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OVERVIEW OF U.S. MACROECONOMIC PERFORMANCE

INTRODUCTION AND BACKGROUND

This Report describes the macroeconomic performance of the U.S.
economy since about 2003. Beginning at that time, the macro-
economy finally began to shake off the burdens of the adjustments
required by the bursting stock market and investment bubbles.
When an asset price (or stock market) bubble bursts, banks must
contract their lending and consolidate their portfolios. Such adjust-
ment is tantamount to a slowdown in investment: i.e., such a stock
market adjustment is associated with a downward movement in in-
vestment. The stock market peak occurred in the spring of 2000.
The Dow and Nasdaq stock price indices, for example, peaked in
January and March 2000, respectively. Overall, then, stock market
prices began to fall sharply in the spring of 2000. Notably, most of
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the Nasdaq's large decline took place before January 2001, and con-
sequently, had nothing to do with the new Administration's eco-
nomic policy (See Figure 1). As stock prices fell, the financial cost
of investment increased and various measures of investment
growth declined: i.e., declines in investment lead to declines in eco-
nomic activity. The investment sector, then, played a very impor-
tant role in influencing recent cyclical economic activity. The seeds
of this unsustainable stock market bubble, however, were sown in
the period before the spring of 2000, since the stock market bubble
burst beginning in the first quarter of 2000.

Figure 1
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Many economists have noted that the economic weakness of
2000-2001 (or the "Post Bubble" or "Adjustment Economy") was in-
herited from earlier periods involving an asset-price contraction in
the late 1990s. (See Figure 2).
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Furthermore, it became increasingly obvious that the economic
and financial strength in the late 1990s was unsustainable, with a
good bit of that strength.borrowed heavily from the late 1990s "ir-
rational exuberance" of sharp- stock market and rapid balance sheet,
gains.

In sum, changes in the investment sector have been larger and
more prominent than changes in most other sectors, including real
GDP itself. The investment sector, for example, was significantly
weaker than real GDP during downturns and significantly stronger
than real GDP during recoveries. This relationship is depicted in-
figure 3.

Figure 3
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not yet produced the many serious problems pessimists have pre-
dicted,. has led others (including former Fed Chairman- Alan Green-
span) to contend that our real estate problems are mostly behind
us.

In addition,- optimists argue -that- there are a number of factors.
that will work to offset any- weakness in real estate. Examples in-
clude healthy profits, declines in gasoline- prices, (which-will .help
consumers), declines in mortgage rates, and stock market ad-
vances..

Another-prominent current-feature of the U.S. economy is the
lower and more stable-pace of inflation we have experienced. While
most broad measures of inflation provide similar information, we
nonetheless use the core PCE on a year-over-year basis, depicted
in the accompanying figure. (See Figure 4). The persistently lower
rate of inflation depicted there has helped to calm financial mar-
kets, reduce risk premiums, and improve the- credibility of -the- mon-
etary authority. This persistently lower-rate of inflation has in turn
fostered lower expectations of -future inflation and,. consequently
helped to lower interest rates...

Figure 4
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Another distinctive characteristic of the recent period should be
mentioned since it corroborates the view presented here. In par-
ticular, during this recent period, and unlike the past, a large and
rapid increase in oil prices was not followed by or associated with
increases in inflationary expectations and long-term interest rates.
(See figure 5). This implies that the Federal Reserve was using
broad price policy guides or informal inflation targets and not mon-
etizing the oil price increases like it had done in the past. In short,
long-term rates were not being driven by changes in oil prices- as
in the past.



6

Figure 5
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In short, the U.S. macroeconomy has established a remarkably
solid record with measures of aggregate economic activity reg-
istering not only relatively healthy and persistent rapid growth fig-
ures, but exceptionally stable non-inflationary growth. These sur-
prisingly strong results occurred in the face of a literal barrage of
supply side shocks (discussed below) that were readily absorbed by
an exceptionally resilient economy.

POLICY CONTRIBUTION

In light of this impressive record, particularly in the face of the
many negative shocks absorbed by the economy: policymakers must
ask, why has the economy performed so well? Put bluntly, the econ-
omy has advanced at a healthy, stable pace with little sign of
meaningful inflation because of the economic policies that have
been adopted. These policies will be briefly summarized.

Monetary policy
Through the adoption of flexible, informal inflation targeting

strategy, monetary policy contributes to minimizing inflation, re-
ducing the volatility of inflation, and anchoring the price system.
Over time, the credible implementation of this strategy works to
calm and stabilize markets, such as the money, capital, and foreign
exchange markets. Some argue that this strategy also works to re-
duce macroeconomic volatility. This more stable set of markets
works to promote economic growth. Recent monetary policy, then,
has likely contributed in a number of ways to the workings of the
macro economy. In particular, the credible, implicit inflation tar-
geting approach works to lower inflation, lower the volatility of in-
flation, lower the volatility of economic activity, and promote eco-
nomic growth. (See Figure 6).
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Figure 6
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TAX POLICY

Tax policy can play a major role in promoting-investment or cap-
ital formation and- consequently, economic growth. Accordingly, the
tax policy-endorsed by.the Administration is, -for the most part, fo-
cused on-.a limited number of objectives that often relate to eco-
nomic growth.

In assessing initial -economic conditions during the current ex-
pansion, it became obvious -that investment -and capital formation
were weaker than desirable. The argument. that with an en-:
trenched income tax in place, saving, investment--and capital for-
mation were over-taxed and further, taxed- multiple-times; was sup-
ported by the data. Accordingly, a tax program was proposed which;
lowered the tax-rates- on -dividends -and capital gains; and- expanded.
expensing for business investment. More specifically, the "Jobs and
Growth Tax Relief Act of 2003" was passed -and contained a num-
ber of provisions, most notably, -a reduction in both dividend and
capital gains tax rates.' -

There were a number of.reasons to lower-these tax rates on cap-
ital:

* Removing some of the bias- toward.the multiple taxation~of cap-
ital- and investment. -

* Lowering tax- rates so as to,-affect -behavior and promote addi-
tional incentives to save and invest. -

* Removing some of taxlburden's dead-weight-loss.
. Maintaining the U.S. as an attractive investment- outlet for

international investors.
* And, most importantly, fostering capital formation so as to pro-

mote economic growth..

'The highest capital gains rate of 20 percent was lowered to 15 percent while the highest
rate on dividend income was reduced from 35 percent to 15 percent. See Alan Auerbach and -
Kevin Hassett, "The 2003 Dividend Tax Cuts and the Value of the Firm: An Event Study,"
NBER working paper 11449, June 2005, p. 1.
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As the data in figure 2 suggest, these tax cuts are associated
with higher trend growth in business investment spending and in-
creases in the value of stock market. The NIPA data, for example,
suggest that after the 2003 tax cuts, various categories of non-resi-
dential fixed investment began trending up at more rapid rates.
Similarly, most common measures of stock market value (c.g., Dow
Jones, Nasdaq, or S&P) began advancing at a faster pace. In addi-
tion, since the tax cuts were implemented, the country has experi-
enced higher economic growth, increases in payroll employment,
lower unemployment, higher real after tax income and more tax
revenue. In short, the timing of investment and stock market activ-
ity appear to be consistent with the proponents of the tax cuts.

Furthermore, a number of studies (and empirical evidence) sup-
port this contention.

The findings of several studies tend to support the view that
changes in the tax law have significant impacts on economic activ-
ity and economic growth.

A review of the problems caused by high dividend taxes shows
that the U.S. had the second highest dividend tax rate in the
OECD. In light of this finding, lowering the dividend tax rate in
the U.S. may be more potent than if undertaken elsewhere.

Furthermore, Auerbach and Hassett (2005) find strong evidence
that the 2003 change in the dividend tax law had a significant im-
pact on U.S. equity markets. Thus, reducing those forms of tax-
ation that work to tax capital in multiple ways may result in a
more rational system.

A similar view was outlined by Ben Bernanke (then CEA Chair-
man):

. . .tax legislation passed in 2003 provided incentives
for businesses to expand their capital investments and re-
duce the cost of capital by lowering tax rates on dividends
and capital gains . . . the effects are evident in the invest-
ment and employment data. From its trough in the first
quarter of 2003, business fixed investment has increased
over 21 percent, with the biggest gains coming in equip-
ment and software.2

In sum, the macroeconomy has advanced sharply in recent years
in part because of the contribution of a tax relief effort which low-
ered taxation on capital, promoted economic growth, and provided
potent tax relief.

CONCLUSION

Over the last several years, economic data indicate that the econ-
omy has been robust and has advanced at a healthy pace. Our
economy has weathered a barrage of negative supply shocks (in-
cluding a stock market bubble-bursting, a terrorist attack, a severe
hurricane followed by a severe flood, two wars, corporate scandals,
and a sharp increase in the price of oil). Given this array of signifi-
cant hurdles, the economy's performance is remarkable. Part of the
reason for this performance relates to the contributions made by
monetary policy's focus on price stability. This focus leads to lower
inflation; lower volatility of inflation; and more stable economic

2 Ben S. Bernanke, "The Economic Outlook", Chairman, President's Council of Economic Advi-
sors, Testimony before the Joint Economic Committee, October 20, 2005, pp. 3-4.
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growth. Another reason for this remarkable performance is the pro-
growth tax policy that has been embraced and allowed to lower the.
cost of capital. A further contribution relates to our flexible price
system, which has enhanced the economic resiliency we enjoy.

Consequently, the economic outlook remains positive. According
to Federal Reserve and private economic forecasts, the economy is
expected to grow at a healthy pace through 2006.

JIM SAXTON,
Chairman,

Joint Economic Committee.

ROBERT F. BENNETT,
Vice Chairman,

Joint Economic Committee.
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REDUCING TAX IMPEDIMENTS TO CAPITAL FORMATION

INTRODUCTION AND SUMMARY

Recent tax reductions on income, dividends, and capital gains, to-
gether with expanded depreciation allowances, lowered taxation on
savings and investment and hence on capital.' These cuts improved
the structure of capital taxation. Nonetheless, the existence of a
mostly income-tax base continues to impose a bias against savings,
investment, and hence capital formation. This anti-capital bias of
income taxation has long been understood by prominent economists
(including John Stuart Mill, Alfred Marshall, A.C. Pigou, Irving
Fisher, and Nicholas Kaldor) who explicitly recognized that bias
and preferred expenditure taxation.2 A host of more contemporary
economists also recognize this bias and support an expenditure tax
base.

Remedies for this bias in the form of wholesale restructuring of
the tax code have been proposed in recent years: i.e., a flat tax, na-
tional sales tax, or consumed-income tax. All have advocates. But
public choice theory suggests that there are important political ob-
stacles to such sweeping reform. Consequently, instead of a one-
time sweeping overhaul, an incremental approach to removing the
tax bias against saving may prove to be more feasible politically.
This paper delineates such an approach and examines the short-
and long-run economic effects of reducing capital taxation. While
the initial, short-term effects are straightforward and beneficial to
capital, important secondary, longer-run effects, often overlooked
and misunderstood are highlighted. In particular, several bodies of
economic literature suggest that over time, important, substantial
benefits of lower capital taxation are likely to accrue to labor and
workers. In other words, over the long run, recent empirical evi-
dence suggests that the benefit of reducing capital taxation may ac-
crue to workers. Analogously, raising taxation of capital increases
the burden on labor and, hence, hurts workers.

Indeed, Lawrence Summers (1981) emphasized this point. He
noted that:

. . . shifting to consumption taxation would raise the
lifetime utility of the representative consumer by the
equivalent of about six year's income in the new steady
state. These estimates dwarf estimates of the static wel-
fare cost of taxation, and significantly exceed even extreme
previous estimates of the dynamic loss.3

This implies that important economic interests of labor and cap-
ital are harmonious, not antagonistic, as much present-day opinion
suggests.

'Most analysts or researchers refer to savings, investment, and capital accumulation in dis-
cussing analogous concepts. In this paper, we will refer to capital or rather capital accumulation
as identifying savings and investment.

2 see Appendix.

3 Lawrence H. Summers "Capital Taxation and Accumulation in a Life Cycle Growth Model,"
The American Economic Review, vol. 71, No. 4 (September 1981), 533-544.
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BRIEF OVERVIEW

Recent macroeconomic activity indicates that the economy con-
tinues to expand with little sign of any major resurgence of infla-
tion. In the third quarter of 2006, for example, the most recent
data indicate that real GDP growth was up 3% on a year-over-year
basis. Notably, the advances in real GDP have continued for 20
consecutive quarters. Further, the economy remains on track to
grow at a rate of about 3% in 2006, as forecast by the Federal Re-
serve as well as the Consensus Blue Chip forecast. The accom-
panying chart (figure 2), highlights some of these facts.

The key components of real GDP support this analysis. Both con-
sumer spending and non-residential fixed investment, for example,
grew faster than GDP in the third quarter. Since they both grew
faster than GDP, they made sizeable contributions to third quar-
ter's growth. In addition, real non-residential fixed investment con-
tinues on track to register growth of about 8% for 2006. The equip-
ment and software component of real non-residential fixed invest-
ment has been growing at 8.1% over the last three quarters and,
as mentioned above, grew faster in the third quarter than in the
second quarter. Moreover, one of investment's leading indicators,
corporate profits, has been expanding quite rapidly; consensus fore-
casts have corporate profits expanding at better than 18% for 2006.
Another leading indicator, capital good orders, continues to trend
upward. These signs, then, auger well for future investment.

Another relevant consideration draws from the academic lit-
erature. In particular, that literature has thoroughly established
that the volatility of U.S. GDP has fallen considerably for a num-
ber of years. This reduction of volatility means that the economy
can not only grow faster than otherwise but that growth can be
more stable than in the past. This phenomenon fosters a reduction
in risk premiums and lowers long-term interest rates.

Significant improvement can also be seen in other sectors. For
example, 6.9 million jobs have been added to the existing payrolls
since August of 2003. The U.S. has gained many more jobs than
key European economies. Similarly, the unemployment rate, now
at 4.4%, is historically low. In fact, over the past 35 years, the un-
employment rate has been below 4.4% fewer than 30 months. Fur-
ther, the U.S. unemployment rate is lower than the rates of most
European and other industrialized countries.

Over the last several years, the housing and real estate sectors
have experienced "bubble-like" conditions. After increasing rapidly
and persistently for a number of years, housing permits, starts, ex-
isting and new home sales, and other housing-related indicators
breeched new record territory. Real estate prices increased dra-
matically.

Many economists have predicted a "bubble-like" adjustment to
this run-up in asset prices. Others point out that real-estate "bub-
bles" are largely regional and not national in nature. Therefore,
there is little the national government can or should do to rectify
these problems, aside from maintaining the central bank's role as
a lender of last resort. Additionally, financial firms can better man-
age risk than was earlier the case. And bank portfolios are in bet-
ter shape than they were previously. These considerations, together
with the fact that the current decline in real estate asset prices has
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THE EXISTING TAX STRUCTURE

Currently, the taxation of capital in the U.S. takes many dif-
ferent forms, making it difficult to measure, analyze, or assess cap-
ital taxation in the aggregate or policies dealing with such an ag-
gregate. For example, since federal taxation, for the most part, has
an income base, a host of capital income sources are taxed, all of
which add layers of taxation on capital. Federal taxation of divi-
dend income, interest income, capital gains, corporate income, and
gift and estate transfers serve as illustrations. The tax treatment
of depreciation is also relevant. All of these different taxes are
forms of taxation on savings, investment, and thus on capital. State
and local governments also add property and state income taxes to
the list.

IMPLICATIONS

A key implication of the current hybrid tax structure is that the
income tax base is necessarily biased against saving, investment,
and hence, capital formation. An income tax that includes levies on
various sources of capital income effectively taxes savings several
times. In this structure, taxes are levied not only on current saving
but also on the future returns to that saving. This structure, in ef-
fect, creates multiple layers of taxation on various forms of saving,
whereas income consumed is only taxed once. As the late Norman
Ture (1977) eloquently put it:

The bias against saving in the present tax system re-
sults from the fact that, with few exceptions, taxes are im-
posed both on the amount of current saving and on the fu-
ture returns to such saving, whereas the tax falls only
once on income used for consumption. Since the amount
one saves today is the capitalized value of income one will
receive in the future, the same future income stream is
taxed at least twice. More realistically, it is taxed over and
over again: the tax on capital gains, the corporation in-
come tax, State and local income taxes, property taxes, es-
tate, gift and inheritance taxes-all substantially add to
the aggregate tax burden on saving. Saving uses of income
are taxed far more heavily than anything else. The tax
system, thereby, greatly increases the cost of saving and
capital formation relative to the cost of consumption.4

Recognition of this bias of income taxation suggests that the base
for taxation should be changed to expenditure from income.

SOME HISTORICAL BACKGROUND

The recognition that income taxation is necessarily biased
against saving, investment, and capital formation and that tax-
ation may be better based on consumption rather than income is
not novel. This important observation has been recognized by gen-
erations of economists. Well known influential economists explicitly
recognizing these points include John Stuart Mill, Alfred Marshall,
A.C. Pigou, Irving Fisher, Nicholas Kaldor, and others. A brief

4 Norman B. Ture and Kenneth Sanden, The Effects of Tax Policy on Capital Formation, Fi-
nancial Executives Research Foundation, N.Y., 1977, p.60 .
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summary and documentation of their thought along these lines is
presented in the Appendix. This summary demonstrates that these
influential economists explicitly recognized the bias of income tax-
ation against saving, investment, and capital formation and that
these arguments critical of income taxation have a remarkably re-
spectable ancestry dating from at least the mid-1800s.

Historical support for these ideas, however, runs much deeper
than suggested by this brief summary or the documentation pre-
sented in the Appendix. Notably, the view outlined here is con-
sistent with several important constructs of classical economic
thought. First, for example, classical economists for the most part
supported indirect rather than direct taxation.5 Indirect taxation,
mostly tariffs and excise taxes, is largely consumption- or expendi-
ture-based taxation that does not materially adversely impact sav-
ings, investment, or capital formation. Direct taxation, on the other
hand, is made up largely of income or wage taxation, which ad-
versely affects savings, investment, and economic growth. Thus,
classical economists for the most part preferred expenditure rather
than income taxation, analogous to the view spelled out above.

Second, classical economists always emphasized economic growth
and the primacy of aggregate supply and production as
epitmomized in Say's Law, the cornerstone of classical economic
thinking. The central theme of Say's Law is the primacy of aggre-
gate supply: it is production and aggregate supply and not aggre-
gate demand that creates wealth and economic growth. Capital for-
mation was always seen as a critical factor in the growth process.
These views were popularly summarized in phrases such as "people
produce in order to consume," or "supply creates its own demand."

There are several relevant tax policy implications of Say's Law.
The law, for example, implies that consumption is an effect and not
a cause of production. Accordingly, while taxation of consumption
doesn't materially affect production, taxation of production does ad-
versely affect consumption. Thus, according to classical economists,
expenditure taxation is preferable to taxes on production. Since
Say's Law maintains that production and aggregate supply create
wealth and economic growth rather than demand or expenditure,
tax policies supportive of this view foster aggregate supply (rather
than aggregate demand) and do not discourage production and cap-
ital formation by double taxation of savings. As Say himself ar-
gued:

The encouragement of mere consumption is no benefit to
commerce; for the difficulty lies in supplying the means,
not in stimulating the desire of consumption; and we have
seen, that production alone, furnishes those means. Thus
it is the aim of good government to stimulate production,
of bad government to encourage consumption. . . . It is
impossible to deny the conclusion, that the best taxes, or

5 See, for example, D.P. O'Brien, The Classical Economists, Clarendon Press, Oxford, 1975, pp.
245-259.
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rather those that are least bad, are . . . such as are least
injurious to reproduction.6

Say's Law, then, is consistent with both the view expressed
above, and the contention that taxes should tax people on the basis
of "what they take out of the common pool (consumption), rather
than what they put into it (savings, investment, and capital forma-
tion)."

THE SUPPORT-OF CONTEMPORARY ECONOMISTS

In addition to these prominent, earlier economists, a number of
contemporary economists have embraced the view that -income-
based taxation is inherently biased against saving and associated'
with multiple taxation of saving resulting in lower capital forma-
tion and slower growth than would otherwise be the case. These.
economists for the most part support tax. reform. involving various-
forms of consumption-based taxation. A partial, incomplete list* of
these supporters have included, for example, Norman Ture, David
Bradford, Glen Hubbard, Michael Boskin, Martin- Feldstein, flat tax
advocates such as Alvin Rabushka, Robert Hall, as well as many
others.

These economists have supported and clarified the above-men-
tioned arguments and have added insights of their own. One notes,
for example, :that income taxation "skews relative .prices in favor of
consumption and against saving.:,and makes- consumption more- at-
tractive than it should be and- saving less- attractive . . . (this) .
anti-saving bias (is) inherent in the use of income as a tax base." 7.

Several of these. economists analyzed the current "segregated"
corporate and individual tax systems and described several- alter-
native ways these systems could be integrated, thereby eliminating
forms .of double (and multiple) taxation.8 Others developed tax. re-
form proposals involving- movement toward -consumption-based
from income-based-taxation. In. the- process of developing such pro-
posals, it was established that minimizing the economic distortion
associated with multiple taxation of saving was a centerpiece of
any such tax reform program. 9

Over the years, several of these alternative, sweeping, wholesale
tax reform proposals have evolved- or-emerged and differentiated
themselves from competing alternatives. Each alternative has posi- .
tive elements supporting it. These proposals -and their various pros
and, cons have been thoroughly assessed by a number of authors.'0
Each of the key proposals has distinguished- supporters' as well as-
political sponsors. In general, the most popular alternatives are
some variant of a flat tax, a national sales-tax, and a consumed--
income -tax. Each of these tax systems would improve the perform-

6Jean Baptiste Say, A Treatise on Political Economy, Book III, Wells and-Lilly, Boston, 1824,
pp. 92, 196 (emphasis added).

7 Michael Schuyler, Consumption Taxes: Promises. and Problems, Institute for Research on the -
Economics of Taxation, Washington, D.C., 1984, pp. 7; 11, 38.(parenthesis added).

8See, for example, David Bradford, Untangling the-Income Tax, Harvard University Press,
London 1986; and U.S. Treasury Department,. Integration of the Individual and Corporate Tax
Systems, USGPO, Washington, D.C., 1992.

9See Steve Entin, "Update from Washington on Fundamental Tax-Restructuring," Institute
for Research on the Economics of Taxation, July 18, 1995.

'0 See, for example, Entin, ibid.,- and the National Commission on Economic Growth and Tax
Reform, January 1996.
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ance of the economy so long as it replaced but was not added to
the existing tax structure."

While these sweeping reform proposals are commendable and
would work to improve economic performance, wholesale tax reform
rarely, if ever, occurs. There are several reasons why major tax re-
form is so unusual and the status quo is so well-entrenched. Sev-
eral of these explanations are provided by public choice analyses:

*The opposition of various special interest groups: Sweeping tax
reform often involves the removal of special deductions, of exemp-
tions, or of certain privileges (the product of years of lobbying ef-
forts) that benefit important and well organized special interest
groups. The costs of tax reform are often concentrated among spe-
cial interests and the benefits often widely dispersed among the
population. Accordingly, incentives are created that work to lower
the probability of sweeping reform. In particular, special interests
have incentives to organize, to lobby, to become well-informed, and
generally to oppose sweeping reform: i.e., organized political opposi-
tion to reform is usually quite strong.12 On the other hand, benefits
are often widely dispersed. Many groups and general interests who
stand to benefit from lower taxes on capital and saving are unorga-
nized and diffuse. Sometimes they don't realize they benefit be-
cause the benefits are neither obvious nor transparent. The general
population often has little incentive to become well-informed, to
lobby, to organize, and generally to muster support for tax reform.
Thus, political support for tax reform is sometimes relatively weak.
In short, support for tax reform is difficult to organize whereas op-
position is easier to muster.

*The Absence of a Strong Consensus: In situations where major-
ity control is less than overwhelming, consensus (and bipartisan
support) may be essential for passage of sweeping tax reform legis-
lation. Such consensus may be especially difficult to muster in situ-
ations as fractious as today's. Further, while trade-offs are inevi-
table when significantly altering the tax code, in practice tax
changes to ensure popular support should have significantly more
beneficiaries than losers. This requirement may be especially dif-
ficult to muster in situations where a sizable portion of the public
pays no income tax.

* The System of Government in the U.S. is Institutionally "Con-
servative": Another factor explaining why sweeping tax reform is
unlikely to occur is that institutionally, the form of government in
the U.S. is resistant to change and prone to support the status quo;
in this sense, the system is "conservative". The non-parliamentary
form of government, for example, is characterized by an elaborate
system of checks and balances, two legislative houses, three
branches of government, and decentralized powers, all of which
serve as obstacles to rapid wholesale, dramatic change. Congress
can be a cumbersome institution and its organization often requires
super-majorities or a strong consensus to complete legislation. Con-
sequently, Congress often ends up supporting only piecemeal, incre-
mental change.

"
1

See Entin, op.cit., p.5.
12 Several flat tax proposals, for example, remove the mortgage deduction, which elicits strong

opposition from the mortgage and real estate industries.
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In sum, a number of reasons explain why sweeping tax reform
is unlikely to occur. As a consequence, instead of one-time whole-
sale sweeping reform, an incremental approach to lowering tax-
ation on capital may be more politically feasible and in practice
more likely to be successful. As Conlan et al. remarked, "incre-
mental decisions are normally the path of least resistance where
there is a pluralistic distribution of power." 13

AN INCREMENTAL APPROACH

Many economists and activists concur that an incremental ap-
proach to lowering taxation- on capital would likely be more viable
politically than any grand attempt at one-time sweeping, wholesale
reform. 14 An incremental- approach, however, needs to have clear
objectives so that continual movement toward these goals is main-
tained over time. An incremental approach, for example, should
focus on minimizing the most -egregious economic distortions of .the
existing tax. structure. The greatest economic benefit is provided by
lowering taxes in those areas where taxes are most distortive. Cur-
rently, this would. involve lowering taxation on those activities that
are taxed highest because of double-or-multiple-taxation .on cap-,
ital: i.e., lowering taxes on those activities with the highest rates
and the narrowest base. Economic activity, after all, should be
taxed as evenly and equally as possible. Since saving, investment,
and capital formation are often taxed multiple times, these tax-
rates are generally higher than those on other economic- activity
such as consumption. Thus, saving, .investment, and capital forma-
tion are prime candidates for further tax reduction.

More specifically, our system is hybrid in nature; some saving is-
taxed once, some twice, others three- or four times. While the cost
of capital may be low for some individual-forms of capital, it is not
low for the aggregate. Accordingly, an incremental approach to tax
reduction would involve reducing or eliminating those forms of tax-
ation comprising the multiple layers of taxation on saving, invest-'
ment, and capital described above. Incrementally lowering taxation
on capital would involve "peeling off' those layers of multiple tax-
ation on saving, investment, and capital, thereby lowering the ag-
gregate cost of capital.

Some incremental tax reduction, for example, might involve low-
ering taxation on-any or all of the following: personal income, cor-
porate income,- interest income, dividend income, capital gains, gift
and/or estate transfers. It might involve enhanced depreciation al-
lowances and/or lower taxation on saving. It would, however,
produce lower capital taxation in the aggregate. Given recent tax
reduction on personal income, dividends, capital gains, depreciation
allowances, together with the historic low saving rate in the U.S.,
direct tax relief for saving seems an especially appropriate choice
at this time.

Directly reducing taxation on saving can take a number of forms.
Over the years, a number of tax-deferred. saving vehicles have been
established, including for example, IRAs, Roth IRAs, 401k's,

1
3

Timothy J. Conlan, Margaret T. Wrightson, and David R. Beam, Taxing Choices: The Poli-
tics of Tax Reform, Congressional Quarterly Press, Washington, D.C.; 1990, p. 231.

14 See, for example, Entin, op. cit., p. 3, where he suggests that an incremental approach could
make significant gains by dismantling multiple layers of taxation on capital:
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Keough accounts, as well as more specialized saving plans.15 These
saving vehicles can be expanded in several ways. In addition to ex-
panding allowable contributions, age and income eligibility limits
can be liberalized as a way of lowering taxes on saving and capital.

In recent years, the administration has proposed an expansion of
tax exempt savings vehicles.16 This proposal would consolidate,
simplify, and expand the tax exempt treatment of saving, while en-,
couraging saving. More specifically, the administration's proposal'
would replace the many current forms of tax exempt savings ac-
counts with three types:

(1) Lifetime saving accounts (LSAs), (2) Retirement savings
accounts (RSAs), and (3) Employer Retirement Savings Ac-
counts (ERSAs). These newly consolidated vehicles would oper-
ate like Roth IRAs: i.e., they would be "back loaded," so con-
tributions would not be deductible but distributions and earn-
ings would be. Interest and investment income would accumu-
late tax free and withdrawals would be tax free. Contribution
limits for accounts would be increased substantially, exempting
sizable portions of savings from taxation for most households.
According to the original proposal, for example, the new LSA
would allow annual contributions of $7,500 per person or
$15,000 per family. Income caps for eligibility would be elimi-
nated. The other new vehicles would allow for similar contribu-
tions so that overall, incentives to save would be bolstered con-
siderably, while capital taxation would be significantly re-
duced. Given "the new investor class" whereby workers are
savers and investors, owning IRA's, stocks, and pension funds,
such tax reduction would to some extent directly benefit labor.

EFFECTS OF REDUCED TAXATION ON CAPITAL

Because taxation on saving, investment, and capital formation
takes a number of different forms, it is often difficult to precisely
quantify the aggregate macro effects of lower capital taxation.
Analysis of the macro effects of lowering capital taxation often bor-
rows from several related bodies of literature, including the tax in-
cidence, optimal taxation, and the growth literature.

INITIAL EFFECTS

Most popular analyses of tax cuts on capital tend to focus on the
initial, first-round effects that benefit capital, after-tax returns to
capital, and capital owners. Today, capital owners increasingly are
workers with pensions, IRAs, and or stocks in their portfolios. That
is, more and more middle-class households own stocks, bonds, real
estate and other assets in their pension funds, IRAs, and mutual
funds. It is estimated, for example, that more than 50 percent of
U.S. households own equities.17 Many of these individuals are en-

'6See, for example, James R. Storey, Paul J. Graney, "Retirement Plans with Individual Ac-
counts: Federal Rules and Limits," Report for Congress, Congressional Research Service, Feb.
17, 2003.

16 See, for example, "Principles of Tax Reform," testimony of Michael J. Boskin before the
Joint Economic Committee of the U.S. Congress, November 5, 2003, pp. 15-6, for a discussion
of the Administration's tax proposals.

'7 See, for example, EqiyOwnership in America 2005, Investment Company Institute and
the Securities Industry Association, pp. 1,7,8.
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trepreneurs or small business owners. In short, there is an emerg-
ing "investor class" that increasingly includes middle-end and even
some lower-income households.

Accordingly, "labor" and "capital" theoretically cannot be
stereotypically categorized into distinct "air tight" compartments.
Sharp distinctions between these categories is increasingly suspect.
Instead, the categories are increasingly becoming "blurred"; labor
and capital are gradually merging into one entity. As a con-
sequence, the effects of taxes on capital no longer are confined to
wealthy or upper-income households. Rather, reductions of taxation
on capital increasingly impact middle-class investors or the entire
"investor class."

In spite of these observations, however, the distinction between
capital and labor remains appropriate for analytical purposes as in
studies of the effects of capital taxation.

The initial effect of lower capital taxation, for example, is to in-
crease the after-tax rate of return received by owners of capital.
Higher rates of return on capital will improve incentives to save,
invest, and accumulate capital. Conventional economic analysis
maintains that lowering taxation on capital promotes capital for-
mation, and helps both the stock market and owners of capital,
some of whom may be wealthy. It is these initial effects that are
highlighted and emphasized by the media and political pundits.
Their analysis is often accompanied by assertions that the benefits
of capital tax cuts go largely to aismall sliver of the population, and
come at the expense of labor and the working class. The interests
of capital and labor are antagonistic in this view. Far from pro-
moting growth, tax cuts on capital are often depicted as zero-sum
in nature, allowing the rich to accumulate wealth relative to work-
ers.1 8

A MORE COMPLETE PICTURE

These initial, first-round effects are partial and incomplete. They
are misleading since they represent only part of the story and over-
look important secondary effects. They are what the French polit-.
ical economist Bastiat referred to as "what is seen" as opposed to-
"what is not seen." As Bastiat argued, an acceptance of only these'
partial, first-round effects is a: common error of economists.'9 .

A more complete, comprehensive assessment is more general,-
taking into account the "not so obvious," indirect, secondary and -
longer-term effects impacting all groups. These effects were empha-
sized by classical economists but are often overlooked by recent

l
5
Proponents of this view contend that lowering Capital Taxation brings about shifts-of funds

out of taxable funds and into now lower-taxed capital. No new capital is created, only shifts in
distributions occur.

'
9

Henry Hazlitt's paraphrasing of Bastiat is noteworthy:
"(A key fallacy) is the persistent tendency of men to see only the immediate effects of a given

policy, or its effects only on a special group, and to neglect to inquire what the long-run effects
of that policy will be not only on that special group but on all groups. It is the fallacy of over-
looking secondary consequences.

"In this lies the whole difference between good economics and bad. The bad economist sees
only what immediately strikes the eye; the good economist also looks beyond. The bad economist
sees only the direct consequences of a proposed course; the -good economist looks also at the
longer and indirect consequences. The bad economist sees only what the effect of a given policy
has been or will be on one particular group; the good economist inquires also what the effect
of the policy will be on all groups."-Henry Hazlitt, Economies in One Lesson, Arlington House,
N.Y., 1979, pp. 15-6 (parenthesis added).
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analysis. The secondary effects of lower capital taxation can be
very important, as they involve impacts on labor, productivity,
wages, living standards, and economic growth.

As mentioned above, initial effects of capital taxation cuts raise
the rate of return to capital, benefiting capital and its owners. With
higher rates of return on capital, incentives to save and invest im-
prove, fostering more capital formation. These effects, however, are
only the initial effects of cuts in capital taxation. In particular, the
increased formation of capital eventually bolsters the earnings of
labor, as labor becomes more productive when it is combined with
a larger stock of capital. 20

The effects of changes in the capital stock on labor, productivity,
and other factors are explained by a fundamental principle of eco-
nomics: namely, the law of variable proportions (or the law of di-
minishing returns). This law maintains that the greater the
amount of capital combined with a given amount of labor, the
greater is the marginal product of that labor. Similarly, the larger
the capital-labor ratio, the lower is the marginal product of capital.
Some important insights are illustrated by this important prin-
ciple. Increasing the capital-labor ratio, for example, results in an
increased demand for now more productive labor. In an efficient
market system, the increased demand for labor services results in
increases in both employment and real wage rates: i.e., higher
standards of living for labor. While other factors influence labor
productivity, there is a strong consensus that one of the most im-
portant determinants of labor productivity over time is the size of
the capital stock with which people work.

So, in contrast to the analysts who focus exclusively on the initial
effects of reductions in capital taxation and who contend that cap-
ital tax reduction benefits only the wealthy capital owners, more
complete analysis suggests the benefits of reduction in capital tax-
ation are more widespread. Cuts in taxation on capital can benefit
labor in important ways. In particular, over time, a reduction in
capital taxation fostering capital formation can importantly im-
prove labor productivity, labor's wages, employment and thus labor
income, living standards, and economic growth. Countries that are
capital rich tend to have high living standards. More general anal-
ysis suggests that labor and capital are complements: that the eco-
nomic interests of labor and capital are harmonious, not antago-
nistic, as suggested by the partial analysis described above. Policies
that promote capital formation, therefore, likely will benefit labor.
Indeed, eyen though workers may not own capital, they still can
benefit (sometimes significantly) from its increase. In effect, bene-
fits of reduced capital taxation shift over time from supplies of cap-
ital to supplies of labor.21

CORROBORATION

The above-described secondary effects which underscore the ben-
efits of lower capital taxation accruing to labor are corroborated in

2 0 See Richard E. Wagner, Federal Transfer Taxation: A Study in Social Cost, Institute for
Research on the Economics of Taxation, 1993, pp. 10-11. The following paragraph follows the
argument therein.

21 See Gary Becker, "The Dividend Tax Cut Will Get Better with Time," Business Week, Feb-
ruary 10, 2003, p2 of 3.



20

several bodies of economic literature. This literature tends to sup-
port the view that the principal beneficiaries of tax reduction on
capital are not only capital owners as maintained by much contem-
porary analysis.

TAX INCIDENCE LITERATURE

Studies of tax incidence determine how the burden of a tax is al-
located among consumers, workers, and other factors of production.
In so doing, the tax incidence literature provides a number of illus-
trations of the benefits of lowered capital taxation shifting to labor.
As Kotlikoff and Summers contend in their survey of the tax inci-
dence literature:

The distinctive contribution of economic analysis to the
study of tax incidence has been the recognition that the
burden of taxes is not necessarily borne by those upon
whom they are levied.... Economics is at its best when
it offers important insights that contradict initial, casual
impressions. The theory of tax incidence provides a rich as-
sortment of such insights. Tax incidence's basis lesson that
... taxes on capital may be borne by workers. (is an exam-
ple).2 2

Similarly, Fullerton and Metcalf show in their survey that tax in-
cidence analysis "begins with the very basic insight that the person
who has the legal obligation to make a tax payment may not be
the person whose welfare is reduced by the presence of the tax."23

In short, this literature demonstrates that economic incidence is
distinctly different from statutory incidence because changes in be--
havior alter the tax burden.

Further, this literature concedes that lower capital taxation may
improve the welfare of labor. Indeed, this literature provides a
number of examples of reduced capital taxation which is shifted so
as to significantly benefit labor. These results are the product of a
variety of methods, models, and differing assumptions or condi-
tions. The results often depend, for example, on assumptions about
factor elasticities, about economic openness, or about factor mobil-
ity. Similarly, the type of model employed (e.g., static, dynamic,
general equilibrium, life-cycle, etc.) may significantly affect the re-
sults. 24 In addition to this literature, surveyed professional econo-
mists indicated they supported the view that a significant portion
of the tax burden of corporate income taxation is shifted away from
capital.2 5

OTHER LITERATURE

Additional economic literature corroborates the view that sec-
ondary effects of capital tax cuts are important and often largely

22 Lawrence J. Kotlikoff and Lawrence H. Summers, "Tax Incidence," Chapter 16, Handbook
of Public Economics. Volume II, edited by Alan Auerbach and Martin Feldstein, North Holland,
N.Y., 1987, pp. 1043, 1088. (parenthesis added).

23See Fullerton, Don and Gilbert E. Metcalf, "Tax Incidence," National Bureau of Economic
Research (NBER) Working Paper 8829, NBER, March 2002, p. 1.

24See Kotlikoff and Summers, op. cit., pp. 1060, 1066, 1067, 1073. See also Fullerton and
Metcalf, op. cit. (e.g., See citations about Feldstein. (1974), Judd (1985a), and Mutti and Grubert
((1985).)

25e Fullerton and Metcalf, op. cit., p. 29 (footnote).
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accrue to labor. In particular, some authors contributing to the op-
timal taxation literature find that it is suboptimal for the economy
to tax capital income in the long run.2 6 This suggests that capital
taxation should be reduced in order to benefit the macroeconomy,
economic growth, and labor in the long run. Other researchers, no-
tably Feldstein, find large welfare costs and deadweight losses as-
sociated with capital taxation. For example, Feldstein calculates
"an enormous welfare cost associated with the taxation of capital
income" as well as "a significant gain in welfare from a shift away
from a capital income tax toward a wage tax."27 Generally, "the
more recent work on the welfare cost of capital income taxation
carried out in the 1980s . . . tended to indicate that the welfare cost
of capital income taxation was significant." 2 8

Researchers, notably Lucas, showed that lowering the capital in-
come tax rate could permanently raise the economy's growth rate.29

Growth literature shows that capital accumulation promotes
growth and higher income per capita. It suggests that lowering the
income tax rate on capital would not only boost growth, but also
advance welfare, thereby ultimately benefiting workers. Some re-
searchers also argue that capital taxation is suboptimal if capital
is mobile internationally (and the economy open).30 In this case,
lowering the tax on the more mobile factor (capital) works to re-
lieve the accumulated burden on the more immobile factor (labor)
and thus works to benefit labor. And the literature is peppered
with models which suggest that the benefits from lowering interest
income taxation may be shifted substantially to workers: that a
lowered capital taxation will foster capital accumulation which,
when combined with labor, raises the wages received by workers. 31

In sum, major categories of economic literature-the literature on
tax incidence, on optimal taxation, and on economic growth-all
strongly suggest that lowering taxation on capital may well have
significant secondary effects that accrue to the benefit of labor or
workers rather than exclusively to capital. Additionally, the move-
ment toward reduced capital taxation can remain fully consistent
with any desired degree of tax progressivity; adoption of consump-
tion taxation does not in any way consign consumers to a more re-
gressive tax system. 32

SUMMARY AND CONCLUSIONS

Recent tax reductions on income, dividends, and capital gains, to-
gether with expanded depreciation allowances, lowered taxation on
capital. These cuts improved the current structure of capital tax-
ation. Nonetheless, the existence of an income-tax base continues
to impose a bias against savings, investment, and hence capital for-
mation. This anti-capital bias of income taxation has long been un-

26See, for example, Raymond G. Batina and Toshihiro Ihori, Consumption Tax Policy and the
Taxation of Capital Income, Oxford University Press, Oxford, 2000, p. 23. See, for example, cita-
tions for Arrow and Kurz (1970), Judd (1985), Chamley (1986), and later Lucas (1990).

2 7
See Batina and Ihori, op. cit., pp. 22, 53.

28 See Batina, and Ihori op. cit., pp. 87, 105.
29See ibid, p.93. Eliminating capital income taxation would significantly boost the per capita

capital stock according to Lucas (see Batina and Ihori, ibid, p.105).30
Tbid, p. 301.

31
Ibid, p. 100.

3 2
The tax rate structure determines the degree of progressivity.
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derstood by prominent economists (including John Stuart Mill, Al-
fred Marshall, A.C. Pigou, Irving Fisher, and Nicholas Kaldor) who
explicitly recognized that bias and preferred expenditure taxation.
A host of more contemporary economists- also, recognize this bias
and support an expenditure tax base:-

Remedies for this bias in the form of wholesale restructuring of
the tax code have been proposed in recent years; e.g., a flat-tax, na-
tional sales tax, or consumed-income taxation. All have advocates.
But public choice theory suggests that there are well-known polit-
ical obstacles to such sweeping reform. Consequently, instead of a
one-time sweeping overhaul, an incremental.approach to removing
the tax bias against saving may prove to be more feasible politi-
cally. This paper delineates such an approach- and examines the
short- and- long-run economic effects-of reducing capital taxation.
While the initial, short-term effects are relatively straightforward
and beneficial to capital, important secondary, longer-run effects,
often "unseen" and misunderstood, are highlighted: In particular,
several bodies of economic .literature suggest that important, sub-
stantial benefits of lower capital taxation are likely to accrue to
labor and workers. This implies that important interests of labor
and capital are importantly harmonious, not antagonistic, as much
present-day opinion suggests. These mutual benefits-often go un-
recognized. For all of the reasons highlighted in: this paper, there
is strong support for making permanent recent reductions in- cap-
ital taxation.



APPENDIX

EARLIER WRITERS

This appendix documents the historical recognition of the anti-
saving bias of income taxation. The view that taxation should be
based on an individual's expenditures or consumption rather than
his income or earnings was voiced by Thomas Hobbes.' The essen-
tial idea he supported was that "an expenditure base would tax
people according to the amount which they take out of the common
pool, and not according to what they put into it." 2

John Stuart Mill clearly spelled out important arguments against
income-based taxation. He explicitly recognized that income tax-
ation is biased against saving (and hence investment and capital
formation) because of the multiple taxation of saving. Mill's support
of consumption-based taxation was important because he and his
principles were so influential. As Blaug emphasized:

All through the second half of the 19th century Mill's
Principles of Political Economy was the undisputed bible of
economists . . . as late as 1900 Mill's work was still the
basic textbook in elementary courses in both British and
American universities.3

In making the case for consumption-based taxation in this book,
Mill clearly spelled out the biased nature of income taxation:

. . . the proper mode of assessing an income tax would
be to tax only the part of income devoted to expenditure,
exempting that which is saved. For when saved and in-
vested . . . it thenceforth pays income tax on the interest
or profit which it brings, notwithstanding that it has al-
ready been taxed on the principal. Unless, therefore, sav-
ings are exempted from income tax, the contributors are
twice taxed on what they save, and only once on what they
spend. . . .4 The difference thus created to the disadvan-
tage of prudence and economy is not only impolitic but un-
just. To tax the sum invested, and afterwards to tax also
the proceeds of the investment, is to tax the same portion
of the contributors means twice over . . . No income tax
is really just from which savings are not exempted; and no
income tax ought to be voted without that provision . . .

'Thomas Hobbes, Leviathan, chapter XXX. Cited in Nicholas Kaldor, An Expenditure Tax,
Unwin University Books, London, 1965.

2 Nicholas Kaldor, An Expenditure Tax, Unwin University Books, London, 1965, p.1 1.
3 Mark Blaug, Economic Theory in Retrospect, R.D. Irwin, Homewood, In., 1968, p. 180.
4John Stuart Mill, Principles of Political Economy, Augustus M. Kelley, Fairfield, 1909, p.

813.

(23)
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. . . all sums saved from income and invested, should be
exempt from the (income) tax.5

Alfred Marshall also supported consumption-based taxation and
actually proposed. a post-World War I expenditure tax.6 Another
well-known economist, -A.C. Pigou, contended that an income tax,
can be shown, to be biased against -saving and investment; accord-
ingly, he argued that an expenditure tax is preferable to an income
tax.7

Irving Fisher was another prominent economist who- recognized
that income taxation is biased against saving, investment, and cap-
ital formation, since savings is taxed multiple times. Echoing the
arguments presented by Hobbes, Mill, and Marshall, Fisher stated
that saving should be exempt from income taxation and that ex-
penditure-based taxation is preferred. Fisher (1942) explicitly took
note of earlier economists supporting this view in his book's exten-
sive bibliography.8

In making his argument, Fisher noted that income taxation is'
flawed in several ways:

[income taxes] are unfair . . . because they impose dou-
ble taxation (by taxing savings and their fruits) . . . they
thus tax the producers of the nation's wealth more heavily
than those who merely spend, especially the "idle rich"
. . . By taxing the increase of capital, they kill the most
important geese which lay the most important golden eggs
. . . if a tax on the savings is added to a tax on the fruit
of the savings, essentially the same thing is taxed twice.9

Fisher took note of several forms of multiple taxation on capital.
For example, he stated: I

. . . to tax the corporation on the profits which it dis-
tributes and, at the same time, to tax the stockholders per-
sonally on their dividends is to tax the same thing twice-
it is double taxation.' 0

Fisher's book and his many other publications addressing this
topic show the broadness and depth of his knowledge on this sub-
ject."1

Recognizing the biased nature of income taxation, Nicholas
Kaldor also made the case for expenditure-based taxation in a
study stemming from his work at the Royal Commission on the
Taxation of Profits and Income in the early 1950s. His arguments
included all the points outlined above, but also highlighted several
additional ones. Kaldor emphasized, for example, that "an expendi-
ture base would tax people according to the amount which they
take out of the common pool and not according to what they put

5 Mill, ibid. pp. 814-15, 829 (parenthesis added).
6 See Alfred Marshall, "The Equitable Distribution of Taxation (1917)," in Memorials of Alfred

Marshall edited by A.C. Pigou, Augustus M. Kelley, N.Y., 1966, pp. 345-352.
7

A.C. Pigou, A Study in Public Finance, London, MacMillen & Co., 1947 (Third edition), chap-
ter X.

8 Irving Fisher and Herbert Fisher, Constructive Income Taxation, Harper & Bros., New York,
1942.9

Ibid, p.3, p.56. [brackets added].
1
°Ibid, pp. 28-29.1
'See his bibliography, ibid., pp. 249-260.
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into it." 12 Kaldor also argued that income taxation is biased
against risk bearing and, further, that:

The primary economic objective of the financial policy of
the Government in a modern state . . . is . . . the mainte-
nance of . . . an adequate rate of capital accumulation for
steadily rising standards of living.13

In sum, the idea that income taxation is biased against saving,
investment, and capital formation is not novel, but rather, has a
remarkably respectable ancestry dating from at least the mid-
1800s.

'
2

Kaldor, op.cit., p. 53.
1
3Ibid., pp. 173-4.
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MEDIAN FAMILY INCOME AND INFLATION MISMEASUREMENT

I. INTRODUCTION

It is widely recognized in the academic and research communities
that the consumer price index (CPI) is a faulty measure of inflation
and the cost-of-living. As a result, use of a flawed inflation measure
appears to show real median family income dropping from 2000 to
2005, when in fact it has increased by between $2,200 and $3,000
(Figure 1). Since these are pre-tax data, calculations that take into
account the effect of tax reductions since 2001 would show an even
greater after-tax increase in family income. This paper is organized
as follows. Section II briefly reviews the empirical evidence on the
accuracy of the CPI and provides a range of estimates of the bias
in the CPI. Section III presents real median family income using
more accurate measures of inflation. Section IV summarizes the
findings with a conclusion, followed by the Appendix with the
methodology.

Figure 1. Change in Median Family Income for Married
Couples with 1 or More Children Using Alternative Inflation
Measures

S3552
sJ . ' m''

Source: Joint Economic Committee calculations.

II. MISMEASUREMENT AND BIASJIN THE CPI

Perhaps the mostly widely followed measure of inflation in the
United States is the consumer price index..(CPI). The CPI attempts
to gauge the overall price level by-measuring. changes in consumer-
level prices for a basket of goods and services., The CPI was first
introduced in 1919 by the U.S. Department. of Labor's -Bureau--of
Labor Statistics (BLS).'1 The index underwent numerous methodo-
logical changes -over its history, but by the early 1990s the index
suffered from a number of persistent problems which caused- the
CPI to overstate the rate of change in the price level. A blue-ribbon
panel, headed by economist Michael J. Boskin, issued a report in

I'U.S. Bureau of Labor Statistics, "Chapter 17. The Consumer Price Index: History of the CPI,
1919 to 2003," in BLS Handbook of Methods, online at http://www.bls.gov/,opub/homl
homch17 d.htm, updated 4/10/2006.
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1996 which identified the sources and magnitude of bias in the
CPI.2

Since the Boskin report, BLS has implemented a number of
changes in the methodology underlying the CPI, such as increased
use of geometric means. Despite these changes, the CPI continues
to significantly overstate the price level. As BLS's own economists
have noted, "these changes have not had an important quantitative
effect on the [CPI] All Items index." 3

The debate over the accuracy of the CPI is not just an academic
one. Numerous indicators are converted from nominal terms to in-
flation-adjusted dollars using the CPI. One of the most closely.
watched measures of economic well-being in the U.S. is the Census
Bureau's median income figures. In order to make meaningful com-
parisons over time the Bureau employs a variant of the CPI known
as the CPI-U-RS. Because the CPI is used to adjust income data
for inflation, the persistence of a bias in the index remains an im-
portant policy issue.

Robert Gordon, one of the leading experts on the CPI, concluded
in a May 2006 study that despite changes implemented by the
BLS, the upward bias in the CPI remained quite large. Although
BLS adopted some of the changes recommended by the Boskin re-
port, the subsequent experience has led Gordon to re-estimate the
importance of some of the factors still affecting CPI bias. In par-
ticular, he found that upper-level substitution bias played a more
important role than originally thought. On balance, Gordon esti-
mated that "today's bias is at least 1.0 percent per year or perhaps
even higher." 4 After estimating the various causes of CPI bias,
Gordon reported that the sum of the estimates yields a total bias
of 1.10 percent per year.5

Boskin himself revisited the issue of CPI bias in a 2005 article,
reaching similar conclusions as Gordon. Boskin's article observed
that inflation is inherently difficult to measure for a number of rea-
sons. Not only are new goods and services introduced frequently,
but relative prices change purchase patterns. Moreover, the sheer
size of the economy is itself an obstacle to accuracy:

There are literally hundreds of thousands of goods and*
services available in rich industrialized modern market
economies. A single supermarket may contain 30,000 dif-
ferently priced items, and a WalMart store over 40,000, so
measuring in a single index what happened to prices in a.,
single store can be quite difficult. Doing so for the entire
economy is vastly more complex. As we have become rich-
er, demand has increasingly shifted to services away from

2 Michael J. Boskin, Ellen R. Dulberger, Robert J. Gordon, Zvi Griliches, and Dale. Jorgenson,
"Toward a More Accurate Measure of the Cost of Living," Final Report of the Advisory Commis-
sion to Study the Consumer Price Index, Committee on Finance, U.S. Senate (December 4,
1996).

3
David S. Johnson, Stephen B. Reed and Kenneth J. Stewart, "Price Measurement in the

United States: A Decade after the Boskin Report,' Monthly Labor Review 129, no. 5 (May 2006):
17.

4Robert J. Gordon, 'The Boskin Commission Report: A Retrospective One Decade Later," Na-
tional Bureau of Economic Research, Working Paper 12311 (June 2006).5

Ibid., 3.
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goods, and to characteristics of goods and services such as
enhanced quality, more variety, and greater convenience.

As Boskin noted, the economy has become more service- oriented
than in decades past, "when a larger fraction of economic activity
consisted of easier-to-measure items such as tons of steel and bush-
els of wheat." 7 On balance, Boskin concluded that the current CPI
bias remains significant, "likely being on the order of 80 or 90 basis
points." 8

Other researchers have reported similar findings. In a com-
prehensive review of the issue published in the prestigious Journal
of Economic Literature, David Lebow and Jeremy Rudd found a
significant bias in the CPI. After accounting for changes made by
BLS and applying new methodologies, the authors "conclude that
the CPI is currently and prospectively overstating the true rate of
change in the cost of living by about 0.9 percentage point per
year." 9 The authors also found "the single largest source of bias to
be the CPI's inadequate accounting for quality improvements and
the introduction of new items." 10

Researchers generally identify four main sources of bias in the
CPI. Lebow and Rudd identify and discuss a fifth source:
weighting. A detailed treatment of all these sources, however, is be-
yond the scope of this paper." The following points briefly describe
the different causes of bias.

* Upper-level substitution occurs when consumers shift from one
product to a different product due to a change in relative prices.
For example, if the price of apples increases, consumers may elect
to buy more bananas in place of apples.

* Lower-level substitution occurs when consumers shift from one
type of a product to different type of the same product due to a
price change. For example, if the price of Red Delicious apples in-
creases, consumers may start buying Granny Smith apples instead.

* Outlet substitution occurs when consumer change the place or
vendor of purchase due to a price increase. For example, if the
price of Levi jeans increases at Macy's, consumers could choose to
buy the same jeans at WalMart or J.C. Penny's.

. New products and quality change can cause CPI to overstate
inflation because a higher price does not reflect a new product or
improved quality. For example, if the price for an MRI scan rises,
the CPI might not take into account the fact that the new scanner
provides more precise images. Although the cost of the scan may
be higher, the higher price does not reflect the fact that the scan
is more valuable.

. Weighting bias results from the way surveyed prices are
weighted in the CPI formula. Weights are derived from a consumer
survey which is subject to errors due to respondents' memory of
purchases, accuracy of respondents' estimates, and problems inher-

6Michael J. Boskin, "Causes and Consequences of Bias in the Consumer Price Index as a
Measure of the Cost of Living," Atlantic Economic Journal 33, no. 1 (March 2005): 5.

7 Ibid.
8 Ibid.
9David E. Lebow and Jeremy B. Rudd, "Measurement Error in the Consumer Price Index:

Where Do We Stand?" Journal of Economic Literature 41, no. 1 (March 2003): 160.
1 Ibid.
1 A more detailed discussion of sources of bias in the CPI can be found in Lebow and Rudd,

163-191.
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ent to household surveys (e.g., response rates, small sample size,
etc.).

Table 1 displays the magnitude of each source of bias as esti-
mated by the researchers discussed above, as well as the overall
size of the upward bias in the CPI. Although there are some dif-
ferences in the estimated magnitude of individual sources' of bias,
there is remarkable consistency in the overall size of the bias.
Thus, recent research by leading experts points to a bias in the CPI
of between +0.80 to +1.1 percentage point per year.

Confirmation of the problems in the CPI comes from the Federal
Reserve itself. During his tenure as Chairman, Alan Greenspan
stopped using the CPI as its primary inflation indicator. Greenspan
stated that the personal consumption expenditures (PCE) index
was a superior measure of inflation. However, even the PCE has
problems which, according to Greenspan, result in an upward bias
in its measurement of inflation by 0.5 to 1.0 percentage point.12

III. REAL MEDIAN FAMILY INCOME

The U.S. Census Bureau publishes data each year on median in-
come for a variety of family and household types.' 3 The present
analysis focuses on median income for one particular unit: married-
couple families with one or more children. In many ways, this is
the prototypical middle-income American family. In 2005 there
were an estimated 27.1 million married-couple families with one or
more children under the age of 18, consisting of 114 million per-
sons.14 Close to two-fifths (38.5 percent) of U.S. residents lived in

12
Alan Greenspan, "The Economic Outlook," Testimony to the Joint Economic Committee,

U.S. Congress, 11/3/05.
53

The median is generally considered the best measure of the typical or middle value in a
group. In the present context, the median is that point which divides the number of families
in half, with one-half falling above the median and one-half below.

14U.S. Census Bureau, Table F-4, "presence of Related Children Under 18 Years Old-Mar-
ned Couple Families, by Total Money Income in 2005," online at httpi/pubdb3.census.gov/macro/
032006/faminclnew04_001.htm.

Table l. Sources of Bias in the CPI

Lebow

Gordon & Rudd Boskin

Upper level substitution 0.15 0.30 0.30 -.040

Lower level substitution 0.25 0.05 --t

Outlet substitution 0.10 0.05 0.10

New products/Quality change 0.60 0.37 0.40

Weighting NA: 0.10 NA:

Total 1.10 0.87 0.80 -0.90

Range 0.80- 1.60 0.30-1.40

t Boskin estimates lower level substitution bias as "small."
+ Neither Gordon nor Boskin provide an estimate of bias due to weighting error alone.
Source: Gordon; Lebow and Rudd; and Boskin.



30

such families.15 These families also bear a significant portion of the
federal income tax burden. Based on 2004 tax data (the most re-
cent available), joint returns of married persons that have at least
one dependent accounted for 39 percent of all income taxes, with
the average taxable return paying $16,418 in federal income tax.' 6

To allow comparisons between different years, the Census Bu-
reau adjusts previous years' nominal estimates using a version of
the CPI.17 Because the CPI overstates inflation, adjustments based
on the CPI are likewise biased. Thus, the Census Bureau's esti-
mates for real median family income lead to inaccurate conclusions.
A correct comparison of income over time requires the use of a cor-
rected CPI. When the CPI is corrected for its known bias, as esti-
mated by the researchers in the previous section, a more accurate
picture emerges of changes in median family income.

The present analysis attempts to correct for the recognized bias
in the CPI by using the estimates of the bias reported by Gordon,
Boskin, and Lebow and Rudd. For Gordon, the analysis uses his es-
timate of 1.1 percentage point, while for Lebow and Rudd it applies
their estimate of 0.87 percentage point. Since Boskin provides a
range of 0.80 to 0.90, this analysis uses the midpoint of his range,
or 0.85 percentage point. For each of estimate, the analysis sub-
tracts the researcher's estimate from the annual percentage change
in the CPI-U-RS to arrive at a revised and corrected inflation
index. The corrected index is then used to adjust nominal income
amounts to 2005 real dollars.

Table 2 presents calculations showing median family income in
constant 2005 dollars, where the inflation adjustment was made
using the uncorrected CPI-U-RS and three variations of a cor-
rected CPI-U-RS. Each correction variation corresponds to one of
the three studies discussed in Section II above. As can be seen, the
results differ markedly in both magnitude and direction depending
on whether a corrected CPI is used or not. When the CPI is used
without correcting for the known bias, it appears that median in-
come for married couple families with one or more children has
fallen by $705, or - 1.0 percent, between 2000 and 2005. However,
if the bias in the CPI is taken into account and corrected, median
income clearly increases. Median family income for married couples
with one or more children rose by between $2,212 (using Boskin's
estimate of the CPI bias) to $3,052 (using Gordon's estimate).

'5U.S. Census Bureau, Statistical Abstract of the United States: 2006 (Washington, DC: Gov-
ernment Printing Office, 2006), 9.

16U.S. Department of the Treasury, Internal Revenue Service, Statistics of Income division,
Individual Income Tax Returns Publication 1304 for 2004, "Table 1.2: All Returns: Adjusted
Gross Income, Exemptions, Deductions, and Tax Items," and "Table 2.4: All Returns: Exemp-
tions by Type and Number of Exemptions," available online at http://www.irs.gov/taxstats/
indtaxstats/article/0,,id=134951,00.html#_ptl.

1
7 The Census Bureau uses a version of the CPI known as the CPI-U-RS. Although there are

some differences between the CPI-U-RS and the more common CPI-U, the two series closely
mirror each other. Between 2000 and 2005, the CPI-U increased by a total of 13.41 percent,
compared to a 13.36 percent increase for the CPI-U-RS. For more information on the CPI-U-
RS, see: U.S. Department of Labor, Bureau of Labor Statistics, "BLS Statement on the Use of
the CPI-U-RS," online at http://www.bls.gov/epi/cpiurstx.htm.



APPENDIX: METHODOLOGY

Incorporating adjustments to the CPI and calculating real values
require several steps. Table 3 presents the data and calculations
underlying the analysis in this paper.' The first step is to start
with nominal income amounts and an uncorrected CPI-U-RS index
(or CPI for short).2 From the uncorrected CPI, one can calculate
the annual percentage change in the base index as well as constant
dollar amounts.

In order to incorporate an adjustment to the CPI for the esti-
mated bias, there are essentially four steps to complete, illustrated
here with the Boskin bias estimate. First, since the bias causes the
CPI to overstate the rate of inflation, adjustments should lower the
annual percent change in the index. Thus, 85 basis points are sub-
tracted from the uncorrected CPI annual change each year (e.g.,
3.34 - 85 = 2.49). This step produces a revised series of annual
percent change. Second, the 1999 CPI value of 0.854 is then
"grown" each year by the revised percent change values, yielding
a new, corrected index. Third, because the analysis seeks to put all
dollar amounts in 2005 terms, the corrected index must be rebased
to 2005 dollars. This is accomplished by dividing the corrected
index through by the 2005 value. Finally, real income values can
then be calculated using a CPI corrected by Boskin's estimate of
the CPI bias. These steps are subsequently repeated for Lebow and
Rudd's and Gordon's estimates of the CPI bias.

'One value that has been omitted from the table to simplify presentation is the uncorrected
CPI value for 1999, which is 0.854. This value is necessary to calculate annual change in the
CPI for 2000.

2These data can be obtained from the Census Bureau directly, as cited in note 14, and at:
U.S. Census Bureau, "Annual Average Consumer Price Index Research Series Using Current
Methods (CPI-U-RS)-AlI Items: 1947 to 2005," online at http://www.census.gov/hhes/www/in-
come/income05/cpiurs.html.

(32)
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COSTS AND CONSEQUENCES OF THE FEDERAL ESTATE TAX

EXECUTIVE SUMMARY

This study examines the arguments for and against the federal
estate tax, finding that benefits of the tax are often overstated, and
in any case are far smaller than the documented costs. On balance,
the analysis finds that the costs imposed by the estate tax out-
weigh any potential benefits that the tax might produce. In light
of this finding, there is no compelling reason to keep the tax, and
a number of reasons to reduce or abolish it.

Arguments for the estate tax

* Inequality: The paper draws on a large body of theoretical and
empirical research showing the estate tax is an ineffective tool for
fighting wealth and income inequality. As one noted liberal econo-
mist has said, "The reformer eyeing the estate tax as a means to
reduce inequality had best look elsewhere."

* Charitable Giving: Recent research indicates that the chari-
table deduction exerts only a modest, if any, stimulative effect. In
fact, the estate tax may actually be a significant barrier to chari-
table giving, as estate taxes crowd out charitable bequests.

* Tax Revenue: The estate tax clearly results in some losses in
the federal income tax, meaning that the true net revenue of the
estate tax is less than the official, static measures of its revenue
yield. Although the exact magnitude of the effect is not known,
some research suggests that repeal of the estate tax will not result
in a revenue loss for the federal government.

Costs of the estate tax

* Economic Growth: The estate tax exerts a negative effect on
the economy by generating extremely high compliance costs, intro-
ducing economic inefficiencies, and by reducing the stock of capital
in the economy. The present study estimates that the estate tax
has reduced the stock of capital in the economy by approximately
$847 billion.

. Small Business: The estate tax has a negative influence on en-
trepreneurial activity by hindering entry into self-employment and
by breaking up family-run businesses. Family-run firms and farms
particularly feel the pinch of the estate tax because they are less
likely to have the liquid resources needed to meet their estate tax
liabilities.

* Social Mobility: Because the estate tax disrupts the trans-
mission of family wealth to succeeding generations, the estate tax
hinders upward income mobility. One study estimates that the es-
tate tax will consume 11 to 13 percent of African-American wealth
over the next 50 years. With the number of minority-run busi-
nesses surging in recent years, the estate tax will come to affect
more and more such firms.

* Fairness, Simplicity and Efficiency: The large number of tax
avoidance options means that the tax burden is distributed unfairly
among payers of the tax, is unnecessarily complicated, and will dis-
tort taxpayer behavior. As two liberal economists have noted, "tax
liabilities depend on the skill of the estate planner, rather than on
capacity to pay."
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. Environment: A 2001 study found that approximately 2.6 mil-
lion acres of forest land must be harvested each year to pay for the
estate tax. Another 1.3 million acres must be sold to raise funds
to pay estate taxes, of which close to one-third (29 percent) is either
developed or converted to other uses.



ASSESSING THE FEDERAL ESTATE TAx: COSTS AND BENEFITS

I. INTRODUCTION

Benjamin Franklin observed over 200 years ago that "in this
world nothing can be said to be certain, except death and taxes."'
Death and taxes may indeed be inevitable, but the simultaneous
convergence of the two in the federal estate tax has produced one
of the most contentious components of the federal tax code. Part of
this debate is driven by the very nature of the estate tax itself.
Many people simply find it objectionable as a matter of principle
to tax the savings someone has accumulated over his or her life-
time, most of which have already been previously subjected to the
income tax at least once. That the estate tax is imposed upon the
death of a loved one only exacerbates the grief of loss.

This study examines the arguments for and against the federal
estate tax to find that benefits of the tax are often overstated, and
in any case are far smaller than the documented costs. Supporters
of the tax defend it on the grounds that it reduces inequality, en-
courages charitable giving, and raises much needed tax revenue.
However, this paper identifies a large body of theoretical and em-
pirical research showing the estate tax is an ineffective tool for
fighting wealth and income inequality. With respect to charitable
giving, the available evidence does not support the contention that
people are greatly motivated by tax incentives when making gifts
from their estates. Even the $25 billion the tax raised in 2005 is
overstated because it fails to take into account income tax losses
that result from the multitude of estate tax avoidance strategies.

The rather small potential benefits of the estate tax stand in
sharp contrast to large and significant costs of the tax. The estate
tax discourages savings and capital accumulation, thus impeding
economic growth. Small businesses and innovation suffer as well,
as the estate tax reduces funds available for investment and em-
ployment, and destabilizes the business at a vulnerable moment,
the death of the founder or current leader of the enterprise. Since
the owning of a small business is the key means for lower- and
middle-income families to accumulate wealth, the estate tax also
hinders economic mobility. Even the environment is harmed by the
estate tax, since the enormous liquidity demands of the tax force
owners to sell and develop environmentally-sensitive habitats in
order to meet their estate tax obligations. On top of all these costs,
the estate tax lacks the basic features of good tax policy due to its
complexity and lack of equity.

When the costs of the estate tax are paired with the benefits, the
mismatch is easy to discern, with the costs far exceeding the bene-
fits. On balance, then, this study finds that the costs imposed by

1John Bartlett, Familiar Quotations, 16th ed. (Boston, MA: Little, Brown and Company,
1992), 310.

(36)
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the estate tax outweigh any benefits that the tax might produce.
In light of this finding, there is no compelling reason to keep the
tax, and a number of reasons to reduce or abolish it. To preview
the results of the present analysis, consider the conclusion drawn
by Henry Aaron and Alicia Munnell, two prominent liberal econor
mists, in their study of the estate tax:

In short, the estate and gift taxes in the United States
have failed to achieve their intended purposes: They raise
little revenue. They impose large excess burdens. They are
unfair. 2

This paper updates and extends two previous Joint Economic
Committee studies on the estate tax.3 The current report builds on
the previous studies to reflect more recent data and legislation.
Readers wishing additional information on the various arguments.
for and against estate taxation should consult the earlier 'studies..

II. OVERVIEW OF THE FEDERAL ESTATE TAX.

The estate tax, also known as the death tax, is a tax imposed on
transfers of savings made at the holder's death. Three times in this
nation's history a federal death tax has been imposed only to be re-
pealed shortly thereafter. 4 In each instance, the tax was imple-
mented to provide revenue on a short-term basis to finance. military
activities (1797-1802, 1862-1870, and 1898-1902). With the advent-
of World War I, the federal estate tax was reintroduced for a fourth
time in 1916 and has existed ever since. Many states zalso impose
their own death taxes.

The modern estate tax regime began in 1976, when legislation
implemented a unified system of wealth transfer taxes. The unified'
system consists of three separate taxes: the estate tax, the gift tax,
and the generation-skipping transfer (GST) tax.5 Estate and gift.
taxes are imposed on transfers madeL-at death- and'during .life, re--
spectively. Tax liabilities are a function of taxable assets, less any.
deductions, above the exemption amount. The .GST.tax is generally
imposed on asset transfers that skip a generation (e.g.; from grand-
parents to grandchildren) above the exemption amount. Through-
out this paper, estate tax is used to refer to this unified system of
taxing intergenerational transfers.

An important feature of the estate tax is the step-up in 'basis for
transferred assets. The basis of an asset is used as its cost for the
purpose of calculating capital gains. Under the unified wealth,
transfer tax system, when a decedent transfers an asset to an heir,
the asset's basis is increased, or stepped-up, to its current market
value. The effect of this step-up is to exempt from capital gains tax-
ation the amount of the step-up.

2
The authors, however, favor reforming the estate tax, not repealing it. Henry J. Aaron and

Alicia H. Munnell, "Reassessing the Role for Wealth Transfer Taxes," National Tax Journal 45,
no. 2 (June 1992): 138.

3 Dan Miller, The Economics of the Estate Tax, U.S. Congress, Joint Economic Committee (De-
cember 1998); and Dan Miller, The Economics of the Estate Tax: An Update, U.S. Congress,
Joint Economic Committee (June 2003).

4The term death refers to all taxes imposed at death. Estates taxes are levied on a deceased's
estates, while inheritances taxes are paid by the recipients of transfers.

5For additional information, see John R. Luckey, "Federal Estate, Gift, and Generation-Skip-
ping Taxes: A Description of Current Law," Congressional Research Service, Report 95-416A
(updated January 5, 2005).
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IV. CONCLUSION

It is widely recognized that the CPI overstates the rate of infla-
tion. This bias in the CPI was studied in depth.by the- 1996 Boskin
Commission. Ten years later, additional.research has led to better
estimates of the size and persistence. of the bias. Recent research
has-yielded estimates' of the current annual CPI bias that include
0.80 to 0.90 percentage point - (Boskin), 0.87 percentage point -
(Lebow and Rudd), and 1.1 percentage point (Gordon).

When a corrected measure of inflation is used, median income
displays solid growth. For married couple families with one or more
children, the net gain in median income ranges from $2,212 to
$3,052, or +3.2 percentage points to +4.5 percentage points (in 2005
dollars). These figures stand in stark opposition to the alleged de-
cline in family -income, a result only obtained by using a flawed
measure of inflation. If the effect of recent tax reductions were in-
cluded, the after-tax income gains would be even stronger.

Table 2. Real Median Family Income for Married Couple Families
with I or More Children

CPI Correction

CPI-U-RS -0.85% -0.87% -1.10%

2000 $71,558 $68,641 $68,573 $67,801

2001 $71,905 $69,549 $69,494 $68,867

2002 $70,992 $69,246 $69,205 $68,737

2003 $70,485 $69,327- $69,299 $68,988

2004 $70,085 $69,509 $69,495 $69,339

2005 $70,853 $70,853 $70,853 $70,853

Net change ($) -$705 +S2,212 +$2,280 +$3,052

Net change (%) -1.0% +3.2% +3.3% +4.5%
Note: Amounts are in 2005 dollars.
Source: U.S. Census-Bureau and Joint Economic Comminee calculations
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The 2001 Economic Growth and Tax Relief Reconciliation Act
(EGTRRA) implemented, among other things, a gradual reduction
in federal estate taxes, beginning in 2002 and culminating in full
repeal in 2010 (Table 2).6 For the estate tax, the exemption amount
is gradually increased to $3.5 million and the top estate tax rate
is lowered to 45 percent between 2002 and 2009. The GST tax ex-
emption amount is eventually raised to $3.5 million by 2009. For
gifts, the annual exclusion amount continues to be adjusted for in-
flation ($12,000 in 2006), subject to a cap of $1 million in tax-free
lifetime gift transfers. Also effective in 2010, gift taxes will be cut
to equal the top applicable income tax rate, and the GST tax will
be repealed. EGTRRA replaces the step-up in basis with a modified
carryover basis in 2010, with taxable gains subject to an exemption
of up to $4.3 million ($1.3 million for any heirs, plus an additional
$3 million for transfers to spouses).7

The estate tax reduction and repeal set forth by EGTRRA, how-
ever, contains a sunset provision. Starting in 2011, the legislation
repealing the estate tax expires and the estate tax system is re-
stored to the pre-2001 law, with the exemption amount previously
scheduled to increase to $1 million. Congress is currently consid-
ering a permanent repeal of the estate tax.8

III. ARGUMENTS FOR ESTATE TAXATION

Advocates of the estate tax generally rely on three different argu-
ments to support the tax. First, supporters claim the estate tax is
necessary to reduce inequality. Second, estate tax advocates con-

6Public Law No: 107-16. Table 7 at the end of the paper presents the rate structure of the
estate tax in greater detail. Nonna A. Noto, "Calculating Estate Tax Liability during the Estate
Tax Phasedown Period 2001-2009," Congressional Research Service, Report RL31092 (updated
April 1, 2005).

7For additional detail, see Nonna A. Noto, "Estate and Gift Tax Law: Changes under the Eco-
nomic Growth and Tax Relief Reconciliation Act of 2001," Congressional Research Service, Re-
port RL31061 (updated January 29, 2002).

8The U.S. House of Representatives passed H.R. 8, the Death Tax Repeal Permanency Act
of 2005, on April 13, 2005 by a vote of 272 to 162.

Table 2. Effective Estate Tax Rates & Exemptions for the Estate,
GST and Gift Taxes

Fiscal EffTx EsRatee Exemption GST Tax Gift Tax

Year Starting Top Amount Eoemptioa Exelusion

2001 37% 60%/'6 $675,000 $1.06 million $10000

2002 41% 50%/. S1 million $1 . million $lt,000

2003 41% 49% S1 million SI.12 million Stl,000

2004 45% 48% S.5 million $1.5 million St1.000

2005 45% 47% S1.5 million $1.5 million S011000

2006 46% 46% $2 million $2 million $12,000

2007 45% 45% $2 million $2 million t

2001 45% 45% $2 million $2 million t

2009 45% 45% $3.5 million $3.5 million t

2010 -- Eotoe ond GST Taos- Repealed -- t

2011 & SI t t
After 41% 60%W million

The top statutory rate is 55 percent, plus there is a 5 percent surtax for
taxable estates of$10.0 million to $17.2 million. EGTRRA repealed the
surtax for 2002 to 2010.
f The gift tax exclusion is adjusted annually for inflation, nod the GST
exemption will resume inflation adjustment in 2011.
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tend that the deduction for charitable bequests induces substantial
giving to nonprofit organizations. Finally, supporters argue that
the $28 billion the tax is expected to raise in fiscal year 2006 war-
rants the estate tax's existence.

A. Inequality and the distribution of wealth, income and consump-
tion

Perhaps the most common argument made in favor of the estate
tax is that it reduces income and wealth inequality. Supporters of
the estate tax maintain that since the high tax rates apply only to
the "rich," the tax should unambiguously reduce inequality. This
assertion actually relies on two assumptions: normatively, that
high estate. tax rates are consistent with -a liberal political philos-
ophy; and empirically, that high estate tax rates do in fact reduce
inequality.

Both of these assumptions are flawed. First, the estate tax- fails
on liberal and progressive grounds because, it discourages work and
savings in favor of conspicuous .consumption. The liberal philo- -
sophical argument against the estate. tax has been articulated by
legal scholar Edward McCaffery of the University of Southern Cali-
fornia Law School, who is a "self-acknowledged liberal (in the mod-
ern sense of the term), who believes that it is appropriate for the
government to dist ribute or redistribute resources from rich to
poor." 9 McCaffery argues that the estate tax undermines the very
concepts of fairness and equality that liberals ought to support:

Liberals should think that a death tax encourages be-
haviors that a liberal society ought not to like.-high-end
leisure, encrusted forms . of ownership, aggressive inter
vivos giving-while-discouraging the socially beneficial be-
haviors of work, savings, and thrift....

The material equality that a liberal should care about is
precisely equality in consumption or- lifestyle. What we
should all want our wealthiest, most economically produc-
tive citizens to do is to continue to work and save, not
spend it all on themselves or stop working and consume
leisure time. Yet once again a death tax is precisely back-
wards on this-liberal-score.10

On the second assumption, there is little evidence that the estate
tax actually reduces inequality to any substantive degree. A large
body of empirical and theoretical research has emerged showing
that inheritance either is not a major source of inequality, or that
government policies aimed at breaking up inheritance are likely to
be ineffective. There are five reasons for such findings.

First, there is only a. weak correlation between wealth .and* in-
come. For example, a person can be very wealthy but have little
or negative income (or. vice versa). An article published- in- the Fed-
eral Reserve Bank of Minneapolis's Quarterly-Review found that
many low-income households have substantial amounts of wealth,
and vice versa. For example, the average wealth of the bottom 1

9Edward J. McCaffery and Richard E. Wagner, "A Declaration of Independence from- Death
Taxation: A Bipartisan Appeal," Public Interest Institute, Policy Study (July 2000), 4. See also,
Edward J. Mclaffery' "The Uneasy Case for Wealth Transfer Taxation," Yale Law Journal 104,
no. 2 (November 1994): 283-365.

le McCaffery and Wagner, 6, 18-19.
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percent of the income distribution is enough to place such a house-
hold in the top wealth quintile. 11 Conversely, households in the
bottom 1 percent of the wealth distribution have an average income
that places them in the middle of the income distribution. 12 One
reason for such results is the life-cycle of income and savings: as
workers enter retirement, their income falls dramatically while
their asset levels are relatively high. In addition, some wealthy
households may have transitory business losses or losses in capital
income that temporarily place them at the bottom of the income
distribution. Thus, a reduction of wealth transfers can have only a
limited impact on the distribution of earnings.

Alan Blinder, a member of President Bill Clinton's Council of
Economic Advisers, found that only about 2 percent of inequality
was attributable to the unequal distribution of inherited wealth,
leading him to conclude that "a radical reform of inheritance poli-
cies can accomplish comparatively little income redistribution." 13

Elsewhere Blinder has written that "The reformer eyeing the es-
tate tax as a means to reduce inequality had best look elsewhere.14

Second, efforts to curtail savings transfers induce wealth holders
to increase their consumption, thereby increasing the inequality of
consumption. Joseph Stiglitz, who served as Chairman of President
Clinton's Council of Economic Advisers, has found that, taking into
account the long-term impact on capital accumulation, the estate
tax may ultimately increase income inequality. Even if the govern-
ment acts to offset these capital accumulation effects, Stiglitz ar-
gued that the "desirability of the estate tax may still be questioned,
not only because of the distortions which it introduces but also be-
cause it may actually increase inequality in the distribution of con-
sumption."1 5

Stiglitz further argued that inheritances actually decrease in-
equality: because inheritances redistribute income within families,
they may decrease inequality in lifetime consumption.16 In yet an-
other analysis, Stiglitz concluded that "it would seem clear that in-
heritances are unambiguously equality increasing" in terms of con-
sumption, and an argument can be made that inheritances reduce
inequality of income and wealth as well.' 7 The conclusions reached
by Blinder and Stiglitz have been replicated by numerous other re-
searchers. 18

Third, empirical and theoretical research on intergenerational
wealth transfers has repeatedly found that such transfers have rel-

"Santiago Budria Rodriguez, Javier Diaz-Gimenez, Vincenzo Quadrini and Jos6-Victor Rios-
Rull, "Updated Facts on the U.S. Distributions of Earnings, Income, and Wealth," Federal Re-
serve Bank of Minneapolis, Quarterly Review 26, no. 3 (Summer 2002): 6.

12Ibid.
13Alan S. Blinder, Toward an Economic Theory of Income Distribution (Cambridge, MA: MIT

Press, 1974).
1
4

Alan S. Blinder, "Inequality and Mobility in the Distribution of Wealth," Kykios 29 (1976):
618-9.

"5Joseph E. Stiglitz, "Notes on Estate Taxes, Redistribution, and the Concept of Balanced
Growth Path Incidence," Journal of Political Economy 86, no. 2 (1978): S137-S150.

16David L. Bevan and Joseph E. Stiglitz, "Intergenerational Transfers and Inequality," Greek
Economic Review 1, no. 1 (August 1979): 13.

1
7

Joseph E. Stiglitz, "Equality, Taxation and Inheritance," in Personal Income Distribution:
Proceedings of a Conference Held by the International Economic Association, Noordwijk aan
Zee, Netherlands, April 18-23, 1977, eds. Wilhelm Krelle and Anthony F. Shorrocks, 283 (New
York, NY: North-Holland Publishing Company, 1978).

18For a review of additional research, see the discussion of Davies (1982), Hugget (1996), and
Verbit (1978) in Miller, The Economics of the Estate Tax, 6.
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atively little impact on the distribution of income and wealth. For
example, a theoretical model of wealth distribution by Jagadeesh
Gokhale and Laurence Kotlikoff found that bequests actually re-
duce wealth inequality.' 9 Shinichi Nishiyama, in a technical paper
from the Congressional Budget Office, simulated the effect of a 100
percent estate and gift tax, concluding that income and wealth in-
equality would be no better, and by some measures worse, than the
baseline estimate.2 0 In a similar vein, Edward Wolff's analysis of
wealth distribution led him to write:

The most surprising finding is that inheritances and
other wealth transfers tend. to be equalizing in terms of
the distribution of household wealth. Indeed, the addition
of wealth transfers to other sources of household wealth
has had a sizable effect on reducing the inequality of
wealth.. . . Oddly enough, though wealth inequality- has
risen in the United States between 1983 and 1998, the in-
crease may have been even greater were it not for the
mitigating effects of inheritances and gifts.2 1

Fourth, the considerable degree of wealth and income mobility in
society means that government efforts to redistribute wealth will
necessarily meet with limited success. Many U.S. households move
up and down the income and wealth ladder. For example, one
study found that between 1966 and 1981, more than half of all
households changed wealth quintiles.2 2 Another study reported
that one-third of households in the bottom wealth quintile move up
to a higher wealth quintile after just five years. 23

To illustrate the degree of wealth mobility, consider the results
of a study by economists Kerwin Kofi Charles and Erik Hurst, pub-
lished in the Journal of Political Economy.24 That study found ro-
bust movement up and down wealth quintiles across generations.
Figure 2 displays the percent of families that changed wealth
quintiles from one generation to the next. For example, close to
two-thirds (64 percent) of children of parents in the poorest wealth
quintile (i.e., poorest fifth of families) ended up in a higher wealth
quintile than their parents.2 5 Likewise, children of parents in the
wealthiest quintile had a 64 percent chance of being in a different
wealth quintile than their parents.2 5 In other words, for every per-
son who remains in the same wealth quintile as their parents, two
to three change to a different quintile.

'9Jagadeesh Gokhale and Laurence J. Kotlikoff, "Simulating the Transmission of Wealth In-
equality," American Economic Review 92, no. 2 (May 2002): 265-269.2 0

Shinichi Nishiyama, "Bequests, Inter Vivos Transfers, and Wealth Distribution," Congres-
sional Budget Office, Technical Paper Series 2000-8 (December 2000),.22-23.21

However, Wolff also writes that "the current structure of the estate tax is quite good from
the standpoint of equity." Edward N. Wolff, "Bequests, Saving, and Wealth Inequality: Inherit-
ances and Wealth Inequality, 1989-1998," American Economic Review 92, no. 2 (May 2002):
263.

2 2
Nancy A. Jianakoplos and Paul L. Menchik, "Wealth Mobility," Review of Economics and

Statistics 79, no. 1 (February 1997): 18-31.23
Ana Castaneda, Javier Diaz-Girnenez and Jose-Victor Rios-Rull, "Accounting for the U.S.

Earnings and Wealth Inequality" Journal of Political Economy 111, no. 4 (August 2003): 848.24
Kerwin Kofi Charles and Erik Hurst, "The Correlation of Wealth across Generations," Jour-

nal of Political Economy 111, no. 6 (December 2003): 1155-1182.
25 Similar results were found by Executive Office of the President, Council of Economic Advis-

ers, The Annual Report of the Council of Economic Advisers (Washington, DC; Government
Printing Office, 2003), 199.
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Thus, not only do children in poorer households move up the
wealth distribution, but children in wealthier households move
down. Alexis de Tocqueville observed this phenomenon back in
1835, when he wrote "wealth circulates with inconceivable rapidity,
and experience shows that it is rare to find two succeeding genera-
tions in the full enjoyment of it." 26 More recently, there is evidence
of such patterns in the Forbes annual list of the richest Americans.
For example, of the original top 400 richest persons who made the
first list in 1982, only 50 names-just 13 percent-were still on the
list in 2004.27 In fact, many of the famous fortunes in America
from the early twentieth century did not have a single family mem-
ber left on the 2004 list, including such notable families as DuPont,
Mellon and Rockefeller.28

The fifth reason that the estate tax is likely to be ineffective at
reducing inequality is that most wealth households did not become
wealthy because of inheritances. Numerous studies confirm the
conclusion that inheritances are not a major source of wealth for
many of the wealthy. A survey of wealthy investors by Prince &
Associates found that just 7 percent of respondents identified in-
heritance as the source of their wealth.29 In The Millionaire Next
Door, authors Thomas Stanley and William Danko report that 81
percent of millionaires are first-generation rich, and just 14 percent
cite inheritance as the source of their wealth.3 0 A 1989 study that
examined the top 10 percent of the income distribution found that
only 9 to 12 percent of such households attributed more than half

2 6
Alexis de Tocqueville, Democracy in America-Volume I (1835; reprint, New York: Vintage

Books, 1945), 53.
2

7
Maria Elena Lagomasino, "How to Stay Rich," Forbes, 10/11/04, online at http:H/

www.forbes.com/400richest/.
28Peter Newcomb, "Family Fortunes," Forbes, 10/11/04, online at http://www.forbes.com/

400richest/.
29"Majority of Rich Investors Made Fortunes through Hard Work According to Private Asset

Management Study," Business Wire, 6/14/94.
30 omas J. Stanley and William D. Danko, The Millionaire Next Door: The Surprising Se-

crets of America's Wealthy (Atlanta, GA: Longstreet Press, 1996), 16, 32.

Figure 2. Children Leaving Their Parents' Wealth Quintile
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of their wealth to gifts and inheritances.3 ' RAND economist James
P. Smith has found that inheritances account for less than 8 per-
cent of the wealth in the wealthiest 5 percent of households.32

Among Forbes' 2003 list of the top 100 richest Americans, inherit-
ance is the source of wealth for just 8 percent, compared to 76 per-
cent who made the list through entrepreneurship (Table 3).33 In a
survey of households worth at least $5 million done for Deutsche
Bank Private Banking, respondents estimated that on average 18
percent of their wealth came from inheritance or gifts, and that in
the combined pool of wealth of all surveyed households, less than
11 percent originated from inheritance. 34 While the exact point es-
timates differ from study to study, they are remarkably consistent
in showing that less than 20 percent of the assets of the wealthy
originates from inheritance.

The fact that four out of five millionaires are first-generation rich
raises the question: if inheritance is not the source of their wealth,
how did these individuals become millionaires? The data in Table
3 already demonstrate the central importance of entrepreneurship.
In addition, Stanley and Danko show that a primary mechanism of
achieving wealth is for families to manage their money effectively
and lead a frugal lifestyle. Contrary to conventional wisdom, most
millionaires do not lead high-priced lifestyles. For example, the typ-
ical millionaire has never spent more than $400 on a suit and paid
just $24,800 for his current automobile. 3 5

31
Michael D. Hurd and Gabriella Mundaca, 'The Importance of Gifts and Inheritances among

the Affluent," in The Measurement of Saving, Investment, and Wealth, eds. Robert E. Lipsey
and Helen Stone Tice, 737-763 (Chicago, IL: University of Chicago Press, 1989).

32 James P. Smith, "Inheritances and Bequests," In Wealth, Work, and Health, ed. James P.
Smith and Robert J. Willis, 121-149 (Ann Arbor, MI: University of Michigan Press, 1999), 137.

33
Analysis of October 2003 Forbes data in Paul A. Samuelson and William D. Nordhaus,

Microeconomics, 18th ed. (Boston, MA: McGraw Hill, 2005), 388.
34 Paul G.. Schervish and John J. Havens, "Extended Report of the Wealth with Responsibility

Study," Social Welfare Research Institute, Boston College (March 2001), 10.
3 5

Stanley and Danko, 31, 112.

Table 3. Source of Wealth for 100 Richest Americans

Number of Net Worth

Source of Wealth Persons Billions Percent

Inheritance 8 $18.8 3.0%

Finance 16 $99.4 15.9%

Entrepreneurship 76 $506.7 81.1%

Commu-unications 12 $70.4 11.3%

Entertainment 3 $9.5 1.5%

Industry 13 $72.7 11.6%

New Economy 12 $152.7 24.4%

Oil 6 $19.8 3.2%
Real Estate 9 $28.4 4.5%

Retailing 21 $153.2 24.5%

Total 100 $624.9 100.0%
Source: Forbes and Samuelson and Nordhaus.
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B. Charitable contributions
Another objection to a reduction in the estate tax is that it would

reduce contributions to charitable organizations. Because the estate
tax allows individuals to deduct from their taxable estate any be-
quests to charitable organizations, there is a significant tax advan-
tage to donate money at one's death. Reducing the tax on estates,
the argument goes, could cause people to donate less money to
charity. Recent research on this subject, however, indicates that
the charitable tax deduction exerts only a modest, if any, stimula-
tive effect. Although the charitable deduction may affect the timing
of donations, it may not significantly alter the overall level of giv-
ing.

Figure 3. Average Charitable Bequests on Estate Tax Returns
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Despite the substantial tax benefits, a casual review of the data
provides little evidence that tax incentives greatly affect charitable
bequests. According to IRS data, only 18.5 percent of taxable estate
tax returns actually made a charitable bequest on returns filed in
2004.36 In other words, four out of five taxable estate tax returns
did not take advantage of the price benefit of a charitable bequest.
Given the steep marginal tax rates of the estate tax, one might ex-
pect charitable bequests to be much more common. Remarkably, a
similar percentage-22 percent-of households nationwide (most of
whom do not receive tax benefits from charitable bequests) have ei-
ther already included a charitable bequest in their will (8 percent)
or are considering doing so (14 percent).3 7

In addition to looking at patterns of giving among estate tax re-
turns; it is useful to consider patterns of charitable giving over
time. Proponents of the estate tax assert that all else being equal,

36
The term "taxable estate tax returns" refers to returns that actually paid some amount of

estate tax. Joint Economic Committee calculations based on data from Internal Revenue Service,
"Estate Tax Returns for 2005," online at http://www.irs.gov/taxstats/indtaxstats/article/
0,,id=96442,00.html.

37Scott R. Lumpkin, "A New Perspective on Philanthropy: Planned Giving in the United
States," Trusts & Estates 140, no. 6 (June 2001): 14-17, 48.
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a reduction in estate taxes reduces the tax benefit of charitable be-
quests and should result in lower bequest levels. The estate tax re-
ductions that began in 2002 provide an opportunity to test this as-
sertion.

The picture is somewhat complicated, however, by the fact that
EGTRAA requires fewer estates to file returns. Some estates that
no longer are required to file returns may still be making chari-
table bequests, but those gifts are not included in IRS data. Be-
tween 2001 and 2004 the number of estate tax returns filed with
the IRS fell 42 percent, and the aggregate value of gross estates
on those returns dropped by $23 billion (16 percent) in inflation-
adjusted dollars. In light of these numbers, it is perhaps not sur-
prising that total charitable bequests on estate tax returns fell $2.3
billion between 2001 and 2004, though the decline among taxable
estates was just $923 million (in 2005 dollars). An additional con-
sideration is that there are significant fluctuations from year to
year unrelated to changes in tax policy. Looking over a 46 year
time period (1959 to 2004), total charitable bequests are closely cor-
related with overall charitable giving.3 8

Nonetheless, the evidence suggests that the impact of the estate
tax reductions has been mild or even non-existent. In fact, the 2005
edition of Giving USA, published annually by the AAFRC Trust for
Philanthropy (an organization that seeks to advance philanthropy),
reported that "Despite predictions, there has been no observed im-
pact on charitable giving from the gradual change in estate tax fil-
ing requirements."3 9 A number of facts are consistent with such a
conclusion. First, the total amount of charitable bequests in nomi-
nal dollars, on and off of estate tax returns, was exactly the same
in 2001 (before EGTRRA) and 2004: $19.8 billion.40 Second, the
size of the average charitable bequest on estate tax returns has in-
creased significantly, rising more than 40 percent between 2001
and 2004 (Figure 3).41 Third, bequests as a share of gross estate
have increased after EGTRAA, growing from 7.4 percent over
1999-2001, compared to 7.9 percent for 2002-2004; among taxable
returns, the share rose from 7.4 percent to 8.5 percent. 42 Finally,
the percent of estate tax returns that made a charitable bequest
rose from 16.9 percent for the period 1999-2001 to 17.7 percent for
the period 2002-2004; for taxable returns, the rates were 20.6 per-
cent and 21.2 percent, respectively.4 3 As noted above, IRS data do
not tell the whole story, since the data exclude charitable bequests
by estates no longer subject to the estate tax.

Notably, these changes generally follow the same patterns across
different estate sizes. For example, among taxable returns, total be-
quests for estates greater than $5 million declined just eight tenths
of a percentage point; bequests were also similar for estates greater

38The correlation statistic between the two data series is 0.990. The data being compared are
total charitable giving from all sources and all charitable bequests (including those from dece-
dents who did not file an estate tax return). JEC calculation using data from AAFRC Trust for
Philanthropy, Giving USA 2005 (New York, NY: AAFRC Trust for Philanthropy, 2005), 194-195.

39 Ibid., 29.
4 0 In constant terms, the change between 2001 and 2004 was a drop of 6.2 percent. AAFRC

Trust for Philanthropy, 194.4 1
Joint Economic Committee calculations based on data from Internal Revenue Service, "Es-

tate Tax Returns," (various years), online at http://www.irs.gov/taxstats/indtaxstats/article/
0,,id=96442,00.html.

42 Ibid.43 Ibid.
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than $10 million. Likewise, the increases in the percent of estates
leaving a bequest and bequests as share of estates are all con-
centrated in the larger estates (the very estates most likely to face
the highest marginal rates, and which therefore might be expected
to be most responsive to rate reductions).

To a certain degree, even these numbers overstate the scope of
charitable giving, as a very small number of estates account for the
vast majority of bequests to charity. The most recent data indicate
that the wealthiest 0.5 percent of decedents in the U.S. accounted
for 76 percent of all charitable bequests made in 2004. In fact, a
mere 0.011 percent of decedents (272 estate tax returns out of 2.4
million deaths) accounted for close to one-third (31 percent) of all
charitable bequests that year.# 4 This concentration of charitable be-
quests among a very few decedents raises the question of why some.
wealthy estates make very large donations, while others make
none at all.

The evident answer to this question is that gifts to charity are,
influenced by factors other than tax benefits, such as altruism or
amount of after-tax wealth. As Boston College researcher Paul
Schervish has observed, "Charitable giving, while spurred on by in-
creased material wherewithal, is advanced even more by increased
spiritual wherewithal." 45 Survey data show that charitable intent
outweighs tax incentives as a motivation for charitable bequests.
For example, in one survey of very wealthy families, the number
one factor cited by respondents as likely to increase charitable giv-
ing was "Find worthy cause that you feel passionate about." 46

Other research bears out such findings.4 7

Formal research into the impact of a reduction in estate taxes
generally finds that there are two opposite effects. First, there is
an increase in the tax price of making a donation, which dampens
the tax benefits of giving. . Second, there is an increase in the
amount of after-tax wealth, which boosts giving by augmenting
available resources. Debate over the impact of estate -tax repeal on
charitable giving generally, boils down to which of these two effects
dominates. -Some research has found that the charitable deduction
significantly increases charitable bequests.4 8 One study even pre-
dicted repealing the estate tax would reduce charitable bequests by
between 22 percent and 37 percent. 49

Other research, however, suggests that the stimulative effect of
the charitable deduction is not as large. For example, a 2000 study
by economist David Joulfaian found that charitable giving is highly
sensitive, to after-tax wealth. The net impact of the estate tax on

44
A similar pattern holds over the last five years as well. Joint Economic Committee calcula-

tions based on data from AAFRC Trust for Philanthropy; Internal Revenue Service; and U.S.
Department of Health and Human Services, Center for Disease Control, National Vital Statistics
Reports 53, no. 21 (June 28, 2005), data updated -2/15/2006, 1.

45Paul G. Schervish, 'Wealth and Philanthropy," in Philanthropy in America: A Comprehen-
sive Historical Encyclopedia, ed. Dwight F. Burlingame, 507 (Santa Barbara, CA: ABC-CLIO,
2004).

46Schervish and Havens, 27.
4 7

See, for instance, Len Scholl, "Successful Charitable Planning Starts with an Understanding
of Client Motivations," National Underwriter: Life & Health 108, no. 47 (December 13, 2004):
14-15; and Janice H. Burrill, "The Effects of Estate Tax 'Repeal' on Philanthropy," Trusts &
Estates 140, no. 10 (October 2001): 20-26.

48See, for example, Michael J. Brunetti, "The Estate Tax and Charitable Bequests: Elasticity
Estimates Using Probate Records," National Tax Journal 63, no. 2 (June 2005): 165-188.
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Jon M. Bakija and William Gale, "Effects of Estate Tax Reform on Charitable Giving,"

Urban-Brookings Tax Policy Center (July 2003).
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charitable bequests is difficult to quantify, leading Joulfaian to sug-
gest that "the estate tax has a modest effect on giving." 50 In a 2005
study from the U.S. Treasury Department's Office of Tax Analysis,
Joulfaian utilized more recent data to find that the estate tax "has
little effect on bequests." 51 That study went on to conclude:

The estimated effects of estate taxation vary consider-
ably depending on whether behavior and estate planning
reflect the current or expected tax regimes. If donors are
assumed to respond to the tax regime in place at the date
of death, then estate tax repeal would lead to a small re-
duction in bequests. On the other hand, if donors plan
with the future tax regime in mind, then estate tax
repeal may lead to a small increase in gifts. 5 2 (empha-
sis added)

One of the most revealing studies on this subject found that indi-
viduals who gave generously during their life gave little at death,
while those who gave little during life tended to give much more
at death.53 In brief, this research suggests that tax incentives play
a relatively limited role in determining total lifetime giving. Tax in-
centives may induce some donors to give their contributions earlier
in life, but on balance, it appears that tax incentives (both income
and estate) do not greatly alter the total amount of charitable giv-
ing made over an individual's lifetime.

Table 4. Desired & Expected Distribution of Estates
* . Expecte * Desired * Difference

d
* Heirs * 47% * 64% . +17%
* Taxes * 37% * 9% * -28%
* Charity * 16% * 26% * +10%
* Other . 0% * 1% . +1%

Source: Schervish and Havens.

The estate tax may actually be a significant barrier to charitable
giving, as estate taxes crowd out charitable bequests. Decisions
about charitable bequests typically are made on the basis of after-
tax wealth. If an estate faces a large tax liability, then there are
fewer resources left over to allocate between heirs and charities. An
increase in after-tax wealth could, therefore, offset, in part or in
whole, the effect of losing the tax benefit of giving.

Survey evidence supports this perspective. A survey of wealthy
households (net worth of at least $5 million) found that respond-
ents expected to distribute 16 percent of their estates to charity
and 37 percent to taxes (Table 4). However, respondents also indi-
cated how they would prefer to distribute their wealth, with 26 per-

5 0
David Joulfaian, "Estate Taxes and Charitable Bequests by the Wealthy," National Bureau

of Economic Research, Working Paper 7663 (April 2000), 21.
5 1

David Joulfaian, "Estate Taxes and Charitable Bequests: Evidence from Two Tax Regimes,"
U.S. Department of Treasury, Office of Tax Analysis, OTA Paper 92 (March 2005), 19.5 2

Ibid., 20.
53 Eugene Steuerle, "Charitable Giving Patterns of the Wealthy," in America's Wealth and the

Future of Foundations, ed. Teresa Odendahl, 203-221 (New York, NY: The Foundation Center,
1987).
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cent going to charity and just 9 percent to taxes. In other words,
for a $10 million estate,- the wealth holder might expect to leave
$1.6 million to charity. In the absence of excessive estate taxation,
the amount going to charity would increase more than 60 percent
to $2.6 million.54

C. Federal revenue

A third objection to cutting estate taxes is the loss of-government
revenue. The estate tax accounts for a relatively small portion of
federal revenue. Although the $28 billion that the estate tax is ex-
pected to raise in 2006 is hardly insignificant, it amounts to only
1.2 percent of the $2.3 trillion in total receipts (Figure 4). Over the
next five years (2006-2010), the Congressional Budget Office esti-
mates. that estate tax revenue will account for 1.0 percent of total
revenue.55

In a curious twist of analysis, the.Joint Committee on Taxation
(JCT) has estimated that the total revenue loss from. estate tax

repeal would -actually exceed 'the revenue the tax -raises. -At the
time of JCT's analysis, the estate tax was expected to raise $218
billion over 2011 to 2015 (the years when the current reduction and
repeal of the estate tax expires).56 However, JCT estimates that
over that same time period repeal would lose $281 billion.57 In
other words, the revenue lost from estate tax repeal equals 129
percent of the actual revenue that -it is supposed to raise. 58 This
appears to be the same as pouring 13 -gallons of water out of a 10
gallon jug.

5 4 Schervish and Havens, 35.
55 U.S. Congress, Congressional Budget Office, The Economic and Budget Outlook: Fiscal

Years 2007-2016 (Washington, DC: Congressional Budget Office, 2005), 84.
66U.S. Congress, Congressional Budget Office, The Economic and Budget Outlook: Fiscal

Years 2006-2015 (Washington, DC: Congressional Budget Office, 2005), 78.
57

The JCT maintains that estate tax repeal would also reduce capital gains revenue. U.S.
Congress, Joint Committee on Taxation, 'Estimated Budget Effects of the Revenue Provisions
Contained in the President's Fiscal Year 2006 Budget Proposal," JCX-10-05 (3/9/2005)

58 For a critique of JCT's methodology, see Daniel Clifton, "Learning from History: JCT's Stat-
ic Score Can Not Determine the Real Revenue Effect of Repealing the Estate Tax," American
Family Business Institute (July 2005).
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Notwithstanding JCT's peculiar methods of accounting, there is
abundant evidence that the estate tax, along with its high compli-
ance costs and impact on capital accumulation, may actually cause
income tax revenue losses for the federal government. In addition,
the primary payers of the estate tax, the wealthy, tend to be well-
educated about and willing to engage in extensive tax avoidance
strategies.5 9 In fact, the estate tax affords so many avoidance and
minimization opportunities that some observers have dubbed it a
"voluntary tax."60 It is difficult for any tax to assess accumulated
savings and capital because such holdings can be manipulated
through tax-free transfers and favorable asset valuation.

Estate taxes, as well, are ultimately self-defeating in the sense
that they simply encourage consumption of savings rather than
leaving bequests. This fact led Joseph Stiglitz, chairman of Presi-
dent Clinton's Council of Economic Advisers, to conclude that,

Of course, prohibitively high inheritance tax rates
generate no revenue; they simply force the indi-
vidual to consume his income during his lifetime.61

(emphasis added)
The impact of the estate tax on overall revenues primarily comes

from reduced wealth accumulation (or increased consumption) and
increased tax avoidance efforts. These factors impact revenue
through the inefficiencies and distortions introduced by the estate
tax, which in turn, reduce the amount of taxable income and
wealth in the economy, thereby depressing federal tax revenue.

5 9
See generally Munnell, infra note 75; and Wojcieh Kopczuk and Joel Slemrod, "The Impact

of the Estate Tax on the Wealth Accumulation and Avoidance Behavior of Donors," National
Bureau of Economic Research, Working Paper 7690 (October 2000).

60 See George Cooper, A Voluntary Tax?: New Perspectives on Sophisticated Estate Tax Avoid-
ance (Washington, DC: Brookings Institution, 1979); and Edward J. McCaffery, "A Voluntary
Tax? Revisited," in Proceedings: 93rd Annual Conference on Taxation and Minutes of the An-
nual Meeting of the National Tax Association, November 9-11, 2000, ed. James R. Hines, Jr.,
268-274 (Washington, DC: National Tax Association, 2001).51

Bevan and Stiglitz, 21.
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The impact of these effects is most apparent in the negative im-
pact on income tax revenue. Most assets generate some degree of
taxable income: stocks are taxed on their dividends and realized
capital gains, checking and savings accounts produce taxable inter-
est, annuities typically yield income that is at least partially tax-
able, and many bonds generate taxable interest. If taxable asset
levels are lowered due to the estate (either from reduced savings
or increased avoidance), then the income and other taxes are also
reduced.

A study by Stanford University economist Douglas Bernheim ex-
amined the impact of just one aspect of tax avoidance: the tax-in-
duced shifting of resources from parents to heirs. In general, in-
come tax revenue is lost whenever assets are transferred from par-
ents in high income tax brackets to children (who typically face
lower tax rates) or to tax-exempt organizations through charitable
bequests and family trusts. Through an analysis of estate tax re-
turns under different assumptions and tax regimes, Bernheim
found that the income tax revenue loss associated with these fac-
tors is very large relative to the revenue raised by the estate tax.
In sum, Bernheim concluded:

Although it is very difficult to estimate these effects pre-
cisely, in recent years true estate tax revenues may
well have been negative.6 2 (emphasis added)

Additional research shows that tax rates have a significant im-
pact on such giving to heirs. Bernheim and others have found that
such inter vivos giving is "highly responsive to applicable gift and
estate tax rates."6 3 Joulfaian also has reached results that "dem-
onstrate that taxes have significant effects on the timing of trans-
fers."64 These findings lend credence to the contention that the es-
tate tax results in at least some revenue loss under the income tax
due to premature transfers to heirs.

In addition, a growing body of literature examines the effect of
the estate tax on the size of estates reported to the IRS. Most re-
cently, David Joulfaian, of the U.S. Treasury's Office of Tax Anal-
ysis, has published evidence that suggests that "estate taxes have
a dampening effect on the reported size of taxable estates."f65 Ana-
lyzing data from a.50 year period (1949-2001), Joulfaian estimates
that the estate tax reduces the size of reported estates by 14 per-
cent.

To put the 14 percent estimate in perspective, consider that for
2004, total taxable estates reported to the IRS amounted to ap-
proximately $108 billion. If that amount reflects the 14 percent re-
duction estimated by Joulfaian, then the true level of taxable es-

62B. Douglas Bernheim, "Does the Estate Tax Raise Revenue?" in Tax Policy and the Econ-
omy, vol. 1, ed. Lawrence H. Summers, 113-138 (Cambridge, MA: MIT Press, 1987)..

63B. Douglas Bernheim, Robert J. Lemke and John Karl Scholz, "Do Estate and Gift Taxes
Affect the Timing of Private Transfers," National Bureau of Economic Research, Working Paper
8333 (June 2001), i.64

David Joulfaian, "Choosing Between Gifts And Bequests: How Taxes Affect the Timing of
Wealth Transfers," U.S. Department of the Treasury, Office of Tax Analysis, OTA Paper 86
(May 2000), 23.

6
5
Dand Joulfaian, "The Behavioral Response of Wealth Accumulation to Estate Taxation:

Time Series Evidence," Office of Tax Analysis, U.S. Department of the Treasury, OTA Paper
96, (November 2005), 1.
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tates was actually $125 billion. In other words, the estate tax itself
reduced the reported level of estates by $17.5 billion.

In another study on the subject, Wojciech Kopczuk and Joel
Slemrod examined the size of reported estates and summary meas-
ures of the estate tax rate structure. Looking at data from 1916 to
1996, they found that higher rates are "generally negatively related
to the reported aggregate net worth of the top estates as a fraction
of national wealth," a finding that is consistent with the notion
that estate taxes reduce wealth accumulation and increase tax
avoidance.66 The authors go on to report a negative relationship be-
tween marginal estate taxes and the reported net worth of estates,
concluding:

When we investigate measures of the tax rate that pre-
vailed during one's lifetime rather than at death, the esti-
mated negative behavioral response to estate taxes is more
pronounced. In particular, the marginal tax rate at the age
of 45 dominates all other measures, and the estimated
elasticity with respect to (one minus) the tax rate is 0.16,
and is statistically significant. Such a number is also eco-
nomically significant, because it implies that an estate tax
rate of 50 percent would reduce the reported net worth of
the richest half of the population by 10.5 percent when its
effect is fully realized many years later.67

In yet another study, Kenneth Chapman, Govind Hariharan and
Lawrence Southwick, Jr. found evidence that higher estate tax
rates result in reduced asset levels. Following significant rate in-
creases in 1941 and 1977, estate tax revenue as a share of GDP
decreased. In contrast, after rates were lowered in 1984, revenue
as a share of GDP increased. 68 A regression analysis of revenue
data and tax rates provided "evidence that tax revenues from the
estate tax declined during periods of higher tax rates, which sug-
gests that individuals may be reducing the amount of their
bequeathable (taxable) estates in response to the higher taxes."6 9

In other words, the evidence indicates that higher tax rates are as-
sociated with a smaller amount of taxable assets. This finding rein-
forces the findings of Joulfaian and Kopczuk and Slemrod reported
above.

Other research has quantified the true revenue effect from repeal
of the estate tax. The CONSAD Research Corporation developed a
computer simulation model to estimate the revenue impact of per-
manent estate tax repeal coupled with limited step-up in basis for
the calculation of estates' capital gains realizations.70 The

66
Wojciech Kopczuk and Joel Slemrod, "Wealth Accumulation and Avoidance Behavior," in

Rethinking Estate and Gift Taxation, eds. William G. Gales, James R. Hines, Jr. and Joel
Slemrod, 338-339 (Washington, DC: Brookings Institution Press, 2001).

6 7 Ibid., 339.
68

Under the Economic Recovery Act of 1981 and subsequent legislation, top statutory estate
tax rates were gradually reduced from 70 percent to 55 percent. The year 1984 marks the com-
pletion of the rate phase down.

69Kenneth Chapman, Govind Hariharan and Lawrence Southwick, Jr., "Estate Taxes and
Asset Accumulation," Family Business Review 9, no. 3 (Fall 1996): 267.

70Under the proposal reviewed by CONSAD, assets would receive no step-up in basis. Instead,
heirs would receive a $1.3 million exemption from capital gains taxes, but everything above that
level would be taxed at the capital gains tax rate when the assets are sold.
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CONSAD model predicts such a proposal would yield a net gain to
the U.S. Treasury:

Those results demonstrate that immediate repeal of the
estate tax and adoption of the specified limited step-up in
basis will generate a cumulative net increase in govern-
ment tax revenues equal to $38.0 billion over the period
from 2003 through 2012. That net increase will consist of
$231.2 billion in additional revenues from the. capital gains
tax and the personal income tax, which will more than off-
set the forgone $193.0 billion in estate tax revenues.71

The conclusion to be made from this collection of research is that
the estate tax clearly results in losses in federal income tax
revnues. Even aside from economic loss caused by reduced asset ac-
cumulation, the true net revenue of the estate tax to the federal
treasury is less than the official, static measures of its revenue
yield. Although the exact magnitude of the effect is not known, the
research of Bernheim and CONSAD supports the contention that
repeal of the estate tax will not result in a revenue loss for the fed-
eral government (and may even result in a net revenue gain).

IV. ARGUMENTS AGAINST ESTATE TAXATION

Opposition to the estate tax generally emphasizes five negative
effects of the tax. The five arguments considered here are that-the
estate tax: inhibits capital accumulation and economic growth;
threatens the survival of family businesses and depresses entrepre-
neurial activity; hinders income and wealth mobility; violates the
principles of good tax policy, such as simplicity and fairness; and
adversely impacts the conservation of environmentally sensitive
land.

A. Economic growth

Of all taxes imposed by the federal government, the estate tax
is one of the most harmful to economic growth when measured on
a per-dollar-of-revenue-raised basis.72 Although relatively small in
terms of revenue raised, the estate tax exerts a disproportionately
negative impact on the economy. At its basest level, the estate tax
adds yet another layer to the already heavy taxation of savings and
investment. Most of these savings have already been previously
subjected to the income tax at least once.

The negative economic effects primarily manifest in three ways.
First, the estate tax has excessively high compliance costs. Al-
though it is possible to largely avoid estate taxes, doing so requires
substantial expenditures and undesired allocation of resources. 73

Alicia Munnell, a member of President Clinton's Council of Eco-
nomic Advisers, estimated that the costs of complying with estate
tax laws are roughly the same size as the revenue raised. Specifi-

7 1Wilbur A. Steger and Frederick H. Rueter, "The Effects on Government Revenues from Re-
pealing the Federal Estate Tax and Limiting the Step-Up in Basis for Taxing Capital Gains,"
(Pittsburgh, PA: CONSAD Research Corporation, 2003), 4.

72 Of course, the true net revenue yield of the estate tax may be significantly closer to zero.
If so, the ratio of costs to revenue raised is much higher.

73 See supra note 60.
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cally, in an article co-authored with Henry Aaron, Munnell wrote
that

In the United States, resources spent on avoiding wealth
transfer taxes are of the same general magnitude as the
[revenue] yield, suggesting that the ratio of excess burden
to revenue of wealth transfer taxes is among the highest
of all taxes.74

Elsewhere, Munnell has written:
The compliance, or more appropriately, the avoidance

costs of the transfer tax system may well approach the
revenue yield.75

The estate tax is expected to raise $28 billion in fiscal year 2006.
If the estate tax generates $1 in compliance costs for every $1 in
revenue, then the aggregate cost of the estate tax would amount
to roughly $56 billion in 2005: $28 billion in revenue costs and $28
billion in avoidance costs. Thus, for every dollar of tax revenue
raised by the estate tax, another dollar is wasted simply to comply
with or avoid the tax.

A 2001 report from Douglas Holtz-Eakin (former Director of the
Congressional Budget Office) and Donald Marples provides esti-
mates of the distortion costs of the estate tax that are consistent
with the figures above. Holtz-Eakin and Marples report that the
distortion costs of the estate tax are equivalent to approximately 26
percent of pre-retirement savings.76 Over the years 2001-2005,
these costs averaged $34 billion per year.77

Second, the estate tax results in significant economic inefficien-
cies. For example, Holtz-Eakin and Marples have found that re-
placing the estate tax with a simple capital income tax would in-
crease economic efficiency. 78 A 1988 study by Roger Gordon and
Joel Slemrod found that differences in the rate of taxation on cap-
ital exacerbate distortions caused by the tax system.79 In tandem
with the high compliance costs, the distortions caused by the estate
tax decrease economic efficiency and serve as a negative influence
on economic growth.

Finally, the estate tax is a tax on capital, and ultimately reduces
the amount of capital in the economy. This effect results both from
reduced incentives to save and invest, and because the tax forces
privately held assets to be liquidated and transferred to govern-
mental control. Wealth that would otherwise serve productive uses
in the economy as capital assets shifts to consumption-intensive

7 4
Aaron and Munnell, 139.

7 5
Alicia H. Munnell, "Wealth Transfer Taxation: The Relative Role for Estate and Income

Taxes," New England Economic Review, Federal Reserve Bank of Boston (November/December
1988): 19.

7 6
Douglas Holtz-Eakin and Donald Marples, "Estate Taxes, Labor Supply, and Economic Effi-

ciency," Special Report, American Council for Capital Formation (January 2001).7 7
Joint Economic Committee calculations using the methodology described in Holtz-Eakin and

Marples, "Estate Taxes," supra note 76; and inflation-adjusted (2005 dollars) data from U.S. De-
partment of Commerce, Bureau of Economic Analysis, "Personal Income and Its Disposition,"
Tables 2.1 and 1.1.9, online at http.//www.bea.gov/bea/dn/nipaweb/index.asp.

78Douglas Holtz-Eakin and Donald Marples, "Distortion Costs of Taxing Wealth Accumula-
tion: Income Versus Estate Taxes," National Bureau of Economic Research, Working Paper 8261
(April 2001), 21.

79Roger H. Gordon and Joel Slemrod, 'Do We Collect Any Revenue from Taxing Capital In-
come," in Tax Policy and the Economy, vol. 2, ed. Lawrence H. Summers, 89-130 (Cambridge,
MA: MIT Press, 1988).
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government uses. Holtz-Eakin and Marples, for example, have re-
ported a clear and significant negative relationship between capital
accumulation and estate taxes.80 Similarly, James Poterba, an
economist at the Massachusetts Institute of Technology, has esti-
mated that the federal estate tax increases the effective tax burden
on capital income by 1.3 to 1.9 percentage points.81

By reducing the after-tax return on investment, the estate tax
encourages consumption and discourages savings, which in turn
cause. the capital stock to grow at a slower rate. To illustrate this
effect, consider a situation where parents must choose between
leaving an asset to their children or consuming it themselves.
When faced with a 46 percent marginal tax rate, the "price" of be-
queathing $1 is $1.85 (i.e., in order for an heir to receive $1, the
decedent must leave $1.85 in pre-tax assets). Alternatively, the
parents could consume significantly more of that $1.85 for their
own benefit. In the presence of high marginal estate tax rates, the
decision between consumption and saving is significantly biased in
favor of consumption. In his public finance textbook,-Stiglitz, while
admitting to some ambiguity, argues that on balance estate taxes
"probably" reduce savings.82

In addition, the U.S. imposes one of the heaviest tax burdens on
estates among industrialized economies. According to an American
Council for Capital Formation survey of 50 nations, the average tax
rate on estates is just 24 percent.8 3 With a top estate tax rate of
46 percent in 2006, family businesses and intergenerational trans-
fers are at a significant disadvantage internationally. Only Japan
and South Korea have steeper tax rates on estates than the U.S.
Nearly half the countries surveyed-including Canada, China, Aus-
tralia, Mexico, Russia, India, Sweden and Switzerland-have no
death tax whatsoever.

A comprehensive estimate of all the negative impacts of the es-
tate tax on the economy is beyond the scope of this paper. How-
ever, an econometric framework is available for analyzing the effect
of the estate tax on the existing capital stock. According to pub-
lished: research, every $1 reduction in the annual flow of
intergenerational transfers is associated with a corresponding loss
of roughly $39 in the long-run amount of capital in the economy.8 4

The 1998- Joint Economic Committee study The Economics of the
Estate Tax estimated that the effect of the estate tax on capital ac-
cumulation in 1995 was a loss of approximately $497 billion. Using
the same methodology, but with. updated data, the present study
estimates that the estate tax has reduced the stock of capital in the

8
0

Holtz-Eakin and Marples, "Distortion Costs of Taxing Wealth Accumulation." See also
Kopczuk and Slernrod, "Wealth Accumulation."

8
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James Poterba, "The Estate Tax and After-Tax Investment Returns," University of. Michi-

gan, Office of Tax Policy Research, Working Paper 98-11 (December 1997), 17, 40.
82Joseph E. Stiglitz, Economics of the Public Sector, 1st ed. (New York: W.W. Norton & Com-

pany, 1986), 487.
8

3
American Council for Capital Formation, "New International Survey Shows U.S. Death Tax

Rates among Highest," Special Report (July 2005), online at http://www.accf.org.
84 Laurence J. Kotlikoff and Lawrence H. Summers, "The Role of Intergenerational Transfers

in Aggregate Capital Accumulation," Journal of Political Economy 89- no.- 4 (1981): 706-732; and
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economy by approximately $847 billion, or 3.8 percent.85 To put
this figure in perspective, the estate tax raised $761 billion (in in-
flation-adjusted dollars) over 1942 to 2001. While it is likely that
some of these tax payments would have been consumed instead of
saved, it is also likely that considerably more resources would have
been transferred intergenerationally due to increased saving, re-
duced compliance costs and compounding. The estimate of lost cap-
ital does not account for any of the incentive, compliance or distor-
tion effects noted above.

Thus, if the estate tax had not existed over the last several dec-
ades, the amount of capital in the economy would be nearly $850
billion higher. Since capital is a fundamental ingredient for eco-
nomic growth, the loss of such capital reduces economic output. Al-
though the exact magnitude of the impact on economic growth is
difficult to assess, the direction of the effect is unambiguously neg-
ative.8 6

B. Family businesses and entrepreneurial activity

In addition to the aggregate effect on capital accumulation and
economic efficiency, the estate tax exerts a strongly negative influ-
ence on entrepreneurial activity. Entrepreneurship infuses the
economy with risk-takers willing to exploit new technologies and
enables families to achieve upward income mobility. By hindering
entry into self-employment and by breaking up family-run busi-
nesses, the estate tax inhibits economic efficiency and stifles inno-
vation.

Prior to EGTRRA, the tax code offered family businesses some
limited estate tax relief. The chief provision was a deduction for
qualified family-owned businesses that allowed such firms to shel-
ter up to $1.3 million from estate taxation. However, EGTRRA re-
pealed this provision effective in 2004, when the unified credit in-
creased to allow all estates to shield $1.5 million in assets, thus su-
perseding the older provision. Other provisions preserved in
EGTRRA for family-run businesses include the ability to apply to
the IRS to pay estate tax bills in installments over 14 years. This
feature is useful for family farms, which may be asset-rich but
cash-poor. Family businesses may also attempt to apply special
valuation rules to their enterprise, which allow them to be valued
at their current actual usage (subject to caps on the reduction in
value), rather than at a potentially more valuable usage. EGTRRA
made it easier for family businesses to qualify for these benefits.

Although these tax provisions provide some relief, they are often
inadequate to prevent the estate tax from breaking up many family
businesses. A 2005 article in Tax Notes dissects estate tax relief
targeted at family businesses to find that such provisions are of
limited value. The complexity of the relevant laws and regulations

85The estimate of $847 billion represents the long-run increase in private fixed assets that
would exist in 2001 if the estate tax did not exist. The estimate was calculated as the steady-
state amount of capital that would result if all estate tax payments were instead passed from
one generation to the next. For a more detailed description of the methodology used to quantify
the impact on capital accumulation, see the Methodology Appendix in Miller, The Economics of
the Estate Tax, 36-39.

86Nishiyama (supra note 20) provides an alternative perspective confirming this finding. Sim-
ulating the effect of a 100 percent estate and gift tax, Nishiyama found that gross national prod-
uct (GNP) would drop by between 3.6 percent and 4.9 percent. National wealth would fall even
further, declining 11 percent to 16 percent.
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is sufficient to deter many law firms from even considering seeking
such relief for their clients.8 7

The actual usage patterns of the family business provisions re-
flect this conclusion. Prior to EGTRRA, there were three provisions
primarily aimed at providing relief to small and family-owned busi-
nesses: special "current use" valuation (Internal Revenue Code sec.
2032A), an additional exemption for qualified family-owned busi-
nesses (sec. 2057), and extended payment period (sec. 6166). In
1999, there were 103,979 estate tax returns filed, of which 11,0196
returns included a closely-held business interest.8 8 Of these firms,
just 225 estates took advantage of the special use valuation, and
888 made use of the exemption for family. business; a relatively
meager 524 returns elected to use the extended payment option.89

IRS data indicate that between 1995 and 2004, more than 37,000
estates that paid estate taxes included closely-held businesses
among their assets, and that these closely-held business assets
were worth a cumulative total of $67 billion in 2005 dollars.9 0 In
addition, taxable estate tax returns included 24,000 with farm as-
sets, 50,000 with limited partnerships, and nearly 28,000 with
other noncorporate businesses over the last ten years (Figure 5).91
The assets in these three categories had a cumulative value of $37
billion. Thus, tens of thousands of small and family businesses;
worth $104 billion, were subject to the estate tax over the last ten
years. These data clearly indicate that the estate tax has broad and
significant costs for thousands of family businesses.

87William W. Beach, Harold I. Apolinsky and.Craig M. Stephens, "Targeted Family Business
Carveout Fails to Avoid Estate Tax," Tax Notes (4/18/2005): 365-368.

88Internal Revenue Service.
89 U.S. Congress, Joint Committee on Taxation, Description and Analysis of Present Law and

Proposals Relating to Federal Estate and Gift Taxation, JCX-14-01 (3/14/2001), 34.
goThis is a conservative estimate of the number of firms affected by the estate tax since it

ignores businesses that did not pay estates taxes, either because they expended enough re-
sources to avoid the tax or because the costs of estate planning impeded the growth of such
firms. Joint Economic Committee calculations based on data from Internal Revenue Service.

9'Note that these tax data only list farm assets and do not include the value of farmland
(which is included in the broad category of real estate assets). However,- since the presence of
farm assets likely correlates closely with farm businesses, the number of taxable returns with
farm assets is a reasonable proxy for the number of farm businesses.
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Survey data suggest that the estate tax continues to be a pri-
mary reason why small businesses fail to survive beyond one gen-
eration. Close to two-thirds (64 percent) of respondents in one sur-
vey of family businesses reported that the estate tax makes sur-
vival of the business more difficult.9 2 In other surveys, 87 percent
of black-owned firms and 93 percent of manufacturing firms re-
sponded that the estate tax was an impediment to survival.93 A
survey of family business owners by Prince & Associates found that
98 percent of heirs cited "needed to raise funds to pay estate taxes"
when asked why family businesses fail.94 Even if only a small per-
centage of the 550,000 small businesses that fail annually are at-
tributable to the estate taxes, the cumulative number affected over
time could be substantial. 95 In the context of the survey and tax
data described here, it is easy to see how the estate tax has con-
tributed to the failure of thousands of small and family-run busi-
nesses.

Estate tax planning is crucial for the succession of family busi-
nesses to the next generation. The presence of the estate tax al-
ready makes such succession planning unnecessarily complicated
and painful. Yet the current situation in which the level of estate
taxation is uncertain precludes sound planning. As the law now
stands, the estate tax will slowly be phased out over the next few
years until it is completely repealed in 2010. However, effective
January 1, 2011, the repeal itself is revoked, and the estate tax re-

92Joseph H. Astrachan and Roger Tutterow, "The Effect of Estate Taxes on Family Business:
Survey Results," Family Business Review 9, no. 3 (Fall 1996): 303-314.

93Joseph H. Astrachan and Craig E. Aronoff, "A Report on the Impact of the Federal Estate
Tax: A Study of Two Industry Groups" (Marietta, GA: Kenneseaw State College, Family Enter-
prise Center, 1995).

94 Russ Alan Prince and Karen Maru File, Marketing to Family Business Owners (Cincinnati,
OH: National Underwriter, 1995), 35.

9
5
Also, there were an estimated 23.7 million small businesses in 2003. Joint Economic Com-

mittee calculations using 1999-2003 data from U.S. Small Business Administration, Office of
Advocacy, The Small Business Economy (Washington, DC: Government Printing Office, 2004),
and data online at http://www.sba.gov/advo/index.html.

Figure 5. Taxable Estate Tax Returns with Listed Asset, 1995-
2004
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turns to the level that existed in 2001. Thus, a difference in death
of just a single day could mean the difference between no estate tax
at all or extremely punitive taxation.

The estate tax represents a significant barrier to small and fam-
ily-run businesses. Research showing this fact comes from Holtz-
Eakin and Marples, who wrote in 2001 (prior to the estate tax
phase-down and repeal in EGTRRA):

The study shows that entrepreneurs face an ex-
pected estate tax liability that is typically nearly
five times as large as that of non-entrepreneurs. Of
course, one might immediately suspect that entrepreneurs,
especially those who survive to later in their working ca-
reers, are simply more successful. The data, however, show
that simply having greater wealth is not the whole story;
instead, entrepreneurs face significantly higher average
and marginal tax rates because of the type of investments
they make.9 6 (emphasis added)

Not only do entrepreneurs face higher tax rates, but they are
also less likely to have the resources needed to meet their estate
tax liabilities. Facing high estate tax rates, many business owners
purchase life insurance to provide their heirs with additional- liquid-
resources to pay the estate tax. However, even the addition of life
insurance payments leaves businesses with insufficient resources.
Researchers Holtz-Eakin, John W. Philips and HarveyRosen, writ-
ing in a 1999 study, reported:

Our results suggest that owners of businesses buy more
[life] insurance than other individuals, but even together
with the liquid assets in their portfolios, there is insuffi-
cient money to cover estate taxes.97

The principal reason that estate taxes cause such disruption to
family businesses is that they impose large cash demands. on firms
that generally have limited access to liquid assets. For example,'
the typical small business owner has 60 percent of the family net
worth invested in the business.9 8 Smaller firms; typically lacking
access to capital from financial markets, may be unable to obtain-
the optimal amount of capital to finance their investments.
Intergenerational transfers function, in essence, as a sort of inter-
nal financing mechanism. To the degree that estate taxes reduce or
limit intergenerational transfers, they also reduce the amount of fi-
nancing available for investment in small or family-run enter-.
prises.

Inheritances play an important role in alleviating the liquidity
constraints that impede the formation and success of small busi-
nesses. A 1994 study found that individuals who receive an inherit-
ance are more likely to become self-employed, and those who are

96Holtz-Eakin and Marples, "Estate Taxes, Labor Supply, and Economic Efficiency," 4.
97Douglas Holtz-Eakin, John W. Phillips and Harvey S. Rosen, "Estate Taxes, Life Insurance,

and Small Business," National Bureau of Economic Research, Working Paper 7360 (September
1999), 23.

98John L. Ward, Drew Mendoza, Joseph H. Astrachan, and Craig E. Aronoff, "Family Busi-
ness: The Effect of Estate Taxes" (Chicago, IL: Center for Family Business and Family Enter-
prise Center, 1995), 29.
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already self-employed are more likely to remain so.99 Overall, the
authors estimate that receiving a $270,000 inheritance results in
a 1.3 percentage point increase in survival probability and a 20
percent increase in gross receipts.100 Larger inheritances would
further improve survival probabilities.

C. Social mobility
The estate tax also has consequences for social mobility. Limiting

intergenerational transfers impedes the ability of families to climb
the economic ladder from one generation to the next. For many
parents, bequeathing accumulated savings to* their children may
allow the succeeding generation to move into higher wealth or in-
come groups. For others, passing on the family business creates the
opportunities needed for heirs to improve their economic well-
being.

To the degree that the estate tax disrupts the transmission of
family wealth to succeeding generations, the estate tax hinders up-
ward income mobility. Entrepreneurship is a key means by which
lower-income households move to a higher income class. For in-
stance, one study found that low-wealth workers who become self-
employed are more than twice as likely to move to a higher wealth
class than are individuals who continue traditional work.' 0 ' Re-
search shows that blacks are more likely. to become self-employed
if their parents are self-employed, and that self-employed black and
Hispanic men have higher long-run earnings than their wage and
salary counterparts.102 By making it more difficult for minorities to
continue a family business, the -harmful effects of estate taxes are
magnified for black-, Hispanic- and Asian-owned enterprises.

Key black business leaders have advocated estate tax repeal; ar-
guing that it is only since the Civil Rights Act of 1964 that blacks
have been able to accumulate wealth. Robert L. Johnson,. the-.
founder of Black Entertainment Television and contributor to Dem-
ocrat political causes, has even argued that "Elimination of the es-
tate tax will help close the wealth gap in this nation between Afri-
can-American families and white families." 103 Oprah Winfrey has
lamented the negative aspects of the estate tax on her TV show,
saying "I think it's irritating that once I die, 55% of my money goes
to the United States government .. -. You know why that's irri-
tating? Because you would have already paid nearly 50%." 104

Harry' C-. Alford, the president and CEO of the National Black

99Douglas Holtz-Eakin, David Joulfaian and Harvey S. Rosen, "Sticking It Out: Entrepre-
neurial Survival and Liquidity Constraints," Journal of Political Economy 102, no. 1 (February
1994): 68-71.

10°Holtz-Eakin, Joulfaian and Rosen estimate the effect to be $150,000 in 1985 dollars. When
adjusted for inflation (using the consumer price index), that amount translates to $272,258 in
2005 dollars.

ieiVincenzo Quadrini, "Entrepreneurship, Saving and Social Mobility," Federal Reserve Bank
of Minneapolis, Discussion Paper 116 (March 1997).

102 Robert W. Fairlie, "The Absence of the African-American Owned Business: An Analysis of
the Dynamics of Self-Employment," Journal of Labor Economics 17, no. 1 (January 1999): 80-
108; and Robert W- Fairlie, "Does Business Ownership Provide a Source of Upward Mobility for
Blacks and Hispanics?" in Public Policy and the Economics of Entrepreneurship, ed. Douglas
Holtz-Eakin and Harvey S. Rosen, 153-179 (Cambridge, MA, MIT Press, 2004).103

Ernest Holsendolph, "Bush Picks up Unexpected Ally in BET founder," The Atlanta Jour-
nal and Constitution, 8/26/2001. See also "African-American Business Leaders Call for End to
Estate Tax," New Pittsburgh Courier,- 4111/2001.
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Oprah Winfrey, as quoted in Editorial, "Death's Taxes," Wall Street Journal (7/28/1999).
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Chamber of Commerce, summed up the importance of wealth accu-
mulation for the black community:

We, as a people, have been freed from physical slavery
for over 134 years and we have yet to begin building
wealth. We cannot begin utilizing all of the advantages of
this free economy until we have gained enough wealth to
actively participate. It's just not civil rights; civil rights
can get you dignity and respect but we need more. It's just
not political empowerment; look at Zimbabwe or South Af-
rica where we now have enormous political empowerment
but, yet, no power due to lack of Black wealth. Civil rights
and political clout are nice but economic empowerment will
get you freedom and authority. Freedom and authority are
the keys to earthly happiness. . .

Getting rid of the 'death tax' will start to create a need-
ed legacy and begin a cycle of wealth building for Blacks
in this country. That would be a great start to breaking
the economic chains that bind us.'0 5

A similar sentiment has been expressed by leaders in the His-
panic community. The significance of passing a family business to
the next generation was the subject of a 2004 article in Hispanic
Trends by J.R. Gonzales, former president of the Hispanic Cham-
ber of Commerce:

What's happening here is that as Hispanics begin
achieving the American Dream, they become more focused
on keeping it-passing their hard-earned success to the
next generation. While other issues continue to be of con-
cern-immigration, health care and education, in par-
ticular-new issues like repeal of the Death Tax begin to
move forward.

These Hispanic business owners have undertaken enor-
mous financial risk: often, they were forced to borrow from
friends and family to build their businesses and keep them
afloat, and they feel a unique responsibility, as Hispanics,
to pass on what they've built to their children. 106

A 2004 study by Boston College researchers John Havens and
Paul Schervish shows that much African-American wealth will be
subject to the estate tax: 29 percent of African-American wealth is
now held in estates worth $1 million or more.'07 African-Americans
are also increasingly likely to be subject to the estate tax, with the
number of estates worth at least $1 million increasing by more
than 130 percent over the next generation.' 0 8 The authors further
estimate that over 2001-2055, African-American households are
likely to pay between $192 billion and $257 billion in federal estate

105 Harry C. Alford, "Blacks Should Help In Doing Away with the 'DEATH TAX'," National
Black Chamber of Commerce, online at http://www.nationalbcc.org/editorials/arti-
cle.asp?id=62&scope=editorials [accessed 4/19/06].

106 JR. Gonzales, "The Death Tax: A Menace to Entrepreneurship," Hispanic Trends (October
31, 2004).

107John J. Havens and Paul G. Schervish, "Wealth Transfer Estimates for African American
Households," Boston College, Center on Wealth and Philanthropy (October 2004), 19.

108Ibid., Table 10.
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taxes.'0 9 Put another way, the estate tax will wipe out between 11
and 13 percent of all African-American wealth.

Recent data from the U.S. Census Bureau also suggest that mi-
nority-owned businesses are increasingly likely to be affected by
the estate tax. Census Bureau data show that the number of His-
panic-, black- and Asian-owned business grew rapidly between
1997 and 2002, greatly exceeding the growth rate for the rest of
U.S. businesses."10 As can be seen in Table 5, the number of His-
panic-owned firms grew by 31 percent between 1997 and 2002.
Over the same time period, the number of black-owned firms
jumped by a dramatic 45 percent, and Asian firms rose 23.7 per-
cent. These growth rates far outpace the 6:7 percent rate for the
rest of U.S. businesses. These data imply that more minority-
owned firms will be affected by the estate tax in the future.

Table 5. Growth of Minority-Owned Businesses
1997 2002 Change

Hispanic 1,199,896 1,573,600 31.1%
Black 823,499 1,197,661 45.4%
Asian 893,590 1,105,329 23.7%

Rest of U.S. 17,904,949 19,098,095 6.7%
Source: Author's calculations and U.S. Census Bureau.

Ironically, the more successful Asian-, Hispanic- and black-owned
firms are the very ones to be hit hardest by the estate tax.

For many low-income minority or ethnic groups, the estate tax
represents an obstacle to successful family businesses. In a 2004
survey of Hispanic business owners by the Impacto Group, two out
of three (66 percent) respondents said. the estate tax affects their
ability to meet company goals by distracting their -attention and;
wasting resources,"' Half of all respondents in that survey report'
knowing of a Hispanic small business that has experienced hard-
ship because of the estate tax liability, including "selling off' equip--
ment or the business. One quarter of respondents said they them-
selves would sell part of the business to pay the tax, and 10 per-
cent would delay expansion of the business. In addition, as pre-
viously noted, 87 percent of black-owned firms in a 1995 survey -re-
sponded that the estate tax was an impediment to survival.1"2

The experiences of many of the 200-plus black newspapers in the
U.S. illustrate this point. Many of these firms are family-run busir
nesses that are struggling to maintain circulation and are under-

109 Ibid., 16-17.
"10 Data on business ownership come from the 2002 Economic Census, Survey of Business

Owners. The data presented come from three different-sources, all published by the U.S. Census
Bureau: Black-Owned Firms: 2002, SB02-OOCS-BLK (4/18/06); Hispanic-Owned Firms: 2002,
SB02-OOCS-HISP (3/21/06); and "Preliminary Estimates ofBusiness Ownership by Gender, His-
panic or Latino Origin, and Race: 2002" (7/28/05), available online at http://www.census.gov/csd/
sbo/.

III Impacto Group LLC, "Five-State Executive Interview Study of 100+ Hispanic Family-
Owned Businesses on Federal Estate Taxes" (Washington, DC: Impacto Group LLC, 7/14/2004).

112Astrachan and Aronoff.
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financed.113 For example, The Chicago Defender, founded in 1905,
was one of the leading African-American newspapers in the U.S.
for much of the twentieth century. In 1997, however, the owner
and publisher of the newspaper, John Sengstacke, died and left a
$3 million estate tax liability that the family could not afford. The
paper was in serious danger of going under until a nephew of the
owner came forward with a proposal to buy the paper.114 Although
The Chicago Defender survived, its story demonstrates how the es-
tate tax can threaten the survival of family-businesses with mar-
ginal financial health.

D. Fairness, simplicity and efficiency

The estate tax violates the three principles of good tax policy: eq-
uity (fairness), simplicity and efficiency. The large number of tax
avoidance options permitted under the estate tax means that the
tax will result in a tax burden distributed unfairly among payers
of the tax, will be unnecessarily complicated, and will significantly
distort taxpayer behavior.

Figure 6. Average Tax Rate on 2004 Estate Tax Returns
35%

"% [ . - . 29.2%. 29.3%

24.4%

5 ~~~~~~1.3%

m0 X 'V:'-': r.

I0.9%
10%

0%' - *'

Sli. $15 mili.lZ. 02l .lSs SS,. S 10 mii .. S 220 mull. " 2 20 m0ll rm. . .

Note: Data only include taxable returns.
Source: Joint Economic Committee calculations using Internal Revenue Service data.

In terms of equity and simplicity, the existence of so many loop-
holes virtually guarantees that the estate tax will violate the prin-
ciples of horizontal and vertical equity, as well as that of simplicity.
An individual worth $5 million can not only pay less in estate taxes
than other individuals worth $5 million, but can pay less than
those worth $1 million. According to IRS data for 2004 returns, the
average estate tax rate for the largest estates (gross estates over
$20 million) is actually lower than the average tax rate for estates
in the $2.5 to $5 million range (Figure 6).115 This aspect of estate
taxation was summarized by Munnell, who wrote:

113 Kathy Bergen, "Black Papers Fight for Life; Population Grows, but Readership, Ads in De-
cline," Chicago Tribune, 8/4/2002.

114Mark J. Konkol, "Judge Gives Approval to Sale of Defender," Chicago Sun-Times, 5/2/2002.
'
t 5

Joint Economic Committee calculations based on data from Internal Revenue Service.



63

Horizontal and vertical equity considerations have dis-
appeared in the estate and gift area; tax liabilities de-
pend on the skill of the estate planner, rather than
on capacity to pay.116 (emphasis added)

An efficient tax is. one that raises a given amount of revenue
while causing the least distortion in behavior. An efficient tax
should not impede economic growth or change the way people be-
have. As previously noted, Aaron and Munnell estimate that the
compliance costs of the estate tax are roughly the same size as the
amount of revenue raised:

In the United States, resources spent on avoiding wealth
transfer taxes are of the same general magnitude as the
[revenue] yield, suggesting that the ratio of excess burden
to revenue of wealth transfer taxes is among the highest
of all taxes.117

In 2006, the estate and gift taxes are expected to raise $28 bil-
lion. However, if the ratio of revenue to costs equals one, then the
true cost to the economy of these taxes will be closer to $56 billion.
In other words, for every $1 removed from the economy to pay es-
tate taxes, another $1 is wasted in order to comply with or legally
avoid the tax. The estate tax also causes changes in savings, in-
vestment and consumption behavior." 8 Measured in these terms,
the estate tax is highly inefficient.

E. Environmental conservation
An often overlooked aspect.of the estate tax is its harmful effect

on the environment. The impact manifests when heirs are forced
to divide up or develop environmentally sensitive land in order to
pay estate taxes. The problem of estate taxation faced by private
landowners was addressed in 1995's The Keystone -Report, the col-
lective efforts of environmentalists, landowners, business groups,
and government agencies to identify and recommend solutions to
the problems that private landowners face in conserving threatened
and endangered species and habitats. With regard to estate taxes,
The Keystone Report found that:

Federal estate tax requirements are a major obstacle for
private landowners whose land stewardship has been sen-
sitive to its environmental value and who would like to be
able to pass on their land to their heirs without destroying
that value. The imposition of federal estate taxes- often
forces large parcels of environmentally valuable- land to be
broken up into smaller, less environmentally valuable par-
cels. Some of the best remaining habitat for endangered
species is put at risk in this manner.119

When the time comes to pay estate taxes, real estate. assets often
generate a substantial tax liability that can only. be paid by devel-
oping the land. The impact is most apparent for natural habitats

"
6
Munnell, 18.

117 Aaron and Munnell, 139.
18 For examples of distorations, see supra notes * to §, , *, t, §, *, and §, and-accompanying

text.
119Keystone Center, The Keystone Dialogue on Incentives for Private Landowners-to Protect

Endangered Species-Final Report (Washington, DC: Keystone Center, 1995), 26.
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that are destroyed. Endangered species are affected as well, since
half of all listed species are primarily found on privately-owned
land.120 These effects of estate taxation led Michael Bean of The
Nature Conservancy to label the estate tax as "highly regressive in
the sense that it encourages the destruction of ecologically impor-
tant land in private ownership." 1 2 1

A 2001 analysis of estates and rural land holdings found that es-
tate taxes have a significant impact on land use. According to this
study, conducted prior to EGTRRA, approximately 2.6 million acres
of forest land must be harvested each year to pay for the estate
tax.122 Another 1.3 million acres must be sold to raise funds to pay
estate taxes, of which close to one-third (29 percent) is either devel-
oped or converted to other uses. Moreover, 36 percent of forest es-
tates incur an estate tax liability, a rate far higher than the overall
rate in the U.S. population. The estate tax undoubtedly is bad for
environmentally-important habitats and is a serious impediment to
preserving endangered and threatened species.

In recognition of the adverse environmental impact of taxing es-
tates, the federal tax code grants limited estate tax relief for quali-
fying conservation easements, land that is set aside for environ-
mental conservation. Land owners are exempt from paying estate
taxes on the value of land that is lost due to the conservation ease-
ment (subject to several requirements). The Taxpayer Relief Act of
1997 granted estates that donate such easements an additional tax
deduction worth 40 percent (up to a maximum of $500,000) of the
remaining value of the land. EGTRRA further assisted conserva-
tion efforts by repealing a key limit on land eligibility, making
more land eligible to qualify as a conservation easement. 123

Table 6. Use of Conservation Easements, 200-2004
Number of Number of Percent of

Conservation Estate Tax Returns with
Year Easements Returns Easements

2000 43 108,322 0.040%
2001 63 108,112 0.058%

2002 32 98,359 0.033%
2003 48 66,044 0.073%

2004 46 62,718 0.073%

Total 232 443,555 0.052%
Source: IRS data.

120 U.S. Fish & Wildlife Service, Endangered Species Program, "Our Endangered Species Pro-
gram and How It Works with Landowners" (May 2003), online http://www.fws.gov/endangered/
landowner/index.html.

121 Michael J. Bean, "Shelter from the Storm," The New Democrat (April 1997).
122 John Greene, Tamara Cushing, Steve Bullard, and Ted Beauvis, "Effect of the Federal Es-

tate Tax on Rural Land Holdings in the U.S.," in Forest Policy for Private Forestry: Global and
Regional Challenges, eds. Lawrence D. Teeter, Benjamin Cashore and Dao Zhang, 211-218
(New York, NY: CABI Publishing, 2003).

123 Public Law No.: 105-34.
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Unfortunately the potential benefits of conservation easements
are curtailed by a number of restrictions and limitations that dis-
courage or prevent land owners from taking advantage of them.
The restrictions that land owners must meet in order to qualify for
a conservation include the overall value of the exclusion amount
relative to the size of the estate, how long the decedent owned the
land and whether or not the land acquisition was debt-financed.
Other considerations, which might discourage use of a conservation
easement, include the exclusion of the value of any development
rights and the inability to step-up the land's basis.

Ultimately, the benefit of conservation easements should be
measured by their actual usage. Data from the IRS indicate that
very few estates actually take advantage of the conservation ease-
ment. In 2004, just 46 estates out of 62,718 estate tax returns (0.07
percent) set aside land for conservation easements (Table 6).124
Over the last five years (2000-2004), the total number of conserva-
tion easements was just 232 out of 443,000 returns (0.05 percent).
The value of deductions for conservation easement is also small,
just $11.7 million in 2004, or 0.004 percent. of the value of all es-
tate returns reported that year.

As these data suggest, the conservation easement provisions fall
considerably short of remedying the tax's adverse environmental
impact. Even with the limited conservation easement now in place,
many estates will not, for a variety of reasons, take advantage of
the option. Although many environmentalists would prefer expand-
ing conservation easement options rather than complete repeal of
the estate tax, it is nonetheless clear that the federal estate tax
harmful to endangered and threatened species and their habitats.

V. CONCLUSION

This study documents the extensive costs associated with the fed-
eral estate tax. The detrimental effects of the estate tax are grossly
disproportionate to the modest amount federal revenue it raises (if
it raises any net revenue at all). Estate taxes result in a large
amount of wasted economic activity. Over its lifetime, the presence
of the estate tax has cost the economy roughly $850 billion in cap-
ital stock. Moreover, the estate tax destabilizes family businesses
at one of their most vulnerable points, the succession from one gen-
eration to the next. Not only have the enormous liquidity demands
of the estate tax have contributed to the break up of thousands of
small businesses, but the tax also inhibits income and wealth mo-
bility. Lastly, the estate tax threatens the destruction of environ-
mentally sensitive land. In generating these outcomes, the estate
tax violates the basic principles of a good tax system-simplicity,
fairness and efficiency.

If the estate tax generated sufficiently large benefits, then an ar-
gument could be made to justify its existence. However, the weight
of evidence indicates that the estate tax lacks sufficiently redeem-
ing qualities. A large and growing body of theoretical and empirical
research supports the contention that the estate tax does little, if
anything, to reduce inequality. In addition, research indicates that

124 Internal Revenue Service, Statistics of Income Division, unpublished data provided by Mar-
tha Eller Gangi, 413/06.
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the deduction for charitable bequests stimulates little or no addi-
tional giving. Even the $28 billion in revenue it raises is mis-
leading, since estate tax avoidance activities likely generate sub-
stantial revenue losses under the income tax. In short, the estate
tax is characterized by significant economic, social and environ-
mental costs, yet generates little in the way of measurable benefits.

The estate tax is an unnecessary feature of the current federal
tax system. The estate tax's punitive tax rates are not only the
highest of all federal taxes, but are imposed at the most inappro-
priate of times-the death of a loved one. As if mourning such a
loss were not enough, the federal government worsens the pain by
seeking to confiscate up to one-half of all the decedent's savings,
very often accumulated through hard work, frugality, deferred con-
sumption and entrepreneurship. This final injurious grievance sim-
ply strengthens the conclusion that the estate tax generates costs
to taxpayers, the economy and the environment that far exceed any
potential benefits that it might arguably produce. Based on the
facts and analysis presented here, there is no compelling reason to
even have a permanent estate tax, and a number of reasons to
eliminate the tax altogether. Death and taxes may indeed be inevi-
table, but there is no reason the two have to converge simulta-
neously.



Table 7. Estate Tax Rates Before, During and After EGTRRA, 2001-20l
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Report RL31092 (updated April 1, 2005).
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Figure 7. Estate Tax Revenues, 1940-2005.
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Table 8. Estate and Gift Tax Revenue, 1940-2006.

Fiscal Revenue

Ye.r Nominal Real (2005S)
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$1,333
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S5,345

S5,025

54,971
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$6,921

S6,690

$6,745

$7,235

$6,394

$5,662

$5,323

$6,017

56,426
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$6,740

50,344
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1977

1978
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1980

19S1
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19S4

1985
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19SS

1989

1990

1991
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1993

1994

1995

1996

1997

1998

1999

2000

2001
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2003
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2005
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Revenue

Nominal Real (2005S)

S5,035 $19,946

$4,611 S16,738

$5,216 S17,895

Sl,455 54,951

$7,327 $23,613

S5,285 515,825

S5,411 S14,561

$6,3S9 S15.147

S6,7S7 $14,578

S7,991 S16.172

$6,053 $11,066

56.010 $11,300

S6.422 S 1,659
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S7,594 S12,542

S8,745 S13,773
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S11,143 S15,50S

512,577 S17,001

S15,225 S20,064

$14,763 S18,919

$17,189 521,403
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$24.076 $20,842

$27,782 $32,573

S29,010 532.906

$28,400 53 1,323

$26,507 $28,780
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$24,83 I S25,676

524,764 $24,764

527,523 NA

Note: Adjustments for inflation were made using the CPI.
* TQ stands for transition quarter, when the federal government shifted the

start of the fiscal year from June I to October 1.
t Projected.
Source: Office of Management and Budget.
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Figure 8. Distribution of Assets, All Estate Tax Returns 2004.
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FIVE CHALLENGES THAT CHINA MUST OVERCOME To SUSTAIN
ECONOMIC GROWTH

I. INTRODUCTION

Since 1979, reform has transformed the People's Republic of
China (PRC) from an impoverished autarkic socialist economy into
a vibrant mixed economy that is open to international trade and
investment. This study describes the genesis of economic reform
under Paramount Leader Deng Xiaoping from 1979 to 1992 and re-
views the subsequent performance of the Chinese economy.

Despite its success, the PRC confronts five serious challenges
that it must overcome to sustain rapid economic growth in the fu-
ture:

* unfavorable demographics;
* corruption and a weak rule of law;
* financially distressed state-owned enterprises (SOEs) and

state-influenced enterprises (SIEs);
* a dysfunctional financial system; and
. domestic and international imbalances.

The PRC's response to these challenges will, of course, determine
the future performance of the Chinese economy. However, since the
Chinese economy is so large and well integrated into the global
economy, the performance of the Chinese economy will also affect
the performance of the United States and other economies through-
out the world.

So far, the PRC's approach to reform has been incremental. This
study concludes that this incremental approach may be reaching
the limits of its effectiveness. The economic challenges that the
PRC now faces are deeply interrelated. A more comprehensive ap-
proach to reform is needed.

II. GENESIS OF ECONOMIC REFORM

Between 1979 and 1992, the Communist Party of China (CPC)
lost its political legitimacy. The excesses of the Cultural Revolution
repulsed the Chinese people and eroded their belief in communism
as an ideology.' The contrast between the rapid development of the
Japanese, South Korean, and other market-oriented economies in
northeast and southeast Asia and the lack of development in the
Chinese economy demonstrated the failure of communism as an
economic system. Finally, the fall of the Berlin Wall in 1989 and
the dissolution of the Soviet Union in 1991 undermined their con-
fidence in communism as a political system.

Paramount Leader Deng Xiaoping was determined to preserve
the communist regime in the PRC. After careful study, Deng iden-
tified several policy errors that contributed to the failure of the So-
viet Union and its satellites:

'On May 16, 1966, Chairman Mao Zedong launched the Great Proletarian Cultural Revolu-
tion to regain some of the political power that he had lost to CPC rivals after the economic dis-
aster of the Great Leap Forward. During the next two years, Mao's wife, Jiang Qing, and other
supporters organized the Red Guards to seize control of party organizations and government or-
gans. Because of this power struggle, millions of Chinese died, were imprisoned, or were injured.
Although Mao officially terminated the Cultural Revolution in 1969, historians date the end of
the Cultural Revolution to the arrest of the Gang of Four (i.e., Jiang Qing and three of her asso-
ciates, Zhang Chunqiao, Yao Wenyuan, and Wang Hongwen) in 1976.
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* The Soviet economy could not sustain the costs of the So-
viet Union's global military confrontation with the United
States during the Cold War.

. The liberalization of the political system in Soviet Union
and its satellites before economic reforms could produce pros-
perity allowed dissatisfied electorates to vote the communists
out of power.

To regain political legitimacy, Deng decided that the CPC must
transform its image, so that.the Chinese people would- perceive the
CPC as the provider of their economic prosperity Deng realized
that an autarkic socialist economy could not deliver prosperity.
Therefore, Deng concluded that the PRC had to adopt market-ori-
ented economic policies and institutions and open itself to inter-
national trade and investment.

While immediate and sweeping. policy changes would have sped
the transformation of the PRC into a .market economy, a "big bang"
approach to reform would have also caused severe. short-term dis-
locations during the transition. Unlike the former Soviet satellites,
the CPC could have not blamed these transition costs on a previous
regime. Moreover, any overt rejection of communism may have trig-
gered a coup attempt among hardliners within the CPC.-

Therefore, Deng decided to introduce economic policy changes
gradually. Experiments were to be conducted. in special economic~
zones, revised on the basis of results, and. then adopted throughout-
the PRC. This incremental approach to reform would allow the
CPC leadership sufficient time to isolate and neutralize opponents
and to redefine communism. Indeed, the CPC has subsequently dis-
played remarkable ideological flexibility (e.g., describing market ec-
onomics as socialism with Chinese characteristics).

During his trip to southern China during the spring of 1992,
Deng proclaimed a "bargain" that still guides the PRC today:

. Domestically, the PRC would liberalize the economy to provide
prosperity to the Chinese people, while the PRC would suppress po-
litical dissent.

. Internationally, the PRC would pursue "peaceful development"
by:

* opening itself to international trade and investment;
. being a "good neighbor" in Asia;
. avoiding direct military confrontations with the United

States; and
. securing access to oil and other natural resources even if

the PRC must deal with rogue regimes.
The PRC rejected the failed import-substitution development

strategies that India and Latin America had pursued in the 1970s.
and 1980s and instead copied the successful export-promotion de-
velopment strategies of the Japanese, South Korean, and other
economies in northeast-and southeast Asia. The PRC relied on ex-
ports and foreign direct investment to:

* introduce the price system;
. correctly align domestic incentives; and
. import needed management skills and technology.

The PRC sought to exploit its comparative advantage in abun-
dant low-cost labor with:
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* labor-intensive manufacturing of low-tech goods (e.g., ap-
parel, footwear, sporting goods, and toys) for export; and

* labor-intensive final assembly of medium-tech consumer
electronics and information technology products from imported
parts for export.

III. RESULTS OF ECONOMIC REFORM

Reform has boosted the PRC's economy and improved the living
standards of its people. Real GDP growth averaged 9.7 percent
from 1979 to 2005 (see Graph 1).2 In the first half of 2006, the Chi-
nese economy grew at an annualized rate of 10.9 percent. This
growth has lifted 400 million Chinese out of poverty.3

Reform has made the PRC a major trading power. In 1979, the
PRC accounted for 1.3 percent of the world's two-way trade in
goods (see Graph 2).4 Real growth in the PRC's two-way trade in
goods averaged 13.7 percent from 1979 to 2005.5 By 2005, the PRC
accounted for 8.8 percent of the world's two-way trade in goods (see
Graph 2).6

2 China National Bureau of Statistics/Haver Analytics.3 [Ulsing the World Bank's $1 per day income standard, the number of poor is estimated to
have dropped from about 490 million to 88 million over the same period, a decline in poverty
incidence from 49 percent in 1981 to 6.9 percent in 2002. World Bank, Shanghai Poverty Con-
ference: Case Study Summary (2004).

4Excludes intra-European Union goods trade. Author's calculation based on International
Monetary Fund/Haver Analytics data.5 International Monetary FundfHaver Analytics.

6Excludes intra-European Union goods trade. Author's calculation based on International
Monetary Fund/Haver Analytics data.

Graph I -Real CDP Growth Rate in the People's Republic of China,
1979-2005
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Graph 2 -Rise of the People's Republic of China as a Trading Power,
1979 to 2005
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While the PRC's trade performance may seem outstanding, it is
actually quite typical for economies in northeast and southeast
Asia that followed an export-promotion development strategy. Dur-
ing the twenty-six years after the takeoff of their economies, Japan,
South Korea, and Singapore had similar or better trade perform-
ances than the PRC (see Graph 3).7

Graph 3 -Growth of Real Goods Exports from Japan., South Korea, Singapore,

and the People's Repubhic of China in the 26 Years since Economic Takeoffs
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The PRC's heavy reliance on foreign direct investment (FDI) dis-
tinguishes its development strategy and its post-takeoff perform-
ance from other populous economies in northeast and southeast

7
Author's calculation based on International Monetary Fund/Haver Analytics data.
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Asia.8 From 1979 to 2005, the PRC received a cumulative $633 bil-
lion of FDI on a historical cost basis (see Graph 4).9

The Chinese subsidiaries of foreign multinational firms produced
19.1 percent of the PRC's value-added for industrial firms in 2003
(the last year in which comprehensive firm-level data are avail-
able) 10 and accounted for 58.3 percent of the PRC's exports of
goods and 58.7 percent of its imports of goods in 2005 (see Graph
5).11 Unlike Japan or South Korea twenty-six years after the take-
off of their economies, the PRC has spawned relatively few Chinese
multinational firms that manufacture own-design, own-brand goods
for global markets.

5
The "city-state" economies of Hong Kong and Singapore are also heavily reliant on foreign

direct investment.
9 China National Bureau of Statistics/Haver Analytics.
'
0
OECD Economic Survey: China (Paris: Organization for Economic Cooperation and Develop-

ment, 2005): 133.
'China National Bureau of Statistics/Haver Analytics.

Graph 4 - Cumulative Foreign Direct Investment (FDI) in the People's Republic
of China, 1982-2005
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IV. UNFAVORABLE DEMOGRAPHICS

The first challenge that the PRC must overcome is unfavorable
demographics. Without significant immigration, the PRC's declin-
ing fertility rate will cause its working-age population to peak in
2015 and then decline. Simultaneously, the. PRC's increasing lon-
gevity rate will swell both the number of the elderly and the elder-
ly as a percentage of total population.

A. Declining labor force
Because of the PRC's one-child policy and rising per capita in-n

come, the PRC's fertility rate fell to 1.70 per woman during 2000-
2005-well below the population maintenance rate (see Graph 6).
Consequently, the PRC's working-age population (ages 15-64) will
peak in 2015 and then begin to shrink (see Graph 7).12

12 United Nations Population Division, World Populations Prospects: The 2004 Revision Popu-
lation Database, http://esa.un.org/unpp/p2kOdata.asp.
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Graph 6 -The PRC's One-Child Policy Pushes the PRC's Fertiity Rate Below
Population Maintenance Rate, 1950-1955 to 2040-2045
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Graph 7 -The PRC's Working Age Population (15-64) WillSoon Peakand Theen
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In major cities, the economic boom has already created a short-
age of highly skilled workers and professionals, boosting their real
compensation. The Financial Times recently reported:

Five years ago, to employ an engineer in China cost a
tenth of the figure in the U.S., says Michael Marks, chair-
man of Flextronics, a U.S.-listed company that is the
world's second biggest contract manufacturer for the elec-
tronics industry. "Today the difference is only half."'13

Real compensation for less skilled or unskilled workers has also
begun to grow, but at a slower pace. Because of higher labor costs,

'
3
Peter Marsh, 'Foreign Makers Find Advantages on More Familiar Turf," Financial Times

(May 7, 2006i).
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the "China price"-the price that major retailers (e.g., Walmart,
Carefour) are willing to pay to their suppliers based on the cost of
importing similar goods from China-increased for the first time in
2005.14

Currently, the PRC has a "floating population" of about 140 mil-
lion unemployed or underemployed people. At the PRC's current
growth rate, however, these "floaters" will be fully absorbed into
the economy by 2015.

Consequently, the PRC cannot remain a low-wage economy. After
2015, labor shortages should significantly increase the real com-
pensation of all Chinese workers. This will force the PRC to shed
many of its current jobs in labor-intensive industries and assembly
operations. To foster continued economic growth, the PRC will need
to climb the "development ladder" by

. encouraging Chinese firms to develop their own brands
and designs;

* switching from labor-intensive to capital-intensive manu-
facturing; and

. expanding the service sector.

B. Graying population
Higher living standards have boosted the PRC's life expectancy

at birth to 71.5 years during 2000-05 (see Graph 8).15 Since the in-
crease in longevity is expected to continue, the PRC's elderly popu-
lation should increase from 100 million, or 7.6 percent of the total
population, to 320 million, or 23.0 percent of the total population,
in 2045.16 Consequently, the elderly support ratio (i.e., the ratio of
elderly Chinese to working-age Chinese) is expected to drop from
9.3 in 2005 to 2.7 in 2045 (see Graph 9).17

14Tom Mitchell, "How China is Handling Cost Rises by Boosting Value," Financial Times
(May 7, 2006).

'
5
United Nations Population Division, World Populations Prospects: The 2004 Revision Popu-

lation Database (2004). Found at: http://esa.un.org/unpp/p2kOdata.asp.
1
6

Author's calculation based on the United Nations Population Division data.
17 Ibid.
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Unlike other major economies, the PRC lacks a comprehensive
system of either government old-age pensions or private retirement
saving plans. Reform eliminated Mao's "iron rice bowl" system
under which state-owned enterprises provided their workers with
comprehensive social-welfare benefits. Today, only 15 percent of
urban workers are eligible for government old-age pensions.18 Few
private retirement plans are available. Consequently, the elderly
must rely on their own savings or their family for retirement in-
come.

18The PRC has a pay-as-you-go defined benefit old-age pension plan for urban workers in the
formal sector. Employers pay a payroll tax equal to 20 percent of an employee's base wage or
salary. Covered employees are eligible for an old-age pension of 20 percent of the average wage
in their locality after (1) completing fifteen years of service and (2) reaching the age of 60 for
men, 50 for woman in manual labor, and 55 for other women. In addition, employees must con-
tribute an additional 8 percent of their base wage or salary to defined contribution plans, of
which 5 percentage points goes to a government notional plan and 3 percentage points goes to
individual accounts. Upon retirement, annuity payments from the government notional plan are
based an employee's notional balance divided by 120. Urban workers in the informal sector,
rural workers, and self-employed individuals are not eligible for any of these plans.

Graph 8 - Increase of Longevity in the People's Republic of China,
1950-1955 to 2040-2045
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The lack of a government social safety net and the limited avail-
ability of consumer credit, insurance products, and private retire-
ment plans drive Chinese households to save prodigious sums. In
2005, the PRC's gross saving rate was 49.1 percent of GDP (see
Graph 10).19 The PRC's gross saving rate is extraordinarily high
compared to other major economies (see Graph 11). Until the PRC
develops a comprehensive social safety net and deepens its market
for financial services, Chinese households are unlikely to reduce
their extraordinarily high saving rate. Consequently, the PRC may
incur difficulties shifting from export-led to domestic consumption-
driven economic growth.

19Author's calculation based upon data from China National Bureau of Statistics/Haver Ana-
lytics.

Graph 9 -Lower Fertility and Higher Longevity is Increasing the PRC's Elderly
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Graph II -The PRC's Gross Saving Rate is
Unusually High Compared to Other Major Economies, 2005
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V. CORRUPTION AND A WEAK RULE OF LAW

The PRC has adopted a "rule by law," but still lacks a "rule of
law." Although there have been significant procedural improve-
ments in the drafting of legislation, many Chinese laws and regula-
tions2 0 still lack clarity, their enforcement may be arbitrary, and
courts are subject to political influence. Consequently, property
rights are insecure.

2 0 Central and subsidiary governments now publish proposed laws and regulations and pro-
vide time for public comments before enactment. Public hearings have caused officials to modify
some proposed laws and regulations.

Graph 10 -Cross Saving Rate in the People's Republic ofChina, 1982-2005
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Individuals and private firms must. rely. on guanxi (i.e., connec-
tions) with officials to protect themselves and -their property. Dur-
ing the last quarter century,. economic reform has. produced a de
facto political decentralization that has allowed officials to exploit
their guanxi to enrich themselves and their families through cor-
ruption.

While the PRC is nominally a unitary state, it has many levels
of subsidiary government-provinces, prefectures, cities, counties;
towns, and villages. The central government is quite small, employ-
ing about 500,000 of the estimated 36 million working in govern-
mental functions.21

The PRC's government is organized as a matrix. Each depart-
ment in the central government is paired with similar departments
in subsidiary governments. Policy is vertical- (i.e., the heads of cen-
tral government departments in Beijing determine policy and direct.
its implementation through similar departments in subsidiary gov-
ernments), but administration is horizontal (i.e., the heads of sub-
sidiary governments make personnel decisions and fund the oper-
ations of all departments in their subsidiaries)..

Under Mao, the PRC's government functioned as a hierarchal
structure since the central government tightly controlled the econ-
omy. Reform has allowed local party- leaders to acquire great
wealth through legitimate business investments- and various -cor-
rupt payments. Both legitimate tax receipts from a booming econ-
omy and corrupt payments have also reduced the financial depend-
ency of subsidiary governments on central government transfers.
Together these changes have limited the -central. government'szabil-
ity to implement policy changes and control corrupt practices. Em-
ployees in local departments may have greater loyalty to local gov-
ernment. officials and party leaders than to department -heads in.
Beijing. The Chinese use an old proverb to describe this problem;
"The mountain is high, and the emperor is -far away."

Corruption is both widespread and costly in the PRC. Trans-
parency International reported that the PRC scored .3.2 on its Cor-
ruption Perceptions Index 2005 (10 is corruption-free). 22 Chinese
economist Angang Hu23 estimated that corruption costs the :PRC's
government an amount to equal 15 percent of GDP in lost revenue
and skimmed funds.24 The China Economic Quarterly (2005) re-
ported that provincial and local government officials extracted the
equivalent of 91 percent of the profits of private firms in 2003
through non-tax costs, including fees, tanpai (i.e., forced expendi-
tures on unwanted provincial or local goods or services), or zhaodai
(i.e., the entertainment of provincial or local government offi-
cials).2 5

Indigenous creative industries could create new high-skill, high-
wage jobs to replace the low-skill, low-wage jobs in labor-intensive
manufacturing and assembly operations that the PRC is likely to

21 China in the Global Economy, "Civil Service Reform in China" (Paris: Organization for Eco-
nomic Cooperation and Development, 2005): 55-60.

2 2
Transparency International Corruptions Practices Index 2005, found at http:I/trans-

parency.org.2 3The family name of this Chinese economist is listed last, according to western fashion.
2 4 Julie Chao, "China is Losing Battle with Corruption," Milwaukee Journal Sentinel (Decem-

ber 8, 2002).
25 China Economic Quarterly (First Quarter 2005): 48.
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lose in future years. However, corruption stifles the development of
indigenous creative industries that depend on secure intellectual
property rights.

Corruption, particularly the uncompensated seizure of land for
development, fuels growing unrest. The reported number of mass
protests soared ten-fold over twelve years, reaching 87,000 protests
in 2005 (see Graph 12).26 The central government has responded
to the growing number of mass protests by:

* acknowledging problems;
. appeasing ordinary protestors by making superficial

changes (e.g., dismissing and prosecuting corrupt local offi-
cials); and

* punishing protest leaders to prevent local protests from
coalescing into a national movement.

So far, the central government has been able to contain local pro-
tests. How successful this strategy will be in future is difficult to
predict.

Graph 12 - Mass Protest Incidents in the PRC. 1993-2005
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VI. FINANCIALLY DISTRESSED STATE-OWNED ENTERPRISES AND STATE-
INFLUENCED ENTERPRISES

Early economic reforms that introduced the price system and
profit incentives to the SOEs did not significantly improve their
performance. Consequently, President Jiang Zemin announced the
zhuada fangxiao policy (i.e., grab the big, dump the small) at the
Fifteenth Party Congress in 1997. Under this policy, the central
government retained ownership of state-owned enterprises that:

* produce defense goods and services;
. are in industrial sectors targeted for economic develop-

ment; or
* are hopelessly insolvent, but employ millions.

The central government has transformed many of the large state-
owned enterprises that it had retained into shareholding enter-
prises by issuing minority shares to investors. While shareholding
enterprises exhibit many of the characteristics of private corpora-
tions, the central government still exercises effective control over
their operations. At year-end 2005, the central government still

26
Found at: http:/ /www.chinabalancesheet.com/Documents/

Data__Domestic Sociopolitical.PDF.
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controlled 66 percent of the market value of all shareholding enter-
prises through non-marketable shares. In the Australian Financial
Review, Stephen Wyatt concluded:

In fact, the entire privatization of China's state-owned
enterprises is still more hype than reality. . . . The gov-
ernment's strategy is still to list minority shares in state-
owned groups in order to raise capital and import better
governance while ultimately retaining control . * .27

The remaining small- and medium-sized state-owned enterprises
were converted into a variety of state-influenced enterprises:

* Township and village enterprises (TVEs) in rural areas;
* Cooperative enterprises owned by their employees;
* Collective enterprises owned by provincial governments

and local governments in urban areas;
* Private domestic enterprises often sold to officials or their

families; and
* Joint enterprises owned by a state-owned enterprise in

conjunction with another type of enterprises.
SOEs and. SIEs remain a major part of the PEC'S economy:

* Producing 47.8 percent of the value-added among indus-
trial firms in the PRC during 2003 (see Graph 13); 28

G- ph 1-3 -G--dng PH-.1t S-ct-r0(pntU Vo.h,-Addod of Ind..tiri Fi-n by
Ensn-prin Typ. in i. P RC, 1998 nod 2003

*Employing-99.8 million in urban areas during 2005 (see
Graph 14); 29

* Employing 142.7 million in rural areas during 2005 (see
Graph 15) 30 and

* Accounting for 74.1 percent of the PRC's investment in
fixed assets during 2005 -(see Graph 16) 31 SOEs and SIEs are
a significant source of patronage for the CPC. In 2003, SCOEs
and SIEs employed 5.3 million party members as executives or
senior managers.32

2" Stephen Wyatt, "Privatization More Hype than Reality," Australian Financial Review (June
7, 2005).

28 OECD Survey: 126.
29 hn National Bureau of Statistics/Haver Analytics.
30OIbid.
31 uho' calculation based on data from China National Bureau of Statistics/Haver Ana-

lytics.3 2
Minxi Pei, "Politics Blamed for China's Trillion-Dollar Bad Debts," The Australian (May 9,

2006). Found at http:l /lwww.theaust raliain. news.comlIprintpagel/ ,5942, 19067992,00.html.
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G raph 16 -SOE & SIE Investment in Fixed Assets as a Percentage of Total

Investment in Fixed Assets, 1996-2005
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However, SOEs and SIEs are notoriously inefficient. The Organi-
zation for Economic Cooperation and Development (OECD) meas-
ured the total factor productivity (TFP) in a broad cross-section of
firms in the PRC. TFP refers to the portion of the increase in eco-
nomic output that cannot be attributed to increases in the quantity
or the quality of factor inputs. Thus, TFP represents the gains in
output from efficiency and innovation. The OECD found that the
TFP of private Chinese firms and Chinese subsidiaries of foreign
multinational firms is double the TFP of SOEs and one and one-
half times the TFP of SIEs during 1998-2003 after controlling for
size, location, and industry (see Graph 17).33

3 3
OECD Survey: 86.

Graph 17- Relative Levelof Total Factor Productivity of Various Enterprise

Types to Total FactorProductivityoof Slate-Owned Enterprises, 1998-2003
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Consequently, the average return on equity was 6.7 percent in all
SOEs during 2003.34 Moreover, the OECD found insolvent or un-
profitable SOEs and SIEs accounted for 11 percent of the workers,
23 percent of the fixed assets, and 22 percent of the outstanding
debt in all SOEs and SIEs. Marginally profitable SOEs and SIEs
accounted for 9 percent of the workers, 7 percent of the fixed as---
sets, and 18 percent of the outstanding debt in all SOEs and SIEs.
When combined, these financially distressed SOEs and SIEs ac-
counted for 20 percent of the workers, 30 percent of the fixed as-
sets, and 40 percent of the outstanding debt in all SOEs and SIEs
(see Graph 18).35

SOEs and SIEs use their guanxi to secure favorable regulations
and preferential access to loans from Chinese banks and other de-
pository institutions. Consequently, many SOEs and SIEs face a
"soft budget constraint" (i.e. Chinese banks and other depository in-
stitutions lend to the SOEs and SIEs without regard to their ability
to repay their loans). Non-market loans allow many financially dis-
tressed SOEs and SIEs to continue operations and invest in new
fixed assets when market discipline would force these SOEs and
SIEs to shutter operations or to forego the acquisition of fixed as-
sets.

Graph 18- Workers, Fixed Assets, and Outstanding Debt in Financially
Distressed SOEs and SIEs in the PRC

45%
40%

40% -

30% - ----_
30%

31%~~~~~~~~~~~~~~~~~~3

7.,
"25%

20%

'15% 9%

23% 22%

0%
0ae,1:n1% ___

W.A.d radA ... , bOu.Ri dDebt

O UaPnlisbk . I& t,- 0 M b.ril PwfUbI A01.1 Fi..oMiy tOlre,,ed

VII. A DYSFUNCTIONAL FINANCIAL SYSTEM

A. Bank-centric, state-directed financial system
The PRC's financial system is very bank-centric. At year-end

2004, corporate debt issues amounted to 1 percent of GDP in China
compared to 143 percent of GDP in the United States.36 At year-
end 2005, equity issues (marketable shares) amounted to 6 percent
of GDP in China compared to 148 percent of GDP in the United

34 OECD Survey: 105.
35 OECD Survey: 102-104.
36OECD Survey: 42; author's calculation based on data from World Federation of Exchanges

and U.S. Bureau of Economic Analysis/Haver Analytics.
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States; 37 and loans at banks and other depository institutions
amounted to 105 percent of GDP in China compared to 56 percent
of GDP in the United States (see Graph 19).38

Graph 19- The PRC's Financial System is Bank-Centric
(Year-End 2005, Corporate Debt Securities Year-End 2004)
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Banking assets are highly concentrated in the PRC (see Graph
20). The four major state-owned commercial banks-the Agricul-
tural Bank of China, the Bank of China, China Construction Bank,
and the Industrial Commercial Bank of China-controlled 57.1 per-
cent of banking assets at year-end 2005.39 Twelve joint stock com-
mercial banks4 0 controlled another 16.8 percent of banking assets
at year-end 2005.41

37 Author calculation based on data from China Securities Regulatory Commission/Haver Ana-
lytics, China National Bureau of Statistics/Haver Analytics, New York Stock Exchange and
NASDAQ/Haver Analytics, and U.S. Bureau of Economic Analysis/Haver Analytics.

31Author's calculation based on data from the People's Bank of China/Haver Analytics, China
National Bureau of Statistics/Haver Analytics, Federal Reserve Flow of Funds/Haver Analytics,
and U.S. Bureau of Economic Analysis/Haver Analytics.

39 Ibid.
40The twelve joint stock commercial banks are:
1. Bank of Communications
2. CITIC Bank
3. Everbright Bank
4. Evergrowing Bank
5. Hua Xia Bank
6. Guangdong Development Bank
7. Shenzhen Development Bank
8. China Merchants Bank
9. Shanghai and Pudong Development Bank
10. Industrial Bank
11. Minsheng Bank
12. Zheshang Bank
41Author's calculation based on data from People's Bank of China/Haver Analytics.
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Despite some progress in developing credit evaluation and risk
management skills, non-market criteria may still influence over
one-half of lending decisions. This occurs through both guanxi
loans42 and policy loans.43 Non-market lending affects the overall
composition of the loan portfolios in Chinese banks and other de-
pository institutions. While banks in other economies extend most
of their loans to households and small- to medium-sized private
firms, 64.5 percent of outstanding loans in the PRC at year-end
2005 were extended to SOEs and SIEs (see Graph 21).44

Centrally directed industrial policy still governs the issuance of
debt and equity securities in the PRC. The State Council-the
equivalent of the President's cabinet in the United States-must
approve the issuance of all equity securities on Chinese stock ex-
changes. The National Development and Reform Commission,
which is the PRC's industry.policy agency and reports to the State
Council, must approve the issuance of all corporate debt securities.
Consequently, nearly all of the proceeds from corporate debt and
equity issues in the PRC have gone to SOEs and SIEs. 45

42 Guanxi lending refers to loans that banks make to individuals, firms, organizations, or gov-
ernments based on personal relationships between bank officers and borrowers. Under guanxi
lending, banks grant borrowers larger loans, lower interest rates, or more favorable terms than
banks would willingly grant to borrowers without a personal relationship.

43PoliCy lending refers to loans that banks make to individuals, firms, organizations, or gov-
ernments based on government regulations or suasion rather than market criteria. Under policy
lending, banks grant borrowers larger loans, lower interest rates, or more favorable terms than
banks would willingly grant in the absence of government regulation or suasion.

44Author's calculation based on data from People's Bank of China/Haver Analytics. Allocation
of commercial loans to SOEs and SIEs and to private firms based on Diana Farrell et al., Put-
ting China's Capital to Work: The Value of Financial System Reform (McKinsey Global Insti-
tute, May .2006): 11.

45Ibid.: 15.

Graph 20- Banking is Concentrated in the PRC
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B. Economic costs of non-market allocation of financing

In a recent study of the PRC's financial system, Farrell et al.
(2006) found that the non-market allocation of financing harms the
Chinese economy in two ways:

* Non-market allocation of financing reduced the potential size
of the PRC's GDP by $321 billion a year or about 14 percent
of its current GDP; 46 and
* Non-market allocation of financing has slashed the average
real return on savings in the PRC to a mere 0.5 percent over
the last decade. This compares to an average real return on
savings in the United States of 3.1 percent over the same pe-
riod.47

C. Nonperforming loans

Chinese banks and other depository institutions had a large leg-
acy of nonperforming loans from non-market lending to SOEs and
SIEs prior to 1999. Approximately $170 billion of nonperforming
loans have been transferred from the four major state-owned com-
mercial banks to four asset management companies during 1999
and 2000.48 So far, the asset management companies have disposed
of 67 percent of these nonperforming loans, recovering about 21
cents on $1 of face value. Another $136 billion of nonperforming
loans have been transferred to asset management companies dur-
ing the last two years.

46Ibid: 81.
4 7

Ibid: 90-91.
48The PRC's central government established asset management companies to liquidate non-

performing loans. The PRC modeled their asset management companies on the Resolution Trust
Corporation. Congress established the Resolution Trust Corporation in 1989 through the Finan-
cial Institutions Reform, Recovery, and Enforcement Act. The Resolution Trust Corporation liq-
uidated the nonperforming loans and other assets of saving and loan associations that had been
declared insolvent.

Graph 21 -Outstanding Loans by Type as a Percentage of Total Outstanding
Loans at Banks and Other Depository Institutions in the PRC, Year-End 2005
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Both Chinese officials and private economists acknowledge that
the PRC has done a good job in identifying and resolving pre-1999
nonperforming loans in Chinese banks and other depository institu-
tions. However, Chinese officials and private economists disagrees
about the current size of the nonperforming loan problem in the
PRC. In particular, Chinese officials and private economists have
differences of opinion on how many loans made by Chinese banks
and other depository institutions since 1998 are now or will become
nonperforming loans.

The China Banking Regulatory Commission reported that non-
performing loans in commercial banks have fallen to $164 billion,
or 6.6 percent of GDP as of March 31, 2006.49 Nonperforming loans
in other depository institutions amounted to $42 billion, or 1.7 per-
cent of GDP as of March 31, 2006.50

In a widely publicized study, Ernst & Young estimated that non-
performing loans amounted to $911 billion, or 41 percent of GDP
at year-end 2005.51 The People's Bank of China and the China
Banking Regulatory Commission vigorously disputed the Ernst &
Young estimate. Under pressure from Chinese officials, Ernst &
Young, which audits the Bank of China and the Industrial Com-
mercial Bank of China, withdrew its study nine days after its re-
lease.5 2

However, the withdrawn Ernst & Young estimate is broadly in
line with other private estimates. As of March 31, 2006, for exam-
ple, Fitch Ratings estimated that commercial banks and other de-
pository institutions had another $270 billion of problem loans in
addition to $164 billion of officially reported nonperforming loans
in commercial banks, $42 billion of officially reported nonper-
forming loans in other depository institutions, and $197 billion of
nonperforming loans remaining in the asset management compa-
nies.53 If all of the estimated problem loans become nonperforming,
then nonperforming loans would equal $673 billion, or 27.3 percent
of GDP as of March 31, 2006.

Because of insecure property rights, capricious zoning, arbitrary
inspections, and widespread corruption, individuals and private
firms without strong guanxi with the government and party offi-
cials cannot easily participate in the real estate industry. Thus,
most construction firms and developers in the PRC are SOEs or
SIEs. Real estate speculation is now rampant in major Chinese cit-
ies. On June 13, 2006, Business Week recently reported:

People's Bank of China deputy governor Wu Xiaoling has
warned publicly that the value of total private and com-

49 Author's calculations based on data from China Banking Regulatory Commission/China Na-
tional Bureau of Statistics/Haver Analytics.

5 0 Charlene Chu, Lynda Lin, Kate Lin, and David Marshall, "China: Taking Stock of Banking
System Nonperforming Loans," Fitch Ratings (May 30, 2006). Found at http:H
www.fitchratings.com/dtp/pdf2-06/bchi3OO5.pdf.

51 Global Nonperforming Loan Report, Ernst & Young (May 3, 2006): 14. Author's calculation
of nonperforming loans as a percent of GDP.5 2 Elaine Kurtenbach, "Ernst & Young Nixes Report Putting China's Potential Nonperforming
Loans at US$911 Billion," Financial Times (May 15, 2006). Found at http://search.ft.comf
search Article?id= 060515009128&query= Ernst+%o26+Yo ung+China&vsc appId=power
Search&offset= 0&results To Show=10&vsc-su bject concept=&vsc _company
Concept=&state=More&vsc-publication Groups=TOPWFT&searchCat=-1.

53 Charlene Chu, Lynda Lin, Kate Lin, and David Marshall, "China: Taking Stock of Banking
System Nonperforming Loans," Fitch Ratings (May 30, 2006). Found at http:/ /
www.fitchratings.com /dtplpdf2-06/bchi3005.pdf
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mercial investment in real estate shot up from about 2.5
percent of total gross domestic product in 2001 to 8.6 per-
cent in 2005. Real estate bubbles will affect the economy
and people's lives seriously, especially when bubbles
burst, 5 4

In the last few years, Chinese banks and other depository insti-
tutions have aggressively lent to SOEs and SIEs for construction
and real estate development. This explosive loan growth may be
creating mountains of new nonperforming loans in Chinese banks
and other depository institutions that bank and government offi-
cials have not yet recognized.

D. Recapitalization
To recapitalize ailing banks, the PRC's central bank, the People's

Bank of China, injected $60 billion of foreign exchange reserves
into the four major state-owned commercial banks between 2003
and 2005. During 2005, foreign financial services firms invested
$18 billion in minority shares in Chinese banks (see Table 1).

An initial public offering (IPO) of 13 percent of the shares raised
$9.2 billion for the China Construction Bank in October 2005, while
an IPO of 10.5 percent of the shares raised $9.7 billion for the
Bank of China in May 2006. During the rest of 2006, IPOs are ex-
pected to raise about $10 billion for the Industrial Commercial
Bank of China, $2 billion for the China Merchants Bank, $1 billion
for the Minsheng Bank, and $1 billion for the CITIC Bank.

Table 1.-Foreign Direct Investment in Chinese Banks

Chinese Banks Foreign Investors Ownership

Industrial Commercial Bank of China ....

China Construction Bank ........................

Bank of China .........................................

Bank of Communications .......................
Shanghai Pudong Development Bank
Minsheng Bank .......................................

Industrial Bank .......................................

Hu Xia Bank ............................................

Shenzhen Development Bank ..................

Guangdong Development Bank ...............
Beijing Bank ...........................................

Shanghai Bank .......................................

Nanjing City Commercial Bank ..............

Goldman Sachs, American Express, &
Allianz Group.

Bank of Am erica ....................................
Temasek Holdings .................................
Royal Bank of Scotland .........................
Merrill Lynch, Li Ka-Shing, & Temasek

Holdings.
UBS ........................................................
Asian Development Bank ......................
HSBC ......................................................
Citigroup ................................................
IFC ........................................................
Temasek Holdings .................................
Hang Seng Bank ...................................
IFC .........................................................
Singapore Investment ............................
Deutsche Bank ......................................
Sal Oppenheim ......................................
Pangaea Capital Management ..............
Newbridge Capital .................................
GE Capital .............................................
Citigroup ................................................
ING Group ..............................................
IFC .........................................................
HSBC ......................................................
IFC .........................................................
IFC .........................................................
BNP ........................................................

10%

8.67% (may increase to 19.9%)
5.98%
10%
10%

1.6%
0.24%
19.9%
4.6% (may increase to 24.9%)
0.93%
3.9%
15.98%
4%
5%
9.9%
4.08%
6.9%
17.98% (will drop)
7.3% (pending)
Seeking 85%
19.9%
5%
8%
7%
5%
19.2%

5 4 Brian Bremner, "China: Big Economy, Bigger Peril?" Business Week (June 13, 2006). Found
at: http: / /www.businessweek.com /globalbiz /content/jun2006/gb20060613-16805 0.htm.
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Table 1.-Foreign Direct Investment in Chinese Banks-Continued

Chinese Banks Foreign Investors Ownership

Tiajin Bohai Bank ............ ...... Standard Chartered .................. . 19.99%
Hangzhou City Commercial Bank ........... Commonwealth Bank of Australia 19.99%
Jinan City Commercial Bank .................. Commonwealth Bank of Australia 11%
Xian City Commercial Bank .................. FC ................... 2.5%

Bank of Nova Scotia . 2.5%
Ping An Bank ......... ......... HSBC . 27%
Nanchong City Commercial Bank ........... DEG . 10%

SIDT . 3.3%
Ningbo City Commercial Bank ................ Oversea-Chinese Banking Corp ............. 12.2%

In March 2006, the Economist Intelligence Unit observed:
[Q]uestions remain over whether risk management

standards in the banking sector have improved in a way
that would prevent such problems from re-emerging. One
particular problem is the government's strong control over
lending patterns, which encourages capital to be allocated
on the basis of policy rather than profit.5 5 Senior PRC offi-
cials face a conundrum. If the government were to cede its
control over Chinese banks, they would curtail their non-
market lending and strengthen their balance sheets. Mar-
ket lending would use Chinese saving more efficiently.
Consequently, the PRC's long-term real GDP growth would
be higher, and Chinese households would earn a better re-
turn on their savings. However, curtailing non-market
lending would cause many financially distressed SOEs and
SIEs to fail, leading to higher unemployment in the short
run. These short-term dislocations could break the "bar-
gain" that has kept the CPC in power.

Non-market lending may buy political stability for a time. How-
ever, in its accession agreement with the World Trade Organiza-
tion, the PRC committed to open its domestic banking market to
foreign banks in 2007, allowing them make loans to and receive de-
posits from all Chinese households and firms in yuan. Imple-
menting this commitment will create a viable alternative to Chi-
nese banks and other depository institutions for Chinese house-
holds and firms.

Unlike the United States, the central government does not insure
deposits in Chinese banks and other depository institutions. If fi-
nancial weaknesses are allowed to fester, runs, in which a large
number of depositors suddenly attempt to withdraw all of their
funds from Chinese banks and place them in "safer" foreign banks,
could soon occur. Runs could cause some Chinese banks to fail. To
avert a financial panic and a possible recession, the People's Bank
of China and the central government would likely be forced to bail
out failing banks.

5 5
Economist Intelligence Unit (2006): 30.
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VIII. DOMESTIC AND INTERNATIONAL IMBALANCES

On July 21, 2005, the PRC broke its previous peg with the U.S.
dollar, revalued the renminbi5 6 by 2.1 percent, and instituted an
adjustable exchange rate tied to a basket of currencies including
the U.S. dollar. Prior to this change, the People's Bank of China
actively intervened in foreign exchange markets to maintain the
peg of the renminbi to U.S. dollar. Nevertheless, the People's Bank
of China continued to actively intervene to limit any appreciation
of the renminbi against the U.S. dollar. One year after this change,
the renminbi has appreciated by only 3.56 percent against the U.S.
dollar (from 1 yuan equal to 12.0824 U.S. cents on July 21, 2005,
to 1 yuan equal to 12.5128 U.S. cents on July 20, 2006).57

Graph 22 shows the accumulation of foreign exchange reserves in
terms of both U.S. dollars and as a percentage of the PRC's GDP.
By year-end 2005, the People's Bank of China accumulated $819
billion, or 36.8 percent of GDP, in foreign exchange reserves.
Through June 2006, the People's Bank of China accumulated for-
eign exchange reserves of $941 billion, an increase of 14.9 percent
in just six months.5 8

Graph 22 -The People's Bank of China's Foreign Exchange Reserves
In Billions of U.S. Dollars and as a Percentage of GDP,
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Interventions of the People's Bank of China suppress the foreign
exchange value of the renminbi below a market-determined level.
In November 2005, Morris Goldstein at the Institute for Inter-
national Economics estimated that the renminbi was undervalued
by between 20 percent and 40 percent using an underlying balance
approach and by between 20 percent and 30 percent using a global
payments balance approach. This is broadly in line with the major-

561n the United States, "dollar" is both the name of the U.S. currency and of its unit of ac-
count. In the People's Republic of China, the "renminbi" is the name of the PRC's currency, and
"yuan" is the name of the PRC's unit of account.

5 7 Equivalently, the U.S. dollar has depreciated by only 3.44 percent against the renminbi
(from $1 equal to 8.2765 yuan on July 21, 2005, to $1 equal to 7.9918 yuan on July 20, 2006).
Federal Reserve Bank of New York/Haver Analytics.

58People's Bank of China, State Administration of Foreign Exchange, and China National Bu-
reau of Statistics /Haver Analytics.
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ity of private sector estimates.59 This exchange rate policy contrib-
utes to both domestic and international balances.

Graph 23 shows how the interventions of the People's Bank of
China drive the PRC's external imbalances. In the absence of offi-
cial intervention, the sign on the current account balance and the
financial account balance should be opposite. However, during the
last six years, the PRC has run both current account surpluses (in
horizontal stripe) and financial account surpluses (in vertical
stripe). Official intervention through the reserve account (as rep-
resented by the solid black line with diamonds) has made current
account and financial account surpluses possible simultaneously.

Graph 23 -The People's Bank of China's Intervention in Foreign
Exchange Market Drives External Imbalances, 2000-2005
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A. Underconsumption and dependency on export-led growth

Chinese farmers are notoriously inefficient. The average produc-
tivity of a Chinese farmer is one-sixteenth of the average produc-
tivity of other Chinese workers. This widening productivity gap is
increase income inequality between urban and rural areas in the
PRC. The OECD reported that the average income of urban work-
ers was three times the average income of rural workers.6 0

Chinese farmers may lease agricultural land from local govern-
ments for up to 30 years.6 1 Unlike residential, commercial, or in-
dustrial lessees, however, agricultural lessees may not mortgage or
transfer their leases. Moreover, a survey found that only 13 percent
of agricultural leases forbid local officials from reallocating land
during the term of a lease.6 2 If agricultural lessees were to stop
farming and move to a city, they would forfeit their leases, and

5 9
Morris Goldstein, Renminbi Controversies, Prepared for the Conference on Monetary Insti-

tutions and Economic Development, Cato Institute, November 3, 2005, revised December 2005):
1-4.

60 OECD Survey: 44-45.
61The implementation of 30-year leasing is not universal and varies widely both among and

within provinces. A survey found that only one-third of the villages in eleven provinces had im-
plemented 30-year leasing. In the remaining villages, half of the agricultural land was leased
on a long-term basis, while the remainder was leased through annual actions. OECD Survey:
113.

62OECD Survey: 113.
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their land would be redistributed to other farmers. 63 Consequently,
Chinese farmers have neither the ability nor the incentive to invest
in fixed assets that would improve their productivity and increase
their income.

Under its accession agreement with the World Trade Organiza-
tion, the PRC agreed to open its domestic market to agricultural
imports. If the renminbi were to appreciate rapidly and substan-
tially, many Chinese farmers would not be able to compete with
cheaper agricultural imports and would cease farming.

Because millions of Chinese are still employed in agriculture,
currency appreciation could trigger mass unemployment and polit-
ical instability in rural areas. On May 16, 2006, Business Week re-
ported:

To the Chinese government, the agricultural industry
and small farm villages are the biggest political issue,"
says former Japanese financial diplomat Eisuke
Sakakibara. 6 4

Under the "harmonious society" policy, President Hu Jintao is
trying to increase rural income and provide alternative employ-
ment for displaced farmers by abolishing the two-thousand-year-old
agricultural tax, expanding micro-financing for starting small busi-
nesses, and investing in mega-projects in rural areas. Con-
sequently, Hu wants the renminbi to appreciate very slowly until
the benefits of these measures become apparent.

However, this exchange rate policy creates profound imbalances
in the rest of the PRC's economy. Intervention reduces the real in-
comes of Chinese workers and their consumption of imported goods
and services. Consequently, the PRC cannot rely on domestic con-
sumption to drive its economic expansion. The PRC remains overly
dependent on exports and investment for economic growth.

Consequently, the PRC's two-way trade as a percent of its GDP
is far higher than other populous economies (see Graph 24).

63In some cases, farmers may change their residential registration to a nearby village without
losing their leases. However, these lessees may be required to pay additional fees to their local
government to retain their leases. OECD Survey: 113.

6
4

Brian Bremner, "Controlling China's Runaway Growth," Business Week (May 16, 2006).
Found at: http:/ /www.businessweek.com/globalbiz/content/may2006/
gb20060516 457180.htm.
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Graph 24 -Two-Way Trade in Goods & Services as a Percentage of
GDP in Major Populous Economies, 2005
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B. Overinvestment and malinvestment

While the People's Bank of China has tried to sterilize its inter-
ventions, the International Monetary Fund reported that China
was only able to mop-up about half of the excess liquidity through
bond sales. The remainder of this excess liquidity has contributed
to rapid growth in both M2 and loans since 2000. The International
Monetary Fund noted that the loan growth would have been even
higher without the administrative interventions of the People's
Bank of China and the China Banking Regulatory Commission (see
Graph 25).
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Graph 25 -Year over Year Percent Changes in M2, Loans, and
Foreign Exchange Reserves, Q1/2000 -Q1/2006
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The combination of (1) excessive liquidity from interventions that
has not been fully sterilized and (2) guanxi loans and policy loans
extended by Chinese banks has channeled funds to SOEs and SIEs,
which invest in fixed assets. This aggressive lending helped to
boost the PRC's rate of gross investment in fixed assets to 42.1 per-
cent of GDP in 2005 (see Graph 26).65 The PRC's gross investment
rate is far higher than other major economies (see Graph 27):

Gr-ph 26-The P RC' Rte ofGross s e-en- in Fined ASsels. 1979-2005

Graph 27 -The PRC's Rate of Gross Investment in Fixed-Assets as Unusually
High Compared to OtherMajor Economies. 2005
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Although the PRC's non-market allocation of financing may boost
production and investment in the short term, the PRC's economic
growth is sustainable over the long term if, and only if, firms:

. produce goods and services that the market demands; and
* invest in fixed assets that have a positive net present

value.6 6

65Author's calculations based on data from China National Bureau of Statistics/Haver Ana-
lytics.

66Net present value is the expected future revenues from an investment discounted by a rate
that reflects the real interest rate, expected future inflation, and the risk associated with such
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The rapid accumulation of fixed assets by the SOEs and the SIEs
suggests that overinvestment (i.e., the acquisition of too many fixed
assets for producing goods and services given expected future de-
mand) and malinvestment (i.e., the acquisition of the wrong types
of fixed assets for producing goods and services to meet expected
future demand) may be occurring in the PRC. According to the
Economist Intelligence Unit, "Oversupply has driven down prices
in many industries, such as vehicles, steel, and aluminum." 67
Moreover, the Economist Intelligence Unit reported:

Government officials have long warned of oversupply in
the [steel] sector, and in December 2005 the head of the
National Development and Reform Commission, Ma Kai,
declared that oversupply had led steel prices to decline to
2003 levels, with the prices of some steel products falling
below cost. (This was a serious admission for a Chinese of-
ficial, as it could pave the way for anti-dumping suits in
China's steel export markets.) 6 8

An economic boom caused by overinvestment and malinvestment
is not sustainable. The inevitable liquidation of overinvestment and
malinvestment could cause a recession in the PRC and slow eco-
nomic growth in the rest of the world.

To keep the renminbi undervalued, the People's Bank of China
exchanges yuan for the U.S. dollars that the PRC's current and fi-
nancial account surpluses pump into the Chinese economy. This
intervention leaves Chinese banks and other depository institutions
flush with cash. To remain profitable, Chinese banks are lending
their excess deposits.

Senior PRC officials are clearly concerned that the excessive
lending is fueling an overinvestment and malinvestment bubble.
Fearing that higher interest rates would attract more foreign cap-
ital, the People's Bank of China is reluctant to increase interest
rates significantly to curb the rapid growth of domestic bank loans
and the resulting inflation of an investment bubble. Instead, senior
officials are relying on moral suasion and regulatory changes to
moderate loan growth. On June 16, 2006, the Financial Times re-
ported that the State Council had issued a series of edicts intended
to curb the rapid growth of bank lending and new investments in
real estate development. The article observed:

The root cause of the liquidity bubble, say economists, is
China's managed currency, which has only appreciated by
about 3 percent against the dollar since last July's decision
to end a decade-long peg to the greenback. 69

Without a significant appreciation in the renminbi, private
economists doubt that such administrative measures will have a
significant effect.

investment less the current and future costs (also discounted) associated with the same invest-
ment.

67 Economist Intelligence Unit (2006): 25.
68 Economist Intelligence Unit (March 2006): 25-26.
69 Richard McGregor, "Beijing Reins in Lending in Bid to Cool Growth," Financial Times (June

16, 2006).
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C. International imbalances

Because other developing Asian economies have labor-intensive
industries and assembly operations that compete with the PRC,
central banks in these economies fear that currency appreciation
would put local firms or local subsidiaries of foreign multinational
firms at a competitive disadvantage against Chinese firms or Chi-
nese subsidiaries of foreign multinational firms. Thus, other devel-
oping Asian economies have mimicked the PRC's exchange rate pol-
icy (see Graph 28).

G -ph 28 -Foreign Exchange Resenvs as a Percentage of GDP in Asian
Economies, Year-End 2000-2005
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The People's Bank of China and central banks in other devel-
oping Asian economies use their accumulated foreign exchange -to
buy foreign debt securities, mainly U.S. Treasuries and Agencies,!
creating a non-market financial inflow into the United States.
Given the accounting relationship between the current account and
the capital and financial accounts, this non-market financial inflow,
increases the foreign exchange value of the U.S. dollar, the U.S.
current account deficit, and the U.S. financial account surplus
above market-determined levels. According to some- economists, if
the PRC and other developing Asian economies were to float their
currencies, the U.S. current account deficit could decline by up to
10 percent. 7 0

IX. ANALYSIS

The PRC's current policies may not support a long-term continu-
ation of the rapid growth that the Chinese economy has enjoyed in
recent years. Because of the growing size of the Chinese economy
and its deep integration through investment and trade flows with
the rest of the world, a recession in the PRC would have adverse
effects on the global economy.

The CPC's desire to retain power drove economic reform and
shaped its contours. Senior officials are well aware that the PRC
confronts a number of interrelated challenges to continued eco-
nomic growth:

70 C. Fred Bergsten, "Clash of the Titans," Newsweek (international edition), April 24, 2006.
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* A smaller working-age population will reduce China's
labor supply. The combination of a higher labor demand and
a smaller labor supply will inevitably increase the real com-
pensation for all Chinese workers. Consequently, the PRC's
current comparative advantage of low-cost labor will erode.
The PRC will begin to shed many of the low-wage jobs in labor-
intensive manufacturing and assembly operations that it has
gained. To sustain economic growth and create high-wage re-
placement jobs, the PRC must climb the development ladder.

* The PRC currently faces a shortage of professionals and
highly skilled workers. To alleviate this shortage, the PRC has
increased the number of colleges and universities by 61.0 per-
cent from 1,075 in 1990 to 1,731 in 2004 and quadrupled the
number of students in post-secondary education.71 However,
this rapid expansion in the number of students appears to
have undermined the quality of the post-secondary education
that many students are receiving. Only about 10 percent of
Chinese graduates receiving engineering degrees, for example,
possess the minimum skills necessary for employment with
U.S. engineering firms.72 As the PRC begins to climb the de-
velopment ladder, the demand for professionals and highly
skilled workers will increase dramatically. The quality prob-
lems with the Chinese workforce may decelerate the PRC's eco-
nomic growth rate.

. Corruption and the weak protection of intellectual prop-
erty rights may retard the development of Chinese firms in
creative industries that would help the PRC climb the develop-
ment ladder.

. The PRC's rapidly aging population poses additional prob-
lems. The lack of a social safety net, along with the limited
availability of private retirement plans, consumer credit, and
insurance products, drive Chinese households to save pro-
digiously. The resulting extraordinarily high gross saving rate
hampers the PRC's ability to transition from export-led to do-
mestic consumption-driven growth.

* SOEs and SIEs are generally inefficient. Many financially
distressed SOEs and SIEs need large subsidies to survive.
Guanxi loans and policy loans to subsidize financial distressed
SOEs and SIEs have been a major cause of the nonperforming
loan problem in Chinese banks and other depository institu-
tions. Guanxi loans have also encouraged SOEs and SIEs to in-
vest heavily in construction and real estate development. Many
of these investments are speculative. A tidal wave of new non-
performing loans in Chinese banks and other depository insti-
tutions may now be forming.

* Non-market lending to SOEs and SIEs reduces the amount
of credit available to Chinese households and private busi-
nesses, lowers the PRC's potential growth rate, and hinders
the PRC's transition from export-led to domestic consumption-
driven growth.

7 1
Economist Intelligence Unit (March 2005): 20.7 2
Guy de Jonquieres, 'The Critical Skills Gap,' Financial Times (June 12, 2006).
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* An undervalued renminbi creates excess liquidity in state-
influenced Chinese banks and other depository institutions.
Excess liquidity encourages bankers to lend aggressively. In
turn, easy credit encourages SOEs and SIEs that are insulated
from price signals and profitability constraints to make specu-
lative investments in fixed assets. The nexus among an under-
valued exchange rate, state-influenced Chinese banks, and
SOEs and SIEs is apparently creating widespread overinvest-
ment and malinvestment in the PRC. This is especially true in
the real estate sector. Such an investment bubble is
unsustainable over the long term.

* An undervalued renminbi also fans protectionist sentiment
abroad. Protectionism is particularly dangerous for the PRC,
whose economic growth has been extraordinarily dependent on
exports and foreign direct investment.

. The absence of secure and transferable property rights in
agricultural land and the limited availability of credit inhibit
Chinese farmers from making the investments in fixed assets
necessary to increase low agricultural productivity and raise
rural incomes. The wide and growing income gap between
rural and urban China is fueling social tensions. Because inef-
ficient Chinese farmers cannot compete with cheaper agricul-
tural imports if the foreign exchange value of the renminbi
were to increase substantially, senior officials have resisted
any substantial increase in the foreign exchange value of the
renminbi. However, this official reluctance is simultaneously
inflating an investment bubble domestically and creating
unsustainable imbalances internationally, which together
threaten the PRC's rapid economic growth.

Senior officials fear that comprehensive reforms to resolve these
interrelated challenges would cause significant economic disloca-
tions and increase unemployment and political unrest in the short
run and could weaken the CPC's sway over the Chinese economy
in the long run. Consequently, senior officials have responded with
incremental policy changes. However, the PRC may be reaching the
limits of the effectiveness of its incremental approach to reform.

The PRC must begin to climb the development ladder as Japan,
South Korea, and Singapore have done and southeast Asian econo-
mies such as Malaysia and Thailand are doing. The distortions
from an undervalued exchange rate, non-market lending, over-
investment, and malinvestment-particularly by the SOEs and
SIEs and in the real estate sector-are interrelated. The economic
imbalances created by these distortions, along with rising disgust
at widespread corruption, are fueling social unrest, especially in
rural China. Consequently, a more comprehensive approach to solv-
ing these problems is needed.

To quell social unrest, the PRC must curb corruption, strengthen
the rule of law, and narrow the productivity and income gaps be-
tween workers in rural and urban China. To avoid a nasty reces-
sion, the PRC must begin to reduce some of the growing imbal-
ances in its economy. Simultaneous reforms of the PRC's agricul-
tural land policies, its financial services sector, and its foreign ex-
change rate regime are necessary to resolve these festering prob-
lems and sustain rapid economic growth.
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X. CONCLUSION

Although the Chinese economy is booming, the PRC faces five
major challenges to sustain rapid economic growth in the future:

* unfavorable demographics;
* corruption and a weak. rule of law;
. financially distressed SOEs and SIEs;
* a dysfunctional financial system; and
* domestic and international imbalances.

The PRC's response to these challenges will, of course, determine
the future-performance of the Chinese economy. However, since the
Chinese economy is so large and well integrated into the global
economy, the performance of the Chinese economy will also affect
the performance of the United States- and other economies. in the
world.

So far, the PRC's approach to reform has been incremental. This
incremental approach may be reaching the limits of its effective-
ness. The challenges that the PRC now faces are deeply inter-
related. A more comprehensive approach to reform is needed.
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I. OVERVIEW

In 2006, President -Bush and his supporters claimed that the
economy was doing well and that all Americans were benefiting
from his policies: For many Americans, however, those claims rang
hollow because their own incomes were not growing fast enough to
keep up with higher costs for energy, health care, and other critical
expenditures, and they were not confident about their economic fu-
ture.

A disconnect between aggregate indicators of economic perform-
ance and the experience of typical American families has been a
feature of the economy under -President Bush. While corporate prof-
its and executive pay rebounded after the dot.com collapse and the
2001 recession, the wages -and incomes of most Americans did not.
Since 2001, the. economy has grown but the benefits of- economic
growth and productivity have shown up in the -bottom lines -of com-
panies and in the incomes of highly compensated individuals-not
in the paychecks of most -workers.

For the most part, the Bush Administration and the Republican
majority in the Congress have been blind to the challenges facing
American families struggling with high energy-prices, rising health
care expenses, and the mounting costs of sending their kids to col-
lege. A rare exception came only recently when Treasury Secretary
Paulson, shortly after taking office, acknowledged that,

. . .we still have challenges, and amid this country's
strong economic expansion; many- Americans simply aren't
feeling the benefits. Many aren't seeing significant in-
creases in their take-home pay. Their increases. in wages
are being eaten up by high* energy prices 'and rising
health-care costs, among others.

Instead of pursuing policies that address those problems, how-
ever, the Administration has espoused policies such as repeal of the
estate tax and Social Security privatization that aggravate under-
lying market trends toward -widening income inequality and - in-
creasing income- insecurity. At the- same time, they have opposed
policies such as increasing the- minimum wage.

In 2006 the Bush Administration and the Republican majority in
the Congress once again pursued budget and tax policies that
added to the deficit, lowered taxes for. the well-to-do, and reduced
spending for programs that benefit middle- and-lower-income fami-
lies. The major tax legislation enacted, for example, was a $70 bil-
lion tax reconciliation bill that extended dividend and capital gains
provisions that were not set to expire for at least two years and
that mainly benefit high-income taxpayers. Yet that legislation
made only a temporary one-year fix to the alternative minimum

(111)
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tax (AMT) and failed to extend popular expiring provisions such as
the R&D tax credit.

The Republican majority tried several times to eliminate or sub-
stantially scale back the federal estate tax, the most progressive
tax currently on the books. Had that effort been successful it would
have added almost $1 trillion to the federal debt in the first ten
years after going into effect. At one point, the Majority tried to
achieve near elimination of the estate tax by holding hostage a
long-overdue increase in the minimum wage and the extension of
several popular tax measures that were due to expire.

That ploy failed, but an increase in the minimum wage will have
to wait until the Democratic-controlled 110th Congress convenes in
January. Unless the 109th Congress acts in its final lame-duck
week, so too will the extension of tax measures such as the deduc-
tion for qualified tuition and related expenses, the deduction for
state and local sales tax, the research and development credit, the
work opportunity and the welfare-to-work credits, the deduction for
expenses of school teachers, and the election to treat combat pay
as earned income for the earned income credit.

The United States is at war and yet there is no sense of the
shared sacrifice that has united this country in past conflicts. Iron-
ically, the estate tax was first adopted in the nineteenth century
to pay for government shortfalls due to wartime spending. Our
military families are making tremendous sacrifices, and too many
of them have made the ultimate sacrifice in service to our country.
With $320 billion appropriated or pending for Iraq operations to
date and the number of service men and women killed approaching
3,000, the human and financial tolls are each more staggering than
imagined.

The country faces mounting war costs of about $10 billion per
month, the impending retirement of the baby boom generation, and
deficits as far as the eye can see. Yet the Bush Administration has
focused its efforts on bettering the lives of those that need it the
least while leaving hard working families further behind.

The President's tax cuts are a drain on national saving and our
children and grandchildren will pay the price. The personal saving
rate, which these tax cuts were presumably designed to stimulate,
has been going down and is now negative. On average, people are
spending more than their current income. To be sure, soaring cor-
porate profits and retained earnings have boosted the business part
of private saving. But this is offset by budget deficits, which these
tax cuts will only increase.

Ultimately, the result of the Administration's irresponsible fiscal
policy is that many domestic priorities get shortchanged. We need
a change in direction for the majority of American families to share
in the benefits of economic growth and productivity and to secure
the country's economic future.

II. THE ECONOMY IN 2006

In early 2006, the U.S. economy rebounded from the previous
year's hurricanes and continued its business-cycle recovery from
the 2001 recession. However, weakness in the housing market be-
came an increasing drag on growth in the second and third quar-
ters of the year. Because other sectors such as business investment



113

and net exports did not provide sufficient offsetting strength, eco-
nomic growth slowed to a rate below what most forecasters think
is a pace consistent with achieving and maintaining full employ-
ment.

Inflation was a worry as energy prices rose sharply through the
first eight months of the year. However, energy price declines in
September and October produced a fall in the overall consumer
price index (CPI) and an easing of concerns about underlying
("core") consumer price inflation.

Monetary policy reached a critical juncture in 2006. The Federal
Reserve switched from a policy of gradually raising interest rates
to one of holding rates constant as economic growth moderated.
The Fed has indicated that it will be sensitive to incoming data on
the outlook for both economic growth and inflation in setting the
course of monetary policy going forward.

The budget deficit declined more than expected in 2006. Never-
theless, the deficit remains large, the budget outlook going forward
has not improved, and the country has an unsustainable payments
imbalance with the rest of the world. The consequences of large
federal budget deficits have been depressed national saving and in-
creased borrowing from the rest of the world. Low national saving
and the need to pay back foreign borrowing with interest means fu-
ture national income will be lower than if we were financing our
national investment with our own national saving.

Economic growth

The economy slowed during the first three quarters of 2006. Most
forecasters recognized that the first-quarter's growth rate of 5.6
percent at an annual rate was a temporary spurt that reflected an
economic rebound from the Gulf Coast hurricanes and other special
factors that had tempered growth late in 2005. The sharpness of
the subsequent slowing, however, may have been greater than
many forecasters were expecting. The economy grew at a 2.6 per-
cent annual rate in the second quarter and then slowed even more
sharply to just a 2.2 percent annual rate in the third quarter. That
pace is well below the 3 to 3½2 percent range that most economists,
including Fed Chairman Bernanke, believe is sustainable without
generating inflationary pressures.

The key contributor to the growth slowdown was residential in-
vestment, which plunged at an 18.0 percent annual rate in the
third quarter after falling 11.1 percent in the second quarter. That
decline in new housing investment subtracted 0.7 percentage point
from the overall growth rate in the second quarter and 1.2 percent-
age points from the overall growth rate in the third quarter.

Employment and wages

After fluctuating in the 4.6 to 4.8 percent range for the first nine
months of 2006, the unemployment rate dipped unexpectedly to 4.4
percent in October. Other labor market indicators, however, sug-
gested caution before concluding that there has been any signifi-
cant tightening of the labor market.

First, the decline in the unemployment rate was not matched by
increased entry into the labor force that might indicate greater con-
fidence in finding a job. In fact, both the fraction of the population



114

working or looking for work (the labor force participation rate) and
the proportion of the population with a job (the employment-to-pop-
ulation ratio) remained a full percentage point lower than they
were at the start of the 2001 recession.

Second, employers added just 92,000 jobs to their payrolls in Oc-
tober, when 125,000 to 140,000 jobs per month are needed to keep
pace with normal growth in the labor force. In the six months end-
ing in October payroll employment growth averaged just 138,000
jobs per month. The unemployment rate and payroll employment
come from two separate surveys that do not always agree, but most
experts think that payroll job growth is the better indicator of the
strength of the labor market.

Finally, the stagnation of real (inflation-adjusted) wages over
most of the recovery from the 2001 recession does not point to a
tight labor market. Productivity (output per hour) has grown at a
healthy 2.8 percent annual rate during the recovery from the 2001
recession, but real hourly compensation of employees (wages plus
benefits) has grown at less than half that rate (1.3 percent annu-
ally). Historically, growth in real hourly compensation has tended
to grow roughly in line with productivity.

Benefit costs have grown much faster than wages and salaries,
not because employers are providing more generous benefits but
because health insurance costs are rising and employers have had
to make contributions to restore the solvency of -their pension
plans. Those higher benefit costs are squeezing take home pay.
From August 2003, when job losses peaked, until August 2006, real
average hourly earnings fell 1.4 percent. Recent sharp declines in
inflation have pushed up real wages but the overall picture since
January 2001 remains one of stagnation.

Inflation and monetary policy
After rising 3 percent in the first eight months of 2006, the con-

sumer price index declined by 0.5 percent in September and an-
other 0.5 percent in October. Energy prices were the driving force
in the rise and subsequent decline of the CPI. Consumer energy
prices rose 14.4 percent in the first eight months of this year, and
then fell 7.2 percent in September and another 7.0 percent in Octo-
ber. Nevertheless, energy prices remain high. In October 2006, con-
sumer energy prices were 35 percent higher than they were in Jan-
uary 2001, while the overall consumer price index was 14.9 percent
higher.

The core CPI, which excludes the volatile food and energy prices,
rose at a 2.8 percent annual rate in the first 10 months of 2006.
That rate is higher than what the Fed would be comfortable with
on a long-term sustained basis, but core inflation has moderated
over the course of the year. Four months of 0.3 percent increases
from March through June, were followed by three months of 0.2
percent increases, and the core CPI rose just 0.1 percent in Octo-
ber.

In the fall of 2006, the Fed still sees inflation pressures as likely
to moderate over time, in part because the economy is slowing. Re-
cent declines in energy prices reduce the chance that energy prices
will feed into future core inflation. Wages have not been a source
of inflationary pressure so far in the recovery from the 2001 reces-
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sion. Nominal wages have picked up some recently, but Federal Re-
serve Chairman Bernanke has said that growth in real wages is
not incompatible with stable inflation. With profit margins unusu-
ally high, companies can absorb increases in real wages without
raising prices excessively.

The Fed has cautioned that it still sees some inflation risks. The
challenge it faces is that if it raises interest rates further to keep
inflationary trends and expectations from rising, it could choke off
the economic expansion, slowing job growth further, and leaving
working Americans with only meager gains in take home pay with
which to cover their already high energy, tuition, and health care
bills.

Fiscal policy
The federal budget deficit for fiscal year 2006 was $248 billion.

That is smaller than the deficit in the preceding three years and
smaller than the estimate in the President's January budget. How-
ever, it is still one of the largest deficits on record in nominal dol-
lars. More importantly, the reduction in the deficit does not reflect
explicit deficit-reduction efforts on the part of the Bush Adminis-
tration. The overwhelming majority of policy actions by the Bush
Administration and the Republican majority in the Congress have
added to the deficit not lowered it.

Tax revenues grew in fiscal year 2006, as they always do in a
business-cycle expansion. Revenues also came in higher than ex-
pected for other reasons unrelated to policy actions. Nevertheless,
the real story of the budget under President Bush continues to be
a deterioration compared with the situation he inherited. The $5.6
trillion 2002-2011 budget surplus that was being projected when
President Bush took office in January 2001 has turned into a def-
icit over that same period projected to be at least $2.9 trillion.

The direct consequence of those large federal budget deficits has
been to reduce government saving. Neither the tax cuts nor any-
thing else has stimulated an offsetting increase in private saving,
hence national saving has declined as well. Because foreigners, in-
cluding foreign governments, continued to be willing to lend to the
United States and acquire U.S. assets, the United States was able
to draw on foreign saving to make up for the loss of national sav-
ing. Without that foreign borrowing, long-term interest rates would
have been much higher. However, the returns from investment fi-
nanced by foreign saving mainly go to the foreign investors and not
to raising future U.S. national income.

At some point, the United States will have to pay for the irre-
sponsible budget policies of the last six years. That day of reck-
oning has been postponed by our ability to draw on foreign saving.
If the rest of the world suddenly decides that the risks from invest-
ing its savings in the United States outweigh the benefits, there
could be a run on the dollar, a sharp increase in U.S. interest
rates, and possibly an international financial crisis. Even if the rest
of the world continues to lend to the United States, the U.S. exter-
nal debt will continue to mount and interest on that debt will have
to be paid out of future national income.
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III. THE BUSH ECONOMIC RECORD

Throughout the year the JEC Democrats have issued fact sheets
and economic policy briefs documenting the discrepancy between
the claims of the Bush Administration about how well the economy
is doing and the experience of ordinary middle class and working
families. The following are some of the salient facts about the Bush
Administration's economic record.

Unemployment and job growth

Through November 2006, unemployment remains higher than it
was when President Bush took office in January 2001, and job cre-
ation has been lackluster. In particular:

* 688,000 more people are unemployed.
* The unemployment rate is up 0.2 percentage point to 4.4 per-

cent.
* Long-term unemployment (26 weeks or more) is 60 percent

larger at 1.1 million.
* Job growth has averaged just 49,000 jobs per month-and just

31,000 per month in the private sector (monthly growth of 125,000
to 150,000 is necessary to absorb a growing labor force).

. 2.9 million manufacturing jobs have been lost.
Job losses continued until August 2003 and did not regain their

pre-recession level until February 2005-the most protracted jobs
slump since the 1930s. Job growth from August 2003 through Octo-
ber 2006 averaged just 159,000 jobs per month, whereas it was
common to see job gains of 200,000 to 300,000 in the expansion of
the 1990s. In the six months ending in October 2006, monthly job
growth averaged just 138,000.

Wages and other measures of economic well-being

Most American families have seen their standard of living erode
on President Bush's watch. American workers have seen their pro-
ductivity grow at a very strong rate, but productivity and economic
growth have not translated into higher real wages. Income gains
have been concentrated at the top of the income distribution, while
poverty and economic insecurity have increased. In particular,
since President Bush took office:

. The median usual weekly earnings of full-time wage and sal-
ary workers have declined by 0.9 percent after inflation.

. Median household income has declined by $1,273 or 2.7 per-
cent after inflation.

* 5.4 million more people live in poverty, for a total of 37 million
people in poverty.

* 1.3 million more children live in poverty, for a total of 12.9 mil-
lion children in poverty.

* 6.8 million more people lack health insurance, for a total of
46.6 million uninsured.

* 3.7 million fewer workers have an employer-sponsored retire-
ment plan.
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A legacy of deficits and debt
When President Bush took office, the federal budget was in sur-

plus and the national debt was declining. Under President Bush,
however:

* A $128 billion federal budget surplus in FY 2001 turned into
a $248 billion deficit in FY 2006.

* A $5.6 trillion 10-year projected surplus from 2002 to 2011 has
turned into a projected deficit of at least $2.9 trillion.

. Federal debt issued to finance budget deficits rose by $1.5 tril-
lion.

The broad economic indicators preferred by President Bush show
that the economy has experienced a business cycle recovery from
the 2001 recession, with strong productivity and rising output.
However, most American workers have not seen the benefits of
that recovery in their paychecks. Now, with the economy slowing
before it has produced an improved standard of living for the typ-
ical American family, people have a right to ask of the Bush eco-
nomic record, "Is that all there is?"

IV. LINKS TO MINORITY REPORTS

The following reports were issued by the Joint Economic Com-
mittee Democrats in 2006: -

Is That All There Is? The Bush Economic Record From the Per-
spective of Working Families. November 2006: Link: http:/ /
www.jec.senate.gov /democrats IDocuments IReleases /
isthatallthereis.pdf

The Way We Were: Comparing the Bush Economy with the Clin-
ton Economy. November 2006 Link: http:/ /www.jec.senate.govI
democrats /Documents IReports /BushIsNoClinton03 nov2006.pdf

Relying on the Kindness of Strangers: Foreign Holdings of U.S.
Treasury Debt. November 2006. Link:. http://www.jec.senate.govl
democrats/Documents IReports Iforeigndebtkindness ofstrangers.pdf

Losing Ground: The Middle Class in the Bush Economy. Sep-
tember 2006. Link: http:I/www.jec.senate.gov/democratsIDocu-
ments IReports / losinggroundthemid dleclasssep2006.pdf

Some Perspective on Bush Administration Economic Claims. Sep-
tember 2006. Link: http:I/www.jec.senate.gov/democrats IDocu-
ments /Reports IHBCJECJointDoc2 9sep2006.pdf

Poverty Rate Unchanged From 2004, Up Since 2000. August
2006. Link: http: / / www.jec.senate.gov /democrats IDocuments IRe-
ports /poverty2006.pdf

The Number of Americans Without Health Insurance Rose for the
Fifth Year in a Row in 2005. August 2006. Link: http:I /
www.jec. senate.gov / democrats IDocuments IReports /
healthinsurance2006.pdf

Household Income Up Slightly, in 2005, But Down Since 2000.
August 2006. Link: http:l Iwww.jec.senate.govIdemocratsIDocu-
ments /Reports I income2006.pdf

Strange Bedfellows: Minimum Wage Workers and the Wealthy.
August 2006. Link: http:I/www.jec.senate.gov/democrats/Docu-
ments /Reports lestatetax2.pdf

We'll Be Forever in Their Debt: The Economic Consequences of Ir-
responsible Budget Policy. June 2006 Link: http:/ /
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www.jec.senate.gov /democrats/Documents /Reports /
debtandtaxes2006.pdf

Who Will Pay for Repealing the Estate Tax? June 2006. Link:
http:l / www.jec.senate.gov /democrats/Documents/Reports!
whowillpayestatetax2006.pdf

Highlights of the 2006 Social Security Trustees' Report. May
2006. Link: http: / / www.jec.senate.gov / democrats/Documents IRe-
ports /sstrustees2006.pdf

Highlights of the 2006 Medicare Trustees' Report. May 2006.
Link: http: / / www.jec. senate.gov / democrats /Documents /Reports /
medicaretrustees2006.pdf

How Strong Is the Economic Recovery and Is Everyone Bene-
fiting? April 2006. Link: http: / / www.jec.senate.gov / democrats /Doc-
uments /Reports / busheconomyapr2006.pdf

An Overview of the Gender Earnings Gap. April 2006. Link:
http: / /www.jec.senate.gov /democrats /Documents /Reports /
earningsgap25apr2006.pdf

Measuring Poverty. April 2006. Link: http:/ /www.jec.senate.govl
democrats /Documents /Reports / memapr2006.pdf

Administration's Health Insurance Tax Credit Proposal Fails to
Provide a Real Solution to the Uninsured. Updated April 2006.
Link: http: / / www.jec.senate.gov / democrats /Documents /Reports /
hitaxcreditl 7apr2006.pdf

Fact Sheet: The Impact on Families of the FY 2007 House Budget
Resolution. Updated April 2006. Link: http://www.jec.senate.govl
democrats/Documents/Reports /housebudgetfactsap r2006.pdf

Administration's Health Insurance Proposals: A Boon to the
Healthy and Wealthy but No Help for the Uninsured. Updated April
2006. Link: http: / / www.jec. senate.gov / democrats/Documents /Re-
ports / hsasO5apr2006.pdf

The Effects of the President's Social Security Proposal on Women.
March 2006. Link: http://www.jec.senate.gov/democrats/Docu-
ments /Reports / womenandpriv30mar2006.pdf

The Impact on Families of the President's Fiscal Year 2007 Budg-
et Proposals. March 2006. Link: http://www.jec.senate.gov/demo-
crats /Documents /Reports /fy2007budgetmar2006.pdf

The President's Savings Proposals: Bigger Tax Breaks but Less
National Saving. Updated February 2006. Link: http:/ /
www.jec.senate.gov /democrats IDocuments /Reports /
presidentssavingsac countsl4feb2006.pdf

Association Health Plans: The Wrong Medicine for Small Busi-
nesses' Health Insurance Ills and no Help for the Uninsured. Feb-
ruary 2006. Link: http:/ /www.jec.senate.gov/democratsIDocu-
ments IReports / ahpreportfeb2006.pdf

Administration's Proposed Tax Deduction for High-Deductible
Health Insurance: A Boon to the Healthy and Wealthy but No Help
for the Uninsured. January 2006. Link: http: / / www.jec.senate.govl
democrats /Documents /Reports / hsas3ljan2006.pdf

The Bush Economy: The Facts Behind the White House Facts.
January 2006. Link: http:/ /www.jec.senate.gov/democratsIDocu-
ments /Reports Isotu2006.pdf
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OVERVIEW OF CURRENT AND RECENT MACROECONOMIC CONDITIONS

The economic expansion continues to mature. Unemployment, in-
flation, and long-term interest rates remain low by historical stand-
ards. Employment growth and healthy growth in the inflation-ad-
justed (real) gross domestic product (GDP) continued throughout
the past year. The economy began 2006 with rapid growth, perhaps
reflecting an alteration of timing of economic activities in the after-
math of last year's devastating hurricanes. Growth has slowed over
the past two quarters, partly a reflection of significant adjustments
in the housing sector, but remains healthy. Most forecasters view
the recent slowdown as temporary, with real GDP growth expected
to return to around 3.0%, at an annualized rate, by the end of next
year.

Recent economic conditions display striking contrasts to condi-
tions prevailing prior to enactment of pro-growth tax relief under
the Jobs and Growth Tax Relief Reconciliation Act of 2003, enacted
in May of 2003. Highlights of the contrasts include:

* GDP growth averaging a robust 3.6% following the enactment
of tax relief, in contrast to the tepid average of 1.3% from the first
quarter of 2001 through the second quarter of 2003.

* Growth in real business fixed investment averaging 6.9% fol-
lowing the enactment of tax relief, in contrast to an average 5.6%
rate of decline from the first quarter of 2001 through the second
quarter of 2003.

* A decline in the unemployment rate from a recent peak of 6.3%
in June of 2003 to 4.4% in October of 2006

* Healthy average monthly gains in payroll employment of
166,000 per month from June of 2003 through October of 2006, in
contrast to an average monthly loss of 91,000 between January of
2001 and May of 2003.

* Strong gains in equity markets following the enactment of tax
relief, in contrast to losses prior to relief: the Dow Jones Industrial
Average has risen 39% between early June of 2003 and December
5 of 2006, in contrast to a 16% decline between the beginning of
2001 and early June of 2003; the NASDAQ has risen 54% between
early June of 2003 and December 5 of 2006, in contrast to a 31%
decline between the beginning of 2001 and early June of 2003.

. The Institute for Supply Management (ISM) indexes of manu-
facturing and non-manufacturing (service sector) activities, which
signal expansion when above 50 and contraction when below 50,
displayed robust expansions following tax relief, in contrast to dis-
plays of contraction or tepid growth prior to tax relief; the ISM
manufacturing index has averaged a robust 57 since June of 2003,
in contrast to a contraction-signaling average of 48 from the begin-
ning of 2001 through May of 2003; the ISM index of non-manufac-
turing activity has averaged a robust 61 since June of 2003, in con-
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trast to a much more moderate expansion-signaling average of 52
from the beginning of 2001 through May of 2003.

While correlations do not imply causality, there has been a clear
and striking turnaround in a wide array of economic indicators
from signals of contraction or tepid growth prior to enactment of
the pro-growth tax relief in 2003 to signals of strong expansion and
robust growth following tax relief.

Despite the recent slowing of growth and corrections in the na-
tion's housing market, I am encouraged by the direction the econ-
omy is heading in terms of growth and opportunity. This does not
mean that the economy will not face challenges in the months and
years ahead, but it does mean that recent economic policy decisions
have paid dividends for the nation's citizens.

ECONOMIC GROWTH MODERATED RECENTLY

Following very rapid 5.6% annualized growth in real GDP in the
first quarter of 2006, growth slowed to a still-healthy 2.6% rate in
the second quarter and below-trend growth of 2.2% in the third
quarter. A significant portion of the GDP growth slowdown can be
attributed to slowing of the housing market from an exceptional,
record-setting pace from 2003 through most of 2005. Residential in-
vestment has declined for four straight quarters, pulling overall
GDP growth down. In the second quarter of 2006, residential in-
vestment fell by 11%; in the third quarter, it fell by 18%. Uncer-
tainty remains concerning how long the housing market correction
will take, whether housing prices will decline substantially, and
what effects the correction might have on consumer spending and
on overall employment growth.

Prior to the recent housing market correction, as new and exist-
ing home sales repeatedly set record levels and double digit rates
of home price appreciation were recorded, rapid increases in hous-
ing valuations likely helped support consumer spending. As house-
holds perceived large wealth gains in housing, they were, perhaps
more easily than in the past due to financial innovations, able to
tap into home equity to help support consumption spending. A risk
of significant slowing of consumer spending exists if the wealth ef-
fect works in the other direction because of substantial home value
declines.

Thus far, however, substantial declines in housing values have
not been observed. And many analysts, including former Federal
Reserve Chairman Alan Greenspan, believe that much of the cor-
rection in the housing sector is behind us. Others, however, believe
there is more of a correction to come. In any event, consumer
spending, which accounts for roughly 70% of GDP, has remained
healthy throughout the expansion.

CONSUMER SPENDING HAS REMAINED RESILIENT

Growth in consumer spending has remained resilient, averaging
a 3.1% annualized rate since the beginning of 2001, despite a se-
quence of adverse shocks to the economy including the tragedy of
September 11, 2001, the aftermath of corporate accounting scan-
dals, two wars, devastating hurricanes, and a prolonged period of
significant increases in energy costs. Support for consumer spend-
ing has come from, among other factors, expanding employment
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and growth in disposable (after-tax) income. Growth in consumer
spending averaged a healthy 2.9% annualized rate between the be-
ginning of 2001 and the enactment of pro-growth tax relief in 2003;
it has averaged a robust 3.5% following the enactment of tax relief
which helped Americans keep more of their hard-earned incomes
for use in private consumption, investment, and saving.

IMPROVING INFLATION OUTLOOK

Increases in energy prices over the past four years dominated on
the inflation front. Inflation in the overall (headline) consumer
price index (CPI) in some months ran above 4.0% on a year-over-
year basis, often led by large increases in the rate of inflation in
the energy-price component of the CPI. Inflation in the "core" CPI,
which excludes volatile energy and food prices and is used partly
to gauge the extent to which energy price increases are feeding into
more general inflation in prices of other goods and services, has re-
main relatively benign. Core consumer price inflation has, however,
risen above what most consider the Federal Reserve's comfort zone.
Core CPI inflation neared 3.0% in the fall of 2006 and inflation in
the core personal consumption expenditures (PCE) price index, one
of the Federal Reserve's preferred measures of consumer prices,
ran close to 2.5%. Many regard the ceiling on the Federal Reserve's
comfort zone for core PCE inflation to be around 2.0%, so inflation
is still a concern for the Federal Reserve, as well as consumers.

THE FED PAUSED ON ITS TIGHTENING CAMPAIGN

Beginning in October of 2006, the Federal Reserve ended its
tightening policy that consisted of increases in its target for over-
night interest rates. The Fed had raised its overnight interest rate
target from the 45-year low of 1.00% in 17 quarter-point incre-
ments beginning in late June of 2004 and ending in early August
of 2006. In the last three meetings of the Federal Open Market
Committee, the Federal Reserve's monetary policymaking com-
mittee, the Fed decided to keep its overnight interest rate at 5.25%.
Despite rising short-term interest rates, long-term nominal interest
rates have not increased significantly and remain low by historical
standards.

ENERGY PRICES HAVE RETREATED

A notable feature of recent economic developments is the decline,
on balance, in energy prices since the summer of 2006. Energy
prices rose significantly from the beginning of 2004 through the
summer of 2006; the spot price of a barrel of West Texas Inter-
mediate crude oil, for example, rose by 117% from the beginning
of 2004, when the price was around $34 a barrel, to over $74 a bar-
rel by July of 2006. Since the summer of 2006, however, energy
prices have receded; the spot price of a barrel of West Texas Inter-
mediate crude oil, for example, has retreated from the $74 a barrel
level in July to below $60 in November. Reductions in energy costs
help ease concerns about acceleration in inflation and help increase
the purchasing power of wages, salaries, and incomes of Americans.
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FEATURES OF THE ECONOMY SINCE 2001

Growth in real GDP has averaged a healthy 2.6% annualized
rate since the beginning of 2001 and has averaged a robust 3.6%
since the enactment of pro-growth tax relief in 2003. There have
been 20 consecutive quarters of growth in real GDP through the
third quarter of 2006.

GDP growth has recently slowed from the very rapid 5.6% of the
first quarter of 2006, down to a still-healthy 2.6% in the second
quarter and 2.2% in the third quarter. Slowing in the housing sec-
tor of the economy has contributed significantly to the recent
growth slowdown; indeed, residential investment declined by 11.0%
in the second quarter of 2006 and by 18% in the third quarter.
Forecasters see growth gradually accelerating next year, reaching
a healthy 3.0% annualized rate by the end of the year.

Economic Growth Since 2000
(Real Annualized GDP Growth)

8%

6%

4%

liii ~~~~~~X2%

Blue Chip Forecast
-2%

2000 2001 2002 2003 2004 2005 2006 2007

Source: Bureau of Labor

Consumer spending, which accounts for around 70% of economic
activity, has remained resilient since the beginning of 2001, despite
numerous negative shocks to the economy. Growth in inflation-ad-
justed consumer spending has averaged 3.1% since the beginning
of 2001, and an even more impressive average of 3.5% since the en-
actment of pro-growth tax relief in 2003.
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Consumer Spending Growth Since 2000
(Inflation-adjusted annualized growth)
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Investment growth also contributed substantially to overall GDP
growth since the enactment of pro-growth tax relief in 2003.
Annualized growth in inflation-adjusted private fixed investment
spending has averaged a robust 6.9% from the third quarter of
2003 through the third quarter of 2006. This stands in marked con-
trast to an average annualized rate of decline of 5.6% from the be-
ginning of 2001 through the second quarter of 2003.

Non-Residential Investment Growth Since 2000
(Inflation-adjusted annualized growth)
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JOB CREATION AND LOW UNEMPLOYMENT

Thirty eight consecutive months of payroll job gains have added
close to 6.9 million new jobs to business payrolls. In the year end-
ing in October of 2006, there were 2.3 million new payroll jobs cre-
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ated in the nation's labor markets. Payroll job gains have averaged
over 166,000 per month since the enactment of tax relief in 2003,
above the threshold that many believe must be crossed for job cre-
ation to exceed growth in the population. In marked contrast, from
the beginning of 2001 through May of 2003, prior to the pro-growth
tax relief enacted in 2003, there was an average loss of 91,000 pay-
roll jobs per month.

Over 6.8 Million Jobs in Past 38 Months
(Change in employment, in thousands)

Tax Relief Enacted
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The unemployment rate in October 2006 was 4.4%, below the re-
cent peak of 6.3% in June of 2003. The 4.4% unemployment rate
is also below the averages of each of the 1950 (4.5%), 1960s (4.8%),
1970s (6.2%), 1980s (7.3%), and 1990s (5.8%).
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(Civilian unemployment rate)
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WAGES, SALARIES, AND BENEFITS

Escalating energy costs witnessed over the past few years have
served to erode the purchasing power of wages and salaries. Con-
sider, for example, average hourly earnings. There were, for several
quarters, declines in the inflation-adjusted (real) value of those
earnings caused largely by escalations in energy costs. Recent re-
ductions in energy costs have helped restore positive growth in real
earnings. It is useful to keep in mind that average hourly earnings
is a very incomplete measure of worker compensation that ignores
around 20% of the workforce by measuring only earnings of non-
supervisory workers and ignores around 30% of overall worker
compensation by measuring only wages and salaries and not in-
cluding benefits.

More comprehensive measures of compensation accruing to
American workers, that include benefits as well as wages and sala-
ries, show that workers have made real gains since the beginning
of 2001, which means that there has been positive growth in the-
amount of goods and services they can purchase with their overall
compensation. For example, in inflation-adjusted terms, compensa-
tion measured in the National Income and Product Accounts has
grown on a year-over-year basis at an average 1.65% pace since the
beginning of 2001. Growth in the real wage and salary component
of overall compensation has averaged 1.01%, while growth in the
benefits component (supplements to wages and salaries) has grown
at a very robust average 4.61% pace since the beginning of 2001.

Growth in Real Hourly Earnings
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National Income and Product Accounts Real Employee
Compensation and Components
(year-over-year % change)
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A key to increases in living standards is growth in productivity,
as the next chart clearly illustrates. Pro-growth tax relief, such as
that enacted in 2003, lays a solid foundation to facilitate continued
strong growth in the productivity of American workers. That
growth ultimately boosts workers' wages, salaries, benefits, and liv-
ing standards.

Productivity and Real Compensation Growth Together
(Index 1992=100)
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HEALTHY PRODUCTWITY GROWTH

From the beginning of 2001 through the third quarter of 2006,
year-over-year growth in labor productivity-output per hour in the
non-farm business sector-averaged 3.0%. This is well above the
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2.0% average of the 1990s and above the long-term average of 2.3%
from the beginning of 1948 through the third quarter of 2006.

HEALTHY EXPANSION OF BUSINESS ACTIVITY

Economic activity in both the manufacturing and the service sec-
tors of the economy remains, healthy, according to surveys by the
Institute for Supply Management (ISM). The ISM index of manu-
facturing -activity had been above a value of 50, indicating expan-
sion in the manufacturing sector, for 42 consecutive months begin-
ning in May 2003 when tax relief was enacted. The index edged
down to 49.5 in November of 2006, the first sign of a slight contrac-
tion in manufacturing for 42 months. The ISM index of non-manu-
facturing (service sector) activity has remained above 50 for 44 con-
secutive months beginning in-April of 2003. Capacity utilization in
the industrial sector (manufacturing, mining, and utilities), after
hitting a near-term low of 73.9% in December of 2001, has trended
upward to over 82.0% for five consecutive months through October
of 2006, moving into line with long-run historical norms.

THE HOUSING MARKET CORRECTION

New home sales and existing home sales have fallen on a year-
over-year basis for 10 and 11 consecutive months, respectively,
through October of 2006, with some months showing significant
double-digit rates of decline. However, levels of activity remain
high by historical standards, and recent declines in sales follow sig-
nificant and persistent increases in the period 2003 through 2005.
Housing starts and building permits have shown significant de-
clines in the second half of 2006, as builders cut back on construc-
tion activity to work off recent growth in inventories of unsold
homes.

Existing and New Home Sales Growth since 2000
(year-ver-year percent change)
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Existing and New Home Sales Levels since 2000
(thousands of houses)
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According to the house price index compiled by the Office of Fed-
eral Housing Enterprise Oversight, year-over-year home price ap-
preciation has slowed from the double digit rates observed between
the fourth quarter of 2004 and the second quarter of 2006 to 7.7%
in the third quarter of 2006. Year-over-year growth in the National
Association of Realtor's measure of median prices of existing homes
has shown price declines in three consecutive months through Oc-
tober of 2006, in contrast to double digit increases observed
throughout most of 2005.

OFHEO Home Price Index Appreciation
(year-over-year percent change)
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LOW INFLATION DESPITE RUN-UPS IN ENERGY COSTS

Consumer price inflation, measured by the year-over-year per-
cent change in the CPI, has remained low by historical standards
throughout most of the ongoing economic expansion. Accelerating
energy prices caused acceleration of overall CPI inflation, pushing
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inflation above 4.0% during some months of 2005 and 2006. Recent
easing of energy prices has helped pull overall CPI inflation from
a recent peak of 4.3% in June of 2006 to 1.3% in October. Inflation
in core consumer prices, which exclude volatile energy and food
prices, has remained low throughout the current expansion. Core
CPI inflation and core PCE inflation began 2006 at around 2.0%
but those inflation measures rose, to close to 3.0% in September for
the core CPI and around 2.4% for the core PCE. Those core meas-
ures of consumer price inflation eased in October of 2006, and the
Fed anticipates further easing as effects of recent favorable energy
developments and of recent slowing of economic activity take hold.
The Fed remains, however, alert to upside risks for future accelera-
tion of inflation.

Consumer Price Inflation
(year-over-year percent change in consumer price index [CPI])
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RISING SHORT-TERM INTEREST RATES, LOW LONG-TERM RATES

While the Fed has raised its target for overnight interest rates
from 1.00% at the end of June 2004 to the current 5.25%, long-term
interest rates have barely moved on balance. The nominal yield on
a 10-year constant maturity Treasury note, for example, averaged
4.73% in June of 2004 and averaged 4.60% in November of 2006.
The persistence of relatively low long-term interest rates is an on-
going area of economic research to establish the important contrib-
uting factors.



131

Long-Term Rates Low, Despite Fed Tightening
(percent interest rates)
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To some extent, the low long-term rates could reflect reductions
in term and inflation-risk premiums demanded by investors, per-
haps a partial reflection of gains in Federal Reserve credibility for
keeping inflation low and less volatile than in the past. To some
extent, the low long-term rates could reflect what Federal Reserve
Chairman Ben Bernanke has called a global "savings glut," with
investors in some economies, such as in Asia and oil-exporting
countries, having an excess of savings relative to investment. Those
investors then, perhaps, decide that the best opportunities for the
excess savings lie in the strong, liquid, and relatively low-risk fi-
nancial markets of the United States. The relatively strong demand
for U.S. assets exerts upward pressure on the prices of those assets
and, correspondingly, downward pressure on their rates of return.

Whatever the reason for the relatively low long-term interest
rates, they have been carefully analyzed by economic analysts be-
cause longer-term interest rates have been below short-term inter-
est rates, a phenomenon known as an "inverted yield curve." Ana-
lysts are alert in the presence of an inverted yield curve because,
in the past, such a condition has presaged recession. To the extent
that Fed Chairman Bernanke's "global savings glut" hypothesis
holds true, current conditions do not carry the signal of a possible
recession ahead as like conditions have in the past. Some support
for Bernanke's position comes from observing that inversion of the
yield curve is not currently unique to financial markets in the
United States. Similar conditions currently hold in a number of in-
dustrialized economies.

INTERNATIONAL DEVELOPMENTS

From the beginning of 2001 through early December of 2006, the
trade-weighted value of the U.S. dollar has depreciated by around
12.5%. Vis-A -vis the euro, the dollar has depreciated by 37.5% dur-
ing the same period; vis-A-vis the yen, the dollar has not changed
significantly in the period.

Many believe that further depreciation of the dollar will be nec-
essary given that the U.S. trade deficit is large and growing rel-
ative to GDP. A declining dollar makes imports more costly and
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less competitive in U.S. markets and makes U.S. exports more com-
petitive in world markets.

Trade deficits have helped fuel historically high U.S. current ac-
count deficits. The current account deficit, after hitting a near-term
low as a percent of GDP of 3.5% in the fourth quarter of 2001, rose
to 7.0% of GDP by the fourth quarter of 2005, and has since re-
treated to around 6.6% of GDP. The current account deficit means
that U.S. savings are not sufficient to fund U.S. investment; on the
other hand, it also reflects the fact that investors abroad continue
to view the U.S. as a particularly attractive place to invest.

Prospects for U.S. exports of goods and services have improved
recently, with a pickup in growth in the euro-zone, after years of
tepid growth, along with seven consecutive quarters of growth in
Japan's economy through the third quarter of 2006.

THE FEDERAL BUDGET

The federal government recorded a total budget deficit of $248
billion in fiscal year 2006, $71 billion below the deficit incurred in
2005. The 2006 deficit was 1.9% of GDP, down from 2.6% in 2005.
Federal government receipts in fiscal year 2006 rose by 11.8% rel-
ative to fiscal year 2005, the second highest percentage increase
since 1981. In fiscal year 2005, receipts rose by 14.6%. Receipts as
a share of GDP rose to 18.4% in fiscal year 2006, above the average
of 18.2% experienced since 1965. Outlays, too, rose in 2006-by
7.4% over their 2005 levels. Outlays reached a 10-year high in 2006
at 20.3% of GDP, just slightly below the long-run average of 20.5%
between 1965 and 2005.

Despite the recent favorable swings in the government's fiscal po-
sition, the threat to stability in longer-term government finances
comes from projected runaway growth in mandatory spending, in-
cluding Social Security, Medicare, and Medicaid. The relatively cer-
tain demographic outlook involves large-scale retirement of the
"baby boom" generation, meaning fewer workers per beneficiary in
Social Security. Currently, 3.25 workers contribute to the Social Se-
curity system per beneficiary. The number of beneficiaries by 2030
will have doubled and the ratio of workers to beneficiaries will
have fallen to 2.00. At the same time, Medicare spending per bene-
ficiary is expected to rise with increases in the costs of medical
care. In fiscal year 2005, federal outlays for Social Security, Medi-
care, and Medicaid amounted to around 8% of GDP. Projections by
the Office of Management and Budget suggest that this share will
rise to 13% by 2030.

The nation faces important questions as it examines whether
promises imbedded in the Social Security system, Medicare, and
Medicaid are sustainable, given budget and social priorities. Many
fear that these systems may have committed more resources to the
baby boom generation than they can realistically deliver without
imposing massive burdens on younger generations. If those com-
mitments are untenable, then making changes to the promises
should come sooner rather than later, giving people as much time
as possible to plan their work, savings, and retirement plans.
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THE OUTLOOK

Recent economic data show that economic growth has slowed
over the course of 2006, partly reflecting a cooling of the housing
market. Looking forward, most forecasters see a gradual return to
annualized growth of around 3.0% by the end of next year. Infla-
tion pressures have been easing, assisted by lower energy prices,
contained inflation expectations, and cumulative effects of mone-
tary policy actions and other factors restraining the aggregate de-
mand for goods and services in the economy. Unemployment and
long-term interest rates remain low by historical standards, and job
and compensation growth continue.

Of course, some risks and uncertainties remain. The extent to
which the housing market correction is behind us or has a way to
go remains uncertain. Continued rapid growth in China, India, and
other countries may continue to put upward pressure on prices of
key inputs such as oil and commodities. The global risks of ter-
rorism and unrest in the Middle East also remain. There are un-
certainties concerning effects of near-term budget pressures that
will increasingly be felt from the demographic tidal wave of baby-
boomer retirees in conjunction with existing entitlement promises.

Despite our nation's challenges, we maintain our confidence in
the economy's ability to expand and provide improved job opportu-
nities for all Americans. We must work to insure that fiscal and
regulatory burdens do not hinder economic growth and job creation
and we must continue to fight efforts toward protectionism against
our trading partners that would prevent Americans from benefiting
from the gains of free and fair trade.

Senator ROBERT F. BENNETT,
Vice Chairman.
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