. What was that?

Dr. AARON. Hard to detect.

It is not legitimate to argue that low tax rates serve to encourage
investments that reduce prices of U.S. products by large amounts.
Investments with high rates of return would be undertaken with-
out those inducements. Those that would be put over the top,
merely by the existence of the investment tax credit, cannot have a
large effect on cost. I believe that you should subject to very severe
scrutiny claims by those who suggest that the investment tax
credit is essential for international competitiveness.

In some industries the effects may be somewhat larger, but I
would suggest even in the industries most severely affected by
repeal of the credit, the effects are going to be tiny relative to those
of the foreign exchange market.

Thank you.

[The prepared written statement of Dr. Aaron follows:]
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Statement
of
Henry J. Aaron*
to -
the Committee on Finance
The United States Senate

June 27, 1985

Mr. Chairman and members of the committee:

Thank you for the opportunity to testify on the president”s
proposal for tax reform. I believe that the president”s plan, if
enacted without change, would represent a modest lmptovemenéh over the
current tax system, BRut a number of specific changes would make it a
major {mprovement over the current system. Many of these changes would
restore elements of the Treasury Department”s November proposal.

The remainder of my statement fs divided into two main parts: a

sunnary of my wmajor recommendations and a detailed staterment that

presents the reasoning behind these recommendations.

*It 48 customary for faculty of the University of Maryland and
employees of the Brookings Institution to dissociate other staff aund
members Of the board of trustees from responsibility for their views.
My Brookings colleague Harvey Galper, from whom you have heard, caanot
be exculpated so easily. My testimony benefited from his comments and
criticisms and draws heavily from Assessing Tax Reform, a book that he
and I coauthored. That book presents pr(ncT?T.l that should guide
thinking about tax reform, and applies these principles to major
proposals now under discussion.
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Summary of Major Recommendations and Conclusions

1 urge six specific changes in the president”s plan:

o The schedules for indexed depreciation bdased on true economic
asset lives proposed by the Traasury last Noveaber should be
enacted rather than those proposed by the president.

o All capital gains should be indexed, and real gains should be
taxed as ordinary income, along the lines proposed by the Treasury
Department in November.

o The Treasury”s proposal to {andex interest {ncome and expense
should be restored, subject to certain technical and substantive
modifications,

o Fringe benefits should be more fully taxed than suggested {n the
president”s proposal; I present a compromise plan that preserves
ifncentives for worker and employers to negotiate fringe benefits.

o The president”s plan for denying deductibdility of state and local
taxes is unduly harsh, given the cut backs in grants in aid that
have been enacted and are now under consideration; I suggest a
compromise plan that ralises most of the revenues that the
president”s plan would generate, but that also recognizes the fact
that many state and local services provide benefits to people who
live outside thefr borders.

o The personal exemption should be raised to $1,500 (rather than
$2,000, as proposed by the president) and the zero-bracket to
$5,500 (rather than $4,000 for joint filers and $3,600 for heads
of housebold, as proposed by the president); this exchange
protects poor families from having to pay income taxes as well as
the president”s plan, but 4t would at less revenue cost than
occurs from the proposed increase in personal exemptions to
$2,000.

In addition to these specific suggestions, I shall addrzss two
fmportant and controversial {ssues surrounding the tax reform
debate: are tax concessions to equipment {nvestment necessary to help
American industry fend off foreign conmpetition; and will the

president”s plan be revenue neutral.
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On these {ssues I shall argue that:

o The arguments that tax concession are aecessary to promote
international competitiveness of American industry are
unjustified. Tax concessions for equipment investment can at best
have only a trivial effect on international competitiveness; the
trivial gains that might be achieved are not worth the sarious
distortions and inefficiencies that result from the investment tax
credit,

o The estimates that the president”s plan would be revenue neutral
are done honestly with generally accepted mesthods; but the plan
contains a number of provisions that were added for no reason
other than that they add to revenue. The removal of these
provisions will reduce revenues and necessitate still other
changes if the plan 1is to turn out revenue neutral, Under no
circumstances should Congress enact any tax bill, however
meritorfous on other grounds, that runs a serious risk of rcdugzgg
federal revenues,.
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Full Statement

AY
The current income tax system suffers from three extreaely
serious problems:

o The tax base has been narrowved. As a result, the tax systen
needlessly distorts consumption, saving, investaent, and
production.

o Because the tax base has been narrowed, rates are higher than
neceasary to raise curreat rtevenues. These unnecessarily high
rates aggravate economic distortions and fnequities.

o The tax system raises too 1little revenus to pay for current
government expenditures or for expenditures that will remain after
Congress is done cutting all the speading programs it caa.

The president”s program deals {n some measure with the first two
problems, but 4t does nothing about the third. 1 shall organize ay
comments around these three problems and the presidant”s proposed
approach to them.

Because I shall have a number of critical comments about the

president”s plan and shall suggest a nunber of changes to it, I want to

stress that his plaa would, in my view, represent an improvement over

the current system even {f no changes fn it were made, But I thiank

that this committes, the Senats, and the House of Representatives can

greatly {mprove the president’s plan, particularly if you restore some

of the {anovative and constructive proposals put forward by the

Treasury Department last November.
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N The Tax Base and Rates

The U.S. economy is based on the principle that {individuals aad
businesses are better qualified than government to decide how to
produce income and to spend it. This principle is not absolute, as the
existence of large government expenditures and far-reaching regulations
attest., For example, few would leave policy on national defense,
social security, or the national parks wholly to lndlv}dual decisions.

On the revenue side, this principle fmplies that we should design
our taxes to distort economic decisions as little as poasible. Again,
this principle is not absolute., Most of us, for example, are prepared
to support tax rules that encourage charitable giving, But the
principle does mean that anyone who would use tax policy to distort the
voluntary decisions of entrepreneurs, managers, and consumers aust
shoulder a heavy burden of proof to demonstrate that the purpose of the
incentive {s important, that tax incentives better advance that purpose
than do alternative instruments, and that the gain {is worth the
increased complexity that each new special provision generates.

The job of trying to reform our tax system is 80 hard in part
because that principle has been flouted recklessly and often snd in
part because {t is very hard to measure and to tax some kinds of
econonic incone, Partly through inadvertence, partly through
intention, various sources and uses of income have received favored tax

treatment in order to encourage a wide range of objectives.
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The current zoo of exclusions, deductions, <credits, examptions,
and allowances {is the result. Most of these tax provisions were
designed to advance merfitorious objectives. The problem is that they
do so with gross inefficlency, scattering incentives helter-skelter in
patterns unrelated to the underlying objectives. In addition, each new
deduction, credit, exclusion, and allowance adds the the complexity of
the tax code. The result is that ordinary taxpayers cannot understand
the rules and suspect rightly that they are forced to pay more tax than
they should to cover the loss of revenue from clever tax avoidaance by
those who can afford costly advice. And although the maximum personal
tax rate has come down {n recent years, the rate faced by the typical
taxpayer has gone up, {in large part because of the unplanned and
uncoordinated use of the tax system to achieve nonreveaue objectives,

Measuring Business Income

Current law {imposes ridiculously uneven taxes on business income,
The Treasury Department, the Council of Economic Advisers, and numerous
economists and business analysts have documented the large variation in
effective tax ratet.l Depending on the source of funds, the type of
iavestment, the nature of ownership, and the industry in which the
{avestment occurs, effective rates of tax for broad classes of
investaent can vary from positive tax rates of over 90 perceat to

2 In

negative tax rates (actual subsidies) of more than 20 perceat.
particular, busfness equipment is heavily favored over structures, and

profits on nondepreciable capital are taxed most heavily of all., Such
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enoraous variations in effective tax rates induce appalling economic
inefficiency, as the fllustration presented in the footnote
dcnonntrutcl.3

These discrepancies flow froam a number of sources. Among the most
important arve:

-« the {nvestment tax credit, which discriminates against investments
in structures and {nventories and in favor of investments {n
equipment;

~« depreciation schedules that deviate froa true economic
depreclation by widely different amounts for various assets, and
which, since depreciation deductions are not indexed, deviate by
different amounts depeading on the rate of inflation;

== {nterest deductions that are not indexed for inflation and, hence,
lead to very diiferent returns on equity iavestmenta depending on
the degree to which they can be financed by debt;

== the failure of curreat law to index capital gains for {nflation
and to tax real gains in full,

In short, the problems arise in large part from the failure to weasure
business f{ncome correctly.

The president”s plan would reduce those discrepancies. 1 shall
not comnent {n this statement on provisions concorn(ng specific
industries. The most important of the general provisions are: repeal
of the investment tax credit; replacement of the ACRS depreciation
system with indexed and somewhat accelerated depreciation rules; and
the indexation of some capital gains.

These reforms do not go a8 far as provisions recommended last
November by the Treasury Department {a narrowing differences in

effective rates on differeat kinds of iavestaent.
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o The depreciation schedules recommended in Noveaber came close to
satching true econoaic depreciation indexed for inflation. The
president”s plan provides greater-than-true economic depreciation
for structures and the discrepancy {is especially large for
equipment.

0 Iu November Treasury proposed to index all capital gains for
inflation and then to tax them like other realized income. The
president”s plan does not index most capital gains, and it would
exclude 50 percent of long-term gains from tax; the exceptions are
capital assets used in a trade or busineas, which would bes indexed
and real gaina from the sale of which wauld be taxed {n full,

o 1la November the Treasury proposed a 'rough justice" method of
fndexing interest Income and expense for inflation. The
president”s plan ekips this vital adjustment entirely, The
Treasury proposals were flawed; but they could have been
significantly improved with modest changes.

Is more favorable tax treatment of equipment and other depreciable
capital than of other investment justified? Are special capital gains
rules justified for nondepreciable capital and depreciable capital not
used in a trade or business? The answer to both questions is: no.

Two major arguments are advanced for taxing equipment at lower
rates than are applied to other investments. First, {t is alleged that
jinvestments in equipment add more to productivity than do other
investuoents. Second, it is alleged that tax conceasions to firas
trading {n ianternational markets are Justified to help such firms
compete in the face of an over-valued dollar.

The Productivity Argument. The first argument -- higher

productivity on equipment 4investment ~- wmakes no economic sense
whatsoever. If productivity or profitability were highar on such
investments than on others, the market would surely recognize {it. Why

are subsidies needed? For any given national savings rate, output and
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growth are maximized when private rates of return are as high as
possible,

To be sure, thete ar; cases when subsidies to particular
industries are justified. When they are, lets not foul our tax system
with poorly-targetted tax concessions to a broad class of investuments.
Let”s own up and provide the subsidy to the firm or activity we wish to
assist.

When tax concessions push whole classes of {nvestments with
relatively low (and sometimes even negative) rates of return ahead of
investments with high rates of return, output may even be reduced and
welfare is reduced. And this {s just as true when the low productivity
investment pushed to the head of the queue by tax advantages is called
equipment. Though investment {in structures and inventories may not
tickle our technological fancles the way robotics and continu;us
casting do, they are better investments whenever they yield higher
before-tax returns. By preventing the wmarket from rendering lga
verdict, current tax breaks for equipment reduce the efficiency of our
econony and make it less able to compete with foreign firms. These tax
concessions are not pro-growth; they are anti-growth. They do not help
American firms compete; they hinder them.

Let me be clear. A strong case can be made for trying to increase
saving by Americans, a point that I shall return to momentarily. And a
case can be made for a uniform i{ncentive for all investments, But no

respectable case can be made for systematically distorting the
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allocation of capital iato low-productivity uses,

International Competition. Even if one graats the general

undesirability of wusing tax concessions to favor certain investaents,
some people argue that they are justified at this particular time ¢to
help U,S. firms against foreign competition. In appraising this
areument, one should keep in mind that all existing or proposed tax
concessions for {nvestment would apply equally to capital goods
produced here and abroad; discrimination dbased on place of manufacture
would violate the General Agreement on Tariffs and Trade (GATT).
ﬁencc, tax concessions may {ncrease total U.S, demand for equipment,
but they in no way assure that the equipment will be made in the United
States.

But what about users of capital goods? Wouldn“t tax concessions
for the purchase of equipmeat help them against foreign competitors?
The answer {s: not wmuch. Of total value added in nonfinancial
corporations in the United States, about 24 percent was attributadle to
capital {n 1983. But only about 4 percent was net income attributable
to equipment and less than 4 per;eat uore to structures, Even {f the
effective tax rvate on net income attributable to equipment were
increased by 25 percent and all of the increase were shifted forward to
purchasers in the form of higher prices, the effect would ba only a 1
percent increase {in prices. Since the value of the dollar often
changes by 2 percent or more in one day and the overvaluation of the

U.S, dollar {s estimated by many experts to be 30 to 40 percent, the
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possible direct effects on {nternational competitiveness of the
{ncrease in taxes on equipment that the president has requested would
be hard to detect.

It 1s not legitimate to argue that low tax rates serve to
encourage {nvestments that reduce prices of U,S. products by large
amounts. Iavestments with high returuns will bde undertaken without the
added 1inducement of tax concessions. Tax concessions may amake the
difference for marginal ianvestments. But the reduction in production
costs cannot be large; if {t were, the project would pass nuster
without the tax induceaent.

The charge for this committee is to examine critically the claims
that certain tax provisions must be retained to preserve internaticnal
competitiveness, Witnesses who assert this position should nat go
unchallenged 1in their claims that the tax code must be tilted to favor
their preferrad investments, They should be asked to show in detail,
not by glib generalities, how internstional competitiveness will be
streagthened by particular tax changes, and how a 20 percent lower tax
rate on equipment, or even on both equipment and structures, can offset
the disadvantages of grossly overvalued dollar. Should we not deal
squarely with the problems of high real interest rates, an overvalued
dollar, and enormous budget defici{ts rather than offering a placebo in
the form of {nvestmeat {ncentives that do nothing about the real issues

and distort the ecconomy at the same time?
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Capital Gains. Congress can strengthen the presideat”™s plan by
raplacing his recommendations rtegarding the taxctloi of long-tara
capital gains and the measurement of depreciation with the Treasury
Department”s proposals of last Noveaber. Under the Treasury
Department”s plan tax would be levied only on veal, {unflation-adjusted
gains, These gains would be taxed in full, but no tax would be imposed
on {llusory inflation gains, as can occur under current law or under
the president”s propoaul.“ The Treasury”s proposed depreciation
schedule would have approximated true economic depreciation, thereby
ending the distortions of {nvestment decisions attributable to
discriminatory rules,

Interest Indexing. Under curreat law borrowers are allowed to

deduct all {nterest payments (subject to certain restrictions), but are
not required to treat as income the decrease fn the real value of fixed
price debt caused by inflation. Similarly, lenders are required to pay
tax on all interest income, but are not aplo to take as losses the
decrease in the valus of outstanding debt, The change in the real
value of debt varies with the rate of inflation and can be large. By
igaoring such changes 4{n the value of debt, current tax rules foster
tax shelters and distort the allocation of investment. Indexing, which
would prevent these inflation-related changes in values from affecting

tax liabilities, is essantial if these distortions are to be avoided.
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The proposals for indexing of interest contained in the Treasury
Department”s November tax plan were a major and imaginative step
forward in the tax trcatment of [Interest income and expense. They
contained two major, but correctable, flaws regarding the treatment of
financial institutions and of owner-occupied housing, and they raise
difficult problems of transition. And they would have necessitated
some additional computations by taxpayers. But the importance of
renwoving inflation premiuns from the tax system fully justifies these
computations and the structural changes that would need to be made.

The gains to be achieved from accurate measurement of capital

inocome would be far-reachlng.s

xot only would this step improve the
allocation of capfital and add to economic efficiency, but it would also
reduce the need for business planners to take tax factors into account
in plauning investments, The importance of achieving this goal --
pushing tax planning out of {its currently preeminent place in the
corporate board room -~ dwarfs the significance of adding or

subtracting a few lines from the form 1040,

Measuring Personal Income

The president proposes to broaden the personal income tax base in
a nuaber of ways and to use the revenues from base-broadening to lower
personal tax rates. In most respects, his plan is markedly more timid
than the one advanced last November by the Treasury Department,
Treasury proposed to raise $19 billion in 1990 from taxing certain

fringe benefits; the president would raise only $4 dillion. Treasury




28

proposed to raise $45 billion in 1990 by curbing itemized deductions;
the presideat would ratse $40 billion.® *

Fringe Benefits. The presideat”s plan 1is too timid in f{ts
approach to fringe benefits. The exclusion of fringe benefits
encourages employers to provide them even when workers would prefer
consumption goods of equal economic coast that they must buy themselves.
The reason, of course, is that consumption through fringe benefits {s
subsidized to the extent of foregone personal taxes.

At the same time, we all racognize that there 1is asome value {n
assuring that people have basic health insurance or some life
ifnsurance; and we understand that people sometimes lack the foresight
to provide these things for themselves. The case for encouraging the
provision of basic amounts of such fringes {s strong; the case for
encouragement of unlimited amounts of these fringes is weak. The
question is how to reconcile these conflicting objectives: to ratain
soma encouragewent to the provision of basic levels of certain
benefits, while discouraging the excesses tra;eable to the currently
unlimited tax {ncentive.

In my view, the Treasury got matters about right last November
when {t recommended a ceiling on the exclusion from personal income tax
of employer-financed health insurance and the full taxation of all
otﬁer noncash fringe benefits. But this approach encountered strong

opposition, especially from the chairman of this committee.
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As a compromise, I suggest broadening to all noncash frianges the
principle the Treasury Departmeat would have applied only to health
insurance. Each {ndf{vidual would report the dollar value of all
curreatly excluded fringe benefits - employer-purchased health
ifasurance, group term life insurance up to §$50,000, cafeteria plans,
and other smaller items -- and would be required to include in income
the excess of the total value of these benef{ts over a :peclfiea
threshold.

This approach has some advantages over both the presideat”s plan
and the Treasury Department”s November proposal., It can raise more
revenue from the inclusion of fringe benefits than the presideat”’s
plan, Like the Treasury proposals, and unlike the president”s plan, it
would iaucrease sensitivity to medical costs by denying deductions for
excessively generous health insurance plans., But uanlike the Treasury
plan, ft does not extinguish the exclusion of any particular fringe
benefit, Rather, it retains tax incentives for providing any of a
specified liat of fringe benefits, with the choice 1left to eamployers
and employees., It simply says that abuse in the form of excluding tax
of excessive amounts of fringe benefits will not be tolerated.

State and Local Taxes. A related problem exists with respect to

the president”s and the Treasury Department”s recommendation to
disallow deductions for state and local taxes. Strong argumeats can be
made that some of the coasts of state and local services should be bornme

by people who live outside their borders. The arguments rest on the



25

demonstrable fact that many state and local services provide benefits
to people who live outside their borders. Expenditures to educate
children {n Mississippi, New York, or Oregon clearly affect ay
well-being as a resident of Washington D.C. If I do not pick up part
of the cost, it is quite possible that residents of those states, who
derive only part of the benefits from their education expenditures, may
spend too little., Similar srguments can be sade with respect to other
state or local services, including police protection, health
expenditures, or welfare outlays,. We are asimply too mobile and
i{nterconnected a society to treat each jurisdiction as a fiscal island.

The foregoing line of argument poiats toward a asystem of
grants-in-aid from higher- to lower-level jurisdictions. It does not,
however, point to the particular pattern of {mplicit grants expressed
in deductibility of statse and local taxes, a system under which the
size of the implicit grant depends on how many local residents {temize
their deductions and on what tax bracket they are {n.

In a well-ordered world, a set of gf ts o aid would wmatch
benefits and costs of state and local lorvlce?}?and no deductions would
be permitted for state and local taxes. In fact, our system of grants
is far from ifdeal, and it is being scaled back in the face of budgetary
exigencies. To deny complately the deductibility of state and local
taxes at such a time places extraordinary burdens on states and
localitias. A fully persuasive case for the complete elimination of

deductidbiliity can be made, bdut only {f it is linked to a reform and
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extension of grants-in-aid.

Since no reform or extension of grants {n aid seeas likely in the
near future, we are faced with a set of conflicting goals. First,
reductions {n federal individual income tax rates cannot go very far
unless deductibility of state and local taxes is reduced. Second,
state and local taxes are a rather poor grant-in-aid progran. But,
third, the relative {mportance of deductibility to astates and
localities is growing as grants-in-aid are curbed.

These goals can be partially reconciled if an approach similar ¢to
the one 1 have suggested for fringe benefits is adopted. I recommend
that state and locsl taxes remain deductible, but only to the exteat
that they exceed a stipulated fraction of adjusted gross income., If
the ceiling above which deductibility would be permitted were set at 5
perceat of adjusted gross income, federal revenues would rise by
roughly two-thirds of the amount the Treasury estimates reveanues would
rise from complete denial of deductibility of state and local taxes.
Some citizens of all states would continue to be able to deduct part of
their state and local taxes, although clearly the fraction would be
larger in relatively high tax states, Table ! shows the average ratio
of deductions for state and local taxes to fincome by income class in

1982.
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Low-Income Relief

The president proposes to increase personal exeaptions to $2,000,
nearly a doubling of the current level. He also calls for an increase
in the gzero-bracket amount, but by a auch semaller proportion, by 9
percent for joint filers, by 17 percent for single filers, and by 45
percent for heads of household. -

Measures to increase tax-free income levels are long overdus, as
no adjustment was made from 1979 through 1984, despite considerable
inflation. Hove@cr. the relatively large on increass ia personal
exemptions and the proportionately smaller increase in the zero-bracket
amounts is a particularly costly way of boosting tax-free {income
levels. The 1increase in the exemption is available to all taxpayers,
while changes {n the =zero-bracket amouat have no significance to
itemizers.

The same tax entry polants could be preserved for a family of four
if the personal exeaption were raised $100 less and the :oto-bttckc;
amount were increased $400 more. Tax entry points would remain the
ssme a3 under the president”s plan if the personal exemption were set
at $1,700 and the zero-bracket amount were set at $5,200. By way of
comparison, the Bradley-Gephardt plan would 4increase the personal
exeaption for joint filers to $1,500 each (§1,000 for additional
dependents), but would raise the zero-bracket amount to $6,000 for
joiat filers. My highly tentative estisate is that revenues would be
roughly §5 billion higher than under the president”s plan with the

$1,700 exemption and the $5,200 zero-bracket amount and $8 billion
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higher with a §$1,500 exemption and a $6,000 zero-bracket amount, In
view of the revenue-losing consequences of many of the changes to the
president”s plan that Congress may find it necessary to make, the
additional revenues from a larger increase in the zero-bracket amount
and a smaller increase in the personal exemption than he suggests may

prove attractive.

Revenue Neutrality

To an econonist {ntervested in restoring balance to federal
finances the most disturbing aspect of the presidant”s tax plan is the
threat that it will turn into a tax cut. This concern arises dboth from
the design of the plan and the way the president is presenting it to
the American public.

The president has said that taxes should dbe increased only as a
last resort after spending has been reduced as much as possible, He
has also said that tax reform will make it harder to rafse rates in the
future. For quite different reasons, both Republicans and Democrats
have agreed to devote this year to trying to cut speading and to refora
the tax system and to leave tax increases for a [ater date.

But this year”s struggles over spending must make clear that the
budget cannot be balanced by significant further spending cuts, unless
Congress 1is prepared to jettison social {insurance or to enact
secur{ty-threatening cuts in defense outlays. The budget deficit can

be closed only {f the United States is prepared to raise taxes and to

raise them significantly.
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The pre-ldent'{ plan contains a number of provisions that are
unlikely to yield as much revenue as he has estimated after Congress
has made quite reasonable changes in his plan.

o The president calls for repeal of income averaging, a retrograde
proposal that Congress should reject (revenue loss of $4 billion
to $5 billion per year).

o The presideat”s proposal to recapture the rate differentisl on
accelerated depreciation {is an inherently sound idea, but it is
likely to yield less revenue than he estimates, even if Congress
accepts the idea. Some firms are likely to be able to demonstrate
hardship and to win relief. In addition, there is as much logic
in applying the same principle in areas (loss carryforwards, for
example) that would reduce revenues as there is in applying it to
depreciation.

o Corporate rate reductions are deferred until July 1, 1986, while
the introduction of the new depreciation schedules (which result
in some short run increase in revenues) and the repeal of the
investment tax credit would take effect on January l, 1986. The
personal rate reductions are also deferred until July 1, although
nearly all other personsl tax provisions would take effect on
January 1. These assynetries in effective dates have no rationale
in tax policy and seem to be motivated only by a desire to
forestall estimates of large revenue losses in 1986.
1f there is one thing the United States economy does not need ==
in fact cannot stand == {t {s yet another tax cut which would make the
deficit still worse, the dollar still stronger, the {nternational
\

competitiveness of U.S. i{ndustries still  weaker., Under no
circumstance, in my view, should Congress approve any tax bill, however
meritorious on other grouads, that does not at least maintain reveanues.

Such a move would further reduce the U.S. national savings rats,
which is already at a post-world-war-Il low because government deficits
are sbsorbing about two-thirds of net private saving. We should not be

confused by the respectable fnvestment rates now occuring in the United

51-236 0 - 86 - 2
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States {anto thioking that we as Americans are investing a sufficient
amount, The high U.S. dollar has put America on sale, and foreigners
are buying. Foreigners, not U.S., residents, will derive most of the
benefits from these investments because the returns from these
investaents will flow abroad. The most direct and effective way to
restore U.S. saving and si{sultaneously to promote investment here is to
bring down the deficit.

For this reason, it {s vital that the American people de told that
tax reform and simpliffcation will facilitate and make less burdensome
the increase in tax rates mnecessary to help balance the budget,
Raising tax rates on a base as distorted and unfair as the curreat one’
would aggravate tax-generated inequities and inefficiencies. Thase
costs would be wmuch reduced {f the tax system 4s significantly
improved. The president does a disservice to the cause of fiscal
responsibility, high saving, and a strong U.S. economy when he suggests

that his plan {s another installment i{n an agends for cutting taxes.

Summary
The president has sent to Congress a tax veform plan that has
important positive elements. HMost notably it reduces marginal tax
rates on both individuals and businesses and it moves toward equal
taxation of business income regardless of source, But there is room
for improvement, much of it along lines charted for you by the Treasury
Department last November and {n plans previously developed by members

of Congress, The most important of these improvements would be to msove
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further toward equal taxation of capital iacome, including coaplete
indexation of capital gains and full taxation of real capital gains and
the adoption of depreciation schedules indexed for inflation that
reflect the true loss of economic asset values. In addition, the
fuller taxation of fringe benefits would remove distorting inceantives
in employee compensation. Finally, tax reform must be understood not
only as a means to reduce statutory rates and make life simpler for tax
payers, but as a step toward restoring fiscal balance in federal

affairse.
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FOOTNOTES

1. Annual Report of the Council of Economic Advisers, 1982,
pps 122-124;  The President’s T Tax Pro posals to the Congress for
Fairness, stupllcit!L and Growth; “0ffice of the &oczotnry. Departaent
of the Treasury, Tax X Reform For Fairness, Simplicity, and Growth,
vol., 1, Overview, Novenb.r, 1984 Hcrvyn A. Xing and Don fulletton, The
Taxatlon of Income from Capital: A Comparative Study of the United
States the United Kingdoam, Sweden, and West Germany (Univetsi of
Ehiengo Press, 1984).,

2, King and Fullerton, p. 244.

3. "Suppose that type A investments are taxed at 80 perceat
(that is 80 percent of their yield is paid {n taxes), type B
investments are taxed at 40 percent, aad type C investmeats are free of
- taX., If the {nvestment risks of each are the same, investors will put
their money where they earn the most after taxes. If type C
fnvestments yleld 6 percent before and after tax {that is, they pay the
favestor 6 cents per year for every dollar Iinvested), how much will the
other two i{nvestments have to yield in order to attract investors? . The
answer is that type B investments will have to earn 10 percent before
tax (paying a tax of 40 percent on a return of 10 perceant leaves & 6
percent after-tax yield), and type A investments will have to earan 30
percent. That means that & type A investment that yields, say 29
percent before tax will lose out to a type C investment that yields
only 6 percent, When tax rules cause investors to select projects
yislding 6 cents per dollar invested in place of others yielding 29
cents, the economy as a whole sacrifices 23 cents (nearly four-fifths)
of the potential return. Not all mfsallocations attridutable to the
tax system ‘are 80 extreme, But some are worse.'" Henry J. Asron and
Harvey Galper, Assessing Tax Refora (Brookings, 1985), p. 3.

4., After 1990 tho president”s plan would permit taxpayers to
choose between paying tax on 350 percent of nominal gains or all of
inflation-adjusted gains, This option is worse tax policy than either
taken alone, as it would perait taxpayers to manipulate sales of
capital assets, selling in one year those on which one approach is aore
favorable and selling next year those assets on which the other
approach {s more favorable. The result would be an even larger
discrepancy between the tax rate on capital gains and that on other
income. PFor an eloquent and correct argument on why concessionary
rates on capital gains are not necessary to eslicit venture capital, see
Office of the Secretatry, Department of the Treasury, Tax Reforam for
Fairness Simplicity,- and Growth, vol. 1, Overview, Novemder 19337
pp. 180-181.
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5. One of the gains from accurate measurement of income is that
it facilitates changes in tax rates. The president”s plan, for
expmple, contains a provision to recapture some of the depreciation
deductions allowed in the past several years. This provision has some
justification because {t hardly seems fair to permit investors to take
deductions against one tax rate aud pay tax on subsequent income at
another rate. But this problem would not arise {f depreciation
deductions matched true economic depreciation. In that event, there
would be no need to recapture anything, because the deductions claimed
would exactly match the expenses incurred.

6., In ons respect, the president”s plan {s sterner than the
Treasury plan., Treasury would h:ve phased in the denial of deductiouns
for state and local taxes over - years; the president makes the denial
fully effective in January 1986. ’
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Table 1. Deductions for State and Local Taxes ss a Perceat of Adjusted Gross
Income on Returus vith Itemized Deductions, 1982

Amount of
Number of deduction:
Size of returns as perceant of
adjusted with taxes adjusted gross
gross income paid deduction fncome
(nillfons)
Under $5,000 0.5 22,5
$5,000 under $10,000 1.6 11.9
$10,000, uader $15,000 2.7 9.3
$15,000, under 320,000 . 3.2 8.3
$20,000, under $25,000 4.2 1.6
$25,000, uader $30,000 4.7 7.3
$30,000, under 340,000 7.7 7.4
$40,000, under $50,000 be2 7.3
$50,000, uader $75,000 2,9 7.6
$75,000, under $100,000 0.7 8.0
$100,000, under $200,000 0.6 7.5
$200,000, under $500,000 0.1 7.0
$500,000 uander $1,000,000 0.02 6.8
$1,000,000 or more 0,008 6.7

Sourcet Internal Revenue Service, Statistics of Income-19821 Individual lacome
Tax Returns, USGPO, 1984, Table 2-1, p., 60. Parcentage {s based on
amouat of taxes paid deduction per return with taxes pald deduction,
divided by adjusted gross income of all returas with ftemized deductions
per reatura with ftemized deductions.

.
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STATEMENT OF DR. MICHAEL J. BOSKIN, PROFESSOR OF ECO-
NOMICS AND CHAIRMAN, CENTER FOR ECONOMIC POLICY RE-
SEARCH, STANFORD UNIVERSITY, PALO ALTO, CA

Senator GRAssLEY. Dr. Boskin.

Dr. BoskiN. Thank you, Mr. Chairman. It's a pleasure to be here
again and to share my thoughts on the President’s tax plan with
members of the committee.

I again ask that my full written remarks be included in the tran-
script of the meetir?.

I will take issue during my brief remarks with a few of the com-
ments made by Dr. Greenspan and Dr. Aaron, although I agree
with many of the comments they made.

Our tax system is complex, inefficient, and inequitable. We all
agree that it needs to be reformed. But, first, let us put the prob-
lem of tax reform in perspective. We should not take tax Policy in
a vgi:uum, but in the context of our overall economic policies and
problems.

On a list of such problems our fiscal and trade deficits, productiv-
ity slowdown, and declining international competitiveness, while
partially related to problems in our Tax Code, are more important
than tax reform.

A substantial fraction of economic growth is due to our increased
capital formation and technological change. Our investment rates,
while up substantially in the course of this recovery—and, in part,
due to the investment incentives and ERTA/TE —is still below
that of all the major economies with whom we trade and compete.

While the benefits from tax reform can be substantial, the costs
of reform are high and rising as we continually change our Tax
Code. We have had five major tax reforms in less than a decade
and three in the past 4 years. Therefore, I would urge the commit-
tee to adopt a major reform package, the President’s or some other,
only if it can agree that such a change is likely to make sense for a
decade, not just a year or two.

Broadening the tax base and lowering the rates in the income
tax is highly desirable, and I commend the President and other tax
reformers for highlighting the importance of doini so. I believe
there are a number of ways that we could do so without giving up
some of the revenue that is implicit in some of the proposals the
President has made.

For example, there is no reason that tenured, full professors at
Stanford need an increase in the personal exemption. We should
phase the increase in the personal exemption out as we move up
the income scale and save perhaps $20 to $26 billion per year in
revenue. And I mention that as a grelude to saying that the biggest
problem I have with the President’s proposal is one that has gotten
much attention recently: It is likely to fall short of revenue neu-
trality. And an%' inadvertent worsening of the Federal Govern-
ment’s fiscal deficit should be avoided. It would not be prudent to
adopt a tax reform plan, this or any other, that had lurking in it a
substantial probability that revenues would be less than projected
under current law.

Such changes are particularly unfortunate in my view, given the
evidence that investment incentives in the 1981-82 tax reforms
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were responsible for about a quarter of U.S. net investment in
1982-84. Combined with the s in burden to corporate taxes and
likely revenue losses, I believe the President’s propoeal as a whole
would exert upward pressure on interest rates.

The definition of tax neutrality, as used by Drs. Greenspan and
Aaron, is unidimensional. We would not like to talk about a level
playing field if we were football players purely from sideline to
sideline, but also from goalpost to goalpost. There are two types of
distortions in investment incentives. One is among the types of in-
vestments one might engage in, given one has decided to invest.
The other is whether one invests or consumes. In a society that has
the lowest saving and investment rates, and has had for a very
long time, of any advanced economy and in a society that is dis-
seminating new technology more slowly throughout its capital
stock than other societies, it is not likely any gains in neutrality
across investments could offset the potential Karm to the economy
from any substantial slowing of investment. It would be ironic and
tragic if a society so concerned with leaving massive deficits and
debts to their children, and therefore leaving them greater liabil-
ities, wound up adopting an anti-investment tax reform which re-
sulted in them having fewer assets with which to accumulate
income to pay off those liabilities.

I believe that if we keep an income tax system rather than
moving to a consumed income tax or an expenditure tax system,
we should have a strong and, hopefully, general across the board
saving and investment incentive.

Thank you very much.

[The prepared written statement of Dr. Boskin follows:]
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Porspeotives
Isx Roform in the Context of owr Eoogpomic Probleme

Our system of federal corporate and personal income taxation is
complex, ineffiolent, and inequitable. These are serious problems snd
worthy of correotion. BHowever, among our many problems, our rapidly
deolining international competitiveness, our msssive trade and federal
fiscal defioits, the enormous difficuity in controllimg federsl spending
and our long~term productivity slowdown are at Jepst as important as the
problems ia our tax code. Tax policy should pot be made in a vacuum}
it should be coordinated with our overall fiscal, mosetary snd
regulatory pollcy.1

For example, a large part of the investment doom since the trough
of the recession in 1982 is attributadle to the iavestment inocentives in
ERTA/TEFRA, The recent investment boom is detailed in Table 1. The
Prosident's proposals would eliminate the Investment Tax Credit (ITC),
sad (whlle & major improwvment over the Treasury’'s November 1984
proposal), slow down or speed up deprecistion for alterastive
iavestments, dopending on the ianflation rste. The pet result would bde

sn increase in the cost of oapitsl and s reduction in investment in the

1, Thoese issues are importsnt on both the broad macroeconomio oconceras of
the economy and the narrower problems of speoifio industries, regioans,

or housebolds. For example, without psssing judgement on tho wisdom of
disallowing “"excess bad debt deduction for danks”, this Committes in its
deliberations ooght to nots that simultaneowsly with tho original
{ssuanco of that proposal by the Treasury iz November 1984, omr bank
regulators insisted that the banks inmorease their bad dedbt reserves
against futuvre 1ikely loan losses. Thus, tex polioy would be teking us
in one direction and regulatory polioy in another.
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United States. Eliminating the ITC would raise the cost of equipment
about 10-15%, Also, because ITC and ACRS (Acoelerated Cost Recovery
System) are available only on investment in the United States, the
looation of investment might well shift away from domestic U.S.
iavestment to investment abroad. As detailed below, the proposal is
1ikely to lose considerable revenue, thus inadvertently worsen the
doficit. It is also likely to deoresse short-run investment due to the
shift in tax bdburden from the individual to the corporate tax. The net
rosult would be to exert upward pressure on interest rates, incressing

the before tax cost of ocapital, slowing investment, and future growth.

Isx Stability sud Prediotsbility

Tho President’s proposals would not only be the most substantial
tax reform in many years, ;hoy wvould come rapidly vpon the heels of five
major tax reforms in less than a decade, and three in the last four
yoars., At that paoe, even much maligned tax advisors have difficulty
keoping up with changing legislation. Simply put, while there are
potential effioiency gains from tax reform, the cost of major zeform is
bigh and rising as wo oontinvelly ohsngo opx tax laws, Only after
careful consideration and s consensus that this was not just the tax
reform plan for 1985, but the tax reform for the next decade, should we

pass another tax reform bill this year,

ACRS, IIC and the Investment Boom

In this context, it is important that oor tax polioy as well as our
spending, defioit, and monetary policies pay particular attention to our
international competitiveness, onr rate of teohnologioal innovation, and

our rate of oapital formation, for these are the three most important
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determinants of the productivity, and hence wages, of American workers
in the future.

The substantial scceleration in depreciation allowances and the
oxtension of the investment tax credit in ERTA/TEFRA~sre—heavily
responsible for the investment boom wo have had in the United States.
Undoubtedly, other factors contributed. For example, investment is
highly correlated with the business oycle., But once out of the severe
recession and back to a reasonable rate of ocapscity utilizstion,
investment in the United States inoreased dramatioslly, My research
(discussed in more detail below) suggests that these struotural tax
chaauges are responsidle for about 25% of net investment in business
struotures and equipment in the Unitod States in tho period 1982 through
1984, and are likely to contribute a corresponding smount in 1985,
Unfortunately, there tends to be substantisl confusion about the factors
determining business investment., Some people tend to think that all
that matters is the total amount of tax revenue colleoted from the
corporate income tax, lower corporate tax rates combined with slower
dopreciation designed to raise the same amount of revenue may well

result in seriously retarding investment.

The President’s proposals for fairness, growth and simplicity, like
several other masjor reform proposals, seek to lower tax rates without
losing revenue by broadening the tax base substantially, The main
charsoteristios are s reduction ia the number of individual income tax
brackets from fourteen to three, and of tax rates t;o- a range of 11% to

2

50% to three rates of 15%, 25%, and 35%;" & doudling of persomsl
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exemptions to $2,000.00 por person, and an increase in the zero bracket
amount to $4,000,00. These two features would remove a substantial
number of very lovw income, indeed poor, households from the federal
individual income tax rolls.

However, the inorease in the personal exemption and zero bracket
amount would cost $55 billion in revenne in FY1990. The increase could
be phased out as wo moved up the income scale, and we could remove the
poor from the tax rolls at half this cost.

" Decressing marginal tax rates and tightening rules should lead to a
substantiasl decrease in the use and adbuse of tax shelters, and thus are
highly desireable. They also should lead to a more efficient allocation
of our oapital stock and some modest increase in work effort.

The basic thrust of attempting to broaden the base and lower the
rates, oliminate aduses, and increase pudlic scceptance of the
ressonsbleness and fairness of our tax system, all deserve support, and
indeed, praise. In addition, relative to the original Treasury
proposals of 1984, the President’s proposals receive high marks for
keeping the tax deductioan for charitable contribations 3 and for

2, Simpliocity is not a feature of the number of rates or the roundness of
the numbers, but of the level of the rates and their differentials

across alternative activities, Who really has trouble looking up their
tax in the tax table onoe they have ocaloulated their taxable inoome?

3. This deduction is an efficient doevice for channelling funds into
charities. It nets ocharities more than the government loses in revenns
snd allows docisions conceraning oharitable sotivities to be made by
millions of private philanthropists and thousands of philanthropic
organizations rather than s government agency. See M. Boskin and M.
Peldstein, "The Impact of the Charitable Deduotion,” _Review of

Economiocs and Statistics, 1978.
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moving s substantial, but imcomplete, step in the right direction
oconceraing the taxation of investment income. The President’s proposal
contains more rapid depreciation then the Tressury propossl. It
relatroduoes a capital gains differential to help stimulate the supply
of risk capital aad of entrepreneurship., It extends, but tightens the
RAD tax credit. Unfortunately, the elimination of the iavestment tax
oredit and the limitation of the acoelerated cost recovery system (ACRS)
are not fully offsot either in their revenue impact by a reduction of
the corporate tax rate from 46% to 33%, or (even more important), in
their impact on investment,

The enhanced IRAs sre another sensible feature of the President's
proposals. Although some of the funds that have poured into IRAs are
vadoubtedly just tax arbitrage coming from existing tax assets, some
come from now saving. There sre those who argue that it is undesireabdle
to allow tasx free acoumulation for retirement. This "break” is better
understood as an attempt to remove the double taxastion of saving
inherent in an income tax, whioh taxes saving first when it is earned as
pacrt of iacome and again when it earans a return, Offsetting the
onhanoed IRAs and the potential benefiocial effects of somewhat lowver
marginal tax rates for many Americans are features such as tbhose taxing
the inside bdbuildup in 1ife insurance which work in the opposite
direoction to rotard private saving.

Despito their attempts to make the tax system more neutral with
tespect to the types of investment, the President’s proposals are
ualikely to do very much in this regard.

Overall, they would raise taxes on corporate source income

substantially to finsnos a modest reduction in personsl tazes. The
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wisdom of doing 30 at a time when the economy is slowing down, the
incentives in the 1981-82 tax acts have demonstrated their ottectlvonos;
and on the heels of a three year phased in personal tax cut is hardly
obvious. Our marginal personal tax rates are ourrently among the lowest

among advanced econonmies,

Revenne Nemtrality?
’ The first major prodblem with these tax proposals, however, is that
they are undoubtedly not revenve neutral. They are likely to raise
less revenue than the existing tax code would have raised if continued.
Troasury ostimates the proposals would reduoe individoal income
taxes 7% and raise corporate income taxes 9% in the long-zum, Since
individosl income tax revenves are several times corporate tax revenues,
even ignoring taxpayer responses and any deloterious growth
consequences, the proposal must lose substantisl revenue, about $23
dillion in FY1990, In addition, the estimates ignore taxpayer
responses. For example, the taxation of lntotoaf on mortgages on seoond
homes is supposed to ralse over a billion dollars per year, graduslly
rising ae it is phased in. Unfortunately, it will not take long for
intelligent tazpayers or their advisors to suggest that they just
increase the mortgage on the first home, pay off the mortgage on their
socond home, and take all the "perfeotly legal” interest deductions.
Thus, a more reasonable estimate would be that Treasury would raise
nothing by eliminating this deduction, ratber than the sudstantial and
rising smount they estimate, This kind of problem permeates the revenue
estimates that have been done., If elimination of the investment tax
oredit roduces investment substantially, th‘ rovenues again are

overstated., I do not suggest that there is an casy answer or
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sltornative for the Treasury's very oompetent teohnioal staff in making
these roevenune estimates, but in the context of the enormous ourreat
fiscal doefioits, extreme care shovld be taken to guard against revenue

losses.

Iax Newptrality?

The President’s proposals, like the original Treasury proposals,
argue that tax noutrality is desireadble and that the proposals
introduced will move us a }ong way toward achieving it. But neutrality
must be understood in gevers]l dimensions. The original Treasury
proposals couched neutrality sxclusively in terms of the tax rates om
alternative investments and completely ignored the quantitatively much
more important decision whether to invest or to consume, Several
studies comparing the efficiency loss to the economy from distorting the
oonsumption/investment choloe relative to the decision about the types
of investment ono makes suggest that the intertemporal distortions are
several times more important than the distortions in the allocation of

lnvost-ont.‘ The Treasury proposals wonld drastiocally worsen the

intertemporal distortions, the President’s proposals somevwhat less so.

4. If intertemporal neutrality could be aobhieved, noutrality among types of
sssots would be s desireable benchmark, to be abandoned only for well-
dooumented substentive reasons, such as mational seourity or a strong
presumption of the sooial returns to one type of sotivity drastiocslly
exoeeding the private return (as may be the case with the gemerstion of
new teohnology vis RRD, since it is probably impossidle to appropriate

all of the returns from a novw imvention privately). 8es N, Boskin,
*Taxzation, Saving and the Rate of Interest,” Joprpal of Political

Economy, April 1978 and D. Fullerton, J. Shoven and J, Whslley, "Gains
from Replacing the U.8. Income Tax with a Progressive Consumption Tax,”

donrpsl of Public Boonomics., 1983.
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The questionable gains from greater neutrality are unlikely to offset
the cost of the lost investment. The repeal of the investaent tax
oredit and the roplacement of ACRS with CCRS will reduce the
inceative to invest, Just as one should not define obesity merely by
one’s weight without reference to one's height or dbuild, ome should not
define neutrality purely in one dimension., The President clearly
understood the problem and acoelerated the Tressury'’s originsl
depreciation schedules, but it would be detrimental to the ecoanomy if &
tax bill were passed whioh dramatically slowed down deprecistion snd/or
eliminated the investment tax credit. The oply neutrsl tax trestment of
investment is (any combination of interest deductibility and
depreoiation allowances whioh yield the same present value of deductions
ss) expensing. That is, equity financed investment should be expensed,
as should debt financed investments if borrowing vere drought into the
tax bsso, Any tax system which would ailow slover depreciation than
this through its many festures is disoriminating sgainst investment in
favor of oconsumption. Let me take umbrage at the public reporting of
ACRS or previous sccelerated depreciation as "busimess tax breaks”.
They are better understood as a reduction in the disimoentives to invest
caused by a systom of income taxstion, whioh doubly taxzes investsment,
The primary beneficiaries of the increased investment they bring forth
are workers beocsuse of the eahanced ptoduotivlt; due to grester ocapital
per worker, snd the embodiment of nev technology in this ilt;lr and
newver oapital stook.

Thus, moving towards neutrality across types of investments is
undesireable if it worsens the intertemporal distortions or the

investment versus consumption choice in our society,
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Investmont Incentives

The worst feature of the President’s proposal is the failure to
preserve, let alone improve, the investmont incentives -- really the
reduction in investment disincentives — enaoted in 1981-82 which played
s large role in our recent investment boom. When ACRS was put into
place in 1981, its stated objeotive was inoreasing our zate of capital
formation. Despite unprecedented high real interest rates, jt has been
suooessful ip schievinx this gosl, In a study I have undertaken at the
reqrost of the National Chamber Foundation, I estimate that the change
in investment due to ERTA/TEFRA smounted to between 20% to 25% of all
net investment in business plant and equipment in the United States in

1982-841°

They are likely to be s major contributor to our

iavestment rate in 1985, A summary of the results is reported in Table
2. It should bé emphasized that these estimates should be taken as @
lowez bopnd. Thet is because it may well be that the recovery itself
might have been slower had it not been for the investment incentives in
ERTA/TUFRA and the subsequent investment boom.

Further, ACRS and the extended ITC alwost certainly substantially
shifted the looation of investment to the Unitoed States from abroad.
This not only produced greater capital formation and productivity for
our domestic workers, dut substantially relieved the pressure whioch
sight have been caused by oor burgeoning federal fiscal defioits and the

inoczeased demand for capital due to these inceantives on interest rates.

As Table 1 indicates, our investment rate incressed sudbstantially in

0 s -t s

S. These results will be reported more fully in my study to be released
pext month,
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1982-84 from a post-war low in 1982, The inorease in invostment is
approximately double wbat would have been expected at this stage of the
reoovery based on typioal post-war dbusiness oycles,

Finally, it is worth notiag while we have bad an investment
boomlet, our net investment rate is still substantislly below that of
sny advanced economy in the world, inoluding those with whom wo trade
snd ocompete. The reductioa in the net outflow of U.S. capital, partly
due to ACRS and the ITC and the increased inflow of foreign ospital
offset about a half of the federal government’s fiscal defiocit in 1984,
(See Table 3.) VWithout it, interest rates would have been substantially
highor, and the before-tax cost of capital driven up, As s result a
substantial reduction in the expsnsion of iavestment would have
ooocurred. Thus, the ITC and ACRS provisions of ERTA/TEFRA had
additions]l benefiolal effeots on U,8, investment working through the
eoffeot on interest rates of the looation of investment., Whother the
Fedoral Reserve would have adopted a different policy had we had a
slover investment recovery, and therefore, kept us on the same ONP
grovth path is a moot question. In short, the investment Ancentives
gg;;gd‘ It would be foolish to adopt a corporate inoome tsx law which
d1d not contain a stroang investment incestive (or more properly, s
strong reduotion in the investment disincentives inberent in income
taxzation). For sll of you concerncd about the potentisl deleterious
impact of defioits, it woold be iromio if the crowding out of iavestment
we sll eventuslly fesr from large federal fiscal deficits was brought
about by anti-investment structural tax reforam.

Thore 1s substantial euphoris over the pace of the recovery in
1984 (althongh it has slowed recently) and our recent iavestment boom.

Yo should not de overconfident that iavestmeat will stay at high rates
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independent of the tax system. As noted above, a suobstantial share of
the 1£vost-ont boom is attributable to the incentives in the 1981 tax
law, As Tadble 3 indicates, our current met national saving rate is .
still qoite low, heavily due to substantial govermment borrowing, whioch
eventually will orowd out some private capital, Our long-term
productivity and economic growth are closely tied to higher rates of
(nvelt-ont over the lopg-texp. We need to raise our rate of investment
for decades, not quarters or years, This 1s a necessary iaput to a
higher long-torm real rate of eocnomic growth, and it would be
partioularly ovnfortunate if in the pursuit of other gosls, we did not
pay careful attention to the effects of our tax system on the investment

incontives.

Probleps with Fstimated Tax Rate Difforontiasls

Nuch has been also made of fairness aoross industries and firms.
As with neuntrality, fairness has many dimensions, Flirms with fow new
investment opportunities will benefit substantially from the reduction
in the corporate rates without caring about the reduction inm incentives
for new investment. However, the economy as s whole will suffer
immensely. Investment will be reduced, thereby slowing the rate of
capital formation and dissemination and generation of new technology.
This, in turn, will lead gradually to s siover imorease in real wages
for American workers. Yhile a boon (somewhat offset by the recapture
provision) to existing oapital, the President's proposals and others
whioh repeal the investment tax credit and slovy down depreciation will
slow the rate of ocapital formstion and growth in the United States. The

Treasury and numerous commentators suggest that current tax law favors
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capital inteasive industries., This is a drastio overstatement, Qn Greg
Ballentine and others have pointed out, while ACRS and the ITC odviously
are only taken on nev investment, there is also substantial investment
ia what economists call intangibles: RAD, advertising, goodwill. These
are written off in the first year, whereas cspital outlays for plant and
equipment are amortized over some length of time., A good example ocours
in Siliocon Valley with the immense sdvertising oampaign of Apple
Computer for its MaoIntoesh product llno.‘ These intangible

investments are written off immediately, Nost calecunlations of effective
tax rates conclude that equipment is subsidized and structures heavily
taxed, as are land and inventories, There sre a varioty of problems
with these olaims, Most effective tax rate oalonlations ignore the

‘ fundamentsl distinotion betveen equipment and structures defined in the
tax law and equipment and tt:net;xon as recorded in the national income
and product sccounts, MNuch of what is calleé structures in tio pational
income accouats —— more or less anything that is boited down, suoh as a
rolling ail]l -~ s trested as oquipment (and properly so) in our tax
lav, My NBER colleague Larry Summers of Harvard University .states the
problem suocinotly: Don't you find it somevhat surprising that
struotures are considered to be tazed much more heavily than eguipment,
given that s substantial fraotion of the tax sholter industry is based
on structures?

Given we have more or less decided as a soclety not to tax owner-

————— ——— -

6. Some econosists have argoed that the tax laws disoriminate sgainst "hi-

tooh” firms in favor of "smokestack”™ firms, This ignores the fsot thst
the features of the tax law allegedly osueing this are responsible for a
substantisl increase in the demand for hi-tech firms’ output.
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occupied housing in the United States, whioh acoounts for e sudbstantisl
fraction of all tangible capital in the United States, slowving the rate
of depreciation snd oliminating !nvostleit tax oredits in the presence
of the tax incentives for owner—ocoupied housing will worsen any nomn-

neutral taxation of housing and tangible business investment., Tangible
business investment would de placed on a par with housing, and our tax
system rendered much moro efficlent if we moved to expensing (with the

appropriate adjustment for dobt).

Capital Formation, Boopomioc Growth spd the losscy of Tax Roform

The President’s tax proposals to the Congress for fairmess, growth,
and simplicity ocontain many desireable features. We have long sinoe
ontlived the day when many festures of the tax code served their
original intent. A broader base snd lower tax rates are soclaliy—
desizeadle if they can bo achioved with minimal correlative costs. But
a substantial inorease in corporate taxes. heavily focused on inoreasing
the taxation of new investment, is pot s sensible refora. It moves us
in oxactly the wrong direction at the wrong time with respect to the
important goal of inoreasing capital formation, The Presideat rightly
has made much of the goal of economic growth throughout his term in
office. An inoreased rate of economic growth of even a half a
percentage point per year would result in the next genesation of
Amoricans being substantially better off than the ounrreat one. And
investment and growth are highly correlated. A sufficlent :at; of
investmont raises the amount of capital availadle per worker, theredby
incressing produotivity and real wages. It is the primary vehiole by
which technical change is generated and disseminated throoghout our

economy, We have an immense stake in our future economic growth,
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besides just the well-being of the next generation,

Yo are in & highly competitive international eaviroament, U,S, net
investment hss aversged about half of thst im countries such as Franoce
and Gormany, and less than half of that in Japan, over the past decade
and & half, Correspondingly, our productivity growth rate was oaly hslf
of that ia these couatries. We csanot continue oa such a path, The
depreciation reforams is the 1981-82 tax acts were anm important step away
from aatigrowth tax policy. It would indeed be unfortunate if any dill
voted ont of this Committee reduced our capital formatioa incentives,
Thet would ba tzzs oven in an eavironment vhere our overall fiscal
polioy was in balance. The confluence of very substantial federal
goverament fiscal defiocits, heavily financed by incressed foreign
ospital inflows, decreased U.S. outflows of capital, and the possibly
temporary state and loocal government surpluses, roender the need for
extreme osre im revision of capital formation incentives im the tax law
paremonat. Yo shonld be ss conoermed abous a0t deczeasias the asssts ve
leaye our ohildzen as vwe sre sbout not jinoreasins the lisbilities we

leave them.
Perhaps it would be simplest to highlight this problem by statiag

thet it would be a sad situstion if we left our childrea a sudstantially
larger nationsl debt upon which they must pay taxes to finanoce interest
payments, while leaving them a smaller capital stock and lower
prodsotivity beocsuse of anti-investment struotural tax reforms. That
wonld be doubly impoverishing our ohildren relative to the natural
course of the economy.

If we engage in fundsmental tax reform, we should move toward a

consemed-income or cash flow tax (or replace the porsonal and corporate
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inoome taxes with a value-added tax), since this kind of tax systea
would be neutral with respect to the decision of whether to save or
iavest on the one hsnd or consume On the other and smong types of
investment, It would ultimately be simpler and could be made fairer
than our current tax system.

If, however, we stay with income taxation, stropg., amd hopefully
gonersl, saving and investaent incentives (better understood as
smeliorating the bias inhorent in income taxation towazrd consumption)

are imperative,
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Table 1

Annual Gross Private Domestic Investment
In Constant 1972 Dollars and as Share of GNP

Yenr % Share:of GNP Constant 1972 Dollars
(billions)
1955 17.1% 103.8
1956 16.8 102.6
1957 15.6 ‘97.0
1958 13.8 87.5
1959 16.0 108.0
1960 15.0 104.7
1961 14.3 103.9
1962 15.1 117.6
1963 15.2 125.1
1964 15.3 133.0
1965 16.4 151.9
1966 16.6 163.0
1967 15.4 154.9
1968 15.3 161.6
1969 15.8 171.4
1970 14.5 158.5
1971 15.4 173.9
1972 16.4 195.0
1973 ''17.3 217.5
1974 15.9 195.5
197s 13.3 154.8
1976 15.0 184.5
1977 16.9 214.2
1978 17.9 236.7
1979 17.5 236.7
1980 15.3 208.5
1981 16.4 230.9
1982 13.5 194.3
1983 14.3 221.0
1984 17.4 289.7
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Tadble 2
IMPACT OF BRTA/TBRRA ON INVBSTMENT
I. Direct calculation of change in desired caplital stock, change in

net investment assumed spread over 3 or S years and change as % of
net investment.®

Change in Desired Change in Net If Spread Over 3 yrs.
Caplital Stock Investmont ($billions) Change per ysar as
% of averg net
3 yr. S yr. fnvestment 19814
7.8% 31.1 18.7 25.2%

®Assnmes unitery olastioity of desired caplital stook with respect to
the cost of ocapitel.

II. Boonometric ostimates of change In investment due to investment
incentives in ERTA/TEFRA,

Year % increase dollar smount inorease as
gross of inmorease % of net

iavestment (billions) investment

1982 2.24 9.53 15.8

1983 3.92 14.42 29.0

1984 7.36 31.93 29.8

1985 22,75

predicted I

Sonrce: M. Boskin, "Impact of Investment Incentives_ in ERTA/TEFRA on
U.S. Investment,” in process.



Table 3

U.S. NET SAVING AND INVESTMENT, 1951-84

1951-60 1961-70 1971-80 1981 1982 1983 1984

Total Net Saving 6.9% 7.5¢ 6.18 S.2%  1.6%  1.8% 4.0V
Net Private Saving 7.2 8.0 7.1 6.1 5.4 5.9 7.4
Personal Saving 4.7 4.7 4.9 4.6 4.4 3.6 4.3
Corporate Saving 2.5 3.3 2.2 1.4 1.0 2.3 3.2
Stata-local Govt. Surplus ~0.2 0.1 0.9 1.3 1.1 1.3 1.4
Federal Govt. Surplus ~0.2 -0.5 -1.9 -2.2 -4.8 -5.4 -4.8
Total Net Investment 7.0% 7.5% 6.3 5.4% 1.6% 1.6% 3.8%
Net Foreign Investment ) 0.3 0.5 0.1 0.2 0.2 -1.0 -2.6
Private Domestic Investment 6.7 7.0 6.2 5.2 1.8 2.9 6.4

Plant and Zquipment 2.7 3.5 3.0 3.l 2.0 1.5

Residential Construction 3.2 2.5 2.5 1.5  o.6 1.8 4.8
Inventory Accumulation 0.8 1.1 0.7 0.9 -0.9 -0.4 1.6
Memoranda: Capital Consumption 8.9% 8.5% 9.9% 11.2¢  11.7%  11.4%  11.0%
Gross Private Saving 16.1 16.4 17.0 17.2 17.1 17.3 18.4

Notes: Data are averages (except for 1981-84) of annual flows, as porcentages of gross national product.
Total net saving and total net investment differ by statistical discrepancy.
Detail may not add to totals because of rounding.
Source: U.S. Department of Commerce.
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STATEMENT OF DR. JOHN MAKIN, DIRECTOR OF FISCAL POLICY
STUDIES, AMERICAN ENTERPRISE INSTITUTE FOR PUBLIC
POLICY RESEARCH, WASHINGTON, DC

Senator GrassLEY. Dr. Makin. :

Dr. MAKIN. Thank you, Mr. Chairman.

I'm pleased to testify before this distinguished committee on the
overall impact of the ident’s tax reform plan.

My testimony examines three areas: e overall economic
impact of the President’s plan, the plan’s impact on the high level
of uncertainty that surrounds tax policy, and international aspects
of the plan, particularly its implications for the exchange rate; the
balance between domestic savings and investment.

Initial analysis of the President’s plan suggests that if enacted
promptly, it would result in economic gains equivalent to an
annual addition to GNP of about $25 billion in 1985 dollars. These
gains would arise from a leveling of tax burdens across different
uses of capital, and favorable incentive effects arising from lower
marginal tax rates that increase after-tax income and thereby
labor, supply, and savings.

- Gains also would result from indexing provisions for deprecia-
tion, inventories, and capital gains that would reduce the capri-

gio;xds effects of inflation on the level and distribution of the tax
urden. :

On Tax Code uncertainty, it's important to bear in mind, I think,
that a major redirection of the Tax Code, like the President’s plan,
unavoidably creates uncertainty while it is under consideration.
Such transitional uncertainty is not, in my view, a legitimate basis
to reject the plan if its adoption would mean less uncertainty about
the future shape of the Tax Code and about the level and distribu-
tion of future tax burdens.

The keys to a stable Tax Code are inflation indexing and low
marginal rates that reduce incentives to alter the code. A major
step to simplifying the Tax Code would be to refrain from changing
it every year. This requires a return to the concept of a passive Tax
Code aimed primarily at raising revenue rather than as achieving

a mKnad' of social goals.

e rate lowering, base broadening approach to tax reform con-
stitutes a fundamental attack on the activist use of the Tax Code
that;) {ms characterized the past half century. In my view, this is de-
sirable.

The aims of tax incentives are laudable, but their failure to
achieve their goals is obvious in many ways. Tax investment incen-
tives eventually fail because they are constantly being removed
and reinstated in a manner that makes investment planning virtu-
allg' impossible.

ince 1962, there have been 14 introductions, modifications, or
eliminations of investment incentives. Investment planning is
nearly impossible under such circumstances, save attempti.ng to
squeeze as much investment as ible between enactment and re-
scissions of incentives. The 1983-84 investment surge, which 1
would note has since swooned, is a good example of the squeezing
phenomena.
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Some perspective on the level of American investment incentives
comes from a comparison with similar measures in Japan. There
do exist special tax measuree for Japanese corporations related to
depreciation reserves and ial tax credits. Some such special
measures were enacted in 1984 and their total value, valuated as
tax expenditures, was $1.5 billion. This is very small compared to
the 1985 revenue loss of $95 billion linked to tax expenditures on
U.S. corporations in the U.S. Tax Code.

Many of the special measures like ITC and ACRS provisions fa-
vored in the United States serve to affect only the timing of invest-
ment and not its overall level.

Let me turn also to another area that I think is important. That
is the treatment of interest income and expense. The U.S. Tax
Code treats those measures exactly the reverse of the way they are
treated in Japan. Interest expense is not deductible and interest
income is largely exempt from taxation in Japan, and, therefore,
interest rates are lower and the saving rate nearly triple that of
the United States. One of the reasons for an unusually strong
dollar is the fact that the asymmetry in the treatment of interest
income under the Tax Code makes American interest rates look
particularly high to Japanese savers. As a consequence, large
amounts of Japanese savings flow into the United States, and in
the l?rocess strengthen the dollar against the yen.

I'll stop there, sir.

Senator GrassLey. Thank you.

[The prepared written statement of Dr. Makin follows:]
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SraTEMENT OF JoHN H. MAKIN, Dmrcror or FiscaL PoLicy STuDIEs, AMERICAN
ENTERPRISE INSTITUTR

Summary

This testimony examines three areas: the overall economic impact
of the President's plan; the plan's impact on the high level of
uncertainty that surrounds tax policy; and international aspects of the
plan, particularly its implications for the exchange rate and the
balance between domestic saving and investment.

The President's plan, if promptly enacted in current form, would
result in moderate economic gains equivalent to an annual addition to
GNP of about $25 billion. Its reduction of marginal rates and iadexing
provisions represent partial progress toward the important goal of a
more stable tax code., The President’'s plqp contains adequate investment
incentives judged by its better balance across alternative investment
categories relative to the current system and its progress toward
indexation against capricious effects of inflacion on the level and
distribution of tax burdens.

Primary among the shortcomings of the President's plan are its
failure to index interest income and expense and its lack of saving
incentives. The former misses an opportunity to lower interest rates by
about 2 percentage points while expediting a constructive dollar
depreciation. The latter means that imported saving will be required to
finance adequate capital formation with the result that future returns
from investment will only go to enhance future consumption outside of
the United States.

Broadly viewed, the President's plan represents moderate progress
toward a more neutral tax system that is primarily aimed at raising
revenue while not attempting to achieve a myriad of social goals.

Perhaps its major flaw is that it does not go far enough in this
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direction. Unbslanced base broadeners, like rescission of the ITC and
deductibility of state and local taxes, should be replaced by a
comprehensive phase-back of tax expenditures. This could be accomplished
by canverting all existing deductions, exemptions and exclusions into
non-regressive tax credits evaluated at the lowest marginal rate. The
result would be an increase in the tax base sufficient to lower all
marginal rates below 30 percent and reduce regressivity of existing tax
expenditures.

Lowaring the value of tax preferences would stabilize the code by
reducing the incentive, proportional to the top marginal tax rate, to
seek tax preferences. In addition, since tax expenditures like full
deductibility of household interest expense carry a strong consumption
bias, phase-back would increase saving incentives and help lessen the
current need to resort to dollar-strengthening capital inflows in order

to finance investment.
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Mr. Chairman, I am pleased to testify before this distinguished
committee on the impact of the President's tax reform proposal on the
economy .

My testimony first focuses on the overall economic impact of the
President's plan and then considers its effects on the ongoing problem
of tax uncertainty and on exchange rates and international competitive-
ness of American industry. Suggested changes and their effects are
briefly discussed. This testimony is partially based on results of an
AEI study comparing overall effects of the President's plan, Treasury I
and the Bradley-Gephardt proposal and on an ongoing AEI research project
~camparing tax and budget policies of the United States and Japan. AEI
Visiting Scholar Don Fullerton reported to this committee on June 20,
1985 on investment incentives under the President's planm and discussed
some findings on Japanese tax policy drawn from AEl's Japan project.

Initial analysis of the President's plan suggests that 1f enacted
promptly it would reshlt in economic gains equivalent to an annual
addition to GNP of about $25 billion in 1985 dollars. These gains would
arise from a leveling of tax burdens across different uses of capital
and favorable inceantive effects arising from lower marginal tax rates
that raise after-tax income, and thereby labor supply and saving. Gains
aleo would result from indexing provisions for depreciation, inventories
and capital gains that would reduce the capricious effects of inflation
on the level and distribution of the tax burden.

Tax Code Uncertainty

A major redirection of the tax code like the President’'s plan

unaveidably creates uncertainty while it is under consideration. Such

transitional uncertainty is not a legitimate basis to reject the plan

e L
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if its adoption would mean less uncertainty about the future shape of
the tax code and about the level and distribution of future tax burdens.
The keys to a stable tax code are inflation indexing and low marginal
rates that reduce incentives to alter the code. A major step toward
simplifying the tax code would be to refrain from changing it every
year. This requires a return to the concept of a passive tax céde aimed
primarily at raising revenue rather than achieving a myriad of social
goals.

One of the most desirable features of the President's plan, {its
potential to reduce uncertainty surrounding the shape of the tax code,
follows from its reduction of marginal tax rates. The simple fact that
the value of a tax deduction, exemption, or exclusion is reduced by
about 30 percent uqder the President's proposal by virtue of its
reduction of the top marginal tax bracket for individuals from 50 to 35
percent (and the reduction of the corporate tax rates from 46 to 33
percent) means that the incentive to seek preferential tax treatment is
sharply reduced. Of ccurse, this desirable result is mitigated,
particularly for individuals, by high state and local tax rétes. so that
the President's proposal wisely includes Incentives for a reduction of
tax rates at the state and local level.

Viewed in this light, the "fourth bracket" idea is a bad one. It
raises the incentive to retain deductions such as state and local taxes,
since their value rises from 35 cents on the dollar to whatever is
selected for the fourth bracket. Increasing the incentive to narrow the
tax base by increasing marginal tax rates reduces the likelihood of

reducing tax rates.

51-236 0 -~ 86 - 3



62

This Coumittee has heard testimony from corporate exccutives‘
suggesting that the economy would benefit from not having a tax bill
every year, I couldn't agree more. Fundamental tax reform, {f it is to
be undertaken, should aim toward a system that once adopted does not
invite further adjustment. There are three primary reasons for the
frequent changes in the tax code that have plagued American households
and businesses in recent years. The first is the activist attitude of
the Congress to use the tax code either to redistribute income or to
subsidize what it deems desirable social activities. The second 1s the
devestating impact on the level and distribution of tax burdens of
inflation with an unindexed tax code. The third is the simple fact that
high marginal rates make the quest for tax breaks a profitable activity.

The experience with the use of investment incentives since 1981
illustrates the problem of tax code uncertainty very well. The rapid
inflation of the late 1970s and early 1980s increased the tax burden for
households through bracket creep, while 1ncr;asiug the tax burden for
corporations through unindexed depreciation and 1nveut;ry allowances.
The problem for corporations was offset for a time as inflation sharply
lovered the burden of financing their activities through the issue of
debt. However, as lenders came to realize the need to protect them-
selves againsc inflation, interest rates rose sharply and corporate
borrowers were hit with the full force of their own brand of bracket
creep. The 1981 tax act reduced tax rates for individuals to offset the
effect of bracket creep and enacted investment tax credits and
accelerated cost recovery provisions for firms to offset their
additional tax burdens under high 1nf1a£ion. The bracket creep problem

for individuals was addressed in a fundamental way through bracket



63

indexing which became effective in January of this year. No similar
‘indexing provisions were introduced for corporations, and as inflation
fell more rapidly than anticipated, the 1981 investment incentive
measures had to be cut back in 1982 -and again in 1984.

The rate-lowering, base-broadening approach to tax reform
constitutes a fundamental attack on the activist use of the tax code
that has characterized the past half century. In my view this is
desirable. fhe aims of tax incentives are laudable, but their failure
to achieve their goals is obvious in many ways. Tax investment
incentives fail because they are constantly being removed and reinstated
in a manner that makes investment planning virtually impossible. Sirnce
1962 there have been 14 introductions, modifications or eliminations of

investment incentives. Investment planning is nearly impossible under

“such circumstances, save attempting to squeeze as much investmant as

possible between enactments and rescissions of incentives. The 1983-84
investment surge, which has sipce swooned, 18 a2 good example of the
squeezing phenomenon.

Some perspective on the level of American investment incentives
comes from a comparison with similar measures in Japan. There do exist
gpecial tax measures for Japanese corporations related to depreciation,
reserves and special tax credits. Some such special measures were
enacted in 1984, The associated total annual revenue was estimated at
about $1.5 billion by the Ministry of Finance. This is very small
compared to the 1985 revenue loss of $95 billion linked to tax
expenditures on U.S. corporations. Many of the special measures like
ITC and ACRS provisions favored in the United States serve to affect

only the timing of investment and not its overall level. (See AEI
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Studies in Fiscal Policy, Working Paper No. I, The Effect of Debt

Accumulation on Capital Formation, November 1984.)

The example of owner-occupied housing illustrates another failure of
tax incentives: they don't achieve their goals. Tax breaks for owner~
occupied housing don't bring home ownership within the reach of more
Americans because home-ownership tax incentives carry a value that is
quickly reflected in the price of housing. The eflect is to reward
homeowners at the expense of nonhomeowners. Further, the effect 1s.to
reward home owners in the higher tax brackets and those who itemize far
more than those in lower tax brackets. The family in the 35 percent tax
bracket that stretches to buy a house in a neighborhood where the
average marginal tax rate is 50 percent will pay "too much" for the
house since the price of housing in a high tax bracket neighborhood
reflects the tax sheltering benafits to those in the highest tax
bracket. It is no accident that with an unindexed tax code during the
rapid inflation of the last 1970s, the most rapid increases occurred in
areas like housing favored by the tax system. A revenue neutral
reduction in tax rates below 30 percent made possible by even-handed"
base broadening would virtually eliminate their aggressive impact onntax
preferences, as illustrated by this ;xample of the very popular tax
preference for housing.

Exchange Rates and International Competitiveness

The President's plan includes adequate investment f{ncentives but
largely ignores the problem of a need to remove consumption subsidies or
saving disincentives which have resulted in a United States saving rates
that {s the lowest in the industrial world, about one third the rate in

Japan. An international comparison of saving rates suggests that it is
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the United States, not Japan, which has the most unusual (low) saving
rate. Most industrial countries’' saving rates are closer to Japan's
rate than they are to those of the United States.

Perhaps the worst feature of the President's plan is its retreat
from interest indexing provisions in Treasury I. The technical flaws in
those provisions could easily have been remedied. As {t stands, the
President's plan forgoes a chance to lower interest rates by about two
percentage points while bringing about a constructive depreciation of
the dollar. This result followed from the rescission of treatmeat of
interest income and expense under current law that provides a tax on
lenders and a subsidy to borrwers by virtue of allowing borrowers
deductibility of interest expense, including the inflation portion of
interest expense, while taxing lenders on the inflatin portion of
interest income.

It is worth noting that the U.S. tax code treats interest income
and expense in a way exactly the reverse of the tax code treatment of
interest income and expense for households in Japan. In that country,
where interest expense is not deductible and interest income is largely
exempt from taxation, Interest rates are lower énd saving rates nearly
triple those of the United States. One of the reasons for an unusually
strong dollar is the fact that the asymmetry in the treatment of
interest income under the tax code ;akes American interest rates look
particularly high to Japanese savers. As a consequence, large amounts
of Japanese savings flow into the United States and in the process
strengthen the dollar against the yen. This i{s just one example of a
general need to say more about the international effects of American tax

and budget policy. The effects of our easy fiscal/tight money mix have
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been widely discussed, but little attention has been paid to conse-
quences of our tax code for trade and capital flows and exchange rates.
Investment incentives need to be balanced with saving incentives if
Americans ;te to reap the rewards of increased {uvestment. There is a
tendency to speak in a single breath of incentives for saving and
investment, but the two are not identical. The 1981 tax act contained
powerful investment incentives, but few saving incentivaes.
Consequently, to sustain the increase in investment that followed, it
was necessary to import large quantities of saving. By 1984 the United
States was importing over $100 billion of foreign saving to sustain
domestic spending. Imported saving means future debt service
requirements will absorb returns on investment financed by nonresidents.
The President's proposal raises 1986-90 tax receipts for
corp;racions by $118 billion, or by about 24 percent over expected
corporate tax payments under current law. Individual taxes fall by $132
billion, or about 6 percent over the 1986-90 period. “To the extent that
personal saving rates are below corporate saving rates, the shifting of
the tax burden from individuals to corporations is likely to reduce the
saving rate further. The real need is to increase personal saving
rates. This could be accomplished by eliminating or curtailing
deductibilicy of interest expense for household borrowing for
consumption purposes while eliminating or reducing taxation of
household's interest earuings on their accumulat?d savings. While the
President's proposal does increase allowable IRA contributions for
nonworking spouses, these measures have had little effect on overail

savings rates because they are fully utilized only by higher-income
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households which simply shift accumulated savings to IRA accounts rather
than increase marginal saving rates.
Suggested Changes

A major flaw of the President's plan is in its unbalanced approach
to base broadening. A successful tax reform that is durable enough to
reduce the heavy burden of tax code uncertainty will likely require a
combination of even-handed reduction of tax preferences to broaden the
tax base and a reduction of the top marginal tax rate for households and
corporations below 30 percent to minimize the incentives to seek tax
preferences. The President's plan could be modified in a way that would
enhance its bipartisan appeal by adopting the Bradley-Gephardt technique
of converting all deductions, exemptions, and exclusions into tax
credits evaluated at a low marginal tax rate of 15 percent. Applied
comprehensively, along with a halving of the level of existing tax
credits and indexing to shield the value of remaining tax incentives
from inflation, such modification would reduce the value of total tax
expenditures by about 50 perceat. Such reduction would provide revenue
sufficient to reduce the top tax rate for households and corporations to
30 percent or below.

Capping the value of tax expenditures at the level of their value
to those in the 15 porcent tax bracket also has the desirable feature of
reducing the regressivity of deductions, exemptions, and exclusions that
results from a progressive rate schedule. Under the existing system a
deduction is worth 50 cents on the dollar to a high~-income individual in
the top tax bracket and only 15 cents on the dollar to a low-income
individual in a low tax bracket. The progressivity lost by sharp
reductions in the top marginal tax rate, which have resulted in large

gains for high-income individuals and calls for a fourth bracket in
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response to the President's proposal, can be offset by removal of the
regressive inpaci of uncapped tax expenditure provisions under current
law.

Like any fundamental change, this system would entail burdens for
Qxisting heavy users of tax incentives. Costs of transition to a new
system could be reduced by stepwise adoption over a period of years.
The most direct route to a new system would be to begin by capping
deductibility at 35 cents on the dollar in 1986 and moving down in
increments of 5 percentage points per year to 15 cents on the dollar in
1990. Marginal rates over that period could also be continuously
adjusted so as to maintain revenue neutrality.

This is not an "all or nothing" plan. Congress can select the
degree and pace of reform by adjusting initisl and terminal levels of
the deduction cap and a corresponding set of marginal rates. The base-~
broadening/rate-lovering mix could be adjusted for revenue neutralicy
over the next five years, revenue enhancement being either front- or
back-loaded. '

Summing Up

The search for & political consensus on a stable and more neutral
tax system will be difficult. It might be desirable, however, to start
the process for fundamental tax reform by postulating an ideal system
and then identifying the ways in which we wish to diverge from it, with
full knowledge of the costs of doing so. Tlie President’'s plan perhaps
represents his best judgment of where we would end up under such a
process, If he is right, perhaps the plan will be quickly passed intact
and we will have achieved a modest improvement over the cuirent system.
Alternatively, a more even-handed base broadening approach to lower and

more stable tax rates may enjoy wider support.
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Senator GrassLEy. Thank you all very much for your testimony.
And I would like to start the questioning.

On balance, based on its overall impact on the economy, are the
tax changes reoommendedwl:;{l the President favorable from your in-
dividual points of view? I will start with Dr. Greenspan and just go
down the table.

Dr. GREENSPAN. Over the long run, I would definitely yes.
Over the very short run, meaning the first 6 to 9 months of the
bill, they are ﬁ;obably marginally negative. I might add, just
anthetically, that our macroeconomic models, as complex as they
are, are not sufficiently calibrated to capture the types of impacta
that this type of bill suggests. And, therefore, there will be, as you
have probably already observed, a quite siﬁniﬁcant range of expec-
tation with respect to the impact of this bill. And I know of no way
in which that could be narrowed.

All I would say is that I know of nobodg' who believes that the
effe_ii': of the bill over the long run is drastically either negative or
positive.

Senator GRASSLEY. Dr. Aaron.

Dr. AARoN. I think the longrun effects are positive. The Presi-
dent’s bill is a good bill. It could have been a better one if the ad-
daminmt‘. tration had stayed closer to Treasury’s November recommen-

ions. .

As far as the short-run macroeconomic effects are concerned, I
don’t have any reason to di with Mr. Greenspan. But I would
emphasize that the likely effects of the President’s plan on the
economy as a whole, even over the first 6 months or a year, will
almost oertamll'.e! be smaller than the macroeconomic effects of, say,
the budget uctions you are now contemplating or such other
economic events as the change in the value of the dollar that can
occur in 1 month. Our monetary authorities and debt managers
have been competent to deal with such shocks.

So I would urge that concern about the macroeconomic effects of
this bill not play a siiniﬁcant part in your deliberations. I think
you should focus on the structural issue of whether this tax law
makes good sense or not.

Senator GrAssLEY. Dr. Boskin.

Dr. BoskiN. Were this the only oll,)fortunit for major structural
tax reform in the next decade, I would only find it an improvement
if the saving and investment incentives could be strengthened, but
made more equal across types of investments and if we guarded
against the likely revenue losses that would inadvertently worsen
the deficit. Under those two conditions, I would see it as an im-
provement.

However, I would not be anxious to buy into this as the only
major structural reform, if we think better ones might be available
in the future.

Senator GrassLEy. Dr. Makin.

Dr. MAEKIN. I think that if the President’s plan were enacted to-
morrow, it would result in an improvement on the current system,
a significant improvement. So it would be worth doing. I think the
major difficulty with the President’s plan as it is now structured is
that the base broadeners are concentrated in two areas—the rescis-
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sion of investment tax credit and the end to deductibility of State
and local taxes. .

I think a desirable change would be to smooth out the base
broadening process, and a good device to do that would be to essen-
tially evaluate exemptions and exclusions and deductions at their
value to those in the 15-percent tax bracket and gradually phase
down all tax expenditures in order to gain the revenue to get the
top marginal rate below 30 percent.

nator GrRAssLEY. Although to some extent you have addressed
this next question, but perhaps you could elaborate more fully. If
you could change any one as of the President’s proposal, re-
gardless of its revenue effect, in order to promote %r:ater economic
grgrvtlé—that bei;lg the purpose—what would that be?

. Greenspan .

Dr. GReeNnsPAN. I have problems with the question, Senator. 1
think one of the problems we are going to have with this bill is to
create revenue neutrali'(:r you are going to have to talk in terms of
pluses and minuses. An T'am concerned, as, indeed, I am sure you
are, in obeerving the &l;gnomenon we are now beginning to see
evolve that it is very difficult to think in terms of having a new
incentive coming on without basically creating problems on the
revenue side. .

The one thing, however, which I would like to see dropped be-
cause I think it is bad tax policy is the windfall depreciation bene-
fits recapture.

Senator GRASSLEY. Dr. Aaron.

Dr. AaroN. Although not a lot of money is involved in the short
run, the worst pro is to give people with capital gains the
option starting in 1991 to choose annually whether they wish to be
taxed on 50 percent of nominal gain or all of inflation adjusted
gain. To permit people to exercise that option annually strikes me
as an outrageous recommendation which would do untold harm. If
I wanted to pick one individual provision that needed to be fixed, I
would point to that one.

Senator CHAFEE. What was that one again, Qlease?

Dr. AArON. Starting in 1991, the President’s plan, following the
Kemp-Kasten bill, proposes that taxpayers have the right annually
to decide whether to pay on 50 percent of realized nominal gains or
all of inflation-adj capital gain. That annual option would
create enormous opportunities for people with even moderately bal-
anced portfolios to choose what to reag\ze in what li'caar and to play
games with the tax system. It's really an indefensible recommenda-.
tion, in my opinion. '

Senator GraAssiLEY. Dr. Boskin, any recommendation beyond the
savings incentive?
Dr. BoskiN. Yes; I would just like to amplify on that, which is
that we know we can’t get a.lot more out of old capital and old
capital is the primary beneficiary of the reduction in the corporate
rates from 46 to 88 percent. Were we to have the choice, I would
replace the capital cost recovery system proposed by the President
with a strong across-the-board investment incentive and trade that
off against a slightly higher corporate rate, because I see no reason
beyond the recapture period to be rewarding old capital since we
get no more of it.

in
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Senator GrAssLEY. Dr. Makin.

Dr. MAkIN. I would return to the Treasury’s plan in the treat-
ment of interest, income, and expense. That is, indexing. I think
that addresses a number of problems, including the slow saving
rate in the United States. It also, as I pointed out in my earlier
remarks, would lower interest rates and would help to create what
I would call a constructive depreciation of the dollar.

Senator GrassLEY. All right.

Under the early bird rule, Senator Bentsen will be first; Senator
Roth, Senator Baucus, Senator Chafee.

Senator Bentsen.

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

I think I pretty well buy the idea of tax neutrality, if you limit it
to the borders of the United States. But I am still concerned and
disturbed about the problem of competitiveness and incentives
being given in other countries.

.I hear Dr. Aaron say that that is relatively inconsequential, if I
understand his statement.

I believe I heard Dr. Boskin talking about approximately 25 per-
cent of the investment in capital equipment resulting from the tax
incentives involved, if I don't misinterpret him.

I would like the two of you to enlighten me a little more on that
one. We've had the format of a debate here before. Would you
touch on that, Dr. Aaron? Because you concern me with your state-
ment, and I want to better understand it.

Dr. AARON. What I'm saying is that the effect on prices of goods
in the United States and hence on the ability of U.S. firms to com-
pete with foreign firms can only be affi to a small degree by
gilﬁ investment incentives that we have under discussion in this

Senator BENTSEN. Would you further define “small degree?”

Dr. AArON. Yes; I define “small” in my testimony to mean per-
ha ustl percent of prices on the average. Perhaps 2 percent in some
industries.

The point is that U.S. firms in competing abroad are laboring
imder other burdens such as an over-valued dollar that are vastly

er.
nator BENTSEN. Well, I don’t quarrel with that.

Dr. AArON. My point would be that if one is concerned about
U.S. competitiveness abroad, one should not build long-term struc-
tural distortions into the tax system that will reduce the efficiency
with which the U.S. investment is undertaken. One should deal
with the root cause, which is, in my judgment, the Federal budget
deficits, which contribute in a major way to the overvaluation of
the dollar. That'’s big ticket stuff.

> Senator BENTSEN. Well, I understand that. I understand that.
But I'm still trying to narrow it down. A lot of times we deal in a
whole series of Band-Aids around here to try to ameliorate a prob-
lem. And sometimes we have to. People have a tendency to say,
well, this one is not significant. But when you get through all of
them, it becomes significant. And that's why I would like to narrow
it down to talking about that one icular one.

Dr. Boskin, would you comment
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Dr. BoskiN. Yes, Senator Bentsen. I agree with much of what Dr.
Aaron has said about the over-valuation of the dollar being the
most important, but I would like to high]g t those particular in-
dustries where the nature of their international competition is not
necessarily producing a standardized, long life consumer product
and laboring under a cost disadvantage due to the overvalued
dollar in world markets, but where very much the nature of their
survival is in technological competition. And in that situation, the
investment incentives well wind up creating the demand for
and a cash flow that enables our firms to compete in generating
new technology and disseminating it rapidly throughout their cap-
ital stock to staﬁbreast of that competition.

I agree with Dr. Aaron that we would be better off to have an
across the board, general, neutral investment incentive. I believe
the notion that taxing income, which doubly taxes investment, as
you know—first, as you earn it as part of your income and then
when it earns its return—would be neutral is, again, as I men-
tioned, unidimensional. I think that there is enough evidence that
investment incentives work and stimulate investment and techno-
logical progress that we should have a strong investment incentive.
And for some sectors of our economy, I believe it is vital.

go;n:ltloe;llimm Let me get my one last question in.

Dr. BoskiN. | was goingutlo say that we have heard all this discus-
sion of neutrality and while I agree that in the sense that alloca-
tion across investments the current tax system is very uneven—

and I associate myself with the neutrality remarks of Drs. Green-
span a%tm:ron. urge you to take all those studies with a certain
grain ¢ .

One simple example will suffice. The National Income Account’s
definition of a structure versus equipment is very, very different
from the tax definition. Most of the studies conclude that struc-
tures are heavily taxed relative to equipment; in my opinion, that
somewhat overstates the case.

Senator BENTSEN. I'm deeply disturbed that the administration’s
tax plan may not be revenue neutral. I think the last thing we
neetf right now is a further tax cut.

I notice, Dr. Boskin, you sugkgeeted hasing out the personal ex-
emption increase to try to make up for the deficit we are facing.

ould anyone else have any particular recommendation as to
where we pick up the difference?

Dr. AARON. Yes, I would. I agree with the nature of the problem
that Dr. Boskin suggests. I would suggest an alternative way of
achieving a similar purpose. And that is simply to raise the person-
al exemption by a smaller amount—in my testimony I s
$1,600 rather than $2,000. But I would preserve the protection from
tax liability for low-income geo le by increasing zero bracket
amount not to $4,000, but to $6,000. That, inciden , i8 the pair
of numbers contained in the Bradley-Gephart pro . Other com-
binations of personel exemptions and zero-bracket amounts could
achieve similar results.

The point is you can trade off zero bracket amount increases for
smaller increases in the personal exemption, thereby protecting
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people at the bottom of the income scale, but not spending so much
money on tax relief for people like Professor Boskin and myself.
Senator BENTSEN. I see my time has expired.

You.

Senator RotH. Thank you, Senator Bentsen.

Like Sénator Bentsen, I'm very concerned about the impact of
whatever tax reform we adopt has on growth in this country. And
it seems to me that one of the areas in which the proposal is defec-
tive is in savings. I think we have to recognize we are in a world
economy, we must become competitive in it, and that in order to do
so that we are going to have to promote savings. We have to have a
constant flow of new savings to provide the capital to make the
changes that are goi:gat& enable us to be competitive.

Prime Minister N ne and other Japanese ver',;l frankly have
told me, and I am sure many others, that their high savings rate
and tg:ﬂn‘leutrality in this area has been a key fact in their econom-
ic .
wonder if each of you could comment on that. It seems to me
that there is no point in going through major tax reform if we
don’t build the kind of environment for long-term growth and jobs,
because that seems to me to have to be a key proposition. I'm con-
cerned as to whether this proposal in its present form does enough.
Some of you may be aware that I have proposed in the so-called
Best legislation to build on the IRA; to permit individuals ultimate-
ly after a number of years to save as much as $10,000. You can
quarrel with the re, and I am not asking you on that.

But do you think it makes sense to try to build on the IRA as a
means of promoting individual savings?

Dr. MAKIN. I certainly agree with your remarks on the need to
increase the saving rate in the United States. Right now, we are
importing most of the saving we need to keep expenditures under-
way in the recovery. The IRA approach is one way to go, although
we have moved partly in that direction in the past few years. And
the evidence seems to suggest that there isn’t much effect on over-
all saving rates at current levels, because those who participate
ful]by merely shift existing assets into IRA accounts.

ow moving to a higher level, as you suggest, creating a large
IRA account, may help.

Senator RotH. May I just inject one thought? When I say ‘build
upon,” No. 1, we would have none of the limitations on what we
call the supersavings. You could save for any purpose. And there
would be no penalty when you withdraw. Now there are studies
made that show that the has not—would attract, some say, as
?lalany taq 19 million additional accounts if we had removed some of

ose things.

Dr. MakIN. Well, I think this plan describes a crucial part of a
consumption based tax along the lines that the Treasury pro
in 1977. So in that sense, if it were part of a broadly construed con-
sumption based tax, I think it would be the best way to increase
the saving rates. _

Dr. Boskin has pointed to the double taxation of saving in the
current system. I would add that full taxation of interest income
compounds the problem so that if essentially we move to a system
where we get away from the double taxation of saving, an integral
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part of it would be the very large saving account which I think
would very much-—

Senator RotH. Are you familiar with the so-called Best plan?

Dr. MAKIN. Yes; I am.

Senator RotH. Would you care to comment on it? Dr. Makin. The
part of the savings, as I indicated, if it were included in an overall
ool::umption tax plan—and I think it's the core of that type of a

p ——

Senator RotH. Correct.

Dr. MAKIN. I think it's a very good idea.

Senator RotH. Dr. Boskin.

Dr. BosxiN. I would like to associate myself with those remarks.
I think we badly need stronger saving incentives. I would like to
say that while some of the funds that have flowed into IRA’s pur-
suant to making them universal have come from existing assets. It
is not widely perceived that there was sort of an automatic decline
because of the rise in real interest rates, in contributions to defined
benefit pension plans in the United States of $30 billion a year for
the last couplé of years.

those people who look at the overall saving rate and say that
therefore saving is not responsive to the rate of return, I think are
not paying careful enough attention to the structure of the
saving—the target-saving nature of defined benefit pension plans
has led to this sort of automatic negative effect that IRA’s and
other things have had to overcome

I would just add that in Japan a household of four can save
$60,000 or more tax free in the equivalent of an IRA. There are
many other differences between our economy and the Japanese
that would explain this saving rate.

Senator RotH. Dr, Aaron, would you care to comment?

Dr. AAroN. I would just describe to you what I do evegoJanuary.
I write a $2,000 check on one account I have with T. Rowe Price
and I deposit those funds in my IRA with T. Rowe Price. That’s the
effect on savings in my case.

Senator RotH. Dr. Greenspan?

Dr. GrReeNsPAN. We ought to focus on the fact that if we are
tryin‘f to increase savings, we have to ask ourselves whether we
can do it more efficiently by suppressiq#heonsumption or inducing
savings through higher interest rates. The evidence suggests that
we are more apt to get true net savings increases through suppress-
ing consumption than by inducing an increase in the real rate of
return and thereby holcinﬁldown consumption by higher interest
rates. Unless we focus on the issue of increased savings always in
terms of reducing consumption, I think we are apt to miss the boat.
And in this particular instance, I would like to add further that
one of the problems I have with merely trying to induce invest-
ment is that it's not so much the absolute amount of groes invest-
ment that we make each year which contributes to the growth of
this economy, but the underlying J)roductivity of that capital. In-
vestment incentives generally tend to increase those of in-
vestments which have inferior productivity-producing characteris-
tics. Whereas the type of investment which really improves produc-
tivity and growth a pretax rate of return which is in excees of
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gxe real cost of capital and therefore requires no investment incen-
ves.

So I'm concerned that while there is no doubt that the most im-
1p:r‘l:ant thing that we can do is to induce savings and investment

this country, it’s terribly important to focus on the output of
that process in a way which we will get what we are looking for. I
am concerned that we tend to too often look merely at the symbols.

Senator RotH. Thank you, Alan. 4
- My time is up.

Senator Baucus. I would like to follow up, Dr. Greenspan, that
last point. Are you saym% that the in savings—that we are
spending too much time looking at the carrots—that is, the addi-
tional savings incentives—and not enough time at the sticks in
trg:g to discourage consumption. Is that what you are saying?

. GREENSPAN. Yes, sir. I'm saying, Senator, that the evidence
at this stage is mixed to probably negative that increased real rates
of return significantly increase, in the United States, the net sav-
ings of our system. There is very considerable evidence that the
shifting around from one account to the other to feed into the
IRA’s occurs with very little change in the net savi amounts.

What I am emphasizing is that whenever we talk ut an in-
crease in savings, we have to remember what we are saying is
somebody is consuming less out of their given income. And we
should not focus on where they put that excess. They will put it
somewhere. And, therefore, I would be inclined to do such things as
shifting from income tax to a consumption tax if our true pu
was to increase savings. That will do it. Much of the other stuff we
a:et ﬁloing, I think, is just shifting sources of savings and not getting
at the base.

Senator Baucus. Let’s go back to assumptions here. I would like
to ask each of you pretty much a yes or no answer. And the ques-
tion is: Do you tlu&' that U.S. savings rates are too low if we are
going to compete? Are U.S. savings rates based too low?

Dr. GREENSPAN. Yes, sir.

Dr. AAaroN. U.S. national savings rates are too low——

Senator Baucus. Yes.

D}:‘ AARON [continuing]. Because Government dissaving is so

nator BAucus. Well, whatever the reason. I'm just asking your
conclusion.
Dr. AARON. Yes.
- Dr. BoskiN. Yes by a substantial maxgin.
Dr. MAKIN. Yes. They are one-third of what they should be.
Senator Baucus. You just stated my next question. Next ques-
tion is: What percent do you think we should aim for? ‘

Dr. Greenspan?
- Dr. GREENSPAN. That'’s very difficult because there is a market
out there which essentially tries to reflect what each individual
person tried to do.

Senator Baucus. Just a rough agproximation.

Dr. GReeNSPAN. I would say if I had my choice, I would like to
see it at twice where it is.

Senator Baucus. Today it is what? Five?
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Dr. GREENSPAN. It dzgonds on how you measured it. I believe it
would be 6 percent of the personal income level. I would prefer to
see it at 10 percent. ’

Senator Baucus. See it 10 percent today. Dr. Aaron?

Dr. AAroN. I can't give you a number. It's so much higher than
where we are that I think we just ought to start on that trip. -

Senator Baucus. Dr. Boskin.

Dr. BoskiN. I'd like to just follow up what Dr. Greenspan said. If
we removed all the distortions favoring consumption at the ex-
pense of saving in our Tax Code and of our other features of
our economy, and our budget deficits as ernment dissavings, I
think we would get a natural answer. And I think the natural
answer that the market would tell us would wind up approximat-
ing twice what our current net saving rate is. But only a modest
increase in the gross saving rate.

Senator Baucus. OK. Two to three times.

Next question is a little bit more difficult to answer. That is,
what should we do in this tax tgropoaal, very briefly, to push us in
that direction? I assume, although you have slightly different
points of view, that it would be a combination of a tax system that
moves a little bit more toward taxing consumﬁi:n as opposed to
income. And I suppose you would enact some kind of carrots and
sticks to push us in that direction. Am I correct? And if I am cor-
rect;l?know it’s tough—in 60 seconds, the four of you, what would
you do

Dr. GREENSPAN. I would lower all marginal rates down to 25 per-
cent, and raise the revenue from some form of consumption tax.

Senator Baucus. OK.

Dr. AAroN. The most important thing you can do to increase na-
tional saving is to increase taxes or to cut Government spending in
the aggregate.

Senator Baucus. I'm sorry. I couldn’t hear you.

Dr. AArRON. The most important thing you can do to increase na-
tional savings is either increase taxes in the_gregate or reduce
Government spending and thereby reduce the Government deficit.

Senator BAaucus. t would you do?

Dr. AAroN. I think I would do a mix.

Senator Baucus. 50-50?

Dr. AArON. Congress, it seems to me, is going about as far as it
can go in cutting spending this year. That's going to leave deficits
on the order of $175 billion at the end of this decade. Taxes ought
to be increased sufficiently along with reductions in the cost of the
debt to close that deficit.

Senator Baucus. Dr. Bogkin.

Dr. BoskiN. I would associate myself with both remarks. I think
that lower marginal tax rates would eliminate a lot of distortions
and enable us to allocate our existing capital and work force more
efficiently. I would make up the revenue by a consumption tax, if
necessary. And I also believe that the quickest and most direct way
and most even-handed way would be a reduction in the Federal
Government deficit and let the net savings flow to its highest pro-
ductivity uses.

Senator Baucus. OK.
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Dr. MaxiN. I would lower the top marginal tax rate to between
28 and 25 percent. I woultget the revenue by capping all exemp-
tions, deductions, and exclusions, including those related to owner-
occupied housing, at a value of 15 npex'cent;, and evaluate them—
ool ﬁ:ﬁ';cekaﬁnwf%ﬁmm o ax oxmandibares and brin:in
would p of the many expenditures an an
additional $200 billion.

Senator Baucus. Thank you. -

Senator RorH. Senator ©e.

Senator CHAFEE. Thank you, Mr. Chairman,

Dr. Greenspan, in your statement on 8, you indicate, the
major adverse impact of the tax bill is likely to be in manufactur-
ing industries which have already been significantly depressed by

igh interest rates and the strong dollar. I assume these are indus-
tries that are suffering from imports or a decline in exports. Heavy
manufacturing industries, as you say.

Yet we are hitting these industries prettx hard by eliminating
the investment tax credit and changing the depreciation schedules.
What do we say about this? This is just a temﬁgiary situation and
they will have to tough it through or are they le to go down the
tube in the interim? -

Dr. GReenNsPAN. Well, Senator, I said in my pre testimon
that I think the one provision which I think should go is the wind-
fall depreciation benefits recapture which essentially hits that
group and creates a very s cant increase in their effective tax
ra

tes.

The problems that exist in the manufacturing area vis-a-vis for-
eign competition is something that is not going to be resolved by
this bill one way or the other. The issue is so closely related to the
value of the dollar that we need essentially to look toward a more
competitive dollar than we do toward incentives which somehow
are going to improve agroductivity of the underlying industries.

I've seen innumerable companies which areyl;.iéﬂy efficient and
extremely low cost, run into very severe competition in the export
markets wholly because of the exchange rate of the dollar. I know
of no investment that thetv;b%ould make other than some action
which would reduce their r cost by 20 or 80 percent, which I
don't think is feasible, which would enable them to offset the
im that the dollar is creating.

would not look to this tax reform bill as a vehicle which is
going to improve or ameliorate the very serious problems which
the manufacturing sector has got. I'm terribly concerned that we
will put on, as Senator Bentsen was saying, a number of Band-Aids
in the e tion that that will improve it. We've got to approach
this problem very seriously but e certain that those remedies
which we choose are ones that work and not ones that merely look
good and have very little impact. .

Senator CuArzz. Well, I know this is a little bit off of the imme-
diate reason for you gentlemen being here this morning, but, as
you know, this committee st les with these matters, and if
there is hing that we worry about, it’s the value of the dollar.
When we started this this year on the budget reduction eff:fx:i
the deficit reduction effort, we all were advancing on the chee:
assumption that we get those deficits down and the value of the in-
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terest rates would come down, the value of the dollar would come
down. Now we are beginning to see signs that if you get the deficits
down, the country will be more stable, and the value of the dollar
might even strengthen. So that's no reason for not bringing down
the deficit. One should bring down the deficit for tons of other rea-
sons than just the strength of the dollar. But how are we going to
weaken the dollar?

And I'm not asking you to do that in 10 seconds or less.

Dr. GReENsPAN. I'd just like to follow that for a moment. I don't
think it’s by reducing interest rates necessarily. It is to reduce in-
terest rates in part. The major part is, however, that the dollar will
eventually come down under its own weight. If we wait for the
next year, we are going to find that the dollar will be down some-
where between 15 and 26 percent and there is no particular gov-
ernmental policy which will induce that to move any sooner.

Senator . Well, that’s the most cheerful news we’ve heard
in this room for a long time, Doctor Fifteen or twenty-five percent
you think in the next year, the dollar?

Dr. GREENSPAN. Yes; We are approaching a point where the accu-
mulation of dollars in international portfolios is beginning to run
into saturation. And at some point the dollar can no longer be ac-
cumulated at the rate at which it has been accumulated. It will
then proceed to fall.

Senator CHAFEE. I think you have given the quote of the day. I
see every scribe’s pencil hustlin%.

Dr. Aaron, do you agree with that? I guess really my question
isn’t whether you agree or don’t agree with Dr. Greenspan. It's
what can we do, we, in the Finance Committee, other than makmf
this tremendous effort, which we have made, to bring down the def-
icit? What can we do about the dollar?

Dr. AAroN. Since we are talking about taxes, I would say the
major thing you can do is make sure any tax bill you report out is
not a revenue loser.

Senator CHAFEE. Is not a revenue loser?

Dr. AARON. Is not a revenue loser.

Sena';or Cuaree. Could you pull the mike a little bit closer,

r

Dr. AARON. Certainly.

Given the inevitable uncertainty of revenue forecasting and I
have no reason to think it's be'mq done any less honestly today
than it has been in the past it would be prudent on the part of the
committee to aim, even if its real goal is revenue neutrality, for a
small tax increase.

‘t?Senator CHAFEE. But that all ties in with deficits, though, doesn’t
i

Dr. AARON. It does tie in with deficits, and I believe that ties in
with the value of the dollar. -

Senator CuAFee. Well, do you think if we do our duty here in
this Congress—and you took an even gloomier view than we have
taken. In your remarks—you said that you see the deficits of the
United States being in the $175 billion range annually at the end
of this decade, 1990, I think you said.

Obviously, you know our goal is to get down to $100 billion. Sup-
pose we do our duty and get those deficits down to $100 billion in
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lgf?ct Wil}t ‘;:he dollar weaken because of that or will that have no
e on i .

Dr. AAroN. On balance, the dollar will weaken. The deficit is not
the only influence on the dollar. Obviously, the willingness of for-
eigners to invest in the United States depends on the actual and
glx,pected state of our economy and on the state of economies

But the direction of the effect on the value of the dollar of a
major reduction in the deficit of the United States is clear. A major
reduction in the deficit would tend to reduce real interest rates and
slow or reverse capital inflow into the United States. That would
bring down the value of the dollar. I cannot give you a numerical
estimate as of 1990. But the direction of the effect, it seems to me,

is reasonabg clear.

Senator . Do you agree with that, Dr. Boskin?

Dr. BoskiN. Yes, I do. I would also like to associate myself with
Dr. Greenspan’s remarks. I also e the dollar to fall use of
the dollar denominated assets held in foreign portfolios eventuall,
reac a saturation point. I'm not as confident as he is that it
will occur in the next 12 months, but I do expect it to occur
soon. Getting back to what Senator Roth said, history knows no
convincing example of an economy that has been able to finance its
long-term growth by continuing to import capital. The only success-
ful stories of doing so are lees develo economies today or,
mcile;ga the United States in the 19th century when it was less de-
veloped.

Senator CuAFee. Mr. Chairman, I know my time is up. I just
want to-ask Dr. Makin if he agrees with that, and then I have got
one quick question I would like to ask.

Senator . Go ahead.

Dr. MAkIN. Yes. And since we are talking about tax policy, I
would return to my written and spoken testimony. That is, that
U.S. tax treatment of interest income and expense makes U.S. in-
terest rates look artificially high to foreign investors. And that
strengthens the dollar. And the ury’s proposal to index inter-
est income and expense would lower interest rates in a way that
would constructively depreciate the dollar. I would much rather
bet on that than the prospect that reducing the deficit is going to
lower the dollar. The reason is I, like others, thought that substan-
tial progress on deficit reduction would lower the dollar, and I also
thought that a slowing of the U.S. economy would lower the dollar.
And I bet some money on that and lost it.

I think it's virt imﬁ)esible to predict when the dollar is
going to come down. And the portfolio argument is correct, but I
certainly wouldn’t want to bet any more money on it.

Senator Cm\rnf Let me ask you t:x final te(sm‘;olc;l:ion. There hats“been
some suggestion of increasing the rates, the marginal rates, on
the higher income people. It is acknowledged that it won't get an
awful lot of money. Wgat would be the result, do you think, if we
increased the rates under this bill to 40 percent?

Dr. MakIN. Well, I think that you would increase the return to
seeking tax preferences. And so those affected would be more ag-
gressively opposed to any base broadening measures, such as de-
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down.

Senator CHAFEE. No, let's say we slammed it down their throats.
We this bill with a higher rate on the upper brackets.
g:ll '(11 it discourage savings? Would it affect investment substan-

y

Dr. MARIN. I don't think so. I don’t think it would be « substan-
tial effect. Again, I think the major problem with the higher rates
is that you simply increase the rate of return to seeking tax shel-
ters, and that tends to be wasteful.

Senator CHAFEE. Dr. Boskin.

Dr. BoskIN. I would agree that in the short run that it would
raise a small amount of revenue, and that the amount of revenue
would gradually abate because people would find ways to reallocate
their activity.

Senator CHAFEE. Do you agree, Dr. Aaron?

Dr. AAroN. I don’t think the effects would be major, but if your
goal is to prevent excessive cuts in rates paid by taxpayers in the
top income brackets, there are better ways to go r that goal
than raising top bracket rates. Specifically, you should look at the
tax preferences that are disProportionawly enic'ﬁved by peoi)‘h in
uffper income brackets. Two I would mention would be first the ex-
clusion of 50 percent of nominal long-term capital gains rather
than indexing them and ing all gains for assets not used in a
trade or business, and second the retention of expensing of intangi-
ble drilling expenses. ,

Senator CHAFEE. What do you think, Dr. Greenspan?

Dr. GReensPAN. I think it’s a bad idea. Our basic purpose is to
increase savings and investment and the lgrowth of the economy.
There is no way that that can be of help, I see no particular bene-
fits achieved on the revenue side from doing that.

Senator CHAFEE. You don’t gain any more revenues?

Dr. GREENSPAN. For the negligible amount of revenue, it is a
social policy which I suspect is probably fa as a goai in this
country, and rightfully so. It has certainly adverse economic ef-
fects, and no positive effects of which I am aware.

" Senator CHAFER. Thank you, Mr. Chairman. I went over my
ime. :

Senator RotH. That's all right.

I have a few more questions I would like to ask. Let me go to the

other side of the coin in relationship to what Senator Chafee was
asking. There used to be a theory that it was a food idea for every-
body to pay some taxes; that there is no free lunch. Now we are
moving in the opposite direction in this proposal. And in my own
Froposal, which is pretty much along the lines of exempting the
ower income peo;,)le from any taxation. Does that give any of you
cause for concern? Do you think that we are buildin% a e con-
stituency that will think that everything is free and they will con-
stantllyr trying to increase their exemptions? Does t bother
you, Dr. Greenspan? .

Dr. GReENsPAN. It certainly does, Senator, because I think that
what we need in this country is a very broad constituency—in

effect, ually everybody—who is in favor of restra.lnini expendi-
tures. If you have a fairly significant group which looks at the
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budget and fiscal processes as all benefits and no costs, I think you
bias it in a direction which is undesirable.

Senator RotH. Dr. Aaron.

Dr. AARON. This is the first time I fairly specifically
with Mr. Greenspan. No, it gives me no trouble at all. The real tax
-exempt levels proposed under the President’s plan and under all of
the other mﬂor tax reform plans are still considerably lower than
that with which the United States lived throughout the 1950’s and
much of the 1960’s,

It seems to me that it verges on harassment to insist that all in-
dividuals or all families be required to file a return, payll:f a pit-
tance in revenues, in order to achieve a diffuse goal of moral uplift.
The fact of the matter is we already do collect si cant amounts
of revenue through 11 taxes, sales taxes and other taxes that
are levied and that fall on people at all income levels.

I do not think that requiring people to file a 1040 each April is a
guarantee of good citizenship.

Senator RoTtH. Dr. Boskin.

Dr. BosgiN. So long as we kept to the poverty line or below at
the level at which families typica.l&paid no taxes, I would have no
problem with that at all. As a matter of fact, I probably would sup-

port it.

I share Dr. Greenspan’s concern that we don’t get into a race be-
tween—for major votership between those who are net benefici-
aries of Government programs and those who are net suppliers of
funds to the Government. That would be inherently e. But 1
don’t think we are close to being in that situation yet.

Dr. Maxin. 1 generally concur with Dr. Boskin's remarks and
would add that trying to deal—to select a poverty level and sa
that below this level we want to be sure people are given enoug
income if n through a negative tax would be appropriate if
every time any other issue, such as freezing COLA’s or something
along those lines came up, it did not founder on the poverty issue.

Senator RotH. As I am sure most of you know, I have floated an
idea of a business transfer tax. This tax we are looking at currently
could be imposed, say, at a rate of anywhere from 5§ percent to
mn{be as high as 10 percent.

It seems to me that this could have a number of advantages. I
want to get your reaction to this. It seems to me, No. 1, it's GATT
legal so that it helps level the trading field; two, we would make
‘the tax creditable inst FICA so in that sense we think it would
help employment. And we would take that revenue and use it to

e some changes that I think are valuable. For example, if you
went as high as 10 percent, you could lower your inal rates, £s
you were suggesting, to, say, 16, 20, 26 percent perhaps. You might
do something to neutralize savings as well as make some other re-
forms in the corporate area, such as the recapture provision. ‘

Dr. Greenspan, would you care to comment on that proposal?

Dr. GRERNSPAN. Any 8 from income tax rates to consumption
taxes, on a revenue equal basis, I would consider highly desirable.
And presumably that is the major thrust of your bill. And I find, in
general, it is something very well worth considering.

Senator RorH. What about reducing the inal rates along the
lines I was suggesting?
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Dr. GREeENSPAN. I would say that would be part of the process. In
fact, if it was merely to try to raise revenue to solve the problem
that exists in this tax reform bill, I'm not sure that it’s desirable.
But if it is used very specifically to lower marginal tax rates, I
would think it would ighly desirable.

Senator RoTH. Dr. Aaron.

Dr. AArON. I guess I would make two comments. The first is that
for better or for worse, the current tax reform debate is about re-
forming an income tax. Like you and like Dr. Greenspan, I might
prefer other tax arrangements. But that isn’t where most of the
debate seems now to be taking place.

The worst thing we can do 18 mix principles from consumption
and income taxation because all we do in the process is create
enormous opportunities for tax avoidance. So if we are %;)ing to
focus on the income tax and talk about improving it, which is the
game as long as we are talking about taxing income from capital,
then I believe it's a mistake to lard over that income system with
consumption tax elements because it leads to tax avoidance and
tax distortion opportunities. :

I could be very happy moving to a consumption tax or to a tax on
all uses of resources whether consumed or transferred to others.
But that requires wholesale changes in order to end up with a con-
sistent framework. And I think it's mischievous to try and intermix
elements from the two systems.

Senator RotH. Well, of course, my best proposal—the other pro-

—does go to a consumption tax. But let me just point out that
think the BTT is gathering considerable support—a number of in-
dividuals on this committee have indicated a real interest. And as
far as tax avoidance is concerned, it seems to me that by lowering
the marginal rate, if we could lower them as low as 15, 20, 25, you
a}x;eltt:king away an awful lot of the incentive to look for other tax
shelters.

My basic pro: 1 was to go totally to a consumption, but I sus-

pect we will end up amending the administration’s proposal.
_ Dr. AArON. May I just add that I think the point you have made
is correct. When reducing marginal rates, it does reduce the incen-
tives for tax avoidance. However, as long as we do have an income
tax, it is important to get that base, the tax base, defined in a neu-
tral and sensible manner.in order to get rid, to the extent that we
can, of the distortionary incentives.

So I tend to view a value added or a business transfer tax in the
current tax reform discussion as primarily a device for raising rev-
enues. I would prefer, as long as we are debating a tax reform pro-
‘goaal, to try and get the tax base of the income tax as soundly de-

ined as we can.

Senator RotH. Well, of course, I strongly support the President
in keeping it revenue neutral. The last thing we need now is a tax
increase. So I would fight that very actively.

Dr. GREENSPAN. Senator, I was wondering if I may excuse myself.
I have an emergency meeting at 11 which I have to be at.

Senator RotH. Yes. Let me thank you for being here, Alan. It's
always a pleasure to hear your views.

Dr. GREENSPAN. Thank you, Mr. Chairman.
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Senator CHAFEE. I want to join in those thanks, Appreciate you

coming.

Senator RotH. Dr. Boskin, again, I would like to go back to my
basic question of introducing the BTT as a means of leveling the
trading field; I think helping employment, but more important,
giving us the revenue to reduce the marginal rates to build some
savings incentives either along the line of what I have discussed or
otherwise. Would you care to comment?

Dr. BosxiN. I would just like to make three sim‘;le points about
that. No. 1, is that to introduce a new tax, we ought to make sure
that it is done at a sufficient level that we amortize the administra-
tive costs over enough of a revenue base. No. 2, that the funds
raised be used either to substantially lower effective marginal tax
rates in the personal income tax, or to replace a substantial frac-
tion of what is now raised by the corporate tax, or some combina-
tion of the two. And, finally, I would just say that it is important in
the design of any tax zystem that the top marginal tax rate or the
marginal tax rate and the personal tax be roughly the same as
that on the corporate tax to minimize opportunities for people to

e their affairs between corporate and noncorporate forms
to game the system.
ith those provisos, I would strongly support the move toward
raising more of our revenue from consumption taxes and less from
income taxes.
Senator RotH. Thank you, Dr. Boskin.
Dr. Makin

Dr. MAKIN. Senator Roth, I still think Best is best. I think that
there are some things we want to consider with an add-on vat or
an add-on business transfer tax. The way I look at those is really
the way I look at painting my house. I like to scrape off all the old
B:in;t before 1 gut on a new coat. If we are going to a consumption

tax, let's do it all the way. I'm a little uncomfortable as is Dr.
Boskin that if you add a consumption-type tax on top of another
tax with a very high administrative cost there will be some oppor-
tunities for gaming the system that none of us, I am sure, could
anticipate, given the great ingenuity that is applied in those areas.
Last, on the business transfer tax, I am uncomfortable with the
idea of what amounts to a 5- to 10-percent import surcharge. I
think that tends to help one sector of the economy while imposing
an additional burden on the other.

Senator RotH. You see, what bothers me now is that our foreign
competition already has this advantage. Really what we are doins
is merely trying to level the field because of the GATT rules, an
that Bill Brock has pointed out in the case of an American car, it
has roughly a $600 to $700 disadvantage, tax disadvantage, over
that of the Toyota or the foreign-made cars. So it does seem to me
- that that’s an issue we have got to address. And the advantage of
this proposal is that it is under GATT.

Well, gentlemen—

Senator CHAFEE. I had a couple of more questions.

Gentlemen, it seems to me you all agree that some kind of a con-
sumption tax is good. And, second, that we've got to increase sav-
ings in the Nation. That's good.
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But if that’s so, both of those points, then isn’t it unwise for this
program to be shifting the burden of taxation from individuals to
corporations? I think, Dr. Boskin, that's what you say in your sum-
mary. That this isn’t good.

t do you say about that‘ Dr. Aaron? Would you agree?

Dr. AAroN. I don’t think it's a major consideration, quite frank-
ly. I think if I had been planning this thing, I would have tried to
have kept the proposal revenue neutral on the individual side and
on the corporate side separately.

* But it seems to me that the magnitudes that are involved are not
going to have a major effect one way or another on the issue of
growth potential for the United States.

I would point out that there are some fairly unpalatable implica-
tions of going in the direction of consumption taxation which one
ought to contemplate, although I can see the attractions of it. One
is that you would be required to tax annually all withdrawals that
individuals make from their savings account. Because that'’s nega-
tive savings, it would be part of their consumption.

And that would represent a major change from current law. It
certainly would have the effect of encouraging abstention from
such wt;gxdrawals, hence, increase in savings, as Mr.. Greenspan
suggested.

ut one has to make changes like that at the same time that one
excuses from tax deposits into savings accounts, or one courts the
risk of creating significant tax avoidance opportunities.

Senator CHAFEE. Well, let me iul;t say that Senator Roth is en-
thusiastic about exploring some kind of a consumption tax, but I
think that that represents, whether it is n{xat or wrong, it repre-
sents such a major departure from what we have been doing-that I
don’t see it occurring.

Dr. AAroN. That was the basis of my answer. It seems to me that
the debate for better or worse is about reforming the income tax.
And we could have our opinions on cosmic right and wrong, but
this debate is taking place within the framework of the income tax.
Let’s try and get it right.

Senator CHAFEE. Right.

What do you think, Dr. Makin, about the shifting of the burden
of taxation, some of it, from individuals to corporations?

Dr. MakIN. Well, I think that it comes out of the unbalanced
base broadening approach that the President’s plan takes to make
up enough money for the reduction in rates. And I would recom-
mend, as I say, a much more broadly based approach. If we are
S:)sing to stick with an income tax, let’s try to cut out some of the

istortions in that system. The Treasury plan went further than
the President’s plan in doing that. I think that you need a rather
evenhanded base broadening, because if you don’t do that, then the
two big victims—State and local and losers—tend to have a red
flag that they can focus on in resisting the move. So, again, I would
return to the idea of spreading the pain a little bit more by phas-
ing back all the exemptions and deductions and exclusions evaluat-
ed at the 15-percent rate.

Senator CHAFEE. You mention the exemptions. Dr. Feldstein tes-
tified here a week or so ago. One of his suggestions was that per-
haps we had gone too far with the suggestion that the individual
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exemgetion go up to $2,000 a person. Instead, he proposed, if I re-
member it correctly, that the lower rate bracket people get $2,000
and then the others ﬁ:what they currently get.

Dr. MAKIN. Well, his proposal illustrates my point velg well. I
think he suggested evaluating the $2,000 exemption at a 15-percent
rate and giving it as a tax credit. That tends to get the lower
income group protected and takes away the regremﬁve im of
the exe:;ﬂtion. That you get more money from the higher income
individ because if you are in a 50-percent tax bracket, it's
worth $1,000. And if you are in a 15, it's worth $300. Give every-
body $300 and you get more revenue. That's what I'm suggesting
on a very broad basis for all tax expenditures.

Senator CHAFEE. I suspect those are big dollars, big ticket items,

too.

Finally, if we agree that the dollar is the big problem that our
manufacturers face in trying to compete ab. , and we also agree
that we are doing what we can in these deficit-reduction efforts,
then accepting that, where are we when we then go ahead and hit
these manufacturers with the loss of the ITC, lengthening of their
depreciation schedules in many instances, and the recapture provi-
sions? Maybe we will take out the recapture, but ing it out,
we’ve got to find a lot of revenue.

But let’s just assume we get that out. Isn’t the loss of the ITC
and the change in the depreciation schedules going to be a real
blow ?to our manufacturing industries that are already on the
ro

. AARON. Let me point out that although the timing of depre-
ciation deductions under the President’s plan differs from gmt
under current law and is more backloaded than frontloaded com-
pared to the ACRS system, tl::x{)resent value of depreciation deduc-
tions at plausible rates of inflation is greater for each class of
assets under the President’s plan than it is under current law. So
fwuiﬁf on the depreciation provision alone, leaving the ITC aside,
this bill is a liberalization of depreciation deduction; not a curtail-
ment of them.

Senator CHAFEE. I'll accept your statement, but we had a chart
from Ernie Christenson the other day that showed of the leaq.'ag
manufacturing nations in the world, seven of them, the Uni
States under this new proposal in the first 2 years would have the
lowest recovery of depreciation of any of the countries by far, and
particularly in the first year would be incredibly low.

Dr. AARrON. I saw that chart. Along with the United States are
other such slow movers as Hon% Kong, Japan, Korea that have the
highest rates of economic growth in the world. Those with the most
liberal rates included Great Britain, which is among the slowest
gro economies in the world.

The fact is that there are a lot of factors that determine how rap-
idly a country grows. And I think it's a mistake to draw a direct
line of argument from the generosity of investment incentives.

Dr. Greenspan made, in my judgment, a profoundly important
point. It’s not only how much you invest, it's how well you invest.

Senator Cuaree. How?

Dr. AAroN. It is how well you invest that determines your eco-
nomic growth. And as long as we have incentives that distort
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market decisions and cause investments with rates of return below
the cost of capital to move ahead of investments with rates of
return above the cost of capital, we have investment incentives
that are antigrowth, not progrowth.

Senator CHAFER. Dr. Boskin. |

Dr. BoskiN. I would like to take exception, I think. Dr. Aaron is
trying to condense two dimensions into one. I certainly agree that
to the extent we have nonneutralities across types of investment,
we sometimes get lower social productivity investments made
rather than higher social productivity investment made. .

But as he says, in cleaning up our income tax, we will be strong-
ly moving toward a system where the cost of capital will rise;
where the hurdle rate will rise and we will be doing less invest-
ment. And I think it’s very important to keep those two things sep-
arate.

My analysis of the President’s plan suggests that the combina-
tion of the loss of the ITC and the change to CCRS from ACRS at a
modest 5-percent inflation rate, what we used to call a high infla-
tion rate, would lower the cost of using structures somewhat and
raise the cost of using equipment substantially. CCRS is less gener-
ous than ACRS at low inflation rates and more generous at high
inflation rates.

Now I think it is important to point out that many of the manu-
facturing concerns and many of the industries you are ing
about do rely heavily on the ITC to finance their modernization.
Whether we should continue to have something that is limited to
e%xi ment and not available in general, I think there is an over-
whelming case for a strong domestic investment incentive. I think
it'’s very important to point out that there are sometimes scars
from loni periods of an overvalued dollar on firms and industries
just as there are sometimes scars on workers from a prolonged
period of unemployment. And my concern is that if the dollar does
not fall rapidly, as Dr. Greenspan was predicting, then I think we
should be worried about the potential scars that are caused. I don’t
think we should primarily base our tax policy on that concern; nor
should our tax policy be made totally in a vacuum independent, as
you pointed out, of what is actually going on in the rest of the
economy.

Dr. AAroN. Could I just add one point? There is a pair of tables
in the White House proposal which summarize the points that Mr.
Boskin just stated about the changes in the effective rates of tax on
structures, equipment, and, I might add, inventories, which are a
significant category of business investment. «

ose tables also make clear that the President’s plan reduces
the overall effective rate of tax on equity financed investment. So I
think it's misleading to suggest that in the ate the Presi-
dent’s plan will increase the cost of capital. It ggg%a.nge the rela-
tive incentives to invest in equipment as opposed to structures and
inventories.

A related question concerns whether we ought to have a general
investment incentive. And I think a strong case can be made for
such an incentive. But it is not one that should single out one cate-
gory of investment over another. Although it may not be as roman-
tic or tickle our technical fancies to the same degree, investments
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in inventories and structures may be economically more productive
than investments in equipment. We should let the market make
those choices. .

So an investment incentive, if it's available, should equally en-
courage investment in all areas.

Senator CHAFEE. Thank you.

Thank you, Mr. Chairman.

Senator Rotx. | want to express my appreciation to each of you
for being here. I think the panel has been most helpful. We look
forward to hearing more from you. Thank you very much, gentle-
men.

This time we have another very distinguished group, a el con-
sisting of Paul Craig Roberts, who is a senior fellow at the Center
for Strategic & International Studies; Nariman Behravesh—I hope
I didn’t muddle that too badly.

Dr. BeHrAVESH. You did just fine.

Senator RotH. He is vice president of U.S. services, Wharton
Econometric Forecasting Associates; Robert Brinner, chief econo-
mist, Data Resources, Inc.; and Leon Taub, who is chief economist,
Chase Econometrics.

Gentlemen, we appreciate very much your patience, and are de-
lighted to have you here with us today.

%"}l laak Dr. Roberts, if he would, to Kegm his statement.

elcome.

PAUL CRAIG ROBERTS, PH.D., SENIOR FELLOW, CENTER FOR
STRATEGIC AND INTERNATIONAL STUDIES, GEORGETOWN UNI-
VERSITY, WASHINGTON, DC

Dr. RoBerts. Thank you, Mr. Chairman. I appreciate the oppor-
tunity to present m{‘ views on the administration’s pro to
this committee, which will play an important role in the decision
as to whether there will be a major tax reform, and if so, whether
it will be based upon static distributional issues or on dynamic con-
cerns of economic growth and opportunity.

The committee cannot know the aggregate effect of the adminis-
tration’s tax reform proposal on the economy until it knows the
impact of the proposal on the cost of capital and labor. The com-
mittee cannot assume that the administration has made these cal-
culations or given them adequate weight in developing the tax
reform proposal.

Today, I can share with you some of my analysis of the effect of
the administration’s pro on the cost of capital. My calcula-
tions are based on the effect that the proposal would have on the
service price of capital or on the gross income flow necessary to
co:er taxes, recover the cost of the asset, and earn a normal
return,

Overall, the administration’s tax reform proposal would have the
following impact on the cost of capital:

Capital cost of using machinery would increase by about 5 to 6
percent. The cost of using buildings would decrease about 10 per-
cent. Atnd the cost of holding inventories would decline by about 20
percent.
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These changes in the service price capital would have uneven ef-
fects on various industries, depending on the composition of each
industry’s capital investment. Equipment-intensive industries in
the Rust Belt would be adversely impacted by the proposal, while
inventory intensive industries, such as retail trade, would benefit
from the proposal.

In particular, the agriculture, timber, machine tool, and trans-
portation industries would be adversely impacted. The amusement,
media, retail trade and real estate industries would be helped by
the proposal.

The goal of tax reform should be to reduce the cost of labor and
capital in order to improve our competitiveness in the world
market, and to increase the rate of income growth at home. The
administration’s proposal probably does not meet these goals well
enough to justify the adverse impact it would have on particular
sectors of the economy.

Mr. Chairman, that concludes the summary of my testimony. I
would only like to point out in regard to competitiveness and the
dollar that our competitive problems began in the 1970’s. The
1970’s were a period in which the dollar collapsed and lost most of
its value against other major currencies. For example, it began the
decade at 4.2 West German marks to the dollar, 4.3 Swiss frarics to
the dollar. At the end of the decade, the dollar stood at 1.8 and 1.6.
And despite this collapse in the value of the dollar, large merchan-
dise trade deficits a for the first time in our accounts. So I
really think it would be very misleading to assume that our com-
petitiveness problem is a creature of the recovery of the dollar

- these past few years, or the partial recovery of the dollar. A

The partial recovery of the dollar in the last few years, I think,
reflects the collapse of the inflation rate in the United States, and
a somewhat higher after-tax rate of return due to the 1981 tax re-
duction bill.

It seems to me if you really want to collapse the dollar, you need
to return to the policies of the 1970’s: inflate and raise taxes. That
will collapse the dollar very rapidly.

Senator Rots. Thank you, Dr. Roberts.

[The prepared written statement of Dr. Roberts follows:]
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Testimony before the Senate Finance Committee, June 27, 1985
Paul Craig Roberts
William E. Simon Chair in Political Economy, Center for Strategic
and International Studies, Georgetown University, and Chairman,
The Institute for Political Economy

Mr. Chairman, Members of the Finance Committee, I appreciate
the opportunity to present my views on tax reform to this
committee, which will play an important role in the decision
as to whether there will be a major tax reform, and, {f so,
whether it will be based upon static distributional concerns
or dvnamic concerns of economic growth and opportunity.

This committee cannot know the aggregate effect of the
administration's tax reform proposal on the economy until it
knows the impact of the proposal on the cost of capital and
labor. The committee cannot assume that the administration
has made these calculations or given them adequate weight in
developing the tax reform proposal. For example, the
administration, pointing to a 19 percent tax rate reduction,
said that the typical family in New York state would have a
tax reduction despite the loss of state and local tax exemption.
However, in making this claim the Treasury did not take into
account other provisions in its proposal, such as the proposed
répeal of the two-earner provision. When this is taken into
account, it appears that approximately 60 percent of New York
taxpayers will face a tax increase. This oversight does not
give me great confidence in any other calculations that the

Treasvry's Office of Tax Policy might have performed.
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In my view, the purpose of tax reform should be to
reduce the cost of capital and labor in order to improve our
competitiveness in world markets and to increase the rate of
income growth at homeé. Today I can share with you some of my
analysis of the effect of the administration's proposal on the
cost of capital,

My calculations are based on the effect that the proposal
would have on the service price of capital, or the gross
income flow necessary to cover taxes, recover the cost of
the asset, and earn a normal return. An appendix to my
testimony describes the service price calculation.

Overall: The capital cost of using machinery will increase
by about 5 to 6 percent. The cost of using buildings will
decrease by about 10 percent and the cost of holding inventories
will decline by about 20 percent.

The impact on a specific firm, industry or sector depends
on how much of each type of asset is used. To compute the
effect on a specific firm or industry, it is necessary to
calculate the service price of each type of asset (machinery,
structures, inventories) under current law and under the proposal,
weighted by the total value of the stock of each asset. Keep
in mind also that the service price of a short-lived asset is
higher than that of a long-lived asset, because it ha§ to
recover the original principal over a shorter period.

Clearly, an equipment-intensive industry in the rust belt
would be adversely impacted by the proposal, leading to further
protectionist pressures, while inventory-intensive industries

such as retail trade would benefit from the proposal.
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Agriculture: The agriculture sector would be especially
hard hit. I estimate that agriculture would suffer a 5 to 10
percent increase in the cost of capital under the administration's
proposal. This is because agriculture is not a heavy user
of buildings. Most agricultural investment is classified as
equipment for tax purposes and, therefore, currently qualifies
for the investment tax credit, which is repealed in the‘
administration's proposal. The reduction in tax rates is
not sufficiently large to compensate agriculture for the loss
of the inyestment tax credit.

Specifically, breeding stock industry would’ lose its
current accounting rules and would move to a different
depreciation system. The net result would be a small increase
in the cost of operating such farms. The increased accountant
fees would likely be larger than the increased taxes collected
by the government., Many of the costs of this industty would
no longer be expensed as they are incurred. 1Instead, they
would have to be spread over a number of years. Soil and
water conservation, fertilization and soil conditioning, land
clearing and reforestation would no longer qualify as current
expenses. Indeed, under the administration's proposal, many
of these costs cannot be recovered until the land itself is sold.
An arbitrary de minimis rule would help some farms, but it seems
to be a hit or miss proposition depending on the specific
crop or livestock involved.

Timber: The timber industry would lose the tax

treatment that has allowed it to compete in world markets.
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The industry would experience a doubling of its effective

tax rate due to the redefinition of sales eligible for capital
gains treatment. This would continue the contraction of this
industry. )

Transportation: Transportation would be the hardest
hit of any of the large sectors. This is mainly due to an
almost total absence in transportation investment of the
categories--buildings and inventories--favored by the
administratign's tax reform proposal. Transportation relies
heavily on the investment tax credit, which is eliminated.

I estimate that the capital costs of the transportation industry
would increase by 5 to 10 percent.

Utilities: Regulated public utilities would receive a
long overdue redress of the discrimination shown over the past
decades in the tax law. This industry has repeatedly been
assigned longer tax lives for the same assets owned by other
industries. The administration's proposal corrects this,
and utility assets are conformed to all other industries. The
net result is a smaller increase in this industry's cost of
capital than would be experienced by other equipment-intensive
industries.

Amusement and media industries: Because of its heavy

investment in structures, the amusement industry would prosper
under the administration's proposal. The print and electronic
media would also do well, I estimate that these sectors

would experience a 2 to 5 percent reduction in the cost of
using capital. There would be adéquate information about, and

diversion from, the hard times the tax reform would cause
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in other sectors.

Trade: Wholesale and retail trade, where investment is
concentrated in structures and inventories, would greatly
benefit from the plan. In this sector, the cost of business
fixed investment would be reduced by about 3 percent and
the cost of inventories by 20 percent.

Real estate: Real estate, the home of tax shelters,
would also do well. The industry would be slightly hurt
by the accounting changes. However, the improved inélation
protection would more than offset the accounting changes.

The inflation protection is 2 good feature of the administration's
proposal. Overall, I estimate that the cost of a building,
such as a multi-unit housing building, would fall by 10 percent

under the proposal.

Conclusion: Mr. Chairman, Members of the Finance Committee,
I would legislate no tax reform unless I knew its dynamic effects
and was confident that the rersult would be to reduce the cost
of labor and capital and to make American labor and manufacturers
more competitive in markets at home and abroad. I see no
point in a tax reform that does little, if anything, to improve
the overal{ performance of lhe economy, or in one that benefits
some sectors at the expense of others. The main result of
a tax reform that benefits grocers, retailers, and the service
sector at the expense of the machine tool, timber, agriculture,
and transportation industries would be to increase protectionist
pressures. There is no point in suffering the headaches of

a major tax reform simply in order to acquire more headaches.

-t
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The administration has proposed a major tax reform that
is based on static revenue estimates, which assume, unrealistically,
that changes in taxation do not affect economic behavior and
the economy's performance. This approach leaves out of the
analysis all of the important effects that taxes have on
prices, costs, real output, U.S. competitiveness in world
markets, employment, and economic growth. All that is left
is gainers and losers in static distributional terms. This
simplistic, misleading approach is guaranteed to produce unexpected
results. It is also guaranteed to resurrect the poclitics of .
envy, which had been crowded out by the politics of opportunity.
The Finance Committee has an opportunity to craft a
bill that is unambiguously pro-growth. Your criteria should
be: does this reform lower the cost of capital and labor?
If so, it will help the poor, make us more productive and
competitive in world markets, reduce protectionist pressures,
help our allies, and help third world countries struggling
to service heavy debt burdens. All of these are good -reasons
to undertake a tax reform. In contrast, distributional reasons
are treacherous because they open the door to giving.the poor
a tax cut in a way that throws them out of work or restricts
their future income growth and opportunities.
Consider a simple case. - Assume that investment is taxed
and income redistributed withno rise in unemployment or consumer
prices. Even in this unlikely case, we cannot say that the
worker is better off. The lower aftertax rate of return
earned by investment means less investment, which means the

worker will have less capital with which to work, which means
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his productivity will improve at a slower pace, which means
his future income will be less. Such a tax reform makes the
worker better off today at the expense of his future and that
of his country.

Mr. Chairman, I request that the attached article from
Business Week be included in the record as part of my testimony.

That concludes my statement.
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WARNING:

‘TAX EQUITY’
HASN'T WORKED

THAT WAY

BY PAUL CRAIG ROBERTS

The corporate minimum
tax, created to help cut

the deficit, instead

cut mining output, Social
Security revenue, and
federal income taxes

a recent specch, Federal Reserve
Baard Chairman Paul A. Volcker ex-
pressed concern that important sec-

tors of the U.S. economy, such as min-
ing, are being kft out of the recovery.
Volcker believes that the federal budget
deficit is the root cause of this “econom-
ic imbalance.” 1A fazt; neither the deficit
nor the dollar's recovery is responsible
for the depressed state of U.S. mining.
The industry owes its hard times to &
deficit-reduction packige known as the
Tax Equity & Fiscal Responsidility Act
of 1982 (TEFRA). .
The centerpiece of TEFRA was a corpo-
rate minimum tax designed to assure
that every profitable corporation pays
some tax. It ook the form of a 15%
surcharge levied on an arbitrary selec-
tion of sllowable tax deductions. The
minimum tax is an add-on tax that raises
production costs and forces producers to
respond by reducing the scale of their
operations.

TINY PROFITS. One new item subject to

this minimum tax®was “mineral explora-

ticn and development costs.” TEFRA add-
ed 3.6¢ in costs to each dollar of output
sold. In 1380 the average aftertax profit
on each dollar of mining sales was only
5.Te. Obviously, lower<ost operations
yielded higher profits, while highercost
operations yielded less profit. Overall,
the minimum tax wiped out 63% of the

profits necessary to maintain the 1981

level of mining activity. As soon as the

new tax was announced, the industry
began shrinking, shedding marginal op-
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erations and retaining only those stilt
profitable after the add-on tax had been
taken into account. As the chart shows,
TEFRA caused a decline in mining produc-
tion that was much more severe than
the drop in manufacturing caused by the
recession.

market would have revesled to lhg
policymakers that the industry’s domes-
tic prices are substantially determined
by world prices. It should have been ob-
vious that the minimum tax could not be
passed on o consumers and would have
to be absorbed tnainly by shrinking the
domestic industry. But since policymak-
ers are addicted to static revenue esti-
mates that assume no behavioral re-
sponse to tax increases, they looked for
none and pruceeded to collapse the U.S.
mining industry This unanticipated re-
sult suggests the kind of surprises that
can be expected from the major tax re-
form that i3 now being prepared.

The proponents of the 1982 minimum
tax estimated that it would raise $4.4
billion over six years as part of the $238
billion TEFRA package. This estimate re-
ied on the standard static revenue meth-

od. An after the fact examination of the
revenue change from this provision
makes clear that the minimum tax was a
revenue loser. Capacity-utitization fig-
ures from the Fed confirm that mining
activity has retreated by more than 15%
from previous levels. This translates into
$30 billion of lost labor compensation
over the six-year period.
LosT Joas. The shrunken labor income
means a $4.2 billion reduction in Social
Security tax revenues and $3.5 billion
less in federal income taxes. As for the
human costs, about 180,000 mining jobs
were lost. The normal estimate is that
two support workers are displaced each
time & primary worker luses his job.
When the Jost revenue from displaced
shopkeepers and other support workers
is included, the overall effect of the mini-
mum tax will be to increase the deficit
by $23 billion rather than to reduce it by
$4 billion. It is doubtful that the 540,000
workers who lost their jobs are pleased
with the greater “tax equity and fiscal
responsibility” the ‘I‘rezsury Dept. deliv-
ered in 1982.

With our domestic industries facing
the competitive discipline of world mar-
ket prices, domestic tax changes that
raise the cost of production will cause
shrinkage of the affected domestic in-
dustries and a rise in protectionist pres-
sures. It is also noteworthy that the
sharp drop in U.S. mining activity oc-
curred despite the 25% reduction in per-
sonal income taxes. This outcome is at
odds with tke claim of supporters of the
Treasury Dept's tax reform proposal
that lower tax rates on individuals will
automatically offset the called-for in-
crease in the cost of capital that would
stemn from the loss of the present accel-
erated cost-recovery system, the invest-
ment Wx ceedit, and other socalled “tax
preferences” for business. [}

26 BUSINESS WEEK/MAY 6, 1985
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Technical Appendix

Description of Service Price Calculations

In order to evaluate alternative tax regimes, it is
necessary to measure their impact on the cost of capital
services. An increase in these costs would require an increase
in the gross returns required by acceptable investment
opportunities_and, hence, a decrease in the amount of real
{investment undertaken. This, in turn, would mean a lower capital
stock, a less productive labor force, and a lower GNP, We have
measured the alternative costs of capital implied by various
depreciation proposals via a "service price™ calculation for each
of 37 different asset categories covering 73 different industry
classifications. This appendix describes those calculations.

The service prices calculated for each asset category
represent the current marginal products required per dollar of
corporate investment in that asset by each industry. They are
the before-tax rates of return required to be produced by the
asset in order that the anticipated taxes, depreciation, and a
"normal®™ rate of return are covered. The normal real rate of
return {s assumed equal to 2.7 percent, a level we estimate to
have prevailed during 1983. An asset category's rate of economic
depreciation is assumed generally to vary across industries.
Allowable tax lives also generally differ across industries, and
allowable depreciation methods vary among the several alternative
tax regimes in place in the U.S., during the period 1954 to 1983.
These regimes include

1) Bulletin F Guideline Lives

2) Class Lives, using ADR write-off methods.

3) Asset Depreciation Range (ADR), using that 1life within
the given range that minimizes the service price
(accounting for different investment tax credit rates
according to the chosen depreciable life). -

{4) Bccelerated Cost Recovery System (ACRS) as originally
passed in 1981 under ERTA

(5) ACRS as currently implemented.

-~~~

The algebraic expression used for the calculation of the
service price {s derived from the first order condition for a
wealth maximization problem. It assumes 3 constant investment
deflator, measured relative to an overall price deflator, is
expected to prevail over the relevant future. The maximization
calculus is performed from the standpoint of the ultimate
investor ~- the individual stockholder. The existence of a
corporate legal structure 1s deemed important only insofar as it
creates an additional tax liability for the investor. The
alternative, i.e., neglecting taxes on dividends, would be
unsatisfactory; a corporation that (either explicitly or
implicitly) neglects the additional taxes on dividends would fail
to provide its stockholders with a market level, after-tax rate
of return.



98 .

The service price expression for cdrporate capital is given
as

Service Price = tp/(1«ts)
+ (1-k=-D)}/[(1-ts Y*((1=-tef)*#(1-td)*(1-tecs))SE])
where

the rate of property taxation, assumed equal to 3.22%

for current law examples.

ts = the rate of tax on output (e.g. a VAT or sales tax on
all finsl product), assumed equal to 5.26%.

tef = the federal corporate tax rate, -assumed equal to 46%
for current law examples.

tcs = the state corporate tax rate, assumed equal to 9.67%

td = the marginal dividend tax rate, adjusted to reflect
the average timing difference between profit accruals
and dividernd receipts, assumed equal to 16.37%
{initially. This rate {s assumed to be subject to
bracket creep for future periods. See below.

kK = the effective rate of the investment tax credit (the
statutory credit, adjusted for the net income
limitation), assumed equal to 9,23%f for equipment and
nonbuilding structures. This rate is adjusted
downward for short lived assets under Class Lives,
ADR, and ACRS.

D = the present value of the future stream of tax
depreciation allowances, adjusted to an after-tax
basis, 1.e., the stream is multiplied by en
appropriate tax factor. A nominal interest rate of
6.7% is used as the discount factor, reflecting a ug
rate of inflation assumed throughout. See below for a
further description. :

E = the present value of the "efficliency stream", i.e.,
the present value of the future real returns, measured
as a percentage of the asset's initial marginal
contribution to output. A real interest rate of 2.7%
{s used as the discount factor. See below for a
further description.

tp

The assumed average economic life for each asset/industry
category is the applicable class life under the old ADR system.
These lives were first introduced in 1962 under the Guidelines
depreciation system. In some cases, the BEA asset categories
that were used do not correspond exactly with the IRS class life
categories. In those cases an average or representative life was
chosen.

"Variation in expected asset lives is simulated by the use of
a2 truncated normal distribution centered on the assumed average
economic life. This distribution is used to derive an asset
"discard" function. The discard function assumes that some
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(small) proportion of an original investment in assets of a
certain type is discarded beginning at 50% of the assumed average
economic life. It also assumes that some (equally small)
proportion of the original investment is maintained up to 150% of
the assumed average 1ife. The other capital assets constituting
the original investment bundle are discarded at ages in between
50% and 150%, with the greatest number being discarded at the
average economic life. In addition, 2 concave efficliency
function is assumed for 23ll nondiscarded assets to reflect
factors such as technological change. This function assumes that
the loss of productive efficlency is smallest in the early years,
and greatest in the final years for each particular asset., (This
is the reverse of a geometrically declining efficiency schedule
in which the greatest absolute efficiency losses are incurred
immediately.) Combining the discard function with the concave
efficiency function yields an overall efficiency function for a
given investment bundle. The general shape of this function
indicates an initfal slow rate of efficiency loss for the
investment, a faster rate as the original investment ages and
assets are discarded, but again a slower rate as we reach the
upper tail of the discard function. The overall function becomes
zero at 150% nf the average economic life. This methodology is
identical to that used by the Office of Business Analysis,
Department of Commerce in generating their capital stock
database.

As stated above, the variable E represents the present value
of the efficiency function just described. Alternatively, it can
be viewed as a measure of the average life of a given asset _
category expressed in units of current output. In the absence of
taxation, the inverse of E by itself, would represent the "cost
of capital™. For example, with an infinitely 1lived asset (no
efficiency loss and no discards), E would equal the present value
of an infinite series of ones, or simply one over the discount
rate. the inverse of E would therefore equal the real rate of
interest. Similarly, under an assumption of geometrically
declining efficiency, the inverse of E would equal the sum of the
interest rate and the (constant) rate of deprecidtion., With the
efficiency schedule described above, however, the present value
formula cannot be so easily condensed, and the more general form
of the inverse of E must be used to measure the joint requirement
for interest and economic depreciation.

The tax depreciation write-offs used in deriving the U term
are calculated according to the relevant taxation scheme. In all
cases, a half-year convention is used. The appropriate tables
found in the tax regulations are used for calculating personal
property allowances under ACRS. A choice is allowed whereby
either the original depreciable basis is adjusted downward by 50%
of the investment tax credit or a 2% reduction in the allowable
credit is taken. The allowance schedule for 18-year real
property was constructed using the 175% declining balance
method. Under the ADR and class life proposals, either a
declining balance method (with a switch to straight line at the
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appropriate time) or sum of the years' digits method i{s chosen.
For Section 12U5 property, either 200% declining balance or the
sum of the years' digits method is used, depending on which
yields the greatest present value of depreciation allowances.
For Section 1250 property (which we equate with BEA's building
cat;ggrtes), the method {s limited to the 1503 declining balance
method.

The straight-line method of depreciation is used in
calculating taxable dividends under all regimes. For ACRS, the
lives specified in Code Section 312(k) are used. A five year
write-off is used under the expensing alternative. Inflation
indexing 1s not taken into account in this calculation.

The tax rate on dividends {s assumed to increase slowly over
time due to bracket creep., Both a real growth adjustment and an
inflation adjustment in the marginal rate is incorporated.
Possible anticipated future tax "cuts"™ intended to correct for
bracket creep are not taken into account. The real growth factor
used in the calculations {s 2%; inflation {s assumed to be 4%,
Bracket creep elasticities of .3 are used, so that a 1.8%
(.3(.02+.04)) annual increase in dividend tax rates i{s assumed.
This translates into roughly a 30 basis point increase in the
dividend tax rate per year. A dividend tax rate ceiling of 50%
i{s imposed.

The nominal depreciation allowances are multiplied by the
appropriate tax rates in order to express their impact in after-
tax terms. The D term, mentioned above, is defined by the
following expression, which accounts for the deductibility of
state corporate taxes on the federal return:

D = Present valuel
(tcf+tes-tes(tef+td) )% Corporate Afiowance
+(td)#*Straight Line Allowance]

This D term is akin to the investment tax credit as regards its
impact on the cost of capital. The depreciation allowances
reduce the cost of the initial investment in present value terms
by a percentage equal to D. Notice that there is no necessary
connection between D, which {s based on the allowable tax life,
and E, which is based on the assumed distribution of economic
lives. Equating the tax life with an average economic life does
not necessarily yield a more or less burdensome tax system.

Also, varying the assumptions regarding the economic lives and
the pattern of efficlency decay do not change the relative
rankings of alternative depreciation rules on the service prices.
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STATEMENT OF ROGER E. BRINNER, PH.D., CHIEF ECONOMIST,
DATA RESOURCES, INC., LEXINGTON, MA

Dr. BRINNER. Thank you very much for this opportunity. I will
summarize my remarks and note that in advance that I, too, unfor-
tunately will have to leave at approximately 11:30. I will be happy
to respond to questions in writing at a later date.

Senator CHAFEE. Well, you can see that we keep you fellows a
long time because we are interested in what you have to say.

Dr. BRINNER. I believe that the President’s proposals would en-
hance the public’s perception of fairness, but that they would come
at a cost to business investment and, hence, to labor productivity
growth. The measures do really offer few gains in simplicity.

With respect to fairness and simplicity in personal income tax-
ation, the central principle underlying the initial Treasury plan
was to treat all income equally whether its source was labor, equi-
ties, bonds, or real estate. Portions of this approach have survived
in the President’s proposals, led by the simplified rate structure.
Inflation adjustment in the measurement of capital gains, and of
interest income, and expense are largely gone, probably a wise
choice, given the complexity that this would add to the code and
the acceptance of permanent inflation of 5 percent or greater this
would signify.

On the other hand, a prime Tax Code distortion motivating much
sheltering activity has returned to life: special treatment for cap-
italtgains. There are better vehicles available to support capital for-
mation.

On the corporate side, it's difficult to state flatly that greater
fairness or simplicity would be achieved. The investment tax credit
would be scrapped and the current accelerated cost recovery
system would be replaced by a new system with typically longer ef-
fective service lives than under ACRS, but with an inflation index-
ation of the undepreciated cost base. This indexation would make
the proposed system more generous than ACRS.

I believe this depreciation indexation is a mistake in the context
of the President’s plan. The Treasury recognized in its original
plan that inflation adjustments could not be made on a piecemeal
basis. A substantial new distortion and a new complexity would be .
added to the code by allowing full interest cost deduction in financ-
ing while allowing inflation adjustment of each asset’s depreciable

With respect to growth, my main criticism of the original Treas-
ury plan was that it created large disincentives for capital forma-
tion by removing the investment tax credit, eliminating accelerated
depreciation, and shifting the tax burden from the household to the
corporate sector.

I could applaud the introduction of dividend deductibility, but
the net impact of the changes would have been negative.

In the President’s £r0£0¢nl, some acceleration of depreciation has
been restored, but dividend deductibility has, unfortunately been
scaled back from 50 percent to 10 percent. The President’s plan
would aggarently raise corporate taxes by about $24 billion per
year, 1986 to 1990, compared with the Treasury estimated increase



102

of $33 billion in the original plan, both changes measured on a
static basis.

The total package for business is moderately proinvestment com-
pared to the Treasury plan, and moderately anti-investment com-
pared to current law. On the latter score, the conclusion is inescap-
able. The President’s proposal raises corporate taxes and it substi-
tutes low-powered incentives—such as corporate rate cuts—for
high-powered incentives—such as investment tax credits and accel-
erated depreciation. Cash flow would be cut and the cost of financ-
fing c‘;dvould be increased. Thus, investment logically would be re--

uced.

Combining the proposed personal and corporate tax changes, the
Treasury estimates that the first plan would have raised Federal
taxes by $4 billion for a year over the next 5 years while the Presi-
dent’s version would cut taxes by $2 billion.

More significant, both plans would reduce national savings by
shifting income away from the corporate sector toward the low-
saving household sector. The loss of savings would amount to $15
to $20 billion per year.

The flaws in the President’s proposals can be eliminated by
making the plan permanently revenue neutral for corporations and
for individuals, removing inflation adjustments to depreciation if
interest payments remain fully deductible and maintaining special
incentives for investment. These could be achieved by replacing the
current 10 percent equipment tax credit with a 7l-percent tax
credit for all structures and equipment, by creating depreciation
schedules that provide inflation protection without explicit index-
ing, by reducing the cost of equity capital either by allowing corpo-
rations 50 percent dividend deductibility or by treating corporate

_taxes paid on dividends as withheld personal taxes creditable to the

shareholder, and, finally, by allowing individuals no overall tax
reduction. This last point implies standing firm on the nondeducti-
bility of State and local taxes, broadening the taxation of fringe
benefits, and retaining the zero to 35 percent personal rate struc-
ture proposed, but narrowing the brackets to raise revenue.

Thank you very much.

Senator CHAFEE. Well, thank you very much, Dr. Brinner.

[The prepared written statement of Dr. Brinner follows:]
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TesTiMONY BY Dr. Rooer E. BRINNER, GrOUP Vick PrESIDENT AND CHizr EcoNoMsT,
DaTA Resources, INc.

TAX REFORM I: "THE PRESIDENT'S TAX PROPOSALS
FOR FAIRNESS, GROWTH, AND SIMPLICITY"

Although they could enhance the public's perception of fairness, the President's tax
reform proposals could also come at a cost to business investment, and hence to
labor productivity growth, The measures offer few real gains in simplicity.

Fairness and Simplicity

The central principle underlying the initial Treasury plan was to treat all income
equally whether its source was labor, equities, bonds, or real estate. To the extent
that income represented a multi-pei'iod return, the asset cost would have been
indexed to inflation. Incentives to shift income from ordinary tax to capital gains
treatment, together with benefits. from delayed reporting of current income {such as.
accelerated depreciation), would have been largely eliminated. .

Each taxpayer's comprehensively-defined income was then to be subject to a
‘simplified. rate schedule with only four income brackets: a "zero" bracket not
subject to tax followed by three relatively broad brackets with tax rates of 15%,
25% and 35%.

Portions of this approach have survived in the President's Proposals, led by the
simplified 15-25-35 rate structure. Inflation adjustments in the measurement of
capital gains and of interest income and expense are largely gone, probably a wise
choice given the complexity this would add to the code and the tacit acceptance of
permanent inflation (of 5% or better) this would signify.

On the other hand, a prime tax code distortion motivating much sheltering activity
has returned to life: special treatment for corporate capital gains. There is only
anecdotal evidence and no hard analysis--near "religious" belief rather than science-
-motivating this gross deviation from tax reform and, if included in the final bill, it
will certainly haunt the code by generating persistent, legitimate accusations of
unfaimess and abuse. There are better vehicles available to support capital
formation. Even if gains are fully included in taxable income without any inflation
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adjustment, such income still enjoys the benefit of taxation deferred until the asset

is sold.

On the corporate side, it is difficult to flatly state that greater fairness or
simplicity would be achieved. The investment tax credit (favoring producer durable
equipment and most utility investment) would be scrapped. The current Accelerated
Cost Recovery System (ACRS) would be replaced by a system with typically longer
effective service lives than under ACRS, but with an Inflation-indexation of the
undepreciated cost base which would make the proposed system more generous than
ACRS.

This depreciation indexation is a mistake in the context of the President's plan. The
Treasury recognized in its original plan that inflation adjustments could not be made
on a piecemeal basis: if introduced into the measurement of expense, inflation
adjustment must be thoroughly executed (incluﬁing interest expense) and it must be
done for both personal and corporate taxation. A substantial new distortion and a
new complexity would be added to the code by allowing full interest cost deduction.
(including the inflation premium) in financing while allowing inflation adjustment of _
each asset's depreciable base. -

Growth

My main criticism of the original Treasury plan was that it creatéd large
disincentives for capital formation by removing the investment tax credit, by
eliminating accelerated depreciation, and by shifting the tax burden from the
household to the corporate sector. Although I could applaud the introduction of
(partial) dividend deductibility and inflation indexation of depreciable assets, the net
impact of these changes would have been negative. The Treasury plan would have
achieved efficiency gains by creating unbiased incentives for various types of
investment, but these gains would have been more than offset by productivity losses
stemming from lower aggregate capital spending.

What would be changed in the President's Proposals? In the area of business
taxation, some acceleration of depreciation schedules has been restored. Dividend
deductibility at the corporate level, however, has been scaled back from 50% to
10%. The maximum Federal capital gains tax rate has been cut from the current
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20% to 17.5%, but the compound Federal-state rate has actually risen due to
nondeductibility of state income taxes; in Treasury I, it was to be 35% of each
inflation-adjusted gain. As in the original proposal, the President’'s Proposal sets the
maximum statutory corporate tax rate at 33%, down from 46% today. In
combination, these features would apparently raise corporate taxes by about §12
billion per year in 1986-90, compared with a Treasury-estimated increase of $33
billion in the original plan, both changes being measured on a static basis.

To fill the near-term revenue gap created by a personal tax cut averaging $2¢ billion
per year through 1990, the President's plan includes a new "recapture" provision
worth another $12 billion per year. This provision would avoid letting recent
investments enjoy the best of both tax worlds. For example, an investment made in
1981 could conceivably have qualified for both the investment tax credit and
accelerated depreciation allowances during the past five years. With most of the
yield from this asset finally being recognized in 1986 and beyond, this income would
have been taxed at an unexpectedly low 33% rate. The special recapture mechanism
eliminates this "windfall" potential. This proposal seems both fair and logical.

The total package for business is moderately pro-investment compared to the’
Treasury plan, and moderately anti-investment compared to the current law. On the
latter score, the conclusion is inescapable: the President's Proposal raises corporate
taxes and it substitutes low-powered incentives (corproate rate cuts) for high-
powered incentives (investment tax credits and accelerated depreciation). Cash
flow would be cut and the cost of financing would be increased; investment,
logically, would be reduced.

The popular selling point of the President's plan is that it would significantly reduce
personal marginal tax rates and cut average tax rates for families earning less than
$20,000. A family of four currently pays taxes on any income above $8,000; under
the new plan, the base is raised to $12,000. The top personal tax rate would fall
from 50% to 35%. These revenue losses are only partially offset by provisions to
broaden the tax base by eliminating deductions for state and local taxes and form
some fringe benefits. Again according to Treasury estimates, personal tax payments
in the second plan would be cut $26 billion annually for the next five years, a
slightly smaller reduction than in the original proposal ($30 billion).

Based on the consensus of professional opinion, 1 assume that lower marginal tax
rates would increase the number of low-to-middle income family "second-earners”
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willing to join the labor force and the average workweek an individual would seek.
Over a generation, I assume the labor force could expand %% and hours per worker
could rise 2%. The plan is therefore given credit for raising total potential hours by

2%%.

Combining the proposed corporate and personal tax changes, the Treasury estimates
that the first plan would have raised Federal taxes by about $4 billion per year over
the next five years, while the President's version would cut taxes by about $2 billion
per year. Although both estimates assume no changes in spending and investment
behavior, adjustments would no doubt occur. Since it is reasonable to assume that
these behavioral changes would be made to reduce rather than to increase taxes,
both Treasury plans would be modest revenue losers, during the first five years.

More significant, both plans would reduce national savings by shifting income away
from the corporate sector toward the low-saving household sector. In the
President's Proposals, the loss would initially amount to $15 to $20 billion dollars.
Interest rates are the market price of savings, hence a lower supply of savings would
necessarily dictate higher post-tax interest rates. i
Market (i.e. pre-tax) rates would be little changed initialiy because a downward
impetus to credit costs from lower marginal tax rates would offset the upward push
of lower national savings.

This scenario changes during the 1990's: the corporate tax increase fades away as
"recapture” taxation ends and as inflation-indexed depreciation allowances reduce
taxable corporate income. The plan is no longer revenue neutral even on a static
basis. National savings are clearly lower because a larger Federal deficit is once
again financing heavier personal consumption. (This part of the tax reform debate
will unfortunately resemble the rhetoric-laden debate of 1981-1982 over "supply
side" tax cuts.)

Putting the labor force and capital stock growth effects tcgether, I conclude that
the President's proposals would tend to create an economy with slightly higher gross
national product, heavier consumption and weaker business and residential
investment. A lower capital-labor ratio implies, even after generous adjustment for
potential efficiency gains from more similar taxation of alternative investments,
weaker labor output per hour and hence lower real hourly wages,
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To restore public confidence and to make investment decisions more efficient, tax

reform is essential. The flaws in the President's proposals can be eliminated by:
e  Making the plan permanently revenue-neutral for corporations and for individuals.

o Removing inflation adjustments to depreciation if interest payments remain fully

deductible.
e  Maintaining special incentives for new investment.
It is possible to achieve these objectives by:

e Replacing the current 10% tax credit on producers' durable equipment and utility .
structures with a 7.5% credit for all equipment and structures. This would provide

neutrality and efficiency as well as boost overall capital formation.

e Creating depreciation schedules that provide inflation protection without explicit

indexing, i.e., by slightly shortening tax lines relative to "economic™ lives.

@ Reducing the cost of equity capital either by allowing corporations 50% dividend
deductibility or by treating corporate taxes paid on dividends as "withheld" personal
taxes, creditable to the shareholder. A move to allow full deductibility/crediting for

dividends on net new issues of shares is also worth considering.

e Allowing individuals no overall tax reduction. This implies standing firm on the
nondeductibility of state-local taxes; broadening the taxation of fringe benefits, by
placing a cap on the dollars deductible per employee; and retaining the 09%-15%-

25%-35% personal tax rate structure, but narrowing the brackets to raise revenue,
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THE PRESIDENT'S TAX REFORM PROGRAM

Changing Marginal Tax Rates on Capital Income

Changing Margina) Taz Rates on Capital Income
Effective Effective = Total
federy! 1

Cyrrgnt Interest or xR e L08)(1..320) * 0.3
Oividends

Caing (.32 2.4 ¢ 063 x .4(1..32))72 » 0,07

1 Interest or 299 . +08) * 0.322
Balern Cividends

Gaing (259 x .8 ¢ 063 x .9)72 » 0.080

Higher Corporate Taxes Imply a Weaker Stock Market

Tne

Current President’s
b= Broposal Comnent
Pre-Tax Profits $1,000 $1,000

- Corporate Taaes
s Post-Tax Profits

® Dividends + Retained
Earnings

300
(
2 ?

366
-
9.4%)

: 30K €ffective avg. rate todey;

228 Avg. incresse in avg, rate
durirg next five years

mmny split 50-50.
rwr payout du
u 1 Mtib!lity

- Pergona) Texes 2{1-.363) x(1-.073) «x(1..322) x(1-.080) : Changes in Fed rates on
cesnann PO P cesssas P gividends, qains, state

* Post-Taz Returns 22 kH ) t114 tar deductidility

» Tota) Investor Peturn 547 504

(-7.9%)




109

Market interest Rates Would Change Very Little

o DAY MOWI 3 DD OB MOV 3/43 57 LOWE WAASINAL TAX RATES:
7S poit-tan Peturn,

For quample, te ap
LRt ro-lu. uvu: ula i3 requires totay.

bt only g ID n rate would u reeutred under refers.
folans (/2 o -

o TIEY WS 0 FLLED W BY URER MATIORAL SAVINNS

The Pretident's ruon\ wln’ n- "nl tive r‘l’l ratses corporate
tanes by 428 perseas) tones by §28 3111ien, and m-:n
Fedoral revena by ll -nu- {defors cranges 1a SaRavior or the #Cenemy
are recoprized).

Sume housene1Ss save ot o 108 rate and Dutinesses save 01 40 D08 rote
(1 8. Petained sornfgns Bear the bruat of o change 1n soarnings, and
dlvidands adjuat saly stightiy).

Reductisn Saving

ts Toaes 1 ts =
Rousehatds " .18 .
Sutiness - -0 .
Sovgrament -2 1.00 .
bt - -

The $10 € »11110a {static) reduction ¥ matiomat sarings Con b
Saaningfully cospared te the 1982 404 p1titon sum of persomal savings
(8156 p1114en), corporate net cash flow {1347 mnu). e net
gavernment savings (<5119 D111fon),

WOOEL SIRAATION §F OWAGES 1N RATIONAL JATINSS
Changes: President’s Proposs
Wiavs Base Cabe ($0i11%0ns)
t. 1} il h) )
Nominal Gup pH L3 “
Beggen)
spotedle Incens [ ” 106
vings 13 n n
Percent Saved 3 ns m
'0“’ I3 *uh Flow - % ?
Hrtdends -2 -1 4
Savingt -2 -2 3
Percent Saved L SR S 2 )
Ll
!%u Yozes -3 ? -1
Sorptes -4 1 -4
Percent Saved - 18 -
State-Locel Tasey H 13 n
Surplus -4 -12 -
Percent Saved -1008 -9 1828
19841 $ovin (21 -8 -n
a
a8 Bt -3 -8
1972 Prices -8 -4 -$
Parcest Difference -1.48 -1 -1.43




— 110

Impacts of the President's Tax Proposals
(Percent difference from daseline unless otherwise indicated,
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Consumer Spending...... N 0.6 0.9 1.0 0.8 1.0
Fixed investment......... cveees -0.3 -1.4 -1.2 1.5 -1.3
Residential..... cieeisieneese =20 -4.3 23,2 -3.6 -3.4
Nonresfdential...ccovvenaanes 0.2 -0.6 -0.8 -l.1 -0.9
EQuipment....cvceocarnnnans 0.3 -1.5 -1.6 -1.9 -1.8
Structures............ ceeee 0.0 1.5 1.5 1.0 1.7
Rea) GNP.....cvvvveracncrannnce 0.5 0.3 0.3 0.0 0.2
Wages and Prices *
Hourly wages.......ccovnnennnns 0.0 0.0 0.0 -0.1 0.6
Consumer Prices......ccveevnees 0.0 0.0 0.5 0.8 0.5
Real wages......coieiierernnnes 0.0 0.0 -0.5 -0.9 -0.5
Wholesale industrial prices.... 0.0 0.0 1.0 1.0 0.8
Financial Conditions
Standard & Poor 500 index...... -8.0 -8.0 -8.0 -8.0 -8.0
Dividend yield®*,............. -0.13 -0.19 -0.11 0.30 -0.01
Prime rate*..... P, 0.18 -0.03 -D.12 0.68 0.15
Mortgage rate®.........oivuuens 0.18 0.24 0.22 0.66 0.34
Corporate bond rate*........... 0.21 0.21 0.2 0.65 0.34
Post-tax profits........00000.. =16.7 -20.3 5.7 -25.0 -15.3
pPost-tax cash flow............. =6.1 -5.2 -5.0 0.5 =2.7
Other Indicators
Unemployment ratet...... R 9 | 0.1 0.1 0.2 0.1
Employment....covieenerennaanns 0.3 0.2 0.3 0.0 0.2
Industrial production.......... 0.6 0.1 -0.3 -0.8 «0.3
Capacity utilization rate...... 0.6 0.0 0.1 -0.2 0.1
Federal Budget
TaXeS®®, i iiitirencarnannans ves 4 -3 7 -23 -4
Personale*, .. ...... veres -23 -25 -20 -27 -23
COTPOrate®™ ., .. vvveenroenssas 25 19 2l 2 14
Expenditures®®. . ... ..ciivnenens 0 1 6 26 9
Intereste®. ... .coivnrirrnnnas 0 0 1 16 4
Defictt®®, . iiiiirenronseroares -5 4 -1 49 13
*Absolute difference in rate
**Absolute difference: billions of dollars
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Changes in Macro Parameters:
The Economy with the President's Proposal Compared to DRI Long-Term Control

Real Components of GNP Employment and Capital
Percent change relative to base) (Percent change [rom base)
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HOUSING AND TAX REFORM

Single Family Housing Starts Multi-Family Housing Starts
(Millions of units) (Mitlions of units)
2.0 History Forecost 1.2

1.5

1.0

.5 .2 '
65 20 ?S 680 85 90 95 65 20 7?5 ©0 85 90 .95
Median Price of New Homes Monthly Mortgage Payment
(Thousands of doliars) (Dotllars)
200 History Forecost 1500 History Forecoat

1000

300

63 720 ?5 80 85 90 95
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HOUSING AND TAX REFORM (continued)

Housing Affordability:

The Effective Cost of Homeownership
(Dollars per-month, left scale) and
the Housing Share of Personal Income
(Percent, right scale)
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‘oo Teeecesasacas 20
200 Peeepsmpeomy T T T 15
) 72 74 76 78 80 82 B84 86
Cost of Homeownership
(Dollars per month)
996 197 1%
Presigent s President's Preatent's
Sise  Preposel s Gese  Proposal 1 W Propess) [ 4
Pretus m Peyment (1) I % B W R VU [T Y BT ¥ 3 I TOX Y ]
] e 208 18 f2W 12 €] e a0
% ety (o0ve) [ OO MY TR ¢ 2t 5 B ¥ B X1 1ney 1040 N7
oy Mr 00 M3) WG 00 0.2 Wt 03
m e e Ferel Tt late (51 O3] G4t 58 o oab 100 0.271 . 1900
m Rargins) Comestte dote { (DRl - B B¢ 5+ S RO X
tan y Toses ($) S XN R R X R 'R X Y X
i 1t W oM a8 M2 w2 P IX S 11X T ¥
ftective Novs tny Costs($) "1 2 27 nes 3] 8.1 1.1 e
Share of Pertond] (ncome c - B At B X L S 1 B

Note: The cost of homeownership = the monthly mortgage payment adjusted for federal income
tax deduction,

+ property taxes adjusted for federal income tax deduction,

+ the cost of househcld operation, lnsuunce, and .
maintanence. .
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CAPITAL SPENDING AND DEPRECIATION UNDER TAX REFORM

Investment Incentives and the Changes in Corporate Income Taxation

Tax Changes Reported Fiscal Years
Prior 10 ECONOMNIC RESPONSES  =mesemesceesescemessasesssssescssessansans
1] 87 88 89 90
Tax Changes in High-Powered Incentives
ITC Ewmination 14.0 25.6 29.4 1 7.4
Depreciation Rules 0.3 -0.7 2.1 8.7 15.4
10% Dividend Deductibility .- -4 -6.2 -1.2 -8.0
Sudtotal 143 21.5 25.5 n.sg “.4
Tax Changes in Low-Powersd Incantives
Peraanent® -5.1 -19.1 -26.7 «26.1 -26.8
(Rate Reduction) (-10.0) (-28.7) (-41.8})
Recapture 7.6 19.4 -
Sudtotal 2.5 0.3
Tan Changes 1n Industry-Specific Provisions
Energy .- 0.1 0.2 0.4 0.7
Financia) 2.1 4.2 4.9 $.? 6.9
Subtotal 21 4.3 5.1 6.1 1.6
Total 18.9 2.1 .3 2.9 5.2
*permanent {s defined as Tota) less Industry-Specific sudbtota! less
Recapture less High-Powered subtotal.

Ingredients of the Required Annual
Return/Cost of Capital

EFFECT OM THE
ARMUAL COSY
COST OF FUNDS
QUITY .
0T .
ECONONIC DEPRECIATION RATE .
EXPECTED INFLATION RATE .
OPY OF DEPRECIATION -
(4 B
CONPORATE TAR RATE
MIGHER RETURN REQUIALD .
DEPRECIATION MORE VALUADLE - .
DEBT DEOUCTIBILITY MORE VALUADLE .
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After-Tax Cost of Financial Capital

(Percent)
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After-Tax Cost of Equity
(Percent)
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Required Annual Return

Nonresidential Structures Excluding Required Annual Return
Public Utilities Public Utility Structures
(Percent of purchase price) (Percent of purchase price)
Forecost -16 History Forecost

|
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Reguired Annual Return
Producers' Durable Equipment
(Percent of purchase price)
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The Vaiue of Depreciation Allowances
under Current Law and the President's Proposal

Prngm Yalue of Depreciation Rate as

Depreciation Per $1* Percent of Purchase Price®
Yoar L Yoar2
c-:rmm Presidents c&m Presidenty Q&m Presidents
Producers' Dursble Equip. 0,83 0.8 168 163 2.1 20
Utility Structures (V3] o6 36 33 100 168
Nonutility Structues 0.57 0.6l 10.2 a2 w7y 2.0

SCurrent law permits depreciation of the entire (hominal) pwrchase price of an asset, B depe u e

o & dotic of depreciation daciunts te fiow of 1ax deductions by the corporete oot of fumder Ummediste o ivecstt—ful
on s ax ons cor| —

o oring-hae s i ot .00 by porate cost of i m « wri 1—tull

;?mdeprxmmmomuwnnunmmmumhmmnmmmmnw;«hw

STATEMENT OF NARIMAN BEHRAVESH, PH.D,, VICE PRESIDENT,
U.S. SERVICES, WHARTON ECONOMETRIC FORECASTING ASSO-
CIATES, PHILADELPHIA, PA

Senator CHAFEE. Dr. Behravesh.

Dr. BexravesH. Thank you, Mr. Chairman.

I’'m pleased to appear before this committee to discuss the views
of Wharton Econometrics regarding the impact of the President’s
tax reform pro .

The President’s proposals that I will henceforth refer to as
Reagan 1 are qualitatively the same as the Treasury 1 proposals
insofar as the tax base is broadened while tax rates are lower; that
personal taxes are cut on average; and corporate taxes are raised
on average.

According to the analysis done by Wharton Econometrics, the .
impact on the economy of Reagan 1 is also qualitatively similar to
Treasury 1. Consumer spending is higher than the current law
baseline; spend.inf by businesses on plant and ul;})ment is lower
than the current law baseline; construction of multifamily dwelling
unitslinand commercial structures is also lower than the current law
baseline.

However, the impact on real GNP at the end of 10 years is mini-
mal as the lower investment spending is offset by higher consumer
spending. In the short run, the personal tax cuts in gan 1 raise
the deficit, they raise growth, lower the unemplognent rate, raise
inflation and interest rates all by small amounts. In the longer run
as the higher corporate taxes take effect, the resulting lower in-
vestment pulls growth down to the current level baseline.

I want to emphasize that these macroeconomic results are quite
small.

Looking at some of the details of our analysis, Wharton esti-
mates that the implied personal tax cut in Reagan 1 is larger than
that estimated by the Treasury. This means that the revenue
shortfall for the 1986-90 period, due to Reagan 1, is somewhat



118

larger than the $11% billion calculated by Treasury. We estimate
that this revenue shortfall is going to be closer to $30 billion.

As a result of this cut in personal taxes, consumer spending rises
relative to the current law baseline. We estimate that by 1994, the
level of consumer spending in 1972 dollars is roughly 1 percent
higher in the Reagan 1 scenario than in the baseline.

The net effect of the corporate tax provisions on the economy can
be measured through the cost of capital which is the before tax
rate of return that an investment must earn to cover the after-tax
cost of funds. Wharton estimates that the President’s tax plan
would raise the cost of capital on average by about 16 percent.

The impact of that is to lower investment growth in the aggre-
gate for the economy. Specifically, we have estimated that the level
of nonresidential business fixed investment is 2.3 percent lower in
1972 dollars by 1994 as compared to the current law baseline.

Investment is reduced in many major industrial sectors. Specifi-
cally the equipment the equipment-intensive manufacturing sector
would suffer the most.

In Wharton’s analysis of Reagan 1, the housing sector is also
hurt—rather housing and construction. The cost of home owner-
ship rises. The increases will probably be small at lower income
levels, but will rise as income rises. We estimate that the cost of
capital for owner-occupied homes would rise by about 14 percent by
1994, and as a result of this, single-family housing starts would be
about 4 percent lower in that year.

The proposed revisions would have a more dramatic effect on the
cost of rental housing. Wharton estimates that the cost of capital
for rental housing would rise by some 45 percent. This would result
in a 16-percent reduction of multiple family housing starts by 1994.

The cost of commercial structures would rise also, but somewhat
less than the cost of rental houses. That largely has to do with the
different ways in which they depreciate their assets.

To sum up, looking at the macro results, in the short run, the cut
in personal taxes more than offset the rise in corporate profits
taxes, so this means the deficit rises in the short run. We estimate
that by 1987, the deficit is roughly $20 billion higher than the cur-
rent law baseline, but by 1994, this gap narrows somewhat.

The rise in consumer spending will also more than offset the
lower investment spending in the early years, and this results in a
slight increase in real GNP early on, but then we come back down
to the baseline by the end.

The higher growth rate is accompanied by slightly higher infla-
tion and interest rates. We estimate about three-tenths of 1 percent
higher interest rate and inflation resulting from this plan by 1994.
Finally, by the end of the decade, the lower investment, higher in-
terest rates, and higher inflation slow growth down to the point
where the level of real GNP is almost the same in the Reagan 1
scenario as the current law baseline.

Thank you, Mr. Chairman.

(The prepared written statement of Dr. Behravesh follows:]
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SUMMARY AND INTRODUCTION

Mr. Chairman, I am pleased to appear before this comimittee to discuss the views
of Wharton Econometrics regarding the economic impact of the president's tax reform
proposals.

The president's proposals {henceforth referred to as Reagan I) are qualitatively the
same as Treasury I, insofar as

o the tax base is broadened while tax rates are lowered;
o personal taxes are cut on average; and
o corporate taxes are raised on average.

According to analysis done by Wharton Econometrics, the econometric impact of
Reagan I is also qualitatively similar to Treasury I:

o Consumer spending is higher than in the current-law baseline.

o Spending by businesses on plant and equipment is lower than the current-law
baseline,

o Construction of multifamily dwelling units and commercial structures is lower.

o However, the impact on real GNP at the end of 10 years is minimal, as the lower
investment spending is offset by higher consumer spendirg.

In the short run, the personal tax cuts in Reagan I raise the deficit, raise growth,
lower the unemployment rate, and raise inflation and interest rates by a little, In the
longer run, as the higher corporate taxes take effect, the resulting lower investment
pulls growth down toward the current-law baseline, These macroeconomic results are,

however, quite small.

The Whartoﬂ analysis of the president's tax package was carried out using the
Wharton Long-Term Model, which measures some—but not all—of the efficiency gains
that could result from such tax reform. These are typically long-term gains which, in the
short run, are outweighed by the macroeconomic impacts.
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PERSONAL TAXES AND CONSUMER SPENDING

Reagan I cuts taxes for most consumer by

o reducing marginal tax rates;
o increasing the zero bracket amount; and
o raising the personal exemption.

These changes are offset, in part, by removing most of the deductions and exemptions in
the current law. The deduction with the largest revenue impact is the one for state and
local taxes. ‘

The cut in personal tax rates more than offsets ihe broadening In the tax base. As
a consequence, tax liabilities for individuals decline. Wharton estimates that the implied
personal tax cut in Reagan I is larger than that estimated by the Treasury, This means
that the revenue shortfail for 1985-90 due to Reagan I will be larger than the $11,5
billion caleuiated by the Treasury. We estimate this revenue shortfall to be about $30

billion.
\

As a result of this cut in personal taxes, consumer spending rises relative to the
current-law baseline, By 1994, the level of consumer spending, in 1972 dollars, Is roughly
1% higher in the Reagan I scenarjo.

CORPORATE TAXES AND INVESTMENT

Economists have developed the concept of the cost of capital to analyze the
effect of taxation on investment incentives. The cost of capital {s the before-tax rate of
return thet a particular investment must yield to cover the after-tax cost of funds to the
firm. 1If the cost of capital increases, business investment is discouraged; if it declines,
investment is encouraged. The cost of capital can be estimated for particular assets and
Industries as well as for the business sector as a whole. clearly, increases or reductions
in taxes, through changes in capital consumption aliowances, special preferences or
reductions in tax rates, can have significant effects on the cost of capital and hence on
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fnvestment decisions. Wharton estimates that the president's plan would raise the cost of
capital by about 15%, on average.

In analyzing the impact of the president's plan on the cost of capital, Wharton
considered the major provisions of the plan, as follows:

o The removal of the investment tax credit raises the cost of capital.

o The modification of the Accelerated Cost Recovery System (ACRS), by
lengthening tax lives, raises the cost of eapital.

o ‘The reduction in the statutory corporate profits tax rate lowers the cost of
capital.

o The partial deductibility of dividend payments lowers the effective corporate
profits tax rate and, therefore, lowers the cost of capital.

o The removal of tax preferences for the energy, financial and construction
industries raises the effective corporate profits tax rate and, thus, raises the cost
of capital in those fndustries.

o The recapture provision on old investments would effectively delay the lcwerirg
of tax rates for many industries and, thus, temporarily keep their cost of capital
higher than it would otherwise be.

o The other, smaller provisions of the president's plan affect the cost of capital only
to the extent that they raise of lower the effective corporate profits tax rate,

in the Wharton analysis, the combined impact of the president's corporate tax
reform proposals slows investment growth, Specifically, the level of non-residential
business fixed investment Is 2.3% lower, in 1972 dollars, by 1994 compared to the
current-law baseline. Investment is reduced in almost all major industrial sectors, with
the equipment-intensive manufacturing sectors suffering the most. More specifically,
the losing industries include banking, insurance, chemicals, paper, timber, oil and gas.
Industries that either gain or, at least, don't lose include retailing and most of the service
{ndustries.

EFFECTS ON HOUSING AND OTHER CONSTRUCTION

In Wharton's analysis of Reagan !, the cost of homeownership increases. The
increase would likely be small at the lower income levels, but it would rise considerably

v
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for households with high incomes. The rise reflects the 2ffect of the proposed reduction
in the marginal tax rate (which would reduce the tax value of the interest deduction) and
the elimination of the deduction for property taxes and mortgage interest payments for
second homes. We estimate that the cost of capital for owner-occupied homes would rise
14% by 1994, As a result, single-family housing starts would be about 4% lower in that
year.

The proposed revisions would have a more dramatic effect on the cost of rental
housing. Wharton estimates that the cost of capital for rental housing would rise by
. 45%. This would result in a 16% reduction of multiple-family housing starts by 1994.

The cost of commercial structures would rise also, but by somewhat less than the
cost of rental housing. The smaller rise in the cost of commercial than of rental
structures reflects the fact that, typically, straight-line depreciation is used in the
former and ACRS in the latter, so that the change to deprecla{l-on ru)es‘t;us a much
larger effect on rental structures.

Construction of rental housing and commercial structures would decline if the
president's plan were enacted. Owner-occupied housing would become more attractive,
and the ratio of owner-occupied housing units to rental units would rise. Clearly, the
virtual elimination of tax shelter possibilities would have a major effect on the
eonstruction sector. Overall, we have estimated that investment in residential
structures would be about 4% lower by 1994 in real terms.

MACROECONOMIC IMPACTS

o In the short run, the cut in personal taxes more than offsets the rise In corporate
profits taxes. This means that as a result of the president's proposals, the deficit
will rise in the first five years, By 1987, the deficit is roughly $20 billion higher.
However, by 1994, this gap is narrowed to about $4 billion.

o The rise in consumer spending will also more than offset the jower investment
spending, resulting In a rise in real GNP. By 1990, real GNP, In 1972 dollars, is
0.5% higher in the Reagen I scenario than in the cnrrent-law baseline.
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o This higher growth is accompanied by slightly higher inflation and interest rates.
Both the rate of inflation and long-term interest rates are about 0.3 percentage
point higher by 1924,

o By the end of the decade, lower investment, higher interest rates and higher
inflation siow growth down to the point where the level of real GNP is almost the
same in the Reagan I scenario as in the current-law scenario.

1

ALTERNATIVE REAGAN I SCENARIO WITH LOWER INTEREST RATES

Some economists believe that a tax reform package like Reagan I will actually
lower interest rates by lowering marginal tax rates. We have developed an alternative
scenario that examines the sensitivity of our results to a fall in interest rates. In this
scenario, long-term interest rates are assumed to be reduced by 50-75 basis points
relative to the Reagan I scenario. Under this alternative scensrio, all the basic
macroeconomic results are qualitatively the same as the Reagan I scenario. By 1994,

o the level of real GNP is 0.4% higher compared to the current-law baseline;
o consumer spending is 1,3% higher;
o nonresidential fixed investment is 0.7% lower; and
o inflation is 0.5% higher.
Investment is lower in this scenario because the downward impact of lower
interest rates on the cost of capital is more than offset by the rise in the cost of capital

that comes about as a result of the president's plan, Interest rates would have to drop by
more to fully offset the impact of the president's plan on the cost of capital.
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THE WHARTON LONG-TERM MODEL
PRESIDENTS TAX REFORM PROPOSAL VS JUNE 198% BASELINE

TABLE 1.00 SELECTED INDICATORS

NEMT

| - | 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993  1904]
GROSS NATIONAL PRODUCT (CUR §)-----
PRESIDENTS TAX REFORM<~~=-ww------~1 3661 3913 4207 4540 4932 5349 5656 6150 6601 7077 7614
BASELINE -~} 3661 3913 4191 4533 4920 5323 5616 6100 6537 6995 7518|
DIF [+ /] 15 7 1 28 40 49 o4 [ 3] L 19}
% DIFF --- [ 0 o 0 ] 0 1 1 1 ' 1
GROSS NATIONAL PRODUCT (72 $) - |
PRESIDENTS TAX REFORM----- -11639.0 1682.2 1732.8 1784.3 1847.5 1907.3 1916.0 2002.9 2062.6 2114.9 2169.8]
BASELINEveeacmmcauasacan ----11639.0 1682.2 1726.1 1780.9 i843.2 1900.3 1907.4 1996.4 2057.5 2112,0 2170.5|
DIFFERENCE - - - .0 . .8 3.4 4.3 7. 8.6 6.5 5.1 2.9 -.71
% DIFF .0 .0 .4 .2 .2 .4 .5 .3 .2 K] .0}
- !
PRESIDENTS TAX REFORI 6.8 2.6 3.0 3.0 3.5 3.2 .5 4.5 3.0 2.5 2.6]
BASEL INE 6.3 2.6 2.6 3.2 3.5 3. .4 4.7 3. 2.6 2.8l
DIF .0 .0 .4 -.2 .0 B a -t - -1 -.28
.0 15,4 -85 1.2 4.6 21,8 -2.8 -2.6 -4.3 -6.3]
GROSS NAT. PROD. DEFL. (1972=2100.0)1 |
PRESIDENTS TAX REFORM- 223.4 232.6 242.8 254.4 266.9 200.4 295.2 307.0 320.) 334.6 350.9]
223.4 232.6 242.8 254.5 266.9 280.1 294.4 305.6 317.7 331.2 346.4]|
.0 .0 - - .0 3 .8 1.5 2.3 3.4 a.5]
.0 .0 .0 .0 .0 1 .3 .5 .7 1.0 1.310
]
PRESIOENTS TAX REFORM----- 3.7 a.1 4.4 4.3 4.9 5.1 5.3 4.0 4.2 4.5 .9
BASELINE---==mmmcncccacoan L 3.7 4.1 4.4 4.8 4.9 4.9 5.1 3.8 4.0 4.2 4.6]
o1 .0 .0 .0 .0 .0 A .2 .2 .3 .3 .3
% DIFF-r-mm——omm——e—ee oo .0 .0 -, -.2 .7 2.4 3 6.0 6.6 7.0 6.21
POPULATION (MILLIONS)- - . )
PRESIOENTS TAX REFORM----- -1238.17 240.64 243.05 245.35 247.54 249.65 251.71 253.70 255.67 257.64 259.60]|
BASELINE-~ 238.17 240.64 243.05 245.35 247.54 249.65 251.71 253.70 255.67 257.64 259.60]
DIFFERENCE----===========—c—ce—eee .0 .00 .00 .00 .00 .00 .00 .00 .00 .00 .00}
% DIFF .00 .00 .00 .00 .00 .00 .02 .00 .00 .00 .00
LABOR FORCE (MILLIONS)----
PRESIDENTS TAX REFORM 115.54 116,57 117.90 119,51 121,19 122,46 124.22 125,75 127,32 126.689
BASELINE- ——— 115.54 116,58 117,89 119,50 121.16 122,42 124,16 125,67 127.22 128,77
DIFF .00 -.0% .01 .y .03 .04 .06 .08 .10 .12
% OIFF .00 -.0V .01 .01 .02 .03 .08 .06 .08 .09
PARTICIPATIGN RATE---
PRESIDENTS TAX REFORM- ece-s-ca-| €4.0 64.4 64.3 ©4.3 64.6 64.9 650 653 65.6 658 66.0
BASELINE 64.0 64.4 64.3 64.3 64.6 64.9 65.0 65.3 655 658 66.0
or -- .0 .0 .0 .0 .0 .0 .0 .0 .0 R R
% OlEF-—- R .0 .0 .0 .0 .0 .0 .0 " a A
EMPLOVMENT (MILLIONS)-—
PRESIDENTS TAX REFORM-- .00 106.94 107.95 109.41 111,54 113.42 113,64 116.54 116.36 119.98 121.62
BASELINE . 106.94 107.78 109.21 111.30 113.05 113,12 115.94 117,71 M19.32 121.03
ot . .00 7 .19 .24 .37 .52 . .85 .85 .59
% OIFF - .00 .00 16 .18 .22 .33 .46 .52 K3 .58 .49
WAGE RATE PER WEEK, ALL INDUSTRIES-
PRESIDENTS TAX REFORM-~--- eemmnnene 398.0 417.3 438.2 460.8 490.2 523.2 559.8 590.7 624.2 6€6{.7 702.9
BASELINE 1~ 398.0 417.3 437,.8 460.C 489.0 521.3 S556.7 585.8 617.4 652.5 691.2
DIFFERENCE .0 . .4 .8 1.2 2.0 3.2 4.8 6.8 9.y .7
% DIFF .0 .0 R .2 .2 < .8 .8 1t 1.4 1.7

A PRODUCT OF WHARTON ECONOMETRICS, 3624 MARKET ST, PHILA,

PA 12104 WRITTEN PERMISSION MUST BE OBTAINED FOR SECONDARY DISTRIBUTION,
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THE WHARTON LONG-TERM MODEL
PRESIDENTS TAX REFORM PROPOSAL VS JUNE 1985 BASELINE

TABLE 1.00 SELECTED INDICATORS

1 1 i 1984 1985 19866 1987 1988 1989 1990 1991 1992 1993  1994|
| GNPPP PRODUCTIVITY - ALL INDUSTYRIES====~~
2f - PRESIDENTS TAX REFORM~==c=cccs-———<|15 610 15,730 16.052 16.209 16.564 16.816 16.860 17,186 17.426 17.627 17.841
3 BASELINE 15,610 15.730 16.014 18,307 16.561 16,809 16.862 17.219 17.479 17.700 17.934
P o1FF .000 .000 .037 ,002 .002 .007 -.001 ~.033 -.0%3 -.072 -.003
S % DIF .000 .001 .23 .03 .04 .042 -.000 =-.191 -,302 ~.409 ~.518
61 XMF PP mooucnvx'rv =~ ALL MANUFACTURING---
7 PRESIOENTS TAX REFORM~====cee----oc 20.211 20.449 21,039 21.75) 22.753 23,635 24.172 25.084 26,077 27.033 27,826
8 BASELINE 20.211 20.449 20.97i 21.757 22.754 23.621 24.175 25.111 26.166 27,157 27.994
9 OLFF .000 .000 .069 -.006 -.001 .04 -.002 =-.057 -.089 ~.124 ~-.168
0 % OIFF .000 .001 .328 -.029 -~.008 .080 -.010 -.225 ~-.339 -.458 -.%598
111GNPRC AEAL PER CAPITA GNP (TMOU 72 §)====
2 PRESIDENTS TAX REFORM--=------ =es=~=-{ 6.882 6.990 7.129 7.273 7.463 7.640 7.612 7.895 B8.067 8.209 8.3%8
93 BASELINE: 6.882 6.990 7.102 7.259 7.446 7.612 7.3578 7.369 8,047 8.198 8.361
4 DIFFERENCE: .000 .000 .028 .014 .0y .028 034 .026 .020 .01 -.003
15 X DIFE L000  .001  .392 ,19% 232 .372 453 .326 .248 .137 -.032
161 YPD /NPT, REAL PER CAP DISP INC (TMOU 728)‘“
" PRESIDENTS TAX REFORM--==«-= 4.912 4,996 S5.133 5.26t $5.37%5 S5.504 $5.538 S5.707 5.808 5.902 %.98a
e BASELINE 4.912 4.996 5.082 5.108 5.294 5.424 5.449 5,614 5,734 5843 5.940
19 jorrrF €~ .000 .000 .051 .073 .08t 08¢ -089 .088 .073 .059 . 044
20 I% DIFF .000 .00V .999 1.407 1.521 1,483 1,631 1.56) 1.281 1.018 .742
21lcPueTs CORPORATE PROFITS BEFORE TAXES-—---
izl PRESIDENTS TAX REFORM--=--cca------| 233 8 228.3 246,.4 268.2 326.7 370.)' 2352.2 400.3 445.8 468.7 521.%
234 BASELINE 233.8 228.2 24).9 264.3 309.0 2336.2 310.4 367.6 419.0 449.9 525.6
4 OIFFER .0 .0 6.5 3.8 17.8 33,9 417 232.7 26.8 8.8 5.9
%1 % OtFe .0 .0 2.7 1.4 5.7  10.1  13.a 8.9 6.4 4.2 1
261 FRMCSAAR MOQDY’S CORP. BOND RATE. AAA RATED-
a7t PRESIDENTS TAX REFORM--=--==-- ====-=] 12.71 11.70 10.80 11,05 11,10 11.18 11.52 10.10 9.80 9.89 10.00
28 BASELINE 12.71 11,70 10.79 11,05 11.09 11.15 1Y.44 9.9% 2.59 9.62 9.69
9 OIFF E-~ .00 .00 .01 .00 .00 .03 .09 .18 .21 .27 .3
30 % OIFF .00 .00 .13 .03 .03 .30 .75 1.52 2.20 2.76 3.7
31 FRMTBIMY MARKET YIELO, 3 MONTH TREAS BILLS--
32 PRESIDENTS TAX REFORM- 9.52 7.58 6.98 7.%0 8.10 a.51 9.18 7.08 6.07 7.18 7.34
Rk BASELINE 9.%52 7.56 6.9 7.5% 8.08 8.40 9.00 8.88 6.60 6.84 7.04
34 o1 .00 .00 .05 ~.0% .02 -1 16 .20 .26 .3 .3
as % DIFF .00 .00 .70 -.e8 .30 1,32 1.78  2.90 3.99 4.49 4.38
36{Fm2s MONEY SUPPLY, M2 BASIS (CURRENT $)-
k) PRESIDENTS TAX REFORM--—-~~w-=~=r===-~ 22718 2466 2657 2858 3078 3245 3570 3903 4173 4479 4813
38 i BASELINE .- 2278 2466 2649 2852 3070 3332 3549 3878 4137 4433 4760
39 o1=# a 0 7 [ [ 13 22 28 36 48 56
40 - % DIFF [ 0 ] [ 0 o [ 1 1 1 '
41|REM2S
42 PRESIOENTS TAX REFORM- 7.9 8.3 7.7 7.8 7.8 8.8 6.7 2.3 8.9 7.3 7.8
43 BASELINE: 7.9 8.3 7.4 7.6 7.6 8.6 6.5 9.2 5.8 T.2 7.4
44 OIFF .0 .0 .3 -1 .0 2 .2 o .2 .2 B
as £ m" .0 .0 4.0 -v.0 -1 2.4 3.7 1.3 2.3 2.3 1.8
46| NRUT UNEM( RATE (%)
a7 wesmﬁms TAX REFORM~-~---o==-===={ 7,81 7,44 7.40 7.20 6.67 6.47 7.20 6.'8 5,88 S.77 5.84
48 BASELINE 7.51 7.44 7.5% 7.36 6.a8 6.70 7.60 6.62 6.34 8.2y 6.01
49 DIFF .00 Q0 -.15 -6 -.19  -.29 -.40 -.44 -.46 -.44 -.37
50 % DIFF .00 -.01 -2.01 =2,1% -2,8% -4.29 -5,23 -6.63 ~7.2t -7.09 -6.17
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THE WHARTON LONG-TERM MODEL
PRESIDENTS TAX REFORM PROPOSAL VS JUNE 1985 BASELINE

TABLE 1.00 SELECTED INDICAYORS

| | | 1984 1985 1986 1990 1§91 1992 1993  1994|
\ SAVINGS RATE (%)
2 PRESIDENTS TAX REFORM===w=w=w=eveea= 6.12 4.94 5.39 5.81 6.42 6.49 0.61 6.64
3 BASELINE-=====~ 6.12 4.94 5.06 5.52 6.18 6.34 8.53 6.60
4 DIFFERENCE - .00 .00 .33 .29 .26 .15 .08 .04
5 % DIFF- .00 ~-.01 6.52 5.24 4.22 2.41 1.28 .54
6 SURPLUS OR DEFICIT, FEDERAL (CUR $)
? PRESIDENTS TAX REFORM----====c=c=-= -175.4 -177.2 -185.2 -176.5 -171.8 -168.4 -175.9 -176.7
8 BASELINE~ -175.4 ~177.2 -178.4 -173.9 -163.0 -162.1 -171.4 -172.4
9 DIFFERENCE .0 .0 -6.8 -2.6 -8.8 -6.3 ~-4.5 -4.%
10 % DIFF---=~v-c—ceecrrrceccecoeene—. .0 .0 3.8 1.5 5.4 3.9 2.6 2.5
" SURPLUS OR DEF, STATE & LOC (CUR $)
124 PRESIDENTS TAX REFORM-----=--=-=---- 53.3 54.0 53.1% 73.4 80.3. 84.2 80.3 77.1
13 BASELINE-=-=-= 3.3 54.0 S51.0 67.3 76.4 82.9 82.3 83.9
14 DIFFERENCE==~==essuccuenamacmmecann .C .0 2.0 6.1 3.9 1.3 =-2.0 -6.9
15 % DIFF--r~erve—vrmmc e e e .0 .0 4.0 8.1 5.1 1.6 -2.%5 -8.2
16
17{wWBCS/¥YNS | COMPEN. TO EMPLOYEES TO NAT. i
181 | PRESIDENTS TAX REFORM=-~v-w==—oonoo 73.5 73.8 73.0 71'.6 71.4 72,4 TV.7 V.6 71.8 71.8)
191 {BASELINE-~=~~==--mrmceceecaea—- 73.5 73.8 73.1 71,8 7.2 72,3 7.4 TV.3 7.5 7.4
201 | DIFFERENCE .0 .0 - .1 ) i .2 .3 .4 .4
21 % DIFF .0 .0 -.2 .2 ] | .3 .4 .5 .6
221CPABTS/ VNS PROFITS TO NATIONAL INCOME-----
23 PRESIDENTS TAX REFORM---=-—=~==-= 9.6 9.4 9.3 9.2 7.7 8.5 8.8 8.7 9.1
24 BASELINE=--= ———— 9.6 9.4 9.2 9.4 8.0 8.8 9.1 8.9 9.3
51 |DIFFERENCE -~ .0 .0 ) -.2 -.2 -.3 -.2 -.2 -.2
<o) |% DIFF-r--rerecer e ec e v .0 .0 1.0 ~-1.9 ~3.1 -3.4 =-2.5 -1.9 -1.7

A PRODUCT OF WHARTON ECONOMETRICS, 3624 MARKET ST, PHILA, PA

19104 WRITTEN PERMISSION MUST BE
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THE WHARTON LONG-TERM MODEL
PRESIDENTS TAX REFORM PROPOSAL VS JUNE 1985 BASELINE

TABLE 2.10 GROSS NATIONAL PRODUCT (BILLIONS OF 1972 %)

1 } | 1984 1985 1986 1987 1968 1989 1990 1991 1992 1993 1994
1 wwwe-===CONSTANT 72 DOLLARS----- ~--
2
3icnp GROSS NATIONAL PRODUCY---
4 PRESIDENTS TAX REFORM==w~=-- 1639.0 1682.2 1732.8 1764.3 1847.5 1907.3 1916.0 2002.9 2062.6 2114.9 2169.8
s BASELINE - 1639.0 1682.2 1726.1 1780.9 1843.2 1900.3 1907.4 1996.4 2057.5 2112.0 2170.5
6 OIFF .0 .0 8.8 3.4 4.3 7. 8.6 6.5 5.1 2.9 -7
7 % DIFF .0 .0 .4 .2 .2 .4 .5 .3 .2 .1 .0
]
vice PERSONAL CONSUMPTION :xrzuol'runzs--
0 PRESIDENTS TAX REFORM--=====---==-c 5082.4 1102.2 1137.6 1171.4 1209.3 1246.9 1269.9 1310.9 1346.0 1376.3 1409.3
" BASELINE 1062.4 1102.2 1130.1 1160.3 1195.4 1231.4 1252.4 1293.2 1330.0 1384.4 1398.2
12 OLF? .0 .0 7.4, 11,0 13,9 155 17,4 17,7 16,1 13,9 1.1
3 % OIFF .0 .0 .7 1.0 1.2 1.3 t.4 1.4 V.2 1.0 .8
14 -
siceo DURASLE GOODS
6 PRESIDENTS TAX REFORM- 178.0 189.4 197.6 205.) 212.6 219.3 219.5 229.6 237.9 243.3 249.0
17 BASELINE 178.0 189.4 194.0 200.7 208.1 214.9 214.4 224.7 233.9 240.4 247.2
8 DIFF .0 .0 3.6 4.3 4.5 4.5 5.1 4.9 4.0 2.9 1.8
9 % DIFF .0 .0 t.9 2.2 2.2 2.1 2.4 2.2 1.7 1.2 .7
20
21!CEN NONDURABLE GOODS=========w-
22 PRESIOENTS TAX REFORM====<-- 393.5 403.0 415.0 426.2 437.9 449.2 456.6 467.9 aY5.4 483.0 489.3
23 BASELINE 393.5 403.0 412.5 422.6 4331.4 444.3 451.2 462.5 470.8 479.1 486.5
24 orFF .0 .0 2.8 3.6 as 4.9 5.5 5.3 4.8 3.8 2.8
15: % DIFF-c-~vecmmmamncecenn .0 .0 .8 .8 1.0 1. v.2 3.2 1.0 .8 .8
‘e
271CES SERVICES
28! PRESIDENTS TAX REFORM==-cewssc—onos 490.8 509.8 S25.0 %540.! 558.9 578.3 593.7 613.4 632.8 €52.0 671.0
291 BASELINE 490.8 509.8 S523.7 537.0 554.0 572.2 $86.8 606.0 625.1 644.9 €64.5
3ol DIFF .0 .0 1.3 3. 4.9 8.1 6.9 7.4 7.8 7.2 6.5
n * OIFF .0 .0 .3 .6 .9 1.1 .2 1.2 1.2 1.1 1.0
a2
a3j1eT GROSS PRIVATE DOMESTIC INVESMNT--
Ja PRESIDENTS TAX REFORM-- 289.7 298.6 313.0 323.4 335.9 348.4 2322.9 365.6 361.6 J88.4 398.3
as BASELINE 289.7 298.6 312.1 330.4 345.8 357.3 331.3 375.9 391.8 398.8 409.3
3e OIFF .0 .0 .9 =7.0 -9.9 -8.8 =-8.3 -10.4 -10.2 =~10.4 ~-11.0
ar % OIff-=cmcammmaacttmccmanana- ~——- .0 .0 D -2, -2.9 -2.% ~2.3 -2.8 -2.8 -2.8 =2.7
a8
39l10¢ FIXED INVESTMENT=~o=wmccaaa—emmann
40 PRESIOENTS TAX REFORM-------— ~--~---| 265.0 281.4 296.3 307.9 321.0 332.6 322.9 348.9 364.8 372.1 2382.3
4 BASELINE 265.0 28%1.4 296.2 315.2 331.0 341.8 331.5 3IS9.1 374.7 3I82.0 392.5
42| OIFF .0 .0 .0 -7.3 -10.0 -9.2 ~8.5 -10.2 -9.8 -9.8 -10.2
43} % OIFF .0 .0 .0 -2.3 =-3.0 =-2.7 -2.6 -2.8 -2.6 -2.6 ~-2.6
44 -
as|ieen MONRESIDENTIAL ==~~~ -
48] - PRESIDENTS TAX REFORM-=--~-x- 204.8 219.4 232.2 248.4 261.2 273.1 287.6 289.0 301.6 311.5 3I21.0
47 BASELINE 204.8 219.4 232.5 251.5 266.6 279.5 274.4 296.0 308.%5 2J18.6 328.5
8| OIFF .0 .0 -.3 =3.1 5.3 ~6.5 -6.8 -7.0 -6.9 =7.1 ~7.%
49} % OIFF .0 .0 =1 =1.2 -2,0 -2.3 -2.% ~-2.4 -2,2 -2.2 -2.3
50}

A PRODUCT OF WWARTON ECONOMETRICS, 3624 MARKET ST, PHILA, PA 19104 WRITTEN PERWISSION MUST BE OBTAINED FOR SECONOARY DISTRIBUTION.
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THE WHARTON LONG-TERM MODEL
PRESTOENTS TAX REFORM PROPOSAL VS JUNE 1985 BASELINE

TABLE 2.10 GROSS NATIONAL PRODUCY (BILLIONS OF 1972 §)

19| TEB

42}
4a3lGvps
4a4al
45
46|
474

| | 1984 1985 1986 1987 1988 1989 1990 199! 1992 1993  1994]
RESIDENTIAL STRUCTURES-----=====
PRESIDENTS TAX REFORM--~-----------| 60,1 62.0 64.1 59.5 59.7 59.56 553 59.9 63.2 60.7 61.3
BASELINE-- 60.2 62.0 63.8 63.7 64.4 62.3 S7T.0 63.1 66.2 63.3 64.0
OIFFERENCE--~--- .0 .0 .3 -4.2 -a7 -2,7 -1.8 =3.2 -2.9 =~-2.7 -2.7
% OlFF=occcauanan .0 .0 .S -6,6 -7.3 -4.4 -3,1 <-5.0 -4.4 -a, -4.2
| CHANGE IN BUSINESS INVENTORIES--~-
PRESIOENTS TAX REFORM----==c--=-=vu-| 24.7 17.2 16.7 155 14.9 159 .0 16.7 16.8 16.3 18.0
BASELINE ~oe 24.7 17.2 15.9 15.2 14.8 15.5 -.2 16,9 17.2 16.9 16.8
OIFFERENCE--~--- mmmemcmcccaun .0 .0 . .9 .3 R .4 .2 -.2 -.4 -.5 -.8
% DIFF-c-cocsemmmaa e .0 .0 5.6 1.9 .6 2.5 -112.7 -9 -2.4 -3,2 -a.8
NET EXPORTS OF GOODS AND SERVICES--
PRESIOENTS TAX REFORM----- wmm-ree-c| -15.1 -29.%1 -33.9 -30.7 -27.0 -26.0 -23.8 =-30,1 -31.1 -27.%5 =-23.%
BASELINE=~----== -1$.3 -29.1 -32.3 -30.1 -27.3 -26.4 -23.3 -29.3 -30.4 -26,8 -22.3
O1FFERENCE- .0 0 -1.6 -.6 .3 .4 -.5 -.8 -.7 -.7 -.8
.0 .0 4.8 2.0 -1.2 -..s 2.0 2.8 2.4 2.8 3.5
PRESIDENTS TAX 146.1 146.9 154.6 162.7 173.9 183.8 192.8 199.5 209.0 219.5 230.2
BASELINE 146.1 146.9 154.5 162.3 173.4 183.3 192.4 199.4 209.0 219.6 230.6
DIFFERENCE--~--=--==co==== ——mmmmmee .0 .0 B ] .5 .5 .3 N .0 -1 -
X DIFFwe et e e .0 .0 .0 .2 .3 .3 .2 R .0 -1 -.2
TMPORTS:
PRESIDENTS TAX REFORM-==-====== --ee-| 161.2 176.0 188.5 193.3 200.9 209.8 216.6 229.6 240.2 247.0 253.3
BASELINE--- B e L L e T 161.2 176.0 186.8 192.4 200.7 209.7 215.8 228.7 239.4 246.5 252.9
DIFFERENCE- .0 .0 1.6 . .2 R .8 .9 . .5 .4
% DIFFeveasaremme oo oo mmoaomo oo .0 .0 .9 .5 B .1 .4 .4 .3 .2 .2
GOV'T PUR. 1 OF GOODS AND SERVICES--
PRESIDENTS TAX REFORM----—--=--===== 302.1 310.5 316.1 320.3 329.3 338.0 347.0 356.5 366.0 375.6 385.3
BASELINE-~~--~- - -- 302.1 310.5 316.) 320.3 329.3 338.0 2347.0 2356.5 366.0 375.6 238%5.3
DIF €---- - .0 .0 .0 .0 .0 . .0 .0 .0 .0 .0
% DIFF .0 .0 .0 .0 .0 .0 .0 .0 .0 .0 .0
FEDERAL -
PRESIDENTS YAX REFORM-=--=-====~ ~me==] 122.% 128, 130.4 131,86 135.6 139.3 143.2 147.5 151.7 1559 160.1
- 122.5 128.0 130.4 131.6 135.6 139.3 143.2 147.5 I151.7 155.9 160.t
.0 . .0 .0 .0 .0 . .0 .0 .0 .
-- = .0 . .0 .0 .0 .0 .0 .0 .0 .0 .0
STATE AND LOCAL~---=-=-
PRESIDENTS TAX REFORM-- 179.5 182.5 185.7 188.7 193.6 198.7 203.8 209.0 214.3 219.8 225.2
BASELINE 179.5 182.5 185.7 188.7 1923.6 198.7 203.8 209.0 214.3 219.8 225.2
| OIFFERENCE: .0 .0 .0 .0 .0 .0 .0 . .0 . .
{% DIFF .0 .0 .0 .0 .0 .0 .0 .0 .0 .0 .0

; PRODUCT OF WHMARTON ECONOMETRICS, 3624 MARKET ST, PHILA, PA 19104 WRITTEN PERMISSION MUST BE OBTAINED FOR SECONDARY OISTRIBUTION.
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STATEMENT OF LEON TAUB, PH.D., CHIEF ECONOMIST, CHASE
ECONOMETRICS, WASHINGTON, DC

Senator CHAFEE. Dr. Taub.

Dr. TauB. Thank you, Mr. Chairman. It is an honor to be here
this morning. The views I will present today do not necessarily rep-
resent those of the Chase Manhattan Bank, the parent corporation
of Chase Econometrics. I would request that the full text of my re-
marks and a report prepared by Snyder, Newrath on the impact of
the proposal on a typical real estate construction project be entered
into the record.

Senator CHAFEE. That will be done.

[The prepared written statement of Dr. Taub and the Snyder,
Newrath report follow:]
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Testimony of Leon Taub, Chief Economist, Washington
Chase Econometrics
Before the Senate Finance Committes
June 27, 1985

Mr. Chairman and Members of the Committee:

It is an honor to be here this morning. The views I will present today do not neces-~
sarfly represent those of The Chase Manhattan Bank, N.A., the parent corporation of
Chase Econometrics. The main points of my testimony are as follows:

First, tax reform should be accepted or rejected on its own marits, not its
secondary economic impacts.

Second, my work with the Chase Econometrics Macroeconomics Model indicates
that the President’s proposal would cause a demand shock which would have a modest

depressing impact upon real GNP in 1986 ‘but that demand induced changes after 1986
would be slightly positive. Although econometric models are not designed to measure the

microeconomic effects of tax reform, they can: (u) warn of possible changes to demand
which will result in a shock to the economy; and (b) describe the sectorial and indunrhl
impacts of these shocks, Over 50% of the 1986 demand shock covered by the proposal
could be avoided simply by begimning the personal tax rate reduction on January 1,
1986. Most of the remainder of the shock would result from reduced tax shelter-
motivated construction activities. (See the attached study by Snyder Newraith and
Company, a major Washington, D.C. accounting firm which indicates that rents would
have to rise approximately 6% to provide developers the same return they receive under

curr;mt tax law.)

most tax-based incentive de) impacts will be favoralie, but the
magnitudes will be small. For example, despite the 1981 tax cuts, tax sheltering activity
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has increased; labor force growth has slowed; and the savings rate has fallen. Even
without U.S. tax incentives (and long-term fixed-rate mortgages), Canadians have shown
almost the same propensity to purchase expensive housing as U.S. citizens. During the
past five years, business investment has been increased somewhat by tax incentives, but
the dominant influences clearly have been demand-related phenomena. (See attached
Figures.) The s de impacts of tax reform will be less than those of the 1981 tax
cuts since, on average, rates are reduced less and f{rom lower levels. In addition, the
President's tax reform proposal would cause an implicit change in our industrial policy
from "protecting losers” to "encouraging winners.” The long-term impacts of these de-
velopments will be favorable and a "supply side® based growth improvement of perbaps
0.1% per year, in addition to the results shown in our macroeconomic simulation, can be
expected.

Most of the changes proposed by the President are long overdue. Some particularly
important items include resurrecting the corporate income tax {(which last year raised
revenue equal to only 1.5% of GNP despite marginal tax rates of ¢6%), taking a more
balanced approach to real estate investments, indexing depreciation and capital gains,
and restricting tax-exempt bond financing, Items which seem to be steps backward in
terms of both fairness and economic efficiency includes (1) the disproportionate tax rate
cut for lminr-lncome Americans (see attached Figures); (2) the further acceleration of
depreciation benefits; (3) the increase in the penalty on two-earner families; and (4) the
extremely generous treatment of capital gains income. Also, although 15 tax rate
brackets are clesrly too many, having 3 "giant® steps nthor.tlun 4 or 5 smaller stcps.
promotes neither simplification, nor equity, nor efficiency. Finally, taxing all medical
insurance is unfair and does not accomplish anything other than raising a small amount of
money. Instesd, we should tax only those plans which act to oppose public policy by
leading to overconsumption and a lack of price sensitivity in the medical care field.

Thank you,
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INVESTMENT IN PRODUCERS DURABLE EQUIPMENT
RELATIVE TO GNP
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PROPOSEZD PERCENTAGE TAX REDUCTION BY
FAMILY ECONOMIC INCOME
(IN THOUSANDOS OF
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President Reagan’s
Tax Reform Proposal

Leon Taub

SUMMARY

Tax reform has become an extremely popular political cause. Support for tax reform is
widespread throughout the country and has been voiced by virtually every elected official who .
will have a major impact on the tax reform process. While tax reform clearly means very
different things to different pecple, we believe that this support will result in the passage of
11'9’3'2!'"” patterned on the President's tax reform proposal, either late in 1985 or during early

Just as defenss spending programs should be evaluated based upon thelr impacts on
national defense rather than thelr secondary economic impacts, tax reform should be judged on
its own merits, not its secondary economic impacts. Economic systems are resilient and can
function under any of a wide variety of tax systems. Furthermore, in sharp contrast with the
original Treasury proposal, we do not expect the secondary impacts to be dramatic. In
particular, the Presidest’s proposal appears to eliminate two-thirds of the transition difficulties
assoclated with the original Treasury proposal. Only & modest negative transitional impact of
less than 1 percent of GNP is expected in 1986. (Half of this impact is a result of the delayin
the personal rate reduction to July 1.) However, ws would also caution that any short-run
fodtin supply-side claima for the proposal arc probabdly overstated. We do believe that the
cng-run impacts of tax reform oo economic efficiency and growth will be favoradle, although

the effects will occur only gradually during the next two decades.

THE CURRENT TAX SYSTEM

The basic problem with our income tax
system (both the individual and the corporate
tax systems) which President Reagan's tax
proposal seeks to address, is that the
combination of base erosion and increased
margisal rates have resulted in tax systexs
which are exceptionally annoylng and diffi-
cult to follow, provide relatively severe un-
anticipated economic incentives, and yet
raise relatively little amounts of revenue.
Last year the personal income tax raised only
$315 billion, less than 11 percent of personal
income. The corporate income tax, exclud-
ing those taxes paid by the Federal Reserve
System to the Treasury, raised only $54 dil-
lion, less than 1.5 percent of GNP. This rela-
tively meager revenue raising achievement
was accomplished through a tax system
which contained marginal tax rates rising to
50 percent on the personal side and 46 per-
cent on corporate income.

Of the two tax tems, the ate
income tax undoubt has been affected
the most severely by base erosion. In fact,
the combination of the investment tax cred-
it, rapid accelerated depreciation, and the
sharp slowdown in inflation have caused ef-
fective tax rates on many types of capital
investment to be negative. Corporate In- .
coma taxes as a share of corporate economic
income and Federal tax receipts have fallen
dramatically during tbe last three decades
(see Figures 1 and 2.}

Although most tax experts would agres
that the corporate income.tax base has been
eroded more severely than the personal in-
come tax base, many Americans are com~
cerned primarfly about persenal Income
taxes. Years ago, most Americans rated the
personal income tax as one of the “best®
taxes. Today many Americans would rate it
as one of the worst. The decline in popular
confidence in the income tax system has sev-
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CORPORATE PRCFITS TAX ACCRUALS
AS A PERCENT OF
ECONOMIC CCRPCRATE PROFITS
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:a! causes. We believe that the wmost Im~
-rtant of these is that personal income
"zxes have been ‘crowded out® by Social Se-
sarity taxes. In 1960, maximum employee
“acial Security taxes were only $144. As
:hese taxes rose from insignificant levels to
-heir current ones, the Congress tried to tilt
.ne tax system away {rom low Income indivi-
iuals, in an effort to wmaintain the
~rogressivity of the tax system as a whole.
Ileedless t¢ say, this process resulted In
:zarply higher marginal tax rates for all mid-
lje=iacome individuals, The responsa of
<hese individuals was both political and eco~
nomic, In the political arena, middle- and
upper-income texpayers argued for increases
in the number and types of exemptions and
deductions which would shelter portions of
thelr income. In the economic arena, indivi-
duals increasingly moved to take advantsge
of the opportunities for sheltering income.

Vicious cycles of an eroding tax bage, tighter .
. IRS restrictions, and higher tax rates re-

sulted. Since the basic cause of dissatisfac-
tion with the income tax system (high wage
texes) cannot be addressed given political
realities, tax reform proposals usually ad-
d;’m n‘l'bcmulvu to unwinding the secondary
spir

In 1981 the Congress tried to eliminate.

tax sheltering by reducing margisal tax
rates, particularly those. for upper-income
Americans. However the impact of this ac-
tion, except in the very top brackets, was
disappointing. Despite the lower tax rates
and two attempts by the Congress to close
loopholes [n the tax code, tax sheltezing ac-
<ivities and the public's perception of the un-~
fairness of the tax system have increased,
No clear evidence of "supply-side" impacts

has been found, except for taxpayers whose

brackets had been over 50 percent.

One interesting aspect of the tax de-
bate Is that thers is a huge gap detween in-
dividual perceptions of the base erosion
problem and its reality. The Congress of the
United States does not pass unpopular
legislation which costs the Federal
Sovernment large sums of money. As &
result, special irterest items tend to be
selatively smal! revenue losers. The large
12x expenditure items are shown in Table 1.

(Those items which are largely or complately
eliminated by the President’s tax proposal
are murKEd with double *%; those items
which are modified by the Treasury tax
reform propcsal are marked with %) The
most striking sspect about the items on
Table 3 is that, with the possidle exception
of accelerated depreciation, very few
Americans would call these tax expenditures
*loopholes.”

The intermediate revenua loss expendi-
ture items are shown in Table 2. Again, the
extent to which most Americans would re-
gard these items as matters of right rather
than as “"loopboles® s shocking. Further-
more, the revenus losses for each item are
not large. Cleasly tax veform, if it s to be
significant, cannot be accomplished by elimi-
nating a few relatively wnpopular loopholes.
Signiticant reducticos in rates are possitle
only if some major popular tax expenditures
and a host of minor tax expenditures are
eliminated.

THE REAGAN PROPOSALS—
THE REVENUE DMPACTS

The summary of the major revenus im-
pacts of President ‘s tax reforin jro~
posal s provided In 3. Table § alw

the’ be Trea-"
compares p:vpeult:ht original Trea:

sury proposal. Tréasury
proposal had reswted in slight average reve-
me guns during the 19! “the
Reagan proposal results In slight reveaue

Josses. Given the difficulty of estimating
revenue {mpact changes, the differences be-
tween the revenue estimates and zero are
not significant and it is fals to call each of
the proposals "revenue neutral.® However,
since It §s much easier to reduce taxes than
to raise taxes, and the uncertainty concern~
ing the amount of revenue which will result
{from the individual changes, not to mention
the interaction of the changes, is high, most
analysts would be more comfortable with a
proposal which was likely to yield small rev-
enue gains than one likely to yield small
revenue losses. The accuracy of ths
Treasury revenues estimates has been the
subject of some dedate. Unfortunately, the
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Table 1

Revenue ~0ss Estimates for “Large” Tax Expenditure Items

(36 billion and greater)

**Eliminated

FY 1984 FY 1985 FY 1986
Deductibility of interest on
consumer credit 12.7 14.6 15.9
=» Deductability of property tax :
on owner-occupied homes 8.8 9.7 10.7
Deductibility of mortgage interest
on owner-occupied homes 22.7 24.9 27.3
Capital gains ' 19.1 19.9 20.9
** Investment credit 23.3 23.8 25.3
* Accelerated depreciation of buildings 6.3 8.1 9.6
** Deduction for two-earner married
couples 6.2 6.7 7.3
Accelerated depreciation of machinery
and equipment 14.1 20.2 23.0
Deductibility of charitable : -
contributions : 10.1 11.1 13,0
*+ Exclusion of employer conérlbutions . :
for medical premiums and care 19.1 21.2 23.7
OASI benefits ’ 13.8 12.8 13.4
* Net exclusion of pensicn contributions
and earnings:
employer plans 44.0 4.2 55.1
. individual retirement accounts 11.0 12.0 13.4
»* Exclusion of interest on public purpose
state and local debt 8.1 8.8 9.5
.=* Deductibility of nonbusiness state and
local taxes other than on .
owner-occupied homes 20.9 22.5 24.7
*Hodified
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Table 2
Revenie Loss Estihates for "Intermediate” Tax Expendituu Items
(sl billion to $6 billion)

FY 1984 FY 1985 FY 1986

zxclusion of penefits to Armed Forces

personnel 1.8 2.0 2.1,
Ixclusion of income earnsd abroad 1.3 1.4 1.5
Zxpensing of R&D expenditures 3.5 3.6 3.9
Credit for increasing reluzch )

activities 1.4 1.6 1.1
Expenging of exploration and .

developnent costs 1.4 2.0 2.3
Exclusion of interest on state and

local IDB's for pollution control 1.1 1.3 1.4
Exclusion of interest on small issue

industrial development bonds 2.3 2.6 - 2,9
Exclusion of interest on llfo imunnce

uvings - 3.2 3.9 3.7

Exclusion of interest on state and
local housing bonds for owner~ o
occupied nouunq o 1.5 1.9-- 2.5 -

Deferral of capital gains on home sales 1.7 1.8 1.9
carryover basis of capital gains .

at death 3.9 4.4 4.9
Safe Harbor leasing rules 2.8 2.3 2.0
Reduced rates for the first $100,000

of corporate income 4.9 5.0 5.3
Parental personal exemption for :

students age 1% or over 1.1 1.1 1.2
Seductibiliizy of charitable contributiens 1.1 1.2 1.4

Investment credit for ESOPs 1.4 1.9 2.3 .
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. Table 2 (conzinued)
© Fevenue lLoss Estimates for “Intermediate" Tax Expenditure ltems

{s1 billion to $6 billioni

FY 1984 FY 1985 FY 1986

Credit for child and dependent care

expenses 1.9 2.2 T 2.5
Deductibiiity of medical expenses 3.2 3.4 3.8
Exclusion of interest on state and

local debt for nonprofit health

facilities 1.3 1.6 2.0
Disability insurance benefits 1.2 1.2 1.2
Benefits for dependents and

survivors 3.8 3.8 4.0
EXclusion of workmen's compensation

benefits 2.2 2.3 2.5
Exclusion of untaxed unemployment ‘

insurance benefits 2.0 1.6 1.3
Keoghs 1.4 1.6 1.2
Additional exemption for elderly 2.5 2.7 2.9 -
Bxclusion of veserans disability X

compensation 1.6 1.7 1.7
Premiums on group term life insurance 1.9 2.0 2.2
Tax credit for corporations receiving

income from doing business in

Unized States possessions 1.3 1.4 1.6
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Table 3
Primary Reveanus Impacts
Comparison of Reagan Proposal and Treasury One
(Billions of Dcllars)

1986 1987 1988 1983 1990
individual =17.9 -26.0 -32.0 -29.0 -26.9
Cerporate 18.9 26.1 24.3 23.9 25.2
Other 0.2 0.3 0.4 0.4 0.4
TOTAL 1.2 0.4 =-7.3 ~-4,6 «1,2
Addendum i
ACRS recapture 9.6 19.4  20.4 9.1 --
Corporate w/o0 ACRS recapture 11.3 7.7 3.9 14.8 25.2
Total Change in Receipts - Treasury One
Individual ) ’ -22.1 -36.6 -25.2 -25.% =37.7
Corporate 22.2 30.6 29.3  38.) 4.7
other ~0.& _0.2° _-0.2° _-1.8 _=3.3°
TOTAL . T -5.8 i.9 103 3.9

0.5

issue can probably be resolved only after the
fact or via access to the Treasury's tax mod-
els. Even a glance at the tax expenditure
estimates shown in Tables 1 and 2 and the
Treasury's revenue gain estimates (which will
be shown below) reveals striking differ-
ences. Further, one would suspect that reac-
tions to the tax proposals will be asym-
metric, i.e., that loopholes which have been
closed inadvertently are relatively few and
far betieen, whereas loopholes which may
have been opened inadvertently may prove to
be sigaificant. Also, funds forced out of one
loophole will migrate to other loopholes,
However, it should also be noted that the na-
ture of the tax system is such that tax sav-

ings can build upon one another. Since the
tax system Is progressive, the elimination of
one tax expenditure will place people in
higher tax brackets, thus increasing the galn
from eliminating & second tax expenditure.
As & rasult of the complexities in the tax
code, {ncluding those enumerated above, we
believe it is impossible to make meaningiul
statements either supporting or criticizing
the Treasury’s revenue estimates, other than
to note that it appears that the numbers
were generated using a "dottom-up” rather
than *top-down" approach. Thus, there is
some reason to believe that the Treaswry es-
timates are unhiased.
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A second striking difference between
:he two proposals is that the current Admin-
siration propcsal contains less of a revenue
~ift between personal income taxes and cor-
-orate income taxes. In large part, this
shange is a reaction to the unfavorable
:ownments by many economists and by cor-
rorate America about the possidble negative
iransition and incentive immpacts of the origi-
a2l Treasury proposal. Furthermore, a sim-
ple examination of the change in corporate
1ax receipts does not reveal the exteat to
«which the Reagan proposal tries to avold
2liminating the investroent incentive impacts
of current law, During the first three years
of the proposal, virtually all of the increase
in corporate tax recelpts is accomplished
through a "recapture” of tax revenues which
would otherwise have been lost due to the
interaction of "front loaded” ACRS deprecia-
tion benefits and the proposed reduction in
corporate tax rates. Since the tax is levied
on the profits earned from “old® investwent,
the incentive effects should be minimal
(The cost of this proposal is an effective de-
lay in the reduction of tax rates for heavy
isdustry until .1989.) While not shown in
. Table 3, the relatively small impact of the
proposal upon investment {incentives con-

tinues beyond 1988. As we will ses below,-

most of the corporate tax increases in 1989
and thereafter can be attributed to account-
ing changes, including changes to the com-
pleted contract method of accounting, and
industry-specific tax changes which will have
very low direct impacts upon fixed invest-
ment, Given the small increase in corporate
taxes, we believe that it is unreasonadble to
argue that large negative effects on total
factor productivity will result Irom the
Reagan proposals,

Although the level of corporate taxes
does not change very much, the proposed
changes do shift the cost of capital relative
to the cost of labor. Thus it is possible that
the proposals could shift the proportion of
factor inputs {rom capital to Jabor. (Whether
this would be good or bad for the economy s
unclear.) We seriously doubt that a mafjor
shift will occur since there is 2 Jarge body of
sconomic literature suggesting that industry
capital/labor ratios tend to be fixed more by
technology and by management practices

than by small differences in the relative
costs of capital and Jabor. Certalnly, most
of the low wage countries which have given
the U.S. manufacturing companies the most
severe competition have capital/labor ratios
which are at least as high as those in the
United States.

THE IMPACT OF THE TAX PROPOSAL
UPON INDIVIDUALS

The major revenue impact items I the
Reagan tax proposals are shown in Table 4
The top half of the table shows the revenue
impacts of the proposals aimed at changing
the taxation of income which is not directly
related to business or capital income. An
examination of the three revenue loss items
is instructive. Somewhat over half of the
revenue losses come f{rom the reductions in
margisal tax rates. Virtually_all of the re-
mainder comes from further reductions in
the tax base via the expansion of the person-
al exemption and an increase in tbe sero
bracket amount (ZBA). (If one accepts our
explanation of the cause of the tax prodlem,
it could be argued that the Reagan plan con-
tinues and expands tbe basic structural prob-
lem. However, Social Security taxes have
continued to rise. If the Increases are to de
offset by tax reductions for low=-
{scome Americans, and marginal tax rates
are to be reduced, the enly solution is to nar-
row the income base for all Americans.) The
expanded exemption and ZBA allow for signi-
ficant tax progessivity despite the relatively
few tax brackets proposed. Unfortunately,
these changes also eliminate the prospects of
changing the tax system enough to cause a
major reduction in the marginal and average
tax rates of the middle class, Also, these -
changes require a large amount of unpopular
loophole closings to reduce tax rates. (In ef-
fect, approximately $50 Billon per year of
loophole closings are needed to offset the
increase in excluded income resulting from
the {ncrease in the exemption and the ZBA.
The only other alternative is a corporate tax
increase.)
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Table

2
<

't Reagan's Tax Proposal--$ Billions
ry Revenue Impacts--Selected Items

1986 1987 1988 1989 1990

:ISsna. Taxes

srsonal rate reductiocns -11.1 -49.5 -60.1 -66.7 =72.7
nsreased exemption to $2,000 -18.8 -39.1 -42.1 -45.1 -48.0
Increased zero bracket amount ~4.4 -6.2 -6.6 =7.1 -7.6
iepeal second-earner deduction 1.6 7.1 7.7 8.3 9.0
Tax a portion of health insurance 2.4 3.5 3.7 3.8 4.0
Tepeal S&L tax deduction 4.5 33.3 34.1 37.0 40.0
“Tax Abuser" repeal 0.9 2.2 2.6 3.0 3.3
Fepeal income averaging 1.0 3.9 4.3 4.6 4.9
Capita) and Business Taxes
Reduce corporate rates ~10.0 =-26.7 =-35.9 =-39.0 -41.8
Repeal investment_ tax credit e 15.7 30.4 35.0 39.7 44.6
Adjust depreciation scheduls 0.4 <0.4 3.€ 1)y 2152
Recapture of ACRS S 7.6 19,7 20,7 9.6 -
104 dividend paid deduction — —-—— . ==  -3.6. -6.5__=7.8_-6.7
Income measurement (esp. multiperiod - )

construction) 3.5 7.8 11.8 15.% 17.1
rinancial institutions 1.9 3.7 4.4 5.0 6.0
Nongovernmental S&L bonds 0.3 1.5 2.9 3.8 4.5
Ja% shelter curtailment - 0.2 0.4 1.1 1.5
Per country tax credit 0.9 2.5 3.0 3.3 3.6
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Since Table £ lists all of the major

locphole closing provisions contained in the .

President’s tax proposal, it is evident that
the only large personal tax-oriented loophole
closing itexn which was included is the elim-
ination of the deduction for state and local
taxes. For this reason, we believe that the
elimination of the state and local tax deduc-
tion is likely to ramain a {fundamental ele-
ment of the tax proposal, despite its great
unpopularity along both coasts. If the Con-
gress were to retain this tax expenditure,
offsetting the revenus loss would re
either: (a) eliminating the rate reducticas,
or (b) replacing the revenues by eliminating
an even less popular dase-broadening move.

With the exception of the repeal of "tax
abuses” (iteros such as excessive entertain-
ment expenses) which, eves by 1990, would
raise less than $3.5 billion per year, the other
significant labor {ncome base-broadeéning
moves are also wapopular. The repeal of a
second earner deduction would clearly have
negative “supply-side® effects, as well as, at
least arguadly, anti~family and anti-equity
aspects. Although income averaging certain-
ly serves to benefit younger taxpayers pri-
marly, its elimination would also seem to
decrease the fairness of the tax system. The
Tre Department has argued that with
fewer brackets the need for t}
er deduction and income averaging is re-
duced. However, this- argument is in large
part fallacious. Replacing a staircase which
has 14 small steps with one which has three
very large steps, does not change the height
of the next floor. The reduction ia the top
marginal rate from 50 to 35 percent does re-
duce the need for these provisions some-
what. However cne could argue that the
larger zero bracket amount and the repeal of
the state aad local tax deduction increases
the need for these provisions.

Clearly the mafjor labor income base-
broadening items do not provide nearly
enough revenus to offset the base and rate
reduction items. Some of the &ifference is
made up through higher personal taxes on
capital-related income. For example, many
individuals, particularly those who are self-
employed, are significant beneficiaries of
flems such as the investment tax credit.

second earn-

Also, the Treasury al elim

of {tems which are smmndiﬂdul‘?l;::ac.bl::
the dividend deduction, but whose cumulative
impact is significant.  However, even with
these ftems, it is clear that the personal tax
changes can be made in a revenus neutral
environment only {f corporate incoms taxes
are increased significantly.

THE BUSINESS CAPITAL INCOME TAX
CHANGES

The major business and capital income
tax changes are alsd shown in Table 4. The
two large ftems turn out to be almost exactly
offsetting on & revenus raising basls, In ef-
fect, the Adminisiration {s able to proposs a
dramatic reduction in corporate tax rates by
tha repeal of the investment tax credit. Al-
though this change in emphasis by the
Administration from enhancing labor pro~
ductivity to enhancing total factor
productivity is not iikely to cause a major
direct change in the amount of capital pur-
chased relative to the amount of labor pur-
chased, there is no question that thess two
changes to the tax system amount to a very
strong statement co industrial policy. Under

. current law the tax system is strongly tilted

toward capital-intensive industries. If the
President's proposal is adopted, most of the
tilt towazd cspital-intensive industries wouwld
be eliminated. In fact the system would be
tilted to R&D orfented industries.

The impact of the President's proposed
changes to depreciation schedules needs to
be examined with some care. In general the
President's new proposed Capital Cost Re-
covery System (CCRS) is not significantly
less favorable to capital than the currest
Accelerated Cost Recovery System (ACRS)
Indeed, under current or higher rates of in-
flation, CCRS is significantly more {avorable
tp capital than the current ACRS system for
most classes of investment. The major ex-
ception is structures, The {mpact of the
switch from CCRS to ACRS on the cost of
structures depends upon one's assumed dis-
count rate. If one assumes, as the Treasury
does, that investors in structures require a 4
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percant real rats of retwn or less, CCRS is
stiii more favorable to investment than
ACT.S. If one belleves that & higher discount
fastir is appropriate for these risky invest-
ments, ACRS remains more attractive. A
summary of the present discounted valus of
depreciatica benefits under CCRS and ACRS
‘assumiag 8 4 percent real rate of retum) is
shown in Table 5. The pattern for & repre-
sentative class of equipment and {or struc-
tures are shown in Figures 3 and 4.

Under virtually any reasonable inflation
scenario, a shift to CCRS will, in the sggre-
gate, have no major impact upon the level of
tax depreciation taken in the short term. In
the long term, the inflation adjustments,
coupled with longer tax lives, will result in
higher rates of tax depreciation. In the in-
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the short-term revenue impact of the shift to
CCFS is negligible. In 1987, there is a slight
reveaue loss associsted with the change in
depreciation schedules: However, as the
decade of the 1980s closes, the change from
ACPS to CCRS results in some significant
reveaue gains. If the projections oo Table 4
were carried through the end of the century,
these revenue gains would gradually disap-
pear. Since the change in depreciation al-
lowaaces bas a significant revenue impact
only during the late 1980s and early 1990s,
any increases in corporate tax receipts nec-
essary to balance personal tax reductions
must come from some othar source. (To
some extent this need is lessened by the
typical assumption that, if left unchecked,
some of the closed p ] tax loopboles,
particularly in pension and income shifting

termediate term, CCRS will yield somewhat aress, would grow ra during the 1990s.}
less tax doprcdn'ﬁca. As is shown in Table 4, pidly
Table §

Present Discounted Value of .
Depreciation Benefits--$1,000 Investment .
Capital Cost Recovery System (CCRS)
Versus Accelerated Cost Recovery System (ACRS)

Inflation Rate

CCRS Asset Class Percent CCRS ACRS
1 H 954 908
10 955 865
2 H 940 837
10 940 766
3 5 920 837
10 920 . 766
4 5 890 837
10 891 766
5 ) . 853 207
10 853 603
6 s 610 570
i0 610 454
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The long-term Increases in corporate
tax receipts come largely from three or four
base broadening chang These changes do
not affect the structure of the tax system,
but strike heavily at specific practices in
place in particular industries. Therefore,
they can be expected to have strong indus~
try-specific effects. For example, signifi-
cant changes are made to the provisions of
tax codes which allow fairly rapid expensing
ol costs facurred in the production of wmulti-
year income. Those industries, such as de-
fense-related industries and comstruction
companies, which hlstorically have been able
to deduct expenses shead of income, will
face significant {ncreases in taxes. Financlsl
institutions will also be faced with signifi-
cant tax increases due to some provisions
such as & stricter Imitation on excess bad
dett deductions. Multinational companies
will face tighter reductions oo their account-
{ng systems which will have the effect of
raising their U.S. tax lability, (A detalled
summary of the Administration’s tax pro-

posals and a com with ous pro-
poul,lbmcdn in an Appe to this re-
port.

Although these base-broadening items
will probably meet the Administratica’s long-
run revenus balancing needs, they do not
provide sufficient funds in the middle 1980s
to make the proposal revenus neutral. The
Adninistration bas therefors proposed to tax
corporations bdased upon psst ACRS de~
ductions. The argument is that corporations
who received large “fromt-loaded" benefits
from ARCS would receive a windfall to the
extent that their deductions were taken un-
der old marginal corporate tax rates, and
much of the revenue that will accrue from
the investment would be received under the
aew, lower marginal tax rates. Thus the
Treasury proposed a tax which would "recap~
ture” some of the tax benefits provided dy
ACRS. Since this tax would be on old rather
than new investment, presumadly it would
have minimum incentive effects, although
corperite cash {low would certainly be re-
duced, In effect, companies which recejved
large ACRS benelits would have their tax cut
partially or entirely delayed for several
years,
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THE DISTRIBUTIONAL IMPACTS~
PERSONAL INCOME TAXES

The largest individual disteidutional im-
pacts of the Preeident's tax reform proposals
will be between itemizers and nonitemizers.
Those persons who have structured their eco-
nomic affairs 5o as to take maximum advan-
tage of the current tax code will receive
szmall tax reductions, and in many cases sud-
stantial tax increases. Since the largest
“loophole® to be closed is state and local
taxes paid, it is clear that the differential
regional {mpacts will be immense. In partic-
ular, most taxpayers in high tax areas will
suffer both higher Federal income taxes and
reduced property values. The economies of
the regions will also suffer co & relative ba~
sis. Interestingly, some taxpayers ia high tax
regions may even face significant increases
in thelr marginal tax rates, As is shown in
Table 6, the size of the marginal tax rate
cuts differs significantly dy income seg-
ment. In particular, wany people taxed at a
15 percent marginal rate were previ
taxzed at rates ranging from 11 to llm
cent. Similarly, many persons in the new 25
percent marginal rate bracket were taxed at
rates ranging from 23 to 26 percent. Some
persons who will be fn & 35 percent tax rate
bracket were taxed at rates ranging from 38
to 42 percent. Since state and local income;
property, sad sales taxes will no longer be
deductible and, for some of these &:rom
taxes are roughly proportional to me,
these individuals will find that their marginal
as well as their average tax rates have ac-.
tually increased!

Much has been sald about the impact of
tmcopad on income distribution. The
st anklysls, depicted in Figure S, shows
that the tax cuts are about proportional
overall. Substantially larger tax cuts, as a
percest of total taxes, wers made at the
lowest income level; somewhat higher than
average percentage tax cuts were made at
the upper-income level, and slightly smaller
thad average tax cuts were made for middle-
income taxpayers.

. Another way of looking at the distribu-
tiona) aspect of the tax cuts is to compare
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Table €

Comparison 3£

marginal Tax Rates

tUnder Current Law ancd Proposal for 1986
Joint Returns

Current Law

President's Proposal

Marginal Marginal
Taxable Income Tax Rate Tax Rate Taxable Income
Less than $3,670 0 0 Less than $4,00
$3,670 - 5,930 11 $4,000
$3,930 - 8,200 12 :
$8,200 - 12,840 14
$12,840 - 17,260 16 15 $4,000 - 29,000
$17,260 - 21,800 18
$21,800 - 26,540 22
$26,540 - 32,260 25
$32,260 ~ 137,980 28
$37,980 - 49,420 33 25 $29,000 - 70,000
$49,420 - 64,740 38 :
$64,740 - 92,360 4?2
$92,360 - 118,040 45 .
$118,040 - 175,230 49 35 $70,000 or more
$175,230 or more 50 - '

Source:

the cuts to income. This comparison is
shown in Figure 6. As is indicated, the tax
cuts are roughly proportional to income for a
wide range of taxpayers. In particular, vir-
tually all inccme classes of taxpayers who
pay significant jacome taxes will receive tax
cuts egual (o between 0.5 and 0.7 percent of
econczsic income. The only major exception
is upper-income taxpayers, who will receive
tax cuts equal to almost 2.5 percent of their
economic income. The popularity and long-
run sustainebility of this type of change is
far {rom clear.

One other significant distritutional im-
pact cencarns xo-income f{amilies. In an-
~ouncing kis tax proposal, President Reagan

Oftice gf the Secretary of the Treasury

suggested that it would help preserve the
nuclear family. Certainly the proposal dis-
courages two-worker households in several
ways. The second largest tax “losphole® to
be closed is the second-earner deduction. In
addition, nonworking spouses are allowed to
establish IRAs, a provision which not only
calls the entire concept of an IRA as & pen-
sion into quastion, but also incresses the im-
plicit after-tax cost of a working spouse.
Other provisions, such as the nondeductibility
of state and loca) income taxes, the changing
of the child care credit to a deduction, and
the moving of miscellaneous business ex-
penses "above the line® slso wiil make it Jess
attractive ecoromically for second earners in
a household to work.
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Figure 5

FROPCSZD PERCENTAGE TAX SECUCTION 3Y
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INDUSTRY DISTRIBUTION IMPACTS

The Zistributional issues affecting cor-
soraiions are at least as important as those
wh affect individuals. The Treasury ar-
sument that it is not skewing the tax system
15t specific industries but merely remov-
ing current subsidies is largely correct.
Nevertheless, when it happens to you, the
loss of a subsidy can hurt as much as the im-
position of a penalty. The industry distribu-
tion impacts occur for four major reasons.
First, the current bias in the tax code against
investment by unprofitable firms is re-
moved. Second, accounting practices com-
monly utilized in several industries are spe-
cifically targeted for repeal. The most im-
portant of these changes are in wmultiperiod
expense and income matching, energy subsi-
dies, and tax benefits utilized by financial
institutions.

The second distributional issue affects
profitable companies in industries which re-
quire large amounts of capital investment.
Large capita) users are hit hard by the repeal
of the investment tax credit. Only a very
small portion of this loss is offset by the
slightly more generous depreciation provi-
sions. Also, companies in these industries, to
the extent that they took advantage of ACRS
depreciation during the past four years, will
not receive their tax cut in 1986; rather,
they will have all or & portion of it deferred
until 1989, .

The third group of companies which will
be impacted by this proposal are those which
are heavily dependent upon those parts of the
economy which are likely to be adversely af-
fected by the proposal. Sellers of equipment
and wmultifamily housing construction and
commercial construction will undoudbtedly be
hurt disproportionately.

Needless to say, companies which are
not capital intensive, either because they are
labor intensive (and most expenditures are
sutomatically expensible} or are research and
developrment intensive (and can benefit from
Soth the immediate write-off of R&D ex-
penditures and the research and experimen-
tation tax credit) will prove to be large win-
ners should this tax system be adopted. It
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has been suggested that producers of high-
technology equipment w«ill suffer somewhat
from the loss of the investment tax credit.
‘We find this argument unpersuasive in part
because investments in these types of equip-
ment typically show rates of return substan-
tially in excess of a company's hurdle rate
even without the tax credit, and in part be-
cause the lower corporate tax rate enhances
the profitability of all types of investment
activity, Furthermore, for products which
have falling prices, an increased effective
cost will, at most, affect the timing rather
than the substance of an investment decision.

A summary of the expected impacts of
the tax proposal on industry output is shown
in Table 7. These output estimates are based
upon the macroeconomic forecast scensrio
presented below.

THE MACROECONOMIC IMPACTS

The “"supply-side” impacts of the Ad-
ministration's tax proposal cannot be esti-
mated using a standard economic model for
several reasons: (1) Supply-side economic
impacts are known to be relatively small in
the short run. Since most econometric mod-
els are designed for analysis of Quctuations
in the economy, they are dominated by the
more immediate demand side phenomena. (2)
Econometric models do not contain the de-
tailed microeconomic linkages in the econ-
omy necessary to analyze the impact of this
type of propcsal. The cost of building a
model which would combine both the micro-
economic and macroegonomic linkages would
be prohibitive. (3) The impacts are to some
extent unknowable because the proposed tax
policy does rot have a relevant historical
precedent.

Nevertheless it is possible to make
sorze broad geners! statements about the
supply-side impacts. First, the change in
pessonal income taxes is not likely to be suf-
ficiently large to czuse major changes in
peosle's work incentives. In virtually all
casas, the effective marginal tax rate reduc-
sions will be far less than those passed in
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Table 7
Industry Output Impacts
{Percent Difference in Industriali Production)

1987

Incdustry 1985 1986 1988 1989 1990
Total production .27 -1.7 .61 1.09 .74 .13
Metal-mining (10) .36 -2.3 .28 .84 .90 .71
Food processing (20) .16 0.0 .95 1.68 1.54 1.21
Apparel products (23) .08 0.0 .35 1.06 1.01 .75
Lumber & products (24) .16 51 1.54 2.80 1.66 1.53
Furpniture & fixtures (25) .28 -.98 .60 1.72 1.57 1.28
Paper & products (26) .24 -.51 .78 1.32 1.47 1.03
Printing & publishing (27) .11 .19 .72 1.06 56 .87
Chemicals & products (28) .52 -.28 1.59 2.38 1.96 1.27
Petrolewn products (29) .24 .18 1.63 1.55 1.28 .82
Rubber & plastic

products (30) .66 .24 2,47 3.90 3.37 2.44
Leather & products (31) .34 .01 .%3 .66 .76 .73
Stone, clay, glass

products (32) .22 -.42 .91 2.21 1.29 .97
Metals -(33) - .70 -3.72 .35 .84 1.29% .89
Fabricated metal

products (34) .88 -4.85 -1.66 =-.94 -1.35 -2.25
Nonelectrical machinery (35) 1,55 -3.48 -.72 -.48 =-1.16 -2.19
Electrical machinery (36) .65 <3.05 -.23 .27 -.13 -.70
Transporcation equip. (37) .68 -1.79 -.08 .23 .20 -.25
Instruments (38) .76 -2.48 .28 .56 -.29 -1.12




1981; in many cases, the effective marginal
rate changes will be minimal. Although we
do not know the precise labor force expand-
ing iropact of the 1981 tax cuts, it is clear
that no large unexpected jumps in the labor
force occurred as a result of those cuts.
Furthermore, the labor supply may even be
slightly decreased by the high penalties on
two-worker families. Second, individual tax
sheltering activities should be reduced signif-
icantly by the tax proposal in several ways.
The elimination of the investment tax credit,
along with severa) other aspects of the Ad-
ministration's proposal, will make tax shel-
ters less attractive. Also, with top marginal
tax rates of 35 percent, a shelter without a
strong economic foundaticn will have to of-
fer exceptionally high write-offs to be at-
tractive. Finally, some of the “hype" sur-
rounding the tax shelter industry may disap-
peer, particularly if the simpler forms allow
the IRS to concentrate more heavily on mon-
itoring tax shelter activity.

Incentives to save probably will be af-
fected only slightly by the proposal. The sit-
uation is not as bad as in 1981, since the ex-
cess savings of individuals have presumably
been "sopped up® into IRAs. Therefore, for
the overwhelming majority of Americans, the
marginal Federal income tax rate on saved
income is probadly near zero, However, in-
creasing one's saving is neither easy nor
pleasant. As the evidence of the past three
yvears has shown, personal saving is almost
entirely insensitive to changes in real Inter-
est rates. As a result, immediate changes in
saving behavior are most unlikely. (As is the
case with many of the supply-side influences,
we wouwd not be surprised if the President's
proposal gradually built an ethic toward
individuel savings; the short-run {rmpact,
however, will be insignificant. Similarly, we
doubt people will suddenly work harder since
tax rates are lower. (Few individuals are
paid piecework anyway.) However, over the
ccurse of a lifetime, people may find
thexselves more willing to substitute work
effort for higher pretax incomes,

Oa the corporate side, the incentives
irapacts may be more significant. As noted
2bove, we do not expect the changes in tax
lax to dramatically affect capitalfiabor ra-
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tios in particular industries. However, the
tax law defines a powerful industrial policy
in the United States. The net impact of this
shift in tax laws should be an acceleration of
the current restructuring of the American
economy away from heavy industry toward
"high technology® industry. Again, we doudt
that the results will be sufficiently striking
to be apparent on a year-by-year basis.
However, we would expect that over a period
of several years the structure of the econ-
omy will shift consideradly and growth rate
of the United States economy might be im-
proved by as much as 0.1 percent per year on
average.

While it is impossible to capture the
supply-side impacts of a proposal such as this
one in & macroeconomic model, there are
some meaningful things which can be said
sbout the demand-side impacts. Fimt, a
shift in tax incidence from individuals to
businesses will tend to raise consumption rel-
ative to investment., Second, the adoption of
the Administration's proposal will undoubted-
ly have a depressing impact upon construc-
tion activity. Multifamily housing construc-
tion and commercial construction are likely
to be the two areas which are affected most
severely. However, as noted above, the im-
pacts of the President’s proposals on {nvest-
ment will be much less dramatic than those
of the original Treasury proposal.

The model simulation we prepared to
{llustrate the impacts of the President's pro-
posal was a relatively "clean® one io that the
major changes were to the tax parameters of
the model—reductions in the marginal and
corporate tax rates, the elimination of the
investment tax credit, and level adjustments
to the corporate and personal tax functions.
In addition, we also included some negative
adjustments to the equations for investment
in equipment and for investment in commer-
cia) and multifamily structures. Dividends
were also raised somewhat to reflect the 10
percent dividend deduction. Since the pres-
ent value of the depreciation allowances was
not changed very much, we did not make
changes to the depreciation variable, other
than in arbritrary stretch-out of the tax life
for structures to 24 years in an attempt to.
reflect the reduced inducement to Invest-
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=t in structures (based upon an assumed
. liscount rate for real estate investors).
ey, we assumed that interest rates
.2 drop by one percentage point in 1986,
~ver cne-talf percentage point in 1987,
holé one-hai! percentage point lower
r22{ter, 3 consequence of the slowdown in
economy in 1986 and the shift in the
cnomy away frowm investment and toward
“ings. As was the case in the Treasury I
-apesal, we did assume small bulges in in-
_stmernt activity in late 1985 to reflect in-
.stors’ "last chance" to receive some of the
-arrent investrnent incentives. The Presi-
2nt's proposal will undoubtedly have far
-anging impacts upon a wide variety of
:rices. Unfortunately, the exact impacts in
these areas are extremely difficult to esti-
=ate. For example, presumably the prices of
oultifamily rental units will rise as would
tusiness office rents after one or more
vears. However, the prices charged by some
retail firms, which currently must cover very
xigh marginal tax rates, might fall. Rather
than guess at all of these kinds of price
changes we decided not to make adjustments
io this area.

A summary of the macroeconomic im~
pacts of these simulations is shown in Table
8. In genera), the negative 1981 impacts ap~

' pear to be about one-third of those found in

—

the original Treasury proposal. After 1985,
the simulation {ndicates that GNP would be
slightly higher than the" baseline. (Again
please recall that any supply-side growth im-
pacts which occur, would be in addition to
the impacts shown in the simulation.) Inter-
estingly, an alternative simulation, which
included the same changes as the final simu-
lation, except that the personal tax rate
change began January 1, 1986 instead of July
1, 1986, cut the transition impact in half.

THE PROSPECTS FOR PASSAGE

Ag a concept, tax reform is extremely
popular. The details of tax reform are far
less appealing. However, polls indicate that
Americans strongly dislike the current tax
system, and, as a result, favor tax reform.
Furthermore, {rom a Washington perspective,
taxpayer dissatisfaction has grown to the
point that the choice is either to reform the
current system or to let it be destroyed by
continually growing loopholes. As a result,
the political leaders—both Republicans and
Democrats—who will determine the course of
tax reform legislation have agreed that tax
reform Is necessary and that the government
should move quickly. Thus we expect to see
the passage of a tax reform proposal either
in the waning days of the current session of
the Congress or eazly in 1986.

The tax reform proposal currently un-
der discussion is far less revolutionary than
the Treasury's initial proposal. Furthermore,
the amount of zeform is likely to declize ra~
ther than grow as the proposal winds its way
through the Congress. However, the bill has
already twoved to center stage. If the Con-
gress failed to pass a bill it would be con-
sidered a defeat by virtually all key govern-
ment leaders. Therefore, something called
"tax reform* will be passed. Since the oppor-
tunity for finding additional popular base-
broadening options is so small, we delleve
that the final bill will be similiar to the one
proposed by the President. The only major
additional changes we expect are: {1) an in-
crease in the progressivity of the individual
tax changes perbaps through the addition of a
fourth bracket for upper-income individuals
and the elimination of some additional upper-
income preferences (perhaps energy-oriented
preferences), and (2) a further shift in the
tax burden f{rom personal income taxes to
corporate income taxes.
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Zstimazed Impac: of the President's

Tax Refcrm Proposal

Revisei 6/7/83

i 1985 1986 1987 1988 1989 1990
Gress National Prodﬁc: {constant §)
Feccent Difference 0.14 =-0.93 =-0.01 0.41 0.38 0.21
Gross National Product {(current §})
Fercent Di1fference 0.12 ~-0.96 -0.20 0.35 0.55 0.54
Infiation (GNP deflator)
Percent Difference -0.03 -0.04 -0.1% -0.07 0.17 0.33
Unemployment Rate {percent)
hctual Difference -0.01 0.18 0.18 0.02 ~-0.10 -0.0%
. Treasury Bill Rate (percent)
hctual Difference 0.01 -0.90 -0.80 =-0.44 =-0.21 -0.19
Federal Budget Margin (current §)
Actual Difference ; 1.3 4.4 7.8 8.1 16.2 10.0
Federal Interest Expenditures (current §)
Actual Difference 0.0 -3.1 -8.3 -8.1 -7.7 -8.1
Investment, Equipment (constant §$)
Percent Difference 1.2 -4.8 -1.0 -0.6 -1.4 -2.6
Investment Structures {constant §) _
Percent Difference 0.5 -10.2 -8.6 -6.3 -5.1 4.5
Capacity Utilization (percent) .
Actual Difference 0.2 -0.9 0.7 1.2 0.9 0.4
Industrial Production (1967=100)
fercent Difference 0.27 -1.17 0.61 1.09 0.74 0.13
Net EZxports (current §)
Actual Difference ~0.36 3.89 2.%0 -0.02 =-1.72 -2.10
Mulzifamily Kousing Starts (Mil. Units)
.aczual Difference 0.01 -0.20 -0.:4 -0.11 0.02 0.01
Singoe-Tamily Housing Starts (Mil. Units)
rotual Difference 0.00 0.04 0.13 c.1i5 0.13 0.03
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Istimated Impact cf the Treasury

Tax Refcrm Proposal

1985 1986 1987 1988 1988 1890

Ccrporate Profits Before Taxes (current §)

Actuel Difference 1.24 -€&.68 1.90 7.40 8.64 B.44
Ccrpcrase Profits After Taxes (current §)

Actuel Difference 1.31 -21.99 -15.21 ~7.44 =5.30 -4.28
Reezl Disposable Income

Percent Difference 0.03 0.01 0.77 1.00 0.79 0.78
Seving Rate (percent)

Actueal Difference 0.02 0.05 0.48 0.36 0.08 0.07

Source: Chase Econometrics

Revised 6/7/85
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APPENDIX

COMPARISON OF EIGHLIGHTS OF CURRENT LAW,

NOVEMBER 1984 TREASURY PROPOSAL, AND PRESIDENT'S PROPOSAL

Current Law
(1986)

November 1984
Treasury Proposal

President's
Proposal

rvidual tax rates

2x:ptions
"z, Spouse
Se2pendents

+ro Bracket Amount
Single

Joint

ieads of Housebold

14 rate brackets
from 11 to 507,
indexed

$1,080, indexed
$1,080, indexed

$2,489, indexed
$3,670, indexed
$2,480, indexed

3 rate brackets

15,25 & 35%,indexed

$2,000, indexed
$2,000, indexed

$2,800, indexed
$3,800, indexed
$3,500, indexed

3 rate brackets

15,25 & 35%, indexed

$2,000, indexed
$2,000, indexed

$2,900, indexed
$4,000, indexed
$3,600, indexed

[ mo-earner - Yes No No
.educticn -
Zarned Income Credit

Yes ($550 max.) Increased and indexed

($726 maximum)

Yes, indexed

‘Yorkers' Compen-
sation

Veterans' dis-
ability benefits

Itemized Deductions
State and Local
income Tax

Other State and
Local Taxes

($18,000 if married)

Not Taxed

Not Taxed

Deductible

Deductible

Taxed, but eligible
for special credit
for elderly and
disabled

Taxed

Not Deductible

Not deductible,
unless incurred in
income-producing
activity

Child Care Expense Tax credit Deduction Deduction
“ringe Benefits

Health Insurance Not Taxed Taxed above a cap Limited amount taxed

Group-term life Not Taxed Taxed Not Taxed

insurance, legal

services, dependent

care, education

assistance

Parsonage allownc. Not Taxed Taxed Not Taxed
‘Vage Replecement

Unemployment Taxed if AGI Taxed Taxed

Compensation over $12,000

Taxed, but eligible
for expanded and

indexed credit for
elderly & disabled

Not Taxed

Not Deductible

Not deductible,
unless incurred in
incorme-producing
activity



Current Law
(1986}

167

November 1984
Treasury Proposal

President’s
Proposal

Zharitable
T sntributions

“fortgage Interast

Zther personal
interest

Medical expenses

Tax Abuszss
Zntertainment
Expenses

Busines Meals &
Travel Expense

Income shifting
to children and
via trusts

Retirement Savings
IRA

Spousal IRA
Corp. Pensions

Social Security

Capital and Business
Income
Corporate Tax
Rates

Limited
Partnerships

Ceductidble by
;tamizers and
aonitemizers

Deductible

Personal inter
est deductible;
investment
interest limited
to §10,000 vver
investment
income

Deductible

(above 5%
of AGI

Deductible

Deductibie

Permissible

$2,000
$ 250
Tax deferred

Generally not
taxed

Graduated, up
to 46%

Losses flow
through to
partaers

Deductible (above
2% of AGD for
itemizers, but no
deduction for ron-
itemizers or for
urrezlized gains oa
contributed property

Deductible, for
principal
residences

Limited to $5,000
over investment
income for expanded
definition of
interest subject

to limit

Deductible
{above 5%
of AGI)

Not Deductible

Deduction denied
for meal costs

__above cap

Curtailed

$2,500
$2,500
Tax deferred

Generally not
taxed

.

33% flat rate

No loss flow
through

Deductible for
itemizers, but
no deduction for
fon-itemizers

Deductible, for
principal
residences

Limited to $5,000
over investment
income for expanded
definition of
interest subject

to limit (with
phase-in)

Deductible

(above 5%
ov AGI)

Not Deductible

Deduction denied for
50% of meal costs
above cap

Curtailed, except for
post-death trusts

$2,000
$2,000
Tax deferred

Generally not
taxed

Graduated, up
to 33%

Current Law
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Current Law November 1984 President's
(1988) Treammry Proposal Proposal
Dividend Relief $100/200 Exclusion repealed; Exclusion repealed;
exclusion 50% dividend-paid 10% dividead-paid
deduction deduction
Depreciation ACRS Economic deprecia- Indexed, with

Isvestment tax
credit

Capital gains

Interest income/
expense

Inventory accounting
LIFO conformity
required

FIFO

Uniferm production
cost ltu.lu

Installment sales

Bad debt reserve
deduction

OU industry
Percentage
depletion

Expensing of
intangible drilling
costs

Wiadfall profits
tax

Financial Institutions
Special bad debt
deduction

Deduction for
interest to casry
tax-exempts

67 - 10%

60% excluded

Fully taxed/
deductible

Yes

Not Indexed

No uniform rules

Deferzal

Yes

Yes

Will phase out
in 1991

Yes

tion, indexed
No

Indexed, taxed as
ordinary income

Indexed, partially
excludable/
sondeductible

No

Indexed

Uniform rules

No deferral if
receivables pledged
No

No; Indexed cost
depletion

No

Phase-out
accelerated

No

investment incentive
No

50% excluded
{optional indexing

in 1991)

Fully taxed/
deductidle

No

Indexed

Uniform rules
Generally no deferral
i receivables pledged
No "

Phased out with
stripper exception

Yes

Will phase out {a 1991
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Current Law November 1984 President's
(1986) Treammry Proposal Proposal
Exemption of Yes No No, except for small
credit unions credit unions
Deferral for life Yes No No, except for existing
insurance income policies
and annuity income
Exemption of cer- Yes No Yes
tain insurance
companies Including
fraternal organizations
Municipal Bonds
Public purpose Tax-exempt Tax-exempt Tax-exempt
Private purpose Tax-exempt Taxable Taxable
Rehabilitation and Yes No No
energy credits -
_ Minimum tax on Yes Not necessary Retain and tighten
individuals and '
corporations

Sourcet Office of the Secretary of the Treasury, May 28, 1985



160

IMPACT ON RESIDENTIAL RENTAL
PROPERTY OF THE PRESIDENT'S
TAX PROPOSALS TO THE CONGRESS

Prepared by:

SNYDER, NEWRATH AND COMPANY, P.C.
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Certified Public Accountants
SNYDER, NEWRATH AND COMPANY, P.C. o et e Hgpwy
652-6700

We have analyzed the effect of the proposed changes in the tax law on
rental prices for a typical residential rental property in ilerndon,
Virginia assiming that an investor will demand total cumulative bene-
fits from cash flow and tax savings equivalent to those available
prior to the tax law changes. - No effect was given to the proposed
extension of the at-risk rules to real estate investments. Similarly,
no effect was given to the proposed new interest 1limitations and
classifications since the effeot would vary greatly among investors.

June 24, 1985

Snyder, Newrath and Company, P.,C, is a Washington, D.C. firm of

Certified Public Accountants {n practice since 1927 with specialized
oxpertise in Keal Estate Taxation.
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GUNE #1

Incresse in rents nesded to irvestor for decrease in mmcinn tax rete from 508 to 358 ALl
other faotors are according 40 arvent law,
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Aversgs Manthly Ret Before
Tax Law Crangs s 508 I R 4623 #6666 113 $763 816 4873
Average Mnthly Rent After

Tax Last Chengs ¥ 50 S B4 65 669 76 766 &0 877
Groas Inorease 2 2 2 2 2 3 3 3 L} L]
Peroert Inorease A8 o8 X .3 55 4 g 55 58
CHACE 2

Increass in rents needed to mmmmm method from ACRS (18 year S.L.)
to OCRS S.L). All other fwxctors tax btredoets, are to ouvent 1ms.

r&ym&ﬂmmﬂmum
9 manths:

Averege Monthly Rent Befare

Tax Law Charge s 08 51 5 #623 #6566 4113 4763 4816 4673
Averags Monthly Rent After

Tax Law Chergn ug2 55 %1 50 631 65 B T3 &7 85
Gross Increase 7 7 7 8 8 9 10 1° 1" 2

Percent Inorease 1.5% LA L3 L L3 LA Lk N3 138 g



163

GANE #3
Incresse in rents nesded to te irvestor for elimiration of tal treatment an tion
of . ALl other factors tax brackets, are to ouxrent law.
.(_!&). 187 1968 1909 1990 1991 1932 1993 994 1995
9 morths
Avernges Monthly Rent Before
Tax Las Change 75 508 B $58R 4623 #666 4113 4763 4816 #8T3
Average Monthly Rent After
Tax Law Change 5 2 63 67 T 763 8T SN 9B 1,001
Gross Inarease -] m " B N 97 W& M 119 128
Percent Increase 14.5% 14,65 1355 14.6% 14,65 15.65 14.65 14.5% 14.65 W.TS
OMEDUTEN
Increase in rerts needed to te investar for decrease {n medimm tax rate in tion
method, and elimimation of tal treatment on of o

r_&lﬁlﬁlﬁlﬁ_‘iﬂﬁg.‘ﬂﬂﬂﬁ
9 months)

Average Monthly Rent Before i
Tax Law Change wrs $08 5 4582 623 4666 4713 4763 4816 4873

Average Manthly Rent After
Tax Law Changs 504 539 ST7 617 660 W7 T56 809 866 X6
Gross Increase 29 N B ¥ (A} B3 w N 53

Percent Increase 6.1% 6.18 6.15 608 5.9 6.28 6.08 6.08 6.1% 6.1
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The conversion of ocapital gain treatament to ordinary income treatment
on the sale of the property, leaving the maximum 50% bracket untouched,
results in nearly a 15% rent increase. Reducing the top federal
bracket to 35% makes the loss of capital gain treatment less dramatic
as shown in the “COMBINATION" Chart. (

Dr. Taus. The main points of my testimony are as follows: First,
tax reform should be accepted or rejected on its own merits, not on
the secondary economic impacts.

I would echo the remarks made earlier this morning of others
that the most important action you can do if 1:‘you are interested in
seconda:ly economic impacts is to reduce the Federal budget deficit.

Second, my work with the Chase Econometrics macroeconomic
model indicates that the President’s proposal would cause a
demand shock which would have a modest depressing impact upon
GNP in 1986, but that demand induced ¢ es after 1986 would
be slightly positive. Although econometric models are not designed
to measure the microeconomic effects of tax reform, they can warn
of possible changes to demand, which will result in a shock to the
eﬁonﬁsmy, and describe the sectorial and industrial impacts of these
shocks.

Over 50 percent of the 1986 demand shock covered by the propos-
al could be avoided simgly by beginning the personal tax rate re-
duction on January 1, 1986 instead of July 1, 1986. Most of the re-
mainder of the shock results from reduced tax shelter and con-
struction activities. The study by Snyder, Newrath & Co., a major
Washington, DC, accounting firm which I referred to earlier, indi-
cates that rents for a multifamily housing project would have to
rise approximately 6 percent to provide developers with the same
return they receive under current tax law.

Third, most tax based incentive supply side impacts will be favor-
able, but their magnitudes will be small. There is substantial evi-
dence on this point. For example, despite 1981 tax cuts, tax shelter-
ing activities increased, labor force tgx'owth has slowed and the sav-
ings rate has fallen. Even without U.S. tax incentives on long-term
fixed rate mortages, Canadians have shown almost the same pro-
pensigy to purchase expensive housing as U.S. citizens. During the
past b years, business investment has increased somewhat by the
tax incentives, but the dominant influences clearly have been a
demand-related phenomena.

At this point, I would refer you to the first set of figures in my
handout, which show that investments and qum ment relative to
GNP is lower today than it was before the 1981 incentives were
passed. Despite the extremely generous accelerated depreciation
and investment tax credit, this occurred. .
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Where there has been an increase in investment relative to GNP
is the structures where we have, of course, extremely generous in-
centives to tax sheltering. The supply-side impacts of tax reform
will be less than those of the 1981 tax cut since on average, rates
are reduced less and from lower base levels.

In addition, the President’s tax reform ‘proposal would cause an
implicit change in our industrial policy from protaectin\% losers to
encouraging winners. Our net, the long-term impacts of these de-
velopments, will be favorable and the supply side base growth im-
provement of perhaps a tenth of 1 percent per year in addition to
the results shown in our macroeconomic simulation can be ex
ed. In other words, the second:z{ m;l%acts on the supply side basis
may be 1 percent at a higher real GNP after 10 years. .

Most of the changes proposed by the President, I believe, are
long overdue. Some particularly important items include resurrect-
ing the corporate income tax, which last year raised revenue only
equivalent to 1% percent of GNP despite marginal tax rates of 46
percent; taking a more balanced approach to real estate invest-
ments; indexing depreciation and capital gains and restricting tax-
exempt bond financing.

Items which seem to be steps backward in terms of both fairness
and economic efficiency include: a disproportionate tax rate cut for
upper income individuals—and on this point I would refer you to
the second set of figures which show that as a percent of family
economic income, virtually all income categories receive about a
half a percent tax cut. The only exception is persons making over
$200,000 a year, which receive over a 2 percent, close to a 2-% per-
cent tax cut, almost five times what everyone else gets—the fur-
ther acceleration of depreciation benefits, which has been com-
mented on extensively already; the increase in the penalty for two-
earner families; and the extremely generous treatment of capital
gains income. , although 15 tax rate brackets are clearly too
many, having 3 giant steps rather than 4 or 5 smaller steps pro-
motes neither simplification, nor equity, nor efficiency.

inally, taxing all medical insurance is unfair and does not ac-
complish anything other than raising a small amount of money. In-
stead, we should tax only those plans which act to oppose public
policy by leading to overconsumption and a lack of price sensitivity
in the medical care field.

Thank you.

Senator CHAFEE. Thank you, Dr. Taub.

Let me ask you this: t would be the effect, if we kept the
caK}tal ains rate at 20 percent?

r. TAUB. As opposed to the maximum rate of 17% percent?

Senator CHAFEE. Yes. That's right. As opposed to what is suggest-
ed in the President’s plan. What would the effect be?

Mr. Taus. There would be no significant economic impact other
than the revenue raising impact.

Senator CHAFEE. Do you agree, Dr. Brinner?

Dr. BRINNER. Yes. In fact, when you look at the fact that State
and local income taxes are not deductible under the President’s
plan, the composite tax rate on capital gains turns out to be higher
under the President’s plan than under current law. But differences
on this order of scale are not significant.
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Senator CHAFEE. I must say I don’t understand how that works.
Could gou lead us through that?

Dr. BRINNER. Sure. If you have a capital gain, it's taxable at both
the Federal and at the State and local level. If you can no longer
deduct your State income taxes at the Federal tax level, then that
effectively raises the State capital gains tax rate. And it turns out
that that increase is larger than this 2-% point reduction for the
Federal rate.

Senator CHAFEE. That’s assuming that the States all have the
same rates.

Dr. BRINNER. Certainly, it will vary from State to State, but I'm
speaking of it in average terms.

Senator CHAFEE. Go ahead.

Senator BRADLEY. Under that argument, wouldn’t it also raise
the rate on wages if you can’t deduct State and local taxes. You are
saying without the deductibility, you pay more tax than with the
deductibility.

Dr. BRINNER. There is an irony to the fact that the President has
proposed these tax changes as a major reduction in marginal rates
described as on average being 19 percent, but by then including—
and I laud this inclusion—of State and local taxes in the tax base,
the composite of the tax rate only declines on the average rate of
10 percent. It’s the correct thing to do. I'm just saying that that
moves it back in the other direction so it's almost a wash on the
capital gains, a slight increase, and about half the size of the cut in
the composite marginal rate on wage income.

Senator CHAFEE. Dr. Brinner has to go in 7 minutes, so if any of
the Senators want to ask him a question, perhaps now would be
the time to ask him.

Senator Roth.

Senator RotH. Well, I, myself, have to go in a few minutes, too,
80 I am anxious to get in my questions.

Senator CHAFEE. Of Dr. Brinner?

Senator RotH. Well, no, it’s of some of the others.

Senator CHAFEE. How about you, Senator Bradley?

Senator BRADLEY. No.

Senator CHAFEe. Well, why don’t you go ahead, then, Senator -
Roth, if you have to go.

Senator RotH. Thank you, Mr. Chairman.

Dr. Roberts, in your statement you said something to the effect
that whatever we do it’s important that we take measures that will
help develop what I call an environment of growth; that that’s the -
real purpose of tax reform. It's the best thing we can do for the
underemployed and unemployed. That is to create an economy that
develops additional jobs, if I correctly understand you. And I very
strongly ag;ee with that purpose.

And it bothers me, if I understand a number of you, that you
don’t see the administration’s tax reform bringing a lot of spark
into the economy. That at best, its im is relatively minimal.
One of you, I think, said from the supply side there would only be
new growth of 0.1 percent per year. t's not good enough, it
doesn’t seem to me.
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And I strongly agree that we've got to take those measures that
make this country competitive in world markets. That seems to me
the key test. Not only for tomorrow but for the rest of this century.

So I would like to ask, beginning with you, Dr. Roberts, how can
we improve upon this? What should we do that will give us a favor-
able economic tax climate?

Dr. RoBerts. Well, you would probablirl need to start over on tax
reform and take as your main criteria the effect that the pro
provisions have on the cost of labor and capital. You would, of
course, want to structure it so that you reduce these costs. That
should be the main point of guidance, and then you will meet your

oal. If your point of guidance is something else, for example, static

istributional issues, then you will stay far away from meeting the
improvement in competitiveness. So it basically depends on what
sort of criteria you set when you start to develop the reform.

I think that you think about it in the riil;xt way. You think in
terms of a consumption-based income tax, which basically excludes
saving from the tax base. That's a helpful way to think about it.

Senator RorH. You are suggesting the best approach should be
along those lines.

Dr. RoBerTs. Your bill is a partial approach. It’s not an effort at
a ?ajor revamping, but at least you are thinking about it in the
right way. -

Senator RotH. Do you agree that saviéla%s is of major importance?

Dr. RoBerts. Yes. I think that, basically, we have a system in
which income from saving is taxed, so any interest income is taxed,
but interest expenses are deductible. is obviously, biases the
system away from saving. This differential treatment of interest is

so the origin of all tax shelters—the fact that interest income is
taxed and interest expenses are deductible—that is the basis of tax
shelters. If that was not in the code, there wouldn’t be any shelters.
The notion that shelters stem from accelerated elements in depre-
ciation is not true. It derives from this treatment of interest.

Senator RotH. Dr. Brinner.

Dr. BRINNER. Yes. I have made my specific suggestions. If I could
ask you to look at the table I have on page 11 of my testimony. I
can use that table to put this tax reform proposal into perspective
of the deficit and what the impact of the deficit has been on capital
formation and international competitiveness. You will notice the
bottom line there, corporate taxes increased by, on average, $24 bil-
lion over the next 5 years. That’s a reduction in national savings of
$20 billion flowinﬁ from this change.

Senator RotH. I'm on page 11?

Dr. BRINNER. I'm sorry. It's page 12.

The bottom line there presents the total change in taxes. There
is a reduction in national savings, as I mentioned in my testimony,
from this shift of tdxation from the personal sector to the corporate
sector, from the low-saving to the high-saving sector.

But equally important is this shift away from high-powered in-
centives, things that give you tax relief for new investment and not
just on old investment. And there, in the top block of the table, you
can see that by 1990, you can see that we will have reduced the
high-powered incentives by $44.4 billion while increasing the low-
powered incentives by only $26.8 billion. That's a major problem.
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Compare those numbers to the Federal deficit, running on the
order of $200 billion. Proposed reforms imply a reduction in nation-
al savings of $20 billion. Therefore, the reforms have perhaps one-
tenth of the impact of the Federal deficit on our competitiveness
problem, although I would probably scale that up to one-fifth, given
the mix change, that is, the loss of high-powered incentives.

Senator RotH. Thank you, Dr. Brinner.

Senator CHAFEE. Mix change? '

Dr. BRINNER. Yes, the change. Giving tax relief throuﬁl‘xc rate
cuts, ing it way, increasing taxes through reducing the and
changing the accelerated depreciation. I agree. Efficiency is some-
thing we should pursue. Therefore, if you want to eliminate the dif-
ferential between equipment and structures, put a 5 or 7%-percent
investment credit on all equipment rather than removing the 10
percent on equipment.

Senator RoTH. My time is up, but I would appreciate it if the re-
maining two gentlemen would give a——

Dr. Taus. 1 guess some di ment among economists is
healthy. Let me put a bell around the cat. Between this——

Senator CHAFEE. Thank you, Dr. Brinner. We appreciate you

coming.

Drlflgl'AUB. The testimony, I believe, of the previous two gentle-
men would suggest that if you really wanted to encourage-econom-
ic growth what you should have is a 100-percent tax on all income.
That would be raising the low-powered incentives. Then you could
have a 100-percent credit for certain specific things like buying spe-
cific types of investment goods, or buying toilet bowls or buying
whatever you want people to buy.

That’s all nonsense. If you really want to improve economic
~ growth, what you should do is eliminate the preferences, eliminate

the excess depreciation, eliminate the things in the Tax Code that
don’t belong, and use that money to do two things. One is to cut
marginal rates, and the second is reduce the Federal deficit.

Senator RotH. Thank you.

Dr. BeHrAVESH. | guess the one thing that troubles me the most
from a growth perspective is this peculiar definition of revenue
neutrality that existed in Treasury 1 and in Reagan 1, in which
mu raise corporate taxes and you lower personal taxes. Why not

ve it neutral, with respect to both corporate taxes and personal
taxes? And in defining a neutral reform, for corﬂ'ate taxes, you
actually could Xet the kind of efficiency ulgams that everybody is

ing about. At the same time, you would not have the depress-
ing effect on investment that we and others have come up with as
a result of this tax reform plan. ‘

So, from a g:wth perspective, that's where I would come out.
Let’s, indeed, have a neutral plan with respect to both corporate
and personal taxes.

Senator Rotx. Thank you, Mr. Chairman.

Senator CHAFER. Senator Bradley.

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

Let me thank the panel for the testimony. I found it very inter-
esting, as I usually do. There are just a couple of points that I
would like to go over.
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One is you get hooked on the idea that in order to produce
growth or jobs you have to do something very specific. In a political
context 11ly'lou need to be able to say, yes, this legislation caused the
jobs or the growth. And in this committee that boils down to saying
we gave this or that tax credit.

e counter to that argument and the choice tax reform poses
for us is that lower rates do what a specific targeted incentive
cannot do. And it seems to me that that is the ultimate a.r%ument
for tax reform. How would each of you answer that question? What
can lower rates do that a more targeted incentive does not do?

Dr. BEHrAVESH. I think the philosophy here is to reduce the dis-
tortions that the tax system imposes economic decisionmaking.

I think that's the basic philosophy.

. Senator BrapLEY. Describe that. The distortion the tax system
im on— :

. BEHRAVESH. Well, in the sense that you are not making deci-
sions, based on the Tax Code, whether it's in terms of one kind of
an investment or another or in terms of equity versus debt financ-
ing. You are making it based on economic decisions.

nator BRADLEY. In other words, if there were no taxes, people
would do certain things. But because there is a Tax Code, that code
tells you not to do what might be the most efficient thing, but to do
what the Tax Code favors.

Dr. BEHRAVESH. That's essentially correct.

Senator BRADLEY. Dr. Taub.

Dr. Taus. Yes; I would echo that. Lower rates and less incentives

for various and sund? things are advantageous to the economy be-
cause it stops people from doing stupid things. It stolps people from
building empty apartment buildings in Houston. It stops people

from overbuilding commercial construction. It stops people from
spending too much in very short life investments which actually
get subsidies. It stops people from buying firms that are bankrupt
to get their tax credits. It stops all sorts of unproductive tax shel-
tering economic activities—uneconomic activities. And when you
do that, you can’t put your finger on where the growth comes, but
over the long term, if you trust Americans to use their money
wisely, you end up with more rapid growth and a better economy.

Senator BRaDLEY. Well, what about this last point? How do we
know that? -

Dr. Taus. How do we know that lower tax rates would do this?

Senator BRADLEY. Right.

Dr. Taus. What we have is evidence of what the tax rates and
incentives do.

Senator BRADLEY. Right.

Dr. Taus. And together they clearly result in too much buying of
one company by another, too much emphasis on tax sheltering ac-
tivities, on changing ordinary income into capital gains, too much
commercial construction.

Senator BRADLEY. But are you sagi.ng that if we had a much sim-
pler system with fewer tax expenditures and lower rates, Ameri-
cans would have more money in their kets and they would
spend it or invest it in a way that would generate more growth.

Dr. Taus. Yes. There is some evidence across countries. You can
look at countries like Great Britain, which have very low-corporate
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tax rates, and tremendous incentives all over the place—they have
very low-growth rate. You can also look at even worse cases, like
India. If you look at countries with relatively clean tax systems,
thg do seem to do better.

nator BRADLEY. Dr. Roberts.

Dr. Roserts. 1 think, Senator, we are in danger here of focusing
or putting too much concern on a relatively minor problem to the
exclusion of a relatively major one. Now it is true that various
thi called tax expenditures can distort the mix of investment
and lead to the choice of some investments over others at the

margin.

And it is true, if you did not have those distortions, there might
be some efficiency gains, and the economy would improve, although
I don’t think it would be anything striking. It wouldn’t be any
great, major improvement and could very easily be offset by mone-
ta%‘golicy or anything else, and you might never see it.

t kind of neutrality question is important. And I lend my
support to wanting to have it more neutral in the choice of the mix
of investments. But there is another neutrality problem. And that
concerns the decision about the level of investment. And that has
not been given consideration. It was given no consideration in the
Treasury's approach to the tax reform.

Our existing Tax Code is seriously biased against saving and in-
vestment. There is the multiple taxation of saving and investment
income. And, therefore, the main lack of neutrality in the code is
not 3 the choice of the mix, but in the decision to invest or not to
invest.

Now how can you get rid of that? Well, one way is to go to a
consumption-based income tax, and that gets rid of it. How did we

et rid of it in our code? Well, you can't get rid of it in our code.

t me ask that differently. How did we mitigate it? Well, things
like investment tax credits, accelerated depreciation tend to reduce
that first order of bias.

In doing so0, they may worsen the second order bias. But the first
order carries the more weight. If {ou attempt to reform the tax
system by fixing the secondary problem at the expense of increas-
ing the bias against saving and investment, you are not going to
improve anything because the efficiency gains you expect from
fewer distortions in the mix of investment are going to be com-
pletely swamped by the increased tax bias against the level of in-
vestment. And that is the fundamental problem with the Treasury
tax reform—certainly of Treasury 1. Once they{‘realized what they
had done after the event, they tried to pull back and mitigate some
of those adverse effects.

Earlier in the preceding panel and I think here, there has not
been any consideration, except from Mr. Boskin, given to the fact
that the main problem of our Tax Code is the bias against saving
and investment.

Senator BrapLEY. Wouldn't the best way to get savings up be to
balance the budget?

Dr. RoserTs. It depends on how you balance it.

Dr. Taus. Absolutely—in fact, in 1981 when it was first mposed
to load the Tax Code with all these savings incentives like 's, at
that time I testified that the result would be lower national saving.
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In point of fact, that's exactly what hasppened. And if you really
want to increase savings in the United States, you would get rid of
the savi incentives, which don’t do anything, and lower tax
rates and balance the deficit. That increases national savings.

Dr. BEHRAVESH. If I could just add here that there is no question
that in the very short run reducing the deficit would have a much
bigger impact on savings than would any of these tax reform pro-

being discussed.

Senator BrabrLey. Thank you.

Senator CHAFEE. Senator Symms, you have to go at a quarter of.
Why don't you go ahead.

Senator Symms. All right. Thank you. '

I want to ask primarily one question that is plaguing my con-
stituency in the State that I come from, Idaho. Our biggest source
of income in the State is agriculture. The second one is timber.
And minerals are very important. It's a resource-producing State.
We have one other area that'’s a bright spot in our economy. Those
three are very bleak spots in our economy. One bright spot is recre-
ation business.” Places like Sun Valley, McCell, Coeur d’Alene,
where we have a very high percentage. In 10 counties, over 20 per-
cent of the homes are second homes. And in another 10 counties
between 10 and 20 percent are second homes.

And, Dr. Roberts, you stated in your testimony that the rust belt
would be adversely impacted by the administration’s proposal
while inventory-intensive industries, such as retail would benefit.
In particular, agriculture, timber and transportation would be ad-
versely affected. Amusement, media, trade, and real estate would
be helped by the proposal.

Now my question is this: Let’s say this bill passes in its current
form, with no amendments. What is going to happen if Hecla
Mining Co. has to pay more money for taxes—which they have
done the numbers and they have shown that they would—the
price, then, of their stock would, I would assume, go down in value
if they paid more taxes because we would be taking away some of
the preferences that are in the value. The real estate values,
m!’dn’t they go down? Or at least there would be a reflection of

My question is: What is going to happen tc real estate values in
a resource-producing region of the country, whether it be Idaho or
some other area, even if the taxpayers thought on the front end
that they were going to have lower taxes? t happens to the
asset values of farms, of ranches, of real estate properties, of rental
properties, of resort areas, of mineral, and timber properties, if
lt)l;gse sectors have to pay higher taxes? What’s the impact going to

I'd like to hear each one of you on this.

Dr. RoBerTs. Let’s take mining. I'm not sure what this company
you mentioned produces, but most mining products face the world

rice. And if you face the world price, you can't Xnm taxes off in
Eigher prices. And so you have to absorb them. And so generally
what you tend to do is shrink your size. ;
) l;°‘;emd:or Symms. That means some men are going to lose their
jobs.
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Dr. RoBerts. That'’s right. In fact, if Kgu look at the impact that
the minimum tax provision in TEFRA had on the mining industry,
it did tremendous damage in terms of chrinking the mining indus-
try because the companies cannot pass these taxes on in higher
prices. So I would say it would be bad for mining. The agricultural
sector will suffer an increase in the cost of capital, because most
agricultural investment is classified as equipment for tax purposes;
not as structures, so they will find higher costs there.

There are other things happening to them. The change in ac-
counting rules, for instance. People with breeding stock are now
going to have to amortize or capitalize what were formerly current

ex'ﬁ;ses.
imber, of course, is hit. Your State——

Senator Symms. These are major——

Dr. RoBerTs. Your State will look like it has been through a war.
Ts?’ator Symms. Well, do you generally concur with that, Dr.

aub?

Dr. Taus. Well, I think I have spoken to people from about 35 of
the States, and everyone believes that they are going to be hurt
much worse than any one else.

I would agree with Dr. Roberts that mining will suffer a decline
in land values. There’s no reason why that should affect employ-
ment. That’s a change in the value of a fixed asset, gain or loss.

iculture is very complex. There probably will be a decline in
land values. On the other hand, there will probably be people
moving out of agriculture who are in it now just for tax sheltering
purposes. It’s not clear but most studies suggest that farmers might
end up somewhat better off. -

Second homes will probably benefit substantially. You are actual-
ly increasing consumer income significantly; particularly that of
upper income consumers. Anyone who owns a second home for
rental purposes can still deduct the interest, because anyone who
owns a second home also has a first home. Persons can take a
higher mortgage on the first home and deduct their second home
that way. So I would guess second homes would benefit.

In addition, Idaho is a low tax State, and, as a result, will prob-
glt’;{es have a higher increase in disposable income than most other

So, yes, some of the negative are true, but it's very hard to tell
how it would net out.

Dr. BEHRAVESH. In the interest of time I basically agree with
what Dr. Taub has to say. mmrobably is not going to get
hurt terribly badly, if at all. Mini ill. And 1t’s not clear what is
going to happen to the value of second homes. Resort areas, to the
extent that they provide a service, may benefit. The corporations
that run resorts may benefit from this kind of a tax bill. So the
Sun Valleys of this world may, in fact, be better off just from a tax
point of view.

So I don’t know that you can say categorically that Idaho or any
other State, depending on their industry mix, is going to be neces-
sarily worse or better off. But certainly mining, to the extent that
Idaho depends on mininﬁ, is going to be hurt pretty badly.

Senator Symms. Thank you, Mr. Chairman.
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I appreciate this hearing. This is good. I'm sorry I was late get-

ti&here.
nator CHAFEE. I thought these last few statements would be
music to your ears. [Laughter]

Gentlemen, let me ask you this: Are we necessarily discouraging
savings and investment when we lower the rates and take away
the preferences?

If you lower the .rates, presumably, the American people are

oing to spend their money on what they think is most important.
deed, suppose they did spend it all on criss-crafts, on boats or
whatever it is that some might consider frivolous. But if they did
that, presumably somebody is going to produce the boats or the
second homes or whatever and, thus, there is going to be a demand
for wood, a demand for metal, a demand for enillnnes. Isn’t that
what keeps the wheel turning? Am I missing something?

Dr. RoBerTs. Senator, the answer is this: Consider, for example,
the taxation of business income. When you lower the corporate
income tax rates, the main beneficiary—most of that goes to cap-
ital that’s already in place. So the existing capital stock, invest-
ment in place, gets a windfall gain. When you take away the so-
called preferences, investment tax credit or accelerated elements in
depreciation, f'ou are affecting new capital. If you look at Treasury
1, it is completely clear that the impact of the groposal was to

eatly increase the taxation of new investment and to give a wind-

all gain to investment that is already in place because the lower
rates did not compensate new capital investment for the loss of the
investment tax credit and the accelerated depreciation.

So if you take that approach, you have to figure what are you
doing on the margin for new investment. Has the after-tax rate of
return gone up or down? You can't assume that a reduction in the
rates automatically compensates for the loss of the preferences.

Now I don’t think the rates have been cut enough to compensate,
certainly not for machinery and equipment. And so you face a situ-
ation where the cost of capital employed in machinery rises as a
result of the proposal. The cost of capital employed in structures
and inventories fall as a result of the rogosal.

Senator CHAFEE. What do you sa¥, . Taub?

Dr. Taus. I believe you are absolutely correct. There are several
issues involved. The one that impresses me the most is that Mr.

berts' argument would have you go to a British system where
you have very, very high marginal tax rates, and then give credits
to investors.

Dr. RoBerts. That’s simply not true. I'm talking about the
changes from an existing point in tax law. We have current law.
I'm talking about the changes posed to this overall system.

Sendtor CHAFEE. In other words, what you were talking about is
the maximum rates being at 46 percent, but having the ITC plus
the ACRS as op to 33 percent and no ITC.

Dr. ROBERTS. t's right.

Senator CHAFEE. And the change in the depreciation.

Dr. RoBerTs. And in that case, some forms of capital benefit,
others don’t. The net change will be against the rate of return
earned on machinery.

Dr. Taus. But—
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Dr. RoBerT1s. I'm glad to see Mr. Taub is now out supply siding
me. I think this is a hopeful development.

Senator CHAFEE. Well, let’s let him have his chance.

OK, Dr. Taub.

Dr. Taus. That's right. It really is. You are raising a very impor-
tant point. I think the point, as the four gentlemen who were here
earlier this morning said, is that more investment by itself is not a
goal of the Congress. What the goal of the Congress 18, is promoti
economic efficiency, and promoting economic growth. And as
four panelists said before and as I am arguing now out aup;&liy
siding Mr. Roberts as he points out, is that to have economic effi-
ciency and have growth what you want to do, is lower tax rates.

The unemployment rate is currently over 7 percent. There is no
logical reason why the policy of the United States should be to en-
courage unproductive investments at the expense of labor. In other
words, hire machines and fire workers. What you want people to do
is to do what is most efficient. And the way you increase total pro-
ductivity is by havmf lower marginal tax rates and less incentives
which are subsidies, for all things, including investment.

Senator CHAFEE. And so you say to the industries that have u?ri-
marily been the beneficiaries of the ITC, which are our manufac-
turing industries, it's goiﬁg to be rough, but in the long run thé
country will be better off if we just lower rates and don’t give these
preferences. Is that it?

Dr. Taus. Well, the first thing I would argue, although it hasn’t
yet been discussed—but changes of this magnitude should be
phased in or phased out. It shouldn’t be done January 1. I would

~ certainly say that. That’s No. 1.

No. 2, it’s not clear that a lot of these companies were helped tre-
mendously by the policy of the last 3 years.

Dr. RoBerTs. The policy of the last 3 years was to raise taxes.

Dr. Taus. Gee, I missed that one.

Dr. RoBerTs. That was in 1982, 1983, and 1984.

Dr. BEHRAVEsH. I'd like to——

Senator CHAFEE. Let's take it in order here.

Dr. Behravesh.

Dr. BenrAvesH. I would like to make two points here. One, I
would like to come to the point that Dr. Taub made which I think
is a—

Senator CHAFEE. You have got to help me get your names
straight. Behravesh.

Dr. BeHRAVESH. Behravesh, yes. The one point that Dr. Taub
made was that on many of these provisions you should phase them
in. I agree wholeheartedly. We have gone around and around on
this issue of hurting those industries, the manufacturing indus-
tries, that are already being clobbered by the strength of the
dollar. So the timing on this time couldn’t have been worse because
heredyou are going to be hitting them again at a time when they
are down.

So I would argue for phasing some of these provisions in over a
lox'lﬁlperiod of time. I think that’s very important.

e other issue is the point I made earlier; namely, 1 don’t un-
derstand why you have to have tax reform where you raise corpo-
rate taxes and lower personal taxes. I think if you really were neu-
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tral with respect to corporate taxes, you could lower corporate tax
rates even further than the President’s plan and offset some of the
negative effects on the cost of capital that we have been talking
about today.

Mr. RoBerts. Mr. Chairman, I want to correct here for the
record. Mr. Taub didn’t listen very carefully to what I said, and I
don’t want his explanation of my statement standing.

Neither did he listen very well to the previous panel, because
Mr. Boskin dissented quite strongly from the panel and agreed
with me that you have to be very careful in reducing the distor-
tions in the choice of the mix of investment not to increase the bias
against the level of investment, or the decision about the level of
investment. And I think this is the failure of the tax reform
debate. To address that.

Now what my position is——

Senator CHAFEE. Now is that the same point that Dr. Behravesh
made? In other words, you are shifting your——

Dr. RoBerTs. The point that Dr. Boskin made in the prior panel.

Senator CHAFEE. Yes. )

Dr. Roserts. What they have done, they've addressed a second-
ary question to the exclusion of a major one. They are worried
about distortions in the Tax Code that govern the choice of differ-
ent kinds of investments. They are neglecting the distortions in the
Tax Code that determine whether to invest or not.

So the level of investment is being neglected. The decision deter-
mining the level of investment is being neglected, and people are
focusing on a secondary problem; that is, the mix of investment.

The level problem is the fundamental one— the biases in the
Tax Code against saving and investment. That is a more fundamen-
tal problem than distortions in the the mix of investment.

Now my position is that I am perfectly prepared to reduce tax
rates, and I do not see this as a question of do we reduce tax rates
or do we keep preferences? That is not my position at all, Mr.
Taub. What I am reporting to you is that according to my calcula-
tions, the loss of the preferences is not offeet by the reduction in
tax rates for certain classes of investment; particularly, those in
machinery and equipment.

Senator CHAFEE. OK.

Anything else, gentlemen?

[No response.]

Senator CHAFEE. Well, thank you all very much for coming. We
appreciate it. You have helped us out.

[Whereupon, at 11:56 a.m., the hearing was concluded.]
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