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MIDDLE-INCOME TAX CUTS

TUESDAY, NOVEMBER 26, 1991

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

The hearing was convened, pursuant to notice, at 10:00 a.m,, in
room SD-216, Dirksen Senate Office Building, Hon. Lloyd Bentsen
(chairman of the committee) presiding.

Also present: Senators Moynihan, Baucus, Bradley, Daschle,
Packwood, Roth, Danforth, Chafee, Symms, Grassley, and Hatch.

[The press release announcing the hearing follows:]

[Press Release No. H-81, Nov. 22, 1891]

BeNTSEN CALLS HEARING ON MIDDLE-INcOME TAx Cut; FamiLies Took Hit During
1980's, DEservE HELP, CHAIRMAN SAYS

WastiNgTON, DC—Senator Lloyd Bentsen, Chairman of the Senate Finance Com-
mittee, Friday announced a hearing next week on cutting taxes for middle income

Americans.
The heaﬁtg will be at 10 a.m. Tuesday, November 26, 1991 in Room SD-216 of
en

the Dirks enate Office Building.
“The last decade has been a tough one for middle income American families. Dur-

ing the 1980’s they saw their taxes go up while their incomes fell, by nearly $1600
on average. ] want to make sure that middle income American families—who got
80 little from the policies of the 1980's—get at least a share of the peace dividend,

now that the Cold Way ie behind us,” Bentaen said.

“Lowering their taxes would improve their prospects—by helping build consumer
confidence and by boosting the economy in other ways,” Bentsen said.

“Senators Roth, Mikulski and 1 have introduced legislation to give families a tax
credit of $300 for every child under age 19, thereby reducing income taxes by 26
ercent for a family of four making $35,000 a year, and to restore and expand the
ndividual Retirement Account. It would be paid for by a modest cut in defense

spending,” Bentsen said.
“We'll want to take a close look at this bill and other proposals to cut taxes for

middle income American families,” Bentsen said.

OPENING STATEMENT OF HON. LLOYD BENTSEN, A U.S. SEN-
%I'IQ'OR FROM TEXAS, CHAIRMAN, SENATE FINANCE COMMIT-
E
The CHAIRMAN. If you will please be seated, we will get under
way. If you would cease conversation.

As families sit down for Thanksgiving dinner, it will be a time
to reflect on a basic American belief that with hard work, all of us
are capable of improving our standard of living.

For generations, children have claimed what seemed to be a
birthright; a step up in life. That promise of a step up, almost
unique to America, stands to becomek as worthless as stock in a
bankrupt S&L. Today's generation of 'male hi%h school graduates
will be the first to do worse than their fathers. For too many Amer-

8Y)
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ican families, the dream of homeownership is turning into an eco-
nomic “Nightmare on Elm Street.” Home prices collapsed last year,
causing a stunning $181 billion plunge in family worth. That is the
first such decline in two generations.

Two paychecks became a necessity of life in the 1980’s as the
costs soared for basic necessities of life. A typical family today pays
$1,300 for a health insurance policy that cost them $150 in 1980.
And that policy today has higher deductibles and less benefits,
more co-payments.

Families with children saw their taxes increase while their in-
come dropped by some $1,600 on the average in that decade. We
need to turn that one around. I have introduced, along with Sen-
ator Roth, Mikulski, and others, a bill that would give hard-
pressed, middle-income Americans a tax cut; one that would help
jump-start this economy.

e have proposed a ¥300 tax credit for every child under the age
of 19 which would reduce the income tax of a family of four making
$35,000 a year by one-fourth.

We are also proposing to expand individual retirement accounts.
That would give the economy an additional kick by immediately
freeing up some $630 billion in existing IRA and 401 accounts. This
legislation would also allow middle-income Americans to use their
savings to buy their first home.

Our tax cut would be fully financed by a 5-percent cut in the 6-
year defense budget that was submitted by the President a year
ago. The world has dramatically changed since then. According to
press reports, the Joint Chiefs of Staff are considering additional
cuts of as much as 8 percent. After being ignored by the policies
of the 1980’s, middle-income families are surely entitled to a share
of this piece dividend.

The tax cuts would go into effect on January the 1st, and the de-
fense cuts would not start phasing in until fiscal 1993, thereby giv-
ing a real economic boost to the economy. I am today releasing an
econometric analysis by DRI which concludes that the IRA provi-
sion alone would help jump-start the economy; it would create an
increased projected growth by 10 percent next year; it would create
85,000 new jobs during the year, and over 200,000 new jobs in
1993; and it would add nearly 50,000 new housing starts each year.

Together with the Child Tax Credit, our proposal would add $24
billion to the economy next year. Families need help—our economy
needs help. The administration has been following an economic pol-
icy of denial and delay and it is time for us, working in cooperation,
to step up to these problems and to deal with them.

In my view, cutting taxes for middle-income Americans is a top
priority. I have outlined our legislation, and I know that several of
my colleagues have proposals of their own to discuss. I am looking
forward to hearing more about them.

Today we are hearing from Secretary of Housing and Urban De-
velopment, Jack Kemp, who has some important views on the sub-
ject of tax cuts in his area of responsibility, and from other knowl-

edglgable witnesses today.
[The prepared statement of Senator Bentsen appears in the ap-

pendix.]
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The CHAIRMAN. I am going to ask my colleagues to hold their
comments to 3 minutes, because we will have a number of them
coming in, and we have a number of votes coming on the floor as
we try to wrap up this session.,

I would now defer to my colleague, Senator Grassley.

OPENING STATEMENT OF HON. CHARLES E. GRASSLEY, A U.S.
SENATOR FROM IOWA

Senator GRASSLEY. Mr. Chairman, at the end of 3 minutes, I will
quit and put the rest of my remarks in the record.

The CHAIRMAN, Thank you.

Senator GRASSLEY, I greatly appreciate your convening the hear-
ing today, because this is an extremely important issue; the issue
of tax cuts for middle-income Americans. So, I commend you for
your leadership.

Now, looking at the witness list, except for Secretary Kemp and
Senator Specter, one would get the impression, would one not, that
only Democrats are intercsted in family tax cuts and have ini-
tiatives on the table.

The CHAIRMAN. Well, let me say on that, Senator Grassley——

Senator GRASSLEY. Would that come out of my 3 minutes?

The CHAIRMAN. No, it will not. But let me answer that by saying
to you that I invited some Republicans, in particular, the Secretary
of the Treasury and the Director of OMB, and they chose not to
?ﬁ'er their ideas. Perhaps they have not decided on what they are

or.

Senator GRASSLEY. I have a comment on that, as well.

The CHAIRMAN. Good.

Senator GRASSLEY. But, first, before I comment on the adminis-
tration, I would like to say that a number of us in Congress, includ-
ing Republicans, have offered proposals to accomplish tax fairness
for families.

Some of us Republicans have been trying to make middle-income
tax credits and their cuts a priority for over a year. My only regret
is that we have not been able to achieve these family tax cuts be-
fore now. )

Being the minority party in Congress, combined with the help of
a reluctant White House, Kas not necessarily helped our cause, Mr.
Chairman. I admit that.

Nevertheless, once this hearing is over, I have little doubt that
we will only be hearing about Democratic initiatives.

However, I would note that Senator Coats’ legislation which has
been in the hopper for a long time, has not been on the agenda,
or mentioned in the briefing material.

Now, despite the administration’s missteps on this issue, I highly
commend giscretary Kemp for bucking WEjte House insiders and
carrying on the torch of Republican tax cuts.

I can only hope that the administration will see the light and get
out in front on this growing movement.

As I have stated, despite the lack of press attention, a number
of us Republicans have geen trying for at least a year to get family
tax cut proposals on the table.

Last April, as a member of the Budget Committee, I offered an
amendment to the Budget Resolution recognizing the need for Con-
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gress to pass tax cuts for families. Now, Mr. Chairman, this
amendment was adopted overwhelmingly 18 to 1 in that commit-
tee.
The CHAIRMAN. Senator, let me reward you for your early arriv-
al. Use your full 5§ minutes so you do not have to talk so fast.

Senator GRASSLEY. Well, all right. Last Ma , I introduced the
Emergency Tax Relief for Family legislation, which is comprised of
a package of two bills. The first bill, S. 1013 would expand the

oung child tax credit up to $500 to families with adjusted gross
incomes of under $50,000, and with children under 5 years of a?e.

Now, Congressman Frank Wolf, in the House, is a sponsor of a
companion bill. Currently, this credit is tied to the earned income
tax credit and is only available to families with an adjusted gross
income of under $21,000 and with children under 1 year of age. In
addition, the maximum credit is only around $360.

My second bill, S. 1014 would increase the dependent exemption
from the current $2,150 to $7,000 by the year 2000. This is ap-

roximately what the exemption would be if it had kept up with
inflation. The nearly $5,000 loss due to inflation underscores a
growing unfairness to families reflected in the Tax Code.

I joined with Senator Coats and Congressman Wolf over a year
ago. We took the lead in Congress in pushing tax fairness for fami-
lies. Increasing the de%endent exemption seemed to be the easiest
way to address the problem since this mechanism was in place and
well known.

In addition, these exemptions are phased out for higher income
families so that the wealthy do not benefit from them. However, a
major shortcoming in this approach is the fact that low-income
working families with no taxable income would not be helped with
just an increase in the dependent exemption which is not refund-
able. I therefore introduced an increase and modification in the

oung child tax credit which is refundable and which will help low-
income families.

I ask that the balance of my statement be placed in the record.

['l;llge ]prepared statement of Senator Grassley appears in the ap-
pendix.

The CHAIRMAN. That will be done. Thank you very much, Sen-
ator. I am going to ask my colleagues which I ﬁave not done before,
but because of the shortness of time and the number who have
asked, if you would limit your comments, each of you, to five min-
utes. Then we will take your entire statement in the record.

And since we have a bill on the floor that is within the jurisdic-
tion of this committee, I am asking Senator Rockefeller to speak
first. If he would then afterward leave to go over and manage the
bill, I would appreciate that. Senator Rockefeller.

OPENING STATEMENT OF HON. JOHN D. ROCKEFELLER IV, A
U.S. SENATOR FROM WEST VIRGINIA

- Senator ROCKEFELLER. Thank you, Mr. Chairman. Let me get to
the point. There is an enormous feeding frenzy in Washington right
now on the part of both parties and many people to try to ﬁng a
way to give tax relief to the middle class. I think that 1s very im-
portant and very laudable. I would introduce a note of caution,

though.
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The National Commission on Children feels very strongly about
the same thing. The Chairman of the Finance Committee, Senator
Lloyd Bentsen, authored the legislation that created the National
Commission on Children, which I chaired.

We came to the very strong, unanimous, bipartisan conclusion
that any tax credit given on the personal income side should be
given to families with children and to all families with children.

Our concern, Mr, Chairman, is that in a country where work is
meant to be rewarded, where, if you play by the rules and, there-
fore, work hard, there should not be an indication that some fami-
lies with children are better than other families with children. And
for that reason, we attached the word “refundable” to our proposeci
tax credit.

It is the unanimous feeling of the National Commission on Chil-
dren that all families who are trying to make it by the rules, and
even some who cannot, but are trying, that in all those families,
bringing up children is a first priority in this country; that parents
are doing their best against unbelievable odds—lack of time, lack
of income, presence of stress—to be good parents, but that they are
finding particularly it is hard in terms of income.

The refundable tax credit of $1,000 is the centerpiece of our in-
come security proposal in the National Commission on Children.
But it is not the only part of our income security package.

We want to see the earned income tax credit made more avail-
able to more people who would be eligible for it, and we want the
forms that are involved with the earned income tax credit to be
more simplified, more understandable.

We also have what we think is a very important addition to Sen-
ator Moynihan's and this committee’s %amlly Support Act of 1988,
which would make available between $25 and 535 billion in the
private economy which is owed by absent fathers to their familirs
and children.

In other words, under the law, so-to-speak, they owe, but so
many of them are not paying. And we have figured out a way to
close the loop on them and to thus cause some $26 to $356 billion
of the private economy-—no Federal money involved—to flow to
children and families who need support.

I guess my point on the refundalgle tax credit, Mr. Chairman, is
that we should not say that only those families who pay an income
taxa—who earn enough to pay an income tax—are eligible for a tax
credit.

That is like saying that the many families in which one of the
parents is working full-time, but at a minimum wage job, that they
do not count, because they do not come up to the level of where
they have to pay in income tax.

Or where both parents in a family may be either working part-
time or full-time, but again at low wage jobi where they do not
come up to that level where they have to pay in income tax.

So that the concept of a refundable tax credit of $1,000, to us,
is the central part of our package of income security part, which,
taken together, would lift the overwhelming majority of families in
poverty in this country out of poverty, and help every single family.

Well, some people say EITC is designed to help the working poor,
and it 1s a good first step, but it does not do the job.



6

So, we think that the refundable tax credit to all families, saying
to America that all families, whether they are bringing up children
of rich families, poor families, families in between, that if you are
bringing up a child, you are doing the most important thing that
you can do in this country and you deserve the help.

You deserve, if you are paying an income tax, to keep $1,000
more of the income that you are already making. You keep it. Do
not send it in to the government.

Or, if you are below that point where you pay an income tax, it
would be a refundable tax credit. We think that is a sacred prin-
ciple, Mr. Chairman, in that all children in this country are impor-
tant.

We are at the point now we are within 10 or 15 years of one
worker in this country supporting two Social Security retirees,
whereas back in the 1960’s, 1t was 15 workers. We do not have a
single child to waste, and we think, therefore, that a refundable tax
credit giving a tax break to ~il families is important. I thank the

Chairman.
[The prepared statement of Senator Rockefeller appears in the

appendix.] ‘

The CHAIRMAN. Senator, let me say that I want to congratulate
you on the superb job you have done as the Chairman of the Chil-
dren’s Commission, and the incredible hours you have devoted to
it, the energy you have committed, and the leadership you have
slhown. And on your refundable tax credit, I am sympathetic to
that.

What we introduced here is a bill to build on, not the end. And
what we are trying to show is that we were directing this at mid-
dle-income people who have taken quite a hit, which we did not try
to assist to that degree in the lastqbill, or the bill before that one.

Last year, as you well know, we passed legislation for an $18 bhil-
lion earned income tax credit. That is doubling what we have spent
on that in years past; a major move in that direction.

Now, this is a major move on middle income. And we are gcing
to do some supplementary things and all of these Senators have
ideas as to what we ought to do about it, including you and the
other two ready to testify. So, I appreciate very much your con-
tribution. Are there any comments for the Senator? Yes. Let me
now finish with these, and we will get back to the opening state-
ments, for those who arrived late. Thank you very much, Senator

Rockefeller,
Senator Bradley.

OPENING STATEMENT OF HON. BILL BRADLEY, A U.S.
SENATOR FROM NEW JERSEY

Senator BRADLEY. Thank you very much, Mr. Chairman, for the
orportunity to testify today, and I thank you also for your leader-
ship on the issue of providing tax cuts to America’s families in a
time of real need.

It is time that we cut spending and give the money back to
America’s families. It is as simple as that. I think it is also time
that we have to be held accountable for how we spend taxes. In last
year’s budget agreement when we asked everyone to tighten their
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belts, we did not eliminate one of the existing 4,000 government
programs——not one,
early there are some programs that have outlived their useful-
ness, and we ought to eliminate those and give the money back to
é’nperica’s families. But also, let us be realistic about what we are
oing.

None of these proposals—mine included—will automatically
jump-start the economy in the recession, or guarantee long-term fu-
ture growth and prosperity. Our problems are deep and very seri-
ous, and they require evaluation of more than just the Tax Code.

But the fact that we cannot solve all of our economic problems
tomorrow does not mean that we should not start today. And what
we need, above all, is trust. American people are very skeptical of
their elected officials right now.

In order to regain that trust, I think we have to prove that we
are on their side. That means putting money back in their pockets
and being very sieciﬁc about how we will pay for it.

The proposal that I offer you today does that. It provides a $350
tax credit for every child in America, meaning a family with three
children would pay $1,050 less in taxes each year, and it pays for
1t by making specific programmatic cuts; $80 billion in specific de-
fense cuts, and $38 billion in specific domestic cuts; indeed, elimi-
nating several programs that have outlived their usefulness.

Now, why do we do this? I do not thiuk I have to tell the Finance
Committee about the pressure middle-income families, all families
are under; high health insurance costs; the cost of housing, college
tuition.

In fact, Mr. Chairman, as you probably know, looking at the av-
erage post-tax per capita income—families with children in Amer-
ica are the lowest income group—below singles, below families
without children, below the elderly.

In fact, the real median famif)’/ income for young families be-
tween 25 and 34 fell by 5 percent in the 1980’s. And you might add
to that the costs, housing costs have gone up four times in 20
years; college costs have goubled; two-thirds of women with chil-
gire;x are working and child care costs have skyrocketed. The need
18 clear.

So, Mr. Chairman, the proposal that I offer, a $350 tax credit for
every child—every child in America—is characterized by several as-
pects that I think separates it from some of the other proposals.

First, it is indexed to inflation, and, therefore, will grow over
time. By 1995, it would equal about $400 per child. This 1s in addi-
tion lto the $2,000 exemption which is not eliminated under my pro-
posal.

This will provide $116 billion of tax relief for America’s families
over the next 5 years; approximately 32 million American house-
holds would benefit directly from this proposal.

So, the first point is it is universal, and it is indexed, second
point. Third, it 1s refundable. That means families who do not owe
Federal taxes will receive back from the government a check for
$360 per child.

Why refundability? Without it, Mr. Chairman, 25 percent of our
families would receive no benefits, and those families are precisely
the ones who are suffering most. I think that any tax relief aimed
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at children must be universal for all families on the grounds of fair-
ness and building a better future for all families.

The Federal income tax threshold next year for a family of two
children is about $15,000. If the credit was non-refundable, families
below this income level—about a quarter of all families—would re-
ceive nothing, and another 10 to 16 percent of the families would
receive only a partial credit. To me, this just does not make sense.
Costs have been going up for all families, not just those making
more than $16,000 a year. )

Of the 32 million U.S. households with kids, about 4 million are
on welfare. Of the roughly 60 million kids in the U.S., about 7 mil-
lion are on welfare. Refundability would help these welfare fami-
lies, but making the credit non-refundable would not just hurt wel-
fare families. If the credit was non-refundable, about 3 to 4 million
non-welfare families would also receive nothing, and an additional
3 tg 4 million non-welfare families would receive only a partial
credit.

So, Mr. Chairman, I would hope that we could move on this tax
credit. And, as I said, it is paid for by specific cuts.

The message is to cut spending and give the money back to
America’s families. A $350 tax credit for every child; a family with
three children saving over $1,000 in taxes, and doing so by cutting
$80 billion in defense spending and $38 billion in specific domestic
spending cuts.

I thank the Chairman for time. And when I return to the panel,
I will not claim my opening statement time.

The CHAIRMAN. Any questions of Senator Bradley?

[No response.]

The CHAIRMAN. Thank you very much, Senator.

Senator Specter.

STATEMENT OF HON. ARLEN SPECTER, A U.S. SENATOR FROM
THE STATE OF PENNSYLVANIA

Senator SPECTER. Thank you, Mr. Chairman, and members of
this distinguished committee. I support the pending legislation:
Senator Bentsen’s proposals for tax cut on migdle Americans and
the Super IRA’s.

I come, in addition, to discuss briefly S. 1984, which is the pro-
posals which Senator Domenici and I offered last week to make
available now to middle-income Americans up to $10,000 of exist-
ing IRA’s, providing they are spent on consumer goods, with the
thrust being to stimulate consumer purchasing power now.

The special concern that I would offer, Mr. Chairman and mem-
bers of the committee, is that action be taken soon, promptly, like
immediately. I realize, however, that in the last day of this session,
it is not likely that we are going to pass legislation.

Last week I urged the Congress to stay in session during Decem-
ber to address this legislation, and made a similar appeal to the
administration, and in fact, discussed the proposals of Senator Do-
menici and myself with Secretary of the Treasury Brady, Chairman
of the Federal Reserve, Alan Greenspan, Chairman of Economic
Advisors, Michael Boskin, and also Chief of Staff, Governor

Sununu.
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I was told by ranking administration officials they thought it not
worthwhile, not wise, to pursue an economic package in December
under the pressure of adjournment, because decisions might be
made which were not as wise as those which would have more
time.

Speaking only for myself, I disagreed with that on the grounds
that Congress responds when there is a timetable and that the
problems are so urgent in the economy today and the recession—
yes, I said recession—is so serious, if, in fact, it is not even more
than a recession, that Congiress ou%ht not to be in adjournment,

but ought to be addressing these problems.
But the administration has plans for the President’s program to

be outlined in the State of the Union speech, and then to take its
due course with the Congress. I am concerned about that because .
if the State of the Union is made in late January or early Feb-
ruary, and then the Congress starts to consider the issue and does
so in February, and in March, and in April, and in May, we have
a way of consuming all of the time which is available.

My sense is if we moved on S. 612, or if we moved on the pro-

osal which Senator Domenici and I have offered to make available
funds now for spending from IRA’s, or if we were to amend the pro-
posal which Senator Domenici and I have offered to encompass the
provisions of the Bentsen-Roth program, that is on so called cayital
expenditures about which Senator Bentsen spoke on the floor last
week, namely first-time home purchases, or college education, or
medical expenses, then it will be enormously beneficial to do that
at the present time.

I note that S. 612 was introduced on March 12 of this year, and
that at that time it had 74 co-sponsors, including 29 Republicans,
so that Senator Grassley’s very cogent early comment that Repub-
licans are represented on this issue is reinforced by the fact that
there were 25 Republicans who stepped forward to co-sponsor this
legislation back on March 12. The question arises in my mind, Mr.
Chairman and members of this committee—and I think all those
present are co-sponsors—why have we not acted on S. 612 ap to
the present time? That is the same question I asked on the Senate
floor last week when we had a spirited debate among Senator
Beixfltsen, Senator Roth, Senator Chafee, Senator Domenici and my-
self.
I would reiterate, Mr. Chairman, it is even yet not too late in the
day. I understand the protocol on such issues having originated in
the House, but they are not too far away. There have been occa-
sions when revenue bills, although not originating in the House,
have been enacted into the law when originating in the Senate.

But I do not like to go back to Pennaylvania and face my ques-
tioning constituents on why Congress has not acted. I would prefer
to stay in session and continue these proceedings and really face
up to why this spectacular legislation—I hope you will not mind,
Ng'. Chairman, if I call your legislation spectacular—74 co-spon-
sors, with a good bipartisan mix is not enacted to try to stimulate
the economy now. I yield back the balance of my time.

The CHAIRMAN. Thank you very much for your testimony.

Senator SPECTER. This would not hapI[()en on the Judiciary Com-
mittee, Mr. Chairman. [Laughter.] Thank you.
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The CHAIRMAN. They do have problems on Judiciary, do they
not? [Laughter.]

Senator SPECTER. Yes. We have problems and questioners.

The CHAIRMAN. Our next witness is Senator Gore, and Con-
gressman Thomas Downey. Here are two legislators who have had
a deep interest in the subject of middle-income tax fairness and
have worked hard with the legislation. I look forward to hearing

from you. - - -

STATEMENT OF HON. AL GORE, JR., A U.S. SENATOR FROM
THE STATE OF TENNESSEE

Senator GORE. Mr. Chairman and members of the committee,
thank you very much for the opportunity to testify this morning.
And may I particularly acknowlesge the contribution that you per-
sonally have made, Mr. Chairman, and the leadership you have
provided with your proposal for tax relief for middle-income Ameri-
cans. I also want to acknowledge the work of Senator Bradley and
Senator Rockefeller, also members of this committee.

My colicague, Congressman Downey, and I offer a different plan,
but share your commitment to providing meaningful tax relief to
middle-income American families who are facing unbearable finan-
cial pressures.

All across our country, millions of Americans and their families
know what the White House apparently does not know: this reces-
sion is real and it is not over with. It is as real as a mortgage that
cannot be paid, a doctor’s bill not covered by insurance, and college
tuition beyond a family budget.

Americans knbw that we are on the wrong track and we necd

some significant changes. They also know that during the last
dozen years, the rich have gotten richer and the poor have gotten
po}frer and the Reagan-Bush tax policy has been part of the reason
why.
And as we look at what we should do now, I think it is fair to
spend just a moment reviewing what has happened on tax policy
in the last decade. This first graph, Mr. Chairman, is one that
members of this committee are very familiar with. It shows a per-
cenltggg change in the average family income after taxes from 1977
to .

This is adjusted for inflation. And, as you can see, those in the
top 1 percent have had their real after-tax income go up in ad-
justed dollars 136 percent. Their incomes have more than doubled
in real terms.

And the middle-income taxpayers those families at $31,000 per
year—the median, as you weﬁ Know, is about $34,000 per year—
their real after-tax income has declined; and all those below
$30,000 a year have seen a real decline in their after-tax income.

Now, if I could look at the second graph just briefly. Tax changes .
have been one of the principle reasons why these changes occurred.
You can see the changes since 1977 in billions of dollars paid in
taxes by income group.

The top 1 percent there on the far right have had an $83 billion
decline in their taxes in real terms, while middle-income Americans
have had a real increase in their taxes after you adjust for infla-

tion.
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So, when we talk about how to fix this problem, let us remember
what has contributed to the problem amf how it has come about.

Now, Congressman Downey and I have a proposal which focuses
on giving the relief to middle-income families with children. We
focus on a refundable tax credit for children, further changes to the
earned income tax credit—and we pay for it.

It is easy enough, Mr. Chairman, to do as some of the Repub-
licans have done, propose another tax cut—theirs, of course, is
again aimed at the wealthy——and not propose a way to pay for it.

e propose a way to pay for our tax cut.

Ours also is aimed at those who need it. I would like to briefly
illustrate the difference between the Republican proposal and the
Gore-Downey proposal. 1 brought a common children’s toy, Mr,
Chairman, to illustrate the difference. These are actually adjusted
for the distribution. These are mathematically accurate.

This is the gravy train of the personal exemption proposal. This
is the richest category, the very top group, families earning more
than $125,000 per year. And this tallest column is the size of the
benefits they would get under the Republican proposal, which,
again, is not even paid for.

The next group, above $75,000 a year, would get this next largest
amount in tax benefits. Those getting $35,000 a year would get far
less, and those middle-income taxpayers on the low side of the mid-
dle-income category would get only $338 per year, bringing up the
rear of the Republican gravy train.

Now, Gore-Downey, by contrast, we call the Little Engine that
Could. This is what Gore-Downey would do by way of distr’ibuting
the benefits. The wealthiest families above $120,000 a year woul
get some relief, but not very much. $60,000 and above, a little
more, but not much more.

Middle income families with children, under Gore-Downey, would
get the most benefits of our proposal. That is the way 1t is de-
signed. And those who are not working would have the incentive
to go to work, to take advantage of job training, and to get on the
work rolls, so that you would have an incentive to work and make
more because the more you move into the income earning category
and ghe more you make into the middle-income category, the better
you do.

So, in conclusion, Mr. Chairman, our proposal is paid for, the
benefits are distributed to those families that need the benefits;
and it is paid for by those who have benefitted unjustly by the
changes of the last decade. Thank you, Mr. Chairman.
d.[’I]‘he prepared statement of Senator Gore appears in the appen-

ix.
The CHAIRMAN. Gentlemen, I will look forward to seeing you on
the 6:30 news. [Laughter.]

Congressman Downey. :

Senator GORE. I am not sure anyone but President Kemp will be
on the 6:30 news. [Laughter.]

The CHAIRMAN, Congressman Downey.

Congressman DOWNEY. Mr. Chairman, I would observe that we
have everyone that disagrees with the administration present.

The CHAIRMAN. Go ahead, Congressman.
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STATEMENT OF HON, THOMAS J. DOWNEY, A U.S,
REPRESENTATIVE FROM NEW YORK

Congressman DOWNEY. Mr. Chairman, before specifically talkin
about the Working Family’s Tax Relief Act which my colleague,
QGore, has just outlined graphically, let me explain why this legisla-
tion, in my view, is both vital and necessary.

In the early 1980's, President Reagan proimmised America that a
rising tide would lift all boats. But the President did not say that
this would be a selective tide; one which would raise up the big
fancy yachts, squeeze the ordinary mid-size ships against the
docks, and leave the rest of the boats sitting on the bottom.

The fact is that despite 7%z years of sustained economic growth
during the 1980's, individuals 1n the bottom 40 percent of the in-
come distribution chain exgerienced significant losses in income.

And, since 1977, while the richest 1 percent of the population re-
ceived a total of real relative gain in pre-tax income of $271 billion,
today the richest 1 percent of the population has more income than
the poorest 100 million Americans. If this is a high tide, what will
the water front look like when the tide is low?

The Congressional Budget Office has estimated that Federal
taxes have increased $13 billion per year for middle-income fami-
lies between 1977 and 1992, while taxes on the richest 1 percent
have been lowered by $65 billion.

And single-parent families have been discouraged for working,
because for every dollar they earn, the reduction in Federal bene-
{its or tax increases exceeds 50 cents, and often approaches one dol-
ar,
This is the result of rising tide, or trickle down economics. Al-
though many suspected this in 1980, we now have tangible evi-
dence that this approach has failed. We have a $3.8 trillion debt;
middle-income families worry about making ends meet; and the
working ﬁoor struggle simply to survive, and something has to be
done to change this.

The Working Family Tax Relief Act—or Gore-Downey—addresses
these problems in three simple ways. First, it gives working fami-
lies a meaningful tax cut by replacing the personal exemption for
children under the age of 18 with a more progressive, refundable
credit of $800, which Al has graphically demonstrated with the
Lego trains.

econd, it assists working poor families by expanding the earned
income tax credit and making the credit more sensitive to family
size. This will strengthen the belief that work pays.

Finally, Gore-Downey addresses the imbalances of the past dec-
ade by requiring the wealthiest Americans to pay their fair share
of taxes. Let me just cite two examples of the benefits of Gore-Dow-
ney to working families.

For working families with children and incomes between $10,000
and $75,000, Gore-Downey would provide a tax cut of more than
$20 billion a year. Federal taxes would fall 8.1 percent for a four-
person family with an income between $35,000 and $50,000.

With the horizon a little crowded by the excellent work of Sen-
ator Bradley and you, yourself, Mr. Chairman, the tax relief pro-
pusals that I want to highlight make some differences. And one of
the things that distinguishes us from all but Senator Bradley’s is
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that we provide a refundable child care credit. And I cannot em-
phasize enough the importance of refundability. A non-refundable
credit would exclude a fourth of the children in the United States.
Additionally, some 45 percent of Hispanic children and 50 percent
of black children would receive no benefit unless the credit is re-
fundable. The Gore-Downey refundable credit would remove
600,000 families from poverty.

Second, the cost of the Gore—Downey child credit, more than $90
billion, has been paid for through an increase in taxes on the rich-
est Americans. is leaves any anticipated savings in defense
spending to be used for other urgent need.

Also, by increasing the tax on the top income level, it will bring
%x;d element of fairness, which has long been absent, into the Tax

e.

Third, the exi)ansion of the earned income credit included in
Gore-Downey will continue the effort to help the working poor stay
afloat. It builds on welfare reform, the Child Care Act of last year,
and other legislation which was crafted to help and encourage peo-
ple to get to work.

In conclusion, I must note, Mr. Chairman, that this issue is only
one aspect of providing relief to working families. They need com-
prehensive health insurance, an unemployment insurance system
that works, and better financial aid to send their children to col-
lege. But most of all, they need an economy that not only grows,
but this time grows for every working family. Thank you.

['I‘he:i pr?pared statement of Congressman Downey appears in the
appendix..

he CHAIRMAN. Thank you very much, gentlemen. I have only
one question, because I understand your legislation. You have a tax
increase that takes effect in 1992, and your cut does not take effect
until 1993. If that is correct, and we are in a serious recession, do
f'ou not have some concern about the contractionary effect of this
egislation? Are you concerned that it might deepen the recession?

Senator GORE. Mr. Chairman, we brought this proposal forward
in May, and we are bringing it to you with the recommendation
that you take it into consideration with the work that you have
under way on the committee, make such modifications as you be-
lieve might improve it.

I believe a faster introduction of benefits is needed in order to
stimulate the economy. We have also suggested to you in private
conversations ways to cut down on the size of the bill we are pro-
posing by phasing in the age at which the tax credit from 18, start-
ing at 13, and phasing it on up, and other potential changes. Cir-
cumstances in the economy are so bad now I believe that benefits

should be introduced more quickly.
The CHAIRMAN. Thank you. Are there further questions of the

witnesses? Yes, Senator Grassley.

Senator GRASSLEY. Just a comment, Senator Gore and Con-
gressman Downey. I think to be totally accurate in your chart, if
f'ou are going to blame the Reagan-Bush years, you are going to
1

ave to start with January of 1982,
Because, as I recall, you included in there 1977 till now. We can-

not be held responsible as Republicans for the years 1977 to 1982,

!
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Those were kind of dismal economic years as well, under Demo-
cratic budgets.

So, I have not had a chance to look at the impact, but I think
you are going to get an entirely different pictuvre if you take 1977
through 1981 out of there. Reagan’s first budget would be 1982.

Congressman DOWNEY. One of the eforts in comparing statis-
tics—and this is a great game that people play—is that we try to
take peak periods; a peak of a period of prosperity to another pe-
riod of prosperity, or the trough of a recession to a trough of a re-
cession as opposed to trying to take the Reagan years.

I believe é:anator Gramm and some other members, and Con-
gressman Gingrich had their own plan that started to take a look
at statistics based on 1982 or 1983 until the present time. And that
was comparing the bottom of a recession with the peak of a recov-
ery. That is not what we want to do.

What we try to do in the most sincere bipartisan way was to take
periods of time that are rouﬁhly comparable, which would be a pe-
riod of relative prosperity beginning in 1977 and going through
1989, which is where these statistics go to.

Senator GORE. May I briefly add that the charts were con-
structed according to the assumptions Congressman Downey has
just outlined.

In my statement which accompanied the charts, I focused on the
Reagan-Bush tax cuts as being singularly unfair in the distribution
of their benefits. I believe that statement to be true, although it is
correct, as you say, that the charts would look a little different if
they just started in 1981 or 1982.

Senator GRASSLEY. I do not find any fault with you taking eco-
nomic periods for comparison void of partisan comment. But 1f you
are going to include partisan comment and you are going to include
the years 1977 through 1981, then obviously there have got to be
some brickbats thrown at the Carter Administration as well. I am
done, Mr. Chairman.

The CHAIRMAN. Thank you. Senator Packwood.

Senator PACKWooD. Tom, just out of curiosity, what do you think
would be a fair percent of income a person making $500,000 of
wage income in New York should pay, Federal, State, local; all
taxes; automobile taxes, property taxes, sales taxes, income taxes?

Congressman DOWNEY. In 19’?7, Senator, the average after-tax
income for a wealthy New Yorker was about 36 percent. It is about
29 percent if you just include Federal taxes. It is higher in the City
of ﬁew York, when you include city tax and New York State tax.
But I have djscussedy this with wealthy New Yorkers, and they do
not mind paying a little more in income tax. [Laughter.]

Senator PACKWOOD. Maybe they would not mind paying it if we
just took away the deduction for State income taxes instead of in-
come taxes.

Congressman DOWNEY. Well, we tried that, Senator.

Senator PACKWOOD. But you were not very enthusiastic about
that idea.

Congressman DowNEY. No. No, I was not.

Senator PACKWOOD. That would make them pay more.

Congressman DOWNEY. I think what would happen if we did that
is you would have already problems in the real estate industry
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which are serious become catastrophic if we decided to not allow
the deductibility of State and local taxes.

Senator PACKWooD. But give me a percentage, if you can, of
somebody living in Manhattan, because ¥ am familiar with the tax
structure there. Would 50 percent be unfair, to pay half of your
total income in taxes?

Congressman DOWNEY. Well, I mean, I think that people at the
top income in my State have done remarkably well over the last
couple of years in terms of seeing their real taxes decreased. And
I think that it is reasonable for us to expect that what we do here
with Gore-Downey would increase their taxes somewhat, and I
think they should be taxed.

I do not think wealthy New Yorkers should feel that they have
anything less at stake in making this country work. It seems to me
that you can only have so many locks on the doors and cops on the
beat to protect you from a generation of New Yorkers that have
nothing to look forward to. And that is what wealthy New Yorkers
have to do. They live behind their security guards in their apart-
ment complexes, afraid to go out at night, because we have so
many people in this country who do not share in the wealth of this
country.

And I think that for wealthy Nev7 Yorkers to pay a little bit more
in tax to give middle-income and lower income families an oppor-
tunity to have more of a tax cut, I think that is a very reasonable
thing for us to expect.

Senator PACKWooD. Well, I think lots of people are not going to
uarrel with you, but I am just trying to find what is an optimum
air figure, the maximum amount you have to take from them.

Congressman DOWNEY. I would want to know a lot more about
a family making $500,000, what their investments were, how many
children there were, before I would hazard a guess as to what I
think they should pay.

I think they should l{)ay more, in short answer to your question.
They have done remarkably well in paying less over the last couple
of years. We have lowered their top rate from 70 percent down to
32 percent; their average rate from 36 percent down to 29 percent.

I think it should go up.
Senator PACKWOOD. Al, do you have any answer to the same

question?

Senator GORE. Well, Bob, I will only speak to the Federal part.
Tennessee has a very different situation than Oregon, or New
York, or Texas. But where the Federal part of it is concerned, I
think it is fair, given the benefits that would be provided by Gore-
Downey, to ask that the cost of it be paid by those who have gotten
this tremendous disproportionate benefit in the last dozen years or
80.
We can do one of several things. We can propose tax cuts and
not pay for them, but given the size of the budget deficit, we just
cannot do that. We can propose to pay for them through cuts and
defense spending, and maybe the committee will decide to do that.

However, a lot of us have made proposals over the last several
years that are going to be paid for supposedly through cuts in de-
fense spending, and that is going to be sometﬂing that will be ear-
markecf by some for other things.
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Or, we can recognize that the deficit constrains the way in which
we can use fiscal policy and take account of what has happened in
the last decade and give the benefits where they are really needed
to the families that are having the worst time of it right now, and
pay for it by asking a little bit more from those whose real after-
tax income has gone up 136 percent in the last decade. I think that
is fair.

Senator PAckwoob. Thank you, Mr. Chairman.

The CHAIRMAN. Senator Bradley.

Senator BRADLEY. Thank you very much, Mr. Chairman. I have
onb]' one question for the witnesses. Who owns the Legos? |[Laugh-
ter.
Senator GORE. The child of Greg Simon, on my staff.

The CHAIRMAN. Thank you gentlemen. Thank you very much,
Senator GORE. Thank you, Mr. Chairman,

Congressman DOWNEY. Thank you, Mr. Chairman,

The CHAIRMAN. Senator Roth, did you want to make a comment?

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

Senator ROTH. Thank you, Mr. Chairman. I would like to make
my opening statement. I first of all appreciate your leadership and
the fact that we are holding these important hearings.

Whether Congress likes 1t or not, when it comes to taxes, Amer-
ica is rebelling; rebelling from California to Connecticut, from New
Mexico to New Jersey. And, like the central character in the movie
“Network,” Americans are mad as hell and they are not going to
take it anymore. And frankly, I do not blame them.

Last year, this Congress passed the largest tax increase in his-
tory at the very time the economy was slowing down. It totalled
some $18 billion in the first year alone. And on top of that, State
taxes increased $17 billion.

Together, these increases took more than $35 billion out of our
economy. Now, i1s it any wonder with well over 19 percent of our
Gross National Product tied up in Federal taxes, why this recession
has only been prolonged?

And ladies and gentlemen, let me tell you what the American
people want, it is not income redistribution, they want growth,
jobs, and opportunity.

And without a doubt, there is a tremendous impact that the
White House can have on improving America’s immediate economy
and its competitive future and it all begins with tax cuts.

There is no way our country can be taxed into prosperity. Statis-
tics show that for every dollar Congress increases taxes, it in-
creases spending by a $1.59. And that is why we have a deficit
today. The plain and simple fact is Congress cannot control spend-
ing.

And those who say otherwise, those who say it is not Con?ress’
inability to control spending, I dare them. I dare them to go home
this Thanksgiving to tell their constituents the reason we have a
$300 billion plus deficit is because Americans are not paying

enough taxes. They know that is not true.
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And that is why ! am very encouraged by the legislation that
Senator Bentsen aud I have introduced. It represents a good begin-
ning, and I a{);l)qiaud the Chairman for his leadership.

Lﬂ’(ewise, ave introduced my own plan, S. 1865, to offer an
even more broad-based tax cut; one that would not only affect fami-
lies with children under 18, but all Americans, with the exception
of millionaires.

Under my legislation, individual tax rates would be reduced to
three new brackets: 12, 26 and 28. There would be no tax break
for those earning a million dollars, and that 31 percent bracket
would continue.

A family of four earning $35,000 would save $792 in Federal in-
come tax; a 20 percent cut in the rate they pay today. These tax
rate cuts would be paid for by reducing the (ﬁgfense budget by 9.6
Fercent, or $130 billion, and other government spending by $30 bil-
ion over b years.

I will just take a second more, Mr, Chairman. In short, my plan
includes a 3 percent tax rate reduction, as I have already de-
scribed; a Super IRA, as you and I have co-sponsored; an incremen-
tal investment tax credit; and a lifting of the Social Security earn-
ings test.

would ask that a copy of my proposal, S. 1865, be inserted into
the record of these proceedings, together with the CBO distribution
analysis. I would only close by saying there are many proposals
worthy of study. But, again, what the people want are growth, jobs,
and opportunity, not merely playing around with income redis-
tribution. Thank you.

[The information appears in the appendix.]

The CHAIRMAN. Thank you, Senator.

Senator Baucus.

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA

Senator BAucus, Thank you very much, Mr. Chairman. I appre-
ciate your holding this hearing. We are not going to have a major
tax bill this year, but we are certainly going to be addressing this
issue next year.

And so I think before Congress convenes next year, this is a very
opportune time to have this hearing to get the markers down to
allow different Senators to give their opening shots as we lay the

bases for next year’s debate. .
It is also opportune because the economy has continued to wal-

low, unemployment is not going down, and for tco many families,
the future looks bleak. Times are simply tough.

Even in my State of Montana, a State that has weathered the
recession better than many others, there is a profound sense that
things will not get better in the foreseeable future. Montanans, too,
want action.

Millions of Americans confront the acute pressures of the current
recession. But on top of all that, we also face the chronic crisis of
stagnant incomes, lost opportunities, and the decline of overall
competitiveness in our Nation.

The reality is simple. A decade of excess consumption, and a dec-
ade of under-investment has come home to roost at a time when
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our economic growth has bottomed out. So, our short-term eco-
nomic problems are being compounded by our more structural dif-
ficulties.

In short, there can be no real recovery with just a short-term so-
lution. America’s families deserve a break. I do not question that.
But it would be short-sighted if we allowed our immediate prob-
lems to obscure the more fundamental failure in our economy,
namely, the systemic deterioration of our ability to compete in the
world marketplace. ‘

We must recognize that for the past decade, we have under-in-
vested in human, in physical, and technical capital needed to sup-
port America’s competitiveness in a new global economy.

Without this investment, there is no assurance of jobs or growth,
or a better standard of living for us and for our children.

So, I commend you, Mr. Chairman, for your leadership in looking
atdthe plight of the middle class, and for holding tﬁis hearing
today.

But I hope that when the tax debate resumes next year, we will
address not only needed middle-income tax relief and income tax
redistribution, but the critical need to improve our long-term eco-

rospects you take some of this piece dividend, such as there

nomic dp
is, and turn it into a dividend for America’s not only short term,

but long term future.
I look forward to working with you and other members of the

committee in this important task. Thank you.
The CHAIRMAN. Thank you, Senator. And we will be doing that.

As I stated earlier, this is something to build on.
Our next witness, Senator Mikulski. And she is a co-author of

the Bentsen-Roth-Mikulski tax legislation for middle-income Amer-
icans.

STATEMENT OF HON. BARBARA A. MIKULSKI, A U.S. SENATOR
FROM MARYLAND

Senator MIKUISKI. That is exactly right, Mr. Chairman, and that
is why I am here today to speak in strong support of giving tax re-
lief to America’s middle class. And that is why I am an enthusiastic
slupporter of the Bentsen-Roth-Mikulski tax break for the middle
class.

I am not new to this subject. This time last year when we were
in hand-to-hand combat on the budget agreement, I stood up on the
floor of the United States Senate and said that the middle class
had no more to give; that they were either tuition poor or mortgage
poor; that they have been stretched by high property taxes, sky-
rocketing health insurance, and hyper car insurance rates; and
they just had no more to give.

Now, 1 year later, we find that they are even more stretched to
the limit. And that is why I support the legislation authored by
Senators Bentsen and Roth, and of which I am a co-sponsor.

Why do I like it? First of all, it gives an honest and helpful tax
break to middle class families and one that will show up right now
in the checkbooks as we give our families much-deserved relief. We
will also be ensuring that the confidence of this country is restored,

and that our economy is back on track.
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America needs a tax cut like this. When I am out in the shopping
malls of Baltimore, it looks like a bomb scare. People just are not
shopping. And when they do come inside a store, it is like they
look, but they do not buy.

Many families are struggling just to hold on. Buying groceries for
a family of four can cost $170 a week. These people need a break
now. Now, $300 which we would give as a tax break back to the
middle class might not sound like a lot of money in Washington,
but it sure sounds like a lot of money in Highlandtown, in Hagers-
town, in Darnstown, in Barnestown.

For Maryland families cruising the Beltways looking for bar-
gains, $300 is very important. It will help buy Buster Brown shoes,
a winter coat, and other kinds of things that families need.

I am a pretty good bargain shopper myself, and I know that kids’
clothes are expensive. This tax credit will help families not only in
Maryland, but across the country in order to l":elp the family budg-
et, and I believe will go a long way in helping the Federal budget.
This legislation means direct tax relief by a deduction in yearly

taxes for families of four up to $600.
The other thing I like about the Bentsen-Roth-Mikulski proposal

is that it enables people to accumulate assets by allowing everyone
to have a $2,000 IRA, and also to be able to withdraw money early
if it helps in asset building.

You can withdraw your IRA early—before you are age 59—to ei-
ther help a family member buy a home for the first time, or to go
to college. I happen to believe the accumulation of a college edu-
cation is asset building.

This legislation says that the government will help those who
practice self-help. Too often we have proposals that says no help to
those that practice self-help, and I think this legislation will go a
very long way in changing that.

During this last year, we have seen America come home from a
war in the desert, we have seen the collapse of Communism. And
I believe that now, as we begin to shift our National priorities, it
is time to come home, America, and I think this is the legislation
that will do it. I yield back my time, and I look forward to partici-
pating in the debate.

The CHAIRMAN. Well, Senator Mikulski, you have a great knack
of taking some of the most complex problems and interpreting
those in ways that folks-can understans them, and I congratulate
you. Thank you very much. We appreciate your help. Any ques-
tions?

[No response.]

The CHAIRMAN. Thank you.

Senator MIKULSKI. Thank you.
The CHAIRMAN. Our next witness is Secretary Kemp, a man who

is respected for his candor, his courage, his compassion, and his
long-term interest in the tax laws of this country. He is a co-author
of one of the major pieces of tax legislation to have passed the Con-
gress and he is a man whose concern for housing has been rec-
ognized by all of us, who has directed some very forward-looking
policies. We are very pleased to have you, Mr. Secretary.
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STATEMENT OF HON. JACK KEMP, SECRETARY, DEPARTMENT
OF HOUSING AND URBAN DEVELOPMENT

Secretary KEMP. Thank you, Mr. Chairman. Last night on tele-
vision, they included you as suggesting that I was to testify before
your very important committee. There was some anxiety among my

family as to what was going to occur.
The CHAIRMAN. Well, I looked around for your security this

morning.

Secretary KEMP. And let us face it, things that are taking place
in this very hot political climate are subject to misinterpretation.
I want to make it unambiguously clear that I am here, Mr. Chair-
man, not on behalf of anyone but myself, as the President's Sec-
retary of Housing and Urban Development.

; I am here as the Chairman of his Low-Income Opportunity

-Board, and I am here because I sent you a copy of my testimony
last week to the Joint Economic Committee on what this country
needs to do, Democrat and Republican, White House and Congress,
public and private-sector, to combat the conditions of poverty in our
nation’s rural and inner city pockets of poverty.

When I told my daughter—who happens to have been a former
school teacher—about what I was going to say, she called me on
the way to work this morning and she quoted from Martin Gilbert’s
new biography of Winston Churchill. Churchill said in the 1930's
that: “the worst policies were the result of the failure of the leader-
ship in the House of Commons and in the British Tory Government
to tell the truth to the Britigsh people.”

She said, Daddy, just tell the truth. Of course, then she warned
me that Lloyd Bentsen would probably say that he knew Winston

Churchill. [Laughter.]
That Winston Churchill was a friend of his, and Jack, you are

no Winston Churchill.
The CHAIRMAN. I think I remember the rest of that line. [Laugh-

ter.]
Secretary KEMP. There is a great deal of wisdom in this commit-
tee and on this earth, and it is all divided up among the people.
And I am here to share with you my little piece of the wisdom that
I have learned from my experiences traveling the country for the
President to the pockets of incredible poverty and despair.

I am not here on behalf of your middle-income tax cuts, Senator
Bentsen, although I have favorably commented on what you are at-
tempting to do and the problems you have attempted to address.

I have done the same about Pat Moynihan’s suggestions.

I was a colleague and comrade in the tax battles of 1986 with
Bill Bradley and others to lower the tax rates. My good friend, Bill
Roth, and I were co-authors of an across-the-board, almost 30 per-
cent cut in the tax rates in 1981.

I am not here on behalf of the wealthy. I am here on behalf of
the people who would like to become wealthy some day. I am not

here on behalf of the middle-class.
I was looking at my Joint Economic Committee testimony and I

realized that it is impossible to accomplish any of the goals that we
share in combatting the poverty and despair that grips all too
many people in this country without major tax changes.
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I have sent you my testimony and I will not read it, much to the
relief of you and our friends in the press. But I mentioned that as
you would think about extending the Low-Income Housing Tax
Credit, as I applaud the committee for doing, it seems to me that
it does not make any sense to talk about low-income housing that
will help the poor without talking about more jobs in our nation’s
distressed inner cities or pockets of poverty—be they in rural or
urban America.

The President sent up an Enterprise Zone bill that would elimi-
nate the capital gains tax on any man or woman that would invest
in a new business that hired people off the welfare and unemploy-
ment rolls in the inner city.

Earl Graves, of Black Enterprise Magazine said the biggest trou-
ble of minority businesses and the biggest problem for black entre-
preneurs is getting access to “seed corn,” access to venture capital,
access to the oxygen for their businesses.

So, Charlie Rangel introduced, as a part of the President’s Enter-
prise Zone proposal, the expensing for investment in an inner city
or Enterprise Zone firm.

If a woman leaves welfare and takes a job in America today, her
income goes down. And there are many of us on both sides of the
aisle that believe that some form of an Earned Income Tax Credit
is appropriate.

In fact, that, too, is a part of the President’s proposal—thanks to
Jack Danforth and others, we now have it in legislation; Rangel in
the House, Danforth and Lieberman in the S%nate——-that would
allow people to leave welfare, take a job, and not see their income
%o down, but go up, thanks to a refundable or an Earned Income

ax Credit.

It is no secret that the administration has sent up a budget that
would allow IRA’s to be used as a down pafyment for a home, and
I ex)plaud many of you on this committee for thinking about how
IRA’s can be expanded to include the formation of assets.

What we are talking about in fighting poverty is to give people
not just income streams, but asset accumulations so they can own
property, get the jobs, become businessmen and women, entre-
preneurs, home owners.

I think that is the single greatest problem in the past war on
poverty that ha~ spent $2.4 trillion since 1964; but poverty still
seems to be winning.

Finally, it is no secret that the family needs a tax break, but how
empty it would be if it is just to redistribute wealth, as many of
you have mentioned.

Now, it has to be said, and I am going to say it. The President’s
proposal to cut the capital gains tax to 15 percent and index it,
sent to this body in 1989 as part of President Bush's State of the
Union and part of his budget message, in my view, Mr. Chairman,
along with eliminating the tax on capital gains in the inner city,
is absolutely essential to the single most important ingredient of a
growing economy; that is, the formation of new jobs through the
ormation of new businesses.

On this chart is a statistic that I think is pretty demonstrably
self-evident to anybody who takes the time to look at it, but since
1986 or 1987, something has happened to the formation of new
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businesses. The entrepreneurial sector of the economy began to
sharply fall in the formation of businesses.

And you cannot fight poverty in an economy that is impoverish-
ing that sector of the economy upon which we depend for the cre-
ation of new jobs, new technologies and new formations of capital.

And I want to suggest that there is one other statistic that could
fo right along with it, and I will mention it because it is one that

read about in the morning paper.

The bail out of the FDIC is going to cost $70 billion either this
year or next. The Congress has been asked to recapitalize the RTC
to the tune of $80 billion in 1991,

The fall in the value of capital assets—in this case, fixed assets—
residential household values, as well as commercial real estate,
caused, I think, in large part by the 1986 tax law—in which I took
some pride, and many of you did as well—in bringing down the
rates.

We made, in my view, a very serious mistake by leaving unin-
dexed a tax on the formation of capital that is discouraging not
only the formation of new business starts, but causing the further
decline in the value of fixed household assets as well as commercial
real estate, putting, therefore, tremendous pressure on our banks,
our thrifts, our insurance companies, and locking the poor out of
access to capital. And I will stop with this thought, Mr. Chairman.

The total net worth of the United States of America has been es-
timated to be $30 trillion. Black Americans, African Americans rep-
resent 13 percent of the total population of America, but they own
less than one-half of 1 percent of the total capital stock of America.

I want to make a point that has yet to be made in the debate.
You cannot get rich, or %et wealthy, or accumulate assets on wages
alone. You have got to be able to get a wage, a stream of income,
be able to save, earn, and then make an investment and take that
profit and someday put it at risk.

And there is no way to get wealthy in America today for poor
people if they are cousignedg to a Tax Code that confiscates the re-
ward ]for working, saving, earning, and putting their limited capital
at risk.

One other point I want to make, and this is the concivsion, I
would ask this august body to put aside class rhetoric, put aside
envy, put aside egalitarian redistribution of wealth schemes, and,
as you take up your very important deliberations, consider how this
democratic, capitalistic economy can possibly survive in a competi-
tive world when it is taxing away the formation of the very capital
that is necessary to make this country what it was meant to be in
the beginning: a nation where there is a job for every man and
woman who wants one, a home for every person who needs, and
desires and aspires to one, and the type of an education that has
ob\]'iously been on the minds of the Congress and the President for
so long.

I appreciate very much your attention to these issues, Mr. Chair-
man. I remember your vote for the Steiger Amendment back in
1978. I would ask tzat the Congress put aside partisanship.

I will certainly carry this message to our administration that we
need to put aside our concern and fear and anxieties about what
would happen in the Congress, and for the good of this country, for
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the good of the middle ciass, for the good of the poor who want to
become middle class, get a tax measure passed that will do what
you said you wanted to do in 1978 when you helped cut the capital
gains rate by 60 percent and bring it down from 49 to 28.

I aﬁ)laud your efforts, Mr. Chairman, and appreciate the atten-
tion. I look forward to your questions.

[’I(‘ll}e repared statement of Secretary Kemp appears in the ap-
pendix.

The CHAIRMAN. Thank you very much, Mr. Secretary. I know of
your support for the R&D and low-income housing credit, and we
have made some progress in that in this committee yesterday.

Secretary KEMP. I appreciate that, Mr. Chairman,

The CHAIRMAN. And we did it on a bipartisan basis. You are
quite right, I hel;l))ed lead the fight in the Senate in the cut of the
capital gains tax by bringing it down from 49.125 percent and then
down to 40 percent, and then down, finally, to 20 percent.

But the other side of that coin was that at the same time we had
a much higher personal income tax.

Secretary KEMP. Yes, we did.
The CHAIRMAN. And it was much more of a locking effect than

it is today, without as much of a variance between the personal in-
come tax and the capital gains tax.

But as we brought it down, I can recall, too, that the Reagan Ad-
ministration was talking about that if we raised the capital gains
tax, that was one of the ways we were going to pay for lowering
the personal income tax. That was the argument.

Now we have got the argument on the other side—that you make
money from lowering the capital gains tax. As you have correctly
cited, however, I understand the appeal of capital gain. «

But assuming as a matter of equity, that those of wealth are the
biggest gainers in the deal, is it not reasonable to say that if CBO
is right, and that it cuts the revenue of the government for those
6 years, if they are right in that regard, is it not equitable that
those people of that higher income would replqce that by some
other paﬁment on their income? Where do you go to pick it up?
That is the problem we face.

Secretary KEMP. I appreciate the question.

The CHAIRMAN. And I sat there trying to work something out
with the President in the budget deal last time.

Secretary KEMP. Yes.

The CHAIRMAN. I thought, perhaps, we had him leading our way
until someone convinced him otherwise.

Secretary KEMP. Well, all of the empirical evidence is to the con-
trary. That is, that every time we have raised capital gains tax
rates in the post-World War II period, we have lost revenue. And
every time it has been cut, we have gained revenue.

But I do not ask you to believe Jack Kemp, and I know you have
got a staff that can find that empirical evidence as to what would
happen. I do not trust the models of the CBO, or those of our own
Republican econometric models, as long as they do not take into
consideration why people put their capital at risk.

But, Mr. Chairman, it seems to me axiomatic that we should set
the tax rates on the formation of capital, and on labor, and on the
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family that would be most encouraging to those three very impor-
tant factors of this Nation’s economy.

And I think the evidence is absoluisly self-evident to any honest
and well-meaning investigator on the left or the right who looks at
the economy and realizes that every time we have cut the tax rate
on capital gains and had an incentive to put capital at risk, reve-
nues have gone up.

But Alan Greenspan testified before the Senate Banking Com-
mittee on our RTC oversight responsibilities that the only act that
would immediately add value to the fixed assets of America, i.e.,
real estate and residential property, would be cutting the capital
gains rate.

I believe that, Seidman believes it, Wayne Angel believes it, most
of the Democratic candidates running for President have some form
of a capital gains tax cut. But I am not here to talk only about the
capital gains tax cut. I am here to suggest that the people who are
going to benefit the most, Senator Bentsen, are not the rich.

The capital gains tax 1s a voluntary tax. It is a transaction tax.
If you do not sell anything, you do not have to pay it. Rich people
are already rich. They do not care about it; their capital gains are
behind them.

The people whe have capital gains ahead of them are those who
want to be able to see the value of their home rigse, the value of
their business investment rise, the value of their stocks or bonds
rise, or get access to those assets.

And I think the system is now locking a lot of people out of ac-
cess to assets capital because we are confiscating the rewards for
taking risk, both for poor people and middle-income people.

The CHAIRMAN. Thank you. Senator Packwood.

Senator PACKwWooOD. Jack—and I want to phrase this carefully,
because you never want to say that this is a low-taxed country—
but comparatively speaking, we pay less taxes than our industrial
competitors in total. I mean in Federal, State, and local taxes.

Secretary KEMP. That is not relevant, though.

Senator PAckwooDn. No. Well, that is what I want to ask you——

Secretary Kemp. All right.

Senator PACKWOOD [continuing]. Whether it 1s relevant or not.
And it may not be. Japan and the United States paid 30-31 per-
cent total taxes, Canada about 35, most of the Western European
countries in the 35 to 45 bracket, and Scandinavia about 50 per-
cent in terms-of-total taxes.

And I support your conclusion on capital gains making revenue;
I think it J:)es. But is it, in and of itself, enough of a stimulus to
make the difference in terms of pulling this country out of the eco-
nomic doldrums?

Secretary KEmp. Bob, let me answer the question very specifi-
cally. But before I do, let me just address the previous premise
upon which you based your question, and that is, is the total tax
burden the most relevant statistic, and I do not think it is, with
all due respect. We are the only country in the world with an unin-
dexed capital gains tax rate. And the problem that Al Gore and
Tom Downey were talking about is that the family income which
has been pushed by inflation into higher tax brackets, has reqauced
the value of the exemption of the tax credit for children. -
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So, in effect, what you are trying to do, I think, is important—
to restore equity and value to the exemption. Had it been indexed
for inflation since Harry Truman helped put it in in 1946, the fam-
ily exemption, or child exemption would be worth $6,000~§57,000.

Putting that aside for a moment—which we should not, alto-

ether—I made the point that Japan hardly taxes capital gains.

est Germany does not even tax it. Mexico does not tax the invest-

ment in the Mexican Bolsa for anybody who puts money into the
Mexican stock market.

No country has an unindexed capital gains tax rate except the
United States of America. We are punishing the formation of cap-
ital, and we are watching the decline of the entrepreneurial system
to which the world is beginning to beat a path.

Now, having said that, Senator Packwood, the incidence of tax-
ation is different than the burden, and the incidence of taxation
placed upon the formation of capital, and the formation of labor,
and the formation of the family causes the burden to fall on the
poor.

And I am suggesting that we are making the wrong case for cap-
ital gaing when we suggest that it is for Donald Trump. It is not
for Donald Trump. It is not for Sam Walton of Walmart, and it is
not for John Johnson the owner of Ebony Magazine, and Jet, who
is, I guess, the wealthiest black entrepreneur in the country, ac-
cording to Forbes Magazine. It is for the people who want to be-
come entrepreneurs.

You cannot get access to capital today, and we are drying up the
very formation of capital that is necessary to combat poverty, cre-
ate more businesses, create more ownership for minorities, create
more jobs, and create the type of economic growth that is abso-
lutely essential to doubling the GNP of this country.

I really believe it is a mistake only to focus on d);eﬁcits, debt, and
spending and not focus on the denominator: the size of the Gross

ational Product. And if we would put our minds to it, Senator,
and had a tax system along with capital gains and other proposals,
many of which the President supports and is in his budget, I be-
lieve that we could have, by the end of this century or early next
century, a doublirg of the GNP. The revenues from an $11 trillion
economy are a lot higher than the revenues from a $6 trillion econ-
omy,
And clearly, we could do a lot of good things for infrastructure,
for schooling, and for this country if we had another $300 billion
of revenue. And the only way we are going to get more revenue is,
1 think, lower the tax rate on the family, on labor, and on capital
formation.

The CHAIRMAN. Are there other questions of the Secretary? Sen-
ator Roth.

Senator ROTH. Thank you, Mr. Chairman. It is, indeed, a pleas-
ure to see Jack Kemp here. I do have a couple of questions I would
like to ask, because I stron IK agree with you that what the pur-
pose of our tax reform should be is growth.

What I would like to ask you, Jack, is if you were putting to-
gether a tax package to create the kind of growth, the kind of econ-
omy you are talking about, what would be the elements of that

growth package?
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Secretary KEMP. Senator Roth, I would appreciate it if I could
confine my remarks to the testimony that I have given to the Joint
Economic Committee. I do not speak for the administration on tax
policy; that is very clear. The only way I can maintain my credibil-
ity, both on Capitol Hill, and in the administration, and with the
people that I represent, is to stick to the agenda for combatting
poverty that is outlined in my testimony.

It is no secret that I believe that what Senator Moynihan and
you have talked about, what other members of this committee have
talked about, is essential to the long-run health of our National
economy,

What Al Gore and Tom Downey did not tell us is that the single
biggest problem for the middle-income family—and I can tell you
it also exists in low-income people—is the increase in the payroll
iisgé é:’hat took place in this country in the late 1970’s and the early

8.

I think something has to be done about passive loss restrictions.
We treat investment in real estate to such a degree that it is caus-
ing the absolute collapse of residential and particularly commercial
real estate, and it is driving up the cost of the bail-out of banks,
insurance, and the thrifts.

The only issue at the moment, however, that can help get Amer-
ican moving again immediately and add value to the assets of the
American people, unlock the vast stock of capital, help save Califor-
nia, New York, New Jersey, Massachusetts, New Hampshire, and
the rest of the country from these fiscal deficits and add to the tax
base of the States, and the localities, and the Federal Government,
is an immediate, across-the-board reduction in the capital gains tax
rate and unlocking of that huge stock of capital.

The President asked for it 2 years ago. The Congress has, for
some reason, unfortunately turned this mto such a political issue
that we are now going to have to wait till next year.

Had it passed, I believe with all my heart in 1989 when he sent
it up here we would not face the collapse of the banks, the FDIC
system, the recapitalization costs of the RTC, and the pressure and
the loss of net business formation and jobs.

And the hour is late, and if you are unemployed, homeless, out
of work, and in despair about your families future, it is an eternity
to have to wait for action that I think should have been done a
year ago. We have been talking about Enterprise Zones now, Sen-
ator Bentsen, for 10 years.

I applaud your efforts to extend the Low-Income Housing Tax
Credit. But let me ask you a question. Do you think any rational
human being who puts his or her capital at risk in low-income
housing today in America is going to do it on the basis of a 6-
month LITC? Does anybody really think that that is the way to
drive this economy by giving people a 6-month extension of the
Low-Income Housing Tax Credit?

I mean, we are, for some reason, looking at the economy for 6
months, and not looking at the economy as, I think Senator Baucus
suggested, over the period of the whole decade of the 1990’s and
what type of a competitive economy we will want at the turn of the

next millennium, the next thousand years.
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I am not criticizing you, Senator Bentsen, at all. But it seems to
me sad to think two things. Number one, we are extending these
tax benefits for 6 months, and then number two, we fail to pass an
Enterprise Zone bill to put some hope and jobs into the nation's
pockets of poverty in rural and urban America.

The CHAIRMAN. Let me say to you, Mr, Secretary, there is no
question that I would like to see permanent extension of those pro-
vigions. And I think every member of this committee would. It is
a question of the budgetary constraints we have and how we re-
place it with revenue. That 1s our problem.

Secretary KEMP. Right.

The CHAIRMAN. Senator Moynihan.

Secretary KEMP, You can pay for it by cutting the capital gains
tax rate, by the way. [Laughter.]

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

Senator MOYNIHAN. Mr. Chairman, I had hoped to get Jack to
say two things, which he has just done, in response to Senator
Roth. But it would not do any harm to say them a second time. The
ﬁrést has to do with the structure of tax payments in this country
today.

In the 1980’s, the share of Federal revenues from the personal
income tax was reduced about 4 percent, but the Social Security
payroll tax share was increased by over 20 percent. And so, now
three-quarters of Americans pay more Social Security tax than they
do income tax.

And that is also true of small businesses that you are concerned
with. An employer pays that payroll tax whether they are earning
money or not. So, start up companies are doubly disadvantaged.

You could agree, could you not, Jack, that one good jolt to this
economy would be to cut that Social Security tax to where it is per-
fectly in balance? We are now spending about $1.6 billion a week
of Social Security trust funds on other things. If we let the people
who made that moneﬁy keep it, that would do something for the
economy, would it not’

Secretary KEMP. Your expression says it all. The only way, Sen-
ator Moynmihan, that I can possibly maintain, as I said earlier, my
credibility, is to testify on the President’'s low-income
opportunity——

enator MOYNIHAN. Exactly. Right.
b %ecretary KEMP [continuing]. And tax issues that are in his
udget.

Senator MOYNIHAN., Jack, let me then——

Secretary KEMP. But it is no secret that I have applauded your
effort to draw attention to the fact that the payroll tax—I am not
trying to play both sides of the fence. I think most people that
know me know I do not do that. But it is very important that I not
make statements about tax policy for which I am not responsible.

As an old tax-cutter of Bilr Roth fame, I think the payroll tax is
probably, at the lower level of the economy, the most serious im-
pediment to small businessmen and women hiring other people. I
think it is killing the welfare mother who wants to take a job, or

54-178 0 - 92 ~ 2
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the unemployed father who wants to take a job. And we address
it in our Enterprise Zone legislation.

So, it is critical to lowering the cost of labor, but you cannot
lower the cost of labor, Senator, without lowering the cost of the
formation of capital so that workers are working with more produc-
tive tools, machinery, equipment, and technology.

Senator MOYNIHAN. Jack, could I also just say that I was very
pleased and not surprised to hear you say that. I think, in effect,
you said we need to revisit the 1986 le%islation with respect to pas-
sive losses on real estate. You do agree?

Secretarir KeMP. I definitely agree that we need to do something
immediately to stop the hemorrhaging of value in capital assets of
America.

Senator MOYNIHAN. Yes. Yes.

Secretary KEMp, That is, fixed, as well as financial.

Senator MOYNIHAN. Which is paralyzing financial institutions.

Secretary KEMP. Yes, it is.

Senator MOYNIHAN. Thank you very much.

The CHAIRMAN. Let me say that this is the first witness we have
had outside of members to speak this morning, and we have quite
a few left.

Senator BRADLEY. Mr. Chairman, I just have one brief question.
Let me thank the Secretary for his testimony and his candor, and
for his obvious commitment to the people in this country who are
not living in as good of conditions as many others.

Secretary KEMP. Thank you.

Senator BRADLEY. With that in mind, particularly with your own
commitment to those who are poor, one of the issues before the
committee is whether we should adopt a tax credit for children.
And that will be in the mix of things that we consider.

At a minimum, if we Eo the route of a tax credit for children and
do not make it refundable, we will be excluding 25 percent of the
children, and those will be the poorest children. How would you
feel about those children if we do not include them in a package
that has to do with a Child Tax Credit? In other words, I am not
asking you to take a position, but speaking for those who are poor,
to exclude them would be sending a very terrible message about
where the priorities of the Congress and the administration are,
would it not?

Secretary KEMP, Bill, it is a well-known fact that 47 percent of
all African-American children born in America today are born im-
mediately into poverty. Thirty-nine to 40 percent of Hispanic chil-
dren are born immediately into a family in poverty.

So, it makes a great deal of sense to address the problems that
foor or low-income—and I believe temporarily low-income, because

do not believe anybody statically wants te spend their life being
classified as part of some class or some welfare group—but clearly,
something must be done.

We doubled the exemption from $1,000 to $2,000 in the 1986 tax
law. You and I, in part, are responsible for removing from the Fed-
eral Tax rolls altogether several millions of people.

I think we need to revisit that issue ans make sure that when
that woman with two children in downtown District of Columbia
wants to get a job and takes a job, that she finds her income going



29

up, not down. And if a refundable Earned Income Tax Credit for
children is the only way to do it, then that is something that I
think the Congress must address along with the administration.

And as the President’s Low-Income Opportunity Board Chair-
man, I would be highly sympathetic, because I have seen what has
happened to a welfare system that really rewards welfare higher
than it rewards going to work.

And that is not the problem of the welfare recipient, that is the
problem of the Tax Code and the way we define AFDC payments,
welfare, and other non-cash benefits.

Senator BRADLEY. As you know, if we went the route of increas-
ing the exemption, the greatest value of that would be to the upper
income tax payer as opposed to the lower income. If we went the
route of a tax credit, that would be a direct benefit—the same ben-
efit—to all income levels, but it would be a larger benefit to lower
income Americans.

Secretary KEMP. There is a case to be made for the exemption,
and there 1s a case to be made for the credit. And I want to reserve
for the experts to tell me what has the most impact upon a poor
Chicano woman in Milwaukee, Wisconsin, who was fined $15,000
for saving $3,000 for her daughter’s education. I want to find out
what type of change we need to make so that Grace Capetillo, who
saved $3,000 on AFDC, was fined $15,000 for violating the AFDC
payment law. And she said she will never save again, because it
15 a violation of the welfare laws.

And I think we have to revisit the whole welfare system and call
for radical perestroika. And what comes out of that perestroika on
welfare could very well be a credit as opposed to an exemption.

But I would not want to sit here and propound tax policy, not
knowing, as Senator Bentsen said, what are the costs, what does
it mean to the budget, et cetera. And I am going to leave that for
the debate that is sure to come.

All I know is you cannot fight poverty when the country is be-
comirng poorer, and this country is becoming poorer because of the
regulatory and tax-driven recession into which we have been
pushed.

And I think it is absolutely essential to help get this country
moving again, and the faster, the better. Because 1if you are out of
work, 2 months is an eternity. :

The CHAIRMAN. Thank you very much. I would say, Mr. Sec-
retary, I share very much the sentiments of Senator Bradley and
Senator Gore, and some of the comments you made about refund-
able tax credits, and there is more to be done.

But I would also say, and we must remember, that last year we
enacted an $18 billion increase in the Eearned Income Tax Credit,
which represents a major benefit to low-income working families.
This result is a doubling of the EITC for the working poor.

Secretary KEMp. Right.
The CHAIRMAN. So, we are making some headway. Not enough

however, more needs to be done.
Senator SyMMS. I know the Chairman is in a hurry, and I will
be very brief. But I just want to try to leave the Secretary feeling

a little optimistic as he leaves here this morning.
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First, Mr. Chairman, I would like to thank President Bush for
having Jack Kemp in the Cabinet. I think that your statement
needs to be repeated over and over-again.

And I would like to encourage you to continue to make the point
that if Republicans and Democrats could set aside the clash that
we had when Senator Mitchell decided in 1989 that we were not
going to pass the capital gains tax, that we were going to have fair-
ness as a political issue 1n 1990, then we would not be in as bad
a mess as we are in.

But now that we are in the mess, I believe that your message
is being heard, and I would encourage you, in the Cabinet meet-
ings, to talk to the people that are responsible for tax policy.

Because I still believe that if the President and the Secretary of

the Treasury could enthusiastically get behind the idea to accept
the Moynihan tax proposal and tie it to reducing the capital gains
tax so the capital gains tax would pay for the Moynihan proposal
in the budget, then we would give this economy a real shot in the
?rr]n. Some of the other things then, if we could do it, would also
welp.
So, I am not going to ask you whether you support that idea or
not, because I know you, and I do not have to ask you. I can tell
by the smile on your face that you do support that idea. And when
you get to the proper forum, I would encourage you to continue to
push it. And I thank you, Mr. Chairman,

The CHAIRMAN. Senator Hatch.
Senator HATCH. Jack, you have done an excellent job of staying

in the pocket today. A few scrambles here and there, but I want
to tell you that I agree with everything you said. I am a co-sponsor
of the Chairman’s bill, and I think he is doing us a favor by doing
it.
But I think we need to do more than that. I think we need an
integrated economic policy approach. And I think we need a con-
structive tax reform program which includes at least four things,
and I would like to ask you if you just agree with these comments.

Secretary KEmp. All right.

Senator HATCH. Number one, I think we need to remove and/or
moderate tax features that impede economic growth-generating ac-
tivities, particularly barriers to private saving and investment and
that raise the cost of private-sector uses of production capabilities.
That seems to be a great deal of what you have been talking about.

Secretary KEMP. Right.

Senator HATCH. Number two, I think we need to remove or mod-
erate tax features that distort the market’s price signals, hence,
impair the efficiency of our market system.

Number three, I think we need to remove or moderate tax provi-
sions that impair the competitive position of American businesses
in the world marketplace.

And number four—and I think this may be the most important
of all, because I think if America is all mixed up and ruined, it is
because of our budget policies—I think we need to provide dis-
cipline of spending (fecisions and that will require tremendous im-

provement in the budget process.
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Now, those four things, I think, at a minimum, we have got to
do in an overall, integrated, coordinated economic policy, and I
want to know if you agree with that.

Secretary KEMP. Well, I do agree with that. And particularly the
part about our international position. Orrin, let me say to you as
a friend, and as a long-time tellow soldier in the cause that there
is no country on this earth that I know of—at least in the indus-
trial world—that has a capital gains tax unindexed as high as ours.

Senator HATCH. I agree. It is ridiculous.

Secretary KEMP. And what has happened, if you bought an asset,
either financial or real estate, or a home in 1979 or 1980 and you
wanted to sell it in 1991, the real effective tax on that asset is close
to 65 to 70 percent. It is confiscatory and it is a mistake.

And the reason I want to lower it is not to help rich people get
richer. I want to unlock the stock of capital so poor people can get
access to capital, so poor people can get rich, so that the home-
owners can watch the value of their most important asset, go up,
rather than continue to fall in value.

And I want to close, Mr. Chairman—and do not use your old line
on me on this one, either—but back in the old days of the 1970’s
when I represented Buffalo, New York and watched the steel-
woerkers, auto workers, factory workers of New York State paying
an eficctive marginal tax rate of close to 40 to 45 percent on the
Federal, State, payroll, and other taxes, I became enamored with
what President Kennedy had done in 1963. ‘

And the more I studied it—his across-the-board reduction in tax
rates, across-the-board, now, that is, and the lower end of the cap-
ital gains tax that President Kennedy cut by 30 percent in 1963—
I memorized something and it needs to be said.

“I am not here to lose revenue. I do not think we should increase
the deficit. I do not think we should do anything that slows down
the process by which we get a rising revenue base for all of the
States and all of the Federal Government.” He said, “It is a para-
doxical truth that tax rates are too high today and tax revenues
are too low and the soundest way to raise the revenues in the long
run is to cut the rates now.”

Now, which tax rates we have to lower is subject to the vagaries
and the vicissitudes in the debate that is going to take place. But
1 want to suggest that clearly, right now, the family, the working
men and women of America and the formation of capital are over-
taxed and we should stop making a confusion between tax rates
and revenues. They are different.

And that is the subject of the problem that Al Gore and Tom
Downey had. They confuse tax rates with tax revenues, and we
should not make that mistake in this very important body, and I
know you will not. Thank you.

The CuAIRMAN. All right, gentlemen. Thank you.

Secretary KEMP. Thank you, Mr. Chairman.

The CHAIRMAN. Let me say, Mr. Secretary, in your comments
about the extent—Senator Grassley is still asking for additional
recognition.

Senator GRASSLEY. I think you just about touched on, at your
last sentence, what I wanted you to. You did not hear Senator Gore
and Representative Downey, but they had these charts that dated
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a period of time from 1977 to 1991. And they showed the unfair-
ness of what developed as a result of, I presume, it was Kemp-
Roth'’s tax cut.

As an author of those tax cuts, and having to address an issue
by the opposition that they were unfair, I would like to hear your
answer to that.

Secretary KEMP. Well, they are only looking at the Tax Code as
a dollar-for-dollar static trade-off with tax revenues. They forget
that in 1978 when we first began to talk about lowering tax rates,
people were investing in tax shelters; municipal tax-free bonds, off-
shore investments, and everybody knew that something was wrong
with a Tax Code that reached up to 70 percent on so-called un-
earned income.

Now, luckily, we removed that ad hominem attack on savings
from the Tax Code by lowering the tax rates to 50, and then they
came down to lower. The only point I still make is that (a) by
bringing down the rates across the board it was fair; (b) it was
distributionally fair; it did it for everybody. I think there was a
26.6 percent cut in everybody’s tax rates across the board.

But it said—the most important thing that Gore and Downey
have missed—that low-income people some day hope to be middle-
income people some day.

And I think Senator McGovern made that mistake in 1972 when
he advocated cutting taxes for people under $17,000 and implicitly
raising them for people above $18,000.

And after his campaign was over, I happened to ask him 1 day,
why did you think your plan never got through the Congress? He
said, I never realized, Congressman—that is what I was in those
days, a rookie Congressman—there were so many people earning
$17,000 a year who someday hope to earn $18,000 a year.

The one thing I have learned in the inner cities of America, there
is no one that wants to bring down the house of a rich man to
house a homeless man, they just want more housing.

I do not know of anybody who wants to take the job of & person
from the suburbs to get a job for themselves. They just want more
jobs. I do not know of anybody who wants America to be turned
into a game of musical chairs came so that when the music stops
the big guy elbows out the little guy and gets the last chair. We
need more chairs.

And I agree with Tom Downey; a rising tide will not lift boats
that are sunk on the bottom of the harbor. We need a rising tide,
and we need government programs and policies and tax changes
that will help those boats get repaired so that they, too, can float.

I do not think America was built on the idea of egalitarian redis-
tribution of wealth. It was built on the basis of creating wealth and
giving people access to opportunity to create it for themselves. And
that 1s what is, I think, the glory of this worldwide revolution to-
wards democracy, and, entrepreneurial capitalism.

But what a shame it would be to win it in Eastern Europe and
lose it in East Harlem, East St. Louis, East Palo Alto, East L.A,,
or the barrios along the border of your State, Senator Bentsen.

We have got to do something about low-income housing, but we
have got to do something about more jobs for low-income people.
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And it is a crying shame that we are going to adjourn before we
pass the President’s Enterprise Zone Bilf. Thank you very much.

The CBAIRMAN. Thank you, Mr. Secretary.

Senator CHAFEE, Well, Mr. Chairman.

Secretary KEMP. Oh. Excuse me.

Senator CHAFEE. Mr. Secretary, it seems to me that in these
hearings we have got three things that we are considering. The
first is fairness under the Tax Code, and I am interested in that,
and obviously you are, too.

The second concerns treating our children in a better fashion—
I notice that the Children’s Defense Fund is going to testify later—
and we are all interested in heing able to do that. I think the thing
in which I am the most interested, and in which you are interested,
i8 how do we make the economy of this country grow? How do we
make the pie bigger?

Secretary KEMP. Right.
Senator CHAFEE. Now, obviously you believe this can be done

through the cut in the capital gains rate, and you have been a
forceful advocate of that for a long time.
Secretary KEMP. Among severaf things that have to be done.
Senator CHAFEE. Yes, but hang on one second. I supported the
blending of the capital gains rate in 1986 with our regular income
tax rates, getting rid of the differential, with the objective being
bringing down the overall rates.

Secretary KEMP. Right.
Senator CHAFEE. Now, in your chart there, you show an interest-

ing factor: the decline in business formations. But the thing I can-
not understand—now I do not have much time, so I will make this
very brief. Why was it delayed until really July 1990 when we
passed the tax changes effective as of January 1, 1987? That is the
first question.

The second question is, I have begun to come around to res-
urrecting an effort that we have been back and forth on (in this
committee, namely the investment tax credit. I have come to be-
lieve that really that is the route we ought to proceed.

But, first, the answer to the question, why did it take so long to
have this effect that you show so dramatically in 1990, when we
passed the tax in 1986?

Secretary KEMP. Clearly, the recession has had a very negative
impact on the formation of new businesses, or it may be the other
way around. Secondly, we have raised the cost——

Senator CHAFEE. I mean business formation went up despite the
passage of the tax and they reached——

Secretary KEMP. No, it flatted out. If you look at the growth, if
I had taken that back to 1978 when the Stagger Amendment
passed in a bipartisan way, you would find that 1t would be way
down and it has been a steady road up. And all of a sudden, it
began to peak out in 1986 and then dipped, went back up a little
bit, and then has really dipped.

So, clearly, you have a problem with a tax on the formation of
the very essence of job creation, i.e., capital. You cannot have cap-
italism without capital. And my friends, you cannot create new em-
ployees without first creating new employers.
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And the most dynamic part of the job-creating economy is the en-
trepreneurial sector and an investment tax credit, Senator, simply
goes; for machinery and equipment for mature industry, and is very
costly.

It does not go to the net entrepreneurial, high-tech, growing sec-
tor of the economy which creates most of the new net jobs, and that
is what I was talking about: creating more new jobs, particularly
for poor people and minorities who are the most hurt by this econ-

omy.
’I;');me CHAIRMAN. Thank you very much. Let me say, Mr. Sec-
retary, when you commented on the 6 months extension for low-in-

come housin

Secretary Ig(EMP Right.
The CHAIRMAN. I would remind you that the administration’s

budget only calls for a 1-year extension, and I share your concern
over both of those.

Secretary KEMP. You know that I was not criticizing you.

The CHAIRMAN. No. 1 understand.

Secretary KEMP. I was simply saying that it is a shame that we
do not make permanent——

The CHAIRMAN. I just wanted to show you the problem that we
are facing. Right. Mr. Secretary, you have been a very interesting,
informative, and a good witness. We appreciate it.

Senator MOYNIHAN. Vigorous.

The CHAIRMAN. Thank you very much.

Secretary KEMP. Thank you.,

The CHAIRMAN. Let me state that Senator Moynihan will preside.
I am faced with the problem of being in a conference resolution
that we are trying to finish, so he will take over.

Senator MOYNIHAN. I would ask our guests to be a little quiet

now.
Our next and final solo witness is the very able Director of the
Congressional Budget Office. Dr. Reischauer, we welcome you, sir.
Did you bring a statement? You always do. You brought a huge
statement. I suggest you have too many staff, or did you write this
yourself?

Dr. REISCHAUER. I cannot tell a lie; I did not write it myself.

Senator MOYNIHAN, That is right. Well, did an assistant to your
assistant write it, or did an assistant write it? Go ahead, sir.

STATEMENT OF DR. ROBERT D. REISCHAUER, DIRECTOR,
CONGRESSIONAL BUDGET OFFICE, WASHINGTON, DC

Dr. REISCHAUER. Senator Moynihan and members of the commit-
tee, I appreciate_the opportunity to be here this morning. With
your f)ermission, I am going to submit my statement for the record,
and I will summarize the statement by addressing six different
questions that I think illuminate recent trends in family income

and tax burdens.
Senator MOYNIHAN. Sure. . .
Dr. REISCHAUER. My remarks will concentrate on families with

children and how they have fared in relation to other families.
Such families are the focus of the Tax Fairness and Saving Incen-
tive Act of 1991, which has been sponsored by the chairman and
other members of this committee.
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The first question I want to address is, how do the incomes of
families with children compare to those of other families? The an-
swer is that after adjustments are made for family size, those with
children have lower average pre-tax incomes than those without.

In 1989, the average income of families with children was less
than four times the poverty level, while for non-elderly childless
families it was a bit over five times the poverty level, ang for elder-
ly families over 4%2 times.

The second question I want to address is, how fast have the in-
comes of families with children grown over the past 12 to 156 years?
Unfortunately, the answer is, quite slowly.

Between 1977 and 1989, the average pre-tax income, adjusted for
inflation and family size, for families with children—and for non-
elderly childless families—grew by less than 10 percent. By con-
trast, the average adjusted pre-tax income of elderly families grew
by more than 30 percent.

The third question I will address is, have these trends been uni-
form across the income spectrum? The simple answer is no.

Both families with children and childless families in the bottom
three income quintiles—the bottom 60 percent of the income dis-
tribution—experienced virtually no change in their average in-
comes between 1977 and 1989. Families in the fourth—next-to-
highest—quintile experienced a slight increase in average income,
while the average of families in the highest quintile grew by more
than 22 percent.

The fourth question I will address is, what has happened to the
income tax burden of families with children? Overall 1n 1992, fami-
lies with children are projected to pay about 10 percent of their in-
comes in Federal individual income taxes. I choose 1992 because
that is the point at which most of the tax changes made in the
1990 legislation will be phased in. This 10 percent is roughly the
same rate that these families paid in 1977.

If we survey this 15-year period, therefore, we find virtually no
change in the effective tax rate. The percentage for families with
children is a bit below that for childless, non-elderly families, and
a bit above that for elderly families.

Families with children in the lowest quintile will see their in-
come tax burdens fall as the subsidies they receive through the re-
fundable Earned Income Tax Credit continue to expand. Families
with children in the middle three quintiles will also face effective
income tax rates in 1992 that are projected to be lower than the
rates that they faced in 1977. At the top of the income distribution,
families with children are projected to pay virtually the same per-
penltg '? of pre-tax income in individual taxes in 1992 as they paid
in . :

The fifth question I want to address is, what has happened to the
total tax burdens, as distinct from the income tax burden?

Between 1977 and 1992, total effective Federal tax rates are pro-
jected to increase slilghtly for families with children and marginally
for non-elderly childless families, while they should fall slightly for
elderly families.

Among families with children, only those in the bottom income

uintile will face lower total effective tax rates in 1992 than they
aced 15 years ago. As you know, the increase in total effective tax
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rates for other families with children has been primarily the result
of rising payroll taxes.-

The final question I will address is, how has after-tax income
changed since 1977? The average after-tax income for families with
children, when adjusted for inflation and changes in family size,
should be about 4 percent higher in 1992 than it was in 1977.

Although the 1989 data—the last actual figures—showed an 8

ercent increase in after-tax income, that increase will be cut in

alf by the current recession and by the small increase that has
taken place in effective tax rates as a result of Omnibus Budget
Reconciliation Act of 1990.

Concern has mounted over the slow growth in living standards
of faumilies with children. So let me say a few words about the pol-
icy responses available to address the problem.

Permanent solutions must deal with the root causes of low pre-
tax income. Among these are limited earnings capacity, and will-
ingness and ability to work.

pecific policies that could help in this regard include strength-
ening our educational system, improving our job training system,
expanding employment opportunities, and providing child care and
ptb er supportive services to those who want to obtain and keep
jobs.
As a shorter-term solution, a number of tax proposals have been
offered to help middle-income families with children. Among these
1s the Tax Fairness and Saving Incentive Act of 1991, which many
members of this committee have co-sponsored. That bill would in-
clfude a non-refundable credit of $300 for each child under the age
of 19.

The credit would cut taxes for the average family with children
by about $370 in 1992, and it would raise the after-tax incomes of
the average family with children by about 1 percent. After-tax in-
come of families with children in the second and third income
quintiles would rise by between 1.5 percent and 20 percent. Be-
cause the credit is not refundable, however, families in the lowest
quintile would see little change in their after-tax incomes.

But bear in mind, as I mentioned earlier, that those families
have benefitted significantly from the liberalizations that have
ta(tlken place in the earned income tax credit over the last half dec-
ade.

That concludes my presentation, and I will be happy to answer
any questions that you might have.

4 [The prepared statement of Dr. Reischauer appears in the appen-
1x.)

Senator MOYNTHAN. Well, I think we know all that. The question

is getting to be how do you say something new on this subject. Part

of what 1s puzzling Americans, I think, 1s that we have family in-

cox;l;—-—mednan family income—that is lower today than it was in

1973.

And we have never had an experience in the historir of the nation
like this, from colonial times. The Great Depression lasted 9 years,
'yet average weekly earnings are lower today than they were when
President Eisenhower left office. We are in kind of a regression.

We have the first generation of Americans who may not live as
well as their parents. And, for some reason that baffles me, we do
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not seem to understand that the Cold War cost us, too. We see the
Soviet Union in ruin; collapsing, disintegrating, having ceased, for
practical purposes, to exist. And we suppose that it had no con-
sequences on our side: it did.

gnd steelworkers make more money in Japan than they make in
the United States today. Manufacturing wages in Italy are higher
than they are in the United States today. This does sink in with
us, partly because we have no word for it. I mean, I used the word
regression. It is not a recession; it is a generation-long decline.

And you note that given the increasing use of Social Security
funds as general revenue, which is what we are doing—given the
increase in payroll taxes-—for families with children, for all but the
lowest income quintile, the total effective tax rates are higher in
1992 than they were in 1977.

We have not cut taxes, despite all that talk; we have raised
them. And we raised them in the most regressive way, and in the
most questionable way as a matter of public finance.

The Rochester Democrat and Chronicle once said what we were
doing to the Social Security trust funds is thievery. And I was on
a television program with my late, beloved colleague, John Heinz,
and the television interviewer from up in New York said, “Senator
Heinz, would you agree with the Froposition that what is going on
with the trust funds is thievery?” And he said, “Certainly not. It
is not thievery; it is embezzlement,” which is a distinction you
might make as a businessman.

ut what I would like to know is to what degree are particular
problems of families with children is associated with family struc-
ture? What is the illegitimacy ratio in the country today?

Dr. REISCHAUER. Roughly one out of four children is born out of
wedlock in the United States today, and that is up from roughly
1 out of 20 in 1960. So we have had a major change in social struc-
ture in that area.

Senator MOYNIHAN. We have had a 500 percent, a five-fold in-
crease, I think 26 percent is the latest number.

Dr. REISCHAUER. I stand corrected.

Senator MOYNIHAN. Well, it is 29 percent in the United Kingdom.
They are trebling in 15 years. We have quintupled in 30. There is
something post-industrial about this. There is not——

: I;: REISCHAUER. I think in Scandinavia the numbers are even
igher.

Senator MoYNIHAN. I think they are higher, and I think it re-
flects different social arrangements.

Dr. REISCHAUER. Correct.

Senator MOYNIHAN. These are what are known as common law
marriages, as against marriages in which, as Jack Kemp was talk-
ing about, children are born into poverty.

Now, we are not Foing to get very far with what seems to me to
be a post-industrial situation in which a two-parent family, that
nuclear family is not disappearing, but in large sectors of the popu-
lation, it is disappearing or has disappeared.

There are health districts all over the City of New York where
the illegitimacy ratio is 80 percent, and the institution of marria?e
has effectively disappeared. So, do not be surprised if we have child

poverty.
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Now, what are the correlates of these things? It seems to me that
if we go on talking about child poverty as if we were in the Depres-
siﬁn and the mills had closed down, we are not going to get any-
where.

It would be, generally speaking, that in the last generation per-
sons over 65 have gotten better off in this country, and persons
under 18 have gotten worse off. Would you not say that?

Dr. REISCHAUER. That is what the various tables and charts in
my testimony show quite clearly.

Senator MOYNIHAN. Yes. Weﬁ, that is, I think, primarily a phe-
nomenon of family composition. If you look at your figure two on
pre-tax incomes, pre-tax incomes for families with children in the
highest quintile, they go up nicely. And those will be nuclear fami-
lies, so-called. Or are they? It would be very interesting, and you

could do this for us.
Dr. REISCHAUER. We have the figures. I do not have them with

me,
Senator MOYNIHAN. Yes.
Dr. REISCHAUER. But by and large, the families with children in
the highest quintile are overwhelmingly two-parent families—and
largely two-worker families as well.

enator MOYNIHAN. Right.
Dr. REISCHAUER, As you know, there has been increased labor-

force participation in this country, with more and more women
going ‘o work, so a lot of families have two earners. It is hard to
be a two-earner family if you are in a single-parent family.

Senator MOYNIHAN. It is very hard. Statistics prove it. That is
one of the few things can statistics can be said to prove, that there
are very few single-parent families with two earners.

What we would try to do in this committee, we have tried, with-

out any success, because no one still gets it on our committee, to
say that we need to begin to analyze this phenomenon in the way
we began to learn to study unemployment starting about 50 years
ago.
In the Age of Industrialism, the social question was unemploy-
ment. And we did not know what it was, and we did not have a
name for it until this century. When did the word “unemployment”
get into common usage? About 1910, I think. It used to be just peo-
p]]]e w?ere standing around on streets, and what was the matter with
them?

I mean, President Harding had a conference on unemployment in
1921. A national Presidential conference, and he produced that ob-
servation that when a lot of people are out of work, unemployment
results. Well, that is about as much as they knew.

As you know, it was not until the Employment Act of 1946 that
we set out to measure it. We did not know to measure it. We used
to take it during the census once every 10 years and our census
was taken in April of 1930, and then April of 1940. And in our offi-
cial data, there is no depression.

Alvin Hanson did a probability sample of unemployment as a
WPA project in 1939, which is the first number. In the Economic
Report of the President, the unemployment rate begins in 1948;
very late in the experience.
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We would hope to have something similar in the way of measure-
ments of child dependency and family structure, because it begins
to look like dependency. It could be the equivalent of unemploy-
ment in the era ahead of us.

And while there are no questions about economic growth being
important, this rise in dependency has taken place over 30 years
of quite satisfactory, if not exceptional, economic growth. Would
Kou not agree to that? 1960 to 1990 was not the worst time in the

istory of American economy, was it?

Dr. REISCHAUER. No, it was not.

Senator MOYNIHAN. No. It was a good time.

Dr. REISCHAUER. It is a period that had rapid growth in the first
half, and fairly sluggish growth in the second half. -

Senator MOYNIHAN. Yes. But on balance——

Dr. REISCHAUER. And major changes in family structure, much of
which occurred during the first half.

Senator MOYNIHAN. During the period of rapid growth.

Dr. REISCHAUER. Correct.

Senator MOYNIHAN. Then you began to see the change during the
period of rapid growth.

Dr. REISCHAUER. From the mid-1960’s through 1980, basically.

Senator MOYNIHAN. Yes. So, having learned that, it is obvious
that the reason we have a change in family structure is that we
had economic growth, right?

Dr. REISCHAUER. Wrong.

Senator MOYNIHAN. Wrong?

Dr. REISCHAUER. That would not be my first hypothesis.

_ Senator MOYNIHAN. Well, but that is where the causality comes
in,

Dr. REISCHAUER. We have had other periods of rapid economic
growth where family structure did not dissolve.

Senator MOYNIHAN. So, then there’s something else going on.

Dr. REISCHAUER. I think there is something else.

Senator MOYNIHAN. What is it?

Dr. REISCHAUER. This subject is a little beyond the scope of the
testimony that I was asked to give. Unfortunately, I do not have
the same protection that Secretary Kemp had——

Senator MOYNIHAN. I cannot talk about that. I would give you
the answer, but——

Dr. REISCHAUER. I think, quite frankly, that a lot of it had to do
with the chan%f in social mores and the development and wide-
spread use of birth control, family planning, and legalized abor-
tions.

Senator MOYNIHAN., Well, family planning and legalized abor-
tions would not increase the illegitimacy ratio, it would decrease it.

Dr. REISCHAUER. But it was part of a sexual revolution that
began to take place in the mid-1960’s. :

enator MOYNIHAN, It may be. What we say is we have no—

Dr. REISCHAUER. If you recall, there was a term called a “shot-
gun wedding”—which I tried out on my kids the other day and

rew a complete blank.

Senator MOYNIHAN. Right.

Dr. REISCHAUER. And I think that summarizes quite clearly what

has happened in the last 30 years.
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Senator MOYNTHAN. Well, what I would hope to see is that we
begin an annual report on dependency that will begin to give us
some numbers, some base data on this subject. We know very little
about it. By and large, the interest groups have wanted to know
less than even that which we do know. It has been threatening.
Unemployment data was threatening, too.

Dr. REISCHAUER. There is information that you yourself have
used quite skillfully in your writings: data drawn annually from
the current population survey, which will give you the changes in
the structure of family life. But those data do not tell you very
much about the sources of income that support children who are
dependent. And that is what I think you are interested in.

Senator MOYNIHAN. Very little of that. Very little longitudinal
data. The equivalent of a monthly labor review, which, you know,
goes on, and on, and on, and on. And pretty soon, you know some-
thing about the subject. That is not there. It has been a forbidden
subject, and the only people who have suffered are the children.
And they do not know they are suffering because they do not listen
to C-SPAN and these hearings.

We did one bit of data. This committee has responsibility for
these children, but it is just not our subject. When the Economic
Opportunity Act began in 1965, we did set up one good thing—at
least in Michigan—the Panel Study of Income Dynamics.

And we recently asked them to take their 5,000 families—now it
is larger than that—and it has been running 25 years. What was
the actual experience of welfare dependency for the cohort of chil-
dren born 1967, 1968, and 1969, which is thick enough to get good
grobability out of? And the answer was 22 percent of all chi]gren

orn in those years were on welfare before reaching 18; 72 percent
of all black children.

Now, to be on welfare, as Secretary Kemp pointed out, is to be
a pauper. That Mrs. Capitto, was that the name that he men-
tioned, we ought to find out about her. It would be very good to
find out about her. A welfare mother in, was it Wisconsin?

Dr. REISCHAUER. Milwaukee, I think.

Senator MOYNIHAN. Milwaukee. She had the nerve to save
$1,000 to send her daughter to college, and they caught her and
fined her $15,000, because paupers are not allowed to save money.
That is what being on welfare is. You are a pauper.

And if they catch you with any money in a bank account, they
can put you 1in jail. It is not a pretty word; not a pretty condition.
It is a condition which is the more than average experience of some
sectors of our population.

We think that if you project the 1980 number for zero to seven,
that of children born in 1980, we would probably get almost a quar-
ter of American children will be on welfare, and over 80 percent
from minorities. I think that is a little high, but it is getting
astronomic.

What I guess I would like to ask you, Doctor, is if you could ask
CBO to look at these child poverty phenomena from the perspective
of family composition, you might get a cut at it that would tell you
some things that just ordinary quintile, undifferentiated families

might——



41

Dr. REISCHAUER. Well, we actually have some data of that sort,

and I will be glad to share that with you.

Senator MOYNIHAN. Why do you not send it back to us, will you? -

Dr. REISCHAUER. Sure. Fine.

[The information follows:]

The following table shows the most recent data on poverty rates for young chil-

dren from the perspective of family composition.

PERCENTAGE OF RELATED CHILDREN UNDER 6 YEARS OLD LIVING IN POVERERTY

IN 1990
Al Races White Black Hispank origin
In all fames ..........ccooeuns 23.0 17.8 50.5 40.2
In married-couples famifes. ...............crsimiirinne 116 10.8 19.9 28.2
In famfles with fomale householder, no spouse
PIE8ON i s 85.5 604 728 765

o 93?;'“: Bureau of the Census, Cumerd Population Reports, Serles P80, No. 175, Poverty in the United States: 1990,

Senator MOYNIHAN. Good. And thank you very much. And I am
glad to know that you think that the &;cial Security payroll tax
should be cut. Senator Grassley.

Senator GRASSLEY. I have no questions of this witness. I do of
the next panel, if we cover them.

Senator MOYNIHAN. Thank you. Thank you very much, Doctor.

And our next and final panel is made up of three fine rep-
resentatives of Washington organizations. We have Dr.
Steinbruner, who is director of the Foreign Policy Studies Program
at the Brookings Institution; and Mr. James Weill, general counsel
for the Children’s Defense Fund; and Mr. William R. Mattox, who
is the director of policy analysis for the Family Research Council.
We welcome you, gentlemen. .

In the practice that we have, we will follow our sometimes ran-
dom allocation of listing of names. Dr. Steinbruner, you are first,

sir.

STATEMENT OF JOHN D. STEINBRUNER, DIRECTOR, FOREIGN
POLICY STUDIES PROGRAM, BROOKINGS INSTITUTION,
WASHINGTON, DC
Dr. STEINBRUNER. Thank you, Mr. Chairman. I have prepared a

statement that I will submit for the record.

Senator MOYNIHAN, We will do that in everybody’s case.

Dr. STEINBRUNER. All right.

Senator MOYNIHAN. And you go ahead and take your time.

Dr. STEINBRUNER. Very briefly, I want to comment on my under-
standing of the feature of the legislation before you that would re-
move some $73 billion from the defense budget and apply it to
other purposes. I want to comment specifically on the national se-
curity implications of such a reduction.

This $73 billion, as I understand it, is to be taken out of the total
defense outlay figure that will accrue from 1993 through 1997.
That represents a b percent reduction in the expected outlays.

I would acknowledge the inevitable argument from Pentagon
planners that any such reduction will reduce national security by
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at least that amount. Implicit in that argument is the thought that
we are being perfectly efficient, or, at least as efficient as we can
reasonable be 1n the use of our defense resources.

It will not surprise you to discover that I doubt that we have
achieved such efficiency. I believe, therefore, there is some scope
for entertaining this reduction with no reduction in security what-
soever, conceivably, even an improvement, if we are particularly
wise in how we allocate it.

There are two basic methods for achieving efficiencies of that
sort. One is to tailor the force levels more narrowly to their plau-
sible mission requirements under current and emerging cir-
cumstances, and the second is to develop more comprehensive regu-
lation in military deployments that would make the mission re-
quirements more predictable and less demanding. Both approaches
can be pursued. They can be put together; they are not mutually
exclusive. Indeed, they tend to rely on one another.

Realistically, I think we need to recognize that one cannot ex-
tract resources from the defense budget quickly or suddenly. De-
fense reductions take time because of the momentum of technical

w‘éapons*pmgmme—and_mns&ndbtﬁi‘?ing. Even b years is a short
period of time. For that reason, e projected 10-year program
costs of the defense budget and the major options. I compare the

b-year expenditures that you are after in the context of that 10-
year program. '

I would note that the current defense budget—which will, in cur-
rent dollar outlays, spend some $3 trillion over the course of the
10 years if it unfolds as planned—has made some adjustment for
the obvious change of circumstances, but it has not altered the
character of traditional American security. The Defense Depart-
ment 1§ preparing to deter a very large strategic opponent at tradi-
tional levels of nuclear weapons capacity. The strength of deter-
rence would not be meaningfully diminished against historical
standards. And it is also preparing to respond to an unknown
threat arising within a few weeks anywhere in the world, uni-
laterally if necessary.

The efficiencies that I have suggested to you can be achieved first
by tailoring the forces more narrowly to the fact that it is now
quite difficult to find plausible threats of the traditional sort, and
it 18 quite easy to ﬁncrreliab]e friends who will help us if they do
come about. We could have lower force levels in a world of this sort
where the size of the threat is not as great, and the capacity of al-
lies is much greater. Indeed, it is probably a good idea to do that,
even within the framework of traditional security. Having a force
structure that is out of size or out of proportion causes suspicions
that may come back upon us.

The more radical approach, however, is to supplement this tradi-
tional reactive security with more aggressive forms of organization
that would be designed to contain threats and to prevent them
from getting to the point where we have to fight them. We call that
cooperative security.

The figures, let me just summarize to you.

Senator MOYNIHAN., You called that cooperative?

Dr. STEINBRUNER. Cooperative security arrangement.
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Senator MOYNIHAN, Would you say that once again? Do you
mean NATO?

Dr. STEINBRUNER. No. I think it has to be a more inclusive ar-
rangement than NATO has been. It would include—

Senator MOYNIHAN. An example would be NATO.

Dr. STEINBRUNER. No. NATO is a collective security arrangement
designed to resist aggression once it arose, but not to control the
size and disKosition of all forces, such that it was difficult to invade
anybody. NATO could not prevent a very large establishment from
being assembled nearby.

The idea of cooperative security is to organize general reductions

of forces and limitations on them such that these threats simply
cannot arise in short-term. Were that done, we would have a lot
of warning. Major threats could only arise over longer periods of
time.
It is akin to the distinction between preventive medicine and
acute care. In acute care, you wait until somebody comes in with
a heart aitack and you treat it. In preventive medicine, you try to
do things that prevent the heart attack in the first place. And both
things can go together.

The force structures associated with ideas are matters of judg-
ment. I have tried to give an illustrative example that migf])t be
mainstream judgments plausibly emerging from the American po-
litical system.

To conclude with the bottom line, let me note that these options
I have described—the more efficient form of traditional collective
security—would save in outlay terms over the period of your con-
cern—1993 through 1997—some $88 billion. That is over your tar-
get. The more extensive cooperative security arrangement over that
same period in current dollars would save on the order of $140 bil-
lon in 1993 through 1997, and they would have much larger sav-
ings in the 10-year period of time.

The bottom line 1s that you can, indeed, in principle and with
greater discipline in the defense planning system, extract resources
without damaging national security, and if it is done in the right
way, it might even encourage improvements in national security.

[ dl}e ]prepared statement of Dr. Steinbruner appears in the ap-
pendix.

Senator MOYNIHAN. We thank you very much. We will get back
to each of you. Is that right, Senator Grassley?

Senator GRASSLEY. Sure.

Senator MOYNIHAN. Mr. Weill, good morning, sir. Good to have

you.

STATEMENT OF JAMES D. WEILL, GENERAL COUNSEL,
CHILDREN’S DEFENSE FUND, WASHINGTON, DC

Mr. WEILL. Thank you, Senator Moynihan and Senator Grassley.
The Children’s Defense Fund really appreciates the opportunity to
testify here this morning on the critical tax and family income is-
sues that you are considering.

This committee has led the way to a number of recent improve-
ments in health and child care programs, and in the Earned In-
come Tax Credit. And Chairman Bentsen’s initiative to create the
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National Commission on Children was important in producing a
broad consensus on the next steps to take for America's children.

That commission report reflected a growing agreement between
liberals and conservatives and Democrats and Republicans that
some form of refundable children’s tax credit is an essential build-
ing block of a strong, pro-family policy in this Nation.

Both middle-class and lower-income families have been badly
battered by economic changes in the last two decades. At the same
time, the very affluent have had both real income gains, and large
tax cuts. As a result, we have had a growing gap between the rich,
on the one hand, and the middle-class and the poor on the other.

Exacerbating this growing gap have been growing gaps between
younger families and older families, and between families with
children and those without children. .

As S. 1921—Senator Bentsen’s bill, co-sponsored by many mem-
bers of this committee—recognizes, a children’s tax credit is the
best way to start to address these problems and to provide support
t;) America’s families with children and tax relief for the middle-
class.

S. 1921 is absolutely on target in its focus on families with chil-
dren and its focus on a credit, rather than some other mechanism,
like expanding the personal exemption.

The bill, like the proposal from Senator Gore and Congressman
Downey, like Senator Bradley’s plan, and like the National Com-
mission on Children proposal, takes this essential first step of a
children's credit.

The problem with the bill is that it is critical to middle and low-
income children and their families that the children’s tax credit be
refundable, as it is in the other plans but not S. 1921.

Several witnesses have pointed out here this morning that one-
quarter of America’s children will not benefit at all from this tax
credit if it is not made refundable.

Nearly half of black and Hispanic children will not benefit if it
is not made refundable, and a disproportionate share of children in
the south and the southwest, the poorer parts of this nation, will
also be left out.

In addition to the one-quarter of American kids who would not
benefit at all, millions more children would receive less than the
full benefit of the credit if it is not refundable, because their fami-
lies’ tax liability is less than the credit amount.

In total, close to one-third of all children, the neediest 20 million
children in this country, would not receive anything, or would re-
ceive only a partial credit, if it is not refundable.

Most of these children are from working families. While many of
them rely on AFDC, or Social Security, or SSI, foster care, or other
payments like that, and they are the most desperately in need, a
majority rely primarily or exclusively on their parents’ earnings.
And these families who will be wholly or partially left out reach up
into the heart of the middle class.

We are talking about parents who are making $5, $7, $9 an hour;
$12,000, $15,000, $19,000 a year. They are going to be left out, in
whole or in part, unless the credit is made refundable.
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We need to make the credit refundable to reach this less well-
off one-third of America’s children and help them meet their needs
in Xaying rent and other basic expenses.

question has come up several times this morning that I want
to digress for a minute and address. The question has been asked:
did we not help the lowest income families with children enough
last year when we expanded the Earned Income Tax Credit?

The Earned Income Tax Credit, which was expanded in 1986 and
again last year is, indeed, a wonderful tax credit for low-income
working families in this country. But it is not a panacea for their
problems.

The 1986 increase barely restored poor people’s lower 1979 levels
of taxation, and last year’s increase was designed, in large part, to
offset other, regressive tax increases in the budget package.

In addition, as wages have fallen in the last few years for fami-
lies with children, the EITC has been framed not only as a way to
offset rising payroll taxes on those families, but also as a substitute
for the failure of the minimum wage to keep up with inflation, as
meeting their child care expenses, and as meeting a number of
other purposes.

The EITC, while a wonderful device, cannot help families meet
all these needs. Families, in addition, need a refundable tax credit
to start to meet their basic needs.

The lowest one-fifth of America’s families with children have
seen their incomes drop since the late 1970’s.

They are the Americans hurting the most. That is the reason
why this Nation has the highest child poverty rate when compared
to other Western industrial democracies, a rate often two to three

times those of our competitors.
One way to get these poverty rates down is through refundability

of the credit.
I see my time is up, Mr. Chairman. We appreciate the oppor-

tunity to speak here today.
[The prepared statement of Mr. Weill aﬁpears in the appendix.]
Senator MOYNIHAN. Thank you, Mr. Weill. Mr. Mattox, you want-

ed to address the same subject, I believe.

STATEMENT OF WILLIAM R. MATTOX, DIRECTOR OF POLICY
ANALYSIS, FAMILY RESEARCH COUNCIL, WASHINGTON, DC

Mr. MATTOX. Mr. Chairman, Senator Grassley, I want to thank
you for the opportunity to address your committee today about the
need for tax relief targeted to middle-income families with children.
I sincerely hope this hearing will lead to the adoption of a major
pro-family tax bill designed to strengthen the economic autonomy
and health of middle-income parents.

Mr. Chairman, just about everyone these days seems to have a
plan designed to offer middle-income tax relief of one kind or an-
other. While the Family Research Council is encouraged by the

owing interest in pro-family tax relief, we recognize that all mid-

le-income tax relief plans are not created equal.

Thus, as the committee continues its consideration of legislation
designed to reduce the tax burden on middle-income taxpayers, we
would urge you to give your greatest attention to these four objec-

tives.
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First, we would urge you to focus on the family. The sluggish
performance of the American economy in recent months has gen-
erated considerable public attention and concern. This attention
and concern and well-founded. Many Americans have lost their
jobs, and many others are having trouble making ends meet.

Lest anyone be mistaken, however, America is facing more than
just an economic recession, and I think this was made clear by
some of your comments just a moment ago.

For at least the last 25 years, our Nation has been mired in what
we would call a family recession. And the steady decline in family
gtability and well-being means that many children have lost their
fathers, and many others are lacking a healthy home life.

Even if the family recession had no bearing on the serious social
and economic problems facing our country, 1t would be right and
appropriate for public policymakers to seek to shore up the eco-
nomic autonomy of families with children through tax cuts targeted
to parents. Families, after all, face a Federal tax burden today that
is unusually high by historical standards.

In 1948, for example, Federal income and payroll taxes claimed
just 2 percent of the annual earnings of a median-income family of
four. ’I}Z)day, Federal taxes siphon 24 percent of a median family’s
annual income.

Since the family recession is indirectly and inextricably linked
both as a cause and an effect to the current social and economic
problems facing our Nation, it is all the more important that any
tax cuts adopted in this Congress give serious attention to the
needs of families with children.

Neglecting such concerns in a head-long pursuit of some eco-
nomic quick fix could prove to be penny-wise but pound foolish. In-
deed, the long-term health of our economy and our society depends
greatly on a dramatic upswing in our Nation’s leading family indi-
cators.

To be sure, pro-family tax cuts alone cannot pull our Nation out
of its family recession, but Kro—family tax cuts are, nevertheless,
very significant, because such relief would allow parents to regain
some of the economic independence and autonomy that have been
lost in recent years to other institutions, particularly the State.

Put another way, pro-family tax relief would empower families to
carry out those vital functions, such as the rearing of children,
which they are uniquely equipped to perform. Thus, pro-family tax
relief should be the centerpiece of any middle-income tax relief
plan. 1t should be the engine driving tax reform.

Accordingly, we would urge you to favor plans which tie relief to
the presence and number of children over those such as the Ros-
tenkowski Adult’s Only Income Tax credit bill, and various payroll
tax cut bills which treat families with children no differently than
Yuppies with poodles.

e would also encourage you to adopt changes in the Earned In-
come Tax Credit which would eliminate the Tax Code’s current
bias against low-income married couples with children; we would
encourage you to expand the current Young Child Tax Credit—as
Senator Grassley has proposed—to address, among other things,
the Tax Code’s “parenting penalty;” and we would encourage you
to make certain that increases in pro-child tax benefits take effect
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immediately and that these cuts are permanent and that the bene-
fits are indexed.

Secondly, we would ask you to not scrimp on children. The fact
that so many recent tax bills include provisions designed to reduce
the tax burden on families with children attests to the growing con-
sensus among conservatives and liberals, Democrats and Repub-
licans, that middle-income parents are over-taxed.

While there is reason to be encouraged by this growing consen-
sus, there is reason to be concerned that most of the major propos-
als that have been advanced thus far fail to grasp the severity of
the problem.

Eugene Steuerle, a former Reagan Treasury official who now
serves as a fellow at the Urban Institute, has calculated that if the
tax exemption for children had been properly adjusted since 1948,
the exemption would now be $8,200 instead of $2,150.

This means that if Congress were to provide a median-income
family today the same per-child tax benefits offered in 1948, the
current tax exemption would need to be quadrupled, or a new tax
credit worth nearly $1,000 per child would need to be created.

Third, we would ask you to limit tax relief to taxpayers. Curi-
ously, several prominent proposals promising “middle-income tax
relief” make little or no distinction between welfare recipients and
taxpayers with children. They offer refundable tax credits to all
families, including low-income, child-present households where the
household head is not married, gainfully employed, or receiving
child support. . '

Even if one believes cash assistance to welfare recipients is war-
ranted, it is disingenuous to use the banner of midd‘l)e-income tax
relief to secure this result. Not only is a “bait-and-switch” strategy
of this kind dishonest, but it threatens to sabotage legitimate ef-
forts to reduce the tax burden of families with children.

Finally, we would urge you to not hold pro-family tax relief hos-
tage. There are a number of tax proposals floating around; a num-
ber of other sub-issues about how proposals would be funded,
whether or not economic growth provisions would be included in a
package. We believe these are important debates; they need serious
consideration.

But we would hope that the consensus that has been built on
ro-family tax relief would not be held hostage by the partisan
Lickering that is taking place over many of those issues.

Thank you very much, Mr. Chairman, for the opportunity to tes-
tify before your committee. I look forward to answering any ques-
tions that you or Senator Grassley may have.

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

The CHAIRMAN. Thank you, Mr. Mattox. You mentioned, Senator
Grassley, that perhaps you would like to begin the questioning, sir.

Senator GRASSLEY. Thank you very much, Mr. Chairman. I think
I will start with Mr. Weill. You made a statement, I believe, that
the tax credit needs to be refundable. I would agree with your
statement.

But, in addition, do you not also agree that a children’s tax credit
should have a phase out so that the wealthy who obviously do not

need it as much would not get it?
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Mr. WEILL. We would be perfectly comfortable if it were phased
out at the top. Our concern is that poor children, both from work-
ing families and non-working families—and if I have the oppor-
tunity, I would like to address Mr. Mattox’s point—be included in
this; those 20 million children. -

If, in order to obtain revenue to do that, it is necessary to phase
out the credit for upper income taxpayers, as, to some extent, the

ersonal exemption is currently phased out, we would be support-
1ve of that. -

Senator GRASSLEY. Mr. Mattox first, and then maybe also Mr.
Weill, there have been some recent discussions about undoing
many of the changes in the Earned Income Tax Credit that were
made last year in order to simplify the credit and encourage its
use. How do you analyze those efforts, and do you think there is
something that should be done?

Mr. MATTOX. I think generally we would support the concept of
simplifying the EITC to encourage greater use. We do not have any
problem with that goal or principle.

We do, however, vehemently object to efforts to eliminate the
Young Child Tax Credit, which is a sub-part of the Earned Income
Tax Credit. We believe the adoption of the YCTC was an important
step forward in last year’'s budget process.

We believe that the young child credit not only should be pre-
served, but, as your proposal has advocated, that it be expanded:
(1) in the dollar amount available to families; (2) in the income
range that would be affected, and (3) in the age of children that
would be affected.

If you are changing the income criteria such that the EITC is es-
sentially available to families under $20,000 to $21,000, and a
Young Child Tax Credit may go up to families as much as, say,
$50,000 a year, as your bill has proposed, it seems to me that you
have drawn a distinction between these two credits that would
merit just splitting off the Young Child Tax Credit by itself, rather
than having it he a sub-part of the EITC.

In sum, I think that simplification can be achieved in ways that
preserve the gains that were made last year, rather than attacking
them.

Mr. WEILL. We generally support simplification in order to have
more low-income tax payers use the EITC. We strongly support
that. We have not been so actively involved in the debate that we
have taken positions on each of the sub-issues that involves, but
we do recognize the need to have simplification efforts.

We have also begun, along with the National Women's Law Cen-
ter, a campaign to reach taxpayers through child care centers, and
otherwise, and help them use the EITC. But we recognize how dif-
ficult that is to do under the current complex rules.

Senator GRASSLEY. Mr. Mattox, you made reference to the Indi-
vidual Retirement Account. What do you think of the proposed
changes in the IRA reform? I guess also speaking for your Family
Research Council.

Mr. MATTOX. Yes. I think here, again, we would support many
of the objectives of those who have put forward legislation in this
area. We believe that it is appropriate to look for ways to expand
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the uses of IRA accounts so that families can use them for purposes
other than retirement.

Clearly, there are a number of families—particularly young fami-
lies who have not yet reached their peak earning years—who place
a greater priority in their savings schemes on saving for a home
or for college tuition than for retirement. It seems appropriate,
then, to recognize these as legitimate uses for an IRA account rath-
er than strictly limiting IRA’s to retirement. :

We do, however, question whether expanding IRA henefits to
those above $50,000 a year is a high priority at this point. We do
not object on philosophical grounds to that concept.

It becomes a question of priorities, and we would question wheth-
er, in light of the serious need to reduce the tax burden on families
with incomes between $15,000 and $560,000 a year, a proposal of
that kind ranks as high on the list of priorities.

Senator GRASSLEY. My last question, Mr. Mattox, would deal
with—this is kind of a philosophical question. At least I view argu-
ments against increasing the tax benefits for families with children
when they say it will not necessarily strengthen the family. I think
those are philosophical arguments.

You obviously think otherwise, and so I would like to have you
respond to those arguments where people take the point that it will
not strengthen the family.

Mr. MATTOX. Yes. I am glad you asked this. I think there are a
lot of people who question whether or not a pro-family tax cut
would provide the kind of “bang-for-the-buck” tﬁat a lot of people
are looking for. And we have no illusions about tax relief for fami-
lies being a magic bullet.

Obviously, private behavior is affected by many variables, of
which the tax burden that a family faces is only one. But we do
not believe that it is possible to significantly strengthen the family
unless we strengthen its economic vitality.

And to the extent that tax reliet for families gives parents an op-
portunity to keep more of the money they have earned and gives
them greater economic freedom and independence, we think that
pro-family tax cuts take a significant step in the right direction to-
wards strengthening families.

This does nrt at all mean that we should avoid addressing many
of the cultural and moral questions that also play into family de-
cline. It simply means that we cannot kid ourselves into thinking
that the family decline over the last 25 years does not have an im-
portant economic dimension that needs to be addressed.

Senator GRaSSLEY. Thanks to each of you. Thank you, Mr. Chair-
man.

Senator MOYNIHAN. Thank you, sir. I would just like to make the

point to you gentlemen that the whole discussion of tax cuts in a
situation where we have a $400-$500 billion deficit is a little ab-
stract. And I observe what I said a couple of years ago would hap-
pen.
What we are now doing is redistributing the Social Security pay-
ments. First you take that money out of people’s pockets, and then
you hand it over here and hand 1t over there. That is not what So-
cial Security benefits are paid for. They are pension benefits;- they
are disability benefits.
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When President Roosevelt set up the program—we have a record
of this—in 1940, a professor at Columbia, an authority on public
administration, went down to see him. He was down here doing
something, and he went to see the President.

And he said, “You know, Mr. President, I have been looking at
this Social Security arrangement, and we are putting in an awful
lot of money just collecting everybody’s nickels and dimes and post-
ing them”-—by pen and ink, they would have done in those days—
“to their cards.’ :

And we could just as well just take in the money and pay it out
when the time comes, and you would not know the difference. This
was Wallace Sayre—-I think Dr. Steinbruner would recognize his
name—a great professor at Columbia in Public Administration.

Roosevelt said, “I am sure you are right on the economics, but
not on the politics. I want every nickel that goes into that trust
fund to have someone’s name on it so none of those damned politi-
cians on Capitol Hill can get their hands on those monies.” Well,
that was 50 years ago. Now we have, and we are spending them
at $1.5 billion a week.

And nobody seems to care the least little bit what that does to
the integrity of social insurance. If it does not matter, you pay it
in and it is spent for other purposes than it is specifically intended
to, you are corrupting the who‘i)e idea. And we are so lost that we
do not even sense the corruption.

Twenty-5 years ago, I wrote a piece for Aimerica magazine on
children’s ally(;wances, pointing out that we are the only industri-
alized democracy in the world that does not have a children’s al-
lowance.

President Kennedy got very interested in the subject from Sen-
ator Neuberger, who was working on the Alaska-Canadian High-
way in World War II, the Alcan Highway, and found the Canadian
child allowances, and he introduced a bill—and Kennedy was a co-
sponsor—but we have never been good at family policy in this
country; we are very nervous about it.

But can I ask you, just as we have got to face these facts, avoid-
ance has certainly characterized the worsening of our family condi-
tions. Of the quarter of the children in the country who are poor
at this moment, 50 percent of American children will live in a sin-
gle-parent family before they are age 18, but of the quarter that
are poo; right now, how many are in two-parent families, what pro-
portion?

Mr. WEILL. Among poor children, about half of them are in two-
parent families—or, for a handful of those in single male-headed
families. And the other half are in female-headed families.

Senator MOYNIHAN. So, it 18 about 50/50.

Mr. WEILL. If I could expand, Senator Moynihan, and talk for a
minute about the single-parent issues and out-of-wedlock birth is-
sues that you raised with Dr. Reischauer, I would like to address
that for a minute, if I might.

Senator MOYNIHAN. Please. Please do.

Mr. WEILL. We absolutely agree that it is essential that this Na-
tion address the causes of out-of-wedlock births and get the out-of-
wedlock birthrate down. We also abselutely agree, and we have
worked with you, to improve the child support enforcement system
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so that absent fathers pay their fair share. I would just make two
other points.

One is that, in addition to social behavior, as Mr. Mattox said,
economics plays a role in driving up out-of-wedlock birthrates, too.
Ben Franklin said, about two centuries ago, that “The number of
marriages . . . is greater in proportion to the ease and convenience
of supporting a family. When families can be easily supported,
more persons marry, and earlier in life.”

Antf some of the decline in the marriage rates and increase in
out-of-wedlock birthrates over the last two decades has followed the
decline in wages for young men. And so, there is an economic role
as well as a social role in fixing this problem.

But in the meantime, as this Nation addresses this problem of
single-parent families—which it is essential that we address—it is
also essential that we not leave one in four American pre-schoolers
and one in five American children living in dire poverty. We have
to address that simultaneously.

And a children’s allowance, as you suggest—and the closest thing
we have to it right now are the refundai]e children’s tax credits on
the table—is the best first step towards that goal.

Senator MOYNIHAN. No. I do not disagree in the least. I would
say to you that if we had the kind of changes in the labor market
that we have had in family structure, there would be a whole body
of analysts here in Washington who would be working at it, writing
about it, checking it, trying to tease out some information, and they
would have their counterparts all over the academic world, and the
Chairman of the Council of Economic Advisors—whose job was cre-
ated by the Employment Act of 1946—would know that it was his
first task to get some answers for the President for the Economic
Report that comes each January here. 1 see Mr. Mattox nodding.
We do not have that now.

Mr. MATTOX. No, you are right. We have a tendency at times to
focus too much attention in the wrong direction. Often, we are not
sufficiently focused on some of the family variables that signifi-
cantly affect economic performance and economic behavior.,

So, I think you are exactly right, that we need to be increasingly
focused on this question of family structure and the relationship it
has with child poverty.

I was struck in reading an article recently which showed that it
was marriage, and not workfare, or transfer payments, that con-
stituted the number one escape route out of poverty for families
with children.

Accordingly, I think that we need to be looking increasingly at
some of the ideas that Governor Tommy Thompson in Wisconsin
has put forward, which adjust tax and welfare benefits to remove
disincentives for marriage among low-income families.

Senator MOYNIHAN. 1 was once Assistant Secretary of Labor,
with a very nominal charge of the Bureau of Labor and Statistics.
Thirty years ago, the unemployment rate was a-very controversial
number. People did not trust it. It was only 15 years old; not even
quite that.

And they fought over it; why are you making it high; you are
making it too high; you are making it too low; you are twisting it;
but little by little, things settled down. We now know it is a goo&
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number. It comes out with corollary analyses that are very helpful.
I would like to thank you, gentlemen, for what you are doing. The
pay is not probably very good, nor is it at Brookings.

Dr. Steinbruner, a question. I think your proposition that the
“true test of the United States as a super-power will be whether
it can now arrive at a more realistic balance between its military
and economic power than it has done in the recent past.” That is
from your book with Bill Kaufman, is it not? :

Dr. STEINBRUNER. That is right.

Senator MOYNIHAN. By which I mean—well, do not let me tell
you what you mean, you tell this committee. Do we correctly take
you to feel that the level of defense outlays in recent years has not
been commensurate with the performance of our economy and may,
indeed, have depressed that performance? Say it in your words,
and do not repeat what I said if you do not think that is what I
meant.

Dr. STEINBRUNER. I think that is right. The primary reason is
that if you go back to the 1950’s, we started using the national se-
curity effort to motivate, finance and direct national technical in-
vestment, developing whole series of technologies that have very
broad implications: computers, radars, things that have spilled over
into the commercial markets.

We did it largely with national security expenditures. The whole
situation is radically altered in the intervening period, and that is
not the way to make national technical investment now.

In fact, defense programs are typically lagging about 10 years be-
hind the leading edge of commercial markets. So, we are hurting
ourselves with the resources put into defense that are not nec-
essary, whereas in the 1950’s you could say, oh, what the heck, it
helps the economy generally, it promotes technical progress. You
can no longer say that; there are very severe trade-offs, and we
have not sorted this out. -

In addition to that, just within the consideration of security it-
self, the problem is rad]ically shifting. The problem is no longer pri-
marily deliberate aggression. At the moment, it is the threat of
chaotic disintegration of the major opposing military establishment.

Senator MOYNIHAN. And it need not stop there.

Dr. STEINBRUNER. Right.

Senator MOYNIHAN. The reason your testimony is so important
to us, or at least to this Senator, is that I feel the Cold War 1nstitu-
tions are still in place in this town and really are not reconciled
to what has happened. You say the Berlin Wall came down on No-
vember 9, 1989. Prove it. You know, supposing it was a trick. You
know, they have done that before. They pretended.

In 1979, Newsweek had a forum on the 1980’s, big thoughts,
what will happen in the 1980’s? And I wrote a piece which seemed
to me unexceptional. I said, “In the 1980’s, the Soviet Union will
break up. Now, be very careful when that moment comes, because
the question is, who is -going to get hold of those war heads. That
can be a very dangerous moment.”

And yesterday, the United States Senate passed by a very over-
whelming vote, half a billion dollars to go over and buy war heads
from the Soviet Union on the grounds that they have been sending
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the signal, get these out of our hands or we will start using them
on each other, as you were saying.

But our institutions were incapable of comprehending the break-
up of the Soviet Union. I mean, I said it on the floor, I said it in
the intelligence committee. Can you not see it coming? They are
going to break up. The economy has failed, the ideology has died,
and ethnicity is nsing.

Would I be wrong in saying that the institutions just did not
grasp that?

Dr. STEINBRUNER. No. I think you are correct. This is too big a
shift in perspective. I{ is happening not only to American institu-
tions, I tﬁjnk American public opinion has not shifted as well.

We have not quite realized that the character or the nature of
the security problem we are facing has altered entirely. And, there-
fore, it is not just a matter of being more efficient and doing the
same old thing; we have to do very different things, and quickly.

Senator MOYNIHAN. And we do have a problem of ethnic conflict
moving around the world, moving around Africa, South Asia.

Dr. STEINBRUNER. Indeed.

Senator MOYNIHAN. And we do not have much of a device for
that, do we? War has broken out in Europe; the first war since
1945. Hideous atrocities, large-scale bombing, artillery barrages.
And where? In Yugoslavia.

Dr. STEINBRUNER. Outside of our jurisdiction. Right.

Senator MOYNIHAN. And we have not been able to do a thing.

Dr. STEINBRUNER. We cannot do anything. And the insight there
is that the superior firepower which we, indeed, have assembled
and do have, cannot be applied, because we do not have the legit-
imacy to operate. And it turns on legitimacy more than on fire-
power. That is part of what we have to—

Senator MOYNIHAN. Say a little bit more abhout the legitimacy.

Dr. STEINBRUNER. We do not have the principles, and standards,
and objectives, and the authority established to intervene in that
situation.

Senator MOYNIHAN. What gives you the right to go in and say,
Croates, you go there, and Serbes, you go there.

Dr. STEINBRUNER. That is right. That cannot be done on a na-

tional basis, obviously. .
Senator MOYNIHAN. The U.N. Charter says you may not inter-

vene.

Dr. STRINBRUNER. The U.N. Charter specifies rules for interven-
tion, and the principles which must guide it. And it says basically
there must be an international consensus organized to do this, oth-
erwise no. And we have not really developed that thought to the
point where we have—

Senator MOYNIHAN. We have not developed it. The U.N. may not
interfere in the internal affairs of a memger State. That is in the
Charter. But also in Article 1, Section 2, it guarantees all peoples
the rght to self-determination.

Now, Dr. Steinbruner, the people of Croatia have the right to
self-determination?

Dr. STEINBRUNER. I believe they do have the right to self-deter-
mination, but there is something implied about the means used.
There is a Declaration of Universal Human Rights emerging from
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the U.N. that has something to do with human rights extending be-
yond sovereign prerogatives. We have not sorted these things out.

Senator MOYNIHAN, It does. But in 1952, I think, when the de-
colonialization was beginning in earnest, the General Assembly
worked very hard on a proclamation on this matter, and it came
up with a six-point declaration that said, “All peoples have the
right to self-determination.” That was the first point. And the last
point was, “There can be no interference in internal affairs of any
nation.” So, you leave it there.

We thank you all. I particularly want to thank Mr. Mattox and
Mr. Weill. It is a lonely life you live out there, and Dr. Steinbruner,
we are very much in your debt for very important testimony. And
that was our hearing. We thank our cameramen, our lights, drama,

action.
[Whereupon, the hearing was adjourned at 1:07 p.m.]
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BENTSEN SCHEDULES ADDITIONAL TAX Cur HEARINGS

WasHiNaTON, DC—Senator Lloyd Bentsen, Chairman of the Senate Finance Com-
mittee, announced Wednesday he has scheduled a second and third hearing on tax
cut legislation for next month.

The hearings will be at 10 a.m. Thursday, December 12, and Friday, December
13, 1991 in Room SD--2156 of the Dirksen Senate Office Building.

“The Finance Committee already has begun work on tax cut legislation this year,
holding its first hearing on Tuesday. I want to continue work on this groposnl,
which 18 of vital concern to so many Americans, so I'm calling additional hearings
in December,” Bentsen said.

“As was abundantly clear from the testimony at our hearing Tuesday, middle-in-
come American families need and deserve some help. Too many Americans are see-
ing the dream of home ownership twning into an economic Nightmare on Eln
Street,” Bentsen said. 4

“Home prices collapsed last year, which caused a etunnin%:l 80 billion plunge in
family net worth—the first such decline in two generations. Two paychecks have be-
come a necessity in the 80's as costs soared for the basic necessities of life. Today,
a typical American family pays $1,300 for health insurance, an amount that has
jumped sharply from $150 in 1980, and gets less for its money because deductibles
and co-payments have soared. Families with children saw their taxes increase dur-
ing the past decade, while their incomes fell, 13' $1 ,600 on average,” Bentsen said.

‘Senators Roth, Mikulski and I have proposed legislation to cut taxes for families
b'y giving them a $300 tax credit for every child under a%e 19. That would reduce
the tax bill for a family of four making $36,000 a year by 26 percent. Other Senators
have made some important Eroposals that we're taking a close look at, as well, in
efforts to get some needed relief to America’s families,” Bentsen said.

OPENING STATEMENT OF HON. LLOYD BENTSEN, A U.S. SEN-
ATOR FROM TEXAS, CHAIRMAN, SENATE FINANCE COMMIT-
TEE
The CHAIRMAN. If you will please be seated and cease con-

versation this hearing will get underway.

We are very appreciative of having the administration before us
this morning. In order to get to their testimony, I am going to ask
my colleagues, including myself, to limit opening statements to 5

(66)
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minu(fes. If you want to give any of that time back, it will be appre-
ciated.

The Finance Committee this morning begins 2 days of hearings
on taxes, on the economy and on hard-pressed middle-income fami-
lies. A study released by the Congressional-Budget Office yesterday
showed that middle-income families with children took a double hit
during the 1980’s. They saw their taxes go up and they saw their
incomes go down.,

Health costs of a typical family have almost tripled since 1980.
The cost for basic necessities, such as housing, education, transpor-
tation, went right through the roof. The 1980’s, in fact, were the
most anti-family decade since the great depression.

Unfortunately, the 1990’s threaten to be worse. The CBO reports
that the decline in family incomes has accelerated since 1989. The
1980’s were not only anti-family, they were also anti-growth and
anti-savings. Net investment as a share of gross national product
fell by one-third. Over 2 million high-powered manufacturing jobs
went to Asia. America now has more government workers than
they have manufacturing workers. Servicing the Federal deficit will
soon overtake defense spending.

During the 1980’s, with a handful of exceptions, American indus-
try fell behind international competition and that deterioration has
become more pronounced in the new decade. America is now in-the
longest period of slow or no growth since the Great Depression.
Over the last 3 years per capita income has fallen for the first time
since Herbert Hoover was President. Housing starts are the lowest
they have ever been since World War II. Family incomes have fall-
en to the levels of 15 years ago and that is despite the fact that
in many of these families they are now two paycheck families with
both parents working.

This administration which made promises in the last election of
30 million jobs has produced fewer jobs than any since the depres-
sion. The outlecok is for little or no improvement with the Chamber
of Commerce, the CBO and other forecasters projecting rising un-
employment and weak growth for both incomes and productivity
next year.

For several months Congress has been prodding the administra-
tion to work with us to jump start our economy and provide some
relief for victims of these hard times. Thousands of jobs, billions of
dollars of income have been lost during that time. Now, 18 months
after the recession began, we are seeing hopeful signs of a willing-
ness to cooperate in the search for economic policies that are ade-
quate to our Nation’s needs and we welcome that.

I have introduced legislation to cut middle-income taxes, to re-
store and expand the IRA that enjoys bipartisan support in the
House and in the Senate. I am convinced it is one good answer to
our economic problems. There are others. But one thing is certain,

the time for action 1s long past.
I would like to defer now to my colleague, Senator Moynihan, the

Senator from New York.
I beg your pardon. Senator Chafee, you were first, if you would

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

Senator CHAFEE. Thank you very much, Mr. Chairman. I appre-
ciate this o(i) ortunity for us on the committee to examine the pro-

osals to a cfress our sluggish economy, including your suggestion,

r. Chairman, of a tax credit for each child under 18 in a family.

Mr. Chairman, I very strongly believe that the Americans and
particularly the middle class, have three main concerns on which
we ought to focus our efforts. These concerns are: first, having a
job, either keeping the job they have or making sure they find an-
other one if they seek one; secondly, maintaining the value of their
home; and thirdly, keeping their health insurance and controlling
rising health care costs.

I personally do not believe that short-term tax credits or individ-
ual tax cuts will address these concerns. I believe we must not
compound our current economic problems by seeking quick fixes
which have no lasting effect and which may greatly add to the Fed-
eral deficit. Our goal should be to improve America's economic
health and international competitiveness.

In other words, what I would like to see us concentrate on is
making our businesses more competitive so they'll provide more
jobs. Obviously, the President and the Congress must work to-
gether to develop a legislative package to adsress these concerns.

Specifically, I would do the following: To create and maintain
new jobs, I believe we ought to establish a targeted investment tax
credit. We ought to index the basis of capital assets for inflation.
I would do this prospectively, starting now for inflation that occurs
in the future. I believe we ought to make several of the expiring
tax provisions permanent—the R&D tax credit, the moratorium on
the 861-8 allocation rules, the targeted job tax credit and the ex-
clusion for employee educational assistance. And finally, in this
category of jobs we ought to repeal the luxury tax on boats which
has been such a disaster.

Secondly, Mr. Chairman, I believe we need to restore the con-
fidence of the American people in the real estate industry. To do
this we must make the mortgage revenue bond program and the
low income housing tax credit permanent. Those are two of the
other expiring provisions.

We ought to allow penalty-free withdrawals from individual re-
tirement accounts for the purchase of a new home; and we ought
to revise the passive loss rules as they apply to the real estate in-
dustry, changes that we made in 1986.

And third, Mr. Chairman, to help control the cost of health care
we must equalize the tax treatment of health insurance for all
Americans %y making the cost of health insurance premiums tax
deductible for those who purchase their own health insurance
whether on their own or as a self-employed individual.

We ought to provide health expenditures, tax credits for low and
middle-income taxpayers. We ought to encourage the development
of group purchasing arrangements for small businesses. We ought
to reform health insurance i)ractices to help small businesses. We
gshould encourage the development of managed care plans. We
should reform medical liability laws and encourage the use of pre-

ventive care.
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So, Mr. Chairman, I look forward to the testimony of our wit-
nesses. You have an impressive delegation here from the adminis-
tration and I look forward to workins with you to develop a pack-
age that will include provisions to address what I believe are these
three real concerns for Americans—retaining their jobs, maintain-
ing the value of their homes, and keeping their health insurance
and controlling rising health care costs. Thank you very much.

The CHAIRMAN. Thank you, Senator Chafee.

Senator Moynihan?

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

Senator MOYNIHAN, Mr. Chairman, I will be brief and, I fear, re-

etitive. But that is a role that goes with being Chairman of the
gubcommittee on Social Security here.

Yesterday, the CBO reported in a letter to Chairman Bentsen
that a family with two children in the middle quintile of our in-
come distribution which would be $37,300 on average, will pay
$100 more in Federal taxes in 1992 than they would have done in
1980. But shall we not be clear that the bulk of these taxes is not
income tax, but Social Security contributions, so-called payroll
taxes. Payroll taxes are what has gone up.

Seventy-one percent of American workers pay more in Social Se-
curity tax than in income tax. The Social Security system is now
in surplus and the surplus is being diverted to help finance the
budget deficit.

Any tax cut we talk about, any programs we talk about, we are
in effect talking about using Social Security revenues to fund them.

Two years ago the Rochester Democrat and Chronicle referred to
what was going on as thievery. Our beloved former colleague, John
Heinz, and I were on a television program. John was asked did he
agree that what was going on was thievery. And he said, “Certainly
not; it’s not thievery. It’s embezzlement.”

But I do make the point that a generation from now when it
turns out that we have embezzled, if you like, these funds to the
extent we are going, $1.6 billion a week, we are not going to be
thought of very well. We can still make up our mind not to do this.

On the subject Senator Chafee mentioned of job creation, nothing
would more effectively get jobs moving than cutting Social Security
taxes—135 million workers would receive increased pay the next
week. And as the National Federation of Independent Business
Eoints out, for three-quarters of small businesses their largest tax

urden is payroll taxes, and they pay them whether they're profit-
able or not. This certainly would stimulate small business, that
source of job creation which as Dr. Boskin knows is far the largest.

Thank you, Mr. Chairman.
The CHAIRMAN. Thank you.
Senator Boren?
OPENING STATEMENT OF HON. DAVID L. BOREN, A U.S.
SENATOR FROM OKLAHOMA

Senator BOREN. Thank you very much, Mr. Chairman. I want to
join with the others in expressing my appreciation to you for sched-

uling these hearings.
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As we enter the final days of 1991 America’s families speculate
about the future with a deep sense of unease. They are concerned
about the economic difficulties they faced this year. They are con-
cerned that they will continue and perhaps increase in months to
come. They are not confident about the future, and they worry that
their childven will grow up, work, and live in a country of more
limited opportunities and resources.

These Igwaringse. are an initial step in transforming those fears
into a more hopeful future for our Nation. As we begin this effort
to restore confidence and to revitalize the economy, we must put
aside our partisan differences and work together to craft a program
that can provide short-term economic relief while also ensuring
long-term growth and productivity.

Mr. Chairman, there simply is no time for bickering among mem-
bers of Congress or between the administration and the Legislative
Branch. Even in this Presidential election year, we should stop
worrying about scoring political points and get on with solving the
sef.io‘us problems that we face. It is a time f%r solutions, instead of
politics.

The most immediate problem facing us is to stimulate the econ-

-omy and to provide relief for Americans now. We are focusing these
efforts on middle-income taxpayers because they have felt the ef-
fects of the recession so acutely.

As we consider ways to give middle-income families the tax relief
they deserve, let us not forget that one of the greatest struggles
now facing these families is the skyrocketing costs of providing a
college education for their children. If you are very weall;hy or very
poor and qualify for scholarships and grants, you will have little
trouble educating your children. But those who are being squeezed
in the middle earn just enough so that their children do not qualify
for benefits, yet they do not earn enough to afford to sen(? their
children to college.

While middle-income children make up three-fourths of the col-
lege-aged population they get only about 4 percent of student aid
and scholarships. The average cost of going to college has now
reached about 510,000 each year, ranging from $6,000 in public col-
leges to an average of $20,000 in private colleges. The average mid-
dle-income family has only about $60,000 in net worth, most of it
in home equity.

This means that even if the family sold their home to educate
their children, they still could not meet the cost of educating two
or more children. As a result, most middle-income families are
forced to take out large educational loans. It is high time that we
add to our list of legislation a proposal that would allow tax deduc-
tions for interest paid by parents and students on educational
loans.

I plan to introduce a legislative proposal of my own to address
this need, as well as to assure that scholarships for study either
in the United States or abroad are not taxed. In addition, I am
working on a provision to create a college savings plan to which
parents can make contributions for theiwr children's college edu-
cation. The interest earned by such accounts would be tax-free.

But while we work on the short-term problems, we must not lose
sight of the larger challenge to restore competitiveness and to se-

54-178 0 - 92 - 3
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cure the future for the next generation, as our colleagues have al-
ready discussed. The tax code is a useful tool in encouraging busi-
nesses and individuals to use their resources to benefit economic
growth.

There are many ways in which this powerful tool can be wielded.
I will mention only a few of them. First, Congress must enact a
carefully crafted cut in the capital gains tax rate to reward long-
term investment. Not speculation, but long-term investment.

Second, we must no longer write our tax code by considering only
its domestic impact. It is absolutely essential that we consider its
provisions as they relate to the tax policies of our international
competitors. We must weigh the impact of our policies on the com-
parative costs of capital savings in other countries.

This means that we must reexamine the potential effects of the
depreciation schedule for business investment and the alternative
minimum tax on our ability to compete. It is estimated that 40 to
60 percent of U.S. companies now pay the alternative minimum tax
or will pay it this year. It is time to reevaluate the effects of the
1986 law on our ability to compete in the world marketplace.

Third, in the long run we must adopt policies designed to encour-
age savings rather than consumption. I will introduce an invest-
ment rollover bill that will defer the taxation of interest earned on
savings placed in certain qualified accounts as long as that money
remains as savings or is otherwise invested. Only when the accu-
mulated earnings are withdrawn to finance consumption will the
taxpayer be required to pay taxes on the gain.

Fourth, as we consider any changes in tax policy, we must be
aware of the taxpayer’s need for certainty as they make investment
and saving decisions in the long run. In the past few years we have
established tax policies, the tax deductibility of IRA’s for all tax-
payers, for instance, only to eliminate them soon thereafter.

commend you for wanting to restore them now for all tax-
payers, Mr. Chairman.

Other programs such as targeted jobs tax credits are temporary,
forcing us to reconsider them frequently and forcing taxpayers to
make economic decisions in an unsettled tax environment. Individ-
uals cannot plan when we have a stop-and-start tax policy.

The task before us is a complex one that involves difficult choices
for our Nation. But I look forward to working with you, Mr. Chair-
man, to meet this challenge in the course of the work of our com-

mittee.
The CHAIRMAN. Thank you.
Senator Bradley?

OPENING STATEMENT OF HON. BILL BRADLEY; AUS.
SENATOR FROM NEW JERSEY

Senator BRADLEY. Thank you very much, Mr. Chairman.
As we begin today’s hearings I want to note what bas taken
lace in the last 10 years. In the last 10 years communism has col-
{)apsed in the Soviet Union, democracy -has come to Eastern Europe,
and the Giants have won two Super Bowls.
But even with all these changes in the last decade one thing re-
mains frighteningly familiar. That is the claim that tax breaks for
the wealtﬁy will actually increase revenues and prosperity.
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In 1981 this committee held a hearing similar to this one and the
witness was the Secretary to the Treasury, Don Regan. He said in
response to several questions about whether tax cuts would in-
crease revenues, “In gpite of our tax reductions, revenues will still
rise by 28 percent through 1984 when the budget balance is first
attained and by 57 percent over the entire period.”

Well, did that happen? No. Absolutely not. Instead giant deficits.

Mr. Chairman, the only thing more incredible than the statement
of Secretary Regan in 1981 was that once again some are making
the same claim. Here we are 10 years later in what I call a slow
motion depression where banks will not lend, and people will not
spend, ang businesses will not invest, and productivity is down,
and unemployment is up, and poverty is up, and people are feeling
that their lives are going out of control. Certainly, people feel they
have lost their ability to control their economic circumstances.

Some offer as an answer to this crisis the solution that caused
the problems in the first place. But even then in 1981 Secretary
Regan said, once again, “We should test the results of what we are
saying.” In other words, whether reducing taxes on the wealthy ac-
tually do produce more revenues.

But, Mr. Chairman, if you test a vaccine and it fails, you do not
administer it to the next patient that comes along. And yet that is

recisely what some are arguing in this year's consideration of tax
regis]ation. We have had a ten-year test and it has failed. It 1s
about time that we get beyond theology and start to confront the
reality out there, a reality of crisis that is reducing the expecta-
tions of a better life for millions of American families.

I think that at a minimum what the American public deserves
is a serious plan from the administration to deal with the problems
that we face today. Now I define a serious plan as being (1) honest
about how we are going to pay for things; (2) accountable in its
specificity; and (3) comprehensive in its approach.

I do not think we got that kind of plan in 1981 and I do not know
if we are going to get that plan today based upon the testimony of
the administration before the Ways and Committee last week. I do
not consider that to be a comprehensive plan.

Instead, I am afraid we are going to get some more gamesman-
ship; cut taxes, have more revenues; and minor actions—all we
need to do is cut capital gains and the economy will soar once
again. It is a more sertous problem and it deserves a more serious
answer than we have gotten today.

In terms of those middie-income families, all American families,
I think the answer is pretty clear. We ought to cut spending, both
defense spending and domestic spending, and give the money back
to America's families. All children should have a $350 tax credit,
all children. Not some, all children. And we should pay for that by
cutting spending. .

Senator Boren mentioned cellege education. I believe in my
State—we will hear a witness tomorrow that I think will describe
it eloquently-—52 percent of the people believe their children will
have a lower standard of living than they will. I think the key of
that is the diminishing prospect of a college education.

I think we ought to put a surtax on people that make more than
$1 million to finance a program that would allow anyone in Amer-
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ica up to the age of fifty to get up to $33,000 a year to go to college
and to pay that back as a percent of their future income for a speci-
fied number of years.

I think if we did those two things we would begin to restore some
people’s trust. Middle-income families, all families, would have
more money in their pocket and their children would have the
chance for a better future.

But at a minimum what we are going to have to do is admit that
the budget deal last year is a straight jacket on our deliberations
and it has to be abandoned. It was flawed last year in my opinion;
it remains disastrously flawed today. We are giving more signifi-
cance to a piece of paper that was signed by politicians at both
ends of Pennsylvania Avenue than we are to the fall of communism
in the Soviet Union; and all that implies for lower defense spending
and the needs of American families.

Mr. Chairman, I hope that we are going to have some serious
testimony from all the witnesses and we will be able to get into
this and produce a serious piece of legislation.

The CHAIRMAN. Thank you.

Senator Breaux?

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

Senator BREAUX. Thank you, Mr. Chairman; and thank the wit-
nesses for being with us and for being patient. I thank you, Chair-
man Bentsen, for having these hearings because it is showing the
American public that the Congress is serious about trying to find
some solution to the economic problems we have in this country
which are quite severe.

There's a great political philosopher from somewhere in Mis-
sissippi, Mr. Chairman, named Jerry Clower. Jerry tells the story
about Marcel Leadbetter and his buddie, Leroy. They go out and
go coon hunting. They are walking through the woods which has
a whole bunch of densely tall pine trees and they figured they had
treed a coon. They could not get him out of the tree so Marcel says,
well I am going to go up in the tree and I am going to shake the
tree limb and shake him down. Leroy, you shoot him when he falls
to the ground.

Marcel got to the top of the tree and found out that it was not
a coon that they had treed it was a wild cat. There ensued when
they met up at the top of the tree, a lot of gnashing and fighting
and biting and screaming and Marcel was in a bad, bad way. He
hollered down to Leroy at the bottom of the tree, he said, “Leroy,
shoot up here amongst us. One of us needs some relief. [Laughter.]

Senator BREAUX. Now if anybody is wondering what the moral
of that story is, it is the fact that there are a lot of desperate peoplie
out there in this country that want Congress to do something. They
are not so sure what we ought to do. Some of them are saying, we
do not care whether it is right or wrong, just do something.

I think that is the real challenge of this committee, is to do some-
thing, but to do the right thing.

I think we have two issues %\ere. One of them is tax fairness and
the other is economic growth. On tax fairness, I do not think there
is a question, at least in my mind, that we ought to do something
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for middle-income people who have been, I think, short changed
over the last dscade. ,

I am a co-sponsor of the Chairman’s bill that addresses that
question. I think it is important. I have a doubt that it is an eco-
nomic growth package or an economic stimulus package. Givin
someone a $200 or $300 a year bonus because of a tax change coul
be as small as under a $1 a day. It is certainly not going to stimu-
late growth in the economy, at least in this Senator’s mind. But,
it is 1mportant from a redistribution standpoint and a tax fairness
standpoint.

The second issue is, what do for economic stimulus and to create
new jobs. That is I think a more difficult question. I have intro-
duced a.capital gains tax cut. For some on my side that is heresy.
But I do it 1n a way that I think guarantees fairness.

The problem we have had on capital gains is no one knows
whether it is going to gain or lose revenues. I say let’s set that ar-
gument aside, pass a capital gains tax cut. Treasury says it is
going to gain $12 billion; Jointgl'ax says it is going to lose $12 bil-
lion. I have a safety. net with my legislation that says, let’s take
the chance. ‘

If it gains revenues everybody is a winner. New jobs are created;
new growth is created; long-term investment, I think, is encour-
aged. But if it does not work, and there is a loss, let's not make
the average middle-income taxpayer pay for it. My bill does that
by creating a fourth new income tax rate of 36 percent; joint filers
with taxable income of $500,000 or more. That is less than two-
tenths of 1 percent of all the taxrayers in this country. The rate
would only be raised if the capital gains tax cut loses revenues. If
a capital gains tax cut does not lose revenues, everybody is a win-
ner. If it does, middle income and working people in this country
do not suffer. I think it would be something that would help stimu-
late new investment and certainly long-term growth.

I also think we ought to do away with the luxury taxes. That is
a growth package. We are causin%“people to lose their jobs and peo-
ple are not buying products. I think one of the problems in the
country right now is that we have high supply and low demand.
We need to encourage people to buy things. Repealing the luxury
tax would help meet this goal.

We have a Eill to repeal the boat tax, which I think is very, very

important.
I think these hearings are very important, Mr. Chairman. I con-

gratulate you for calling them.
The CHAIRMAN. Thank you.
We are pleased to have the Minority Leader here today.

Senator Hatch?

OPENING STATEMENT OF HON. ORRIN G. HATCH, A U.S.
SENATOR FROM UTAH

Senator HATCH. Thank you, Mr. Chairman. I appreciate your
holding these hearings and I want to welcome the leaders from the
administration before the committee today. I think it is very impor-
tant that we have these hearings and I would like to commend

our work, Mr. Chairman, and others for getting relief to the fami-

{ies of America.
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They are struggling and they need our help. I am particularly in-

.

terested in the testimony we will be hearing over tﬁe next 2 days
on economic policy.

We all know the country is in trouble. We all know there is con-
siderable pressure on the President and the Congress to do some-
thing about the economy. However, some politicians and econo-
mists argue that any action now will just shift money from one sec-
tor to another and they advocate a do nothing now but wait ap-
proach to economic policy.

While this argument has merit under certain circumstances, I
believe there are things that can be done now to actually expand
the economy. Chief among these would be incentives to encourage
capital formation and business expansion,

1 believe that any effective economic package must contain tax
incentives to encourage and allow businesses to start and grow. We
need to modify our current policies to make American businesses
more able to compete in a global economy and we have to remove
the barriers to perscnal savings and investment that currently
exist,

Most importantly, we need to provide strong discipline on govern-
ment spending and growth. Now, Mr. Chairman, I do not want to
take a lot of time. I would like to go through and tell you some of
the ideas that I have on what might make a difference, but I am
more interested in listening to our witnesses today.

But since I have to leave relatively early I would just like to
mention that I hope our witnesses will cover, especially Dr. Boskin,
at least two questions or two areas that I think are extremely im-
portant.

Number one, there have been claims that even after experiencing
the longest peace time expansion in the nation’s history, workers
and families are no better off today than they were before the ex-
pansion began and the middle class is in decline. Now that is an
argument that is being made.

In particular, Chairman Boskin, I would like you to comment on
;;]hat, if you could, in your opening statement, which I hope I can

ear.

Secondly, again I would like to ask the panel, but particularly
Dr. Boskin, administration forecasts are criticized as being too rosy
or should I say rosy scenarios in the past. Yet in this admiaistra-
tion, in the Bush administration, your forecasts appear to be very
accurate. At least that has been my impression. AnJ) more accurate
than many of the private forecasters and the Congressional Budget
Office itself.

So I would like you to comment on that, why that is so. And I

think it is important for all of us to understand that you have been

retty much on the money with regard to some of the problems we
ﬁave had. But I would like some comment on that if you could in
your opening remarks. It would mean a lot to me.

Mr. Chairman, again I would like to go through a whole long list
of approaches I would like to take, as we all would, but I will just
leave it at that and look forward to hearing the testimony.

Thank you again for holding these hearings.

The CHAIRMAN. Thank you.

Senator Baucus?
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OPENING STATEMENT O} HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA

Senator BAucus. Thank you, Mr. Chairman.

Mr. Chairman, in the interest of time I will not read my full
statement. Let me say I also am not reading my full statement be-
cause it has some of the same themes that most of the previous
Senators have stated.

It is my view, however, that these economic problems we face
will not go away until there is more good old-fashioned, honest to
goodness bipartisan leadership and we do, in fact, work together,

There is a reason 1 think why even with low interest rates and
with the low inflation rates businesses are not investing, consum-
ers are not spending. It is very simple. I think it is because Ameri-
cans are pretty wise, they are pretty smart. They have figured out
that our country is in trouble internationally, competitively, won-
dering what in the world is going to happen to turn around the on-
slaught of the Japanese or the other countries, wondering what we
can—and they do also realize in my view that we have
underinvested significantly in the last decade at least.

We have overconsumed. We are facing problems this country has
never faced before. The simple reduction or lowering of interest
rates 1s probably not going to make that much difference. Lower
tax breaks are probab%y not going to make that much difference.
That is, with the budget deficit we cannot lower taxes enough to
make a big, biz difference. They are worried about the short-term,
but they are also very worried about the long-term.

The solution, frankly, is good old-fashioned hard work on the
part of all of us. It is honesty on the part of the administration and
Congress. It is leveling with people. In fact, I think our present and
long-term problems are so great that we should consider a kind of
war-time cabinet approach, that is bipartisan, where the President,
in fact, comes to the Congress, the democratic Congress, and says,
look, we have a problem here.

Politics aside, ideology aside, we have to solve this together, hon-
estly together. And that means not taking pot shots at the Con-
gress. It means Congress not criticizing the President so long as we
do work together. I think frankly we should consider an approach
along that line our problems are so great.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you.

Senator Grassley?

OPENING STATEMENT OF HON. CHARLES E. GRASSLEY, A U.S.
SENATOR FROM IOWA

Senator GRASSLEY. Mr. Chairman, 1 participated in these hear-
ings when they started in November. It was a very productive day.
I think these next 2 days will be very productive as weill and I
thank you very much for holding them.

I was encouraged as I watched the hearings Jast week on the
House side by some of the administration’s testtmony. The adminis-
tration finally seems to be getting behind some kind of middle-in-
come tax cut which I have been urging them to do for some time.
Unfortunately, there is no middle-income tax program on the table

yet.
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It seems that when the issue is mentioned it is almost an after-
thought. As one Republican Senator I think that this is a mistake.
If there is one thing the American people agree on, it is that they
are taxed too much. CBO’s study released yesterday confirms that
Americans are paying too many taxes. Republicans have histori-
cally championed tax cuts and it is extremely important to get back
on track and to continue this cause.

As 1 mentioned in the first day of these hearings, I have had a
family tax relief proposal in this committee for months. It has been
a Republican issue and the administration cannot afford to lose
gight of it. It is extremely disappointing to hear critical statements
from the White House regarding these tax cuts.

Charges have been made that interest rates may rise or that
these cuts will not help economic growth or they will bust the
budget agreement. Now it appears to me that as long as these tax
cuts are paid for responsibly, constraints on the budget will con-
tinue and the markets will react favorably.

In addition, the CBO agrees that tax cuts would have a positive
effect at least in the long run on any economic recovery that takes
place. So I would just, once again, urge the administration to put
middle-income tax relief forward on at least an equal par with
other proposals, such as capital gains reduction in any economic re-
covery package.

The greatest point of contention, of course, revolves around how
to pay for such a ﬁackage. We seem to have at this point three
major proposals—the House Democratic proposal to tax the so-
called rich; Chairman Bentsen wants to use defense cuts; and the
administration has floated reducing Medicare benefits and foreign
subsidies.

I support using defense cuts for tax cuts, along with limitations
on domestic spending increases. A study done for the CATO Insti-
tute estimates that if defense savings are turned into tax cuts the
resulting economic activity would create new jobs and stimulate
revenue to help reduce the deficit.

On the other hand, taxing the so-called rich to redistribute in-
come will never work and will, I believe, be counterproductive. In
fact, you can confiscate all income over $1 million and you run gov-
ernment just for a few days. Pretty soon under that scenario you
would have no more rich and pretty soon you would have no more
]g{overnment. Now maybe that is what we ought to do. I do not

now.

I also have very strong reservations about administration sugges-
tions to reduce Medicare payments. These proposals have not got-
ten very far in Congress in the past. They are unlikely to find a
great deal of support even from Republicans.

My hope is that before next spring the President and Congress
will be able to agree on an economic recovery package that includes
middle-income tax cuts, capital producing measures, such as in-
vestment tax credits or targeted long-term capital gains reduction,
passive loss relief for real estate and expansion of IRA’s and incen-
tives for the farm economy, such as permanent extension of the Be-
ginning Farmer Bond program which I have introduced.

I am going to stop there, Mr. Chairman, except to reemphasize
something Senator Boren said, that is the necessity for emphasiz-
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ing education as part of economic development and economic pro-
motion. That would be to allow once again the interest deduction
for educational loans. This has also been an issue that I have been
involved with and have introduced legislation to accomplish.

Thank you, Mr. Chairman,

The CBAIRMAN. Thank you.

Senator Dole?

OPENING STATEMENT OF HON. BOB DOLE, A U.S. SENATOR
FROM KANSAS

Senator DOLE. Mr. Chairman, thank you very much. I will ask
that my statement be made a part of the record and I v ill just indi-
cate that we have all been here betore and we are all looking for
the same thing. Certainly Congress has some responsibility as ev-
erybody has indicated. It is my hope that we can work together
with the administration and, say, within 30 days after reconvening
agree on some package and pass it.

I have looke(f at all these different packages. As far as I can tell
no one has invented anything new. I do not see anything that just
jumps out as some new idea that no one has ever thought of. So
there is nothing out there that hasn’t been thought of before.

In fact, many of the things out there that have been in the Presi-
dent’s package have been languished in Congress for quite some
time. So the President’s got a package. He has had one up here for
years. It deals with more than taxes. I think we'll make a mistake
if we think we are going to turn around the economy just by deal-
ing with tax cuts.

We have trade policy. We have bank reform. We have regulatory
reform. There is a whole list of initiatives that the President has
suggested. In some cases they go beyond the jurisdiction of this
committee. I believe we have to ask ourselves honestly, are we
going to really have any impact whatever we do on the economy.

Some have suggested a $200 tax cut or a $300 tax cut to stimu-
late our $6 trilhon economy. We have to take a look at monetary
policy in addition. Does it lag behind? Has it been too slow? Can
they do more? I think so.

So the bottom line as far as I am concerned, is that we all have
great ideas on how to cut taxes, but I am not certain that from a
policy perspective, that it might be the best thing to do. We need
to make that determination 1n this committee as Senator Baucus
suggested, as we normally do in this committee, on a bipartisan
basis, working with the Chairman, working with Senator Packwood
and others.

The Republican members of this committee met with President
Bush this morning. He again wanted to underscore and indicate his
deep concern, and interest in getting something done and %etting
it done in a bipartisan way, and getting it done very quickly. Be-
cause if we go through the usual bickering and the bidding war
around here and do not pass something until next June or July it
may come too late to have any impact and the economy will take
care of itself. Hopefully we will have recovery without all these
great ideas that some of us have talked about on both sides of Con-

gress—the House and the Senate.
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But having said that, certainly we look forward to hearing the
administration witnesses. I watched a great deal of their testimony
on the House side on C-SPAN and I know pretty much what they
plan to say.

But the bottom line is there are a number of people in this coun-
try who are ﬁretty responsible, who are afraid that we may do
some things that will have an adverse impact, increase the deficit,
make it more difficult for somebody’s children, put more people out
of work. That is precisely the thing we should not do.

I look forward to hearing the witnesses and I thank the Chair-

man,
[The prepared statement of Senator Dole appears in the appen-

dix.]

The CHAIRMAN. Gentlemen, we are very pleased to have you. I
apologize for the hoarse winter throat that I Eave.

But you have heard the concerns of the various members of the
committee. A plurithery of ideas and I share the hope that we can
work it out in a bipartisan way. I do not think we can do it other-
wigse. We have an awful lot at stake.

In turn, I think it is critical that we move expeditiously, that we
really have an impact. I am delighted to have you here and look

forward to hearing your views.
Secretary Brady?

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

Secretary BRADY. Thank you, Mr. Chairman and members of the
committee. I'm pleased to testify today on the state of the United
States economy and the President’s proposal for economic growth.

Mr. Chairman, you have not calle(f this hearing to intensify the
discord, but rather to advance the discussion about what we can
agree on that will help the economy. It is an important task. There
have been a number of different proposals put forward, and more
importantly fundamental differences in philosophy exist.

It will not be fruitful to dwell on how we got here. We need to
address the economic challenge and to meet it squarely.

I believe there are two fundamental problems—one short term
and one long term. The short term problem is sluggish economic ac-
tivity and uncertainty about the economy. For the long term we
need solutions which will promote higher growth, savings, future
investment and productivity.

A key problem is our low rate of national savings which is caused
by both excessive Federal deficits and inadequate private savings.
The reason the low savings rate is important is that in the long
run you cannot invest more than you can save.

To leave the general and be specific, our task is to implement
economic policies that will raise the standard of living of Ameri-
cans. Between 1970 and 1990 real per capita income increased 43.1
percent. But this general growth trend has not been unbroken over
the past 20 years. Growth will return if we adhere to certain basic

criteria.
The Bush Administration would suggest the following four guid-

ing principles:
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(1) Our goal should be to promote maximum social, political and
economic progress through overall economic growth that is shared
by everyone. Qur solution cannot be, to fight over the particulars
of managing the distribution of sluggish growth. It must be to
adopt measures to increase growth in the first place.

(2) We must adopt measures that create jobs and stimulate sav-
ings and investment. Jobs are what America needs. Increased sav-
ings and investment will finance productivity gains that enable a
higher standard of living for all.

(3) The American people have sent us a message—do not in-
crease taxes. All that does is send more money to Washington
where it is inefficiently spent.

(4) Do not take fiscal actions that increase interest rates. This
makes it harder for Americans to buy homes. It increases the costs
of investment and lowers the number of jobs created.

Many have asked about our current economic situation. Where
are we? Are we in a slow recovery or double-dip, shallow recession?
The answer is, we are in a transitional phase. The economy re-
ceded in the fourth quarter of 1990 and the first quarter of 1991,
emerged from the down turn and showed modest growth in the sec-
ond and third quarters of 1991; and early estimates indicate it is
slowing again in the fourth quarter of this year.

This is not an unusual pattern for recoveries. In every oue of the
eight post-World War Il recoveries there was a slow down of
growth during one of the quarters during the first year of recovery.

But perhaps more important, why are we where we are? There
are several reasons. We had a war during which the price of oil
went to $40 a barrel. We've had 2%2 years of restrictive high inter-
est rates which have only recently abated. The country as a whole
took on too much debt and much too little has been done to create
the climate for increased jobs and investment.

Now the war is over. Interest rates are headed down. Corporate
America has turned the corner on accumulation of debt and house-
holds have made significant strides in reducing their debt burden.
Now we are left with the task of providing jobs investment.

Many of the fundamentals are in place. Interest rates are at a
14 year low. Inflation is under control. Inventories are lean and ex-
ports continue strong. We understand that the American people are .
worried and their confidence has suffered. They are worried about
the value of their homes and their ability to own a home. And they
are worried about jobs. They are worried about the condition of fi-
nancial institutions. And perhaps most of all, they are worried
about the ability of the United Stater Government to respond to
their real concerns without dissolving i a partisan warfare.

The President understands exactly the state of feelings in the
country. He knows the people are worried. He has no intention of
staying with the status quo. He is not satisfied with old solutions.
He will present a program to Congress that will address these con-
cerns head on and ask for its swift consideration as Senator Dole
has stated this morning.

The President said it best. “I will ask Congress to lay aside elec-
tion year politics at least long enough to enact a common sense se-
ries of economic growth measures to get the job done.”
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The administration has been urging Congress to enact a program
for economic growth for the last 3 years. While we have indicated
that we would be flexible and have been prepared to negotiate, the
core elements of the tax part of that program have not varied. They
are a capital gains tax cut, permanent research and development
tax incentives, incentives for first time home ownership, incentives
for savings and incentives for job creation through all of the above,
and the creation of additional incentives for enterprise zones.

Any policy that is designed to get the economy moving again
must motivate the individual entrepreneur. Historically, the way to
job creation and growth has been the guy with an idea who tried
to make it work, ﬁis ]precisely that type of small business activity
that restoring a capital gains tax differential will stimulate.

However, the most important benefit would be to stimulate val-
ues in the real estate industry. Nothing could be more important
to the economy.

Second, we ought to make the R&E tax credit permanent. This
credit is important to the nation’s ability to compete in the global
marketplace and will be much more effective if made permanent.

Third, we need to assist the housing industry, and in particular
encourage first time home buyers. The budget proposal for penalty-
free IRA withdrawals will enhance the attractiveness of deductible
IRA’s by making them more flexible. This increased flexibility
would provide an incentive for more taxpayers to save for the pur-
chase of their first home.

Fourth, we need to increase savings by Americans. QOur proposal
for Family Savings Accounts is affordable and could be enacted
quickly. Family Savings Accounts would be popular because they
would provide a simple tax-free way for people to save for
downpayments on homes, education and medical expenses.

Fifth, we need to continue our focus on job creation. All elements
of our package have this objective.

We've made these proposals in three budgets now and we have
proposed the means to pay for them in each of these budgets. Had
the Congress enacted them, I believe the economy would be strong-
er. These proposals will create jobs and they will encourage long-
term investment and they should be part of any credible economic
package.

The President has also asked us to present him with other plans
to stimulate the economy as well as options for middle-income tax
relief. The President shares the concern for tax relief for the middle
class, but he wants to do so in a manner that does not increase the
deficit, does not increase tax rates, and does not impede long-term
economic growth in either the short or the long term.

As the President has said, he will announce these decisions. He
is working on these decisions currently and will announce his deci-
sions after the turn of the year in the State of the Union address.

In this regard, proposals to increase tax rates on one group to
pay for tax relief for another are not the proposals for economic
growth. Economists have rightly stated that such proposals are so-
cial policy, not an economic growth agenda.

With regard to the so-called tax on millionaires, let me say there
has not been one proposal which does not use such a tax as a dis-
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guise to divert attention from the fact that the proposal also con-
tains hefty increases for those well below the millionaire class.

Two bipartisan achievements of this Congress that would help
those who are out of work during this period of adjustment dem-
onstrate that when Congress and the administration work together
the country is served. I am referring to the extension of unemploy-
ment benefits to ease the burden of those whose benefits have ex-
pired and the transportation bill.

That legislation will not only improve the country’s infrastruc-
ture, the transportation bill, by increasing highways, tunnels and
bridges but at the same time according to Transportation Depart-
ment estimates will create over 600,000 additional jobs.

Let us not forget one important thing. The United States is a
great country. Our citizens, our values, our natural resources will
continue to sustain our ability to be number one.

In conclusion, Mr. Chairman, I believe we must work together to
address these problems. The American people deserve nothing less.

The CHAIRMAN, Thank you, Mr. Secretary.

[The prepared statement of Secretary Brady appears in the ap-

pendix.]
The CHAIRMAN. We would be pleased to hear from you, Mr.

Darman.

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

Mr. DARMAN. Thank you very much, Mr. Chairman. Chairman
Bentsen, Republican Leader Dole, distinguished members of the
committee, it is a pleasure to appear before you once again.

Mr. Chairman, I have a prepared statement which I would re-
spectfully ask be included in the record.

The CHAIRMAN. That will be done.

Mr. DARMAN. Thank you.
I am fearful that we may be accidently consuming all the time

for questions. So with that possibility in view, I would offer only
a few brief comments. They happen to be drawn from page 3 of my
prepared statement.

I would simply note, Mr. Chairman and members of the commit-
tee, that our problem is conceptually divisible ag many have sug-
gested into a short-term probs)em and a long-term problem. The
short-term problem is getting the economy out of its sputtering con-
dition, doing so quickly as the President has suggested, and as you,
Chairman Bentsen, and Senator Dole have suggested again today;
and doing so in a way that is not inconsistent with our long-term
interests in stronger and sustainable growth.

I would note that even if the short-term economic problem did
not exist, however, there would still be a need to enact the Presi-
dent’s comprehensive agenda for long-term growth. Theve is much
loose talk about the need for an agenda. To some this seems to
mean the need for a single fix, the proverbial silver bullet.

Unfortunately, the world in my view is too complex for simplistic
solutions, although they are often much easier to communicate. No
one policy measure, whether a middle class tax benefit or pref-
erential capital gains treatment or any other single measure I am

aware of will suffice.
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What is needed for the long term is a comprehensive approach
to growth. And to the best of my knowledge, there is at the mo-
ment only one such agenda that has been developed in detail—the
President’s.

I would call your attention to a summary of outstanding ele-
ments of that agenda which is appended to my prepared statement
as Exhibit 1.

Senator DOLE. Is that this long list?

Mr. DARMAN. Yes, Senator Dole. That’s that long list. And, of
course, the detailed proposals that accompany it extend to thou-
sands of pages. [Laug{:ter.]

That agenda, comprehensive though it may be, we do not assert
18 sufficient. The President has said there is more that needs to be
done. The agenda will be complemented by additional Presidential
initiatives in the near future. But I would note that even as it
stands, the President’s agenda is, at least to my knowledge, the
only detailed and comprehensive agenda on the table.

Finally, Mr. Chairman, if I could just add a couple of brief com-
ments in response not to the substantive suggestions of many Sen-
ators that have already been made—I assume we will be queg-
tioned about that—but with respect to two tonal elements. I am in
agreement with both suggestions if I understood them correctly.

One, that of Senator Breaux. As I understood his anecdote, he is
suggesting that we must do something. We all agree. But at the
same time we should be careful not to let Leroy shoot Marcel. I
think that that is prudent advice.

And with Senator Baucus, whom I understood to suggest that al-
though we have perhaps some substantive disagreements, part of
our problem may also be that the country is disturbed that for
whatever reason, we here in Washington are not getting ourselves
together properly and getting our jobs done. To do that, we will
need a spirit of gipartisanship and a special commitment to inten-
sive work in the weeks and months ahead.

We certainly, on behalf of the administration, as the President
has suggestedi, wish to approach this serious problem in exactly
that spirit.

So with that said, Mr. Chairman, I thank you for inviting us and
look forward to responding to your questions.

The CHAIRMAN. Thank you.

[The prepared statement of Mr. Darman appears in the appen-

dix.]

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

Dr. BoskIN. Thank you, Chairman Bentsen, Republican Leader
Dole and other distinguished members of the committee.
Let me first ask that my full statement be placed in the record.

The CHAIRMAN. That will be done.

[The prepared statemnt of Dr. Boskin appears in the appendix.]

Dr. BoskIN. Let me begin first by trying to give a brief summary
of where the economy has been, where I think it 1s now, and where
I think it is headed. Secondly, let me talk briefly about our long-
term productivity growth problem, the problem of raising standards
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of living over decades rather than the next few quarters or the next
year or two.

Let me just say that I obviously concur with the statement sum-
maries given by my distinguished colleagues. I also have appre-
ciated, for many, many years and well before entering government
service, the courtesy, respect and interaction I have ﬁad with this
committee and the overwhelming majority of its members.

The economy’s performance has been quite far from satisfactory
for some time. After a period of somewhat sluggish growth the
American economy entered its ninth post-World War II recession in
the summer of 1990. Most private economists believe that the econ-
omy began a recovery sometime in the spring of 1991. In early
summer I emphasized that concern over the durability and
strength of the recovery was quite legitimate. The early stage of
the recovery, from about May to July, was at the moderate pace we
had expected in the administration. This was slightly below what.
the average of private analysts and the CBO had expected, al-
though the differences between us and them were rather modest.
Since then the recovery has indeed flattened out.

Why did 80 percent of private economists surveyed by the Na-
tional Association of Business Economists agree that a recovery
had begun in the spring? Real consumer spending was growing, in-
dustrial production was rising at a pretty hefty pace from March
to July, payroll employment was beginning to rise after many,
many months of dechine, and housing starts had been regularly im-
proving as was noted earlier, from a pretty depressed base .

While I believe economic growth, if any, will be sluggish at best
over the next few months, the foundation exists for an improved
economy thereafter. Inventories are in check, the U.S. international
competitive position has greatly improved relative to years ago, and
nominal interest rates are low. Inflation is down and declining,
leaving the Federal Reserve in better position to take necessary ac-
tions to improve the economy within the context of its overall and
desirable goal of low and stable inflation.

The economic expansion we had—the longest one in our peace-
time-history—that ended in the summer of 1990 did not end on its
own. Expansions end because external shocks hit the economy, pol-
icy mistakes are made, or widespread imbalances, more tradition-
ally an over-accumulation of inventories that must be worked off,
develop in the economy.

In August of last year, obviously, an external shock did indeed
occur. ’il’ﬁe invasion of Kuwait by Iraq and the subsequent oil price
spike—oil prices getting to $40 a barrel—was superimpesed on an
economy that already had been growing sluggishly for the prior
year and a half. Certainly, the economy was pushed either into or
deeper into recession.

There were several reasons for the slow economy prior to the re-
cession. But let me first indicate that had Desert Shield and Desert
Storm not occurred, and had Saddam Hussein been in control of
the Saudi oil fields and oil prices been at $30 to $40 a barrel right
now, the leading industrial economies in the world, rather than
stuttering, would be in far worse shape.

But there were several reasons for the slow economy prior to the
recession. I think while the oil shock was important, too much at-
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tention at that time focused just on the oil shock and Saddam Hus-
sein, instead of on some fundamental underlying problems in our
economy and some of our policies, policies that had been followed
over a period of years.

There was a lingering effect of the tight monetary policy followed

by the Federal Reserve in 1988 and early 1989 in an effort to engi-
neer the so-called soft landing to ease what I think were legiti-
- mately perceived as incipient inflationary pressures in the econ-
omy. That always is followed by a period of slow down in the econ-
omy.
There was a worldwide increase in long-term interest rates in
1990 as new demand for capital was being manifested, for example,
in Eastern Europe, in the Soviet Union, and most obviously, with
respect to German unification. That put upward pressure on U.S.
interest rates as well.

There were unexpectedly tight credit conditions, popularly
known, Mr. Chairman, as the credit crunch. When the history of
this period is written, people will continue to argue what exactly
made credit less available to certain sectors of the economy. Clear-
ly, the causes included the fallout from problems in real estate
markets in many regions of the country; overreaction in the regu-
latory process, perhaps in response to the savings and loan prob-
lems, which prevented banks from undertaking profitable {¢ndin
opportunities; and the new international capital standaras whic
contain several features driving banks from credit risk and com-
mercial-industrial lending to interest-rate risk and government se-
curities. Whatever the reasons, and however one wants to partition
the blame, clearly for many sectors of the economy less credit was
available at any given level of interest rates, especially to small
and medium sized businesses—those that have traditionally relied
on the banking sector for their credit. Commercial and industrial
lending by commercial banks was flat from November of 1989, al-
ready 1in 1989, to July of 1990.- They simply collapsed thereafter as
my first chart at the gack of my written testimony shows.

We have slower growth of the labor force because we don’t have
the baby boom entering the labor force and because the large in-
creases in second-earner families and female labor force participa-
- tion—key features of the 1970’s and through the mid-1980’s—have
slowed. Obviously this is slowing economic growth as well.

Finally, there were indeed large imbalances that had built up in
the economy. Various members of the committee have referreg to
some: significant overbuilding of commercial real estate, and accu-
mulation of debt by households and businesses. While there was a
corresponding growth in the value of assets, a point often ignored
by those who look only at the growth of debt as the sole problem
in the economy, the high ratio of household debt to income, and of
corporate debt to profits, may not have been sustainable, as my
Chart 2 shows. Households and corporations are currently reducing
leverage in an attempt to improve their balance sheets. At the
same time, policies are being implemented to improve the Federal
balance sheet. The working off of these imbalances create struc-
tural adjustment problems for the economy and imply a slower
growth through wgat Secretary Brady has called “this transition
phase.” This contrasts with more traditional inventory imbalances,
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the correction of which causes relatively brief short-term fluctua-
tions in income, production, and employment. There are many
other types of structural readjustments underway in our economy.
Indeed, our economy is always undergoing them.

Let me s?end one second trying to clear up a semantic problem.
The terms “expansion,” “recession,” “recovery” are technical terms
used by economists, not to describe the level of economic activity,
but rather the direction in which the economy is moving. There 1s
quite a bit of confusion when many private economists say the re-
cession ended in the spring. No one should take that for a sugges-
tion that the economy is in good shape. All it means, and was
meant to mean, is that the decline in production, employment and
other indicators that had been going on previously had ceased in
the spring and the economy had begun to pick up.

Despite the serious problems, I think it is important to point out
that tge econcmy does have some important upside potential. I will
explain that in one second. But since Senator Hatch asked, let me
just briefly state that a year ago at this time when the administra-
tion was making its forecast for preparation of the budget, Desert
Shield was underway, Desert Storm had not yet begun. We were
in the midst of the o1l price shock. The war had not started. There
was a lot of uncertainty. Our outlook was the decline in GNP in
the fourth quarter of 1990 and the first quarter of 1991 would be
large, the economy would then flatten out and begin to rise at a
rate that was about half the rate of post-war recovery averages. It
was quite modest, a little below private forecasters and the CBO.
That was on track until the last period in which, as I said, the re-
covery has flattened out. If was a little more accurate than private
forecasters on balance tended to be, and the CBO, for this year, but
that difference is modest. Since you asked about our history, I
think we have been quite reasonable and more accurate on balance
over the 3 years of the Bush Administration than private fore-
casters have been. There are many reasons for that, not the least
of which I should say is probably luck because economic forecast-
ing, as I always remind the members of this committee, is an 1m-
precise science. We are trying to guess at events that may or may
not occur and how people will behave when interest rates and oil

rices change. And they do not always behave in the future as they

ave in the past.

The data available thus far for the fourth quarter suggest that
growth, if any, will be slight. Since midsummer, as I have said, the
economy has slowed considerably. In December the so-called “Blue
Chip” forecasters’ consensus—really their average—was for real
GNP to grow at 1.3 percent in the fourth quarter, down from the
1.9 percent they hag indicated the previous month. Last week
when [ testified before the Ways and Means Committee I said I
thought their November forecast was too high and I thought they
would be revising it down. They did. I think their December fore-
cast is also probably too high and I would expect them to revise it
down in January.

There is some upside potential in the economy, as well as down-
gide risk. The problems that led us a year ago to predict a recovery
at about half the average of the post-war rate, credit conditions,
the slower response of monetary policy and of the economy to mon-

-
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etary policy than have been traditional, the financial conditions of
households and corporations, the fiscal drag from the State and
local sector, and certainly the prospective absence of the very large
fiscal stimulus which often occurs late in a recession or early in a
recovery were all reasons to expect a slower: -

The CHAIRMAN. Dr. Boskin, I am deeply appreciative of your hav-
ing put the rest of the statement in the record, but let me state
there are a number of questions that are brought about that we
would like to ask. If you could summary, please.

Dr. BoskIN. Let me summarize and just say, that is why we
thought the recovery was going to be quite modest. Obviously, if
any of those things do better the economy is likely to do better. If
any of those things do worse there is some down-side potential.

I would like to add just two final remarks. One is that the slow
down in the U.S. has occurred around the same time as all the
slow downs in almost every other industrial economy. Many have
been much deeper and much longer. Some occurred before the U.S.
recession was declared; others are happening at this time. Japan,
for example, has slowed substantially recently.

The growth of our exports has been a major reason why the de-

cline in GDP and the rise in unemployment have been substan-
tially less than in the early 1980's or in the average post-war reces-
sion.
Finally, let me just conclude by repeating the concern about
longer term growth and responsible fiscal policy, as well as trade,
regulatory, monetary, and other policies that maintain an appro-
priate discipline on the future growth of expected deficits, taxes,
and spending in whatever they attempt to do to try to improve the
short-term state of the economy. Indeed, it is my own view that the
long-term productivity decline, which began in the late 1960’s-—pro-
ductivity collapsed in the early 1970’s, and there was only a very
modest rebound in the 1980’s—is our single biggest economic and
social problem. Productivity growth i1s the foundation for rising
standards of living and of our long-term growth. While our absolute
level of productivity remains well above that of other countries—
as one of my charts here shows—they have been gaining on us. If
we do not adopt a comprehensive agenda to improve our productiv-
ity growth, encompassing all of the items on t{:e President’s agen-
da, and perhaps others, it is clear to me that it will be difficult for
America to maintain its leadership role as the world’s number one
economy as we look out over several decades.

Thank you very much, Mr. Chairman,
The CHAIRMAN. Dr. Boskin, I think the question of productivity

is one of the most serious ones we have. But the only fellow 1 see
" up there that has been there 10 years is Mr. Darman. '

Mr. Darman, in the 10 years you have been there, we have seen
the productivity growth of this country the worst that it has been
since the days of Herbert Hoover. In the last 3 years we have seen
our economic performance the worse that it has been since World

War I
What can we do to turn that one around? Don't just tell me cap-

ital gains.
Mr. DarMaN. Thank you, Senator Bentsen. I would not want to
belabor the point, but if you would not mind turning to Exhibit 1
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of my prepared testimony, capital gains is the first item on that
list. I believe it would help long-term productivity for many reasons
I believe that most members of the committee agree with that as-
sessment.

Second on the list is research and development investment for
productivity improvement. We have proposed substantial direct
Federal investment in R&D, greater than in the past, with special
emphasis on generic technologies in the applied civilian R&D area,
where we are lagging in some cases. In otﬁers, like biotechnology,
we have a lead, but it is at risk.

The CHAIRMAN. Let me ask you, when you talk about it in a ge-
neric way, does that mean support of something such as Sematech?

Mr. DARMAN. Well, we are supporting Sematech, but our support
goes beyond Sematech. We just signed a bill yesterday, which we
worked out on a bipartisan basis for high performance computing
much more broadly, and for a major national infrastructure that
will allow applications of high performance computing in every-
thing from environmental protection in weather forecasting to edu-
cation to health to energy research and so on. This new law en-
ables us to use this technology in a wide range of new areas as well
as traditional private sector areas where we can improve our effi-
ciency enormously.

I will not, as I said, belabor the point, but I think if you look
down the list, the point I was indeed trying to make with this list
is that we have to get at many important things, only some of
which are tax-relatedg. But also if you look at the next item on the
list, human capital investment, I do not believe our productivity is
going to improve in the way that it will have to in or(s)er to get back
to the pattern of the 1950’s and 1960’s, unless we really do have
radical improvement in our education system.

1 have placed service sector productivity improvement on the list.
Secretary Brady has spoken extensively on our banking system,
and I know many here agree. In many respects, it is not competi-
tive with the Japanese and other major international players. It re-
quires modernization.

The health system, as Senator Chafee pointed out, we spend too
much on this—well, you know, you have all heard this and done
more on this than anybody. And so on down this whole list. Almost
all of it, not all of it, but almost all of it, would improve productiv-
ity if we did the responsible things under each of these headings
improve productivity.

t is my personal view that if we do not do an awful lot of these
things, we will not get our productivity up satisfactorily. We will
not ge able to achieve the kind of real growth rates that I think
we are expecting and hoping for.

The CHAIRMAN. Secretary Brady, now you were talking about
growth shared by everyone. I like that thought. But the problem
1s that back in the 1980’s growth was not shared by everyone. And
I get concerned about midg;e-income folks. In particular, I am con-
cerned when I see the top 1 percent double their income, and then
I see middle income have a loss of some $747, and those with chil-
dren take a bigger hit:

The strength of this country is really its middle-income folks.
And there is a question of fairness there when they are having a
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tough time making ends meet, Don't you think that we should be
addressing middle income to a greater degree than we have?

Back in 1981 we took a very major cut in the top personal in-
come tax rate. Last year we did $18 billion on earned tax credits
in helping the poorest people. These benefits are spread over 5
years, representing a 50-percent increase in the earned income tax
credit program. But it seems to me we have really not addressed
some of the concerns of middle-income. Of course, I understand and
I agree with the observation that more jobs need to be created, but
it seems we could be of some help in the area of easing the middle-

income tax burden.

Would you comment on that?

Secretary BrRapy. Thank you, Mr. Chairman.

Of course we agree that the middle-income taxpayer is being
squeezed. But I would like to comment with some other figures
which indicate a slightly different perspective, The top 1 percent of
taxpayers paid 27 percent of the Federal income taxes in 1988, and
that is a large increase from the 17.9 percent that were paid in
'19%}9'83‘118 top 1 percent paid 25.7 percent in 1986 and 24.8 percent
in .

The share paid by the top 5 percent of taxpayers also shows a
large increase from 35.4 percent in 1981 to 45.6 percent in 1988.
So I think the share paid by higher income bracket people has gone

up. _
With regard to your basic concern, tax breaks for the middle
class woukg] be important to implement as long as we can do them
in a way that does not increase the deficit and does not raise taxes
on somebody else.

The CHAIRMAN. Well I see my time has expired.

Senator Chafee?

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

Mr. Darman, in your statement you talked about a com-

rehensive approach and we share that. I think every single mem-
Eer of this committee is deeply concerned about the quality of edu-
cation in the United States and what effect that is going to have
on our competitive position, not necessarily solely in the next cen-
tury but in the balance of this century likewise.

It seems to me that some of those activities are what you might
call long-term, and hopefully we can wrestle with them in 1992,
However, I believe there is a sense of urgency, shared by each one
of us here today, that within the first 100 days of 1992, by April
15, or whatever 1t is, this committee must develop some legislation
that will help our economy. -

So, therefore, as we lool)(, at what we might do rapidly—and I am
going to ask the same question of Mr. Brady likewise and Mr.
Boskin, too—what can we do? In other words overhanging every-
thing it seems to me is this real estate problem—from the RTC,
from the banks that are in deep trouble trying to dump their real
estate. What do you propose?

Frankly, I am not sure we are going to get very far by allowing
IRA withdrawals for first-time home buyers. That is a good first
step, but I think we are going to need more incentives to help the
real estate market. So could you give me some help? One on the
real estate values, and if you coulc? not take too long became I am
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oing to ask the same question of Mr. Boskin. Secondly, I would
ike your thought on investment tax credit, whether limited or re-
stricted. Those are my two questions.

Mr. Darman, you first.

Mr. DARMAN, Senator Chafee, would you mind if I deferred to
Secretary Brady in his capacity as Secretary of the Treasury and
chief spokesman so that you get one answer. The differences, if
there are any subtleties of difference between us, seem to me to be
not as important as what would you like to have understood as the
ﬁglministration’s position. If you would not mind, I would defer to

im.
Senator CHAFFE. We would prefer three answers. It makes it
more interesting. But my time 1s racing by here. So make the an-
swers brief.

What can we do in real estate? Secretary Brady?

Secretary BRADY. Senator Chafee, I think we all recognize the
real estate problem as being the central! one that you have out-
lined. Unfortunately, you know, some of the answers are ones that
we have given before, which is that if you were to put in a capital
gains tax, certainly real estate would be the prime beneficiary.

Senator CHAFEE. Well, how would you do that, Mr. Secretary?
Would you index the asset for inflation or would you provide an ex-
clusion depending on the time held?

Secretary BRrADY. The exact nature of the proposal, Senator
Chafee, is not as important as the fact that we get one of some
kind before us, so that taxes on real estate assets can be reduced.

Aside from tax policy, we have made an enormous effort to meet
with the regulators over the last year to try and make sure that
they understand that what the Congress and the administration
want is a sensible approach te_the regulation of lending for real es-
tate. That effort has resulted in_the promulgation over some 30
changes in the regulators’ manuals ipstructing them to take a sen-
sible view with regard to how real es&k\ﬂm d be valued.

We think that that will have a very po 'ge affect on real estate
but it will not happen overnight, because these things take time to
get into the process. There are some 7,000 to 10,000 regulators de-

pending on how you define it.
Senator CHAFEE. And I think Mr. Bowsher said that was quite

dangerous what you have done.

Secretary BRADY. I know. I do not know where Mr. Bowsher has
been during the real estate crisis. But to say, as he did, in histesti-
mony yesterday, that we ought to be stricter about how we value
real estate, he must be looking at a different world than I am.

Senator CHAFEE. Okay. at about the reenactment of some-
thing in connection with the investment tax credit? Is-that going
to do us any good?

Secretary BRADY. We are taking a good, hard look at that, Sen-
ator Chafee. The history of investment tax credits is that they are
somewhat effective. They also seem to be put in at a time during
the recovery cycle when the recovery is already underway.

But you )l,lave to be careful, as they say in tax parlance, not to
“buy the base.” In other words, we should not give people extra in-
come for things that they are already going to do. Nonetheless, an
investment tax credit may be effective.
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Senator CHAFEE. My red light has not come on.

IV(I;; Boskin, investment tax credit, do you think it will do some
good? '

Dr. BoskIN. Well, I would agree with Secretary Brady. The his-
tory has. been that they have been effective, at least partially.
There is always a concern that if you are moving investment from
one activity to another, or forward in time, it will just mean you
lose later. But I think the history certainly has been that they have
been effective. I think he is quite right that to the extent one looks
at it, it might be preferable to have 1t on an incremental basis rath-
er than for all inframarginal investment.

I would add——

Senator CHAFEE. What do you mean? How would you do it incre-
mentally?

Dr. BoskIN. Well, we have something like that in the R&E tax
credit. For example, you get it on increases rather than the first
installment.

Senator CHAFEE. Oh, you mean the increase. I see.

Dr. BoskiIN. Rather than over some base or something like that.

Senator CHAFEE. Thank you.

The CHAIRMAN. Senator Moynihan?

Senator MOYNIHAN, Mr. Chairman, I am going to pick up from
Senator Breaux’s theme that Mr. Darman discussed. There is a tale
of a trapper in the Adirondacks in the middle of the—[Laughter.]

Dr. BOSKIN. Any relation to Marcel?

Senator MOYNIHAN. No, a totally different world.

He got into a fight, a wrestling match with a bear one evening.
As the poem went at one point, “Oh, God, he cried in great despair,
if you won’t help me; don’t help the bear.”

In our present situation it strikes me that it is as likely we will
do thixggs that are wrong as are wise. At the Jerome Levy Institute
at Bard, they refer to our present situation as a controlled depres-
gion. And the experience of our Depression of the 1930’s is that we
kef)t doing the wrong things.

see in Dr. Boskin’s very able testimony the implicit assertion
that the deficit is now so high that the Keynesian stimulus is just
beyond us. 1t will not work. We have some things like the transpor-
tation bill that will create 600,000 jobs, perhaps more. But the ca-
pacity of the government to use lever of fiscal stimulus is very dif-
ferent than in previous recessions.

In the meantime, if you talk to people in New York, what they
worry about is that the price of real estate has dropped such that
the portfolios of the great institutions, the great financial institu-
tions are in jeopardy.

Could I ask you, Dr. Boskin and Secretary Brady, if you would
like, do you not think this—Senator Chafee was asking about
‘this—do you not think we have a situation where simply market
changes have put our financial institutions in the kind of jeopardy
that 1t took World War II to get out of after the 1929 crash?

Dr. BoskiIN., Well, I would certainly agree, Senator Moynihan,
that the decline in real estate values has been one of the major
problems in our economy. It was, I think, at the core of the struc-
tural changes that I have been talking about. I think there was a
rise, especially on the commercial side but also residential side,
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when things went up too rapidly relative to sustainable levels, for
various reasons I would be happy to go into later. I will not now
cover them for issues of time. People consumed out of that in-
creased wealth. Now as that has declined people are hunkering
down. On the commercial side, obviously, there was substantia
overbuilding for various reasons and there is a substantial decline
in values. Those are items in the portfolios of many financial insti-
tutions and those are causing serious problems.

The equity in a home is the single largest asset for a majority
of American households. I think one of the major reasons that con-
sumers and families are very concerned right now is that it was
their nest egg, or they were consuming out of it, or it was some-
thing that they could use to deal with emergencies and contin-
gencies.

So I think you are quite right that restoring asset values, par-
ticularly in real estate, is at the core of our economic problem.

Senator MOYNIHAN. How is it done? I suppose the Secretary has
to answer that.

Secretary BRADY. Would you repeat the question, please?

Senator MOYNIHAN. How do you do it?

Secretary BRADY. As I said in my answer to Senator Chatee, we
have to consider a more generous view of real estate by the lending
banks, Senator Moynihan. That is, we must convince the regulators
that the regulations that we have literally put into print in their
manuals should be ones that they adhere to. That is important.

I am frank to tell you that they do not like some of the changes
that we have made. We have made one further change which they
like even less: We have required them to commit in writing to the
fact that they have studied the changes and that they are putting
them into effect. So at the end of their examination they say some-
thing I learned from my first boss, who said, “Brady, 1 am tired of
listening to you talk. Write it down on a piece of paper and put
your John Hancock underneath it.”

They are going to have to do that with these particular changes
which have been cleared through Alan Greenspan and Bill Taylor
and Bob Clarke and Tom Ryan of the OTS; they will acknowledge
that those changes are in place and in effect and they are imple-
menting them. Then their supervisor does the same thing.

Their supervisor looks at those reports from the individual regu-
lators and puts in his own signed report that he has taken note of
that same process and verifies that the process is underway and
being adhered to. It is a simple-minded, simple way to go at it. It
is not being uniformly well received by the regulatory community,
but that is what we are doing.

Senator MOYNIHAN. Could I just ask him one second? What do
we do about institutions whose loan portfolios are now below the
levels at which loans were made?

Secretary BRADY. Well, the obvious answer is to——

Senator MOYNIHAN. And I am not irresponsible.

Secretary BRADY. No, I understand.

But the obvious answer is to put into place regulations and law
changes which help to raise rearestate values. Now, obviously, as
we work our way through the over-supply of real estate we have
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those real estate prices will raise themselves by natural demand.
That will take time.

In the meantime we do not want any overburdening of financial
institutions by the regulatory community.

Senator MOYNIHAN. Thank you very much, sir.

The CHAIRMAN. Senator Boren?

Senator BOREN, Thank you, Mr. Chairman.

As we focus on the long term and restoring our ability to com-
pete, we often hear that we do not want to use tax policy to distort
ivestment decisions that would otherwise be made by the market.
As I was commenting in my opening remarks, we have to focus
upon the relative tax burden in this country as it relates to the tax
burden in countries with which we are locked in competition.

I certainly understood that as a Governor. If I was going to look
at gasoline taxes or cigarette taxes or even corporate income taxes,
I needed to know what the surrounding States in my region were
doing. Similarly, we understand we are part of the international
economy.

Let me just ask, are we developing a series of statistics that en-
&ble us to compare the tax burdens in this country in certain key
areas relating to savings and investments of different kinds, statis-
tics that would enable us to determine whether our tax policy is
really appropriate given the tax burden in other countries.

I have seen such studies. For example, researchers at the Uni-
versity of Maryland have studied the different segments of indus-
try, engine blocks, for example, and their statistics indicate that a
company in the United States might recover 25 percent of its in-
vestment in the first 5 years after making it under our laws. They
might recover 60 percent in Germany; 70 percent in Japan; 80-90
percent in Korea and other places where we are in competition.

Are we beginning to focus on, and will the administration con-
sider in any proposals which the President ultimately makes, the
international aspect of our tax rates on certain kinds of economic
activity versus those tax rates in other countries?

Secretary BRADY. Senator Boren, I do not have that study with
me. We do have a lot of information back at the Treasury. I would
be glad to try to codify it and supply you with a summary of it.

[The information requested follows:]

Question. Are we beginning to focus and will the Administration consider in any
proposals which the President ultimately makes the international aspect of our tax
rates on certain kinds of economic activity versus those tax rates in other countries?

Answer. The OECD is completing a study comparing corporate and individual tax
parameters across countries. As the study exists only in draft form at the present
time, the Treasury Department will furnish it when it becomes available. In the
meantime, Assistant Secretary Gideon will ask the Committee on Fiscal Affairs of
the OECD for permission to circulate the existing draft of the study.

Secretary BrADY. I do not always want to go back to the same
subject, but I would say that with regard to the capital gains tax
in Germany there is none after a holding period of 6 months and
in Japan there are two ultimate ways of computing it. Under the
method that most people use there is only a 1-percent tax on cap-
ital gains.

In that particular category both of those two countries have an
enormous incentive for capital gains. As many people point out,
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t};y also have higher income tax rates. So that is somewhat of an
oftset.

Dr. BoskIN. I just have one quick summary statement. I think
it is well known that a very large number of studies come to one
consistent conclusion: while the overall rate of tax, combined Fed-
eral, State and local in the United States as a share of GNP or in-
come, on balance, is not high relative to the other industrialized
;:]qulxlltries-—-Japan is lower but most of the European countries are

igher. .

A general description of the comparison would be that our effec-
tive rates of real taxation on real investment and saving is higher
here than abroad. Abroad, they rely much more heavily on taxes
on consumgtion, for example, value added taxes.

Senator BOREN. Well 1 think that is something we really need to
consider. I would urge you to look not only at the capital gains, but
at depreciation schedules, at the impact of the alternative mini-
mum tax and other aspects of our tax code as they affect our ability
to compete.

That is one of the reasons I opposed the 1986 Act; I felt that we
were really trying to divorce tax policy from economic policy. I do
not see anything wrong with usini the tax code as a mechanism
for encouraging economic activity that will make us more competi-
tive in the world. I think we really need to step back and look at
that, even if it requires some trade-off on rates so that we encour-
age the kind of activity we want.

Let me just mention one other item. Again I mentioned this in
my opening remarks, and Senator Grassley touched on it as well.
He has a long interest in this area.

We seem to be moving in the wrong direction in terms of edu-
cational benefits. We are talking about middle-income relief. We
are also talking about what will help us in the long run competi-
tively in this country. I think we all realize that education is a part
of rebuilding our competitive strength, along with saving and in-
vestment and new plant and equipment and the rest of it.

Instead of allowing the deductibility of educational interest on
educational loans, for example, we have now moved to a different
policy. I keep gettin% reports that the IRS is now even moving to
try to identify scho arsgips, especially scholarships for overseas
study, and impose taxation on scholarships and grants by treating
them as if they were income,

How do you react to the idea that in terms of giving middle-in-
come relief and also doing something that in the ong run will en-
courage additional education on the part of our people, strengthen
our economy in that way, we should examine the possibility of re-
storing the deductibility—perhaps with some limits, some caps, ei-
ther in time or amounts—on the interest on educational loans?
Also, how do you react to the idea that we should remove all schol-
arships from taxation?

Dr. BoskIN. Well, I may be a bit in a conflict of interest having
been a professor for many years, Senator Boren. Let me just say
unequivocally that improving our educational outcomes, our edu-
cation performance is the single most important thing to improving
America’s economic future. There is no doubt whatsoever about

that.
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Human capital, labor costs and labor income, including fringe
benefits are three-quarters of cost and income in our economy. We
cannot remain the world’s leading economy if we do not have the
world’s leading labor force. Many people here have spoken about
their concerns about income distribution. One of the big character-
istics that we have noted in the widening gap in earnings between
those with college education and those Wit?l ﬁigh school education.
I think that is a major cause of it.

It is also clear that the costs of education have risen consider-
ably. I will try to make this as brief as possible. And when Senator
Bradley and some others, I think Senator Moynihan, Senator Bent-
sen point out that tuition costs have risen a lot I think they are

. quite correct.

I think the description of what has happened in the middle class
that has gencrally been given is not correct on average. But for
those, for example, who have two kids going through school, the
consumer price index is not a good index to the cost of living to
them because they have the tuition to pay which is going up much
more rapidly and it is bunched in time.

So we have a set of proposals which we have focused on in the
America 2000 program to try to put choice and competition and ac-
countability and performance at the heart of elementary and sec-
ondary education reform which we think are vital. It is not the only
answer, but a major answer. And we certainly think that it is aw-
fully important to keep our colleges and universities which are not
only the best in the world but very deep in negalitarian in that
sense relative to other countries strong. , '

On the specifics of any of these things, about taxing scholarships,
I need to defer to Secretary Brady or maybe we can have the staff
get back to you on something that specific.

The CHAIRMAN. Senator Bradley?

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

Let me share with you my concern that we are in a slow motion
depression and that we are in a period where time passing clearly
means things are getting worse,

In the 1920’s we spent ourselves into a binge crash. In the Great
Depression, people were afraid to spend. Things kept getting worse.”

In the 19§O’S we lent ourselves into a binge. E)I‘he S&L. crisis,
banks, financial institutions now are not lending.

My question to you is: In thig kind of atmosphere why wouldn't
the President step forward now and tell us his program? Two
months is a long time. Why wouldn’t he step forward now with a
program? And don’t you think you are risking a much deeper down
turn if we wait 2 months?

Secretary BrADY. Well, Senator Bradley, I cannot let that pass
without saying it is not accurate to say the President has not had
a program. He has had one before Congress, since January or Feh-
ruary of this year. The same program that to some large extent
that he has had for the last 3 years. So I cannot let that pass.

But I would not also want to let it pass the idea that he is not,
working cwrrently on a program. He certainly is and it will be a
strong one brought out after the first of the year. Congress is not
in session at this particular point in time. I think vour concerns
about the economy are well placed. But I think the course of action
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that we are on, which is to respond to the President’s request, to
not stay with the status quo, but make some changes that will cre-
ate jobs and investment is one that will benefit the American peo-
ple. We can put it into place when Congress returns in January
and February.

Mr. DARMAN. Senator Bradley, could I add a couple of words?
And I hope not consuming your time.

If you look down the list that I have provided in Exhibit 1 of pro-
posals the President has already made.

Senator BRADLEY. I have that list and that is where | was going.
So you go ahead and comment first because I have an observation

about it, too.
Mr. DARMAN. Okay. Well, I would be more than happy if you

would rather wait.
Senator BRADLEY. No. No. I would rather hear you.

Mr. DARMAN. Thank you.
I was just going to note that if you look down this list, many of

these items have been pending for 3 years, some for only 1 year.
Take the capital gains cut, there has been no congressional action.
Instead of making the R&D tax credit permanent, it was extended
only 6 months. We have proposed making it permanent. We have
gotten nothing on the educational choice proposal. With regard to
the healthy start proposal, we got about one-third of what we
asked for. On our financial services reform, proposal we got prac-
tically zero reforms.

Now everybody agrees that our financial service sector requires
fundamental restructuring, yet we got close to nothing. The health
cost containment proposals which I offered to this committee, were
dismissed on the first day and never seen again. The IRA improve-
ments we proposed, and the family savings accounts—no action.
Our mandatory program reforms, resulting in $47 billion worth of
savings—not one of them was accepted.

The administration’s tort reform/product liability reform/mal-
practice reform proposals—no action. Civil justice reform—no con-
gressional action. The national energy strategy and enterprise
zones—zero action.

I am not saying this to try to be confrontational. I just note that
it is the case that there has been no action on a wide range of
things that would be helpful for the long term.

If 1 could speak to the short-term for a moment. It is of course
not 2 months. It is now roughly 1 month until the State of the
Union address. The President has said, and I think that this is sen-
- gible, that in this intervening period we should try to do what we
are doing here right now, and I hope to do more of it in the few
weeks ahead, which is to find our way to an agreement so that
when everybody comes back with fresh spirit—a little less bitter-
ness than when everybody left—we have done enough ground work
so we can act quickly.

Some today suggested perhaps within 30 days or by April 15.
Whatever it turns out to be, I think if we do the work right be-
tween now and when everybody is back, we can actually get action
faster than if we had tried to force the issue at this very moment.

Senator BRADLEY. Okay.
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Now there are 24 items on this list. Which of them put money
back into the pockets of middle-income taxpayers and how much?
I mean I see a list here if I am a family out there trying to figure
out how I am going to make ends meet this year and I look at this
list of 24 things, I do not see a whole lot that is going to give me
more money to deal with my problems, whether it is rising health
costs or college costs or higher State and local taxes.

Mr. DARMAN. Well, you see, this is an interesting question as you
know extremely well.

Senator BRADLEY. Is there a specific you can point to?

Mr. DARMAN. Yes. I would point to the entire list and suggest
that this is specific. I am going to give you a two-part answer.

One part is that if this list were enacted, the economy would be
a great deal stronger in both the short and long term. There would
be more jobs for everybody, especially the middle class. That is
where jobs are.

Senator BRADLEY. How much does this reduce the deficit?

Mr. DARMAN. Relative to doing nothing, by the fifth year it would
be in excess of $100 billion.

But let me get to the second point. Well, the first point. I bet you
intellectually agree with that. For example, look at international
market expansion. You have been eloquent on the subject of the
1mmportance of free trade.

enator BRADLEY. I am asking you a specific question today.

Mr. DARMAN. For the middle income——

Senator BRADLEY. Today. What in this list is going to put more
money in the pocket of families who are sitting around a kitchen
table today figuring out how are they going to pay the bills?

Mr. DARMAN. I will try my two-part answer. Part one, for reasons
you, yourself, have argued well many times, several of these items
increase American jobs, which increases American income. That is
point one.

Point two, since that point is unfortunately not too well appre-
ciated for whatever reason in the political environment, we are also
looking at proposals that would directly put cash in the hands of
middle-income Americans, such as those that have been raised by
fmu and by Senator Bentsen and by many distinguished Repub-
icans and so on. We are looking at those.

My personal view is that they are less efficient in terms of job
creation and less productive for the long term with respect to mid-
dle class jobs. But at the President’s instruction we are looking at
those, too.

The CHAIRMAN. Senator Breaux.

Senator BREAUX. Thank you, Mr. Chairman. And thank the

panel.

I have three questions I would like the panel to address. The
first one is to Secretary Brady. On page 4, Mr. Secretary, you have
made the point that proposaf,s to increase tax rates on one group
to pay for tax relief for another are not proposals for economic
growth. I probably agree with that.

But considering what has happened to the tax rates in this coun-
try over the last several years with the top rate dropping from 79
percent down to 31 percent. Middle-income people ﬁave been hit
with seven separate Social Security tax increases among other



87 : )

things. Isn’t the question of fairness sufficient to consider revisin

the rate structure without the question of economic growth? Isn’t-

gaimgss important enough to say this is something that should be
one?

Secretary BRaDY. Well, Senator Breaux, the question of fairness,
of course, 18 important. But it is a separate question and I think
it is implicit in your statement that that is the case. We are not
soing to, as Bob_Reishauer testified eloquently this last week, re-

uce growth and stimulus to the economy by changing the dis-
tribution of income.

Senator BREAUX. I agree with that. Let’s put that aside.

Isn’t fairness in and of itself sufficient to recommend this?

Secretary BRADY. 1t certainly is. But I would point out that if you
consider who benefits from programs of the Federal Government as
a whole, you will see that those in the lowest quintile of the income
distribution in the United States get $6,500 more out of the Fed-
eral tax and transfer system than they put in.

Senator BREAUX. I think we are focusing on middle-income tax-
payers in this bill.

Secretary BrRapy, On the other side, I might say, that in the
highest quintile, the richest people in the United States put in
$21,000 more than they get out. That is a fair system. It can be
argued that it ought to be more fair or less fair, but that is the way
the system operates at this particular point in time.

Senator BREAUX. Would you agree that the fairness reason alone
is sufficient to look towards changes in the middle-income tax
structure?

Secretary BRADY. I would have to look at a particular proposal,
Senator Breaux, because each one has its own advantages and dis-
advantages. I cannot comment on that in the abstract.

Senator BREAUX. Let me give you a real one then. The House Re-
publicans under Congressman Gingrich bas introduced what I .
would call the “basket” approach to tax changes. They threw in a
dozen proposals and said this is the way to stimulate economic
growth.

I do not see any revenue offsets anywhere in proposals under the
Gingrich plan. There are lot of tax cuts in the Gingrich plan, but
I do not see anybody who supports it looking for any offsets. I am
very concerned that if that were adopted the deficit would be sub-
stantially increased. ,

Gentlemen, in general do you think we could adopt all those rec-
ommendations in that “basket” and not do damage to the deficit?
Do you think it pays for itself?

Secretary BRapy. Well, let me just comment on the very narrow
oint of the tax change paying for itself. According to the Office of

ax Analysis in the Treasury, there is a net revenue gain over the

b-year period of about $1.4 billion. The Joint Committee on Tax-
ation does not agree with that estimate. They say it loses some $26
billion. That is part of the argument we have had for years about
the effects of IRA’s and capital gains taxes on Federal revenue.

Senator BREAUX. What is the administration’s position on the
Gingrich proposal?

Secretary BRany. We have said any number of times in the testi-
mony before the Ways and Means, there are a number of proposals
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in the House conference proposal which are ones that have already
been in the President’s budget—a capital gains rate tax cut, for ex-
ample. There are others. There are four or five that have been in
his budgets right along. There are some that have already been

adopted by Congress since that time.
Senator BREAUX. You do not endorse all of the items that have

been offered?

Secretary BRADY. As I said before, Senator Breaux, I do not know
as it is going to be helpful to anybody’s efforts to increase jobs to
focus on this narrow proposal. There are any number of proposals

out there. Let me say here what I said then. The idea that was put
forward by the Republicans, in my opinion, leads the way te the
answer,

What we need to get out of the slow growth that we are in now
are policies that generates jobs and investment. There is nothing
more unfair in my mind than a guy who does not have a job. And
so some group of rf‘)eople comes forward with a Pmposal that aims
in that direction. That's a good way to start. Let’s see what we can
make out of it.

Senator BREAUX. Let me ask my final question. It’'s a question
regarding capital gains. I think one of the big road blocks in Con-
gress has been that Joint Tax tells us it is going to lose something
hike $11.4 billion. We asked Treasury and Treasury says it is going
to gain $12.5 billion. And no one wants to move forward because
nobody knows what is going to happen.

I have taken the approach of basically following the President’s
proposal on the capita{)gains reduction for assets held 1, 2, and 3
years, but I put in what I call a safety net that says if it loses
money it is paid for by a new fourth tax rate on those joint filers
that make over $500,000 in net taxable income per year, which is
less than two-tenths of 1 percent of the people in this country that
pay taxes.

“But if it does generate revenues like the administration says,
well then everybody is a winner. What are the comments about
that type of an approach?

Secretary Brapy. First of all, you have called attenticn to an
enormously important fact. One of the real mysteries to me since
I have been in Washington, is how two organizations could be so
widely apart on this particular point. I think it is irresponsible that
we do not have an answer to that. ,

But your idea that we have an adjustment at the end of this pe-
riod I think has some good sense to it. I think it would be an ad-
ministrative impossibility to make the calculations. How would the
test be identified and spelled out? You would have a big argument
over that.

Obviously, the Joint Committee’s definition of how that is deter-
mined and whether the revenues did or did not come in are going
to be totally different than the Office of Tax Analysis. You will then
have the same argument.

Senator BREAUX. Well, we are working on trying to work with
Joint Tax and Treasury to try to come up with something that
would get us that answer in a fair and equitable way.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you.
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Senator Grassley?

Senator GRASSLEY. Thank you, Mr. Chairman.

To any of you who want to answer, there has been & lot of econo-
mists who are saying what is the problem here is we really need
to have a higher deficit. I do not think any of you agree to that,
more spending in other words, as opposed to tax cuts.

One of those I read about was John Kenneth Galbraith, as an ex-
ample. I think we need to get your reaction on record because this
is a very significant difference in philosophy.

Mr. DARMAN, Well, Senator Grassley, I hate to give you an “on
the one hand this and the one hand that” answer. But I think the
very careful calculation we have to make as we go forward on these
things is whether any of the proposals, including ones that might
increase the deficit, do not do as much harm in raising the long-
lterm interest rate as they might do good in terms of adding stimu-
us.
It is a hard calculation to make. I will say this, however, that
the short-term interest rate since the budget agreement last year
has come down some 4 percent, some 400 basis points.

On the other hand, the long-term interest rate, which is one that
is controlled by the free market and not by the Federal Reserve,
has barely inched down. It is down some seven-tenths of 1 percent.
The reason for that is that the people who put up that money
around the world are watching us very closely.

They are saying we do not think you are going to be able to solve
this problem, or we are very worried you will not be able to solve
this problem within the confines of fiscal responsibility. So they are
sitting there saying 1 will wait and decide how much I am going
tc ask for my money until I see how you are going to come out on
that particular prob{em '

It just cannot be that the short-term rate comes down 4 percent-
age points and the long-term rate does not even come down one,
unless it is a very severe warning to us that if we take off on some
sort of a fiscal stimulus that busts the budget to any significant de-
gree, that long-term interest rates are going to go up and mortgage
rates are going to go up and we will have defeated the very goals
that we are trying to aclrfxieve.

Dr. BoskIN. I would just add one or two quick comments to that.
I think people look at, as Secretary Brady has hinted, not just the
current level of the deficit. Economic impact is poorly measured by
the nominal dollar number that we keep hearing about because it
includes a lot of temporary RTC outlays and other things. The fact
of the matter is peop?e will look at what they expect—future spend-
ing and therefore either future taxes of deficits to be. So I think
it would be likely that a bursting of the discipline on spending
would cause at least a partial and perhaps a substantial offset to
any direct stimulus.

I also think that it is important to understand that the com-
position of spending matters a lot. From the beginning in the Bush
administration, we have tried to reorient spending towards things
which would enhance the productivity of the public and private sec-
tors, in R&D, as in the transportation bill that was just passed and

80 on. .
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And I think it is also important, and maybe Director Darman
will come back to this, to understand _why we have put in place
substantial controls on the growth of future spending and discre-
tionary spending. This is a very large part of the budget, which,
while subject to pay-as-you-go rules, is still projected to grow at a
very substantial rate. Many people talk about that as just a budget
problem, but it is also an economic problem. If these types of ex-
penditures keep gobbling up a growing share of the GNP, less will
be available to channel into productive investment in our future.

Senator GRASSLEY. There are a lot of bills in Congress that pro-
pose spending a lot more money—mandated health benefits, health
care reform. You can go on and on, If Congress were to pass those
now and the economy is not in too good of shape, what sort of an
impact would they have on the economy?

Mr. DarMAN. Well, Senator, I think you have already had the an-
swer that we would give. If we appear to be abandoning fiscal dis-
cipline, we think it could be counterproductive, like these bills
would be.

I wanted to just add one little figure for your consideration. We
are running these very large deficits. What people do not some-
times aB reciate is it is in some substantial measure because of in-
terest obligations on accumulated debt.

We are spending over $200 billion a year on interest on debt held
by the public. If you include, as Senator Moynihan would, the in-
terest on obligations and trust funds, the number is now over $300
billion a year and rising. We will pretty soon be at a quarter of a
trillion dollars a year in interest on debt held by the public alone.

That is larger than the projected deficit. In other words, if we did
not have all of that interest—I am not in any way suggesting we
should not pay it—but if we did not have it, we would be in sur-
plus. So the debt as a percent of GNP is rising. That is not in the
sustainable Jong-term. We simply cannot keep doing that.

And one of the reasons that long-term financial markets are not
resl;()onding as favorably as one would like is they know this. They
look at this. They see the financial structure. So until sooner or
later we address the basic financial structure problem, along with
all these others we are talking about, we are not going to get the
performance out of the economy that we would want.

And if we look like we are going to make things worse, you have
to expect long markets to reflect that.

Senator GRASSLEY. Thank you, Mr. Chairman.

The CHAIRMAN. Senator Baucus?

Senator Baucus. Thank you, Mr. Chairman.

Secretary Brady, in the Chairman’s question about the income
distribution in America, he pointed out how dramatically Ameri-
can’s incomes have changed. That is, there is a greater mal-
distribution of income in America generally over the last, say, dec-
ade or 12 years. That certainly is the common perception in Amer-
ica. Ask any household, middle-income household, they will tell you
that. They cannot pay the bills. '

Ask any wealthy American over the last rouihly decade, they
like getting or receiving more after-tax income. A lot of them feel

guilty about it, frankly.
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You know, I was kind of surprised at your response indicating
that at least you are trying to create the impression that the oppo-
site is the case. Isn’t it true that in fact after-tax incomes of Ameri-
cans has changed dramatically in roughly the last decade, the last
twelve years. That is, the after-tax incomes of the wealthiest 6 per-
cent, 20 percent, 1 percent have risen dramatically; whereas, the
after-tax mcome of Americans in the lower fifth and certainly mid-
dle areas have not risen. The lower have fallen and the middle
have barely risen at all.

Isn’t it true that the real key here is after-tax income and that
is the problem here. It is partly the Tax Code but it is also partly
caused by the vast explosion in incomes of the top 5 percent, the
to%l percent, of Americans in the last 10 years.

r. BOSKIN. Maybe I can respond to a few things. I think you
seem to have made several points, like what happened in the in-
come distribution, and how do you compare the after-tax to before
tax credit.

Senator BAucus. I am only trying to explain the confusion, the
disparity, the apparent disparity, betweer: the Chairman’s statistics
and the Secretary’s statistics. I think the answer is that the Sec-
retary just spoke in terms of taxes paid. In fact, the real key which
most Americans really care about is their after-tax income.

Dr. BOSKIN. Let me just make two quick points about that. One
i8, I think the Secretary quite properly talked about after-taxes and
after-transfers. The Federal Government budget spends much more
on transter payments to people than it does on purchases of goods
and services. It is a larger amount of our tax system. So what he
correctly pointed out is to look at the net figures of any tax changes
and transfer changes. For example, last year there were some
small increases in excise taxes. People pointed out those are paid
by the full range of the income distribution. But as the Chairman
pointed out, there was a huge expansion of the earned income tax
credit which goes to people at the bottom. So people at the bottom
had a major improvement with that.

Senator BAucus. Mr. Boskin, I don’t want to get into a lot of ob-
fuscation, a lot of details. Just bottom line. Isn’t it true that after-
tax incomes of the top 1 percent, 5 percent, 20 percent has risen
dramatically in the last, roughly, decade. .

Let me just give you the CBO’s study. I'm just going to ask you
if you think it 18 accurate or inaccurate. CBO, a bipartisan organi-
zation, says that the poorest one-fifth in America found that their
after-tax incomes declined. First of all, I think we all know what
it says. The Senator from Kansas obviously indicates he knows
what I'm going to say and he knows what it says.

But, see, it also goes on to address the point by the Senator from
Kansas. It says, “The real key here is to address the changes at
the top of the business cycle.” There is one versus the other. That
is a proper place to start and a proper place to end. The CBO anal-
ysis with 1977 to 1988—very close, but not exactly, to the top of
the last business cycles. It is a rough approximation but it is not
perfect.

The very basic point being that generally Americans’ after-tax in-
comes in the middle-income areas have not risen, have not kept up

with the top 1 percent.
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Now let me just for example the top 1 percent have risen 122
percent. The top 5 percent have risen 60 percent. The top 20 per-
cent have risen 34 percent. The 20 percent just above the middle
have risen 9 percent. The midale ﬁgzh have risen 4 percent. The
second fourth-fifth have fallen 3 percent and the poorest fifth, 6
percent. That is between 1977 and 1988.

Do you dispute those figures?

Dr. BoskiIN. The study was released yesterday and I have not
had a chance to review it and I will get back to you on the specifics

and the figures.
[The information requested follows:]

RESPONSE OF CHAIRMAN MICHAERL J. BOSKIN TO A QUESTION ASKED BY SENATOR
Baucus REaARDING INCOME GROWTH

The most commonly used measure of income, and the one I will refer to here, is
money income, as defined the Bureau of the Census. Money income is a pre-tax con-
cept. The results below will differ from those found in the CBO study we discussed
t.ecause CBO makes a series of adjustments to money income that are not fully ex-
plained in the report.

Between 1977 and 1988, the years in the CBO satudy, real median household
money income rose by 7.2 percent. Real median farily money income rose by 7.4
percent.

Income growth figures can depend on starting and ending points. For example,
inflation in the late 1970’s and the subsequent recessions in 1980 and 1981-2 that
rid high inflation from the economy caused real median household income to fall by
1.7 percent between 1977 and 1982. Likewise, real median family income fell by 3.2
percent.

Between 1982 and 1988, when the economy grew substantially, real median
household income grew by over 9 percent. Real median family income grew by 11
percent,

One can also look at after-tax figures. Subtracting out all Federal taxes using
CBO’s estimates of such tax rates g)‘r the middle-income quintile (as published in
the Green Book) indicates that real median after-tax house%)old income grew by 6.8

ercent between 1977 and 1988. (The Green Book does not publish similar numbers
or 1982, Nevertheless, it seems highly likely that real median after-tax income fol-
lowed the same patterns as before-tax income, falling in 1977-82 and then rising
in 1982-88.)

Similar income growth patterna occurred in each quintile for households. Average
money income in each quintile rose between 1977 and 1988. For the bottom four
quintiles, this overall rise consisled of a fall betwren 1977 and 1982, and an in-
crease between 1982 and 1988. In the top quintile, average income rose much rmore
in the latter than the earlier period. Average after-tax income rose in each quintile
between 1977 and 1988. The biggest increases occurred in the highest quintiles.

These results indicate that in the 1980’s, households in all quintiles benefitted
from economic growth and average income—before-tax and after-tax—grew for

households in each quintile.

Dr. BoskIN. I do want to make two very important conceptual
points. That is, where one takes starting and ending dates makes
these figures swing around a lot. The fact of the matter is, the most
horrible period, as the Chairman would put it, since the 1930’s for
American real incomes was the period 1979 to 1981. The fact is
that wages did not even come close to keeping up with the horrible
double-digit inflation of the late 1970’s and early 1980’s. Then, of
course, we had the recession in 1980, and then in 1981. That ac-
companied the disinflation from 13 percent to 4 percent inflation.
So if you want to say that from here to here there was not much
change, the fact is, things went like that and then back up again

over that period.
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I am sure people from different sides of the aisle would compare
things because of their feelings about how it would stack up to dif-
ferent people’s responsibilities and perceptions.

But that is point one, that the figures have to be looked at very
carefully in that record.

Secondly, I do not mean to belabor the point, but these figures
do not include feeding back in the transfer payments and I think
that is very important to do.

Senator Baucus. They do.

Dr. BOSKIN. Not all transfers as a matter of fact.

Senator BAucus. Well, the CBO study says it does.

Dr. BOSKIN. Not all transfers.

Mr. DARMAN. Could I just try to clarigr two simple points? One,
on these various studies, we have not had the chance to see the lat-
est one. You will get methodological arguments. We produce
counterstudies to get counterstatistics and so on. Both studies are
respectable. They look at it a little different way: change the bases,
make a different argument.

Two, that is irrelevant in my opinion because if you ask the ques-
tion, do we want to do more for middle-income Americans, the an-
swer is unequivocally, yes. I assume we all do. The question we
have to focus on is what is the most effective way to get this econ-
omy growing on a sustainable basis so that middle-income Ameri-
cans have more rapidly rising income and more secure jobs.

That is what we all agree on. But the question is, what is the
best way to do that. That is the question, I think. It is not whether

we want to.
The CHAIRMAN. If I could, please. We need to move along.

Senator Dole?

Senator DoLE. We throw these words around, “middle income,”
like everybody knows what we are talking about. Everyone has
said “middle income,” like there is a chart out there describing ev-
erybody within this group.

What are we talking about when we talk about middle-income
taxpayers? Are we talking about the same group? When I ask you
a question do we both have the same idea—$50,000, $75,000? What
is a middle-income American—single, married with children?

Secretary Brapy. I think the definition you've given, Senator
Dole, is about right. I think we have alzo identified the fact that
everybody has a different definition of it.

Senator DOLE. I think first we have to sort of set some param-
eters. I know there are some statistically. If you are single, what
is it, $37,000; if you are married with children, $50,000.

Senator BRADLEY. Median income.

Dr. BoskIN. The family exactly in the middle, half above and half
below, would be in the high thirties, depending on how you meas-
ure it. Obviously you would want a band around that. A commonly
used thing by academic economists, for example, would be to take
those say below $15,000 or $20,000 as lower income, $20,000 to
$50,000 or slightly above as middle, and above that as upper in-
come. With this you would have 60 or 70 percent of the population

in the middle. ' o ‘
Now it does not mean the same thing in rural Mississippi as it

does in New York City.
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Senator DoLE. Right. But I think the point I would make is that
we are leaving the impression that everybody below $1 million is
middle income.

I think those who are watching and see what we are doing may
not understand. We are talking about middle income. We may
leave them out because they are only making $80,000, $90,000,
$100,000. They are not middle income. So I think we ought to
somehow set parameters.

Secondly, we have over the years in this committee done a pretty
good job in trying to be responsgive to middle-income Americans. We

assed the 1981 tax cut which Congress loaded with a lot of things.
t probably went too far. They hagralmost unanimous support as
I recall. I think we did have 20 to 0.

Mr. BRADLEY. No, you did not. Mr, Chairman, you did not.

Senator DOLE. That is just the one from New Jersey, I think. But
19 to 1. And then 1986. New Jersey is a special case, they have
a real problem up there. [Laughter.] But in any event, in 1986 we
had, a tax cut that was strongly supported. In any event, we all
talked about fairness, middle-income taxpayers. We are all a part
of it. Now we have some of the same members who voted for these
tax cuts saying what is wrong with our tax po]icl);.

Well, they were here in 1981 and 1986 and they are here today.
I think as Mr. Darman has pointed out, we are going to try to j’o
something that focuses on middle income. Who does not want to
help middle income? Everybody out here in the audience, I assume,
believes they are middle income. That is why they all came, be-
cause they know it is all directed towards them. Anything we do
is going to help middle-inconie taxpayers.

o having said that I think we have to ask a couple of basic
guestions. Are we going to stay within the budget agreement? The
enator from New Jersey says we should not. It is just a piece of
paper. It is the only discipline we have had in this town as long
as 1 have been here. Does the admimstration have a firm fix on
whether to stay within the budget agreement or go outside?
Secretary BRADY. Our feeling is that the budget agreement

should be adhered to.
Senator DOLE. I hope that is the general view of members of

Congress.

Then we have contradictions. We have people that want to en-
courage savings through IRA’s and others want to encourage con-
sumption with a quick tax cut. Now how do you reconcile those po-
sitions where you have consumption on one side and savings on the
other? Both good policies goals, but are they going to get the econ-
omy going if we have some IRA program where you can save
money? Or do we want people to spend money?

Secretary BRADY. You have identified a problem for all of us to-
gether. We have two problems, Senator Dole, as you have said
many times. We have a long term problem and a short term prob-
lem. Obviously putting something into effect something that I think
most of us would have some sympathy for, which is increased vehi-
cles for savings, be they the Fy:lilily avings Account or something
like Senator Bentsen has put forward will to help in the long run.

There is not any question about that in my mind. On the other
hand, to say that it is going to have an enormous effect imme-
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diately may be stretching the point, even though that may be the
reason in combination with other tf)ings that finally lifts us from
the mind set that things are going to %et continually worse.

Senator DOLE. Another point I would make is it seems to me we
cannot forget monetary policy. They have been a little timid at the
Fed. They do move along, but you have to push and nudge and ev-
erything else to get any movement at the Fed.

I would ask Dr. Boskin, isn’t there a little more fiexibility there?
Can't the Fed do a little more?

Dr. BoskIN. Well, they are certainly in much better shape to do
that than in similar situations in the past. Inflation is down and
declining. We see real interest rates, which often are slightly nega-
tive, at this stage are positive. And money growth has geen either
below or at the very bottom of their target range. They want it to
be higher. Some of that is the bank. Some of it is other things. So
I think within their general goal of low and stable inflation they
certainly have ample room to do more.

Senator DOLE. X.nd finally, before the bell rings, it would seem
to me that we might want to consider a two stage process. One
where we agree that we are going to do maybe one thing, whatever
it is, and we are going to do that within a week after we are back
here. The President is going to outline it in the State of the Union
message. We are going to agree on one thing. That is short term.
That is to get :noney in the pockets.

Then we are going to do a longer term lpalcka e we might com-
plete, say, by maybe 30 days or 45 days later. But otherwise we
are going to get into a bidding war and Congress is going to end
up as we did 1n 1981 when we added billions and billions of dollars
in—we took every special interest amendment in the world and

called it tax reform.

Yes?

Mr. DARMAN. Mr. Leader, I was just going to say that I think
your suggestion is a sound one in that I understand it would, say,
divide the problem—a short term piece and a longer term piece.
People have to believe that there is also going to be a long term

iece or else they are going to try to load everything they wanted
1n the second one in the first one,

So the second possibility has to be real as well. I just note that.
And a further point having said that. I recognize many people have
ideas on how to change the budget agreement, including several
Senators here today and the Chairman. I would suggest that even
if that were going to be done, that is a much more complicated ne-
gotiation, even if the administration did not exist. Chairman Pa-
netta has come out against moving from defense to a family tax
cut. Chairman Byrd has come out against it.

If we get in a protracted negotiation over that issue, we will not
be able to meet any realistic short-term target in my opinion.

The CHAIRMAN. Well, let me state that my feeling is very strong
that we should stay within the outside parameters of the budget
agreement, and not bust the budget. Because when we made that
budget agreement there were two great super powers in the world.
Today there is only one, and we are it. Therefore, I think that line
between defense and discretionary accounts and taxes can be and
should be pierced insofar as evaluating it for what we face now.
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Let me state further that when we are talking about real estate,
the crux of much of our problems, we passed a passive loss provi-
sion retroactivity which was a hloody outrage ang I fought it every
step of the way because the limited partners quit carrying their ob-
ligation; which went back to the general partner, when they went
broke; the obligation went back to the S&i’s and they went broke.

I prophesied every hit of it in front of this committee as I fought
that kind of retroactive limitation. I think what we are seeing
today is the biggest transfer of wealth that we have had in this
country since reconstruction. As you see what has happened to real
estate, see 1t lose value you see put on the market at bargain base-
ment prices. Y

Mr. Secretary, you have tried to correct some of that by not offer-
ing property at liquidation values because that is where we were
going in trying to get some of the long-term earnings out of real
estate and I congratulate you on that. I think that is a step in the
right direction.

I think also that for the short term that we ought to look as
someone has said to an investment tax credit, but it ought to be
incremental. 1 believe that one should not be getting credit for
what one is already doing. It ought to be patterned after the R&D
credit and it ought to be targeted so it does not cost too much and
really ends up increasing productivity and manufacturing in our
country, so that we can be more internationally competitive. I
think that is one of these things that we ought to give serious ~on-
sideration as we move forward.

And insofar as personal savings, Mr, Secretary, I see some ad-
vantages to the back-ended IRA or the family savings plan. Senator
Roth and I put it in ours. But we have also kept the traditional
$2,000 charge off at the beginning. I think that is necessary. I be-
lieve it takes that carrot to get people to really make the savings
choices that have to be made.

Now let me comment further and you can educate me on this
one. When interest rates are so low for short term and yet the long-
term rate continues to stay relatively high, representing a disparity
that is much more than we traditionally see it, why shouldn’t we
sell more short-term securities and not as much on]g-term and,
therefore, have the advantage of the savings on the low interest
rates and not put as much pressure on the long-term market.

. Ca?n you give me a short answer so 1 do not use up all my time
ere’

Secretary BRADY. We are looking at it. The 30-year bond only
raises net for the government, 7% percent of the funds we need

each year.

Do you want a longer answer?

The CHAIRMAN. Are you saying you are moving in that direction?
Is that what you are saying?

Secretary BRADY. We are looking at it, but you bave to realize
that we are only affecting the 7% percent of the net Treasury re-
quirement for funds a year.

The CHAIRMAN. Mr. Secretary, at this stage I will take whatever

I can get.
Dr. Boskin, let me ask you one. You just touched on it and I

know it is a very volatile subject, but I get people like Dr. Solo and
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others who come in, Nobel Prize winners, talking about a back tax
and a consumption tax. I sure know right now when you are in a
recession you cannot put a consumption tax on when you are trying
to get people to spend more.

But 1n the long term is that a possible solution as a substitution
for some of the other taxes we have?

Dr. BoskiN. Well, I think many studies have suggested that
there might be benefits to eliminating income taxes and replacing
them with either consumed income taxes done through an income
tax-like system or a value added tax. The administration has not
done a serious study of this and I am not stating any administra-
tion policy. But I think it is very important that any look at any
potential revenue raiser such as that ge tied very closely to control
over spending. I think many people have noted that it has been a
primary source of the expansion of social spending in Western Eu-
rope. I think also that although many people have noted the theo-
retical niceties of the value-added tax, often the legislative proc-
esses in other countries wound up whittling away with special ex-
emptions and deductions and deletions so that the base was much
narrower when you actually imposed the tax than on a com-
prehensive measure of value added.

But in general I think over a longer span of time it is certainly
something that deserves further stusy.

The CHAIRMAN. Well, that is a safe answer and I think a proper
answer under the conditions.

Let me say when you talk about the growth package that you
have offered, I really do not believe the administration has made
that much of a priority. When I look back at the negotiations last
year and I think how some of us were ready to trade for the Presi-
dent’s capital gains, take it with a 33-percent rate and were turned
down. Now you ended up with no capital gain and a 32 percent
rate.

Secretary BRADY. Is the top rate 31 percent?

The CHAIRMAN. Well, not the effective. It gets up to about 32 per-
cent.

Secretary BRADY. Well with other adjustments, it may be that,
or higher.

The CHAIRMAN. That is right.

Secretary BRADY. I do not want to give you a captious answer,
Mr. Chairman, but you know it has been our opinion that the cap-
ital gains tax cut should stand on its own. I know you have been
a supporter of it over the years.

At this particular point in time, we do not believe raising taxes
in this kind of an economy is the right thing to do. I do recall the

discu .sions we had last year.

The CHAIRMAN. All right.

Senator Chafee?

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

Secretary Brady, members of this committee that I respect are
pressing for a $300-400 tax cut for this group we call the middle
class, whatever that definition is. And although I am certain that
folks in my State like others elsewhere are all for a tax cut, in
going around the State I do not find that is a top priority at all.
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I think they share the concern I have that what it is going to do
is increase the deficit in leaps and bounds; and if we are going to
spend money like that the way we ought to spend it is something
that is going to have a more direct effect in improving the economy,
whether it 18 investment tax credits or whatever it is to make us
more competitive.

I must say when I hear these suggestions of this $300-400 tax
cut for the middle class this is not anything new. I can remember
when the Chairman of this committee, Senator Long, got after the
Carter Administration that came in. I think at the time they were
going to give everybody $50, something to that effect. Senator Long
analogized it to going up 1n an airplane shoving out the money
with a pitch fork.

But now 1 find the administration is talking that way. Mr.
Darman suggested that you are going to come up with some kind
of a proposal for this middle class. I have great difficult with that.

Sure, I would like a tax cut. I am sure Rhode Islanders in the
middle class would like a tax cut. But when they think of the alter-
natives, when they think of doing something to improve the value
of their home or something to improve their prospects for a job,
they would opt for those every time.

Why are you going for this program that will give everybody
$300-$400, every family?

Mr. DARMAN. I do not believe I did that, Senator Chafee. What
I said was that, although I did not use your name, I was in agree-
ment with you. I said that I did not think—I think it was in re-
sponse to Senator Bradley—I did not think that was the most effi-
cient or effective way to get the economy growing.

However, the President has instructed us to look at that, a set
of options, along with a range of other options; and he has not yet
made his decision. I did not say it necessarily would be included
in a package. Furthermore, the definition of what counts under
that heading is quite wide, I think.

If you had targeted incentives for home purchasers for the mid-
dle class, that is for the middle class. There are a lot of different
ways things can be structured that benefit the middle class, some
of which might have a more favorable effect, some less—some more
direct, some less direct.

So we have not made a judgment on that issue yet. We have sim-
ply been instructed by the President to include analysis for that,
and other options for his decision,

Senator CHAFEE. You folks look on capital gains as a real tallis
man that is ﬁoing to do a lot of wonderful things. I have always
been skeptical of that. I enthusiastically support the 1986 Tax Act
where it eliminated the capital gains differential.

Is the theory under the capital gains that it is going to encourage
ent;epreneurs, is that the principal rational for the capital gains
cut!
Secretary BrRADY. Definitely. I think that the impetus that was
started back by the Congressman from Wisconsin, whose name I

have forgotten now——

Senator CHAFEE. Steiger.
Secretary Brapy. Yes, Bill Steiger produced an enormous

amount of investment and job creation during that period of time.
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Now that was aimed at smaller companies where actually most of
f]he job creation takes place. But that is absolutely the rationale be-
ind it.

The furthest thing in all of our mind, is to create some sort of a
windfall for people in the higher brackets. But if you are looking
for things that will stimulate people to move their investments
around, then that is an obvious candidate for improvement.

Senator CHAFEE. Can you statistically demonstrate that there
has been a cut off in capital investment since the 1986 Act? I
mean, yow know, the whole objective of the 1986 Act was to get rid
of these credits, exemptions, deductions and lower the rates. I want
to go along with it, because as I say the administration indicates
it is a real tallis man. It is going to do wonderful things. But I am
not so gure I understand how.

Secretary BRADY. Let us come back to you, Senator Chafee, with
some statistical evidence. I do not have it with me this morning.

Senator CHAFEE. All right.

[The information requested follows:]

Question. Can you statistically demonstrate that there has been a cutoff in capital
investment since the 1986 Act?

Answer. Business fixed investment spending depends on many determinants of
the current and expected future proﬁtagility of capital. Tax policy affects business
investment through the cost of capital. Higher tax rates on capital gains, all else
equal, raise the cost of capital and reduce investment spending.

Because investment spending is determined by many factors, it is not possible to
demonstrate that a particular change in investment is due to a change in the capital
gaina tax, though many empirical studies document that tax-induced changes in the
cost of capital reduce investment. It is, however, straightforward to demonstrate
that in the period after 1986, capital gains realizations shown below have decreased,
suggesting the responsiveness of those realizations to the tax rate on capital gains.

Your Caphal gaine realtzations

1986 o $333.3 biflion
144.1 bitlon
165.0 biftion
1989 oo 153.1 bMtion

122.0 biflion (based on preliminary data)

Senator CHAFEE. Let me ask one final question. That is for Mr.
Darman. That is, there is a lot of talk about cutting the defense
budget. Is that going to affect employment with these transfers
from the defense budget over? It is always look at as a way of in-
creasing domestic spending. Cut the defense budget and increase
domestic spending.

But when we cut the defense budget we are also cutting jobs, are
we not, in the economy?

Mr. DARMAN. Yes.

Senator CHAFEE. I thought my question was more complicated
than that. [Laughter.]

But now the light is red. 1 will come back.

The CHAIRMAN. Senator Moynihan? . .
Senator MOYNIHAN. While the markets are still open in New

York City I think I would like to use this opportunity to ask Mr.
Darman, would you like to clarify your statement to make it clear
that you do not propose to balence the budget by suspending inter-
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est lExut}nnent:sx on the debt? Could you give us a yes or no answer -
to that

Mr. DARMAN. Thank you very much for the opportunity to clarify,
Senator Moynihan. I d};ﬁnitely do not propose in any way to do
anything other than support 100 percent the backing, the full faith
in credit of the United xétat;ets behind every U.S. Government bond.

Senator MOYNIHAN, Now, Senator Chafee, he can give a com-
plicated answer to a simple question.

I wanted to ask just one question. The Chairman had mentioned
Bob Solow. I am sure Dr. Boskin knows that he and Francis Bator
have recently put out a proposal in which they address the ques-
tion of fiscal drag at State and local governments. Walter Heller,
your distinguished predecessor 30 years ago, developed the idea of
fiscal drag had developed in the Bureau of the Budget, because the
Congress would not spend money.

The revenues would come up with the rising of the recovery but
then we would not spend any money up here, so there would be

a fiscal drag.
Dr. BoskIN. Not only was I younger then but behavior was dif-

ferent then too, apparently.

Senator MOYNIHAN. We have solved that problem.

But seriously, out in California, our very able former colleague
Governor Wilson has just proposed to cut benefits for children
under welfare and Social Security, AFDC, by a quarter. That is
happening all across the country. We watch welfare benefits here.
They have been cut by a third since 1970.

But now as a budget measure a man as able and humane as Pete
Wilson is saying these 3-year-olds are eating too much and we are
going to just cut their food allowance. Would it be one reasonable
thing to ask what Solow/Bator asked as a 1 or 2 year injection of
Federal funds to the State and local governments that are now in
such travail? I would ask you, Mr. Secretary or Mr. Boskin.

Dr. BoskIN. Well, I would certainly agree that fiscal drag is
about twice as large as one would normaﬁy expect, given the rise
in unemployment and decline in GDP. So they are off their kind
of cyclically-adjusted trend line.

I think there is an open question, quite aside from whether it is
a good idea to do it, about what they would do if additional funds
were given to State and local governments—whether they would
just decrease the tax increases or slow some other things down or
whether they would actually get the spending out.

So I think there are probably better ways to deal with that. I
think as the only long-time resident of California in the room, I
would say that California—indeed, many Governors, including your
own—has severe fiscal problems. But California has a very unusual
budget situation because it has a constitution about the size of the
Manhattan telephone directory with all these specific directives
and initiatives passed every year. There is almost no flexibility on
the budget side for the Executive and even very little for the leg-
islature.

Senator MOYNIHAN. Can I ask you, Doctor, is there a government
in the Western World, other than ours, where faced with a budget
problem the Governor, President, Prime Minister would say I have
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an idea, let’s cut the food allowances for babies by a quarter? You
do not have to answer, sir.

Dr. BoskIN. I do not think Governor Wilson would characterize
his roEosal that way, number one. I think there are—well, I will
get gac to you on his description of it, I am sure.

But the fact of the matter is that there is a large fiscal problem
in the State of California. There is a very severe economic problem
in the State of California.

Senator MOYNIHAN. Let me be clear. I said you will not find a

ngore humane person in our government that he. And I did say
that.
But we are in a situation where a man like Pete Wilson is saying
those babies are having too many bottles. I hope we can get the
sense that we are not just talking about a middle income, if not all
that well off.

This is a pauper class and we are reducing——

Dr. BoskiN. There is no doubt whatsoever that we have serious
economic problems. They are not confined to any one specific State
or region or industry and I agree with that.

Senator MOYNIHAN. Would you agree we should have a national
welfare benefit?

Dr. BoskiN. I personally do not believe it makes sense to nation-
alize the welfare system because of, number one, Federalist prin-
cipals. But immense differences exist in the cost of living from re-
gion to region and area to area.

Senator MOYNIHAN. Would you agree that the council could fig-
ure out and compute those differences?

Dr. BoskiN. I think that the Council could approximate them. I
find it very difficult to believe that the political process would wind
up using them.

Senator MOYNIHAN. Thank you very much, sir.

Mr. DARMAN. Senator Moynihan, could I just take what is re-
maining on the yellow to red signal there of your time for an addi-
tional comment?

I think-—{Laughter.]

I'll pass. Thank you.

The CHAIRMAN. Senator Boren?

Senator BOREN. Thank you, Mr. Chairman.

Going back to the question that Senator Baucus asked earlier,
and without getting ourselves back into the definition problem, the
figures that he cited on the growth of after-tax income were broken
down in terms of income levels in the country—the top 1 percent,
the top 5 percent, the top 1/6th and so on.

That chart, which he cited, certainly does indicate that there is
a growing gulf between the haves and have-nots in this countr
and that the middle income, those in the third, fourth and fift
quartiles—or 20 percent of the ﬁopulation-—-—have really been cer-
tainly losing out, while those in the top 1 ﬁ)ercent, the top 5 percent
and the top 20 percent are faring very well.

Now I understand, and 1 do not disagree with, all the comments
that have been made about job creation. That is the most impor-
tant thing in the long run, and it wiil help those in the middle. It
is extremely important that we have a long-term policy. But I
heard expressed earlier some reluctance.
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The President has “ordered” us, I think Mr. Darman said, to look
at middle-income tax cuts “while we do not think it is very impor-
tant,” let me put it this way, “we do not think in the long run it
is as important as other things we could do. We are going to look
at them because the President said so0.”

So let me ask you just directly—economic growth, long-term
planning aside, as important as all that is—from the point of view
of social justice and the point of view of simply having a more equi-
table tax code, and understanding that the tax rate itself has a tre-
mendous impact upon this huge increase in after-tax income by the
top 1 percent and the top 5 percent, while the income of the bottom
60 percent have been dropping, should we not look to the tax code
as a way of trying to redress these inequalities in after-tax income,
separate and apart from all of our comments about long-term strat-
egy for economic growth?

Do you personally and does the administration support examin-
ing the disrarities of income growth in after-tax income that now
exists in the country? As the Chairman has said, the greatest
transfer in history perhaps. And does the administration examin-
ing the favor impact that the tax code is having on these huge, de-
veloping disparities on after-tax income.

Secretary BRADY. Senator, when Senator Bentsen was talking
about the greatest transfer in history he was talking about the real
estate area and not about this particular problem.

I am going to address your question in a second. You have to sep-
arate as we go forward in this discussion which as we have all said,
we all want to work with each other, two different objects. One is
to engender growth and jobs and investment in order to increase
the sluggish level of economic activity in the country.

Senator BOREN. I agree with that.

Secretary BRADY. That is the number one issue.

Senator BOREN. I agree with that.

Secretary BrRADY. That will not be addressed by discussions
about the fairness of the tax system. That is a totally different sub-
Jject.

Senator BOREN, Separate issue.

Secretary BRADY. It is a separate issue which is in fairness.

Senator BOREN. A geparate issue.

Secretary BRADY. If we are talking about this particular issue of
fairness then I have to say there are any number of statistics that
you can look at. Since we had the CBO study which was put for-
ward this morning, which we will take a look at and reply to, let
me again put forward this chart so you can see it better this time,
which indicates who benefits and who pays for the efforts of the
Federal Government, not only in taxes but in transfers.

It shows very clearly that those are separated into five different
income segments for the totality of the United States; and it shows
that those in the highest 20 percent of the income distribution paid
into the system per individual $21,000 more than they took out.
This escalates down until you get to those who are most needy and
deservinlg. It shows they got out of the system, on balance, $6,500.

The whole system of the U.S. Government, including not only the
system, but also the delivery systems of Social Security benefits,
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Medicare, Medicaid, and so on are already skewed and aimed this
way. That is right and just and the way it should be.

If you are asking whether we can do something about adjusting
the way this particular charter operates we can always talk about
that. But I go back to——

Senator Ig()REN. Well, that is what I am asking. Specifically, is
it a matter of concern to you? Is it a matter of concern to the
administration——

Secretary BRADY. Of course it is a matter of concern.

Senator BOREN [continuing]. That the figures indicate that the
top 1 percent in after-tax income have had an increase of over 100
percent; the next 5 percent, I believe, had an increase in the 60-
percent range; the top 20 percent, 34 percent; and then others
down into the single digits and even into the negative areas.

Dr. BoskiNn. If I could just——

Senator BOREN. Go ahead.
Dr. BoskIN. If I could just make one comment. Whatever one be-

lieves about the top, where 1 think there are differences in both
philosophy and views about what would happen to the economy in
the long term, I think we would all agree that the country needs
a major improvement in productivity growth, especially for those
who are less productive, who do not have college educations. They
have raised their before-tax incomes.

In general, I think if you ask economists what is 1esponsible for
the evolution of the income distribution over time, the tax system
would be a very minor part of it. There are much more fun- -
damental, underlying things in households and so on.

Senator BOREN. Our time is about out. I understand that. Let me
ask one specific question because I think it is so important we try
to reach a bipartisan consensus and take three or four items, or
two or three, and act upon them when we come back in January.

Is the administration prepared to negotiate without precondition
and put everything on the table? We had in the past, for example,
something of an offer that might have taken place about capital
gains versus top rates, as has already been indicated. The adminis-
tration in the past ended up not negotiating on that matter.

Can we assume that everything 1s on the table, subject to nego-
tiation, to try to work out a bipartisan compromise that can show
we can work together? It would instill some confidence in the peo-
ple by seeing us stop the differences of opinion, the debating, and
get on with action.

Secretary BRADY. Senator Boren, I do not know precisely what
you are aiming at. If one of the things that you are aiming at is
raising taxes at this point in time——

Senator BOREN. No, I am not talking about raising the total tax
burden. I am talking about whether or not we could at least nego-
tiate about.certain proposals. Senator Breaux, and I have joined
him, has a standby proposal that if indeed capital gains cuts lose
revenue—I do not think they will—there will be a standby mecha-

nism to raise rates at the very top to pafr forit.
Now are we going to be able to at least negotiate about these

matters without precondition? ' '
Secretary BRADY. Certainly we can negotiate about that kind of

a matter without preconditions. I would only say that in that par-
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ticular matter we are going to get back to the difference between
the Office of Tax Analysis and the Joint Committee on Taxation
that has a totally different way of defining these thinit]s. It is very
difficult, but I applaud your statement and it is something that we
are going to look hard at.

Senator BOREN. Thank you, Mr. Chairman:-

The CHAIRMAN, Senator Bradley?

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

I have a number of question{s, go if you could just answer the
question that I ask.

Let me ask Dr. Boskin, now that we are in this slow motion de-
ression, the issue has been divided into short term and long term.
he question is: How big a stimulus do we need in the short term

from the fiscal side, from the tax side? How big a stimulus?

Dr. BoskIN. Let me just first quickly say that I talked about se-
mantic issues. We have serious economic problems, but I do not
think anybody would call it a depression. During the depression we
had a 2b-percent unemployment rate. It is 6.8 percent now. GNP
fell by a third, not by 2 percent.

Senator BRADLEY. Direction. Slow motion depression is a descrip-
tion of a direction, not a definition.

Dr. BoskIN. Okay. All right.

Senator BRADLEY. So how big a stimulus now?

Dr. BOSKIN. My personal opinion is that, within the confines of
maintaining serious fiscal discipline, a variety of things can be
done to enhance the short- and long-term performance of the econ-
omy. I do not believe that anything very small in a $6 trillion econ-
omy, as Senator Dole said, is likely to have much of an impact.

enator BRADLEY. So how big? I mean we have to decide how big
la' ta9x incentive package. How big? $5 billion, $10 lei]lion, $20 bil-
ion? g

Dr. BOSKIN. Something that is $10 billion or $20 billion would
have little impact on the economy. But I think whether and how,
and how to structure it, depends on what is done on the spending
side, on the structure of monetary policy and other things.

Senator BRADLEY. No, but I am just talking about juicing the
economy up. Should it be $20 billion?

Mr. DARMAN. It is the character of the tax proposal, Senator
Bradley, that will make much more——

Senator BRADLEY. But do you agree it should be a net stimulus?
It should be a net stimulus.

Mr. DARMAN. No, not necessarily.

Dr. BoskIN. What do you mean by a net stimulus?

Senator BRADLEY. I mean cutting taxes.

Mr. DARMAN. I think the character of the——
| Senator BRADLEY. If you are going to cut taxes it is a net stimu-
us.
Mr. DARMAN. Well the character of the stimulus program is more
important than the size, within the range that I expect we all will
be dealing. The character will turn out to be more important, and
just getting it done, showing we can get something done.

Senator BRADLEY. No, I understand all of that. I just want to get
a number so that we can see if we are talking about the same basic

thing.
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Dr. Boskin, can you say yes we need a stimulus?

Dr. BoskIN. Well I certainly agree that if the economy is very
sluggish we need a stimulus, whether the stimulus should come
from a fiscal policy or from monetary policy or elsewhere.

Senator BRADLEY. Okay, but if you take it fiscal you are either
. going to increase spending to stimulate or you are going to de-

crease taxes. My question is: How much?

Dr. BoskIN, Well, at the cuwrrent time I believe that we should
maintain fiscal discipline. So I am not in favor of something that
would be a large deficit raiser in the short term.

Senator BRADLEY. Okay. So then no net stimulus?

Dr. BoskIN. But I think the structure of the tax system, as Dick
Darman was trying to say, is quite important. I think there are
some things that can be stimulative witﬁout increasing the deficit.

Senator BRADLEY. Let me ask you this. One of the things that
is suggested is the tax credit per child. I suggested that and I think
Senator Bentsen suggested it for middle class children. There are
60 million kids in the country, 32 million families. If all 60 million
got a $350 tax credit per child—that means a family with three
children would pay $1,050 less in tax—and we pay for that by cut-
ting spending, now Pat Buchanan has endorsed that. Does that
help or hurt the chance?

Dr. BoskIN. I would not make any comment on that. I would say
the following though. Whatever the desirability of that as social
policy, that is social policy. It is very unlikely that will have much
of a stimulative impact on the economy. I do not know of any
economists who believe cutting direct purchases by $1 and taxes by
$1 is very stimulating.

Senator BRADLEY. But how are you going to do that then if you
do not want to have a net stimulus? You have to either cut taxes
more than you raise taxes or then you cut spending or you do not
have a net stimulus.

Dr. BosKIN. In the traditional Keynesian sense I think that is
correct. But I think there can be things done with the tax struc-
ture, for example capital gains differential, that would help in the
long run and in the short run.

Senator BRADLEY. Okay. Let me try to get down a few others

here.
Mr. DARMAN. Could I add one word? Mr. Chairman, do we have
a moment?

The CHAIRMAN. Yes, go ahead.

Mr. DARMAN. Without counting it, or count it against Senator
Dole’s time or something.

The CHAIRMAN. Go ahead.
Mr. DARMAN. Senator Bradley, I would note that Senator

Gramm, for example—a colleague of yours and a friend of ours—
has also proposed an approach that is conceptually similar that
says, let’s take the defense savings, whatever they turn out to be,
and reinvest them in American families. If you ask as an abstract
matter, would we favor as a structural shift over time that the
peace dividend be used in some substantial measure for tax relief
for middle-income Americans, the answer would be yes.
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That is a policy position with respect to a structural shift over
time. It is a separable question from what is the best way to get
the economy growing.

Senator BRADLEY. I will not belabor the point. Short term you
need a net stimulus. Otherwise, they offset each other.

Mr. DARMAN. A second point. Your own program and Senator
Bentsen’s, on a 5-year basis, proposes to be deficit neutral. It is
possible, because of the way budget accounting works, to have
things be net stimulative, even if they are deficit neutral in par-
ticular years, because of the change in the character of the things
you are spending on or ref