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THE TAX REFORM ACT OF 1986: IMPLICATIONS
FOR THE FUTURE

FRIDAY, SEPTEMBER 12, 1986

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,

Washington, DC

The committee met, pursuant to notice, at 10 a.m., in room 2359,
Rayburn House Office Building, Hon. David R. Obey (chairman of
the committee) presiding.

Present: Representatives Obey, Hamilton, Scheuer, Wylie,
Fiedler, Kaptur, and Archer.

Also present: Stephen Quick, professional staff member.

OPENING STATEMENT OF REPRESENTATIVE OBEY, CHAIRMAN

Representative OBEY. Today the Joint Economic Committee is
holding the first of 2 days of hearings on the probable effects which
the conference agreement on the new tax bill is likely to have on
the economy.

I think it is fair to say that the conference report appears to be
working its way toward a vote on deliberate speed. Any member
who is not a member of the conference committee frankly has very
little to go on by way of specific legislative language.

My understanding is that we may be asked to vote on it after we
have that language for as short a period of time as 2 days. Having
on several previous occasions been required to vote on legislation
without having copies of it, I have a quaint idea that it would be
helpful if we had a greater understanding of what is in the bill
before we vote on it.

I am approaching these hearings with a totally open mind.
Frankly, I have expected that in the end I would probably support
whatever legislation came out of the conference because I think
that we have assumed that legislation will make the system more
efficient, more just and more equitable.

But before actually committing ourselves, and I have no doubt
that the bill is probably going to pass, and I think that is almost a
foregone conclusion, but I think before we actually vote it would be
good to know the answer to a number of questions that we will
have to face after the bill is passed.

Specifically, there are four broad areas of concern I think we
would be wise to address before we actually vote and go home to
our constituents and explain exactly what it is we have done.

First, I think we would like to have as good an idea as possible
about how this bill will affect the deficit. As we all know, Gramm-
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Rudman put severe limits on Federal fiscal policy. Were revenuesto drop significantly, for instance, Gramm-Rudman does not allowthat to happen without making corresponding reductions on thespending side.
So while I certainly recognize, and I think every member of thecommittee does, the difficulty that anyone has in estimating futurerevenues, and we certainly do not expect perfect accuracy, I thinkwe need to have some assessment of how reliable those revenue es-timates are and whether the errors in revenue estimating arelikely to be on the high side or the low side and where that islikely to put us in terms of future policy action that would be re-quired.
Second, we need to explore what the effect of this bill is likely tobe on the trade deficit and on the competitiveness of American in-dustry. Some have argued that repeal of the investment tax creditand the imposition of a corporate minimum tax would raise thecost of capital and depress investment, particularly in the heavymanufacturing sector and that the result might be that in a fewyears we would be buying more foreign goods and fewer American-made goods.
Others argue that the lower marginal corporate rates and theelimination of other distortions of tax shelters would increase theefficiency of the tax structure, increase the rationality of invest-ments and make a positive contribution to competitiveness. I thinkwe ought to take a further look at that.

,T;hird is the question of the rate structure of this bill. Is it in factsuperior to the current rate structure and is it defensible? The billlowers the marginal rate for the richest taxpayers to 28 percent,but it has an effective 33 percent marginal rate for the next lowestgrouping of taxpayers, the well known-well, probably not so well-known hump that is now in those tax rates.
The bill is still being described in most quarters as a two-bracketbill, but it is not in fact a two-bracket bill in terms of its marginaltax rate effect on taxpayers and we need to discuss whether it isgood enough to justify support.
Finally, I think we have to ask, and this is probably the most im-portant question because maybe we don't know the answer to anyof the other questions, but there are always unintended conse-quences from actions that you take. And it would seem to me thatwe ought to try to explore what kinds of changes in the Tax Codepeople will be asking us to make in 1987 and 1988 if we pass thisconference agreement this year.
In other words, it this is the first shoe, what is the second shoethat is likely to be dropped, and what kind of arguments are likelyto be made in the coming months after passage of this legislationconcerning problems that are either created or not addressed bythis legislation. I think we ought to explore how well the Congressand the Tax Code will be positioned to respond to those argumentsand those pressures. In short, what I am really asking is what, ifanything, are we setting ourselves up for in terms of future pres-sures for change in the Tax Code that will most surely come nomatter what kind of legislation the Congress would pass.These are the kind of questions which I think we ought to ex-plore and they certainly are nonideological and they are certainly I
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think questions in the minds of many Members of Congress who I
have talked to on both sides of the aisle.

I would approach the vote on this legislation with some addition-
al comfort if I knew more about the answers to those questions
than I think most Members of Congress, including yours truly,
know right now.

Congressman Wylie, do you have any comments you would like
to make before we begin?

OPENING STATEMENT OF REPRESENTATIVE WYLIE

Representative WYLIE. Just a brief comment. Thank you very
much, Mr. Chairman, and I congratulate you for this very timely
hearing and for putting together this very distinguished and
knowledgeable panel.

I do want to welcome them here this morning and would say
that I would like to know the impact of the tax conference report
bill on our economy, too, and what effect it might have had on the
decline in the stock market yesterday. I have been asked that ques-
tion already this morning.

Representative OBEY. I thought that was just you taking profits.
[Laughter.]

Representative WYLIE. No, I wasn't one of those. [Laughter.]
But as you know, the President is for it, and the President knows

how to put on a full-core press when he is for something. So I have
been predicting that we will probably have a tax bill before this
session ends.

I might say that during the district work period, Mr. Chairman
and members of the panel, I went around and talked to many
groups and wanted to feel the pulse of how my constituency felt
about tax reform.

So I would take a show of hands and I would have to say that I
think somewhere in the neighborhood of 70 to 75 percent said I
think on a yes or no vote you should vote for the package and then
we would get into the areas where there were some trouble or
there would be some trouble with the tax package, some real estate
people and home builders and apartment owners especially don't
particularly like it.

So I think it is timely, as I said, and I would like to have you
address those issues. If you don't in your opening remarks, I will
get into some questions on those. But I certainly am very anxious
to hear from you this morning to try to add to what little expertise
I have about the tax bill. Thank you very much, Mr. Chairman.

Representative OBEY. Thank you, Congressman Wylie. Why don't
we begin. Let me simply read the names of--

Representative SCHEUER. Can I say something?
Representative OBEY. Sure.

OPENING STATEMENT OF REPRESENTATIVE SCHEUER

Representative SCHEUER. I am Congressman Scheuer, and I am a
Democratic member of the Joint Economic Committee. I am de-
lighted that we are having this hearing and I congratulate our
chairman for calling it.
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There are two questions that I hope you will address yourselvesto as you talk to us about the public policy questions undergirdingthis tax reform measure.
First of all, it seems to me that the intellectual underpinning ofthis bill is that it should be revenue neutral and the intellectualunderpinning of that assumption is that the budget deficit reallydoesn't matter.
I would like you to tell us whether it does matter and maybe wecan get along and just continue borrowing every year as the deficitgrows by $10 or $15 billion a year and maybe that is a healthy wayfor our economy to proceed. Please tell us if that is true, and if itisn't true, tell us what the alternative public policy options are forus.
It may be a difficult mission to push upon you, but we would liketo know what are the public policy options to pursue if we want toeat into that budget deficit and finally get control of our financialand fiscal existence.
The second thing that I would like you to address, if you wouldbe kind enough to, would be are we doing enough to encourage in-vestment in our industrial and high tech sector?
I am very pleased that this tax bill does eliminate the egregiousand totally irrational incentive to invest in real estate, in officebuildings, high-rise apartments, shopping centers, and hotels thatare not competitive with anybody overseas and that we can getalong very well without.
-How do we get the kind of incentive level that will encouragepeople to invest in the industrial sector so that we have a modern,up-to-date, cost-effective industrial sector that will enable us tocompete in the bitter, tough, urgent competition around the globe,in which we have to fare as a successful competitor, if we are notto see our standard of living constantly eroding and in a constantstate of decline.
Those are two questions that I hope you will address. Thank youvery much, Mr. Chairman.
Representative OBEY. Thank you. Now let me introduce thepanel. Mr. Harvey Galper, senior fellow, Brookings Institution; Mr.John Makin, director of fiscal policy studies, American EnterpriseInstitute; Mr. Robert McIntyre, director of Federal tax policy, Citi-zens for Tax Justice; Mr. Lawrence Chimerine, chairman and chiefeconomist, Chase Econometrics; and Mr. Joseph Minarik, senior re-search associate, Urban Institute.
Gentlemen, you each have indicated elsewhere some of yourviews, concerns, and reasons for support or reasons for caution.Why don't you proceed to tell us what you want to tell us. Mr.Galper, why don't you go first.
Mr. GALPER. How much time in the initial go-around?
Representative OBEY. Well, why don't you take at least-I don'twant to squeeze any witness because what you have to say is a lotmore important than what we have to say. So why don't each ofyou take about 10 minutes or so and if it is intolerable I am notgoing to sweat the time.



5

STATEMENT OF HARVEY GALPER, SENIOR FELLOW, BROOKINGS
INSTITUTION

Mr. GALPER. I will start off with a rather general set of points
and then in the questioning and later discussion I hope to address
more specifically some of the questions that you have put before us.
They are good questions and they are difficult questions.

I will start off by saying that I think the Tax Reform Act for
1986, H.R. 3838, is good legislation and sound tax policy and does
indeed merit your support.

The reason why it merits your support, in my view, is that the
many good points outweigh some of the bad points. It is always a
balancing act. The good points are several.

Just to hit the highlights, low income taxpayers are taken off the
rolls by the increase in tax-free levels of income. We have lower
marginal tax rates across the board which makes the tax system
less intrusive and makes business planning more market oriented
and less determined by tax incentives or tax preferences. This
really is the best of supply-side economics.

The act improves horizontal equity in that all income is taxed
more uniformly and there are fewer distinctions among taxpayers
with respect to their sources of income, and I think that is prob-
ably one of the most important components of equity, that we are
not distinguishing among equally situated taxpayers according to
the type of income that they receive as we do to a substantial
degree under current law.

Also, we have not changed the effective progressivity of the tax.
We can debate whether the tax system should be more or less pro-
gressive, but we really haven't changed it very much. In fact, if you
add the corporate tax receipts in as taxes that are really paid by
owners of capital, then we in many respects may have made the
system more progressive.

We are taxing investments more evenly and neutrally by elimi-
nating tax shelters and by taxing capital gains in full, and we will
as a result realize some gains in economic efficiency, not huge, but
I think important gains.

It is not difficult, however, to find objectionable provisions in any
bill as comprehensive as this. But in my view the appropriate per-
spective should be an overall assessment. The general objective of a
broad-based, low-rate tax structure is much to be desired.

The specific ways in which the base has been broadened and tax
rates have been cut in H.R. 3838 may not command universal
assent, but by and large they are laudable.

I can quibble about some items. Capital gains in a pure world
should be indexed, and we should tax only the real gain if we are
going to tax gains in full. We may indeed have some transition
problems. Also, we have not taxed fringe benefits. That is the
purist approach, but it may be very hard to do.

We haven't tried to integrate corporate and individual taxes the
way Treasury originally proposed with a 50 percent dividend de-
duction. The maximum tax is going to be very complex for corpora-
tions.

We do have this unusual marginal tax rate structure that the
chairman referred to. Although it still is true that we have main-
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tained overall progressivity and have still lowered marginal taxrates across the board, we haven't done this in a particularlyesthetically pleasing way, I will acknowledge.
But I think we have to look at this package as a whole, and frommy point of view it is a very desirable piece of legislation.
My next point is that it is now time to cease continually messingaround with structural tax reform. The economy as well as the po-litical process needs a period of respite from tax change. The basicstructure of individual and corporate income taxation, as H.R. 3838would establish it, should be maintained for at least 5 years.This is not to deny that there may be unresolved tax issues re-quiring attention in the future. In my view these issues in order ofimportance are, first, the tax system simply does not generate suffi-cient revenues to finance the public expenditures we wish to makeas a nation. We have a big deficit and may generate even largershortfalls after the enactment of H.R. 3838.
I would say that is not a definite statement, but that is a possibil-ity. Despite the best efforts, it is very difficult with legislation ascomprehensive as this to pin down specifically what the revenueconsequences will be when so many provisions of the Tax Code arechanged simultaneously.
How will people respond to the minimum tax? Will that generatethe revenues that we anticipate? What about capital gains realiza-tions? What about passive losses and are there ways around that?We don't know. We can speculate, and the speculation will be thatpeople will try to find ways of getting out from under these things.Now that is again not to say that this is bad legislation. It is justto say that we should be sensitive to the fact that there may be aneed for additional revenues down the road from this point of viewas well as a definite need, in my opinion, from the point of view ofthe deficit.
Also, the economy may not perform as robustly as we would like,and we may require, therefore, some adjustments in fiscal as wellas monetary policy. There may be, as the Chairman said, unintend-ed effects, not just for the tax legislation, but the economy maymove in ways which will certainly create demands for tax changes.Investment already looks flat or declining. Will that precipitate,and we know it will, demands for reinstatement of the investmenttax credit? Inflation may pick up, and will that precipitate de-mands for a further capital gains exclusion or for some other formof investment incentive such as accelerated depreciation?
In my view, if we do have those circumstances, we should reactin a way which I think moves in the direction, as does this bill, ofmore accurate income measurement in a period of inflation. Thatis, we should index capital gains and we should index depreciation.That would be a rational response rather than going back to the adhoc and inconsistent measures which adorn our current Tax Code.Indeed, some provisions in H.R. 3838 may prove unworkable andrequire modification, but I believe that all these issues should beresolved in the context of the new reformed Tax Code.
That is, if we need additional revenues we should not introducenew revenue sources such as a value added tax, but indeed shouldlook to ways of increasing revenues within the current tax struc-ture. This would mean broadening the base in ways that perhaps
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we were not able to do initially but which still remain appropriate
ways of raising revenues if it could be accomplished politically,
such as taxing a portion of fringe benefits above some minimal
level and taxing social security benefits more fully than we do now.
These are all very exciting prospects I am sure.

There is also the possibility of increasing excise taxes without in-
troducing a new value added tax, such as cigarette and alcohol
taxes and gas taxes. In a book published last spring, "Economic
Choices 1987," the Brookings Institution came out with several rec-
ommendations for ways of raising additional revenues without em-
barking upon a whole new revenue source such as a value added
tax.

Excise taxes, as I say, could be made to raise $8 to $12 billion a
year. Broadening the tax base in the way that I have mentioned
could raise another $5 to $8 billion a year, and if we had to in-
crease rates, we could increase rates on the new broader base,
lower rate system to start with.

Just as a hypothetical example, 2 additional points in individual
rates, moving the rate structure to 17 and 30, to illustrate the num-
bers involved, would raise by fiscal 1989 between $40 and $42 bil-
lion per year, not over a 5-year period.

Nobody wants to pay higher taxes, but it is clear that when you
do have a broader base, lower rate system, the potential exists for
using that system to generate additional revenues to close the defi-
cit.

So my bottom line here is that the issues we have to face can be
resolved in the context of this new tax structure which starts from
a broader base and lower rates. If we have to raise tax rates as a
last resort, the resulting rates would still be substantially lower on
the margin than current law.

Let me stop at this point and respond to questions or proceed to
other panelists.

Representative OBEY. Thank you. Mr. Makin, please proceed.

STATEMENT OF JOHN H. MAKIN, DIRECTOR OF FISCAL POLICY
STUDIES, AMERICAN ENTERPRISE INSTITUTE

Mr. MAXUN. Thank you, Mr. Chairman. I want to try to concen-
trate a little bit on some specific aspects of the bill. I think Harvey
has given a very good overview of what we might expect from it.

I would like to make four points about the bill and elaborate on
them a little bit.

The first point I wanted to make in light of the discussion of the
bill's possible impact and perhaps in light of the action in the mar-
kets these days is that in my view it will not precipitate a reces-
sion.

I think it will be blamed for everything from bunions to reces-
sions that occur after it is passed, and I think it probably will be
passed, but I think that is a bum rap and I will elaborate on that
later.

I agree with the assessment that it is not an ideal income tax
reform. It bypasses a number of major base broadeners, including
owner-occupied housing and State and local taxes. So the degree of
rate lowering and base broadening is somewhat constrained.
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The studies that we have done at AEI suggest that it is abouthalf way toward an ideal income tax system, and I think that isvery good progress and I think it is worth enacting.
Our estimates, crude as they are, I could put them in perspectiveby saying that if you look at it in terms of a family with assets of$10,000, it would be the equivalent of that family moving to$10,100. In other words, the wealth or the total value of the gainsis about 1 percent of national wealth. So it is not going to changeyour life type thing.
It is probably worth doing in the sense that you are doing thesame thing differently. You are collecting approximately the sameamount of revenue in a different way and thereby getting somegains. That is what I guess we mean by efficiency.
In terms of major strengths and weaknesses, I think the majorstrengths are again the increased incentives for economically moti-vated decisions rather than tax motivated decisions. These arewidely cited.
Another one that is less widely noted, and that is it provides in-centives to reduce the buildup of debt in the private sector, and Iwill say more about that when I broaden my comments.
The major weaknesses of the bill, and Harvey called it quibbling.I guess I would go further. I am very concerned about the lack ofindexing provisions with regard to depreciation and capital gains.The reason that I am concerned is really related to the bill's fra-gility. If we should get more inflation, then the types of gains thatwe estimate that come from the bill would disappear quickly be-cause of the negative effects on investors of the perspective uncer-tainty of what they are going to earn on an investment.
To take an example. The bill's provision that taxes capital gainsas ordinary income doesn't worry me as much as the fact that thegains aren't indexed. That means if you buy a stock, your after-taxreturn on the stock depends on what your forecast about inflationis because you are going to be taxed on the inflation gains.So if you are very certain that inflation will continue at 4 per-cent for the rest of the century, don't worry about indexing. Other-wise you might want to index.
Also, while I think of it here, there is a gross misperceptionabout indexing in the Tax Code. Sometimes when you bring up in-dexing people say well, that encourages inflation. That is absolute-ly wrong.
Indexing wages can encourage inflation by creating a wage-pricespiral. Indexing the Tax Code to make sure that you don't tax illu-sory capital gains is not going to encourage inflation, it is going toencourage investment. We use the same word, but it is in a verydifferent context.
Well, let me go back and elaborate a little bit on each of thepoints.
First, will it precipitate a recession? My answer is no. Why? Thebill's provisions taken together, if you assume that interest ratesare unchanged, would raise the cost of capital somewhere between5 and 10 percent.
In my view, the bill through two means, one, its limitation ofhousehold borrowing and, second, the lower tax rates per se, will
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slow debt buildup. In a word, it is less attractive to borrow if the
top tax rate is 28 or 33 percent than if it is 50 percent.

Let me bring it home to you in a way that probably all of us can
understand. Think about those mortgage payments. Whatever they
are, the after-tax cost of carrying your mortgage is going to be
higher as tax rates go down, which is another way of saying that it
is going to be less attractive to borrow.

This has already been noted. There was an interesting article in
the Wall Street Journal last month which said that some financial
counselors are saying you ought to pay down debt, that is, less bor-
rowing by the private sector.

The same thing is true of corporations. Uncle Sam's subsidy for
borrowing goes from 46 cents on the dollar to 34 cents on the dollar
for most corporations. So there is an incentive for corporations to
shift from borrowing to issuing stock or to shift from debt to equity
finance.

I think the slower the debt buildup in the private sector, the less
damaging are the large budget deficits which of course are debt
buildup in the public sector.

Last, treating capital gains as ordinary income, if inflation
doesn't cause serious problems, simplifies the Tax Code a great
deal and does away with the shenanigans undertaken to attempt to
translate ordinary income into capital gains.

So I think there is some simplification in the Tax Code in that
area. I am not prepared to argue that this is a major simplification
effort, but it does cut down on the incentive for shenanigans.

Another important thing that we will see if the conference agree-
ment becomes law is that it cuts down on the incentive for corpora-
tions to retain cash. By that I mean oftentimes how corporations
rather than paying dividends to their shareholders retain cash and
say well we are just going to hang onto the cash and the shares
will go up in value and you will get capital gains.

Now if you have that situation with lazy and unimaginative
management, and I am sure there are very few such manage-
ments--

[Laughter.]
Mr. MAKIN [continuing]. But let's say that luck is against them,

you have a take-over target, and take-over targets create large
issues of junk bonds, and large issues of junk bonds are in addition
to the stock of debt which is very volatile and so on.

So that argument that we are not going to pay dividends doesn't
hold any more because the shareholders says, look, my tax rate
dividends and capital gains are both taxed at the same rate and
why should I take your word for it that capital gains will compen-
sate me. I would rather see the dividends.

So dividend payment, more equity finance and somewhat less
susceptibility of the corporate sector to a large load of debt I think
are a very important likely outcome form the tax bill, and at the
same time the resulting downward pressure on interest rates I
think will mitigate or, if not mitigate, erase the upward pressure
on the cost of capital that comes from the rescission of ITC.

So in my view the investment incentives under the bill are differ-
ent, but overall unchanged.



10

I was reading the newspaper this morning and it was reportingon the drop in investment plans for 1986, and I guess it is the"nth" survey that the Commerce Department has said, and it saidthat people had revised downward their investment plans sinceMay.
I asked myself what do I know now because of the rescission ofthe investment tax credit. Well, anybody in the corporate sectorwho finds with surprise that rescission of the investment tax creditis a part of the conference agreement has been asleep since Novem-ber of 1984. It is hardly a surprise that the bill rescinds the invest-ment tax credit.
I think that most of the negative effects, and there would besome negative effects, have already occurred. When you take awaythat incentive you get a temporary slowdown in investment spend-ing, but remember investment spending is done by people who arelooking ahead.
I think the bulk of the slowdown occurred in investment prob-ably occurred in the first quarter of 1986 when investment droppedoff at a 15 percent annual rate. What happened was that a lot ofpeople anticipated the removal of the credit on January 1, 1986. Soyou had a brief acceleration of investment spending at the end of1985. The first quarter of 1986 was very weak. It was still negativeat 2 percent annual rate in the second quarter, the point being thatI think we have already seen most of the negative effects.Well, let me just finish by speculating on where we might gofrom here.
I was in the audience when Chairman Rostenkowski made hiscomments on the conference agreement on the prospects for possi-ble future action on tax policy, and I must say I was appalled tohear that having worked for 2 years to lower tax rates the nextstep was to put them back up again.
I think that would be a very negative sequence to this whole ac-tivity. My own preference is somewhat different, but I agree withHarvey that probably the No. 1 order of business is to decidewhether you want to pass this bill and pass it and leave it aloneother than technical corrections and so on.I think that what we need in this country is a rest from taxpolicy maneuvering. Myself, I am concentrating for next year'swork on international policy problems hoping that I won't have tospend as much time trying to figure out the latest wrinkle or thelatest proposal for tax reform and of course that is just analyzing itand living with it as a businessman or as an interested householderis very difficult.
I think that this bears on the issue of international competitive-ness. I and my colleagues have spent a good deal of time studyingthe tax system of Japan. In fact, we have had two conferences withthe Ministry of Finance, one at AEI and one in Tokyo. The Japa-nese tax system really is not very mysterious and there aren't a lotof hidden tricks in it, and it was actually, as you probably know,put together by an American.
What you find when you look at investment incentives under theJapanese tax system is that overall, although some argue that withdebt finance the cost of capital is lower in Japan, overall the cost ofcapital in Japan is not significantly different from what it is here.
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The major difference between the Japanese tax system and the
American tax system is that the Japanese tax system really hasn't
been changed in any major way since it was put into place. So it is
fairly easy to plan.

Now the Japanese, along with some others, have got American
disease of let's start fooling around with it, and I must say I am a
little bit nervous to learn that the Japanese of all nations are
thinking of a consumption tax, a national sales tax. In my view, we
need a consumption tax, but I don't think that the nation with the
world's highest saving rate needs one.

What they have in mind is some compliance problems, and a na-
tional sales tax would be a way to get some revenue out of the
small businessmen and farmers in Japan who are viewed as tax
cheats by most of the population. So the perception of fairness is
an international issue.

I will just say that looking ahead that I want to leave three facts
with you.

In my view, turning to the budget deficit, unless Congress and
the administration show a willingness to slow the growth of entitle-
ment programs which like it or not are the largest and fast grow-
ing part of expenditure, required progress on deficit reduction is
going to take a tax increase.

I think that an increase in the tax burden on capital beyond that
represented in the conference agreement would be dangerous. I
don't think that it would be possible to compensate for further in-
creases in the cost of capital with interest rate reductions that
would come from the conference agreement. So I think that to say
well we are going to make up the revenue by taxing capital more
heavily would be a mistake.

Then when you look at the United States in a very broad sense
you see a nation that has a large deficit problem and it has a large
dis-saving problem in the public sector, and that is called our
budget deficit. We have a large dis-saving problem in the private
sector, and that is called our trade deficit.

Now in that case, if you need more revenue, it seems to me that
you kill two birds with one stone by taxing consumption. I think
the consumption tax is perhaps better viewed in another light, that
is it is the end to the double tax on saving approach, which is more
of a mouthful, but that is really what you are doing with consump-
tion tax.

Well, I am not going to preach to you about a consumption tax
now. There are plenty of things on the table to think about the
conference agreement.

Let me stop there. Thank you.
[The prepared statement of Mr. Makin follows:]
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PREPARED STATEMENT OF JOHN H. MAKIN

SOME THOUGHTS ON THE CONFERENCE AGREEMENT

Overview

I wish to make four points regarding the conference agreement onHR 3838.

1. It will not precipitate a recession.

2. It does not represent an ideal income tax code, but it probablyrealizes about half the gains available from thorough-going reform ofan income-based tax system.

3. Its major strengths are its increased incentives for
economically motivated, rather than tax motivated, decisions by
households and corporations and the incentives it provides to reduce
the build-up of private sector debt that now threatens continued
economic recovery.

4. Its major weakness is its failure to index provisions related
to the taxation of income from capital. Faster inflation would reduceinvestment incentives because of the bill's failure to index capital
gains, depreciation measures, and inventory allowances.

1. Conference Agreement Will Not Precipitate a Recession

Weakness of the economy has raised the fear that we may be poised
on the brink of a recession. Therefore, it is said that the conference
agreement, by increasing the tax burden on corporations especially
through the rescission-of the investment tax credit, will push the
economy over the brink. We may well be facing a recession, but public-sector debt accumulation (budget deficits) and private-sector debt
accumulation (trade deficits), not tax policy, are the culprits.

The conference agreement raises the cost of capital by between 5
and 10 percent if it is assumed that interest rates are unaffected.
Nevertheless, the conference agreement's lower tax rates and
limitations on household borrowing will slow debt accumulation and
produce lower interest rates. The impact will be little, if any, on
the cost of capital.

If the repeal of the investment tax credit were unanticipated, itwould produce a temporary, negative impact on capital formation. It islikely that the removal of ITC has long been anticipated and that itsmajor negative effects appeared during the first quarter of 1986 whennonresidental fixed investment fell at a 15.1 percent annual rate. Thedecline slowed to a 2.3 percent annual rate in the second quarter.
Since 1962, when the ITC was first employed, it has been modified,
suspended, and reenacted eight times. The expected life of an
unamended investment tax credit is two to three years. Therefore, its
removal five years after its last modification in the Economic Recovery
and Tax Act of 1981 should hardly come as a surprise.
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2. Conference Agreement Achieves About Half the Gains Possible under

a Reformed Income Tax

The conference agreement forgoes, presumably for sound political
reasons, two major base broadeners: the preferential treatment of

owner-occupied housing and full deductibility of state and local taxes,

other than sales taxes. These exceptions to base broadening relinquish

$70 to $80 billion per year in potential revenue and thereby limit

achievable rate reductions and preordain an increase in corporate taxes

to finance politically attractive and economically useful tax rate

reductions for households and businesses.

A closer-to-ideal reformed income tax system would be the Treasury

I plan of November 1984 with preferences for owner-occupied housing

removed. Total welfare gains under such a plan would be roughly double

those achievable under the conference agreement.

3. Major Strengths of the Conference Agreement

The conference agreement, through recession of the investment tax

credit, lower corporate tax rates and lower tax rates on households--

major lenders to the corporate sector--sharply reduces the disparity

across tax burdens on alternative forms of investment. The agreement

therefore increases the incentive for scarce investment funds to be

allocated to projects that are intrinsically attractive from an

economic standpoint rather than from a tax perspective.

The bill's lower tax rates and limitations on household borrowing

will slow private-sector debt accumulation. The lower rates themselves

plus the slower rate of debt accumulation place downward pressure on

interest rates that help to compensate for the increased tax burden on

new capital purchases, resulting largely from recession of the

investment tax credit.

4. Conference Agreement Investment Incentives Threatened by Higher

Inflation

The conference agreement's weakest feature is its failure to

insulate the level and distribution of tax burdens on investment from

changes in inflation. Accelerated depreciation, investment tax

credits, and low tax rates for capital gains have in the past evolved

as ad hoc corrections to "capital bracket creep." When inflation

drives up replacement costs, unindexed depreciation schedules and

inventory allowances leave corporations with artificially bloated

profits and tax bills. Investors with paper gains on assets whose

value has risen only with inflation pay taxes where none should be due.

These shortcomings could be remedied with indexing provisions.

The major risk from "capital bracket creep" is that higher

inflation will increase pressure to reintroduce these sorts of ad hoc

corrections. This pressure will mean reopening the tax code every year

or two as has become an unfortunate practice. The resulting increased

tax code uncertainty penalizes investment by making difficult long-term

planning regarding after-tax rates of return.
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Summary

The conference agreement represents progress toward a more stable,less intrusive tax system. It signals a less activist role forgovernment through the tax system, just as airline and trucking
deregulation, an end to oil price controls and deregulation offinancial institutions have marked a less activist role for government
by other means. It also ends half a century of unsuccessful efforts toredistribute income through progressive taxes.

Looking ahead, one should keep in mind three facts that link thebudget to the tax code: (1) without a willingness to slow the growthof entitlement programs, required progress on deficit reduction willnecessitate a tax increase; (2) an increase in the tax burden oncapital above that represented by the conference agreement could not becompensated for by lower interest rates and therefore would result in anet increase in the cost of capital and a slowdown in growth that wouldfurther increase the deficit; (3) in addition to large government
dissaving represented by large deficits, America's private saving rateremains distressingly low. In sum, a country in need of revenue thatsaves too little ought seriously to consider eliminating or at leastreducing the double tax on saving by enacting an expenditure-based taxsystem. Examples of an expenditure tax are the value added tax, aGATT-legal business transfer tax, or a full-scale consumption taxsystem such as proposed in the 1977 Blueprints for Basic Tax Reform.AEI will publish this fall a major review of the value added taxby Charles McLure, with commentary by Mark Bloomfield.
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Representative OBEY. Thank you very much. Let me suggest that
since we have about 7 minutes to vote, why don't we all break, go
vote and we will come back so we can hear all of you.

[A brief recess was taken.]
Representative OBEY. If we could resume, please.
Mr. McIntyre, before you begin I was just told by one of the

members here that so far this morning evidently the stock market
is down about 20 points if anybody wants to run out and sell or
buy. [Laughter.]

Mr. McIntyre, why don't you proceed.

STATEMENT OF ROBE.T 9. MCINTYRE, DIRECTOR OF FEDERAL
TAX POLICY, CITIZENS FOR TAX JUSTICE

Mr. MCINTYRE. Thank you, Mr. Chairman. When you talk about
the Tax Reform Act of 1986 you have to start off by talking about
what it does to improve the fairness of the Tax Code, because fair-
ness is what started this bill and what sustained it through the 2
years of legislative activity.

The public was just sick and tired of the stories of tens of thou-
sands of very rich individuals not paying any taxes. It was sick and
tired of the stories of hundreds of giant corporations that no longer
paid any taxes and with a tax system that allowed most companies
to pay less in taxes than the people who swept their floors or typed
their letters.

This bill changes that, and that is its most important accomplish-
ment. The tax shelters that have allowed so many upper-income
people not to pay generally are not going to work any more. The
companies that haven't been paying taxes are going to have to
start paying again. And the money that is raised by making these
changes is going to allow not only middle-income tax relief, but, in
many ways even more important, it is going to allow us to return
to a tax system where we don't ask the poorest people to pay taxes.

It wasn't so long ago that exempting the poor from income taxes
was the general rule, as you know. It is only in the 1980's that we
started to tax the poor so heavily. This bill reverses that and takes
us back to the late 1970's when poor people, it was thought,
shouldn't be paying Federal taxes out of money they needed to put
food on the table.

When you get to the bottom line on this bill, it is undeniably
much more progressive than the system it replaces. Not only are
the poor taken off the tax rolls, but the changes in corporate taxes
mean that those with the most ability to pay, companies and their
owners, will be paying more.

Now, some people have said well, this bill isn't progressive
enough. They point out that something in the order of half of the
richest people in the country are going to get giant tax cuts,
amounting to close to $50,000 apiece. That is true, and it is some-
thing that I have trouble with.

But, on the other hand, remember that while half of the rich
people get big cuts, the other half-the ones who haven't been
paying taxes-get increases of the same magnitude. And on bal-
ance, rich people will be paying about the same total taxes as they
are now-except that the companies they own will be paying more.
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The tax system is going to be much more fair under this tax bill,but what does it mean in terms of the economy? Well, I think itmeans very good things for the economy because it repudiates thesystem that we have been using for many, many years, and whichhas really reached its apotheosis in the 1980's of trying to managethe economy with tax loopholes.
That system is finally being rejected, not only because of the un-fairness it created, but because it didn't work. Remember back in1981 all the promises that were made about the economic miraclesthat would occur if we adopted accelerated depreciation and biggerIRA's and other tax breaks for savings and investment. But look atwhat really happened.
IRA's were going to lead to a big boom in personal savings. Itdidn't happen. Instead, the personal savings rate is down in the1980's. That is not an accident. The whole conception that IRA'swould lead to increased savings was flawed from the beginning, assome of us pointed out at the time.
Think about it for a minute, ask yourselves, Why do people savefor retirement? Usually it is because they want some money to liveon when they retire. That is the best reason I can think of. Andwhat do IRA s send as a message to people? They say you can saveless and still end up with the retirement income you wanted tohave, and many people responded quite rationally to IRA's bysaving less. On balance, I think the impact on savings, from IRA'swas small and that is why we didn't see any increase in savings.What about the corporate incentives that were supposed to in-crease investment? Well certainly they haven't worked. The kindsof equipment investment that were supposed to be expanded by theaccelerated depreciation provisions in 1981 increased at a far lowerrate in the 1980's than they did in the Carter years, which sup-posedly were the years of problems for capital investment.Indeed, if investment in equipment had just continued to in-crease at the rate under Jimmy Carter it would be about 25 or 30percent higher today than it turned out to be.What about trade? We were told that tax incentives would helpour trade situation. Well, since the incentives were adopted ofcourse we have gone from a trade surplus to deficits that now ap-proach $150 billion a year. And that is no accident, because thecost of the incentives was the big factor pushing up the Federalbudget deficit and the big factor that caused the Federal Reserve topush up interest rates which caused foreigners to bid up the priceof our dollar which made American goods uncompetitive in theworld economy.

We hope now that that high-dollar policy has changed, and thatwith the lower dollar eventually we will become more competitiveagain, but it won't happen quickly. Markets that took a long timefor us to build have been lost, not forever, but it takes a while tobuild them back. And, conversely, foreign manufacturers havebuilt markets here that will take a long time to dislodge.So we will feel the effects of that high-dollar policy for a longtime, and to a large degree you can blame these very costly tax in-centives that didn t do what they were supposed to do.The message of the new tax bill to investors and corporate man-agers is a simple one. They should stop wasting their talent and



17

their money on trying to beat the tax collector and go back to
doing things that make real economic sense.

That means we are going to get less empty office buildings in
America. That means we are going to get less leveraged leasing
deals by big companies. It means that managers are going to have
to go back to earning money the old fashioned way. That has to be
good for America.

We did a study earlier this year on corporate incentives, looking
at individual companies. The aggregate data is clear of course that
investment didn't go up as was promised. Indeed, it went up much
more slowly than in earlier years.

But what about looking at the details? Did companies that got
the biggerst incentives invest more and did the ones who didn't get
the incentives invest less? No, just the opposite.

In our report which looked at 250 companies, the companies that
didn't pay any taxes because they got the biggest incentives cut
back on investment and they cut back on employment. Conversely
and ironically, the ones who paid the most taxes increased invest-
ment and increased employment.

I don't think that is an accident either. Corporate managers only
have so much time and they only have so many resources to spend,
and when they spend them avoiding taxes they don't spend them
making a better product, marketing it better, and creating jobs.
That is going to turn around.

We are now in the process of giving back to the private sector its
proper role in the economy. Business is supposed to make invest-
ment decisions and consumers are supposed to create the demand
that fuels those investment decisions-not the tax-writing commit-
tees here in Washington trying to decide what is good for the econ-
omy. We just don't know and we end up with things we just don't
want.

At the same time that this bill strengthens the private sector, it
also strengthens the ability of the Government to perform its role,
its role in improving the schools, defending the country, and also
its role in making responsible fiscal policy.

You know it wasn t very long ago that people were telling us,
people who were opponents of tax reform, that the income tax was
worn out, that it wasn't going to work any more, that people didn't
support it and that it was so ridden with loopholes that it didn't
and couldn't raise enough money. And so, they said, we really had
to look elsewhere if we were going to raise revenues.

They said that the public was so opposed to the Federal Govern-
ment and its tax system that the only way to raise revenues would
be to fool the public. Let's impose some kind of hidden increase in
excise taxes or let's have a hidden sales tax, a "value-added tax"
included in the price of the products. People won't know about it
and that is the way we can balance the Federal books.

Well, maybe they were right that in the old days the only way to
raise revenues was to try to fool the public. But we don't have to
fool the public any more, because now that we have moved back to
a tax system that I think you will see growing respect for as the
public understands what this bill has done, I think the public is
going to be willing to listen to reasonable calls for raising revenues
if that is necessary.
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At the same time the broader based income tax that we nowhave makes it much easier to raise revenues if it is necessary. Wedon't have to talk about raising taxes a lot on the people who arepaying them. Now we can talk about raising taxes a little on abroad base of people, because we have now brought back into thetax system so many who weren't paying their share.So both politically and substantively we have changed the dy-namics of the usefulness of the income tax in raising the revenuesthat we need to fund the Government.
So when you talk about what this is going to mean for revenues,don't listen to anyone who gives you the kind of supply side prom-ises you heard back in 1981. We are not saying that this bill, be-cause it improves the allocation of resources, will increase revenuesby some stratospheric amount. That is not going to happen. It willhelp, but the way that this bill makes the tax system better forfiscal policy is precisely because it makes it fair.
So what does that mean for the future in detail? Well, there arewarts in this bill, or I should say there are omissions in this bill,and whether it is chicken farmers or whether it is the tax treat-ment of defense contractors or whether it is cash accounting forlawyers or a variety of other items that didn't quite make it all theway through, there are still some areas for further improvement inthe income tax, areas that could be addressed to help raise money.In addition, when you look at the funny rate schedule that thebill has for 1988, you scratch your head and you say, OK, 15, 28, 33,2 8-wait a minute, why did we do that? Well, we know why we didit. We did it because the Senate Finance Committee needed a lowtop rate in order to sustain the bill politically. But in the futurethat doesn't have to stay that way.
Just to extend the 33 percent rate to the very richest people andnot just to the near rich raises about $10 billion or so a year. Alter-natively, maybe we will talk about freezing the 1987 rates for awhile to raise money. That approach raises it even more.In neither case, does it affect most of the public, and in neithercase, I think, do you get a bad political reaction to it. I guess wewill see. But I think there are ways to make this bill fairer, bycurbing abuses and by looking at that unusual rate schedule, thatalso raise money, a lot of money to help deal with the deficit in thefuture.
So in conclusion, I think this bill is very good. It is very good forAmerican taxpayers and I think in the long term is very good forthe American economy. I encourage all of you to vote for it withgreat enthusiasm and go home and brag about it to your constitu-ents.
[The prepared statement of Mr. McIntyre follows:]
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PREPARED STATEMENT OF ROBERT S. MCINTYRE

What does the tax reform bill mean for tax fairness?

The tax bill takes giant steps in restoring fairness to the federal income tax code. Tax

shelters that have allowed tens of thousands of the wealthiest people in the country to pay

little or nothing in federal income taxes have been curtailed. Corporate giants with multi-bil-

lion-dollar earnings no longer will pay less in taxes than the people who work their assembly

lines, sweep their floors or type their letters The federal government will stop taxing people

into poverty; in fact, more than six million poor families have been removed from the income

tax rolls entirely. It can be debated whether the new tax code is progressive enough, but it is

inarpaabi" more nrogressive and more fair than the system it replaces.

What does the tax bil mean for economic growth?

The tax bill repudiates the old approach of trying to manage the economy with tax loopholes,

not only because it was unfair, but also because it has been proven a failure. Tax incentives

were supposed to have produced more savings, more investment, more jobs, and a better trade

balance. But look at the actual results. Despite the 1981-enacted expansion in IRAs and other

"savings incentives," the personal savings rate has fallen in the 1980s. Despite giant new tax

breaks for corporate investment, from 1981 to 1985, business investment in the kinds of new

equipment that were supposed to be stimulated grew at only one-fourth the rate of increase

from 1976 to 1980. The unemployment rate has remained unacceptably high throughout the

1980s. And the overall US. trade balance has gone from a surplus in 1981 to deficits that set

new records every year.

The message of the new tax bill to investers and corporate managers is to stop wasting talent

and money on trying to beat the tax collector and go back to activities that make real eco-

nomic sense. It's hard to imagine that getting people and corporations out of tax shelters and

into more productive investments won't be to the long-term benefit of the economy.

What does the tax bill mean for future fiscal policy and deficit reduction?

Only recently, there were those who claimed that the income tax was "worn out," that the

only way to raise revenues needed to reduce the federal budget defict was to look beyond the

income tax, toward hidden increases in federal excise taxes or even imposition of a new, hid-

den federal sales tax. Yet these kinds of regressive tax increases were so unfair that they

were intolerable, both substantively and politically.

But the tax bill has rejuvenated the federal income tax. The fairer, broader-based income tax

that tax reform has produced will help restore the public's faith in the way we pay for our

government and make responsible fiscal policy, including fairly-shared tax increases if neces-

sary, much easier to accomplish in the future.
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Representative OBEY. Thank you very much. Mr. Chimerine,please proceed.

STATEMENT OF LAWRENCE CHIMERINE, CHAIRMAN AND CHIEFECONOMIST, CHASE ECONOMETRICS
Mr. CHIMERINE. Thank you, Mr. Chairman. I have a preparedstatement which I think has arrived and probably has already beendistributed, and I request it be included in the record.Representative OBEY. Sure.
Mr. CHIMERINE. I would like to briefly summarize some of thepoints I made in that statement, particularly those that bear onthe questions you and the other committee members raised in yourearlier remarks.
I, too, applaud the conference committee for producing a bill thatis laudable in many respects, particularly the broadening of the taxbase, some of the tax cuts for the very poor, eliminating tax shelteractivities, equalizing the tax burden across different individualsand different industries, closing loopholes, and so forth. All of thatis not only laudable, but quite frankly is long overdue.I share Mr. McIntyre's view that the big benefit from all thesechanges is in the area of fairness and equity. It does make thesystem, or it will make the tax structure, much more fair andmuch more equitable than it has been in the past and there mayeven be more marginal benefits in efficiency which might help theeconomy on a long-term basis.

But it strikes me that there are other issues that have to be ad-dressed in assessing the impact of the tax reform legislation, par-ticularly what it might mean for the economy.
I would like to spend a few moments talking about the potentialshort-term impact, and then look at some of the long-term effectsthat could result from enactment of the conference committee bill.My main concern in the short term is that the economy is quitevulnerable at the moment, as you know, Mr. Chairman. We havetalked about this several times before at hearings held by this com-mittee. The economy is quite weak, and despite what the bondmarket seems to believe right at the moment, I see no evidencewhatsoever that we are breaking out of this trend of very slowgrowth, or in fact, almost stagnation, that we are in.The underlying fundamentals are quite poor. Most companies arecutting investment, perhaps partially because of tax reform, andmore likely because of other factors such as the enormous excesscapacity which exists. Many of our clients are telling us that theyhave now completed large parts of their modernization programs,and if you don't invest to modernize and if you don't need new ca-pacity, there isn't any other reason to do so.Profits are sluggish, and real interest rates for industrial compa-nies are still very high, which makes the cost of external financingquite high. For all of these reasons, and a number of others I didn'tmention, the prospects for capital spending, particularly in thenear term, are very poor, and as the chairman mentioned earlier,each new survey shows a weaker trend for capital spending despitedeclining interest rates.
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Again, some of the weakness may be tax reform related, but much
of it is not, in my judgment. The fundamentals are either weak, or
certainly not very favorable, for other sectors of the economy.
Without going through them all, the best that we can conclude about
economic prospects for the United States for the rest of this year and
1987 is that slow growth may continue, if we are lucky.

Most of the risks are on the down side since we are already very
close to recession, and certainly a recession is not out of the ques-
tion given some of the problems that I have mentioned and some of
those I haven't even referred to.

My concern, therefore, about tax reform is that we are potential-
ly adding another short-term negative in an environment which is
already very soft, and it could worsen the situation. The impact of
tax reform will depend on the starting conditions. If the economy
was more vibrant, and if we had great capacity needs throughout
the economy and capital spending was strong and other conditions
were more favorable, then we could probably absorb the impact of
tax reform quite easily.

But in the conditions which now exist, that is very doubtful, and
while I wouldn't go as far as to say that tax reform will cause a
recession, it certainly will increase the risk of recession in the near
term.

It will particularly, in my view, cause more sizable cutbacks in
construction and investment than would have taken place. Some of
the cutbacks in construction are desirable on a long-term basis. We
don't need any more empty office buildings or hotels and I think
we are over-shopping centered, and I can go down the whole list.

But, unfortunately, if that process of decline gets speeded up by
tax reform, it harms economic activity. Even "bad investment"-in
terms of whether it generates productivity improvement for the
economy-helps the economy on a short-term basis. By exacerbat-
ing these trends, we will speed up the decline, not only in construc-
tion activity, but potentially in the economy in general.

The same is true for investment. Tax reform will increase the
cost of capital about 10 percent by our calculations. I doubt very
much whether reductions in interest rates will offset that. And
what is most disturbing about the way the bill has been structured
is that we are raising taxes on new investment and reducing taxes
on old investment which I am not sure is the way we want to go in
an environment when investment is already quite weak, when we
have the kinds of problems we have in world markets, and the poor
productivity trend in the United States, and some of the other un-
derlying problems, which exist in the economy.

There are a couple of other reasons that suggest a somewhat neg-
ative short-term impact from tax reform.

First, there is going to be a lot of confusion with respect to per-
sonal income taxes. We will have this temporary rate structure in
1987, and then go to another one in 1988. Most people are not going
to know whether or not their taxes have gone up or have gone
down probably until 1988, and in some cases until 1989.

I think this is going to cause some caution in making new com-
mitments, and the benefits we would likely eventually get from
higher consumer spending as a result of the reduction in personal
taxes could be delayed, and therefore, provide only a partial
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offset-or no offset-to the cutbacks in other sectors that we arelikely to see in the short term if the legislation is enacted.Second, while business taxes are increased, some companies, par-ticularly in the service sector, will see their tax burden reduced be-cause of the reduction in corporate tax rates.Generally, these companies are not very capital intensive. In myjudgment, the so-called losers, the ones who will see their tax bur-dens rise, will respond much more quickly than the ultimate win-ners.

So, on a short-term basis, the negative effect on investment couldeven be larger than it might be 4 or 5 years down the road.I am particularly worried about this because of some of thethings that have happened in recent years, particularly the pileupof corporate debt. A lot of our clients are telling us that they arescaling back their investment programs now because the cost ofservicing debt has increased dramatically. This is using up a muchlarger fraction of their cash-flow or profits.They don't want to go deeper in debt in view of the uncertainenvironment. And, many of the leveraged buyouts in the last 2 or 3years were based on predictions of cash-flow which could servicethe debt incurred in the process-now that cash-flow may be re-duced because of tax reform. This creates a burden which willcause expenses to be cut, or cutbacks in new investments, or someof both.
So I think the short-term effects are very likely to be negative. Itis very difficult to estimate how much, but when we are alreadygrowing very, very slowly, in my judgment, that seems like an aw-fully large risk to take.
I will add one other factor to that. The lack of grandfatheringprovisions in the legislation is likely to cause a significant declinein the value of certain assets which, given current financialstrains, can cause other problems and again lead to a more wide-spread problem of retrenchment throughout the economy.In sum, I think the short-term effects are very likely to be nega-tive, and given the situation that already exists, I am quite con-cerned about it.
If we look further out, at a 5- or 10-year horizon, it is even moredifficult to measure the economic impact of tax reform than in theshort term. The best we can do is to look at some of the likely di-rectional impacts and look at what tax reform might do in helpingsolve, or in fact, exacerbate some of the problems which the econo-my is already likely to have on a long-term basis.So I am going to refrain from any quantitative estimates and dis-cuss the long-term impact in that context.First, as several of us have mentioned already, and I referred toa moment ago, there clearly will be an increase in the cost of cap-ital on a long-term basis, an increase in the cost of new investment.It is an open question whether we will get sufficient declines ininterest rates to offset that. I personally doubt it. If that is thecase, this would generate somewhat of a downward bias on invest-ment in the long term.

Second, several members of the committee mentioned the tradeproblems we are suffering from, and I realize I am probably more
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concerned and pessimistic about our trade situation than most, but
quite frankly I think it is very serious.

We have an extremely serious underlying competitive problem in
the United States that goes well beyond exchange rates or the in-
crease in the dollar that took place in recent years. In fact, in my
judgment, our trade problems probably started 10 years ago but
were temporarily hidden by a number of factors that helped our
trade deficit in the late 1970's.

As you might remember, our exports to OPEC countries jumped
sharply in the late 1970's when they began to spend their oil reve-
nues. And our exports to Latin America boomed, financed mostly
by soaring bank loans.

Third, by most measures, the dollar was undervalued during
much of the 1970's, particularly during the latter part of the
decade. This helped increase our trade surplus with Europe. These
factors temporarily made our trade deficit improve, and look a lot
better than I think our underlying competitive conditions would
have suggested in the late 1970's.

Once these temporary factors began to be reversed, our trade
patterns would have worsened dramatically even without the
change in exchange rates. Admittedly, the rise in the dollar made
them even worse, but what I am saying is that we would have had
a serious trade problem even without the dollar having appreciated
so much.

Now that the dollar is coming down, there seems to be a wide-
spread expectation of a dramatic improvement in the trade deficit.
I doubt it very much. I think it will improve extremely slowly, pri-
marily because the decline in the dollar has been very limited.

Countries such as Korea, Taiwan, and so forth now have the
same mass production capabilities we do, the same technology we
do, and if anything, they have more modern equipment. And, of
course, they have labor cost advantages that are extremely large.
Fundamentally, the competitive advantage that we had in world
markets for much of the postwar period is now over and we are
going to suffer on the trade front, in my judgment, for many years.

Furthermore, we have had very little improvement in productivi-
ty in the last several years. It is lagging well behind other recover-
ies, and most of what we have obtained simply reflects reductions
in people and not something more fundamental.

Given these concerns, and given that tax reform may bias the
economy toward less investment, we may further reduce productiv-
ity growth on a long-term basis. And with manufacturing already
in the pits, with the capital goods sector of the economy already
suffering, this goes in the wrong direction. Tax reform could hurt
capital goods producers in two ways, by reducing the demand for
capital goods, and by making it more expensive for our capital
goods producers to modernize themselves. It seems to me that we
are going too far in the direction of raising the tax burden on cor-
porations in this tax bill, and of increasing the cost of capital, be-
cause there is the risk this will exacerbate some of the problems
the economy is already suffering from, and is likely to continue to
suffer from, as we look 5 or 10 years ahead.

Yes, efficiency benefits will help, but it is an open question as to
whether they will offset the direct impact of increase in the cost of
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capital. And, as Bob McIntyre mentioned a moment ago, welearned from the 1981 tax cuts that the incentive effects from mar-ginal tax rate cuts have been enormously overstated and are notlikely to contribute much to saving, investment, work effort, and soforth.

So, on that basis, my feeling is that tax reform will be anywherefrom neutral to somewhat negative for long-term growth. It will po-tentially exacerbate some of the problems we already have.With respect to budget deficits, I think I have a somewhat differ-ent view than has been expressed by some of my fellow panelists. Ithink the deficit problem is incredibly serious. What bothers memost about it is that the outlook is still absolutely horrendous, as isnow being revealed around this town. The optimism about the defi-cits which surfaced 6 months ago was not justified. We are in foranother $200 billion deficit in the coming fiscal year, or very, veryclose to it, once you cut through the gimmickry and take away theoverly optimistic assumptions.
It is likely to stay that way for several years, and my concern isthat deficits of this magnitude will continue to put upward pres-sure on the Federal debt to GNP ratio. To me, that is the relevantmeasure, not the deficit. We have to stop the upward trend in thatratio, and we can't do that until we get these deficits down sizably.I don't understand the logic of completely revamping the taxstructure and not doing it in a way that makes some contributiontoward reducing the deficit. In fact, I think there is probably agood chance that this tax reform bill will be a revenue loser,mostly because it probably overestimates the amount of revenuegains we will probably get from eliminating the lower tax rate oncapital gains. And, there are going to be new loopholes found andnew ways to get around the tax structure.So this is probably going to exacerbate the deficit problem, and Ihave a hard time understanding why we permit that to take place,particularly since it would be relatively easy to incorporate deficitreduction into tax reform, and especially since we are going toneed some more tax revenues if we are really serious about reduc-ing future deficits. This would be an ideal way to do it, in my judg-ment.

There is nothing magic about 15/28. We could have easily goneto 17/30, phased in in a proper way, and use those added revenuesdown the road to reduce future deficits.What would I do after having said all this? Well, I would like tosee a tax reform bill passed because I do think it is important forfairness and for economic efficiency. But I think there are three orfour changes that can be made to reduce the risks associated withthis bill from the standpoint of the impact on the economy.First, I don't see the logic of shifting the tax burden so dramati-cally away from individuals to corporations. Some increase in cor-porate taxes is clearly justified. We went too far in the other direc-tion in 1981, particularly for those sectors which have enormoustax advantages, such as real estate and those industries that arepaying little or no taxes. There is no question that we ought toraise taxes on those sectors.
But this bill goes well beyond that, and is increasing tax burdenson those industries that are suffering.
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My preferred way of reducing the increase in corporate taxes,

and nobody else on this panel is going to agree with me, is to main-
tain at least part of the investment tax credit. In my judgment, we

get more bang for the buck on new investment from the invest-
ment tax credit than from any other kind of investment incentive,
including corporate tax rate changes.

Second, I would raise personal tax rates from the 15, 28, 33 com-

bination in the conference bill, for two reasons.
First, we would need the extra revenues to offset the revenue

loss from maintaining part of all of the investment tax credit and,

second, because we need to raise some additional revenues down

the road to reduce further deficits.
Again, this will still leave the tax structure with a much broader

base and with much lower marginal tax rates than we have had

before.
And, third, to reduce some of the short-term risks, I think we

ought to seriously consider phasing in tax reform over a longer

period of time, rather than doing it all in one shot.
Changing the structure gradually over a period of 3 to 4 years,

and with more effective grandfathering of existing provisions,
would tend to minimize some of the short-term risks in terms of

the near-term economic outlook. Thank you, Mr. Chairman.
[The prepared statement of Mr. Chimerine follows:]
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PREPARED STATEMENT OF LAWRENCE CHIMERINE

My name is Lawrence Chimerine, and I am the Chairman and ChiefEconomist of Chase Econometrics. I appreciate this opportunity to testify beforethe Joint Economic Committee on the likely economic effects of the ConferenceCommittee tax reform bill.

Summary

In brief, my views are as follows:

(I) There is a strong likelihood that tax reform will have at least a modestdepressing effect on the economy in the short run, reflecting the sharp reductionsin the incentives for investment and the tax advantages for construction, and thelikelihood that the "losers" from tax reform will respond more quickly than the"winners." The short-term effects are likely to be exacerbated by the alreadyweak investment and general economic climate.

(2) Some argue that the incentive and efficiency effects of tax reform willlead to significantly higher long-term growth. In my judgment, currently availableevidence does not support this conclusion. In fact, the increase in the cost ofcapital which will occur creates a signficant downside risk - it may be unwise totake these risks in view of the low rate of capital formation, savings, productivitygrowth, and the poor international competitive position, which already character-ize the United States economy.

(3) While the Committee bill is now deemed to be revenue-neutral over thenext five years, there is a significant chance that it will actually be a revenueloser during this period, thereby increasing already enormous budget deficits.
(4) Because tax reform is desirable on both efficiency and equity grounds, Ibelieve that comprehensive tax reform should be enacted. However, severalchanges to the current proposal should be considered in order to reduce the risksreferred to earlier. These include: (a) a phase-in of some of the major provisions,(b) a smaller shift in the tax burden from individuals to corporations, and (c) com-bining tax reform with deficit reduction in order to reduce future deficits.



27

INTRODUCTION

The tax reform legislation that appears almost certain to be enacted during the weeks

ahead represents an extremely far reaching and comprehensive change in the tax structure. In

my opinion, it represents a major step forward because of its significant broadening of the tax

base, because of its dramatic scaling back of tax shelter activities, and because of its reduction

in marginal tax rates. These changes will make the tax system much more fair and equitable

than the current system by dramatically reducing the number of tax paying units that pay little

or no taxes (but which have relatively high incomes), by coming reasonably close to equalizing

the tax burden for individuals and corporations in similar circumstances, and by reducing the

significance of tax considerations in decision making.

Because of the widespread scope of the legislation, the tax reform bill can potentially

have significant impacts on the economy as well. However, despite advances in the science of

economics over the years, measuring these impacts remains extremely difficult. Even

macroeconomic models are somewhat limited in analyzing the effects of tax reform, in part

because many of the changes are microeconomic in nature and cannot be captured precisely in

these models; in part because many of the provisions are so different from current law that they

do not fit comfortably into the structure of these models; in part because some of the most

dramatic changes are either poorly understood and/or are difficult to measure, and in part

because some of the changes are well outside the range of estimation of most existing

econometric models. Nevertheless, macroeconomic simulations can be a useful tool for

determining the directional changes and the rough orders of magnitude one would expect from

proposals of the type currently under consideration, especially since secondary impacts, such as

the feedback from reduced investment expenditures, or the increase in consumption due to

increased dividend payments, can be taken into account with these models.

Thus, while I will show the quantitative results of one simulation, I will focus primarily on

the direction of change. I will also attempt to analyze the economic effects of tax reform in

the context of other economic objectives, and of prevailing and expected economic conditions.

SHORT-TERM EFFECTS OF TAX REFORM

In analyzing tax reform, it is extremely important to differentiate between the likely

short-term effects and the long-term impact. This is important for several reasons. First, it is

much easier to measure the likely effects on demand in the short term than the incentive and

efficiency impacts that take many years to build. Second, any proposal that would cause serious

short-term economic weakness may create sizable damage to the economy which may not be

offset for many years. Third, the U.S. economy is now particularly vulnerable to any change
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that would cause negative short-term shocks, especially in view of the relatively slow growth
during the last two years, the current strains in the financial system, the possible short-term
restrictive effects of deficit reduction, and the age of the current expansion.

Any assessment of the likely short-term impact of comprehensive tax reform will thus
depend on the starting conditions and on other key assumptions. As mentioned above, the
current economy is extremely vulnerable to any negative shock because of its less than healthy
condition. The economy has been far weaker than many have claimed in recent years, despite
the strong recovery. In part, this results from the fact that the recovery was rapid only for a
very limited period, namely during 1983 and the first half of 1984. Furthermore, the
misinterpretation of economic performance has in part resulted from a failure to distinguish
between the direction and the level of economic activity - while the recovery in 1983 and the
first-half of 1984 was strong in terms of magnitude of increase, the level of economic activity
was still considerably below its potential. This reflects the extremely weak conditions from
which the recovery began because of the severity of the 1981-82 recession, and the fact that it
followed so closely on the heels of the previous one. In fact, unemployment, capacity
utilization, profits, and other important measures of economic performance were still far from
satisfactory in mid-1984, and in most cases, had not even returned to the relatively sluggish
levels which existed in the late 1970s. Several industries and geographic areas were particularly
depressed (and still are), having experienced virtually no recovery at all, indicating both a high
degree of imbalance in addition to the far from healthy overall picture. Furthermore, growth
has slowed sharply since mid-1984 (and even further in the last several months), to a less than
2.5% annual rate, despite the fact that the r e:overy is far from complete.

The recent statistics suggest that the economy remains mired in the slow growth pattern
that has prevailed since mid-1984, and that the following major trends are in place: (a) While
consumer spending grew sharply earlier this year, the growth in household spending now appears
to be slowing. This reflects the continuing sluggishness in wages and salaries, coupled with a
saving rate that seems to be stabilizing in the 4% to 4.5% range, and a reduced willingness
and/or ability of many families to continue to increase their debt burdens. (b) It appears that
housing activity peaked earlier this year because many families jumped into the market to lock
in funds before rates moved back up - there is thus not likely to be any new surge in housing
activity in response to renewed declines in mortgage rates during the next several months.
Furthermore, multifamily construction will taper off in view of the declining sales levels of
condominiums and the high vacancy rates for rental apartments in most areas, and the likely
scaling back of industrial revenue bond financing. (c) Investment remains very soft -- while
orders for computers have apparently rebounded somewhat, and orders for commercial aircraft
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remain strong, orders for other kinds of machinery and equipment have actually fallen during

the last month or two. All other forward indicators, such as spending plans, appropriation rates,

orders, etc. also indicate that capital spending will stay weak in the near future. (d) The trade

deficit remains extremely high - while this in part reflects the familiar 3-curve, it also reflects

little or no improvement in real trade flows thus far. (e) While Federal spending has

accelerated recently, the growth in expenditures by state and local governments is being scaled

backed in response to underlying budget weakness. This of course will be compounded by a

sharp slowing in expenditures at the Federal level later this year. (W) Although the decline in

industrial production was very small in July, the weakness in the industrial sector is

continuing. Furthermore, in view of the flat pattern of orders in recent months, there is no sign

of any imminent sustainable rebound in industrial activity.

Thus, there remains no evidence of any significant improvement in the economy at the

present time - it is thus still growing only very slowly at best. I believe that tax reform will

have a moderate additional dampening effect on the economy in the near term, creating an

increased risk of recession, reflecting the following: (a) It will raise taxes in 1987. (b) The tem-

porary personal tax rate structure for 1987 could cause some household spending to be delayed.

In particular, most households are unlikely to know whether their tax burden has been increased

or reduced as a result of the new legislation until at least 1988 - thus, any increase in after-tax

income will not likely show up in consumer spending immediately. (c)The "losers" of tax reform

in the business sector will likely respond more quickly than the "winners," so that investment

will remain weak. In particular, the elimination of the investment tax credit, reduced

depreciation and other changes, will combine to significantly reduce the expected after-tax

return on investment projects for many companies. On a net basis, these changes add up to a

sizable increase in corporate taxes in the short term, even with the lower corporate tax rate

provided for in the bill. Given the stagnant investment dimate that has already developed as a

result still high real interest rates, sluggish demand, low and falling capacity utilization, and

high corporate debt, investment will likely weaken further, especially since it will take many

years for many of the companies that will benefit from lower corporate tax rates to gear-up

their investment programs (since most are not highly capital intensive). (d) Without the current

tax advantages, many of the construction projects that are now being considered, especially for

office buildings, shopping centers and apartment buildings, could not be justified. Vacancy rates

are already extremely high for these types of structures, with relatively soft demand and

declining rents in many areas. Thus, the decline in construction which is already occurring will

be aggravated in the short term by enactment of the tax reform proposal. And, it matters little

for near-term economic activity and employment whether the construction and capital spending

76-625 0 - 87 -- 2
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projects that will be cancelled or abandoned are good projects (that is, would have an
acceptable rate of return even without some of the current tax benefits), or whether they canbe justified only because of tax considerations. () The change in tax laws is also likely to
reduce new tax-exempt municipal government financing (and thus infrastructure - type spending
by municipal governments). In addition, tax reform will reduce the incentive to borrow by both
businesses and individuals - while this is desirable on a long-term basis, it could further slow
economic activity in the short term. Finally, because of the absence of grandfathering
provisions, tax reform could cause a sharp decline in the value of certain existing assets,
resulting in numerous defaults and bankruptcies - this could have serious repercussions for
financial institutions.

Table I shows my estimates of the net impact of tax reform on the economy in 1987,
assuming a January 1, 1987 effective date. As can be seen, I expect real GNP growth to be
almost .5% lower than would otherwise be the case - furthermore, I strongly believe that the
risks are on the downside; it is more likely that the effects could be larger than Ive estimated,
rather than smaller. In view of how sluggish the economy already is, and in view of the already
serious strains on the financial system (which could become far worse if the economy slows
further), this seems like a large risk to take.

Econmic Impact of Tax Reform
In 1987

PercentageComponents of Real GNP Impact
Total -0.4
Consumer Spending 0.0
Business Investment -3.1

Producers' Durable Equipment -2.2
Nonresidential Structures -5.4

Residential Construction -0.4

LONC-TERM EFFECTS OF TAX REFORM
As discussed earlier, it is far more difficult to assess tax reform's likely impact on

economic growth in the long term. However, I believe there are several reasons to be
concerned, and that there is more than an even chance that economic growth will actually be
lower on a long-term basis.
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1. The user cost of capital for investment in new equipment will rise by approximately

10% on a long-term basis, reflecting the elimination of the investment tax credit, somewhat

less favorable depreciation, and other provisions of the tax legislation (these more than offest

the reduction in corporate tax rates). The increase in the user cost of capital for structures

would be even larger. This is likely to reduce investment on a long-term basis. I believe the

impact of the rise in the cost of capital will be even greater than it might otherwise have been

because prospects for capital formation on a long-term basis are already relatively poor in view

of the high corporate debt burden which already exists, the widespread excess capacity (which

will take many years to overcome), weak profits, and other factors.

2. In my view, both the efficiency and incentive effects which are now expected are being

vastly overstated by many - experience since the sharp reduction in marginal tax rates in 1981

is not encouraging. Thus, these factors wiU not raise growth significantly.

3. The U.S. competitive position in world markets remains extremely poor despite the

recent decline in the value of the dollar. U.S. competitive problems, while worsened

dramatically by exchange rate changes in recent years, were already becoming very serious in

the late 1970s, but were temporarily masked by several factors, including: (a) the sharp

increase in U.S. exports to Latin America and other developing countries, which were largely

financed by a temporary surge in bank lending to these countries; (b) sharply increased exports

to OPEC countries in response to higher oil prices (although a sharp change in the terms of

trade worsened the U.S. current dollar trade deficit with OPEC, the real trade deficit actually

improved, reflecting the increase in the volume of exports to OPEC countries as well as the

decline in the volume of oil importsk and (c) the undervalued dollar of the late 1970s enabled

the United States to temporarily improve its trade position with many of the European

countries. All of these factors were unsustainable - their reversal in recent years, as well as

the increased use of very cheap foreign labor, spreading technology and production expertise,

the increased willingness of U.S consumers to purchase imported goods, and increasing

agricultural productivity in many other parts of the world, would have produced a large trade

deficit for the United States even without the enormous overvaluation of the dollar in the early

1980s. In addition, the decline in the dollar has been limited to currencies of the large European

countries and Japan - thus, using weights based on current trade patterns, the trade-weighted

decline in the value of the dollar against all currencies has been less than 10.0%. This, coupled

with the narrowing of previously large foreign profit margins in U.S. markets, has led to only

limited increases in import prices (with respect to both magnitude and coverage) thus far. The

perception of higher quality for some foreign products, and the lack of comparable domestically

produced goods for others, have also limited the effect of these price increases on the demand
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for imports. And, the Japanese and many European countries are now making stronger efforts
to control costs (including more outsourcing) in order to offset at least some of the effects of
their strengthening currencies on their competitiveness. Thus, real imports of consumer and
capital goods will decline very slowly. In addition, exports are recovering only marginally,
reflecting very sluggish domestic demand in most major industrial countries, recessionary
conditions in Mexico and several other LDCs, and the cutbacks in overseas distribution networks
in recent years. Finally, the large amount of recent outsourcing, especially the shift in
production overseas, will not be reversed quickly. These and other factors are likely to keep our
trade deficit very high for several years at least, even with a depreciating currency. By
reducing the incentives for investment and by potentially slowing long-term productivity
growth, tax reform would not only make no contribution toward alleviating our poor competitive
position, it could actually worsen it somewhat.

4 Tax reform could aggravate problems in those sectors of the economy which are
already experiencing very sluggish conditions. Capital goods producers, in particular, would be
hurt, both by reduced demand for their products as well as by the fact that the higher cost of
capital would make it more difficult for them to modernize and lower their costs. Other parts
of the manufacturing sector could also be hurt.

It should be noted that while these factors would hold down investment, productivity
growth, and economic growth on a long-term basis, there would be partial offsets. In particular,
both a modest additional decline in interest rates resulting from tax reform, as well as the
accelerator effect from rising consumer spending, could work in the other direction. Thus the
magnitudes of the changes are extremely difficult to pin down - the evidence does suggest,
however, that the net impact is likely to be somewhat on the negative side, and that there is a
risk that these negative effects could be quite large (especially in view of the already serious
problems which exist). In my view, these risks appear to be too large to accept.

TAX REFORM AND THE DEFICIT
Perhaps another major reason to be concerned about tax reform is that it does not address

one of our other most critical problems, namely the enormous budget deficit. Despite the
optimism which prevailed earlier this year, it is now clear that the underlying deficit situation
remains bleak - using realistic assumptions, the deficit is likely to remain in the $200 billion
range for the remainder of the decade. This would imply continued increases in the Federal
Debt/GNP ratio, which would keep real interest rates too high, and/or prevent the dollar from
adjusting further than it has, and/or put the Federal Reserve in a position of having to monetize
these deficits, thus causing a major acceleration in inflation. Any or all of these factors could
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produce long-term economic stagnation. Furthermore, the longer that deficit reduction is put

off, the larger that future interest payments will be, and the larger that tax increases for the

next generation will have to be. Finally, an increasing share of the Federal debt is now being

financed overseas, so that more and more interest and dividend payments will leave the country

in future years, sucking income out of the United States economy.

Despite the horrendous deficit outlook, and the potential consequences, the tax reform

proposal about to be passed will produce a major restructuring of the tax structure without

addressing the deficit problem - in fact, the Committee bill may actually widen future deficits

because new "loopholes" may be found to offset some of the gains in revenues from dosing

existing loopholes, and because the increased revenues from eliminating the capital gains tax is

probably being overestimated. In my view, this is a serious error, especially since it should now

be apparent to virtually everyone that additional tax revenues will be necessary to reduce

future deficits.

Recommendations

In my view, the tax reform legislation can be modified in order to reduce the adverse

effects, and risks, that have been discussed above, while at the same time still producing a new

tax structure which is far more equitable than the existing one. I suggest the following changes:

1. I believe that the shift in the distribution of the tax burden from individuals to

corporations should be reduced from what is implicit in the current bill. Clearly, some increase

in corporate taxes is justified because the reduction in corporate taxation in 1981 was too large

- furthermore, many companies (even whole industries) are now paying no taxes. However, the

committee bill goes too far in this direction in view of the already sluggish capital spending

environment, and in view of some of the long-term problems dicussed earlier. The best way to

accomplish this would be to maintain at least a portion of the investment tax credit - the

credit has proven to be very cost effective in stimulating investment relative to other.

incentives.

2. 1 believe that personal tax rates should be made somewhat higher than the 15% and

28% rates in the Conference Committee bill. This is necessary for two reasons. First,

additional revenues will be required to offset the revenue loss from retaining at least part of

the investment tax credit. Second, and equally important, it is highly desirable to combine tax

reform with deficit reduction - thus, the tax reform bill should be structured to produce a

modest increase in revenues on a long-term basis, instead of being revenue neutral (or a revenue

loser). This is desirable because it is now dear that it will be virtually impossible to get future

deficits down significantly without some additional revenues. Furthermore, the distribution of

the tax burden has been made considerably less progressive in recent years - using sales taxes

to raise revenues in the future would aggravate this trend. The increase in taxes should be

pushed out a year or two in order not to increase the risk of recession in the short term.

3. In order to reduce the transition problems, I would suggest a more gradual phasing-in of

the some of the major changes; more effective grandfathering of various existing provisions;

and a more careful selection of effective dates in order to avoid any near-term tax increase.
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Representative OBEY. Thank you. Mr. Minarik, please proceed.
STATEMENT OF JOSEPH J. MINARIK, SENIOR RESEARCH

ASSOCIATE, THE URBAN INSTITUTE
Mr. MINARIK. Thank you, Mr. Chairman. I found your openingstatement and the opening statements of Congressman Scheuerand Congressman Wylie very useful.
I would like, with your indulgence, to submit my prepared state-ment for the record and try to answer your questions. I think thatthat might be the most useful thing to do at this point in the pro-ceedings.
Representative OBEY. OK.
Mr. MINARIK. I would like to start out, if I might, I want tohandle one question because I would like to save some time. Con-gressman Scheuer asked about the deficit and does it matter. Yes.All right, we have one down.
What do we want to do about the deficit and what are our op-tions?
I want to disagree a little bit with Larry Chimerine, whose opin-ions I respect very greatly, on one question. I don't find it terriblysurprising or terribly puzzling in an atomsphere of deficits like wehave today that we are passing a revenue neutral tax reform bill.As a matter of fact, I think as a first step toward reducing the defi-cit it is a very reasonable thing to do.
If you imagine what you would be going through if you didn'thave this revenue neutral tax reform bill and somebody camealong and said that he needed $10, $15, or $20 billion a year goingout in to the future out of the income tax in order to reduce thedeficit, I submit that without this tax reform bill passed as a prel-ude you would find it a lot more uncomfortable than you wouldwith the next tax law.
The reason is that the current tax system is an extremely ineffi-cient and extremely awkward and cumbersome way of raisingmoney, and I think that it very well might buckle under the load ifwe asked it to do that job. So let me suggest that revenue neutraltax reform might be one step in cutting down on the deficit.If I had the choices what would I do about the deficit? The firstthing I would do, as Harvey Galper suggested, is to raise excisetaxes: alcohol, tobacco, and possibly also gasoline. The price of oilwent down and it can go back up. Somewhere vaguely in mymemory I remember oil prices going up, and it seems to me itmight be able to happen again.
After those things were done, if I needed more revenue, let mesubmit that in my opinion the income tax as changed by the TaxReform Act of 1986 is going to be the best vehicle for carrying thatadditional load that is going to be available.
My good friend John Makin has discussed the issue of consump-tion taxes. Let me hasten to mention one thing lest there be anyconfusion on the table. There are two basic types of consumptiontaxes. Some economists advocate a tax on consumption to complete-ly replace our income tax, an analog to that with a different basecarrying the whole load.
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Other people talk about a consumption tax which is a value
added tax or a national sales tax, something that would be an

addon to the current system to provide an increment of additional
revenue.

I think that the first topic, the complete revamping of the system
to a consumption base, is really beyond the pale, and I don't want
to talk about it very much except that if I had the option to do it,

there is a great deal of disagreement among economists, and per-
sonally I wouldn't do it. I know there are a lot of other economists,
including some at this table, who would.

But if the issue is raising "X" billion dollars per year, whatever
"X" is. to cut down on the deficit over the next 5 years or the next
10 years, I would lean very heavily toward using the revamped
income tax to do it against a value added tax. I think that is an

important decision on grounds of fairness and I think it is an im-
portant decision on grounds of the administrative burden on tax-

payers. The last thing we need is another tax, and that is what a
value added tax would be.

If I were raising taxes under the income tax, and I think there
will be agreement down the table, the corporate sector has taken
its hit in the current tax reform bill. If you want to raise more rev-

enue under the income tax, it has to be on the individual side. That
is unfortunate, but it is true. I think we have pretty much hit our
limits on the corporate side of the table.

Now let me leave that topic and move on to a second one which
is again a topic raised by both Congressman Scheuer and you, Mr.
Chairman, and that is the question of does this tax bill do enough
for investment and does it provide sufficient incentives for us to get
the investment out of the economy?

At the risk of maybe distorting just a little bit what Congress-
man Scheuer was saying in his question, let me say that I have a
real philosophical difficulty with answering a question that is put
in exactly this way. There is an underlying theme behind this kind
of a question that somewhere in this tax system if we turn this

deal enough we are going to get enough investment out of this
system. It is just a question of turning the dial a sufficient number
of clockwise turns and it is going to be there.

I have a fundamental disagreement with that. If you think of a

company's choices in terms of making investment, even in the
sense of how much do they want to invest, at any given time a

company has a certain array of projects from which it can choose,
and you can think of it almost like a bunch of apples in a barrel.

If the tax system is extremely rigorous on that company they
might not even reach into the barrel at all. Loosen the tax treat-
ment of investment and they will reach in and they will take the

apples on the top of the barrel which, let's say, are the best apples.
Make the tax system easier and they are going to reach in a little
deeper and they are going to get some inferior apples.

You make the tax system generous enough and they are going to
scrape their way through the bottom of the barrel and they are
going to be digging in the dirt. That is what we are doing under
the current tax system. The dirt is the tax shelter investment game
that we are undertaking right now. There is no better evidence of

the misguided nature of the incentives in the current tax system
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than the way we are spending money on building office buildingsthat aren't going to have any tenants, and the people who arebuilding them know it, but it still makes money.I perhaps have more of a concern about this problem than someother people do, but it seems to me that we are pushing our taxsystem very far in the wrong direction if we think by adding incen-tive upon incentive we are going to improve the net benefit of ourinvestment to our economy.
What about the question of--
Representative SCHEUER. Mr. Chairman, may I ask a question atthis point on this point?
Representative OBEY. I would really prefer that you hold it untilhe is finished with his statement. We haven't interrupted anyother witness.
Representative SCHEUER. OK. Very good.
Mr. MINARIK. On the question of the trade deficit, what does thetax bill imply for the trade deficit? Let me just make one broadgeneralization here. If we assume that the entirety of the tax in-crease that is going to be loaded onto corporations is going to beadded onto the prices of products, is going to go right into theprice, we are talking about a shift in the prices of domestic produc-tion that relative to the shifts in the values of our currency ininternational markets is minuscule.
There simply is not enough leverage in this corporate tax in-crease to have a significant effect on our trade balance over thelong term. The heart of our trade problem is the value of our cur-rency, and we are paying some past due bills for the extravagan-cies that we have had over the last 5 years and, admittedly, eventhe rebound of our currency back down to where it ought to be isnot going to eliminate that problem immediately. But if we want todeal with that problem we have to deal with our budgetary prob-lems first. Again, I think this gets back to the question of makingthe appropriate budgetary choices.
Are there short-term risks in passing this particular tax bill atthis particular time? I agree with Larry Chimerine entirely thatthis is a weak economy. I would continue to maintain, however,that if you wait for the perfect moment to pass what I think in thelong term is going to be an extremely valuable piece of legislation,you might never get to it. There is always something wrong everytime you want to make a broad decision, an important decision,and there is always something that makes you hold back and wantto say no, let's wait until later. I don't think that is an appropriateresponse at this particular time.
We have to take into account I think in making this decisionthat the amount of negative impact of the tax bill on the economygiven in particular the increase in corporate tax liabilities is quitesmall. Given any reasonable range, $25 billion of additional corpo-rate taxes every year in an economy that is pushing $5 trillion, is apretty small hit on the corporate sector.
Other policy instruments are available to us to stimulate theeconomy to make up for that. That includes monetary policy aswell as fiscal policy, with apologies to Senators Gramm andRudman. Therefore, it seems to me that we can make some reason-able choices and some reasonable adjustments to get what I think
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is a very valuable improvement in the tax system in place for the
long term.

Now a question you asked, Mr. Chairman, on the rate structure.
Let me emphasize, if I might, is it fair given that the tax rate on
the margin goes down at some point? In my own opinion as some-
thing very close to an absolute statement, the fairness of the tax
system depends on average tax rates, not on marginal tax rates.

It used to be in attempting to make this point to people who
would ask people like me, you know, look at this tax rate schedule
and should it go up a little higher or should it go down a little
lower and what difference does it make, the answer always was,
the point is what the average tax rates are.

If the average tax rates are increasing, I used to say, it doesn't
even matter if the marginal tax rates go down. That used to be a
joke. It is not any more. In an ideal world I would certainly not
like to have that hump in the tax rate schedule.

Unfortunately, the Senate got itself in a position in the Finance
Committee that that was really inevitable. It has something to do, I
think to some degree, with some base broadeners that I would have
liked them to have done that would have raised the revenue they
needed at the income levels where it was needed, that they chose
not to do.

In my own opinion it is tolerable. The system overall, as Harvey
Galper said, and I agree with him completely, is at least as progres-
sive as the current system, and I think we should be glad to accept
it.

Now in answer to your question again, Mr. Chairman, what are
the implications for the making of tax policy in the future, I have
had my say on the deficit. Let me talk about a couple of structural
issues.

I very much respect the opinions of Harvey Galper and John
Makin when they talk about the need to index capital gains, the
fear that they have that in a period of inflation appreciation of
assets that represents only inflation when taxed at the statutory
rates is going to represent an additional tax over and above what
would be owed if only real income were being taxed, and that is
certainly true.

I find myself a voice in the wilderness when I try to remind
people that there are other problems with the taxation of capital
gains. One of them is the fact that a person who has an accrued
capital gain can hold on to it as long as he wants and not pay any
tax.

The deferral of tax is a privilege to owners of appreciating assets
which is often forgotten when discussing capital gains.

We have the problem under the current law that an individual
can hold on to an asset until death, pass it on to his heir, and the
appreciation of the value of the asset during his lifetime is never
subject to income tax. That is a privilege to owners of appreciated
assets under the current system.

The inflation problem is not a single problem that needs to be
solved all by itself and thereby will get us to Nirvana. It is one of a
series of problems, and I would be terribly upset if the Congress
were to index capital gains and not deal with the problem of the
deferral of tax over the lifetime of the asset and the forgiveness of
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tax on appreciation when assets are passed over to heirs upondeath.
There are other problems with the Tax Code with respect to in-flation, and 'if inflation accelerates substantially we may have todeal with them.
One of the most important ones has to do with depreciation ofV physical investment. Another has to do with the treatment of debtand interest bearing assets. Those are very difficult problems todeal with. Treasury once attempted to deal with them.They did some very ingenious things that, unfortunately, despitetheir ingenuity, simply failed to go far enough and simply failed tohit the mark. That is part of the reason why, because of all sorts ofpractical problems that were created, that we didn't go to a com-pletely indexed tax base at the current time.
If we have to deal with this problem in the near future, it ispretty clear to me that we are going to have to accept some imper-fect solutions, I think we ought to try to deal with that issue on themost reasonable and most practical possible basis, and I think thatmeans that some things that some people would like to do, includ-ing the indexation of debt and the indexation of interest income,might be beyond the pale. We might have to stop with the index-ation of depreciation. That can be done on a fairly reasonable basisand I think that could be the first thing that we should do if wehave to deal with the tax base issue.
I have probably spoken longer than I should. So let me stop, Mr.Chairman, and I am sure we are all delighted to answer your ques-tions.
[The prepared statement of Mr. Minarik follows:]
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The Tax Reform Act of 1986, if enacted by the Congress and signed by the

President, will make the tax system fairer, simpler for the vast majority of

taxpayers, and more efficient. Because many Of the details Of the bill will

become available only in the next few days, this statement will deal only with

the broad outlines of the bill. Nonetheless, the broad outlines are enough to

trace a positive overall path for the taxpayers and the economy.

The key to fairness and economic efficiency, and to simplicity of

economic choices, is taxing income from different sources on the same basis.

Preferential rules benefit some taxpayers over others, wastefully steer

investment into tax-favored avenues, and divert time and effort into staking

legal claims to the tax breaks. The new law would repeal or cut back most of

the existing tax preferences, and all of the most important ones: the

exclusion for part of long-term capital gains, the investment tax credit, and

the extremes of accelerated depreciation.

The so-called "passive loss limitation," though somewhat ungainly, will

probably achieve the better part of its objective of ending extremes of use of

tax shelters. The importance of this objective should not be under-

estimated. Tax shelters soak up billions of dollars of our scarce investment

capital every year. Further, and in my opinion even more important, they make

possible large scale and conspicuous tax avoidance. An income tax that in the

public view can be bought and sold will not long stand as the pillar of this

nation's revenue system. Though the passive loss limitation will complicate

some taxpayers' business choices, it should on balance make the income tax

system more sound.

The substantial expansions of the individual and corporate minimum taxes

are further elements in the attack on conspicuous tax avoidance. Personally,
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I would rather that this fight had been carried on through more aggressive

base broadening under the ordinary taxes than through the minimum taxes;

there is no valid tax policy reason to use two taxes when one, properly

designed, would do the job. Nonetheless, at least some tax on high-income

individuals and profitable corporations is an essential part of tax reform,

and the minimum taxes, with some unfortunate side effects, will get the job

done.

In this vein, we should not forget the long-overdue tax relief for the

poor and near poor. Burdening families below the poverty line with income

taxes even after the largest tax cut in history 
was scandalous. Despite its

rather prosaic nature in comparison to the economic sophistication of the

issues in business taxation, tax relief for the 
poor may be the most important

part of the bill.

Despite my reservations about the passive loss limitation provision and

the heavy reliance on minimum taxes, I must agree with Senator Russell Long

that the Tax Reform Act of 1986 is the best tax legislation in 36 years. It

is far beyond what even the most optimistic observer would have dreamed of

five years ago. It presents the Congress and the President with a rare,

perhaps even unique, opportunity that the nation cannot afford to miss.

Tax Reform and the Economy

When the 1981 tax cut was passed, the most enthusiastic 
of its advocates

predicted instant miraculous improvements in the 
economy. In contrast, tax

reform has never been billed as an economic quick 
fix. Nonetheless, the

continuing atmosphere of 1981, in which each monthly or quarterly economic

statistic is viewed as an indicator of the success or failure of long-run

policy, could submit the current tax legislation to an irrelevant test, and

could even provoke an early attempt to reverse our policy course. It is
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important that we view the economic consequences of tax reform more
realistically, and so set a reasonable policy for the long haul.

Objectives for the long run. The 1981 tax out was sold primarily on the
ground that it would increase work, savings, and investment. In fact, the
merits of tax reform on this ground are similar; by reducing the tax bite out
of an additional dollar of income--through lower tax rates--tax reform makes
all income-producing activity more attractive. Nonetheless, at least in this
country, people tend to work and save about the same amount regardless of the
tax rate; reducing the tax rate elicits only a small, marginal increase in
work and saving. So this effect of the 1981 tax cut was muted, and the
corresponding effect of the 1986 tax reform will be similar.

The ultimate payoff of greater work effort, savings, and investment comes
in faster growth of economic output and productivity; if workers work more
and have more and better equipment with which to work, they can produce more
goods and services, both in absolute terms and for every hour of labor.
Realistically, however, not only is the tax-induced increase in work, savings,
and investment relatively small, but the link between increases in investment
and increases in productivity is very hard to define and demonstrate, and
likely relatively weak. So again, the payoff of the 1981 tax cut has been
small, and the payoff of the 1986 tax reform will likely be small as well.

In some important respects, the 1986 tax reform will constitute a
significant economic improvement over the current law. The 1981 tax cut
created a hodge-podge of incentives that pushed business investment in many
irrational directions. That law made many investments that were totally
inefficient and wasteful in a business sense into profitable undertakings
after tax advantages were considered--the definition of a tax shelter. For
example, some investors were driven into investments in commercial buildings



43

that lost money in the marketplace but turned an after-tax profit--by

generating disproportionately large tax losses that could reduce the tax

liability on the investors' incomes from other sources. The economy has

suffered as a result--witness the unfilled need for capital 
in some profit-

making sectors, and the simultaneous overbuilding of commercial real estate.

The 1986 tax law will make those tax shelters unprofitable, and so free

investment capital to flow in more economically productive directions. As a

'subsidiary benefit, with lesser demands for credit to finance tax shelter

investments (and also consumer spending), interest rates should fall, making

financing cheaper for legitimate business investment.

However, both the reallocation of capital and the reduction of interest

rates will have their payoff only over the long run. It will take several

years for new profit-making investment projects to be planned, constructed,

and put into service. And even at that point, the ultimate payoff in terms of

faster economic growth and greater productivity will likely be subtle. Thus,

tax reform will do everything that we can do--and therefore should do--to

improve the operation of our economy through tax policy. We must be

realistic, however, and recognize that the ultimate burden of competitiveness

lies not with the federal government, but with the private sector. Tax reform

will reduce government interference in private decisions, and so will increase

growth and productivity modestly and over the long run; but those who hold

their breath waiting for a spectacular impact will likely run out of air.

Tax reform and the short run. The irony of tax reform--and the danger to

its survival beyond enactment--is that in the course of pursuing its long-run

goals, it could make the short-run economic indicators look worse.

An example is the use of commercial structures as tax shelters. Under

the current law, our economy is building commercial structures over and above
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what the market demands just to provide tax savings to private investors.

This is wasteful; it hinders our long-term competitiveness and growth, and it

must be stopped. When it is stopped, however, and before the demand for

industrial and other structures increases to take up the slack, the

construction industry will be slowed. Those who ignore the inevitability and

the necessity of this adjustment will argue that tax reform is harmful to the

economy.

This same effect will extend to the statistics on total investment--which

are viewed by some as a barometer of our economic progress. Even though

commercial buildings that lose money before taxes are a decrement, rather than

an increment, to our economic capacity, they are included in the national

accounts as investment. If wasteful construction of commercial structures

were to decline, and nothing else changed in the economy, the national

accounts would register a decline in investment--and some observers would

declare an economic emergency. It will be vital to look beneath the surface

of the national accounts to assess the impact of tax reform.

The investment statistics will be distorted further by the timing effects

of the enactment of tax reform. It has been clear for some time that any tax

reform bill will repeal the investment tax credit effective January 1, 1986.

Every rational businessman accelerated his flexible investment plans prior to

that date so that he would receive the investment credit. As of January 1,

1986, those accelerated investments had already been made. The investment

statistics, therefore, show artificially inflated investment before January 1,

1986, artificially reduced investment after that date, and thus a spurious

decline of investment over the entire period. It would be easy to read that

spurious effect as evidence that tax reform is bad for business investment
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over the long run. The Chamber of Commerce has already mistakenly made that

claim in a press release.

Also, it is worth pointing out that the phasing-in of changes in the law

provides a very gradual transition for businesses contemplating investments in

physical capital. For example, a business choosing whether to make an

investment in 1986 or postpone it until later will see tax advantages to

investing now; first, it can claim the generally more generous ACRS

depreciation system, and second, it can claim its first year deductions

against the higher current law tax rates, when the deductions will be more

valuable. Later, when the choice is between 1987 and later years, 1987 will

offer the tax advantage of claiming the first year deductions against a

blended rate that will be higher than the permanent 34 percent level. Thus,

businesses will be let down relatively easily in the withdrawal of investment

incentives, with continuing inducements to invest currently rather than to

postpone investment.

Ultimately, of course, we must face up to the issue of just how effective

investment incentives are. We do know that the track record of the 1981 tax

cuts is mixed at best, and that any subsequent increases in investment were

heavily concentrated among purchases of automobiles, computers, and commercial

structures--types of assets that either have little impact on productivity and

competitiveness (automobiles and commercial buildings), or were not favored by

the 1981 law in the first place (computers). But even beyond those points, we

should recognize that the sharp reduction in the corporate tax rate makes

prospectively profitable investments more attractive, and should offset most

of any dampening of investment caused by repeal of the investment credit and

the slowdown of depreciation. In my opinion, any investment project that is

attractive under the current tax law but would not be attractive under the
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new tax bill would necessarily make little or no contribution to U.S.
productivity and competitiveness.

In sum, the exaggerated sales pitch for the 1981 tax cut may have made us
impatient, demanding a quick payoff from any economic policy. In the case of
tax reform, such an impatience may lead us to miss the point of the policy and
judge it on false grounds. Economic growth and competitiveness are slow-
moving objectives, and are not easily amenable to manipulation by policy in
any event. The impact of tax reform will be positive, but subtle and long in
coming. Further, tax reform will induce some negative wiggles to our economic
indicators in the short run. If we allow these spurious signals and our
impatience for results to lead us to reverse our course a few months from now,
we will be casting away long-term benefit for short-term gratification.

Where To From Here?

The next step, of course, is to pass the bill. Given what is nearly in
our grasp, the negative comments of some Members of Congress is most

disturbing.

The greatest enemies of the bill right now are misinformation and fear.
Many taxpayers have been soared to death by slick media campaigns over the
past two years. It is hard to compete against interests so shameless that
they will substitute television images of birds eating a loaf of bread for the
facts. Nonetheless, the inability of the majority of the American people to
compute for themselves the net impact of a complex piece of legislation, when
that net impact is undeniably positive and significant, is no valid reason to
vote against the bill.

If the bill is passed, there will undoubtedly be technical corrections to
be made. There will also be substantive trouble spots. The passive loss rule
may be circumvented too easily; already there is advice to tax shelter owners
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to buy parking lots, to generate passive income that will absorb their passive

real estate losses. The corporate minimum tax will also cause some

problems; there will be questions about the unprecedented "book income"

provision, and even the substitution of the preexisting "earnings and profits"

measure in the base of the minimum tax will leave doubts and ambiguities. But

tax reform is a long-term policy, and our goal should be to smooth out these

rough edges--perhaps with relatively broad changes--but to leave the overall

structure of the act intact to do its work for the taxpayers and the economy.

The tax system will remain vulnerable to inflation, albeit somewhat less

so than in the past due to the lower statutory rates. If inflation is

rekindled, we may need to look again at the tax treatment of income from

capital. Perfect solutions are not available, but rapid inflation may force

us to accept imperfect remedies for inflation's distorting effect on the

income tax and economic decisions.

Finally, if we choose to increase taxes to reduce the budget deficit,

above and beyond reasonable increases in excises on alcohol and tobacco, we

must recognize that the reformed income tax is a more suitable, not a less

suitable, instrument for closing the budget gap. Consumption taxes, by

contrast, would add new complexity to the tax system (as any additional tax

would), and would burden excessively those least able to pay. Consumption

taxes to fund new investment incentives, rather than to narrow the deficit,

would be even more offensive on grounds of fairness.

The Congress is near an historic advance in tax policy. With care and

persistence, we can give the American people a tax system that is worthy of

their trust.
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Representative OBEY. All right. Thank you very much.In the interest of time, let me put three general questions, someof which I touched on earlier, and just see if any one of you wantsto respond to it in the 5 minutes I have available before othermembers question you.
My concerns would be these, at least the most important con-cerns.
Yesterday Senator Domenici raised serious doubts about the abil-ity of the Congress to meet the Gramm-Rudman deficit targets,particularly if the tax bill was approved this year. He pointed outthe kind of hole we would be digging ourselves in for next year.I would ask how you would respond to Senator Dominici's ex-pressed concerns of yesterday.
Second, Mr. Minarik and others have indicated that there isprobably no real deleterious effect on our trade posture because ofthis legislation and because of other factors in the economy and inthe tax bill itself, and I would like to know who agrees and whodisagrees with that.
And, third, I would like to ask you again, what if we pass thisbill, assuming we do, and next year at this time if we also have acontinuation of the weak economy. For instance, the Labor Depart-ment indicated in the last quarter private business output actuallydeclined. If we continue at anywhere near that pace, what do youthink are the most strenuous pressures that are going to bebrought to bear on the Congress next year in terms of requestspeople will be making on the Congress for changes in the TaxCode?
Anybody who wants to respond to any of those, please confineyour responses to about a minute so we can pass down the table.Mr. CHIMERINE. Mr. Chairman, I will take a crack at all three,and I hope I have a minute for each and not a minute in total.Let me start with the deficit outlook and Gramm-Rudman. Quitehonestly, I think 1987 will be the last year when we can get closeto Gramm-Rudman targets, even in the budget projections, byusing some of the methods that are now being used, whether it beoptimistic assumptions, or selling off assets, or other kinds ofbudget manipulations.
The deficit in 1987 will be about $200 billion again. To get downto $108 billion in 1988 will be very difficult, for a couple of reasons.First of all, the tax reform bill allegedly will lower taxes in fiscalyear 1988. So it will exacerbate the deficit in that year. If it is arevenue loser over the period as a whole, it can even be more of aproblem in 1988 than is now being anticipated.
Second, I think we are getting close to the end of the declines inthe military spending, and we are not cutting nondefense muchmore.
So one of two things has to happen for 1988. Either we have toamend or scrap Gramm-Rudman-Hollings, or there are going tohave to be some significant tax increases if we make a seriouseffort to get to the target.
Second, I think you are going to be under enormous pressure torestore the investment tax credit in the future if investment weak-ens further and if the economy remains very sluggish. You aregoing to be under enormous pressure to restore certain kinds of in-
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vestment incentives to stimulate investment. You will need other
revenues to pay for them if they are wanted.

To the extent that there is a need for more revenues, as there
will be down the road, I very, very strongly support the view that
was expressed a moment ago by Joe Minarik about doing it on the
income tax side.

We have significantly reduced the progressivity of the tax struc-
ture in this country in recent years. We have shifted the distribu-
tion of the tax burden significantly away from the upper income
groups to the middle and lower income groups. I think we have al-
ready gone too far in that direction and most types of consumption
taxes would very likely exacerbate that problem.

I would be strongly against them for another reason. I have a
wager with John Makin that we won't have a consumption tax and
I would like to win that bet. [Laughter.]

So for both of these reasons I would not support raising revenues
that way. I prefer doing it through the income tax structure.

Third, on trade, as I mentioned in my testimony, it is very hard
to measure. I don't think tax reform will be a dominant factor, but
if you ask me whether the tax reform legislation will make the
trade problem better or worse 5 or 10 years from now, I would say
it is more likely to make it a little bit worse than make it better.

Representative OBEY. Does anybody else want to comment? John.
Mr. MAKIN. Thank you, Mr. Chairman.
I agree with a number of the comments, especially the ones that

Larry has made about the trouble that the economy is in. However,
I think that you have to ask yourself how much the tax bill has to
do with the trouble the economy is in. I think very little.

The second issue is it is now September 12, 1986. The tax reform
or tax revision effort has been underway actively since November
1984. I think that were the Congress to back away now and well, I
think maybe we will keep this going for a while and think more
about the bill, et cetera, I think the damage there in the short run
would be greater than the possible damage that might result from
a temporary increase in the cost of capital.

I know it is an uncomfortable feeling, but I think that having
come this far and having some assurance that the bill is not a dis-
aster I think the quicker you pass it the better.

Representative OBEY. Mr. Galper.
Mr. GALPER. There is no question that there is a deficit problem

which will get worse in fiscal 1988, and given the softness of the
economy I think one of the things you have to do is develop a new
glide path for reducing the deficit over time.

If you can't get to that $108 billion target in 1988, that target
may have to be revised and, indeed, there will probably have to be
some tax increases, as we have already acknowledged. But I think
that tax increases can be accomplished in the context of a new
plan for reducing the deficit. That may be one of the consequences
of this.

As far as the trade issue is concerned, I don't think the tax bill is
going to do very much on that one way or the other, I agree with
Joe Minarik that as far as the final prices of our goods that would
be selling abroad and how they are likely to be affected by this tax
bill, you are talking of price changes on the order of 1 or 2 percent
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given the cost of capital changes on the order of 5 or 10 percent.The extent to which that is likely to make a difference in our pene-tration of foreign markets or the loss of foreign markets is next tonothing and in any event swamped by currency fluctuations on aweek-to-week basis.
Some of the points that Larry made on that I think go exactly inthe other direction. For example, in looking at future sources ofinternational competitiveness, is it the old line capital intensive in-dustries that are going to be the source of that, or is it the newhigh technology, knowledge-intensive industries? And which ofthese industries is going to be most benefited by a more neutral taxsystem in the way that the system is now being restructured?So I am not entirely sure that these tax changes work to the dis-advantage of where our future trade patterns will be, but couldvery much work to the advantage of where our future competitive-ness will be.

There is no question that if the economy does turn sour whetherit has to do with the tax bill or not, the tax bill certainly is goingto take its lumps for having been enacted before the economy turnssour. Indeed there will be pressure to restore the investment taxcredit in those circumstances.
In my view, that would be a tremendous mistake. It just restoresall the uncertainty as to what the system in fact is going to be like,and this on again, off again business does more to harm long-terminvestment planning than putting the system in place and lettingit stay there for a period of time.
So I think that would be a very bad mistake to respond to everyshortrun jiggle and say now we have to put this on and now wehave to make it 8 percent; no, no, that is too low, let's make it 10percent, well, back to 7. Let's just have a system that we thinkmakes sense that is a longrun, broad-based, low-rate system,modify it with additional revenues as needed, but let's let the basicstructure settle down.
Mr. MINARIK. Mr. Chairman.
Representative OBEY. Yes.
Mr. MINARIK. Harvey has inspired me to want to second a coupleof things he said. Harvey raised the point about the question of theGramm-Rudman glide path and it is a very good image.The point here is where is the runway that you are trying to getto? Where is ground zero that you are trying to hit?Gramm-Rudman has the assumption that a zero deficit measuredin current dollars is the right place to be in 1991. I think what wehave to recognize is that where we really want to be with a zerodeficit is at any given time something like a zero structural deficit,the deficit that we have in the economy, if it is operating at some-thing like a reasonable longrun stable range of employment.I think we all agree that the economy right now is fairly wellunderutilized. The notion of pushing an underutilized economy to azero deficit at any future date by some mechanical formula is avery troubling one to any economist that I know.The difficulty here, you know, there was a need for a show ofwill with respect to the deficit. Gramm-Rudman responded to that.I can't argue with shows of will and I can't argue with good inten-
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tions, but somebody described it once as a bad idea whose time has

come.
Maybe as we look at the deficit figures in the next few years and

the implications for our economic choices we will come to recognize

that. This may not be the right time to be ringing the economy in a

deflationary sort of way when we are concerned that maybe this

recovery is getting a little long in the tooth.
Representative OBEY. Well, I agree with you that the right target

is probably the structural deficit. The problem is that it is going to

be difficult to get a consensus on that judgment as long as the Flat

Earth Society is still in the majority. [Laughter.] Congressman

Wylie.
Representative WYLIE. Thank you, Mr. Chairman. This has been

a most interesting and impressive panel and you have certainly

stimulated the thought processes at least of this member.
I would like to ask some questions that are a little more provin-

cial, what shows up in my mail, and see if you can help me with

some answers to those.
My mail has been real heavy on this issue as to the tax benefits

of IRA's and the fact that they are going to be sharply restricted,

the impact on 401K's and 403B's from the college professors at

Ohio State University on down. The savings rate is very low in our

country, and I think the IRA has had a good impact as far as the

savings rate is concerned.
What is your view and, Mr. Galper, I will start with you as to

the impact these particular provisions have. As you know, the con-

tributions are lowered for 401K's from $30,000 to $7,000? Would

you just address that issue?
Mr. GALPER. In my view, IRA's have not done anything to in-

crease the savings rate. I think they have just given the opportuni-

ty for all kinds of game playing, for people to borrow money,

deduct the interest and put the money in an IRA and earn tax-free

returns; or to shift assets from one account to another, from a tax-

able account to a tax-free account; or at the very least save money

that they would have saved anyway but use this form because it is

so beneficial for them to use it.
So I really don't think that IRA's have stimulated any new

saving to any substantial degree. We have aggregate evidence to go

on which, as Bob McIntyre indicated earlier, does not seem to com-

port well with the idea that IRA's increase saving since at the

same time that we have provided all these savings incentives, the

aggregate saving at the household level has been declining.
So I really cannot justify them on those grounds. The question

really is if we broadened the base by removing these incentives is it

more effective or. better policy to have the lower rates that would

result as opposed to maintaining these so-called incentives and

having higher rates.
My choice is clearly a broader based, lower rate system. I think

that is a more efficient tax structure. So I would say that you

really have to look at the tradeoffs. If we could do everything, that

is fine. But the essence of this is that there are tradeoffs, and that

is the way in which the argument has to be couched-in terms of

both a general response and a response to individual constituents.
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That is, that was one of the means by which we were able toreduce tax rates across the board.
Representative WYLIE. There was a lot of money set aside for anextended period of time which in effect are savings. Do you have acomment on that?
Mr. MAKIN. I can tell that Harvey hasn't answered any constitu-ent mail lately. [Laughter.]
I respect his opinions and I think I agree with everything hesays, although having tried to explain some of these things to indi-viduals, that is not the way you convince folks.As I understand it, the conference agreement permits the IRA'sas they are under current law for families with incomes of-is it50-it is phaseout between 40 and 50. So one thing you could say iswell, if your income is below $40,000 you haven't lost anything.For the higher income people you can point out that you may nothave lost anything because remember what you are doing with anIRA is deferring income, and the idea is that you put it away nowand you take it out when you retire.
Well, under the new bill the highest tax rate that you can haveis going to be either 28 or 33 percent. So you can take out faster.Suppose under current law you took it out too fast and you wouldhave a 50 percent rate to pay. Under the new law the highest rateyou can pay is 33 percent and probably 28.So you could take the money out faster when you retire and thenreinvest it, and if you go through a lot of calculations you can showthat for some people they are actually better off under the newlaw. But I think the way to explain it is you can get the money outof the account more quickly.

I do think that people tend to forget, you know, I put it in, it iswonderful, that you do have to pay a tax on it when you take itout, and that is the point to emphasize with the higher income con-stituent.
Representative WYLIE. Thank you. Mr. Minarik.Mr. MINARIK. I don't want to compete with John Makin on stylis-tic points in answering constituent mail, but if I may disagree withone of your premises with all due respect, Honorable Mr. Congress-man, sir. [Laughter.]
It seems to me that there are some arguments that I think Iwould like you to understand with respect to the IRA's that I thinkare very important.
One is the IRA as it currently is constituted is the opportunity toput $2,000 of your money, maybe it is your money or maybe youborrowed it, that is an obvious point, into some savings accountand get a tax deduction for the $2,000 when you do it.What you want to recognize is that there are a lot of people whoare putting money into IRA's right now, the kind of people who areaffected by this bill, who save routinely more than $2,000 a year.What you do if you are in that position is you put the first $2,000in your IRA and from there on you are on your own. If you save anadditional dollar and the interest comes in, you are paying taxeson the interest on that marginal saving, and that is an economist'sbuzz word of course, of up to 50 percent.

I really wonder whether it is a better inducement to tell some-body that you are going to give them a break on the first $2,000
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but tax them on the interest on whatever extra savings, he has up
to 50 percent, as opposed to taking the current law when you can
save all you want and you are not going to have to pay more than
28 percent, or 33 percent if you are in the phaseout zone.

Then there is one other question on the data. As some people
used to say, the IRA is being effective in inducing people to save.
Now I know I have seen some economists say, look, here are these
statistics and that shows that umpty-ump thousand people with in-
comes of between $10,000 to $20,000 a year are putting money into
IRA's.

Harvey Galper published an article not too long ago in which he
made what I think is a very, very important point, and I would like
to elaborate on that.

The point is that at any given income level if you look at the
people who are putting money into the IRA accounts, it is dispro-
portionately people who are receiving a lot of their income not
from labor, but from interest in dividends. In other words, they
have already saved a lot of money.

Now what does that imply? That implies that there are people
who are simply moving money they saved before into the IRA and
thereby getting a tax break. Let me give you a perfect example, if I
may take a minute. My mother will be thrilled if I mention her in
a congressional hearing.

Representative OBEY. No more than a minute because his time
has expired.

Mr. MINARIK. His time has expired? Sorry.
Representative SCHEUER. We want to hear about your mother?
Mr. MINARIK. Oh, you want to hear about my mother. [Laugh-

ter.] Great.
Representative SCHEUER. Including your father. [Laughter.]
Mr. MINARIK. Well, my father is part of it because he left some

money to my mother. My mother has a part-time job working in
the local Hallmark store, and at the end of every tax year I call my
mother and I tell her, Granny, take $2,000 from your regular sav-
ings account and move it over into your IRA.

And she says to me, what? What do you want me to do?
And I say, Granny, don't ask questions. Just take $2,000 from

your regular account and move it over into your IRA.
She pays less tax, everybody is happy and there hasn't been a

dime's worth of saving done over and above what we otherwise
would have in the economy, and that is where part of your Federal
deficit is.

I love my mother, but I don't think that we really need to subsi-
dize her in a misguided attempt to increasing savings in a form of
attempting to help the economy.

Representative WYLIE. You have been very helpful in answering
my constituent mail, I think. [Laughter.]

Representative OBEY. Congressman Scheuer.
Representative SCHEUER. I yield to the chairman of the Joint

Economic Committee.
Representative HAMILTON. That's all right. Go ahead.
Representative SCHEUER. Let me say, Mr. Chairman, this has

been an extremely interesting hearing, and every single one of the
five witnesses has been extraordinarily provocative and thoughtful
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and I am very grateful to them. It was a real privilege listening tothem.
My second question about the policy options was answered. I ap-preciate the spanking that I got for saying does the deficit matter,but at least I invoked a response.
Mr. Minarik, I am going to ask you about those two apple barrelsyou spoke about. I agree with you that the real estate tax pack-ages, of whom I used to be one in my prior reincarnation, havegone way to the bottom of the barrel and they crashed through andthey were in their pebbles and the mush and the muck below thebarrel. We have eliminated that and I think that is a major ad-vance in this law.
Let's talk about the other barrel, the high-tech people, thesmokestack people and maybe we should make a distinction in thetreatment of them. But in any event, one thing they have incommon is they are in bitter competition with overseas entrepre-neurs.
Somebody mentioned Taiwan and South Korea where there isamply capital and ample high technology and ample skilled laborworking at a fraction of the wages that an American is willing towork for. So that we have the most bitter kind of competitionfacing us if we are going to survive as a global competitor.Now let's think about that barrel. Our smokestack industrieshave been very selective about the particular shinny red applesthat they would pick out from only the top, and they picked outone or two and they have made the investments that you mightgrade as A plus, but a lot of straight A investments and an awfullot of A minus investments have gone unmade, which would begood for the American economy had they been made and wouldhave enabled us to compete more effectively had they been made.What do we do for that second barrel? Let's forget about the firstbarrel where they cleaned out every apple, including some fairlyrotten ones. What do we do about the second to get them to go be-neath those top few shinny apples to some of the investments thatreally are in the interest of our country?

And I will be happy if, after Mr. Minarik is finished, if any ofyou have any other thoughts.
Mr. MINARIK. Let me suggest, Congressman Scheuer, that theremay be some limits to what we can do in this regard through thetax system, but let's look at it this way.Larry Chimerine mentioned, and I think he is correct, that weare facing some difficulties in the smokestack sector, and I am talk-ing about straight manufacturing kinds of businesses, relative to alot of our competitors overseas, and in many cases the labor-costadvantage that they have is far and away in excess of the transpor-tation costs that they have to bear to get the goods to us.I would suggest to you that we can't use the tax system to eataway those advantages. We have to be more efficient and thechoices have to be better.
I would like to mention one way in which, in my opinion, thistax system is very positive for that kind of a problem. A steel facto-ry for example, is not just equipment. It is also buildings. If youlook at the equipment in the buildings in a steel factory as differ-ent assets that have their own rate of return, you will find that the
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current tax system treats the buildings very harshly. It is very nice
to the equipment, but the tax rates on the buildings are very
harsh.

I find that to be a provocative thought in light of something that
Bob Crandall at Brookings related as to some comparisons that he
has made between steel factories in the United States and steel fac-

tories in Japan. He says that very often you will find steel factories
in the United States and Japan that have the same equipment. The
steel factories in Japan are more efficient than the steel factories
in the United States, however, with the same equipment.

Why is that? The reason is that the Japanese built the factory
from the ground up that was designed to accommodate the equip-
ment it was using. You take the material in one end of the build-
ing, and they go from one stage of production to the other, and

they come out the other end and they are shipped away to their
markets.

You go to the American factories and you find that what hap-

pened was that an old factory was simply updated by taking out

the old equipment and putting in the new equipment.
You look at how that works and you put the materials in one

place and they go through one stage, and then they are taken and
carried someplace else and they are put to work there, and the ma-
terials are moved around. You are using a lot of labor simply to

move the material within the factory.
A lot of people argue that equipment is the only source of pro-

ductivity increase. That just ain't so. The fact of the matter is that
it is a joint production process that uses equipment and structures.

What this tax law has done to some degree is level the playing
field between equipment and structures. I am not prepared to say
that that means in a lot of these situations that businesses will

decide that because buildings are not treated very equitably that
we are going to use the old building and we will economize there
and put new equipment in the building and thereby defeat the
whole purpose.

But it is possible that we will be changing some of those deci-
sions. That is one of the merits of the level playing field, and it is

one of the important aspects I think of this piece of legislation that

ought to be kept in mind when we look at the smokestack sector.
Mr. CHIMERINE. Congressman, I would agree that many of the

problems we have regarding international competitiveness and pro-

ductivity cannot be addressed directly by the tax system.
However, I think a lot of people still think of automobiles, steel,

and maybe some shoes and textiles when they think of our trade
problems. It is a much broader problem than that. There are very,
very few industries that are not having some difficulties at the

moment in competing internationally. So it is a very basic problem.
I mentioned earlier some of the reasons why I think this is hap-

pening, and there are a lot of others, including product quality in

some cases.
There is nothing you can do from a tax standpoint, in my judg-

ment, that is going to correct the problem. There are some things
you can do that hopefully won't make it worse, and might contrib-
ute slightly toward some improvement down the road, but you
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can't use the tax structure to produce a trade surplus in theUnited States 5 years from now.
Representative OBEY. Congresswoman Fiedler.
Representative FIEDLER. Mr. Makin, you indicated that you werethinking about working on international affairs next year. Well, Iwill just tell you, don't put away your balance pad because you aregoing to need it. I have a feeling we are going to be talking taxesnext year and the year beyond that as well.
Mr. Minarik, you said income taxes will become the best vehiclefor raising taxes. I must say to you at least from my philosophy,that would be the best reason in the world for me to vote no onthis tax bill. I can also assure you that there are at least 50 to 75other Members that I can think of very quickly who would feel thesame way, if they felt that by passing this tax bill we simply de-vised an efficient system for raising taxes in future years; that wewould as a bloc vote enthusiastically and work hard to see that thistax bill was defeated.
I am very concerned about that aspect of tax reform, that thefeasibility of using it as a step toward tax increases would be theultimate purpose given the revenue neutrality of the existing bill.Each one of you mentioned the possibility of a tax increase, somewith specific ideas about ways in which taxes could be increased.But I just want to remind you of a fact, and that is in the last 53years there have been 193 tax increases. Forty-five of those yearswe have been in deficit, and never once when taxes have been in-creased have we used it to reduce the deficit.
So I think there is some faulty thinking going on or false as-sumptions going on when you talk about raising taxes as a meansby which to reduce our deficit; because historically in these bodiesall we have seen is excuses for tax increases.
Mr. Chimerine, yours, in my opinion, was a different viewpoint,one that was very business oriented and one that pointed to someissues which were somewhat different than some of the others thatwere raised, and because of that I would like to ask you a question.I would like to ask you what you think the implication for thepassage of this bill will be in the short run on jobs, because I amquite concerned about people.
If you talk about tax reform in a very global and general sense,you lose what you think it might be on jobs.
Mr. CHIMERINE. Well, potentially I think there are two effects.First, if the economy does slow further, and if part of that slowingreflects the impact of the tax reform legislation, that would have anegative effect on new job availability and on labor markets in gen-eral in the short term.
On the other side, to the extent we are raising the cost of capital,this will provide an incentive for new jobs as a substitute for newcapital. So you are going to get these two effects, and my guess is itcould potentially mean somewhat higher unemployment when younet these two out in the short term, if I am right that the economywill stay sluggish and the tax reform legislation will make it some-what worse.
May I just make a quick comment on your other point aboutraising taxes. The one thing I think both this Congress and the ad-
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ministration has done is stopped the proliferation of new spending
programs, stopped the growth in spending.

It is hard for me to accept the argument any more than any tax
increases or new tax revenues are going to be used to finance new
spending programs. I think that has been stopped. That process
started a few years ago, probably under the Carter administration.
It has been accelerated in recent years. I think the environment is
very different from that standpoint than it was 10 to 20 years ago.

Representative FIEDLER. I think it is better, but I think that we
are still seeing a substantial amount of increases in spending, and
that is also one of the points that I noted in listening to your pres-
entation is that with the exception of your presentation nobody
else mentioned the feasibility of containing spending. Everybody
else was focusing in for the most part on the idea of raising taxes.

I had one other quick question. Given the fact that the bell has
rung, I would like to go to it very quickly, if I can.

Mr. McIntyre, I would just like to ask you, if I may, what do you
think is going to be the impact of this bill on the underground
economy? You seemed to have a very positive view of the fact that
we were going to be cutting down on the number of people who
were cheating or not paying on taxes. What do you think the
impact will be on the underground economy?

Mr. MCINTYRE. Well, the direct impact of reforming a system
that now allows so many people to legally avoid taxes is probably
in the long run to curb the growth of the underground economy. It
is hard to tell how much. There have been a few studies done of
what impact there is on tax cheating by people losing faith in the
system, and they have shown that in fact there is a correlation be-
tween a belief that the system is unfair and people stopping paying
their taxes honestly.

So if I am right that this bill is going to rekindle public support
for the tax system, I think probably you will see that some people
who might have turned to cheating may decide not to.

Representative FIEDLER. Thank you.
Representative OBEY. Thank you. The bells are about to ring for

second votes. Let me ask if we break, they are ringing right now,
will Members be coming back to ask questions?

You will, Marcy?
Representative KAPTuR. [Nodding affirmatively.]
Representative OBEY. OK. We will be back in about 7 to 8 min-

utes, I hope, if you can all stay.
Mr. MAKIN. Mr. Chairman, I am going to have to leave. I'm

sorry.
Representative OBEY. All right. Well, I thank you for coming,

John. I appreciate it very much. You have added considerably to
our discussions today. We will be back in just a few moments.

[A brief recess was taken.]
Representative OBEY. I'm sorry this is running so late. I appreci-

ate the fact that a couple of you could stay. Congresswoman
Kaptur has several questions.

Representative KAPTUR. Thank you, Mr. Chairman, very much. I
just wanted to ask if any of the witnesses would wish to comment a
bit more on the statement that Mr. Chimerine, who is no longer
here, made regarding that tax reform would increase the cost of
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capital by 10 percent and that would not be offset by the reductionin interest rates.

I know I have talked to some of the businesses in my district andsome have said that they calculated it and they think they comeout all right.
What are your assumptions on interest rates? I understand, Mr.Galper, that you might have said something about that in your tes-timony that I wasn't here for.Mr. GALPER. No, I didn't talk about that directly, but I can try torespond to that. I think 10 percent is on the high side of the num-bers that I have seen for increases in the cost of capital, point one.But, point two, I think you do have quite different impacts acrossindustries, that is the extent to which the rate cuts compensate forthe loss of the investment tax credit or for changes in the deprecia-tion rules, it depends a lot on the mix of assets that you use in theindustry and also how capital intensive the industry is.So some sectors, such as softer goods manufacturing, retail trade,finance, et cetera, come out very favorably. Heavy manufacturingis probably hit the hardest and you may have in between indus-tries like electronics and aviation where it is pretty much of awash.

A lot of it really will depend on the particular mix of types ofcapital and how capital intensive the industry is.Larry can probably respond to that more directly in terms of theassumptions he has made about interest rates, but there is somedecline in interest rates that I would expect to come from this leg-islation that would tend to move in an offsetting direction.I don't think it will offset completely in the aggregate, althoughfor certain industries, as I have indicated, who already find thatthe rate cuts are a compensation, any further declines in interestrates are going to give them a net benefit.The other thing--
Representative KAPTUR. Do you expect interest rates to go down?Mr. GALPER. I expect interest rates will fall from this legislation.I don't know how much, maybe I would say half a point perhaps.Representative KAPTUR. Mr. Chimerine, I was just asking inregard to your statement that tax reform would increase the cost ofcapital by about 10 percent and that wouldn't be offset by the re-duction in interest rates.
I come from a heavy manufacturing and agricultural region ofthe country in northwest Ohio--
Mr. CHIMERINE. I am sorry to hear that. [Laughter.]Representative KAPTUR. Well, I haven't decided how I am votingon this bill yet in spite of all the good things people have said here.I have talked to some of my manufacturers who have calculated itout and have said that in fact it is a wash for them, and I guess Iwas interested in your calculation and how you--Mr. CHIMERINE. Well, it will vary to some extent. There is noquestion, as I think Harvey was suggesting, that the largest in-crease in the cost of capital will be for structures, reflecting thechange in depreciation. It will also rise for equipment. So the 10percent was more of an average.
Second, I don't know how much of a decline in interest rates willoccur. I still can't figure out why long-term interest rates have
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been rising in the last few days, let alone how much decline we
may get from the legislation.

My best guess is there will be some, probably by rough order of
magnitude that Harvey mentioned. So on a net basis you are still
increasing the cost of capital on average as a result of this legisla-
tion.

But I agree with you, that even some manufacturing companies
won't notice the increase, while others will see a fairly large in-
crease. Again, I don't want to overexaggerate how much effect this
will have. There are a lot of factors that affect investment other
than the cost of capital, average tax rates and interest rates. Ex-
pected demand is probably a more critical factor.

So I am not suggesting that this is going to cause a collapse in
manufacturing or a collapse in capital spending. It will just be an-
other factor that could potentially make it a little bit worse at the
margin and that is all I was suggesting.

Representative KAPTUR. I would also like to ask any of the wit-
nesses that want to comment, what are some of the most egregious
sections of the bill, and what are the things that we don't know
about yet, oil industry benefits are the kinds of things that make
the headlines? What is hidden away and who got taken care of in
there?

I know people in my area of the country won't be, but what are
some of the more striking abuses that you have noted? There must
be many. It is a pretty long bill.

Mr. CHIMERINE. Well, while I have the microphone, I will make a
quick response and then turn it over to Joe.

I haven't seen the list of these so-called transition rules, but
quite frankly I would suggest that a lot of them are unnecessary
except from a political standpoint. From an economic standpoint, it
is hard to see any real economic benefit from them. I couldn't
single out one specifically, however.

Mr. MINARIK. Interpreting that question just a little bit different-
ly maybe than even you intended, my own concern in terms of
things that they should have done in the tax bill that they didn't
do are not necessarily things that everybody is going to jump up
and down with glee on, but I think the two most neglected areas of
the tax bill are, No. 1, fringe benefits, which continue to be largely
without tax and, No. 2, the issuance of private purpose State and
local bonds, which has been restrained only modestly in the face of
a tremendous explosion in their issuance, which has caused a lot of
trouble in the market for traditional purpose municipal bonds.

Representative KAPrUR. Thank you. Thank you, Mr. Chairman.
Representative OBEY. Congressman Archer.
Representative ARCHER. Thank you, Mr. Chairman. I was hoping

that all five of you would still be here because I wanted to ask you
a couple of broad questions and, if there is enough time, get more
in depth.

There was a communication put on the desks of all of the Repub-
lican Congressmen this morning from the House Republican Con-
ference, "Special Report, Tax Bill Increases Incentives, Lowers Cost
of Capital and Improves Incentives." That seems a little redundant,
but that is the headline.
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Then in caps, "Executive Summary-Conference Tax Bill Will BeGood for Labor and Capital."
First, cost of capital for corporate businesses would go down by 7to 8 percent. Cost of equipment investment will fall by 7 to 8 per-cent. Cost of investment in structures falls by 12 percent. GNP willbe 3 percent higher in 5 years. Tax revenues will be $40 billionhigher due to higher growth.
I would like, if I could, to get a response from each of you as towhether you agree with that, and if you don't agree with it, wheth-er you think it will be more or less than this publication an-nounces?
Did you get those items out?
Representative OBEY. Could we frame those so we can go backand look at them in 5 years? [Laughter.]
Representative ARCHER. I intend to do that, Mr. Chairman.Mr. MINARIK. They came through brassy and clear, sir. I like thetax bill, but I find that a bit expansive. There are lot of ways tocompute cost of capital figures. There may be some way to get thatresult. I don't know of it right now.
In terms of the anticipated increment to GNP growth, wouldthat it were ture, I imagine that if somebody told me 3 percenthigher in 50 years, I would say it is an eminently worthwhile thingto do and we ought to do it and that is a reasonable number. Threepercent higher in 5 years I think- is a bit much.
Mr. CHIMERINE. Without having seen that before, I will make aguess that--
Representative ARCHER. I didn't see it until this morning.Mr. CHIMERINE. I won't even guess where they came from. I haveno idea where they came from.
Representative ARCHER. Well, I'll tell you where they came from.They came from Jack Kemp. Jack Kemp is the chairman of the Re-publican Conference.
Mr. CHIMERINE. But where did he get the estimates?Representative ARCHER. Well, I can tell you where they camefrom.
Mr. CHIMERINE. That would be interesting.
Representative ARCHER. But you have to dig back here a fewpages. They came from a Gary Robbins, Fiscal Associates.Mr. CHIMERINE. Well, I don't know what assumptions were madeand, as Joe pointed out, you know, if you make the right kind ofassumptions you can get any result you want.
All I can say that I find absolutely no evidence whatsoever thatthe changes in marginal tax rates or the other changes in this leg-islation can stimulate the economy to that extent over the next 5years.
As I said earlier, I think, if anything, the risks are marginally onthe down side, and without knowing more about the specifics of thestudy and what assumptions were made, it is very hard to com-ment further, but I would question them very closely.Representative ARCHER. Harvey.
Mr. GALPER. I don't have a lot to add to that. I think you canclaim over much for tax legislation. People do respond to otherthings besides taxes in the economy, and I don't think you want to
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take the extreme view, and that is the reduction in marginal tax
rates drives the world.

I think it is important and I think the legislation is good legisla-
tion, but I don't think we should fool ourselves into thinking it is
the second American Revolution.

Representative ARCHER. OK. Let me just follow up by saying if
you had to make a guess, and I understand the uncertainties in
this complex bill are so great that it is very, very difficult to quan-
tify anything that is going to happen in the future, but if you had
to make a guess, would you guess that in the short term, and I
mean over the next 2 years only, would you guess that this bill
would be positive or negative on real GNP if you look at it by itself
without trying to anticipate what interest rates are going to be or
what inflation is going to be and all those things, but solely as a
result of this bill and no other factors. Would you anticipate that it
is going to be, in your opinion, or have a greater chance of being
negative or positive in the short term in the next few years?

Mr. GALPER. I think it would be pretty much a wash quite frank-
ly. I mean if you just look at the first 2-year revenue effects you
have what, a minus 10 and a plus 10 or something like that.

Representative ARCHER. So you think it is a wash.
Now time is so important here, if you don't mind, and I don't

want to cut you off.
Mr. CHIMERINE. A modest negative for economic growth, but eco-

nomic growth is not the only thing in the world either.
Representative ARCHER. OK.
Mr. MINARIK. Well, I am with Harvey, and I would just point out

to you that when you say hold everything constant, what does that
mean? Does that mean that the monetary policy is handcuffed
and--

Representative ARCHER. But we can't anticipate all those things.
The only thing we are dealing with here is the Tax Code.

Mr. MINARIK. Sure.
Representative ARCHER. You would say a wash basically?
Mr. MINARIK. I would say basically a wash and I think the other

policy--
Representative ARCHER. Now let me ask you this-and, Mr.

Chairman, if you don't mind indulging me, my time technically has
expired--

Representative OBEY. If we can hold it for about 2 minutes be-
cause people have to go other places.

Representative ARCHER. OK. How would you rate the accuracy of
the estimates on revenue from this bill, without any great in-depth
discussion of why, but how would you rate them? Would you rate
them within a plus or 5 percent range compared to the current
law, plus or minus 5 percent range, or would the margin of error
potentially be greater than that?

Mr. MINARIK. I don't think the margin of error is greater than 5
percent.

Representative ARCHER. Plus or minus 5 percent, OK. Are you
concerned about the fiscal and budgetary impact of this bill? Do
any of you have any concern about that?

Mr. GALPER. Well, I am concerned about the fact that we are not
raising sufficient revenues, and there may be an outcome where
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the revenues that are anticipated from this bill may not be realizedwhich could make the problem worse.
Representative ARCHER. Do you think that the revenues will beminus rather than plus if you had to make a judgment?Mr. GALPER. Probably somewhat greater, yes.Representative ARCHER. Would the rest of you agree?Mr. CHIMERINE. I would agree with that conclusion.Representative ARCHER. OK. Now the revenue estimates that Ihave seen, Harvey, are that it will raise $11 billion more in 1987and lose $17 billion in 1988. Now that is a combination of $28 bil-lion difference when we go into trying to implement Gramm-Rudman a year from now. We have to find $28 billion just to getback to scratch, so to speak, in the vernacular, and then we have tofind the extra savings to reach the Gramm-Rudman targets. Doesthat bother you?
Mr. GALPER. Yes, I think that this does complicate the Gramm-Rudman targets, the realization of them.
But one question is, which is a question that is really implicit inwhat Larry was saying, is whether those targets themselves are re-alistic given the state of the economy.
Representative ARCHER. But forget about Gramm-Rudman. Doesit bother you in the absence of Gramm-Rudman?
Mr. GALPER. I am bothered by the fact that we need some mecha-nism to reduce the deficit over time, and so something like Gramm-Rudman is needed. If we didn't have a budget problem, swings ofthat magnitude from year to year, per se, would not be a problem.Mr. MINARIK. As a percentage of the economy, that is nothing.So if it weren't for the fact that you had some target you weretrying to hit and hitting that target was going to cause you to dosomething--
Representative ARCHER. It doesn't really trouble you then.Mr. GALPER. Not per se, but as complicating the problem of re-ducing the deficit, then we have to deal with that.Mr. CHIMERINE. It bothers me, Congresman, in two ways. No. 1,in the way that Harvey is describing, that we are not making anycontribution toward lowering long-term deficits and, second, itwould bother me enormously if we maintained Gramm-Rudman. Ithink we have to reduce future deficits, but not as much or as rap-idly as Gramm-Rudman requires. If we keep current targets inplace, and then complicate the problem by subtracting the addi-tional revenues from tax reform for 1988 and still try to meet thecurrent Gramm-Rudman target for that year, and do it on a realis-tic basis, the amount of budget cuts needed would be absolutelyenormous. That would kill the effectiveness of programs and prob-ably push us into a recession.

Representative ARCHER. Do you believe that the cash-flow of cor-porations will be reduced as a result of this bill?Mr. CHIMERINE. Overall, yes.
Representative ARCHER. All three of you agree with that?[Witnesses nodding affirmatively.]
Representative ARCHER. What happens when there is a cash-flowshortage or reduction, I should say, in corporate activities? Don'tyou have to either reduce investment or increase borrowing?Mr. GALPER. Or use equity finance or cut back on other expenses.
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Representative ARCHER. Well where is the equity finance going
to come from other than foreigners?

Mr. GALPER. There could be a switch from debt to equity finance.

Representative ARCHER. Assuming that the entrepreneur is

there. Does it bother any of you that this bill is designed in virtual-

ly an effort to emulate the Mexican tax code that they have had

for the last 30 years?
Representative OBEY. Last question.
Representative ARCHER. And I don't know if you are aware of

that, but Mexico for 30 years has operated on the basis of compart-

mentalizing all of their various types of activities and structures
within the tax code so that you could not use losses from one

against another, and in some instances could not deduct losses at

all, and this bill does that. Does that bother you economically as

far as the exchange of capital investments and the type of potential

dislocations that that may bring about economically?
I have jokingly said, you know, if you like the Mexican economy

then maybe you'll like this new tax bill. Obviously that is hyper-
bole.

Mr. MINARIK. Let me just say that I was going to say that you

are superimposing that kind of a system on a very different econo-
my.

Representative ARCHER. Sure you are.
Mr. MINARIK. Let me make another point. There are a number of

economists I know of who tell us that we ought to expense physical

investment and then you could come back at them in the same way

and say that is exactly what Great Britain did through all the

years of its decline.
Representative ARCHER. But in general though the compartmen-

talizing of things, and I shouldn't have brought up Mexico because
it isn't really relative, but the compartmentalizing is something we

have never done before in this country, and I wonder if you think

there are any risks in that?
Mr. MINARIK. Well, it is only restricted to a certain class of in-

vestments, which is unincorporated investments that are of a pas-

sive nature. It is not as though you are saying that General Motors
cannot take a temporary loss in its computer division against its

automobile division. So this is a very narrow provision in its appli-

cation. It is not going to affect the whole economy.
Representative ARCHER. No, that's true, but it also makes the

corporate managers have to face a two-track tax system which it

seems to me is going to complicate their decisionmaking over the

long term incredible and it is going to create a degree of uncertain-
ty which in my opinion is, and I would like to get your counsel on

it, would be negative on investments because there will be a tend-

ency to hold back without a knowledge of certainty as to what the

tax impact is going to be of their decisions as a result of this new

two-track tax system which they have not had to be concerned
about before within the corporate structure.

Mr. GALPER. That is a separate issue from the passive loss situa-

tion.
Representative ARCHER. Sure.
Mr. GALPER. I am not a fan of the minimum tax, but you really

have to say compared to what. The point is that there is this uncer-
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tainty because of the two-track system. But clearly that is a com-promise between taxing those investments in full under the regu-lar tax and giving them the preferences they now have. Their mar-ginal rate is 20 percent, which is still a better marginal rate thanthe 34 percent if you are on the minimum tax. Can we think of abetter approach? I would prefer to see the income which is now in-cluded in the minimum tax made subject to ordinary tax and doaway with the minimum tax. But see how many votes you get forthat.
So it is clear that it is a compromise, and as any compromise ithas these messy loose ends.
Representative ARCHER. Thank you. Thank you, Mr. Chairman.Representative OBEY. Let me thank both of you for your contri-butions. They are not normally members of this committee, but Idid invite other members to come by who were curious. I am gladtwo were. [Laughter.] I assume everybody else understands the billtotally.
I guess what you are saying is that, if I could sum up very brief-ly, is that horizontal equity is increased in the bill, and verticalequity, there is some debate about. Certainly it is a little tough tosuggest that the marginal rate hump creates greater verticalequity. That bothers me a lot because I think that is the next bigthing we are going to have to be explaining if we pass this bill.You are split about what comes next and there seems to be, withthe possible exception of Mr. Chimerine, somewhat less concernabout the impact on our trade posture from this panel than I ex-pected to hear this morning I guess.
I don't know whether that same trend will continue on Monday.On Monday we have Alan Greenspan, Roger Brinner, LawrenceSummers, Jerry Jasinowski, Bob Eisner, and David Cooke fromFDIC. So we will look forward to hearing them.
I thank you gentlemen for coming today. I appreciate it.[Whereupon, at 12:50 p.m., the committee recessed, to reconveneat 10 a.m., Monday, September 15, 1986.]



THE TAX REFORM ACT OF 1986: IMPLICATIONS
FOR THE FUTURE

MONDAY, SEPTEMBER 15, 1986

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,

Washington, DC
The committee met, pursuant to recess, at 10 a.m., in room 2359,

Rayburn House Office Building, Hon. David R. Obey (chairman of
the committee) presiding.

Present: Representatives Obey, Hawkins, and Archer.
Also present: Stephen Quick, professional staff member.

OPENING STATEMENT OF REPRESENTATIVE OBEY, CHAIRMAN

Representative OBEY. If we could get started, last Friday the
committee held a hearing to obtain the views of a number of econo-
mists on a number of aspects of the tax bill which is wending its
way through its final steps in the Congress.

I said last week that it was wending its way with undeliberate
speed. That speed seems to have slowed just a trifle. But nonethe-
less, I think it's fair to say that when individual members vote on
it they will be lucky if they have had a written copy of the legisla-
tive language for 3 days.

Having seen on several occasions before the Congress gleefully
pass legislation and read it afterward, I think it's safe to say that
most Members would prefer to have more time to examine a lot of
the details of the bill or at least allow their staffs to examine them.

We can't obviously get into some of the details of language which
will not yet be written and, frankly, a lot of that language would
fall outside of the purview of this committee. But this committee's
responsibility is to try to ascertain what the economic effects of
that legislation are likely to be, good or bad.

I have assumed, as one Member, that I would very likely be
voting for the legislation that emerged because there's a good deal
in it that I would like to see happen. But there are some substan-
tial questions that we need to hear some comments about, I think,
before we make a final judgment.

I think it's safe to say that with the panel that appeared before
the committee on Friday there was general support for it, ranging
from the enthusiastic to the tepid; and I would say that at least
one, possibly two witnesses yesterday indicated that they had mini-
mum high regard for the tax bill. They were for it but perhaps just
barely.

(65)
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It's certainly apparent that it's going to pass. I think the ques-tion is simply the margin. But what I would like to ask the gentle-men before us to address this morning are questions such as these:I think it's difficult-and these are the same questions we raisedin the last hearing-I know it's very difficult with any degree ofaccuracy at all to provide even a reasonable guesstimate aboutwhat revenues are going to be under the legislation, both in thetransition years and once it finally goes into effect. Nonetheless, wedo have to ask how solid people feel those revenue estimates arebecause Gramm-Rudman raises certain implications about whatthe Congress would be required to do if those revenue estimateswere off by, say, $10 or $20 billion.
So the question is, How strongly do we feel that that bill is infact revenue neutral? Second, what are your judgments about theeffect that that bill might have on our competitive posture interna-tionally? Given the repeal of the investment tax credit, for in-stance, there's a significant degree of concern being expressed bysome people that a few years from now we might very well findourselves in a position where we are relying more on importedgoods than we are today because of that feature. Others say, no,that that's not likely because other aspects of the bill will make itmore efficient and because of the corporate tax rate reductions itwill be no worse than a wash.
We have the third question of the basic equity of the rate struc-ture with what I would consider to be the unfortunate hump whichis built into it, and I think most importantly, from a legislator'sstandpoint, if we pass this bill, what kinds of pressures are welikely to be faced with next year at this time, 2 years from now, interms of changes that people are likely to be asking for in the TaxCode.
rIethink a lot of people would like to see it just stand still for awhile so we get a breather, so we don't go through this constantjackrabbit action of changing the Tax Code every 2½/2 seconds.Those are the basic questions that we have today. Lest anyone iscurious about why Congressman Archer, who's not a member ofthis committee, has just walked in, it's simply because I extendedan invitation to any other Member of the House who would like tohear either of these panels to participate. And I'm glad that atleast one took me up on it. Two did on Friday.We have before us today Mr. Alan Greenspan from Townsend-Greenspan & Co.; Roger Brinner, Data Resources, Inc.; LawrenceSummers, Harvard University; Jerry Jasinowski, National Associa-tion of Manufacturers; Bob Eisner, Northwestern University; andDavid Cooke, Federal Deposit Insurance Corporation.Before we begin, I should ask you, Bob, how your book sale isgoing? I know you're selling a book. Believe it or not, I'm about tobe selling an album. You write about economics. I play bluegrassmusic.

Mr. EISNER. I appreciate your mentioning it. That's very impor-tant to the sales. 'How Real Is the Federal Deficit?" [Laughter.]Representative OBEY. Well, I hope your sales are going betterthan I expect ours to go.
Why don't we start with you, Mr. Greenspan, and why don't youjust tell us whatever you want to tell us.
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STATEMENT OF ALAN GREENSPAN, PRESIDENT, TOWNSEND-
GREENSPAN & CO., INC.

Mr. GREENSPAN. Thank you, Mr. Chairman. I appreciate this op-
portunity to comment on the economic implications of the Tax
Reform Act of 1986. My suspicion is that we are all less capable
than we will be in retrospect 2 years from today. Unfortunately, I
don't have my testimony that presumably will be written 2 years
from today but I'll do the best I can.

In the long run, the conversion of tax subsidies into corporate
tax rate reductions is likely to result in a more efficient economy.
Unsubsidized capital investment at the margin should be signifi-
cantly more productive than investment which must be subsidized
through tax preferences.

In the short run, however, while the type of capital investment-
the elimination of the investment tax credit will curtail-may not
be the most productive, those investments do nonetheless create
jobs and influence economic activity. Thus, we can expect for the
period immediately ahead a lower level of capital investment under
the new law than would have prevailed under the existing code.

Moreover, the very stiff minimum tax for both individuals and
corporations will require a number of taxpayers to evaluate con-
tinuously the tax implications of every major business decision
from two perspectives; that of the regular tax system; and that of
the minimum tax system. This will make capital investment and
other key business decisions more uncertain than under existing
tax law.

With the economy currently in a lethargic stupor, additional tax
reform negatives clearly raise the risks to economic growth. I am
not suggesting that we should have awaited until a more propitious
time. The time for tax reform is probably now or never, but we
should understand that we are moving into unexplored and prob-
ably risky territory. Even though we can be confident that remov-
ing tax subsidies from the capital investment process will improve
the efficiency of the economy and ultimately the level of output in
the long run, the bill is so complex that there almost certainly will
be some extraordinarily unanticipated impacts.

The number and magnitude of the changes in the tax bill are too
great to be evaluated easily by our existing macroeconometric
models. Nonetheless, matching as best we can pluses and minuses
suggests that the shortrun impact of the tax bill on the economy
will be mildly negative. It is difficult to be more precise since in
this tax bill we must deal not only with changes in cash-flows and
changes in after-tax incomes and changes in incentives created by
the new tax structure and broadened tax base, but also with the
very substantial changes in the market value of assets which are
likely to occur as a consequence of the bill.

Just as farm subsidies are capitalized in the market value of
farm land, so are tax subsidies capitalized in the value of all forms
of property. In this sense, real estate market values have been
higher than otherwise they would have been without the tax pref-
erences currently in the code and their removal eventually will
bring down the value of real estate relative to other assets. For ex-
ample, commercial real estate construction is likely to be hurt



68

more than one would assume based strictly on the changes in theprospective cash-flows and rates of return under the new taxregime. The expectation of declining property values could, for awhile, induce a contraction in activity even greater than the cash-flows themselves would suggest. There also may be some moderateupward pressure on commercial and residential rents as a conse-quence of that.
The major adverse impact of the tax bill, as many have noted, islikely to be in manufacturing industries which already have beendepressed significantly by high interest rates and import competi-tion.
There surely also will be many impacts, both intended and other-wise, which will not, in and of themselves, have a significantly visi-ble impact on the economy overall.
The abolition of the General Utilities Doctrine almost surely willreduce the number of mergers and acquisitions. The ability of anacquiring company to mark up purchased assets and then depreci-ate them from the higher base creates a substantial incentive tomerge. This ability will be sharply curtailed in the new Tax Code.Leveraged buyouts are also likely to be suppressed. Lower corpo-rate tax rates will make the substitution of debt for equity, whichis the core of a leveraged buy-out, much less attractive. Consideringtoday's high fixed cost environment, suppressing the conversion ofequity to debt is highly desirable.
Finally, I would like to add a comment concerning the supposedrevenue neutrality of this bill. A key to these estimates is that the$130-odd billion gain contemplated from the elimination of the in-vestment tax credit over the next 5 years is very closely matchedby the expected reduction in corporate tax receipts from reducingthe marginal rate from 46 to 34 percent. The impact of those taxchanges, at current levels of investment and profit, is approximate-ly $25 to $27 billion per year in additional revenue from the elimi-nation of the investment tax credit offset by a comparable revenuereduction from the lower marginal tax rate.The investment tax credit impact reflects approximately 9 per-cent of the current $300 billion in annual outlays for producers du-rable equipment, while the tax rate change impact reflects about12 percent of the current $220 billion in pretax corporate domesticearnings. Actually, it's a little more complex than that because def-icit corporations don't have the full impact of this tax reduction.Prior to the early 1980's, however, producers' durable equipmentoutlays were uniformly below pretax corporate domestic earningsand could conceivably return to that level. If, for example, produc-ers' durable equipment fell from its current level of somewhatmore than 30 percent above domestic pretax earnings to 25 percentbelow those earnings, a relationship which existed in the 1970's,the new tax bill would produce approximately $10 billion less reve-nue annually than current law, or a $50 billion shortfall over 5years.

I don't say that this will necessarily happen. I am merely indicat-ing how extraordinarily tentative revenue estimates are when, ineffect, we are making changes in tax rates and other provisionswith a cumulative impact, positive and negative, of nearly $1 tril-lion over the next 5 years. I would consider any analyst who came
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within $10 billion a year of the correct revenue differential to be

either very lucky, deserving of an award, or both.
There almost surely will be a significant number of unintended

impacts from this bill. Perhaps 10 to 20 important mistakes will

appear in retrospect. We will not know what they are, however,
until after the bill is enacted and the problems surface. Hence, a

much easier forecast than what the tax bill will do to the economy

is what it will do to congressional debate. As a consequence of the

Tax Reform Act of 1986, there will be more tax reform bills, one in

1987 and, perhaps, another in 1988 as well. I trust that by the time

the long term arrives-that is, the time when the strongly positive

impacts of the current bill have become effective-the structure of

marginal tax rates still will be close to the ones on which you are

about to vote. Thank you very much, Mr. Chairman.
[The prepared statement of Mr. Greenspan follows:]
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PREPARED STATEMENT OF ALAN GREENSPAN*

Comments on the Tax Reform Act of 1986 (H.R.3838)

In the long run, a conversion of tax subsidies into a corporaterate reduction is likely to result in a more efficient economy.Unsubsidized capital investment, at the margin, should be signi-ficantly more productive than investment which must be subsidizedthrough tax preferences. There is a close correlation betweenthe pretax earnings generated from a facility and its produc-tivity. In fact, the real rate of return on a facility tends tobe determined largely by improved labor productivity and/orincreased capacity. If all investments were made on the basis ofpretax earnings, with depreciation reflecting true economic wearand tear, then capital would be directed toward those investmentswhich have the highest marginal productivity.

An investment whose pretax rate of return is otherwise too lowcan become profitable for an individual company, of course, iflower taxes boost its after-tax rate of return. The investmenttax credit has been an effective means of inducing business toinvest in capital equipment when that equipment failed to meetthe test of pretax rate of return on an unsubsidized basis. If apretax rate of return is above the cost of capital, investmentswill be made with or without the I.T.C. Even investments whichare initiated solely because of the investment tax credit, how-ever, usually create some increase in productivity or capacity.The issue generally is that they produce less than projects whichmeet the required cost of capital and, in the long run, invest-ment which does not earn the cost of capital on a pretax basis isa misuse of resources and a potential restraint on economicgrowth.

In the short run, however, while the type of capital investmentsthe elimination of the investment tax credit will curtail may notbe the most productive, those investments do, nonetheless, createjobs and influence economic activity. Thus we can expect, forthe period immediately ahead, a lower level of capital investmentunder the new law than would have prevailed under the existingcode. Moreover, the very stiff minimum tax for both individualsand corporations will require a large number of taxpayers toevaluate continuously the tax implications of every major busi-ness decision from two perspectives, that of the regular tax*Dr. Alan Greenspan is President of Townsend-Greenspan & Co., Inc.
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system and that of the minimum tax system. This will make capi-

tal investment and other key business decisions more uncertain
than under existing tax law.

With the economy currently in a lethargic stupor, additional tax

reform negatives clearly raise the risks to economic growth. I

am not suggesting that we should have awaited a more propitious
time. The time for tax reform is probably now or never, but we

should understand that we are moving into unexplored, and prob-
ably risky, territory. Even though we can be confident that
removing tax subsidies from the capital investment process will
improve the efficiency of the economy and ultimately the level of
output in the long run, the bill is so complex, that there almost
certainly will be some extraordinary unanticipated impacts.

The number and magnitude of the changes in the tax bill are too
great to be evaluated easily by our existing macroeconomic
models. Macromodels can evaluate effectively only changes made
at the margin, that is, small tax changes and/or small expendi-

ture changes. Policy innovations which create abrupt changes in

the incentive structure, which the bill surely would do, present
far more difficult analytical problems. By design, macromodels
endeavor to reflect the near-term implications of the most recent
past. The immediate future under this proposed new tax regime,
however, would be substantially different from the economic and
matheratical conditions upon which these models are based. That
Tr,-i s it difficult to get anything but a judgment of gross (
irnacz. Matching plusses and minuses as best we can suggests t
that She short-term impact of the tax bill on the economy will be

mildly negative. It is difficult to be more precise since in

trhis tax bill we must deal not only with changes in cash flows,
chances in after-tax incomes, and changes in incentives created
by the new rate structure and broadened tax base, but also with

the very substantial changes in the market value of assets which
are likely to occur as a consequence of the bill.

Just as farm subsidies are capitalized in the mark t /value of
farm land, so are tax subsidies capitalized it the value of all
fzorms of property. In this sense, real estate market values have
been hiaher than they otherwise would have been without the tax
preferences currently in the Code, and their removal eventually
will bring down the value of real estate relative to other

assets. For example, commercial real estate construction is
likely to be hurt more than one would assume based strictly on
the change in the prospective cash flows and rates of return
under the new tax regime. The expectation of declining property
values could, for awhile, induce a contraction in activity even
greater than the cash flows themselves would suggest. There also
may be some modest upward pressure on commercial and residential
rents, although new owners coming in at lower property values,
and hence less equity requirements, would enjoy a benefit which
partially offset the loss of tax benefits and would limit the
upward pressure on rents.
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The major adverse impact of the tax bill is likely to be inmanufacturing industries which already have been depressed signi-ficantly by high interest rates and import competition. Theaverage increase in corporate taxation under the bill is fargreater for these groups, which depend heavily on the investmenttax credit, than for the more service related or high tech indus-tries. Effective tax rates for many companies would rise rathersubstantially. These include companies which have purchasedthrough safe harbor leasing provisions, tax credits to lowertheir effective tax rates, as well as companies with low pretaxoperating earnings and large capital investments.

There surely also will be many impacts, both intended and other-wise, which will not, in and of themselves, have a significantlyvisible impact on the economy overall.

The abolition of the General Utilities Doctrine almost surelywill reduce the number of mergers and acquisitions. The abilityof an acquiring company to mark up purchased assets and thendepreciate from the higher base creates a substantial incentivefor mergers. This ability will be sharply curtailed in the newtax code. Leveraged buy outs also are likely to be suppressed.Lower corporate tax rates will make the substitution of debt forequity, which is the core of a leveraged buy out, much lessattractive. Considering today's high fixed cost environment,suppressing the conversion of equity to debt is highly desirable.

The view that the sharp increase in corporate taxation will bepassed through to the general price level is probably correct inthe longer term, although the order of magnitude is small. Inthe short run, however, heavy competitive pressures from abroadalmost surely will hold prices in check and require, in effect,that the increased corporate tax load be temporarily absorbed inlower profit margins for those companies immediately affected.

Finally, I would like to add a comment concerning the supposedrevenue neutrality of this bill. A key to these estimates isthat the $130 billion gain contemplated from the elimination ofthe investment tax credit over the next five years is veryclosely matched by the expected reduction in corporate taxreceipts from reducing the marginal rate from 46% to 34%. Theimpact of those tax changes, at current levels of investment andprofit, is approximately $27 billion per year in additional reve-nue from elimination of the I.T.C. offset by a comparable reve-nue reduction from the lower marginal corporate tax rate. TheI.T.C. impact reflects approximately 9% of the current $300 bil-lion in annual outlays for producers durable equipment, while therate change impact reflects about 12% of the current $220 billionin pretax corporate domestic earnings. Prior to the early 1980s,however, producers durable equipment outlays were uniformly belowpretax corporate domestic earnings and could conceivably returnto that level. If, for example, producers durable equipment fellfrom its current level of somewhat more than 30% above domesticpretax earnings to 25% below those earnings, a relationship which
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existed in the 1970's, the new tax bill would produce approxi-

mately $10 billion less revenue annually than current 
law, or a

$50 billion short fall over five years.

I don't say that this necessarily will happen. I merely am indi-

cating how extraordinarily tentative revenue estimates are 
when,

in effect, we are making changes in tax rates and other provi-

sions with a cumulative impact, positive and negative, of nearly

$1 trillion over the next five years. I would consider any

analyst who came within $10 billion a year of the correct revenue

differential to be either very lucky, deserving of an award, or

both.

In evaluating the revenue neutrality of the tax bill, we must

also keep in mind that some of the prospective revenue increases

are almost surely going to be offset by increased budget outlays.

For example, the accounting adjustments which will be imposed on

defense contractors, and will reduce their after-tax rate of

return, probably will require higher defense outlays to keep the

defense contractors whole. Hence, while the tax provisions could

well be neutral with respect to the revenue side, they will

increase the budget deficit.

There almost surely will be a significant number of unintended

impacts from this bill. Perhaps 10 or 20 important mistakes will

appear in retrospect. We will not know what they are, however,

until after the bill is enacted and the problems surface. Hence,

a much easier forecast than what the tax bill will do to the

economy is what it will do to Concressional debate. As a conse-

quence of the Tax Reform Act of 1986, there will be more tax

reform bills, one in 1987 and, perhaps, in 1988 as well. I trust

that by the time the long term arrives, i.e., the time when the

strongly positive impacts of the current bill have become effec-

tive, the structure of marginal tax rates still will be 
close to

the one on which you are about to vote.
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Representative OBEY. Thank you. Mr. Brinner, please proceed.
STATEMENT OF ROGER BRINNER, DATA RESOURCES, INC.

Mr. BRINNER. I would also like to thank you for this opportunity.I will try to comment briefly on each of the areas that you request-ed some discussion on.
I would agree that the President's proposals which called for fair-ness, growth, and simplicity won't see their objectives fullyachieved. The reform bill reported out does satisfy the fairness cri-terion, but it falls short on the other two.If this bill is passed, growth will in fact slow in both the slow andthe long term unless substantial changes in monetary and fiscalpolicy are made to offset the pressure toward a more labor-inten-sive economy.
This is not simply a bill which some have characterized as beingantimanufacturing and proservice. It is prolabor intensive, anticap-ital intensive. There are both labor- and capital-intensive manufac-turing sectors, just as there are labor- and capital-intensive servicesectors.
The simplicity of the Tax Code may be improved for the estimat-ed 6 million low-income people removed from the tax rolls, butbusiness and private investment decisions will face as much ormore complexity as under current law.The cost of the improvement in fairness over growth can be miti-gated if Congress, the President, and the Federal Reserve actpromptly to improve the climate for capital formation. Specifically,Federal spending must be brought down close to the Gramm-Rudman-Hollings targets and the Federal Reserve must providegenerous financial stimulus.
First, let me discuss the impacts in the markets of tax reform.Our simulation analysis with an econometric model indicates thatreform may slow GNP growth by as little as 0.4 percentage point in1987 and then raise the growth rate slightly in 1988 and 1989. Thisassumes some prompt help from the Federal Reserve. The minis-cule differences in aggregate GNP, however, belie a detrimentalchange in the composition of output away from high productivitysectors and toward low-wage, low-productivity sectors.The personal tax cut is expected to achieve $120 billion lowerrevenues over the next 5 years. Although next year's tax rates arelower only part way to the final goal, the base is almost fully ex-panded implying a small $16 billion tax cut in 1987. This is fol-lowed by a large reduction in 1988.

The immediate boost to disposal income spurs a 0.4 percent in-crease in consumption by 1988 and does tend to stabilize aggregateoutput in the economy.
However, lower tax rates and curbs on the deductibility of inter-est payments may discourage high-income taxpayers from makingdurable goods purchases on credit. Consequently, the increases inspending will be primarily from moderately priced goods and serv-ices. This tendency will be amplified by the stronger labor forceparticipation and longer workweeks of secondary earners in afamily who are given greater encouragement to work by the new15 percent marginal tax rate. Families including such new employ-
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ees will need to purchase more food away from home, more person-
al services and perhaps some additional low-priced automobiles.

On the topic of investment spending, spurred by the incentive
provided by the 1981 tax bill, investment did rise dramatically
after the 1982 recession. Today, with office buildings and rental
apartments overbuilt and industry mired at an 80 percent capacity
utilization rate, all categories of investment spending are weak or
declining. The imposition of tax reform, which not only raises busi-
ness taxes but also exchanged high-powered incentives like the in-
vestment tax credit and accelerated depreciation for the low-pow-
ered statutory rate cuts, will slow the retooling of factories and
keep construction depressed longer than the correction in glutted
markets would require. Tax reform will raise the required return
on a capital good by 9 percent for equipment and by 28 percent for
partnership-funded structures. Industrial structures put up by cor-
porations, however, will actually see a slight decline in the re-
quired return.

The Tax Code will eliminate much of the special treatment en-
joyed by real estate under current law. This will tend to raise rents
for multifamily units and reduce construction in that sector.

With respect to your deficit concerns, the tax bill, as you are

aware, should raise an estimated $11 billion in revenue in fiscal
1987, just enough to satisfy the Gramm-Rudman-Hollings deficit
limits and reduce the need for additional spending cuts this year.
However, if you accept that windfall, then you have to cope with
$17 billion loss in fiscal 1988, making the Gramm-Rudman target
all but unreachable.

Taking all the dynamic responses of taxpayer behavior and mac-
roeconomic conditions into account, we expect reform to reduce
total receipts by an average $8 billion per year below the level that
would otherwise prevail with losses concentrated in 1988 and 1989.

Fortunately, considerable expenditure savings should also occur.
The official calculations appear to ignore potential Government

savings on net interest expenses, which we estimate to average $7
billion per year. These savings are primarily derived from our as-
sumption that the Federal Reserve will indeed pursue more stimu-
lative monetary policy to offset the contractionary pressure exerted
by the tax reform legislation.

The Government should also achieve some other expenditure
savings because, as I noted, this bill will provide a stimulus to
labor-intensive industries and the Government is one of those.

With respect to international trade, reform is likely to lower the
value of the dollar for two reasons. Reductions of the tax wedge in
interest rates required by domestic borrowers and lenders will
reduce nominal interest rates, pretax interest rates that you ob-
serve in the market. Since foreign taxpayers will not benefit from
the lower tax rates, their returns will fall with the market rates,
reducing the attractiveness of U.S. assets and, therefore, the dollar.
The dollar's depreciation is also necessary from a competitive per-
spective. The lower business capital stock under tax reform will
reduce worker productivity and America's ability to compete with
foreign producers.

We estimate that the combination of slightly lower wages but
much higher capital costs will require at least a 2 percent lower
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dollar than would otherwise be desirable. This will tend to keepour trade deficit from changing too much, but we must rememberthat that does give us a 2 percent or worse standard of living com-pared to the rest of the world.
On the issue of the impact on interest rates and financial mar-kets, let me agree in advance from people who would challengesome of the interest calculations that borrowing and lending deci-sions are driven by after-tax interest rates. With no change in realafter-tax rates or in behavior, lower tax rates will permit lowermarket interest rates. While this affect is theoretically sound as faras it goes, it ignores very important additional factors.First, the expected reduction in the supply of domestic savingsfrom this massive shift of taxation from the personal sector to thecorporate sector. This is particularly important when the U.S.economy is already suffering from the stresses of a large Federaldeficit. Private savings are likely to decline because of this $25 bil-lion per year shift. The corporate tax increases will reduce businesssavings except to the limited extent this burden can be passed onto households through higher prices, lower dividends, and lowerwages. On the other hand, most of the additional income affordedby the personal tax cuts, concentrated as it is among lower tomiddle income taxpayers, will be spent rather than saved.In combination, these two effects suggest about a 4 percent netreduction in private domestic savings. The total national reductionwill be on the order of $20 billion per year. This suggests to us thatinterest rates will decline by less than 1 percentage point on apretax basis but actually rise by about a percentage point on aposttax basis. The true cost of borrowing to invest, either by ahomeowner or by a business, will be increased by that percentagepoint.

We acknowledge that there will be efficiency gains that willoffset some of the weakness in capital formation created by thisbill, but if you go through the numbers carefully you cannot avoidthe conclusion that the efficiency pains will be smaller than theloss of capital formation. We will have a less productive societywhich is more labor intensive.
How can this damage be offset? The Gramm-Rudman-Hollingslegislation was originally motivated by the desire to stem the ex-plosion of the Federal debt and the accumulation of massive for-eign obligations. It recognized that the threat to the Americanstandard of living posed by both current foreign competition andthe future need to service the heavy oversea debt that tax reformlegislation adds another compelling reason to pursue deficit reduc-tion, the need to make room in the financial markets for greatervolume of capital investment.
To evaluate the extent to which deficit reduction can offset thenegative impact of the tax reform legislation, I prepared anothersimulation with our econometric model. In this scenario, I have ad-ditional spending cuts of approximately $50 billion spread amongthe major categories. These reductions are phased in over the next3 years and are accompanied by sufficient monetary stimulus tooffset all but a 0.2 percent deterioration in real GNP growth. Evenstronger monetary stimulus is possible, but that would require theFed to shed its lingering monetarism.
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A personal tax increase could also be very beneficially substitut-
ed for a portion of the spending cuts. Thus, the numbers that I've

presented for the new simulation should be seen as representing a

larger class of policy scenarios embodying better balance of mone-
tary and fiscal policy and not just the specific, narrow expenditure
program that I laid out.

Under these conditions, the economy would be back on a strong

course of long-term expansion by 1991. Investment could remain

near 13 percent of GNP rather than falling to 12 to 12½/2 percent.

In fact, the U.S. economy would be better positioned for the 1990's

than in any other scenario because both the Federal deficit and the

trade deficit would be virtually eliminated by the beginning of that

decade.
My conclusion is that tax reform will depress economic growth in

the short term and the long term. Lower investment will lead to a

lower capital stock and, therefore, lower labor productivity. Great-

er efficiency in the use of capital can offset part but not most of

this loss.
In normative analysis, this cost must be balanced against the un-

quantifiable gains in fairness and confidence in the tax system en-

gendered by eliminating many deductions, lowering tax rates, and

removing the often artificial distinctions between ordinary income

and capital gains.
If all interested parties in Washington have the political will to

make a full switch toward a balanced Federal budget and stimula-

tive monetary policy, the country can achieve the fairness and effi-

ciency gains without reducing the national living standard. Thank

you.
[The prepared statement of Mr. Brinner follows:]
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PREPARED STATEMENT OF ROGER BRINNER

TAX REFORM REQUIRES GRAMM-RUDMAN-HOLLINGS
by Roger Brinner and Jesse Abraham

The President's proposals of May 1985 called forfairness, growth, and simplicity in the taxcode. The reform bill reported out of theconference committee and supported by thePresident does satisfy the fairness criterion, butfalls short on the other two. If this bill ispassed, growth will in fact slow in both theshort and long terms unless substantial changes
in monetary and fiscal policy are made to offsetthe pressure toward a more labor-intensiveeconomy. The simplicity of the tax code maybe improved for the estimated 6 million low-income people removed from the tax rolls, butbusiness and private investment decisions willface as much or more complexity as undercurrent law.

Congress and the Administration have laboredmightily and against all odds to produce trulyfundamental reform. There will be significantwinners and losers from this bill, with thecasting only partially related to the magnitude
of lobbying funds. The cost of the improvementin fairness--i.e., lower growth-can bemitigated if the Congress, the President, andthe Federal Reserve act promptly to improvethe climate for capital formation. Specifically,
federal spending must be brought down close tothe Gramm-Rudman-Hollings targets and theFederal Reserve Board must provide generousfinancial stimulus.

THE MARKET IMPACTS OF TAX REFORM

Table I compares our trend simulation resultswith those assuming no tax reform. Reformslows GNP growth by 0.4 percentage point in1987, but then raises the growth rate slightly in1988 and 1989. The miniscule differences inaggregate GNP, however, belie a detrimentalchange in the composition of output away from

high-productivity sectors and toward low-wage,
low-productivity sectors.

Consumer Spendings Tax reform is expected toachieve a personal tax cut of $120 billion overthe next five years. Although next years taxrates are lowered only part way to the finalgoal, the base is almost fully expanded,implying a small ($16 billion) tax cut in 1987.This is followed by a large ($37 billion)reduction in 1988 when tax rates are lowered allthe way. The net reduction shrinks in 1989 and1990 as certain deductions for interest expensesand business losses are phased out. Ourestimate of the timing of receipts changesappears in Table 2.

Table 2
Static Impact of the Conference Committee

Tax Reform Bill
(Billions of dollars, fiscal years)
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The immediate boost to disposable income spursa 0.4% increase in real consumption by 1988 andstabilizes GNP. Still, the average percentageincrease in after-tax income will be quitemodest, with one loser for every four winners(Table 3). Lower tax rates and curbs on thedeductibility of interest payments maydiscourage high-income taxpayers from makingdurable goods purchases on credit;
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Table I
Impacts of Tax Reform

(Percent difference from baseline unless otherwise indicated)
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Table 3
Impact of the Tax Reform Bill on Tax Liability

(1988 income levels)

consequently, the increases in spending will be
primarily for moderately priced goods and
services. This tendency will be amplified by the
stronger labor-force participation and longer
work-weeks of secondary earners in a family,
who are given greater encouragement to work
by the new 15% marginal tax rate. Families
including such new employees will need to
Purchase more food away from home, more
'personal services, and perhaps additional low-
priced automobiles.

Investments Spurred by the incentives provided
by President Reagan's 198i tax bill, investment
rose dramatically after the 1982 recession.
Today, with office buildings and rental
apartments overbuilt and industry mired at an
80% capacity utilization rate, all categories of
investment spending are weak or declining. The
imposition of tax reform-which not only raises
business taxes but also exchanges high-powered
incentives like the investment tax credit and
accelerated depreciation for low-powered
statutory rate cuts-will slow the retooling of
factories and keep construction depressed
longer than the correction in glutted markets
would require. Tax reform will raise the
required return on a capital good as a percent
of the purchase price by 9% for equipment and
by 28% for partnership-funded structures; the
return for industrial structures, however,
actually declines.

(he tax code changes will eliminate much of
the special treatment enjoyed by real estate
under current law. Although owner-occupied

housing survived largely unscathed, the longer
depreciation period, limitations on the
deductibility of rental property losses, and
lower marginal rates drastically reduce the
incentives to invest in rental housing. Higher
future tax payments on property and structures
will be felt immediately as a capital loss to
current owners, curtailing new construction and
raising rents.

Chart I
Multi-Family Housing Starts

(Thousands of units)

76 78 80 82 84 86 88 90
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Table 4
Impact of Tax Reform on Investment Returns

(Percent)
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Governments The tax bill should raise an
estimated $I billion in revenue in fiscal 1987,
just enough to satisfy the Gramm-Rudman-
Hollings deficit limits and reduce the need for
additional spending cuts this year. The plan
'loses

31 $17 billion in fiscal 1988, however,
making the G-R-H target all but unreachable.
Our forecast assumes that Congress will decide
not tWr count the revenue gains from tax reform
against the 1987 G-R-H target so that they can
avoid the losses later on.

Revenue could, however, fall short of promised
gains, eventually requiring an increase in
taxes. For example, official revenue estimates
include a questionable $28 billion gain from
greater enforcement and compliance; on the
other hand, the estimates do not appear to have
exaggerated revenue gains from new taxes on
any remaining tax shelters. In addition, since
depreciation allowances should drop off
significantly alter 1991, corporate tax

liabilities will continue to expand strongly in
the early 1990s. Taking all dynamic reactions
into account, tax reform is expected to reduce
total receipts by an average of $8 billion per
year below the level that would otherwise
prevail, with losses concentrated in 1988 and
1989.

Fortunately, comparable expenditure savings
should occur. The official calculations appear
to ignore potential government savings on net
interest expenses, estimated by DRI to average
$7 billion per year. These savings primarily
derive from our assumption that the Federal
Reserve will pursue mere stimulative monetary
policy to offset the contractionary pressure
exerted by the tax reform legislation. Other
expenses should also be slightly lower (by $4

billion per year) because of the reduction in the
real wage level (the government is, after all,
relatively labor-intensive).
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Trade: Reform is likely to lower the value ofthe dollar for two reasons. Reduction of thetax wedge" in interest rates required bydomestic borrowers and lenders will reducenominal market interest rates. Since foreigntaxpayers will not benefit from the lower taxrates, their returns will fall with market rates,reducing the attractiveness of U.S. assets andtherefore the dollar.
The dollar's depreciation is also necessary froma competitive perspective. The lower business
capital stock under tax reform will reduceworker productivity and America's ability tocompete with foreign producers. As discussedelsewhere, reduced competitiveness mayrequire at least a 2% exchange rateadj ustment.

1. For a comparison of U.S. and foreign taxsystems and the investment cost implications,see R. Brinner, J. Abraham, and N. Gault,
"Round 3 of Tax Reform," DRI Review of theU.S. Economy March 1986.

Finandals Borrowing and lending decisions aredriven by after-tax interest rates; with nochange in real after-tax rates or in behavior,lower tax rates thus permit lower marketrates. While this "Fisher effect" istheoretically sound and might lead one toexpect rate declines of 175-250 basis pointsfrom tax reform, the calculation ignores severalvery important factors: the expected reductionin the supply of domestic savings; lower demandfor savings becaue of the elimination of tax-based investment incentives; and the FederalReserve's willingness to purchase moresecurities to forestall economic weakness.Giving full recognition to these factors, the DRIModel simulation indicates that tax reform willlower rates by only 25-75 basis points (Table 5).

Of particular importance is the likely reduction
in the supply of domestic savings, especiallywhen the U.S. economy is already sufferingfrom the stresses of a large federal deficit.Private savings are likely to decline because ofthe massive shift of ppst-tax income from

Table S
AAA Corporate Bond Rates With and

Without Tax Reform
(Average values, 1987-91)
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businesses to individuals. The corporate tax
-,increase will reduce business savings (retained

earnings plus depredation allowances) except to
the limited extent that this burden can be
passed on to households through higher prices,
lower dividends, and lower wages. Most of the
additional income afforded by the personal tax
cut, concentrated among lower- and middle-
income taxpayers, will be spent rather than
saved. In combination, these two effects
suggest about a 4% net reduction in private
domestic savings; over the 1986-91 interval,
personal savings are thus expected to be only $5
billion higher while corporate savings are $24
billion lower.

With the supply of savings reduced more than
the demand, its price (the post-tax interest
rate) will rise. The simulation comparisons
suggest that a corporate borrower will see an
effective increase of approximately 70 basis
points and a high-income individual investor will
experience an increase in return close to 100
basis points (Table 5). The exact results for
each taxpayer will depend on the specific tax
rate. Of course, an individual borrowing to
finance a home will face the same 100 basis
point increase in post-tax financing costs.

The availability of higher post-tax bond yields,
the loss of special treatment for capital gains,
and the sharp increase in corporate taxes will
all serve to depress the stock market, We have
conservatively estimated the drop to be at least
5.5%. In today s market where 2% daily
increases and decreases are not uncommon, it is
difficult to say how much of this expected
decline the market has already absorbed.
Although we expect the market to be
"surprised" next year when high tax liabilities
finally depress after-tax earnings, we have not
built this shock into the simulation results. A
more adverse stock market reaction thus adds
an important downside risk to our projections.

EFFICIENCY GAINS VERSUS CAPITAL
FORMATION LOSSES

The tax code plays a significant role in many of
the economic decisions we make. The current

deductibility of interest reduces the cost of
-"homeownership and of financing a car or

vacation; the deductibility of charitable
contributions encourages giving; generous
treatment of losses in oil and gas exploration

and construction of rental units attracts
investment funds. If one believes that people
respond to incentives, then the Tax Reform Act
of 1986 will bring about a fundamental
restructuring of the economy as individuals
reoptimize their behavior based on the new
rules. Indeed, part of the argument for reform
is that the existing tax code encourages the
wrong sorts of activities. The following
discussion focuses on areas of the economy that
will see changes, but measured in decades
rather than years.

Labor Supplr Lower marginal tax rates on
wages reduce the distortion in the decision to
supply labor or to enjoy leisure. The supply of
primary workers is relatively insensitive to
wage rates, but the number and work hours of
second earners in a household--particularly
married women in lower- and middle-income
families who currently face taxation on their
wages at the top marginal rate of their
spouses-could increase, significantly. Most
second earners will now face a 15%, rather than
a 20-35%, marginal rate. Our survey of the
relevant literature suggests a substantial long-
term expansion of the labor supply of as much
as 2% of current hours.

Productivity and Capital Allocation: Greater
labor supply will put downward pressure on real
wages at the same time that the required return
on business equipment increases. Corporations
will thus find it more cost-effective to adopt a
technology that uses more labor and less capital
than the current system. This will raise
employment by enough to absorb the new
workers, but unambiguously reduce worker
productivity and the U.S. standard of living.

Tax reform enthusiasts dispute this claim of
lower productivity. They assert, without any
scientific basis, that even if the capital-labor
ratio is cut, the efficiency gains from a true"
economic allocation of national savings will
more than compensate for this loss. As noted in
the first DRI tax reform study in January 1985,
however, our simulations allow generously for
potential efficiency gains. In the current case,
output per labor hour (for any given level of the
capital stock and cyclical state of the economy)
rises by 0.1% per year beginning immediately,
and thus by 0.4% by 1991. Nevertheless, the
true cumulative long-run efficiency gain--after
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the economy has operated under the new ryiles
lor decades-will probably be only 0.3-0.7%.

To understand this conclusion, consider aneconomy using three types of capital (K1, K2,K3) and allocating total savings to each ininverse proportion to their effective tax rates
(e.g., K1 /K2 = (l-td)/(l-t2)), as would be the
case under a Cobb-Douglas technology: Assumefor this illustration that total savings and
investment is held at 300 units. Assuming aCobb-Douglas production function in which
labor accrues two-thirds of national income andcapital one-third, it can be shown that even adramatic switch to fully neutral taxation
(tjnt2=t 3n0.2) from a very biased system (tl=0,t2 0.2, t3 =0.4) would lead to only a 0.7% gain intotal output per hour.

The gain would be small even though the
reallocation of the national capital stock wouldindeed be massive: the previously untaxed
sector capital stock (K1) would decline by 20%(from 123 units to 100 units) as the previously
heavily taxed sector stock (K3) rose by 33%
from 75 to 100). The initial tax rates (0%,20%, and 40%) used in our example arereasonable approximations of the current tax

treatment of producers' durable equipment,
owner-occupied housing, and nonresidential
structures, respectively. The proposed taxreform would not, however, push the U.S. even
close to full neutrality with all effective taxrates equal to 20%. Thus, the efficiency gainsactually achievable during the rest of thiscentury are probably less than the 0.4% oursimulation credits to tax reform in 1991.

OFFSETTING THE DAMAGE

The Gramm-Rudman-Hollings legislation wasoriginally motivated by the desire to stem theexplosion of the federal debt and theaccumulation of massive foreign obligations. Itrecognized that the threat to the American
standard of living posed by both current foreign
competition and the future need to service a

2. For further explanation, see R. Brinner et
al., "The Treasury Tax Proposal: Steps TowardNeutrality,"B DRI Review of the U.S. EconomY.
January 1985.

heavy overseas debt. The tax reform legislation
adds another compelling reason to pursue
deficit reduction: the need to make room in thefinancial markets for a greater volume of
capital investment.

The baseline long-term DRI simulation
(including the tax reform bill) assumes that thePresident and Congress fail to meet the G-R-l
targets. In this scenario, the federal deficitreaches $98 billion in fiscal 1991. With thismuch pressure on the economy and the financial
markets, long-term corporate bond rates in
1991 are still near 9%, or 4.5-5.0% above likelyinflation expectations. The business capital
stock is projected to have risen at only a 3.1%
rate from 1986 to 1991, compared with the3.7% rate feasible without tax reform.

To quantify the investment support that could
be bought with greater federal spending
restraint and easier monetary policy, wecreated an alternative simulation that includes
additional spending cuts, of S50 billion: $20billion in defense, $10 billion in nondefense
purchases, and $20 billion in state aid orgovernment subsidy programs (Table 6). Thesereductions are phased in over the next three
fiscal years and are accompanied by sufficientmonetary stimulus to offset all but a 0.2%deterioration in real GNP growth during 1987and 1988. Although stronger monetary stimulus
is possible, the simulations suggest that thiswould require the Fed to raise its Ml and N12targets significantly. A personal tax increase
could also be substituted for a portion of thespending cuts. Thus, the new alternative
simulation represents a large class of policy
scenarios embodying better balance ofmonetary and fiscal policies.

Under these conditions, the economy could beback on a strong course of long-term expansion
by 1991. Indeed, the U.S. economy would bebetter positioned for the next decade than inany other scenario because both the federal
deficit and the trade deficit would be virtually
eliminated.

CONCLUSION

Our positive, or objective, conclusion is that taxreform will depress economic growth next year
and into the long term: lower investment willlead to a lower capital stock and therefore
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Table 6

The Potential to Offset Tax Reform Damage
Through Fiscal Restraint
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lower worker productivity. Greater efficiency

in the use of capital can offset part, but not

most, of this loss.

In normative analysis, this measurable cost

must be balanced against unquantifiable gains in

"fairness" and "confidence" in the tax system

engendered by eliminating many tax deductions,

lowering tax rates, and removing the often

artificial distinctions between ordinary income

and capital gains. If all interested parties in

Washington have the political will to make a

full switch toward a balanced federal budget

and stimulative monetary policy, the country

can achieve the fairness and efficiency gains

without reducing the national living standard.
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Representative OBEY. Thank you very much. Mr. Jasinowski,please proceed.

STATEMENT OF JERRY J. JASINOWSKI, EXECUTIVE VICE PRESI-DENT AND CHIEF ECONOMIST, NATIONAL ASSOCIATION OFMANUFACTURERS
Mr. JASINOWSKI. Thank you, Mr. Chairman. I, too, am delightedto be here with the rest of the panel to discuss the economic impactof the current tax reform proposal.
Mr. Chairman, as you know, there are five criteria by which wecan judge this bill: simplicity; efficiency; equity; growth; and inter-national competitiveness. I submit that it does not do well on sim-plicity; that it has, as Mr. Brinner suggests, efficiency gains but asubstantial number of those are offset by the efficiency losses be-cause of the heavier taxes on capital; that it scores quite highlywith respect to equity both on the individual side and in particularwith respect to corporations, because in fact from the corporateside from the business point of view, much of the support for thistax reform bill came from the view of business leaders that therewas too much of a dichotomy between high rate and low rate corpo-rations, this situation could not be justified.
On growth, I submit it is much as Mr. Brinner and Mr. Green-span suggest. It is either a wash or mildly negative in the shortrun simply because the losses with respect to the decline in capitalspending and further lack of improvement on the trade deficit arelikely to offset the gains with respect to increased consumer spend-ing.
Finally, with respect to international competitiveness, Mr. Chair-man, to which I would like to devote most of the remaining time Ihave, I think that it scores very poorly. I think that the overallthrust of this tax reform package will worsen international com-petitiveness for the United States and be harmful with respect tomaking progress with respect to the trade deficit.Mr. Chairman, I have a somewhat longer prepared statement Iwould like to ask be submitted for the record and then to summa-rize these views on international competition.
Representative OBEY. Sure.
Mr. JASINOWSKI. Before that, let me just quickly touch on two ofthe questions you raised. One, the question of revenue neutrality-and again, I think that it's clear that both because of the uncer-tainties associated with some of these provisions, that fact that his-torically we have tended to overestimate the revenue gains fromthese major tax reform proposals, and I think most importantly be-cause of the likelihood that growth will not be as fast as they areassumed to be in the revenue estimates-I think that you will haveless than a revenue neutral bill here. And I would concur with theapproximate magnitudes that Mr. Brinner suggested.With respect to the question of what will happen if we pass thisbill in terms of future pressures, I submit we will be back with atax bill on technical amendments next year, where those technicalamendments may be of a magnitude as large or larger than histori-cally most tax bills have been, and I submit we will be back on therevenue side because of continued problems with the deficit.
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I don't necessarily endorse this, Mr. Chairman. As you suggested
in your opening remarks, we have had far too many changes in the
tax law. This will be the forth change since 1980. It makes it ex-
tremely difficult for business planning. But I suspect that the prob-
lems associated with this bill and our failure to address the Federal
deficit will bring us back to an era in which we're at taxes every
year or two until we get our thinking straighter on this particular
issue.

Quickly summarizing on the international trade side, Mr. Chair-
man, as I said, it will be harmful for the long-term competitiveness
and progress with our trade deficit, and this is for several reasons.

First, the most obvious point is that it will raise the user cost of
capital by large magnitudes, the estimates varying between 10 and
20 percent, depending upon how you look at it and what model you
use. We have referenced a series of investigations that have been
made on this and I would submit that something in the neighbor-
hood of 10 to 15 percent is the most likely case in terms of increas-
ing the cost of capital.

This isn't very hard to figure out. If you increase taxes by $120
billion on the corporate side and if you at the same time eliminate
the ITC which is going to amount to $131 billion over 5 years, you
obviously greatly raise the cost of production and a good part of
that is the cost of capital.

Second, the international competitiveness in trade position will
be harmed because this increase in the user cost of capital will
lower productivity growth, move us more toward a labor-intensive
economy, as Mr. Brinner suggested, and will in the process of doing
that raise unit labor costs.

The fact of the matter is, the priorities in this bill are to encour-
age labor-intensive industries rather than capital-intensive indus-
tries. It is extremely hard on capital-intensive industries and
moves us diametrically away from where we started out in 1980.
That's the flaw in the bill with respect to international competi-
tiveness.

Third, the bill redistributes tax liabilities from individuals and
toward business which will tend to raise consumption. Increased
consumption will raise demand for imports relative to current law.
And this is the point I would most stress, Mr. Chairman. There's
been much discussion about how the user cost of capital will raise
the cost of production in this country, but very little appreciation
for the fact that we are really asking or encouraging people to go
out and consume more in this bill, and that that is going to suck in
imports into the American economy at a continued high rate.

This has been in large part the problem with the trade deficit
over the last several years. The proportion of the trade deficit in
the U.S. as a part of GNP is much higher than in other countries,
and this is going to continue as a result of this legislation.

As we indicate in the testimony, the effects of this tax bill on
both interest rates and exchange rates are pretty ambiguous. It is
conceivable that you will get efficiency gains that would lower in-
terest rates and, in turn, exchange rates somewhat. But the larger
deficit associated with this bill could work in the opposite direction
and, although I think that the effect of this bill will be to lower
interest rates and exchange rates in the next year, that will be pri-
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marily because it will soften the economy and that economicgrowth will be somewhat less robust than it would be otherwise.And as economic growth slows, one of the favorable effects you get,among the few, is an improvement in the trade deficit primarilybecause of the exchange rate improvement and, in turn, becauseyou have lower consumption of imports.
I would like to turn to my fifth point on this trade question andthat is the efficiency argument. One argument that has been madeon behalf of tax reform is that the overall efficiency of resource al-location will be increased due to the greater equalization of taxrates and the reduction in abusive tax shelters.
This is true. The magnitude of these efficiency gains, however,are much less than the efficiency that will be lost by the elimina-tion of both the ITC and the changed depreciation schedules.You can see that just by taking a look at some of the crude reve-nue numbers. The gain in revenue by eliminating the ITC and de-preciation over 5 years is roughly $140 to $150 billion, and that isgoing to be a major negative impact on efficiency because you aretaxing capital more and there's no way that you can argue thatthere are inefficiencies within those numbers of more than, in myopinion, $10 or $20 billion, whereas, on the other hand, the sheltersthat are being eliminated where you may get major efficiencygains are only in the neighborhood of $30 billion.
So there will be efficiency gains in this bill, but there are goingto be efficiency losses which are going to be larger.
Mr. Chairman, the statement outlines a number of other effectson the international trade front, that this will reduce profitabilityand cash-flow which will make it more difficult for firms to havethe resources necessary to improve competition, that it may en-courage some off sourcing of production abroad because of changedrelative depreciation schedules, and so forth.
I would like to bring my statement to a close at this point,though, and to end on my view that the international competitive-ness question was never seriously addressed in the tax reformdebate from what I could see in either House as a dominant priori-ty. We were interested in equity. We were interested in cutting in-dividual rates in order to gain political benefits. The kind of inter-national challenge that we face was not seriously addressed andthis bill moves in the opposite direction of what you would do ifyou wanted to be internationally competitive because if raises theuser cost of capital and encourages consumption at a very highrate. Thank you, Mr. Chairman
[The prepared statement of Mr. Jasinowski follows:]
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PREPARED STATEMENT OF JERRY J. JASINOWSKI

I am Jerry Jasinowski, Executive Vice President and Chief Economist of the

National Association of Manufacturers (NAM).

NAM is a voluntary business association of over 13,500 companies, large and

small, located in every state. Our members range in size from the very large to over

.9,000 small manufacturing firms that each have less than 500 employees. NAM member

companies employ 85% of all workers in manufacturing and produce over 80% of the

nation's manufactured goods. NAM is affiliated with an additional 158,000 businesses

through its Associations Council and the National industrial Council.

On behalf of our members, I am pleased to be here today to express the

Association's views on the effects of tax reform on the international competitiveness

of American industry.

I. INTnUCTIN AND SUMMARY

The issue of the implications of tax reform for international competitiveness

should in our view be evaluated in conjunction with rather than as distinct from its

implications for the economy as a whole. With respect to its aggregate economic

impact, the tax reform proposals have both positive and negative implications. The

major positive elements include substantial tax rate reductions on individuals and

businesses paying high tax rates, with the result that the ultimate distribution of

tax liabilities will be more equitable than under current law. The major negative

elements have to do with the fact that revenue losses are made up primarily by

removing implicit subsidies for investment, with the result that the burden of taxes

will be shifted primarily onto capital intensive manufacturing firms that are heavily

exposed to international competition.

The reason that the tax bill should be considered in conjunction with rather than

in isolation from its general economic considerations is that the condition of the

overall economy is of paramount importance in determining performance in
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international markets. In this respect, the trade deficit feeds back into GNP growth
rates through the channel of net exports, while the trade deficit in itself is
partially dependent on the level of domestic consumption of imports, which in turn
depends upon GP growth. Thus certain general economic considerations, for instance
whether tax reform precipitates a recession, or its indirect implications for
interest rates and the exchange rate, will influence the size of the trade deficit.
Moreover, changes in the macroeconomic environment have significant implications for
microeconomic decision-making, which in turn will tend to affect the behavior of
imports and exports.

This statement consists of two major sections. Section II examines the
macroeconomic implications of tax reform, focusing on differentials in aggregate
demand, changes in capital and labor costs, and exchange rate effects. Section III
examines microeconomic considerations such as changes in efficiency, effects on
individual behavior, effects on corporate profits, and effects on the general climate
for business decision-making.

The major conclusions of this statement are as follows:
1) On a macroeconomic level, tax reform will raise the user cost of capital by

large magnitudes, raising the cost of production for manufacturing corporations that
are in direct competition with foreign suppliers.

2) The increase in the user cost of capital will lower productivity growth,
thereby raising unit labor costs.

3) The fact that the bill redistributes tax liabilities away from individuals and
toward business will tend to raise consumption. Increased consumption will raise
demand for imports relative to current law.

4) Its effects on the exchange rate are ambiguous. If tax reform lowers interest
rates, the dollar will tend to depreciate more rapidly than under current law.
Unfortunately, the issue of whether interest rates will be lowered remains
unresolved, and it is possible that interest rates will fall primarily because tax
reform will produce a weaker economy. In this eventuality, the lower dollar and
improved trade conditions will only be achieved at the expense of slower growth.

5) On a microeconomic level, tax reform will reduce profitability and cash flow,
particularly in capital-intensive industries that are already subject to import
pressure.

6) It may also encourage off-sourcing of production to foreign countries because
of increased domestic production costs, and in order to take advantage of tax
incentives overseas.

7) One argument that has been made on behalf of tax reform is that the overall
efficiency of resource allocation will be increased due to the greater equalization
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of tax rates and the reduction in abusive tax shelters. This is true. The magnitude

of these efficiency gains are difficult to measure, however, and it seems unlikely

that these efficiency gains will be sufficient to compensate for efficiency losses

associated with the higher cost of capital. If measures such as productivity are

taken as indicators of aggregate efficiency, the conclusion is that on balance the

efficiency of the economy is likely to decrease.

8) Other possible microeconomic factors such as greater entrepreneurialism or

greater savings and labor force participation are also difficult to demonstrate. The

evidence suggests that these effects may be relatively small. Even if there are some

favorable changes in individual behavior, these cannot be demonstrated to have

similarly favorable implications for trade.

9) Finally, while tax reform purports to achieve greater neutrality and it does

so in some respects, it is not neutral on the tax treatment of income and

consumption. In this respect, it moves the tax system even further away from

taxation of consumption and further penalizes savings and investment. It should be

noted here that the experience with consumption taxes in countries that have used

them is that they tend to reduce demand for imports both by lowering consumption and

by raising import prices.

II. MACROEONIC FACTORS

2.1 A General Framework

Macroeconomic theory suggests three major channels determining the trade deficit,

o differentials in aggregate demand across national boundaries;

o differentials in exchange rates;

o differentials in national price levels.

The price term must in turn take account of labor and capital costs. Prices

therefore are a a function of 1) wage costs less productivity, 2) the rental price of

capital, and 3) other factors such as the price of imports and the amount of slack in

the economy.

In this frame of reference, an analysis of the macroeconomic impact on tax reform

on trade requires looking at several issues, 1) its effects on aggregate demand, 2)

its effects on the exchange rate, 3) the user cost of capital, and 4) other domestic

costs.

2.2 Aggregate Demand

Tax reform will redistribute income to consumers while raising taxes on business

by about $120 billion over five years. The effect will therefore be to stimulate
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consumption spending, thereby raising demand for imports. It should be noted that
the marginal propensity to import is substantially higher for consumer goods than for
capital equipment, meaning that a shift in the spending mix from investment to
consumption is associated with an increase in imports. The extent to which tax
reform will stimulate consumption at the expense of investment is substantial.
Simulations of the conference committee tax reform bill using the Washington
University macromodel indicate that by 1991, the consumption share of GNP will rise
by slightly less than 1% while the investment share will decline by more than -10%.

This is a highly significant shift because a large part of the increase in the
trade deficit over the last few years has been directly attributable to differentials
in aggregate consumption between the United States and the other industrial
countries. During the period 1982-1985, the growth rate of domestic demand as
measured by GNP less net exports averaged 4.5% per year in the United States,
compared to 3.2% in Canada, 2.4% in Japan and only 1.1% in Europe. The extreme slack
in the EEC countries is attributable in large measure to the inherent conservatism of
macroeconomic policy in West Germany, where the growth of domestic demand averaged
only 0.2% per year. In 1985-86, this differential narrowed somewhat, with Canada
actually surpassing the United States (5.2% versus 4.3%), but with the United States
continuing to surpass Japan (3.5%), Germany (1.6%) and Europe as a whole (2.9%). Tax
reform will tend to widen the consumption differential.

The one scenario in which tax reform will not worsen the consumption differential
between the United States and the other industrial countries would be in the event
that it causes a recession - a possibil ty given the pecular phase-in provisions of
the tax legislation. The current tax bill front loads the revenue increases through
the "stagger" provision, whereby corporate taxes are raised six to eighteen months in
advance of the countervailing tax reductions, while individuals are also subject to
transitional tax rules prior to the full implementation of the rate reductions. The
net effect is a tax increase of approximately $23 billion in the first half of 1987.
This in itself is likely to slow the economy relative to current law, and while it is
unlikely to produce a recession in and of itself, taken in conjunction with other
contractionary forces-high levels of indebtedness and the Grama-Rudman spending
cuts-this combination of factors could plausibly engender a cyclical downturn.

In the event that a recession were to emerge in 1987, the trade deficit would
improve relative to current law due to the shortfall in domestic demand, but only at
the cost of much greater losses in domestic output. In essence, because the
sensitivity of GNP to changes in domestic aggregate demand is considerably larger
than that of net exports, the magnitude of the output losses from a cyclical downturn
will be correspondingly larger than the improvement in the trade accounts. This
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point underlines the reason for evaluating trade competitiveness in relation to

developments throughout the entire economy rather than in isolation. while it is

possible to generate scenarios in which the trade deficit improves under tax reform,

this would only be at the expense of unacceptably large output losses in other areas.

2.3 Exchange Rate Effects

A highly significant but largely unresolved issue is whether tax reform would

lower the exchange rate more rapidly than under current law,. If so, the trade

deficit would initially deteriorate due to the J-curve, but would ameliorate more

rapidly thereafter.

In order to evaluate this contingency, it is useful to differentiate two

scenarios which could produce a sharper decline in the dollar, 1) a major loss of

foreign confidence in the United States, leading to massive repatriations of capital,

and 2) a decline in interest rates. The first contingency would clearly be

unfavorable. Other than some unforseeable political calamity, the only development

likely to trigger such a loss of confidence in the American economy would be a major

recession. In this eventuality, the dollar would depreciate so rapidly that monetary

policy would have to be tightened in order to prevent further devaluation, thereby

worsening the cyclical output losses. In this scenario, the trade deficit would

improve but only at the expense of a greater contraction in GNP, as discussed above.

While a recession in 1987 cannot be ruled out at the current time, it is unlikely at

this juncture that it would be sufficiently severe to set off a devaluation crisis.

This kind of "worst case" scenario can therefore be assigned a relatively low

probability at the current time.

Another question altogether lies with whether tax reform will tend to lower

interest rates. If so, the differential in real interest rates between the United

States and the other industrial countries would fall, accelerating the depreciation

of the dollar that has been in evidence since early 1985. Here, it is important to

distinguish between the direct effects of the tax bill and its indirect effects,

through channels such as lower growth.

The argument that rates will fall due to the direct effects of the tax bill

appears to rely on the following premises: that the decrease in the implicit subsidy

for mortgages and the elimination of the subsidy for personal non-mortgage debt will

lower demand for credit, or conceivably that the real after-tax rate of return would

increase, thereby inducing financial decision-makers to lower rates. However, there

are countervailing arguments.

First, there have been no major studies demonstrating a significant sensitivity

of interest rates to changes in tax law, and in fact the majority of empirical

76-625 0 - 87 -- 4
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studies have emphasized different causes altogether, with the result that the
prediction of a decline in interest rates must be viewed as something of a
theoretical proposition rather than a generally-accepted thesis.

Secondly, tax reform may have other implications that would militate against any
reduction in interest rates, for instance, anticipation of a larger Federal deficit.
The revenue estimates produced by the architects of the tax bill demonstrate that tax
reform will tend to lose revenue in the out-years, thereby raising the fiscal
deficit. To the degree that this is anticipated by financial markets, expectational
factors would tend to raise long-term interest rates. In this respect, a recent NBER
study by Branson, Fraga and Johnson (1985) suggests that the ERTA tax cuts had this
effect. Financial markets were not deceived by the now discredited "Laffer curve";
rather they correctly anticipated that ERTA would lose revenue, generating
expectations of a larger Federal deficit and raising expectations premia on interest
rates.

The result is that the major factors likely to produce a decline in interest
rates under tax reform are not the changes in the tax laws themselves, but rather a
series of different reasons. First, because of the decrease in capital investment
associated with tax reform (see below), the economy is likely to be weaker in 1987,
by about 1 percentage point of GNP, lowering interest rates through the channel of
decreased demand for credit. Secondly, in anticipation that tax reform will produce
a weaker economy and in an effort to prevent a recession, the Federal Reserve is
currently following an aggressive strategy designed to lower market rates through
successive cuts in the discount rate. Thus it is highly probable that interest rates
will decline in 1987 more than under current law, albeit through more indirect types
of mechanisms than have sometimes been suggested. Consequently, the exchange rate is
also likely to fall more rapidly than under current law.

Regrettably, it is difficult to estimate the magnitude of this effect. The tax
bill is sufficiently recent that its implications for the economy have yet to be
fully assessed. Moreover, the determination of exchange rates represents one of the
weaker areas in contemporary econometric modeling, with the best equations showing
large and systematic forecast errors. If the fall in the exchange rate were
sufficient, the trade deficit would jump initally due to the J-curve, but would then
converge back to its current law path. It would, however, require a very substantial
fall in the exchange rate to negate the effects of the shift in the output mix toward
greater consumption. The longer-term implications of tax reform for the exchange
rate are clearly a fertile ground for further research, but as yet little is known as
to the magnitude of the resulting trade effects.
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2.4 The Cost of Capital

Any number of studies have been conducted on the implications of tax reform with

respect to the cost of capital. The consensus is that the successive tax reform

bills would raise the cost by magnitudes of 15% to 20% in the first year alone. This

is based on models which have ascribed a considerable weight to after-tax

profitability in determining the capital cost. For instance, a typical

representation involves the purchase price of capital relative to output prices,

adjusted for the investment tax credit, the marginal corporate tax rate, the value of

depreciation allowances, gains from leverage, discounted for expected inflation

(Prakken, Meyer and Varvares (1984)1. Recent studies by Chase Econometrics and

Lawrence Meyer and Associates have estimated the increase in the cost of capital to

be in the area of 18% under the Conference Commsittee tax bill, even without the

stagger provision.

Some criticism has been directed against this prognosis. Some writers have

claimed that tax reform will lower the cost of capital, presumably because of the

individual and corporate rate reductions, and have advanced the further claim that

this will raise capital inflows to the United States. As the attached review of the

literature demonstrates, however, the rate of return on investment is far more

sensitive to targeted tax incentives for investment and effective capital gains tax

rates than to marginal individual tax rates. A further argument against this claim

is that the capital inflows into the United States in 1981-84 were not caused by

decreases in individual tax rates, but rather by the extraordinarily high level of

real interest rates; in this respect, most of the capital inflow consisted of

short-term liquid assets rather than outlays for construction of new plant (on this

point see Feldstein (1986)1. Parenthetically, one might also note here that in the

event that capital were to flow into the United States, the exchange rate would

appreciate and the trade deficit would deteriorate.

Another argument that has been directed against the finding that tax reform will

raise the cost of capital is that this may overstate the role of targeted tax

incentives in accounting for capital spending. However, a review of the econometric

evidence supports the importance of tax incentives in raising capital formation. The

view that tax incentives have had a powerful impact on capital-investment was

supported by considerable econometric evidence in early studies [Jorgenson (1963,

1971), Hall and Jorgenson (1967, 1971)1. Studies using large scale simulation models

of the economy also showed quite conclusively that both the investment tax credit

(ITC) and depreciation under the Accelerated Cost Recovery System (ACRS) have exerted

a statistically significant impact on capital formation in the United States [Sinai

(1975), (1979)1. This view was questioned in several works by Chirinko and Eisner
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(1981, 1982), who suggested that the impact of tax policy on business fixed
investment was less marked than in previous estimates, although not statistically
insignificant. Their view is powerfully rebutted in Sinai and Eckstein (1983), whopresent convincing econometric estimates of the effect of the ITC and ACRS on capital
formation. Not only are the tax incentives statistically significant in predicting
the resulting increases in capital investment, but their magnitude is fairly large.Using full simulations of the DRI model, Sinai and Eckstein (1983) conclude that theratios of the real gain in business fixed investment per dollar of corporate tax lossare 81% for ACRS and 76% for the ITC. Other studies [eg., Feldstein (1982)] havealso concluded that tax incentives have had a major iipact on capital spending.

Studies examining the effect of the ERTA tax changes on the actual behavior ofcapital investment during the 1983-85 recovery have also found that the impact wassubstantial. Sinai, Lin and Robins (1983), who are able to look only at the
anteceding recessionary period due to data limitations, find that ERTA mitigated thedecline in economic activity-and in capital formation in particular-by significant
magnitudes. Using the DRI medel, they conclude that with 1980 tax laws still ineffect, the 1982 decline in GNP would have been more than a percentage point higherthan what actually took place with ERTA in effect. Sahling and Akhtar (1984) use theFederal Reserve and Bureau of Economic Analysis (BEA) models of the economy in orderto simulate the effects of ERTA. They find that ERTA accounted for at least 20% ofthe total increases in investment in 1983-84. When indirect feedback effects aretaken into consideration, the effects of ERnA are found to have been somewhat
greater. A further study by Boskin (1985) finds that roughly 25% to 30% of the
aggregate increase in business fixed investment in 1981-84 was accounted for by ERTA.More recently, Feldstein and Jun (1986) have analyzed the implications of the ERTAbusiness tax provisions. The finding is that ACRS raised the gross investment shareof GNP to 13.0% in 1985, the highest level for the postwar period, while the netinvestment ratio rose to 4.0%, also a postwar record, and well above the previous
cyclical peak of 3.7% in 1979. The maximum potential real net return on investment
also rose to a postwar peak in 1982-85, and was sufficiently high that it more thancompensated for high real borrowing costs.

In sum, the evidence is overwhelming that the ACRS depreciation reform and theITC have exerted a large and statistically significant impact on capital formation.
The conclusion, also corroborated in extensive empirical testing using state-of-the-
art econometric procedures, is that the loss of provisions would sharply raise thecost of capital. Although the precise effects on the trade deficit are difficult tomeasure, common sense leads to the conclusion that the overall effects would be
adverse. An increase in the cost of capital would prevent or hamper new investment
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in new technologies that could provide American corporations with comparative

advantages in world trade. At the very least, they will slow down investment in

productivity-enhancing machinery, raising the risk that American corporations will

lose market share to corporations in foreign countries that do not face the same

kinds of disincentives to new investment.

A further, ancillary implication should also be noted here. There would be a

large and deleterious effect on capital investment in the United States. Recent

simulations by NAIM making favorable assumptions with respect to an offsetting

monetary reflation indicate that real business fixed investment will contract by more

than -3% in 1987, with the largest declines coming in equipment. Other econometric

studies have reached similar conclusions. Simulations using the Washington

University model find a contraction in capital spending of -17% relative to current

law over six years. As above, therefore, the implications of the increased capital

cost for trade should not be considered in isolation, but rather as part of the wider

economic picture. Expressed in terms of the total magnitude of the output losses,

the contraction in GNP resulting from declining investment spending represent a

serious problem.

2.5 Other Cost Effects

While the increase in the cost of capital represents an unambiguous outcome of

tax reform, other cost effects are somewhat nebulous, due to the extent to which they

are dependent on cyclical factors. All other things being equal, tax reform lowers

productivity growth through the capital-labor ratio, thereby raising unit- labor

costs. Further, because of the increase in the cost of capital relative to labor

costs, the economy undergoes a shift in the mix of inputs from capital to labor.

Because tax reform tends to favor services at the expense of manufacturing, service

employment would increase relative to current law. Greater labor-intensity in turn

will tend to put upward pressure on wages. This effect, however, is longer-term in

nature, inasmuch as in the short run wages will be held back by high unemployment.

It is therefore possible to generate scenarios in which short-term non-capital

costs either rise or fall relative to current law under tax reform, the key variable

here being the unemployment rate. However, to the degree that any rise in

unemployment would be cyclical and therefore transitory, the longer-run implications

of tax reform would tend to be unfavorable for inflation. Lower productivity growth

and greater labor-intensity would cause the trajectory of unit labor costs to diverge

above its current law path.

III. NICROECNOIC FACTORS
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3.1 Introduction
In contrast to macroeconomic theory, the various microeconomic factors that may

impact on trade performance do not form an integrated paradigm, but rather consist of
several diverse ideas. While a systematic overview of possible causal mechanisms is
precluded by the constraint of space, the following factors have periodically been
cited as influencing the economy's competitive position, 1) possible efficiency
gains resulting from the removal of tax distortions;

2) possible changes in individual behavior resulting from the lowering of
marginal tax rates;

3) decreases in corporate profitability and liquidity resulting from increases in
effective tax rates;

4) possible off-sourcing of production in order to take advantage of better tax
provisions overseas.

3.2 Efficiency Gains
One of the most frequently articulated arguments in support of tax reform is that

the removal of distortions caused by governmentally mandated investment incentives
will lead to improvements in the efficiency of resource allocation. Some writers
have drawn far-reaching conclusions from this claim. The advocates of tax reform,
have claimed that tax reform is likely to raise the growth rate of the economy. This
conclusion is diametrically opposed to that of any number of econometric studies,
including the cited works by Chase and Lawrence Meyer and Associates, all of which
jshw growth rates significantly lower than under current law.

On closer examination, there are a series of difficulties with the efficiency
argument. First, it is by no means clear what is the optimal measure of efficiency,
and in this regard some of the authors who have articulated this position appear to
be defining efficiency tautologically. For instance, in several pieces, the authors
implicitly define efficiency in terms of the operation of the market process without
government interference. Using a definition of this type, it is obvious (in fact
almost true definitionally) that the removal of targeted incentives would raise
efficiency. However, this reasoning does not lend itself to empirically valid
propositions. In other respects also, the claims of greater efficiency rest on
models which are biased in favor of this finding. Works by Hendershott (1986),
Fullerton and Henderson (1986) and Majd and Myers (1986) all consist of exercises in
pure theory which seem predisposed to finding the conclusion of greater efficiency
without, however, providing any empirical evidence that this would be the case.

A related argument is that tax reform will encourage money to be diverted away
from unproductive tax shelters and invested in more productive activities. However,
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this is by no means clear since the sectors that are the most heavily penalized by

tax reform are capital equipment and machine tools, which are highly productive.

While less money would be invested in real estate and other shelters, the magnitude

of the resulting investment gains is difficult to measure exactly. Nevertheless, in

view of the large losses in output from lower investment expected as a result of tax

reform, it is doubtful whether the efficiency gains could be sufficient to

counterbalance efficiency losses due to declining capital spending. Moreover, there

is little evidence that money currently invested in tax shelters would necessarily

find its way into trade-related activities, making this argument essentailly

irrelevant to competitiveness.

The philosophical underpinnings of this argument have a long history in neo-

classical economics, but rely on assumptions that all government intervention is

necessarily harmful to the private economy. While much regulation produces

distortions in market processes, there are circumstances in which governmental

support for industry may actually raise aggregate economic efficiency. For instance,

the extensive industrial policies practiced by nations such as Japan and South Korea

contributed at least to snme extent to their rapid economic growth and their

specialization in exports of manufactures. In a similar way, there is considerable

evidence that the ITC and the successive reforms of the depreciation system in the

United States, culminating most recently in ACRS, contributed to statistically

significant increases in capital formation, productivity, and industrial production.

If productivity is interpreted as a measure of aggregate economic efficiency, then it

is readily apparent that targeted investment incentives have raised efficiency, while

the econometric simulations which have demonstrated lower productivity growth under

tax reform strongly suggest that removal of these provisions would lower efficiency.

Ultimately, the debate over efficiency can only be resolved as a question of

empirical magnitudes. It is difficult to achieve this inasmuch as the advocates of

the increased efficiency argument have not yet provided a system of measurement for

testing their hypothesis. In the absence of greater evidence, at this stage one has

to conclude that given the large magnitudes of the contraction in the capital stock

demonstrated by econometric simulations, the efficiency losses resulting from

decreased investment would be considerably greater than any possible efficiency

gains.

3.3 Changes in Individual Behavior

One of the arguments made on behalf of tax reform is the same case made in

support of the ERTA marginal individual tax rate reductions-that they will generate

changes in individual behavior leading to increases in labor supply, higher savings
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and greater entrepreneurialism. It should be noted here that of these alleged
benefits, increases in labor supply would not improve trade performance. Higher
savings would improve the trade balance, albeit more by reducing consumption of
imports than by raising investment through the familiar IS identity. Greater
entrepreneurialism could plausibly affect the trade balance if the entrepreneurs
specialize in tradables, but it should be borne in mind that net new business
formation is not correlated with the trade performance. Further, many nations that
are not noted for entrepreneurialism but rather tend to be characterized by large
bureaucratic corporations (eg., Japan and Germany) have maintained very favorable
trade surpluses.

Whatever the relevance of changes in individual behavior to trade
competitiveness, it is highly questionable whether the rate reductions embodied in
tax reform will modify behavior to the extent claimed by its advocates. The original
"supply side" case as to the alleged incentive effects associated with marginal tax
rates was based largely on anecdotal evidence that paid too little attention to
mitigating factors. The few attempts by supply siders to test this propositions
through accepted statistical methods have yielded at best only equivocal results and
have in certain instances actually disproved the hypotheses [see Dhrymes (1985)).
Econometric tests by Eckstein (1980) find only a minute response of labor supply to
individual tax rates. More recent studies [eg., Chimerine and Young (1986)] find
that the elasticities of labor supply and savings to tax rates are exceedingly small.
The impressionistic evidence since 1981 has tended to corroborate this skepticism,
inasmuch as the EFTA rate reductions were contemporaneously associated with decreases
in the savings rate and slower growth in labor force participation, although other
factors were also involved here. Under the circumstances, the claim that tax reform
will generate a miraculous outpouring of individual savings and work effort is
superficial at best, and the further claim that this will improve the trade deficit
must be dismissed as metaphysical conjecture.

3.4 Taxation of Consumption and Income
While the advocates of tax reform ascribe considerable significance to changes in

marginal individual tax rates and removal of putative distortions, they have failed
to address one key element in the current tax code, the extent to which the current
tax system rewards consumption and penalizes saving and investment. The chief cause
of this distortion is that the tax system in the United States derives most of its
revenue from taxation of income rather than consumption.

This is particularly true for the Federal government, which raises virtually all
of its revenue from taxes on individual income and corporate profits; social security
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taxes are just another form of income tax, and more importantly, tax the cash flow of

corporations rather than their profits. Although the state and local governments do

tax consumption, the ratio of consumption to income taxes in the united States is

considerably higher than in other industrial countries. Of total revenues received

by the Federal, state and local governments in 1981, some 46.2% was derived from

income taxes while only 17.6% was derived from consumption taxes (the remainder is

comprised primarily by social insurance contributions). By comparison, the

proportions are substantially more weighted toward consumption in other industrial

countries. The share of revenues derived from consumption taxes in 1981 ranged from

28% in Italy to 35% in Germany, 35% in France and 33% in Canada. Similarly, the

share of revenues derived from income and profits taxes in the other industrial

countries has typically been much lower than in the United States. For instance, in

Germany, 29% of revenues are derived from personal income taxes and 5% from corporate

taxes (a total of 34%), while in France 13.3% are derived from personal income taxes

and 5% from corporate profits, a total of 18.3%.

Further, there is an inverse relationship between the propensity to tax income

and the personal savings rate. Of the countries listed above the savings rate for

the period 1977-79 was only 6.2% in the United States, compared to 15.0% in Austria,

14.1% in Italy, 14.0% in Germany, 13.5% in the Netherlands, 13.1% in France, 11.7% in

Belgium and 11.4% in Canada. While other factors also determine savings rates, the

tax system in the United States has repeatedly been demonstrated to be partially

responsible for the low savings rate in this country.

The failure of any of the tax reform proposals to address the problem of

excessive taxation of income relative to consumption represents a major shortcoming.

In essence, while reform purports to achieve greater neutrality across sectors, it is

not neutral on the consumption-income issue. Tax reform further skews the tax base

toward income, and in this sense can be viewed as an implicit consumption subsidy.

The logic underlying the claim that further subsidies to consumption can improve

economic efficiency and generate massive increases in individual saving, work effort

and entrepreneurialism must inevitably remain obscure to the unbiased observer.

Moreover, the experience with consumption taxes in other countries is that they have

tended to discourage imports both by lowering consumption and by raising import

prices.

3.5 Corporate Profitability

Because tax reform redistributes tax liabilities from individuals to

corporations, it will tend to lower real corporate profitability relative to current

law. The effects will be exacerbated in the event that tax reform generates a
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downturn in the economy since in this instance the normal cyclical deterioration in
profitability will be added to the burden of increased taxation.

One caveat must be mentioned here. Given the way in which corporate earnings are
measured in the national income accounts, tax reform would tend not to affect the
category designated after-tax profits, but would seriously reduce the category
designated corporate cash flow, which includes the inventory valuation and capital
consumption adjustments. This distinction is not merely a question of semantics,
inasmuch as both the erosion of real profits during the 1970s and the improvement
in real profits since 1982 were caused to a large extent by the IVA and the CCA.
During the 1970s, the effective corporate tax burden tended to increase due to two
mechanisms, overvaluation of inventory profits and understatement of depreciation.
The decline in inflation during the early 1980s mitigated both of these factors, but
the main item responsible for the improvement in real profitability was ACRS, which
worked primarily through the capital consumption adjustment.

In essence, tax reform would affect real after tax profitability through two
channels. Corporate profits would be raised by lower rates but this would be
mitigated by the loss of the ITC and by other provisions. Corporate cash flow would
deteriorate because the imposition of the minimum tax effectively limits AQCS
deductions. When the two effects are combined, tax reform entails a massive
redistribution of funds away from the corporate sector. The static revenue estimates
prepared by the architects of the tax reform bill indicate a transfer of about $120
billion over five years. And, as noted above, the magnitude of the decline in
profitability would tend to be worse in the event that tax reform were to produce a
downturn in the business cycle.

Although the implications for trade are rather indirect, they are unambiguously
negative. Decreases in corporate cash flow will inhibit investment and R&D, both of
which would tend to enhance the competitive position of American industry. Moreover,
on a sectoral basis, the greatest share of the reduction in profitability will take
place in capital-intensive manufacturing, which has experienced the longest benefits
from ACRS, but which is also substantially more vulnerable to import penetration. By
comparison, tax reform raises real after tax profits primarily for services and other
sectors which are not capital-intensive. However, services are less vulnerable to
import penetration, and in fact the United States has consistently maintained an
external surplus on its service account. When the sectoral distribution of tax
increases and tax reductions is considered, it becomes apparent that tax reform will
reduce the real profitability of firms that are particularly sensitive to imports,
thereby exacerbating the likelihood of further losses in market share to foreign
suppliers.



103

3.6 Off-sourcing of Production

A final issue to be considered is whether tax reform will entail greater

outmigration of business from the United States. There is some econometric evidence

that tax policy has been one determinant of the international iovement of capital,

although other factors have also been involved. A study by soskin and Gale (1986)

concludes that direct investment abroad is very sensitive to the after tax rate of

return both abroad and in the United States. According to these simulations, a 10%

change in the differential in net after tax rates of return between the United States

and foreign countries increases direct investment abroad by a somewhat larger

magnitude, approximately 12%. Furthermore, an increase in the rate of return in the

United States will stimulate additional domestic investment, while reducing

investment overseas.

The finding that tax reform will lower the real rate of return on capital

investment in the United States has already been noted. With respect to the relative

tax advantage of investment in the United States and overseas, a study by Arthur

Anderson & Co. indicates that the loss in depreciation deductions and of the ITC

would significantly worsen the domestic tax treatment of investment relative to tax

treatment of investment in foreign countries. While the United States currently

enjoys one of the better depreciation systems among the industrial countries, the

loss of the ITC and the reduction of ACRS deductions would leave this country with

one of the least favorable tax treatments of capital assets of all the industrial

nations. Under the circumstances, the likelihood of a significant increase in the

movement of business abroad is correspondingly enhanced. This will lead to greater

off-sourcing of production and reexport to the United States, further undercutting

the balance of trade.

IV. CO CLUSICM

While substantial methodological and empirical issues remain to be resolved in

the analysis of the effects of tax reform on trade competitiveness, the preliminary

prognosis is that the implications will be highly unfavorable.

In a macroeconomic sense, tax reform will raise the consumption share of GNP,

stimulating additional demand for imports, and will significantly raise the user cost

of capital. Tax reform may also raise unit labor costs due to losses in

productivity. While these effects could be negated if tax reform simultaneously

produces a faster depreciation of the dollar, there are other ways of devaluing the

dollar (eg., monetary reflation) which would do less damage to the domestic capital

sector.

In a microeconomic sense, the evidence is that tax reform will generate

sufficient efficiency gains to offset efficiency losses resulting from lower

investment. Claims that tax reform will stimulate additional saving, work effort and

entrepreneurialism by individuals are equally unfounded, and there is little evidence

that these factors would have any demonstrable effect on the trade deficit in any

case. In terms of influencing individual decisions with respect to saving and

investment, tax reform merely exacerbates the existing pro-consumption bias in the

tax code. Meanwhile, corporate profitability will be reduced, and business will be

encouraged to move overseas in order to take advantage of better tax treatment of

investment abroad.

Cn all these grounds, the trade deficit is likely to deteriorate relative to

current law. The only issue that remains to be resolved is one of empirical

magnitudes, i.e., the volume of losses in net exports that will result from the tax

reform initiative.
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Representative OBEY. Thank you very much. Mr. Summers,please proceed.

STATEMENT OF LAWRENCE H. SUMMERS, PROFESSOR OF
ECONOMICS, HARVARD UNIVERSITY

Mr. SUMMERS. Thank you. I, too, am pleased to have the opportu-nity to testify on the tax bill.
Several weeks ago I wrote that if one graded the tax bill, onewould give it a C for simplicity, a B for growth, and an A for fair-ness. Readers of my reasons concluded, however, that grade infla-tion must have run rampant at Harvard.
Today, I want to make three points in my testimony. First, theconference committee bill taken as a whole will make the taxsystem more just and fair. It is worthy of your support.
Second, the business tax changes contained in the bill, particu-larly the abolition of the investment tax credit, will have adverseeffects on economic growth in the coming years. Serious consider-ation should be given to enhancing investment incentives.Third, the most pressing item on the tax policy agenda atpresent is the need for increased revenue to reduce Federal deficits.This is the most important step that Congress can take to increaseinternational competitiveness. Let me take up each of these threepoints in turn.
First, as regards tax fairness, the conference committee bill goesa long way toward making the tax system fairer and more equita-ble. A major accomplishment is the removal from the tax rolls ofmillions of taxpayers with incomes below the poverty line.The conference committee bill also makes great progress in en-hancing tax equity by attacking tax shelters. Most importantly, itlimits the ability of individuals to deduct losses from passive invest-ments, such as tax shelter partnerships, against other income. Thismeans that it will no longer pay for individuals to make invest-ments whose principal benefit is that they provide more tax deduc-tions than taxable income.
Stiffer minimum taxes on both individuals and corporations inthe bill will avoid the demoralizing spectacle of affluent citizenswho do not pay any income taxes. And the restrictions on specialtax breaks that have long benefited certain industries will makethe tax system both fairer and more efficient.
The experience of the last 2 years demonstrates that it is possiblefor the political process to stand up to special interests. This wasfeasible probably because many interests were taken on at once,making it possible to forge a large coalition for the public interestin support of a laudable objective of broadening the tax base andreducing rates.
If in the future tax breaks for specific industries are consideredon an ad hoc basis, it will be difficult to protect the accomplish-ment represented by the conference committee bill. For the nextseveral years, Congress should strongly resist efforts to reopendebate over tax details. On the microeconomic level, we shouldstrive to maintain-for a change-stability in the Tax Code.While I believe that the conference committee bill contains manyprovisions which on a microeconomic basis improves our tax
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system, there is one aspect of the bill which seriously concerns me
in terms of its macroeconomic impact. By abolishing the invest-
ment tax credit and scaling back accelerated depreciation, the bill
will raise the cost of capital and reduce productivity enhancing in-
vestment in new equipment. This is likely to have significant ad-
verse consequences for economic growth over the next two decades.

My judgment is that the adverse impact of reduced investment
incentives will far exceed the rather speculative neutrality benefits
stressed by proponents of tax reform.

The conference committee bill will increase total corporate tax li-
abilities by about $125 billion over the next 5 years, largely be-
cause of the abolition of the investment tax credit. This represents
an increase of more than one-fourth in corporate tax liabilities. But
this figure substantially understates the adverse impact that the
tax bill will have on investment. The tax bill would raise much
more in corporate revenues but for the fact that the corporate rate
is reduced from 46 to 34 percent. This rate reduction of the corpo-
rate tax rate has the primary effect of reducing the tax rates on
the profits that firms will earn in coming years on investments
that they have made in the past.

On the other hand, even the most zealous supply-sider must ac-
knowledge that reductions in the tax rate on old capital cannot
create more of it. On the other hand, the revenue raising features
of the conference committee bill-especially the abolition of the in-
vestment tax credit and changes in depreciation rules-will have
their primary effect on new investments where incentives have
potent effects.

In an important sense, the conference committee bill is perverse.
It simultaneously reduces the tax rate on old capital while raising
it on new capital. Tilting the playing field toward yesterday in this
way is favored by entrenched firms now reaping the benefit of past
investments. They will receive windfall gains as their tax rate falls
and the tax burden on potential competitors is increased.

I would interject that I had the experience a year or so ago of
speaking with executives from a large hotel chain who explained
that they had been enthusiastic about the accelerated depreciation
put into effect in 1981 because they built hotels and they thought it
would benefit them. What they didn't figure on was that in large
part they already owned a lot of hotels and that the principal
effect of the provision was to enable others to enter the industry,
compete with them, make the market more competitive, bring
down prices, and reduce their profits.

In the same way, this bill goes in the opposite direction and
makes it more difficult for new firms to enter industries and com-
pete with firms that are already entrenched there.

It is frequently suggested that this policy of reducing the corpo-
rate tax rate and increasing investment incentives will increase
neutrality. But it's my view that these arguments do not stand up
to close scrutiny. Let me take up just one point and I could elabo-
rate later.

It is suggested that current law somehow favors capital-intensive
industries and that this favoritism will be undone by tax reform.

This is largely a misconception. Investments in intangibles-re-
search and development, advertising, marketing or goodwill-all
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currently receive the ultimate in accelerated depreciation, expens-ing. Although these outlays yield a stream of benefits over time,just like capital investments, firms are permitted to write them offin the year they are undertaken.
For example, the large expenditures incurred by Coca-Cola in de-veloping and marketing New Coke can all be expensed.
In contrast, outlays on physical capital are necessarily amortizedover time. The resulting tax bias in favor of intangible investmentshas until now been partially mitigated by the investment tax creditand accelerated depreciation. It will be exacerbated by the confer-ence committee bill which scales back these investment incentives.No one can accurately predict the consequences of the tax bill forbusiness investment decisions. But some suggestive estimates arepossible. The conference committee bill would have the effect ofraising the cost of capital by at least 10 percent. My reading of theeconometric evidence suggests that in the long run this will lead toa reduction of between 10 and 15 percent in the stock of plant andequipment which will, in turn, translate into a reduction of at least3 percent in the economy's potential output.
Beyond the direct effect of reduced capital accumulation, it islikely that reductions in capital investment will slow the rate oftechnical progress, thereby reducing our growth rate. This indirecteffect could easily reduce real GNP 10 years from now by another 2or 3 percent. Combining these two effects, a reasonable estimate-and I share all Alan Greenspan's doubts about the ability of any-body to predict what will happen accurately-is that the confer-ence committee bill will reduce real GNP in 1996 by up to 5 per-cent.
Concerns about the adverse effect of the tax bill on investmentwill take on increased urgency if, as many fear, growth continuesto languish or the economy slips into recession. Serious consider-ation should be given to reinstituting the investment tax credit inthe near future, especially if investment spending does not reboundwith the resolution of tax reform uncertainties. Reintroduction ofthe investment tax credit or acceleration of depreciation allow-ances, even if funded by an increase in corporate and individualtax rates, would provide much needed economic stimulus over thenext several years.
Finally, the third point in my testimony is the deficit problem.The conference committee bill was designed to be revenue neutral.There is a good chance that it will in fact lose revenue. There is aninevitable tendency in revenue estimation to assume that behaviorwill not change, or will change relatively little, when tax rules arealtered. In fact, the tax bill will drive households out of tax shel-ters and consumer debt. This is all to the good, but it does meanthat the revenue gains from limitations of these deductions will beless than those that are forecast.
This is unfortunate. Only through reductions in the Federal defi-cit will it be possible for us to achieve the twin goals of rapid pro-ductivity growth and increased international competitiveness.
A fundamental identity-one of the few things economists allagree on because it's totology-holds that the Nation's trade bal-ance is just equal to the difference between our level of nationalsaving and our level of national investment. When investment ex-
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ceeds savings, we must borrow from abroad and that means we
must import more than we export. Conversely, if we wish to reduce
our trade balance, we must either increase savings or reduce in-
vestment.

The tax bill, as I've argued, may actually improve competitive-
ness, but in a perverse way by reducing investment.

What we want to do, if we want to promote both savings and in-
vestment, to increase both investment and international competi-
tiveness, is to increase national savings. There is no alternative.
Without changes in national savings, increases in investment must
be financed from abroad and so must come at the expense of im-
provements in our trade balance.

Seen in this light, the clear priority for economic policy in the
next few years is to raise our national savings rate. The conference
committee bill does little to increase national savings. It may in-
crease public dissaving through larger budget deficits. It will prob-
ably reduce private saving because of the curtailment of IRA's and
the reductions in after-tax corporate profits. Thus, it lacks the po-
tential to solve capital formation and competitiveness problems si-
multaneously. The best way of addressing these problems would be
tax measures to increase revenues and reduce deficits. These could
take the form of either rate increases under the income tax or new
taxes on consumption.

In considering these two alternatives, it would be well to keep in
mind that new taxes on consumption would have the substantial
virtue of making revenue available to finance the reinstitution of
important investment incentives and they are worthy of serious
and prompt consideration.

[The prepared statement of Mr. Summers follows:]
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PREPARED STATEMENT OF LAWRENCE H. SUMMERS

Summary

1. The Conference Committee tax bill enhances the fairness of the taxsystem in many ways. By removing millions of poor taxpayers from the tax rollsand limiting tax shelters in a variety of ways it will enhance both actual andperceived tax justice. This is a major accomplishment which should bepreserved as Congress considers future tax changes.

2. The major defect of the Conference Committee bill is that it raises thetax burden on new investment. The bill contains a number of provisions, mostimportantly the abolition of the investment tax credit, which would raise thecost of capital and significantly reduce productivity-enhancing capitalinvestment. These adverse effects will not be fully mitigated by the reductionin corporate tax rates, which will largely benefit investments that havealready been put into place. The adverse effects of reduced investment oneconomic growth are likely to dwarf any gains from increased neutrality.Particularly if the current economic expansion continues to languish, theinvestment tax credit should be reinstituted.

3. The Conference Committee bill does little if anything to address ourmost urgent economic problem--increasing national savings. Without increasesin national savings, it will be impossible to realize the twin goals of rapidproductivity growth and increased international competitiveness. Action toreduce Federal deficits through tax increases should be an immediate priorityin tax legislation. Serious consideration should be given to new consumptiontaxes.
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My name is Lawrence Summers. I am a professor of economics at Harvard

University. I welcome this opportunity to testify before the Joint Economic

Committee on the vitally important topic of tax policy at this crucial

juncture. While the Conference Committee bill improves the tax code in many

ways, it is flawed in some important respects and fails to address certain

urgent economic problems. Despite the two years of hard work that are about to

culminate in a new Internal Revenue Code there will be a continuing need in

coming years for the Congress to make tax policy decisions.

In my testimony today, I will make three points. First, the Conference

Committee bill taken as a whole will make the tax system more just and fair. It

is worthy of your support. Second, the business tax changes contained in the

bill, particularly the abolition of the investment tax credit, will have

adverse effects on economic growth in coming years. Serious consideration

should be given to enhancing investment incentives. Third, the most pressing

item on the tax policy agenda at present is the need for increased revenues to

reduce Federal deficits. I will take up these points in turn.

Tax Fairness

The Conference Committee bill goes a long way toward making the tax system

fairer and more equitable. A major accomplishment is the removal from the tax

rolls of millions of taxpayers with incomes below the poverty line. The

increases in the personal exemption contained in the bill are long overdue.

The fact that the personal exemption will be indexed insures that any future

inflation will not erode the value of these increases. The phase out of the
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exemptions for high income taxpayers is desirable as it permits the granting of

substantial tax relief to the poor without undue losses in revenue.

The Conference Committee bill also makes great progress in enhancing

equity by attacking tax shelter investments. Most importantly, it limits the

ability of individuals to deduct losses from passive investments, such as tax

shelter partnerships, against other income. This means that it will no longer

pay for individuals to make investments whose principle benefit is that they

provide more tax deductions than taxable income. While the provisions limiting

the deductability of tax losses will necessarily be complex, they are

worthwhile because of the very substantial symbolic importance of preventing

high income taxpayers from escaping taxation.

The tax reform bill also contains many other provisions attacking abusive

practices that have permitted some sophisticated and wealthy individuals and

corporations to avoid bearing a tax burden commensurate with their income. The

proposed increases in the capital gains tax will make "tax arbitrage"

investments of the kind that are very common today less attractive. The

stiffer minimum taxes on both individuals and corporations will avoid the

demoralizing spectacle of affluent citizens who do not pay any income taxes.

And the restrictions on special tax breaks that have long benefitted certain

industries will make the tax system both fairer and more efficient.

The experience of the last two years demonstrates that it is possible for

the political process to stand up to special interests. This was feasible

only because many interests were taken on at once, making it possible to forge

a large coalition for the public interest in support of the laudable objective

of broadening the tax base and reducing rates. If in the future, tax breaks
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for specific industries are considered on an ad-hoc basis 
it will be difficult

to protect the accomplishment represented by the Conference 
Committee bill. For

the next several years, Congress should strongly resist efforts to reopen

debate over tax details. On the microeconomic level, we should strive to

maintain (for a change), stability in the tax code.

The Investment Incentive Problem

While I believe that the Conference Committee bill 
will in a number of

respects make the tax system fairer and more efficient, there is one aspect of

the bill which seriously concerns me. By abolishing the investment tax credit

and scaling back accelerated depreciation, the bill will 
raise the cost of

capital and reduce productivity enhancing investments 
in new equipment. This

is likely to have significant adverse consequences for economic growth over the

next two decades. The adverse impact of reduced investment incentives 
will far

exceed the rather speculative neutrality benefits 
stressed by proponents of tax

reform.

The Conference Committee bill will increase total corporate tax

liabilities by about $125 billion over the next five years. This represents an

increase of more than one-fourth in corporate tax liabilities. But this figure

substantially understates the adverse impact that the 
tax bill would have on

investment. The tax bill would raise much more in corporate revenues 
but for

the fact that the corporate rate is reduced from 46 to 34 percent. 
This rate

reduction has the primary effect of reducing the tax rates on the 
profits that

firms will earn in coming years on investments that 
they have made in the past.
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Even the most zealous supply sider must acknowledge that reductions in the tax

rate on old capital can not create more of it. On the other hand the revenue

raising features of the conference committee bill--especially the abolition of

the ITC and changes in depreciation rules--will have their primary effect on

new investment, where incentives have potent effects.

In an important sense, the Conference Committee bill is/perverse. It

simultaneously reduces the tax rate on old capital while raising it on new

capital. Tilting the playing field towards yesterday in this way is favored by

entrenched firms now reaping the benefit of past investments. They will

receive windfall gains as their tax rate falls and the tax burden on potential

competitors is increased. However, the arguments made on public policy grounds

by those favoring reductions in investment incentives do not stand up under

close scrutiny.

The combination of reduced investment incentives and a reduced corporate

tax rate embodied in the Conference Committee bill is often defended on grounds

of neutrality. It is suggested that current law somehow favors capital

intensive industries and that this favoritism will be undone by tax reform.

This is a fundamental misconception. Investments in intangibles--research and

development, advertising, marketing or good will--all receive the ultimate in

accelerated depreciation, expensing. Although these outlays yield a stream of

benefits over time, just like capital investments, firms are permitted to write

them off in the year they are undertaken. For example, the large expenditures

incurred by Coca-Cola in developing and marketing New Coke can all be expensed.

In contrast, outlays on physical capital are necessarily amortized over time.

The resulting tax bias towards intangible investment has until now been
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partially mitigated by the ITC and accelerated depreciation. 
It will be

exacerbated by the Conference Committee bill which 
scales back these investment

incentives.

It is often argued that investment incentives should 
be scaled back

because they do not work. This is not a fair reading of recent history. We

have lived through a period of unprecedentedly high 
real interest rates, large

Federal deficits and increasing foreign competition. 
Almost any observer asked

to predict the consequence of this combination for 
investment, would have

predicted that it would be very sharply curtailed. Yet, at least until

recently when concerns about tax reform have had 
important effects, business

fixed investment has proven remarkably robust during 
the current recovery and

has actually been stronger than would be predicted 
from normal cyclical

relationships. Indeed the share of gross business fixed investment 
in GNP

reached its post-war high in 1985. The strength 
of business investment reflects

many factors, but most economists agree that the tax incentives 
enacted in 1981

deserve at least some of the credit.

No one -can -accurately predicr- the consequences of the tax bill for

business investment decisions. But some suggestive estimates are possible.

The Conference-Committee bill would have the effect of raisirg the cost of

capital by at least ten percent. In the long run this will lead to a reduction

of.betwean 4.D- end-L5-percent-4n-the stock of plant 
and equipment. This in

turn will translate into a reduction of at least 
3 percent in the economy's

potent~aiagsuru= _>eyond-the~a~zE~t effect of reduced capital accumulation, 
it

is5 -ikely-trt-rx-uctions in caplral investment will slow the rate of technical

progress, thereby reducing our growth rate. This indirect effect could easily
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reduce real GNP 10 years from now by another 2 or 3 percent. Combining these
two effects, a reasonable estimate is that the Conference Committee bill would

reduce real CNP in 1996 by uo to 5 oercent.

This estimate translates into a reduction of about one half of one

percentage point per year in the economy's growth rate. At this point, we can

ill afford any reduction in economic growth. To highlight just one of the

consequences of reduced economic growth, a reduction of one half of one percent

per year in the economy's growth rate would raise the 1991 Federal budget

deficit by almost $50 billion.

Concerns about the adverse effect of the tax bill on investment will take

on increased urgency if, as some economists fear, growth continues to languish

or the economy slips into recession. Serious consideration should be given to
reinstituting the investment tax credit in the near future especially if

investment soendiny does not rebound with the resolution of tax reform

uncertainties. Reintroduction of the ITC or acceleration of depreciation/

allowances, even if funded by an increase in corporate and individual tax

rates, would provide much needed economic stimulus over the next several years.

The Deficit Problem

The Conference Committee bill was designed to be revenue neutral. There is

a very good chance that it will in fact lose revenue. There is an inevitable

tendency in revenue estimation to assume that behavior will not change when tax

rules are altered. In fact the tax bill will drive households out of tax

shelters and consumer debt. This is all to the good, but it does mean that the
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revenue gains from limitations of these deductions will be 
less than those that

are forecast. My guess, but it is only a guess, is that the tax bill will

reduce revenues by as much as $20 billion a year by 1990. It is clear that it

will not contribute to the solution of the Federal deficit problem. 
This is

unfortunate. Only through reductions in the Federal deficit will it be

possible for us to achieve the twin goals of rapid productivity growth 
and

increased international competitiveness.

A fundamental economic relationship holds that the nation's 
trade

balance is just equal to the difference between national saving 
and investment.

When as has been the case in recent years, investment exceeds savings, 
we must

borrow from abroad. The mirror image of our rising capital account surplus as

funds flow in to the country must arithmetically be a current 
account deficit.

We must export less than we import. The economic mechanism here is simple.

Capital inflows raise the demand for dollars, increasing our exchange rate.

This in turn makes American producers of tradeable goods less competitive 
on

world markets.

The savings-investment identity -have just explained has an immediate and

important consequence. The only way in which we -can raise both investment and

international competitiveness simultaneously is to increase 
national savings.

There is no alternative. Without changes in national saving, increases in

investment must be financed from abroad and so must come at 
the expense of

improvements in our trade balance. Reductions in the flow of funds from abroad

that bring the dollar down and improve our trade balance will 
necessarily lead

to higher interest rates and reduced investment.- Seen-in this 
light, the clear

priority for economic policy in the next few years is to raise our 
national
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savings rate.

The Conference Committee bill is unlikely to increase national savings. As

I have already observed, it may increase public dissaving through larger budget

deficits. It will probably reduce private saving because of the curtailment of

IRAs and the reductions in after-tax corporate profits that it will cause.

Thus it lacks the potential to solve both the capital formation and

competitiveness problems. The best way of addressing these problems

simultaneously would be tax measures to reduce deficits. These should take the

form either of rate increases under the income tax or new taxes on consumption.

New taxes on consumption would have the substantial virtue of making

revenue available to finance much needed investment incentives. They would

also have rather more revenue potential than would further income tax reform.

They are worthy of serious and prompt consideration.
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Representative OBEY. Thank you. Mr. Eisner, please proceed.

STATEMENT OF ROBERT EISNER, WILLIAM R. KENAN
PROFESSOR OF ECONOMICS, NORTHWESTERN UNIVERSITY

Mr. EISNER. Thank you very much. I'm delighted to be here. I
guess it might be said that with 6 economists testifying you will
have at least 12 sets of opinions, but I will say that I agree with a
fair amount of what's been said before. I agree with Alan Green-
span and his suggestion that the revenue estimates are certainly
uncertain. Indeed, I think revenues are notoriously uncertain
anyway, whether you change a tax bill or not. I agree with him
that subsidies for investment tend to give you inefficient invest-
ment.

Where I'm going to most sharply disagree with those who have
preceded me is on their reaction to investment incentives and
whether the loss of some of them is really going to do any damage.

I might say that the tax reform legislation now before Congress
is a significant, if limited, step in the direction of horizontal
equity-fairness, as Larry Summers has been suggesting-and a
more level playing field for economic decisions.

By lowering marginal tax rates, directly limiting tax shelters
through restriction of the application of passive tax losses, elimi-
nating the investment tax credit, including all of capital gains in
taxable income, and somewhat reducing tax depreciation deduc-
tions, the current reforms will cause economic decisionmakers to
focus more on productivity and returns in the marketplace and less
on tax considerations.

Widely voiced concerns-and you've heard them here this morn-
ing-that the removal of so-called "investment incentives" will ad-
versely affect capital formation, productivity, and international
competitveness are without foundation.

First, there is considerable evidence that these tax incentives do
very little for the aggregate of investment. My own studies suggest
that each lost dollar of tax revenues from the most effective of in-
vestment incentives gains at most 40 cents of added investment.
This stems from studies I did for the Treasury which have been
published now in a number of places back in 1980 and 1981 when
we were considering the tax changes, and I could analyze the data
that had occurred with tax incentives that we had had in the past.

I believe that taking all the repercussions into account, the in-
vestment gains are considerably less, possibly close to zero. But
what is worse, as has been suggested-and I don't think some of
the panel recognize the seriousness of this-the investment that is
stimulated is that which was not sufficiently profitable or produc-
tive to be undertaken without the tax incentives. Such investment
is not likely to be productive. If it were, it would have been under-
taken with lesser or no tax advantage. The lesson of half-empty
office buildings, uneconomical investment in various industries,
along with generally lagging productivity growth that we have suf-
fered with tax incentives should be clear to all.

Larry Summers indicates what he considers the desirability of
having accelerated depreciation, for example, to stimulate invest-
ment in new facilities or new buildings, and he points out to the
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hotel chains whose concern then was diminishing the usefulness oftheir other properties. But is there a great advantage in stimulat-ing investment in one area so as to make previous capital unneces-sary and unuseful?
I submit that a considerable part of the problem of unemploy-ment in the Midwest has been due to the tax advantages that havestimulated new investment elsewhere, making old investment and,therefore, the need for labor in the older regions obsolete and eco-nomically untenable.
I should add there have been studies by the Treasury that areavailable in the Office of Tax Analysis showing that under the cur-rent tax system we have the most outrageous differences in theprofitability of investments. In various industries and types ofequipment, the taxation on capital is clearly negative. The Govern-ment is paying 10, 20, 80, 40 cents on the dollar to subsidize invest-ment-in other words, actually to put these firms in a positionwhere certain kinds of investment clearly have negative returnswithout the tax advantage but are being made profitable and arebeing untaken, to the extent they are, by the very large tax advan-tages.
This uneconomic investment does not add to productivity; it de-creases it. And I might emphasize that it's not clear that it doesmuch for it. There was an article in the Wall Street Journal thismorning I would recommend to all of you, "Capital spending seemsstable for a year. Tax revision's negative effect is largely over." Itthen goes into some of the figures, and they are illuminating.It points out that in the fourth quarter of 1985, nonresidentialinvestment reached an annual rate of $474 million and this wassome $16 billion above the total for the year and has been about$14 to $16 billion above the investment that's been undertaken inthe first two quarters of this year.
Now if you reflect on those figures, that investment that was un-dertaken in the fourth quarter of 1985, that $16 billion bulge, is ex-plained I think correctly as due to the anticipation that the invest-ment credit would be rescinded. That is precisely where you canexpect some effect of investment credits. When you take it on or offand firms realize that if you invest now it's profitable and you'vegained a credit, while if you put it off you don't get it. And yet,with that huge effect-the fact that they could gain 10 percent onthe equipment they are acquiring if they did it that last quarter,you see an increase of only $16 billion over the average. Thatcomes down to about $4 billion for the total year, although thatmay be a minimum statement because some of this may be goingon all through the year.
But clearly you don't get large magnitudes in the very best casewhere it's not a matter of getting an investment incentive you cantake any time, but rather where you know if you take it now youget the benefit of it and if you don't invest now you don't get it.I think what has happened with investment incentives to a verylarge extent is that they have churned things. They have inducedthose firms that can take advantage of them to invest somewhatmore. They then have repercussions on the rate of interest, onprices of capital goods, which make it more difficult for other firms



121

to invest, and the effect on total investment is minimal. The effect
on the productivity of investment is very clearly negative.

Now to the matter of competitiveness. This is a tough one. I
think Larry Summers was very correct in pointing out an identity
between the capital in-flow and the current account deficit. That is
an identity we all recognize. I wish all of us would try to recognize
the implications of this kind of an identity for the whole matter of
competitiveness and the fact that almost all the measures we're
talking about-subsidies to capital-intensive industries and the
like-do not change competitiveness for the economy as a whole. If
you give an advantage to one industry, you make that industry
more competitive, but at the expense of another industry.

The one way to make the economy more competitive internation-
ally that is available is not through tax reform; it's through mone-
tary policy that will drive down the value of the dollar. And the
extent to which the dollar has been driven down will be very bene-
ficial. It takes time. Economists know well there's what is called a
"J" curve. At first, the repercussions are not advantageous but
they come along. I should think it would be advantageous for the
dollar to be driven down further.

The problem of profitable investment can also be met by mone-
tary policy. Indeed, an easier monetary policy driving down inter-
est rates will stimulate investment. It will improve our trade bal-
ance. It will improve our competitiveness. And that's the way to go
and the economy should not be distorted by perverse tax incentives
as a means of trying to meet the problem of competitiveness.

And I appreciate Mr. Jasinowski's concerns for manufacturing.
That's his job and I hope I don't disturb you. Manufacturing is not
all of the economy. I hope manufacturing can be competitive. I
think with appropriate exchange rates it will be considerably com-
petitive. But I believe that employment in manufacturing is about
30 percent perhaps of total employment in the economy.

I m just back from France and I note that some of the French
are quite upset. They report that 50 percent of the box office re-
ceipts in movies in Paris are now going to American movies as
against perhaps 43 percent to the French. And that bothers them.
But that's one of our export earnings. You can call that a service.
The fact is, again, if you help one industry, you're not helping one
industry against foreigners in general; you're helping one Ameri-
can industry at the expense of other industries.

Now I can appreciate that a Representative or Senator from a
district or a State concerned with a particular industry may feel he
has to vote those interests, but there can be no confusion that
those interests are being voted generally at the expense of the in-
terests of people in other industries.

Our problems of productivity require vigorous new impetus to
competitive forces and investment in the social overhead capital,
education and training, without which private business cannot
flourish. Private investment will then take care of itself and play
its proper role in a prosperous economy with adequate sources of
credit and saving.

I might interpolate to note the concern expressed, at least by the
tone of the remarks, that the tax reform may foster a certain labor
intensity. Now there's nothing wrong with efficient labor, too. In a
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situation where we have still some 7 percent of the labor force un-employed, something that would increase the demand for labor, ifit would, might well be good. It would increase the demand, Iwould hope, for investment in labor, for training of labor, forhaving a labor supply that can be utilized. And with a more effi-cient labor force-and a better utilized labor force-that again willstimulate investment.
I would then conclude-and I hope you can press me to polishthe edges of what I've been saying-the reduction of the misalloca-tion of resources due to the combination of high tax rates, tax shel-ters, and so-called investment incentives, can be expected to havefavorable effects on real GNP and its rate of growth certainly overthe long run. I join Alan Greenspan in being unable to predict ex-actly what will happen in the immediate short run, but thereagain, this isn't the end. You need a watchful eye.I would say that remedies on stimulating the economy at thispoint should come from the side of monetary policy. I certainlywouldn't go tinkering with the Tax Code again to reinstitute ineffi-cient incentives.
[The prepared statement of Mr. Eisner follows:]
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PREPARED STATEMENT OF ROBERT EISNER*

The tax reform legislation now before Congress is a significant if

limited step in the direction of horizontal equity and a more level playing

field for economic decisions.

By lowering marginal tax rates, directly limiting tax shelters through

restriction of the application of "passive" tax losses, eliminating the

investment tax credit, including all of capital gains in taxable income, and

somewhat reducing tax depreciation deductions, the current reforms will cause

economic decision-makers to focus more on productivity and returns in the

market place and less on tax considerations.

Widelv voiced concerns that the removal of "investment incentives" will

adversely affect capital formation, productivity and international

competiveness are without foundation.

First, there is considerable evidence that these tax incentives do very

little for the aggregate of investment. My own studies, after devoting much

of my career to the study of business investment, suggest that at most each

lost dollar of tax revenues from the most effective of investment incentives

gains at most 40 cents of added investment. I believe that taking all

repercussions into account, the investment gains are considerably less,

possibly close to zero. What is worse, what investment is('stimulated is that

which was no: sufficiently profitable or productive to be undertaken without

the tax advantage. It is not likely to be productive. Otherwise it would

have been undertaken anyway. And it tends to crowd out other, more productive

investment with lesser or no tax advantage. The lesson of half empty office

bqildincs, un'economical investment in steel and power along with generally

lagging produ~tlvitv growth that we have suffered with tak incentives should

be clear to all.

Uneconomic investment does not add to productivity; it decreases it.

But in any event, subsidies to capital intensive industries cannot improve

international comoetiveness for the economy as a whole. Given flexible

exchange rates, subsidies that make some industries more competitive can only

he at the expense of other sectors of the economy which then become less

connetitive." For if we export more in one area, we increase the demand for

dollars hv foreigners, thus making the dollar more expensive, injuring other

expor-s and fe-tering imports which compete with American products. The

problem cf r-tE -national competiveness for the economy as a whole is in the

10e r c4rT- - Py 2 Drohlem of exchange rates. It is vital that the dollar

fine a leve .: .nicb our imports and exports are in balance with the long run

*Willia R. i Professor of Economics at Northwestern University.
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propensities of foreigners and Americans to invest at home and abroad. Ouwcurrent problem can and should be relieved by an easier monetary policy, whictwould reduce interest rates, lower the value of a dollar and hence increaseexports and decrease imports, as well as stimulate investment.

Our problems of productivity require vigorous new impetus to competitiveforces and investment in the social overhead capital, education and trainingwithout which Private business cannot flourish. Private investment will thenplay its proper role in a prosperous economy with adequate sources of creditand saving.

The tax reform is likely to aid those sectors of the economy that havesuffered from high tax rates without major offsetting deductions. Serviceindustries and generally less capital-intensive firms may well be favored.There is nothing bad about this. Growth and progress are not uniquely tied toheavy and expensive machinery and bricks and mortar. And the reduction in taxincentives for investment may well free capital of all kinds to thoseindustries that have until now been less capital-intensive.

Finally; the reduction of the misallocation of resources due to thecombination of high tax rates, tax shelters, and so-called investmentincentives can be expected to have favorable effects on real GNP and its rateof growth.
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Representative OBEY. Thank you, Mr. Eisner.
Let me do something I don't ordinarily like to do. Mr. Cooke, I

apologize ahead of time, but Mr. Greenspan has a rather important
meeting he has to attend which will require him to leave at 11:15.
Before he does that, I would like to interrupt temporarily to ask if
there are any questions from anyone at the table that they would
like to direct to Mr. Greenspan before he leaves, or for that matter,
I suppose I should ask first, are you moved to respond to anything
that you heard any of your colleagues say?

Mr. GREENSPAN. I think it's important to emphasize the issue
that Mr. Eisner was raising; namely, what the investment tax
credit actually does. Let's look at investment generally.

If a particular investment has sufficient improvement implied in
unit cost and/or an increase in capacity, the implied pretax rate of
return will be adequately in excess of the so-called hurdle rate of
return and that type of investment will be initiated with or with-
out the investment tax credit.

The only type of investment that the investment tax credit
makes a difference for are those investments which fail to have
adequate pretax rate of return which means have inadequate pro-
spective unit reduction in costs and/or increases in capacity. What
we are doing when we eliminate the ITC and essentially hopefully
allocate the funds for corporate tax rate cuts, is to reinforce the
type of investment which is of necessity productive.

Now it's very difficult to know whether that reduces the level of
aggregate investment or not, but I think it's terribly important to
make a judgment between what is overall plant and equipment ex-
penditures, capital investment-anything capitalized-and its level
of productivity. There are nonproductive investments which are
capital investments. We put them into the same categories as ag-
gregate investment but they really are quite different things.

This bill, as I mentioned, is risky on a number of different issues,
but I don't think that it can be argued that the investment tax
credit is more than it really is.

Representative OBEY. Thank you. Let me just ask you one ques-
tion before I ask either of the other gentlemen if they have a ques-
tion for you.

I'm struck by the fact that so many of the witnesses have men-
tioned that this bill will produce, in their judgment, lower growth.
Some say just short term, others say short term and long term.

Given the fact that GNP growth in the last quarter was 0.6 of 1
percent, which is pretty anemic, does that imply that if we're going
to have even slower growth that we're going to be at a near reces-
sion or in a recession situation, or are you simply saying that it
would reduce it below your expectations without the passage of this
bill?

Mr. GREENSPAN. I think that's right, Mr. Chairman. The effects
of the tax bill are already in the economy. We have had the effec-
tive rescission of the investment tax credit. Capital investment
projects all through 1986 have presumed investment tax credits
would not be available even though individual corporations have
booked the credit in their accounting returns. I would think that at
the moment much of the anticipatory activities which are relevant
to this bill are already embodied in corporate decisions and to a

76-625 0 - 87 -- 5
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very substantial extent in the market value of assets to which theyapply.
Representative OBEY. Let me just follow up with one other ques-tion. Let's assume that next year we run into a situation in whichthe economy is growing no faster than it is right now, perhaps evenless. If that were to happen-and it could very well happen, giventhe fact that according to the Labor Department private businessoutput actually declined in the last quarter-and if people werethen knocking on our doors saying, "Fellows, you need to restoremore investment incentives; you ought to go back to the invest-ment tax credit," would you think we ought to listen at that time?Or do you think we ought to try to listen to those who are saying,"For God's sake, let's leave some stability in the Tax Code for awhile"?
Mr. GREENSPAN. Well, the only argument that I can consider rel-evant for the investment tax credit is the fact that owing to exces-sively high levels of Government budget deficits we probably havepushed real costs of capital above what they otherwise would havebeen. And to that extent, you can argue that the investment taxcredit, at least in part, offsets those costs and, as a consequence,probably does create levels of investment which would not occur intoday's environment, but would at lower costs of capital.It's a highly technical argument and one which I suspect won'tcarry terribly much weight, but there are arguments for, in asense, using the investment tax credit as an offset to the effects ofother governmental policies.

But I do think it's a mistake to endeavor to insert direct incen-tives into the capital markets other than lowering the corporatetax rate. I would say any funds which were available should bringthe corporate rate down rather than endeavor to assist various dif-ferent types of profitmaking endeavors.
Representative OBEY. Congressman Hawkins.Representative HAWKINS. Let me just ask, in view of the criticalnature of the economy at this time, do you think this is a goodtime to be raising a so-called tax reform proposal?Mr. GREENSPAN. Well, Congressman Hawkins, as I say in my pre-pared statement, there probably never is a good time except per-haps when the economy is moving ahead at a very rapid pace.We're not apt to be able to choose that time and I think, while thebill is highly risky for reasons which I suggested and I would muchprefer to choose a different time to initiate it, it's probably now ornever.
If there's a delay at this stage, my suspicion is, the bill is dead.Representative HAWKINS. The economy we are faced with, if thebill does accomplish something that is substantial-and almost ev-eryone has testified that in terms of growth that isn't likely to be astimulus-what is so desirable about this particular bill at thistime?
Mr. GREENSPAN. I think it has long-term positive effects in thesense that it restructures the demand and supply of capital in amanner in which we increase the emphasis on more productivetypes of capital investment, those that obtain rates of return on apretax basis and don't need tax subsidies in order to initiate them.
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However, over long term, probably 5, 8, maybe 10 years out, it is,
in my view, a desirable structural improvement in the tax system
to lower rates both individual and corporate rates and eliminate a
lot of tax preferences. I must say I would have preferred that the
bill were revenue neutral within both the individual and the corpo-
rate sectors by themselves, although I recognize the politics forced
that in another direction.

But it's a very tough call. I would say this bill is just barely mar-
ginally desirable but solely for its long-term considerations because
short-term considerations I do think are negative.

Representative HAWKINS. Do you think monetary policy would
have been a better way of doing it?

Mr. GREENSPAN. I don't think monetary policy can offset the
types of effects that are occurring. It's a mistake to presume that
we can just merely turn the tap on monetary policy and create
whatever level of economic activity we would like.

If that were the case, we should be doing a lot more now for
other reasons, and I have the impression that there's less in the
way of potential monetary stimulus in the longer run than I think
a number of my colleagues here have indicated.

Representative OBEY. Congressman Archer, you have time for a
very, very short question.

Representative ARCHER. Mr. Chairman, it's unfortunate because
I've got about 20 questions to match Mr. Greenspan's anticipated
20 problems that we can't anticipate.

I guess there are several things that were not mentioned by any
one of you today and I will address this to you, Alan, at this pgint
and hope to get in some with the others later.

Something that disturbed me tremendously is the retroactivity
that's in this bill. Nobody said anything about retroactivity, not a
one of you.

I wonder if you have any concern about that, number one.
Number two, does it concern you that whereas historically the

corporate rate has been less than the maximum individual rate,
that is now in this bill significantly more than the individual rate?
None of you have talked about that.

I guess because there's only a couple of minutes I'd better stop
right there and not get into the other 18.

Mr. GREENSPAN. Congressman, I am concerned about the retroac-
tive nature, especially with respect to passive losses. I think that
the issue of eliminating passive losses was correct, but I think that
it does raise some very serious questions about the abruptness in
which it is done and the impact that it's likely to have with respect
to existing limited partnerships and a number of other very signifi-
cant structual investment vehicles within our particular system.

It probably would have been desirable to phase that out far
more, over a much broader period of time.

Representative ARCHER. What about the relationship of the indi-
vidual rate to the corporate rate?

Mr. GREENSPAN. That raises a lot of very interesting questions
about general tax policy with respect to the whole question of sub-
chapter S corporations. The nature of partnership versus corporate
income is going to be a very significant question which is going to
surface as a consequence of this bill. What it probably suggests is
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tlqat we recognize that the partnership and individual tax rates aregoing to act a great deal more as capital investment incentivesthan in the past. I would hope that if there's pressure to close thegap that the best way to close it is to bring the corporate down,rather than the individual rate up.
Representative OBEY. Mr. Greenspan, it is a little bit after 11:15and I know you have to go. I thank you very much for coming.
Mr. GREENSPAN. I'd also like to thank Mr. Cooke for his time.Thank you.
Representative OBEY. Now, Mr. Cooke, with the FDIC, why don'tyou give us all the good news as you see it?

STATEMENT OF DAVID C. COOKE, ASSISTANT TO THE CHAIRMAN,
FEDERAL DEPOSIT INSURANCE CORPORATION

Mr. COOKE. Good morning. I appreciate this opportunity topresent the FDIC's views regarding the pending tax reform as it re-lates to the banking industry.
I would like to note that I've submitted a prepared statementwhich I'd like to summarize now.
As a matter of policy, the FDIC does not take a position on taxproposals except when we feel they will negatively affect thesoundness of the banking system. With regard to the current pro-posal, we have focused our attention on one provision-elimination

of tax deductible reserves for bad debts. Thus, my comments in-clude only a limited review of the other provisions affecting banks.Before addressing tax reform, I'd like to briefly comment on thecondition of the banking system. Banks have been failing atrecords not seen since the advent of Federal Deposit Insurance.Last year's record of 120 bank failures will soon be eclipsed as 100banks have already failed this year and we still expect another 50before the year is over.
Despite these failures, our problem bank list continues to grow.Currently, we have classified 1,418 banks with problems, up nearly300 from 9 months ago, and a sixfold increase since 1981.
These and other key indicators clearly show the banking indus-

try is under significant strain and we don't foresee much improve-ment in the near term.
The proposed tax reform has several provisions that will directlyaffect banks. However, any provision that alters consumer or busi-ness decisions will also impact on banks. These indirect effects mayinfluence a bank's sources and costs of funding, the types of invest-ments it chooses, and the quality or value of existing investments.

Some of these effects may prove to be relatively insignificant froma safety and soundness point of view. Only time will tell.
At this point, though, allow me to review those provisions we seemost affecting banks directly or indirectly.
First, the good news. The proposed reduction in the corporate taxrate from 46 to 36 percent, ignoring the effects of other provisionsin the tax law, could save the banking industry about a billion dol-lars a year. Unfortunately, this is the only aspect of tax reformwhich would be directly favorable to banks.
The provision of tax law that most troubles the FDIC is theelimination of bad debt reserves for a banking organization with
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total assets of $500 million or more. Currently, there are 398 such
organizations, including 31 banks and 367 holding companies which
own 2,530 banks. In all, 2,561 banks, including 104 problem banks,
stand to lose their deductions for bad debt reserves. These banks,
representing approximately $2.3 trillion in assets or about 80 per-
cent of the industry's loans, will only be allowed a tax deduction
when specific loans have been identified and charged off. Moreover,
they will have to recapture existing reserves as income.

The FDIC from the beginning has opposed this tax change. Pro-
viding for bad debt reserves is good accounting, good business, and
good banking. We and other regulators are continually encouraging
banks to reevaluate their loan portfolios and adequately provide
for potential losses.

Last year, net loan chargeoffs amounted to $13.1 billion or 0.8
percent of yearend loans. We have not seen a rate that high since
1936.

Moreover, the level of subquality assets has continued to grow
and now stands at a record $57 billion.

In our view, anything that discourages banks from providing for
losses in their loan portfolio is potentially dangerous. The elimina-
tion of the bad debt reserve deduction for large banks represents
the loss of a reasonable and legitimate business expense. We see no
reason for the arbitrary distinction between large and small banks.
It is simply a fact for all banks that loan losses occur before they
are identified. If it were otherwise, we would probably have a lot
fewer bank failures.

As mentioned earlier, the proposed law would also require exist-
ing bad debt reserves to be recaptured as taxable income over the
next 4 years. Our estimates indicate this recapture of loans could
cost the banks as much as $4 billion in higher taxes.

To soften the impact, the tax proposal would allow certain trou-
bled banking organizations to defer recapture of their reserves.
Such organizations would be defined as those whose nonperforming
assets exceed 75 percent of their equity. It is not clear, though,
whether these troubled banks can elect not to defer recognition in
order to use up expiring net operating losses.

The FDIC has attempted to calculate the effectiveness of a trou-
bled bank ratio in identifying banks on our problem list. It is not
yet clear, though, what assets are to be counted as nonperforming,
how equity is to be defined, and whether the 75 percent test would
be applied on an individual bank or on a consolidated basis.

When computed on a consolidated basis-that is, by adding up
all the nonperforming loans in each bank owned by a holding com-
pany-only 14 of the 398 organizations have a ratio over 75 per-
cent. These 14 organizations own 60 banks, of which 31 are current-
ly on our problem list. So the troubled bank test identified less
than one-third of the 104 problem banks losing their bad debt re-
serves.

Moreover, all but 2 of these 14 comDanies reported losses in 1985
and for them, from a tax standpoint, they might be better off to
recapture existing reserves now rather than later.

The ratio does somewhat better if it is computed separately for
each bank in a holding company rather for the consolidated organi-
zation. On this basis, relief is granted to 51 of the 104 problem
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banks affiliated with large banking organizations. This approachalso seems more logical because it focuses relief on the particularbank in trouble.
The ratio does better at lower levels. At 50 percent instead of 75percent, it would grant relief to nearly two-thirds of our large prob-lem banks.
In sum, we think taking away the bad debt reserve is a move inthe wrong direction and at the wrong time. The troubled bank testdoes little to change that. At a minimum, we urge Congress toensure that the test is applied on an individual bank basis and thattroubled banks are not required to defer recapture.
We also urge that foreclosed real estate be counted as nonper-forming assets and that ratio levels below 75 percent be considered.I will quickly comment now on some of the other provisions. Thelaw would generally prohibit banks from deducting the interestcosts incurred to carry tax-exempt securities acquired after August7, 1986. Since banks hold about one-third of total tax-exempt secu-rities, the potential tax impact could be dramatic, particularly forsmall banks because they hold proportionately more in municipals.Most likely, bank demand for municipals will decline and, if notoffset by demand from other investors, the value of current tax-exempt investments will be depressed. Banks needing to sell theirmunicipals from liquidity or tax planning purpose would have toabsorb the loss. It seems to us the current rules should follow exist-ing securities until maturity and not change at time of sale.The proposed tax law also creates a new alternative minimumtax to replace the present add-on minimum tax. This will mostimpact banks with large holdings of tax-exempt bonds which aremost likely to be smaller banks. Most banks will not be affected,however. Unfortunately, banks looking to reduce their holdings ofmunicipals may face a somewhat less receptive market for reasonsmentioned above.
The proposed law would also take away special rules which allowbanks to carry back losses 10 years to recoup past taxes paid. Thisprovision would continue for several years, though, in order tosoften the impact for institutions affected by current problems.Ironically, this transition rule recognizes that expected losses in aloan portfolio cannot be promptly identified-the reason we advo-cate the continuation of loan loss reserves.
The tax reform package will also curtail the use of foreign taxcredits to offset U.S. taxes. How much is not particularly clear tothe FDIC yet, but larger banks are significant participants in over-sea loan markets and last year used about $1.2 billion in foreigntax credits. Much of these credits are attributable to high withhold-ing taxes on loan interest earned imposed by countries experienc-ing financial strains. The proposed law would reduce the financialincentives for making foreign loans, although transitional rulesshould ease the impact on certain IMF countries.
Repeal of the investment tax credit will also affect banks withsizable leasing operations which has been a good growth businessfor many larger banks. In 1985, these companies claimed approxi-mately $600 million in investment tax credits. These credits willmost likely result in a lessening of banks' involvement in lease fi-nancing and/or higher costs to lessees.
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The tax provisions relating to real estate investments may
impact banks by reducing the value of the $8 billion in foreclosed
real estate currently on their books. The quality of some loans se-
cured by income-producing properties could also be reduced, par-
ticularly those to limited partnerships operating primarily as tax
shelters.

Restrictions on IRA accounts will shrink an important source of

deposit growth forcing banks to develop new funding sources. This
likely will be most difficult for smaller institutions.

Before concluding let me emphasize that the FDIC strongly sup-

ports the objectives of the proposed tax change. Banks as well as

other taxpayers should each pay a fair share of the national tax

bill. What's fair is largely a matter of perception and whether or

not banks pay their fair share of taxes is a matter for others to

debate. However, tax legislation should consider the realities of the
banking industry. The real world involves a banking industry
under strain due to mounting credit problems. The reality of the

credit-granting process is that losses in loans may not be identifia-
ble for some time. The tax law should recognize this and allow

banks to reserve adequately to cover anticipated losses.
In conclusion, we believe the tax law would increase U.S. income

taxes paid by the banking industry, but we fully expect banks will

adjust their business strategies to minimize the impact on their

after-tax earnings. To the extent they are able to do this, the value
of their capital-and thus their ability to raise it-will not be less-
ened in the marketplace.

Given the industry is facing its greatest strains in recent history,
we certainly hope that will be the net effect. Thank you.

[The prepared statement of Mr. Cooke follows:]
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PREPARED STATEMENT OF DAVID C. COOKE

I appreciate this opportunity to present the FDIC's views regardingthe pending tax reform legislation and its likely impact on the safetyand soundness of the banking system and on the federal deposit insurancesystem.

As a matter of policy, the FDIC does not take a position on pendingtax legislation except where we feel a particular provision will havea negative effect on the soundess of the banking system. With regardto the current proposal, we have focused our attention on the one provisionwe feel will work to the detriment of the system -- elimination of thereserve method of accounting for bad debts. Thus, my comments includeonly a limited review of the other provisions of the proposal and theirlikely effects on the banking system.

The current tax reform proposal represents the most ambitiousrestructuring of the U.S. tax code ever undertaken. The effects on theoperations of businesses and consumption patterns of consumers are notwell defined and may not become evident for some time to come. It isclear that taxpayers will rearrange financial arrangements in responseto new and different tax incentives. Banks are no exception; they willadjust to this new environment. However, as with any change in rules,adjustments can create new, and exacerbate existing, problems.
Before addressing specific provisions of the pending tax reform,I would like to provide some perspective by briefly reviewing the conditionof the banking system and what we see as the likely trend within thesystem.

Bank Performance

Banks have been failing at rates not seen since the advent of federaldeposit insurance. Over the 40-year period from 1941 to 1980, only 262banks failed. Since 1980, over 400 banks have failed. Last year's recordof 120 bank failures will soon be eclipsed as 100 banks have alreadyfailed this year, and we expect another 40 to 60 more.

While failure statistics reflect past problems in the banking indus-try. other measures provide a clearer view of what lies ahead. A leadingindicator of bank failures is the number of problem banks. Currently,the FDIC has classified 1,418 banks as "problems." This compares to1,140 at year-end 1985 and 848 the year before that. In fact, the numberof problem banks has increased sixfold since 1981 (Table I).
Other indicators portray a similar trend. Bank earnings relativeto average assets have declined noticeably in recent years. This hasoccurred despite an increase in capital levels, which should have a posi-tive effect on bank return on assets.
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Bank earnings a',e also much more volatile. Once, almost all banks

operated profitably -- save for new banks just starting out. Today,

many banks, including many established banks, are in the red. In 1980,

less than four percent of all insured commercial banks finished with

negative earnings. That percentage has steadily increased -- rising

to 11 percent in 1983, 14 percent in 1984, and over 16 percent last year.

There are significant differences between the performance of small
versus large banks. Over 25 percent of commercial banks with under $25

million in total assets lost money last year. The return on average

assets for banks in that size category was less than 40 percent of what
it was for all other commercial banks. Until a few years ago, smaller
banks consistently outperformed their large competitors.

Although the levels of nonperforming loans within the industry
have moderated somewhat over the past two years, they remain high. This

is despite rising net charge-off rates, which have more than doubled
over the past five years, and are ten times what they were 30 to 40 years

ago. The prospects for major declines in nonperforming and charge-off
levels do not appear very bright, at least not in the short run.

Looking at charge-offs by loan type indicates that bank asset prob-
lems are not confined to just one or two categories. Net charge-off
rates for real estate loans have more than doubled since year-end 1982.
The same is true for commercial and industrial loans. In 1985 alone,

net charge-off rates for farm and consumer loans jumped by over 50 percent
from the year before.

Tax Reform Provisions Affecting Banks

While there are several provisions that affect banks directly,
any provision that alters consumer or business decisions indirectly has

an influence on banks. These "indirect" effects may influence a bank's

sources and costs of funding, the types of investments it chooses, and
the quality or asset value of existing credits.

The direction and magnitude of many of these effects currently
are not well understood. Some may prove to be relatively insignificant
from a safety and soundness point of view. Only time will tell. At

this point, I would like to review those provisions directly affecting
banks and those "indirect" effects that are perceived to present some
concerns.

Tax Rates

The current top corporate tax rate is 46 percent. This would
be changed to 34 percent and is the only aspect of tax reform
which would be directly favorable to banks. The tax savings
to banks from lower tax rates are difficult to estimate since
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tax-induced changes in bank portfolios would likely cause
a considerable change in banks' taxable income. Ignoring
these other effects, we estimate the lower rate would reduce
banks' annual U.S. income tax liability about $1 billion.

Bad Debt Reserves

No provision of the proposed tax law troubles the FDIC as
much as the elimination of loan loss reserves for large banks.
Current tax law allows all banks to maintain reserves computed
under either the percentage method or the experience method.
The percentage method allows reserves to be maintained at
0.6 percent of eligible loans. This percent was ratcheted
down from 2.4 percent under the Tax Reform Act of 1969. Back
then, loan losses were running well below 2.4 percent and
the intent was to phase banks into the experience method.
Now though, loss rates have more than doubled and are signifi-
cantly above 0.6 percent. This phenomenon has caused many
banks to "voluntarily" switch to the experience method which
effectively allows reserves to be based on a six-year moving
average of loss rates.

Under the proposed law, banking organizations with total
assets of $500 million or more would no longer be allowed
deductions for bad debt reserves. Losses in their portfolios
could only be recognized when specific loans have been identi-
fied and charged off. Moreover, these organizations would
have to recapture (something the Tax Reform Act of 1969 did
not require) existing reserves over four years unless they
qualify as a troubled organization.

The FDIC, from the beginning, has opposed this tax change.
We do not object to banks paying their fair share of taxes,
but we feel strongly that providing for bad debt reserves
is good accounting, good business and good banking. In our
view, anything that discourages banks from providing for
losses in their loan portfolio is potentially dangerous.
Last year, net loan charge-offs amounted to $13.1 billion
or 0.80 percent of year-end loans. We have not seen a rate
that high since 1936. Table II compares the loan charge-off
ratio over the last five decades. The ratio is over
ten times what it was in the forties and fifties and nearly
double what it was in the seventies. We and other regulators
are continually encouraging banks to reevaluate their loan
portfolios and adequately provide for potential losses. Table
III indicates that banks have been increasing their reserves
while their losses also have increased. The level of nonper-
forming, subquality assets continues to outpace the growth
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in reserves. The change in the tax law will certainly not

help in the effort to get banks to increase their reserves.

The elimination of the bad debt reserve deduction for large

banks not only has adverse safety and soundness implications,
it represents the loss of a reasonable and legitimate business
expense. It is simply a fact that loan losses occur before

they are identified. If it were otherwise, we would probably
have a lot fewer bank failures -- banks would know to avoid

certain credits before it becomes too late. Moreover, we

see no reason for the arbitrary distinction between large

and small banks. Bad debt reserves are just as appropriate
for a $550 million bank as they are for a $450 million bank.

Currently, there are 525 banks with over $500 million in

assets. However, the proposed law takes away deductible
bad debt reserves from banking organizations with consolidated
assets over $500 million. Nearly 2,600 banks are affiliated
with larger bank holding companies and would lose their bad

debt reserves. As a group, 398 banking organizations, with

$2.3 trillion in assets and about 80 percent of the loans
in the banking industry would be affected.

These banks will have to recapture existing bad debt reserves

over the next four years. We do not know the volume of these
reserves that will be subject to recapture. However, in

light of the effective minimum of 0.6 percent of qualifying
loans and recognizing that many banks have switched to the

experience method, we have assumed that the number is between

$7 and $12 billion. Using a 34 percent tax rate, this
provision would cost the industry between $2.4 and $4 billion.

The tax law would allow certain "troubled" banking organiza-
tions to defer recapture of their loan loss reserves. Such

organizations are those whose nonperforming assets exceed

75 percent of their equity. At this point though, it is

not clear what assets are to be counted as nonperforming,
how equity is to be defined and whether the 75 percent test

would be applied on an individual bank or on a consolidated
basis. It is also not clear whether or not a "troubled"
bank can elect not to defer recognition in order to use up

expiring Net Operating Losses.

The FDIC has attempted to calculate the effectiveness of

this ratio in identifying problem banks. We assumed nonper-

forming assets include only loans 90 days or more past due

and nonaccrual loans. Not counted as troubled assets was

foreclosed real estate, though we believe it should be. We
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also assumed that capital referred to total book equity anddid not exclude intangibles such as goodwill.

Of the 398 affected organizations, only 14 organizations
have a ratio over 75 percent. These 14 banking organizations
represent 60 banks of which 31 are currently on the FDIC'sproblem bank list. Of all the banks affected by the tax
change, 104 are on our problem list; so the troubled banktest identified less than one-third of problem banks losing
their bad debt reserves.

When computed on a consolidated basis, the troubled bankratio grants relief too late and where it is least needed.
All but two of these 14 companies reported losses in 1985
and, for them, the tax effect of recapture is probably amoot issue. These companies may actually be better off from
a tax standpoint to recapture reserves now rather than later.

The test does somewhat better if applied qn an individual
bank basis, i.e., if the ratio is computed separately foreach bank in the holding company rather than for the consoli-
dated organization. On this basis, relief is granted to
51 of the 104 problem banks affiliated with large banking
organizations. Moreover, resources of nontroubled banks
cannot be used to save a troubled affiliate. Capital isregulated on an individual bank basis. Also, the Federal
Reserve Act prohibits banks from acquiring low quality assets
from affiliates. Therefore, it seems more logical to apply
relief based on the condition of the individual banks rather
than the consolidated organization.

The ratio also does better at lower levels. At 50 percent
instead of 75 percent, the ratio would grant relief to nearlytwo-thirds of our large problem banks -- if applied on anindividual bank basis. At that level, only eight percent
of all large banks would qualify as troubled.

In sum, we think taking away the bad debt reserve is a movein the wrong direction and that the troubled bank test does
little to change that. At a minimum, we urge Congress to
ensure that the test is applied on an individual bank basis,
and that "troubled" banks are given the option to recapture
reserves. We also think 75 percent is too high a threshold
(50 percent would be more realistic) and that foreclosed
real estate should be counted as nonperforming assets.
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Interest to Carry Tax-Exempt Securities

In general, banks will not be permitted to deduct interest

expense incurred to carry tax-exempt securities acquired

after August 7, 1986. Since banks historically have been

one of the most significant holders of tax-exempt securities
(currently holding approximately $140 billion or about

one-third of total tax-exempt issues), yields on these issues
are likely to increase. We already have observed an increase

in the yield of tax-exempts, most likely in part because
of this provision.

This provision may depress the value of tax-exempts currently

held in bank portfolios. Interest deductibility would continue
for these securities while held as investments, but sales
would be at market prices reflecting the new tax rules. Banks

needing to sell their municipals for liquidity or tax planning
purposes would have to absorb the loss.

This provision, coupled with the corporate minimum tax (dis-

cussed below), will impact small banks disproportionately.
Small banks have invested relatively more in tax-exempt securi-

ties than have larger institutions. For example, banks with

less than $100 million in assets hold about 30 percent of

all municipals but less than 20 percent of industry assets.
A more equitable solution, it seems to us, would be to allow
the current rules to follow existing securities until maturity

or for a specified number of years. We suspect this would
have minimal impact on taxes since most banks would otherwise

hold the securities until maturity. It's the few banks that
would need to liquidate that we're concerned about.

Corporate Minimum Tax

The proposed tax law also repeals the present add on minimum

tax and creates a new alternative minimum tax (AMT). After
1989, banks will have to compute their AMT based on their

earnings and profits. We are not aware of the final rules

that will govern this calculation and thus are unable to

assess the likely impact on the banking industry. Until

1989, the transition rules will essentially require banks
to recompute their taxes based on 20 percent of the sum of

taxable income plus one-half of tax preference items. Banks

will be liable for the greater of this AMT or normal computed

taxes. The largest tax preference item is income on tax-exempt

bonds. Banks with a large proportion of tax-exempt income
-- on the order of 60 percent or more of accounting income
-- will be subject to the minimum tax. Most banks will not

be affected although, again, smaller banks hold a larger
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portion of municipal securities. A number of smaller institu-
tions undoubtedly will have to pay more taxes. Moreover,
this impact will be exacerbated by the proposed change
regarding the deductibility of costs of carrying municipal
securities. Unfortunately, banks looking to reduce their
holdings of municipals would face a somewhat less receptive
market to the loss of interest deductibility described above.

Net Operating Losses

The effect of subjecting banks to the same rules as other
taxpayers (carryback three years; carryforward 15 years)
will be to force banks to rely more on future tax liabilities
to recapture current losses. Under existing laws, banks
operating in a loss position can realize immediate tax benefits
(cash refunds) until taxes paid over the immediately preceding
ten years have been recaptured.

Receiving immediate tax benefits in response to a loss is
of significant importance to a bank and, in some cases, can
mean the difference between solvency and insolvency. The
tax committees recognized this and, in light of the current
economic climate affecting many institutions, adopted transi-
tional rules that would allow the ten-year carryback provision
to remain for losses attributable to bad debt losses in tax
years beginning before 1994. This will soften the impact
of tax reform for institutions affected by current problems.
Perhaps unintendedly, it also recognizes that expected losses
in a loan portfolio cannot be promptly identified -- the
reason we advocate the continuation of loan loss reserves.

Investment Tax Credit

Repeal of the investment tax credit will primarily affect
banks with sizable leasing operations. Direct lease financing
has been one of the fastest growing areas in banks' portfolios,
with the industry currently having an investment in excess
of $24 billion in this activity. One of the attractions
of lease financing is the tax benefits that accrue to the
banks due to purchases of assets eligible for the credit.
In 1985, banking companies claimed approximately $600 million
in such credits. For the most part, these credits have been
taken by larger banking organizations. Smaller institutions
will be relatively unaffected.

Repeal of this credit most likely will result in increases
in leasing costs to lessees and a diminution of banks' involve-
ment in lease financing.
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Foreign Tax Credit

The operation of the foreign tax credit and the effect the

tax reform package will have on credits available to banks
is complex and the impact is not yet clear to the FDIC. A
number of the larger U.S. banks are significant participants
in overseas loan markets, with total foreign loans currently
at about $300 billion. These institutions used about $1.2
billion in foreign tax credits to reduce their U.S. tax
liability. The proposed tax law will curtail the use of

such credits. Essentially, banks will no longer be able
to average credits from high and low withholding countries
where the country's withholding taxes on interest earned

are five percent or more. The proposed limitations will
reduce the relative attractiveness of foreign loans.
Presumably, banks will demand a higher yield or seek alterna-
tive investments.

In an effort not to discourage lending by U.S. banks, the
proposed law provides for a five-year transition for 34

International Monetary Fund countries. The identity of these
countries has not been made public, although presumably they
include the 15 countries covered by Secretary of the Treasury
Baker's plan to aid less developed countries. Loans to these
countries account for about one-third of all loans to foreign
countries.

Other Provisions

As stated earlier, virtually every provision of the tax reform
legislation will have some effect on bank operations. Some

are more obvious than others. The provisions relating to
real estate investments (longer depreciation schedules and
restrictions against offsetting losses against earned income)
may reduce the value of foreclosed real estate currently
held by banks. At the present time, banks hold about $8
billion in foreclosed real estate, about double what it was

four years ago. These provisions could also reduce the quality
of some loans secured by income producing properties. We
are particularly concerned about loans to limited partnerships
operating primarily as tax shelters.

The restrictions on eligibility to make tax-deferred contribu-
tions to an IRA will also affect banks. These accounts have

grown in importance in terms of funding sources, and currently
banks hold about $52 billion, or 26 percent, of all IRA
deposits. The new rules will diminish the importance of
IRAs for banking institutions. Banks will have to develop



140

new products to fund growth. This transition may likely
be more difficult for smaller institutions.

Conclusion

The FDIC strongly supports the objectives of the proposed tax change.
There is no disagreement that banks, as well as other taxpayers, should
each pay a fair share of the national tax bill. What's fair is largely
a matter of perception and clearly banks suffer from the perception that
they pay less than their fair share of taxes. The banking industry has
argued, at various times, that federal income taxation should not be
viewed in isolation, and that other implicit taxes, such as the cost
of keeping noninterest bearing reserves with the Federal Reserve System
and the lower yield earned on tax-exempt bonds, should be considered.
My purpose today is not to support either side in this controversy.
However, tax legislation cannot be evaluated without considering the
incentives provided by the revised structure and the realities of the
"real world."

In the case of banking, the real world involves a significant number
of banks adversely affected by problem sectors: energy, agriculture,
international obligations and, in some cases, commercial real estate.
In this situation, the incentives, tax and otherwise, should be for banks
to reserve adequately to cover anticipated losses so as not to present
an overvalued balance sheet. The tax reform proposal does not accommodate
this; in fact, the incentive is to provide minimal reserves, and realize
losses only when specific loss items can be identified. Not only does
this provide the wrong incentives, it does not correspond to the realities
of the credit granting process.

With our limited knowledge of the details of other tax revisions,
it is difficult to assess fully the impact on banks. On balance, U.S.
income taxes will most likely increase for the banking industry, but
we fully expect banks will adjust their business strategy to minimize
the impact on their after-tax earnings and their capital. To the extent
banks are unable to preserve after-tax earnings, the value of their capital
-- and thus their ability to raise it -- will be lessened in the
marketplace. In this regard, capital markets have consistently assigned
less value to the earnings of banks than that given other industries.
Should the markets perceive the proposed tax law affects banks worse
than other industries, raising capital will become even more difficult.
This effect would come at a time when the industry is facing its greatest
strains in recent history.
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TABLE I

Problem and Failed Banks

Problem
Failed Banks
Banks* (Period-end)

1986 (Aug.) 100 1,418

1985 120 1,140

1984 80 848

1983 48 642

1982 42 369

1981 10 223

*Includes assistance transactions
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TABLE II

Historical Net Loan Charge-off Ratios

Ratio

1934 3.421
1935 1.610
1936 0.875
1937 0.309
1938 0.585
1939 0.419
1940-44 0.072
1945-49 0.058
1950-54 0.063
1955-59 0.068
1960-64 0.146
1965-69 0.171
1970-74 0.304
1975-79 0.473
1980-84 0.520
1985 0.804
1986* 0.826

*First Half
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TABLE III

Net Loan Losses, Nonperforming Assets
and Book Bad Debt Reserves

($ - Billions)

Nonperforming
Assets *

Book Loan Reserves to Non-
Loss Reserves performing Assets

$ 26.2
23.1

18.6
15.4

13.2

11.4

46.3%
45.3

37.6
33.5

29.1

*Flrst Half

fIncludes loans 90 days
real estate.

or more past due or on nonaccrual status and foreclosed

1986*
1985

1984

1983
1982
1981

$ 56.6
51.0

49.5

46.0

45.3
NA

Net Loan
Losses

$ 7.0

13.1
10.7

8.4
6.6

3.8
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Representative OBEY. Thank you, and thank you all. Let me startwith you, Mr. Cooke. You indicate that you think banks will adjusttheir strategies in order to try to deal with this new bill. What doesthat mean in terms of banks with a significant number of farmloans? Would you be suggesting, for instance, that this would makeit much more significant and difficult for financial institutions toavoid foreclosing on shaky farm loans?
Mr. COOKE. With regard to the elimination of the bad debt re-serve, there's a couple schools of thought, one is that since bankswill only be able to recognize a loss for tax purposes when they'vecharged off a specific loan that some banks might move morequickly on foreclosing on particular farm loans.
The other school of thought is the banks will primarily continueto foreclose when they think it makes the most economic sense.We do not know exactly which way it is going to work out. Onlytime will tell. By adjusting to the new tax changes primarily wewere focusing on how we suspect banks will shift out of municipalsor shift out of leasing operations or demand higher returns, andthey will be a little more reluctant, we would think, to make loansto foreign countries.
Representative OBEY. You said that you have not seen a rate fornet loan chargeoffs which you said amounted to $13 billion of year-end loans-you have not seen a rate like that since 1936?Mr. COOKE. That's correct. It has been going up steadily.Representative OBEY. In other words, 10 times what it was in the1940's and 1950's and double what it was in the 1970's?Mr. COOKE. Yes, sir.
Representative OBEY. Let me ask the other panelists, in light ofthose numbers and Mr. Cooke's comment, would any of you haveany observations on the effect of this bill on the banking system?Mr. Eisner.
Mr. EISNER. Well, with some hesitancy because I really don'tknow the details of the banking system, but one thing that juststruck me, Mr. Cooke remarked on the places that banks wouldreduce their loans. That means they would be increasing themsomewhere else and there would be other beneficiaries.
I guess, in general, I am unsympathetic to deductibility of re-serves for losses that may take place in the future. It seems to methat losses should be deducted on a current basis and I don't ap-prove of any of this business of making believe you're going to havesome burden in the future, even assuming you will have it in thefuture, and charging it now. That is, at best, a free loan from theGovernment of tax revenues.
Representative OBEY. Does anybody else want to comment?Mr. COOKE. I would just like to respond to that. I think that justdoes show lack of familiarity with the banking industry and howthe loan process works.
Loan losses-right now there are any number of banks-well,probably every bank has loans that it still has not specifically iden-tified but it knows by the way the economy has been moving, bywhat's happening with particular borrowers, by the trends in itscommunity, that it's about to suffer losses. If it has to wait untilthey finally all do go bad, it's probably too late. It's much more ap-propriate that they make an estimate on how much loss they think
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is in their portfolio today and then adjust it later if they find out
they have overestimated or underestimated it.

Representative OBEY. I can't help but observe that that is even
true for the Eximbank, which still carries on its books as a poten-
tially good loan, loans to Cuba. I don't think anybody expects Cuba
is going to be repaying loans to the Eximbank in the next couple
years.

On revenues, if I can just run down the table and ask you to
point thumbs up/thumbs down to save time for other questions, is
there anybody here who-at least three of you have already indi-
cated what you think-is there anybody here who thinks that this
bill is likely not to result in a larger deficit than we would be led to
believe by the official estimates?

Mr. BRINNER. I indicated that I thought that revenues would be
lower, but that, on average over the 5 years, expenditures would be
lower by a comparable magnitude. So that from a deficit point of
view, this was not a problem.

Representative OBEY. How about next year? The reason I'm fo-
cusing on next year is not necessarily because it's the most impor-
tant to the economy, but because next year is the year when
Gramm-Rudman could go "bang."

Mr. BRINNER. Next year, our estimate-and this is on a calendar
basis but the fiscal year would be similar-is that the total taxes
would be reduced by $25 billion, expenditures by only $7 billion,
giving you an $18 billion difference in the deficit. So that has to be
made up in future years with bigger interest savings and then the
bill turning into a revenue gainer of major proportions on the cor-
porate side.

Representative ARCHER. Would the chairman yield for just a
quick question on that? Since the bill provides for an $11 billion
revenue increase in 1987, you are basically saying there's going to
be a shortfall of $36 billion, is that correct?

Mr. BRINNER. I'm sorry. When he said next year, I was thinking
you were talking about the year after the one you're currently con-
sidering. For 1987, a $7 billion difference in the deficit; and 1988 an
$18 billion difference in the deficit.

Representative OBEY. 1988 is $18?
Mr. BRINNER. 1988 is the $18. That's where you have the big

problem because the bill on a static basis is intended to raise $11
billion in 1987 and then lose $17 in 1988.

Representative OBEY. I caused the confusion because when I re-
ferred to next year I meant the next year, not 1987 but 1988.

Mr. BRINNER. And it is 1988 where you get the big problem be-
cause you have the big revenue loss from the personal cut being
fully phased in. I would ask you to vote in favor of the tax reform
bill but making a commitment at the same time to do something
like greater deficit reduction at the same time.

Representative OBEY. Of course, that's the problem with the
budget process and that's the problem with Gramm-Rudman. We
always get over this year's problem by delaying those problems
until next year.

Mr. BRINNER. I would ask that you not use the extra revenue
this year, be consistent on that. I would agree. Don't postpone your
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problems until next year. Don't use that static revenue gain to helpmake up the $19 billion optimistically estimated shortfall.Representative OBEY. Let me ask, Mr. Summers, you indicated inyour prepared statement that you thought we ought to look at re-storing the investment tax credit, but you say:
If in the future tax breaks for specific industries are considered on an ad hoc basisit will be difficult to protect the accomplishment represented by the conference com-mittee bill. For the next several years Congress should strongly resist efforts toreopen debate over tax details.

Are you saying-to put that together with your observation onthe investment tax credit, do you think stability is importantenough that even though in your judgment the elimination of theITC is a mistake that we still ought to accept that elimination?Mr. SUMMERS. I would distinguish between microeconomic poli-cies and macroeconomic policies. I had in mind, in the referenceyou quoted, provisions affecting specific industries-banks, timber,oil and gas-rather than provisions that I thought of as being mac-roeconomic in their impact, like the investment tax credit whichaffects firms across a very wide spectrum.
I would not value stability to the point where you would use it asan argument against reinstituting the ITC.
Mr. BRINNER. Well, I might argue that discussions with some ofour industrial clients suggest that the mere mention of the possibil-ity that the ITC could be reinstituted in 1988 or some other yearwill intensify the sluggishness of capital spending until it's reinsti-tuted. If they believe that there's going to be a 10 percent creditinitiated for 1988, that will create an even bigger hole for the econ-omy in 1987.
So I would include the investment tax credit as something that isan unfortunate victim but we don't want to talk about bringing itback because that will create large problems.
Representative OBEY. Well, here's my concern as a legislator.You indicated that we ought to give this an A for equity, a B forgrowth, and a C for simplicity. My observations in my own districtare that we do not certainly yet have the public feeling that this isgoing to be an increase in equity. They may come to feel that, but Iget a profound sense of skepticism expressed by my people. AndI'm not talking about my bankers and my manufacturers. I'm nottalking about the CEO's of companies in my district. I'm talkingabout the people I run into as I walk down Main Street, in hard-ware stores, in taverns, in grocery stores, you name it, just talking.If the main selling point for this bill is equity, but if people getthe impression that that equity is going to last about as long as thecalendar is this year and then we're going to be jumping back infor a lot of other changes, I'm wondering whether we're ever goingto get the public to conclude that this bill is an entree to equity inthe first place.
I am very reluctant to vote for this bill. I come from an area thathas a lot of old-line industries. I'm ver7 reluctant to vote for thisbill. At the same time, if I vote for it, I m terribly afraid I'm goingto have to go back in the soup supporting a lot of changes nextyear, because the one thing people do want is stability.
Mr. JASINOWSKI. Mr. Chairman, I would say on the stabilityquestion that from the point of view of most industry leaders that,
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notwithstanding our feeling that the investment tax credit is a mis-
take, that there's really not much enthusiasm for going back in for
a lot of changes to the code quickly, that stability has as much to
do with investment decisionmaking, perhaps more, than incentives
do.

So I think you're going to get this back and forth and we're going
to be into it, but I don't sense within the industrial community a
desire to push for additional tax changes. Now if it comes from the
Congress or if it comes from other places, that may occur. But cer-
tainly, business would prefer some stability for the next 2 or 3
years.

Representative OBEY. Well, to me, the only reasonable rationale
for going into this thing-again, if we decide to pass it-if you eat a
turkey, at least you ought to digest it first it seems to me-and the
only way that I would feel comfortable adjusting it after we had
gone through all of this strain is if the revenue estimates proved to
be horrendously off because given the requirements of Gramm-
Rudman-Hollings we can't let that happen without screwing up ev-
erything else on the block. I've exceeded my time. Congressman
Archer.

Representative ARCHER. Mr. Chairman, you will never exceed
your time.

Respresentative OBEY. Well, I do when we have to finish it.
Representative ARCHER. I feel very much the same as you do and

I want to ask a number of questions.
First, I want to follow up on your line of questioning with Mr.

Brinner and that is to be sure I understand what you're saying.
In 1987, what do you think the revenue will be? We know that

the estimators say it's going to be $11 billion plus. As I understood
you, you said it would be minus $7 billion. So are you saying it's
going to be $18 billion less than the estimators?

Mr. BRINNER. No. I said the deficit in 1987 would be $7 billion
difference. That would be taxes down $10 billion and expenditures
down $3.

Representative ARCHER. Okay. But just from the standpoint of
the tax bill, one of the things that disturbs me, quite frankly, in
listening to all of you, is that you cannot assume that there is
going to be fiscal responsibility in the Congress. You cannot
assume that the Federal Reserve is going to do anything in one di-
rection or another. You've got to look strictly at this tax bill and
talk just about this tax bill and not say to us, "Hey, but if you do
this over here, then everything is going to be different." Our deal
is strictly the tax bill.

Mr. BRINNER. In our forecast, we assume not that Congress is ir-
responsible, just that there are so many political pressures, that
you can't hit Gramm-Rudman. Our forecast is that for 1991, in-
stead of hitting a balanced budget, you get to something like a $120
billion deficit.

Representative ARCHER. All right. But continuously woven into
all your testimony today was that, "Well, we really can do this if
we do a certain thing with the money supply. We really can do this
if we get our fiscal budget in a different posture or whatever." But
I think we have to talk today just about the tax bill and not
take into account any of these other variables because then you get
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into complexities beyond the capability of any of us to understandas we deal with the tax bill.
So let me see if I understand you for 1987. What do you predictthe revenue estimates from this tax bill will be in 1987?
Mr. BRINNER. I would agree with the committee estimates.
Representative ARCHER. You think it will be $11 billion abovethe current law?
Mr. BRINNER. The static estimates I'm taking as given. Becausethe economy is somewhat weaker, I estimate the tax receipts willbe lower by $10 billion.
Representative ARCHER. Even under the current law?
Mr. BRINNER. That's right.
Representative ARCHER. But you don't think this bill will impact,other than what the estimators say, $11 billion plus compared tothe current law?
Mr. BRINNER. I agree that they've done a good job of trying toestimate some behavioral responses. But what they haven't takeninto account is the fact that the economy will turn sluggish in thefirst year and that means that instead of gaining revenues, as youwould on a static basis, you lose revenues.
Now the way Gramm-Rudman is written, you are not allowed totake into account those feedback effects. So even though I predictthose losses will occur, they won't be counted against you in aGramm-Rudman kind of thing.
Representative ARCHER. So you say basically, according to yourexpectations, as I understand what you just said, that basically wewill have in 1987 what we would anticipate today if the estimateswere correct under the current law?
Mr. BRINNER. You would have a deficit of around $175 billionrather than the hoped-for--
Representative ARCHER. I'm not talking about the spending side.Im talking about just the tax.
Mr. BRINNER. I estimate that you will lose $10 billion because ofthe weak economy.
Representative ARCHER. But you're going to pick up $11 billionunder this new bill and it will be a wash compared to the currentlaw, is that right?
Mr. BRINNER. You pick up $11 and lose $21, so you're down $10.Representative ARCHER. OK; that's what I'm trying to get at. Soreally we're going to have, according to your projection, a $10 bil-lion negative impact in 1987 compared to the estimators' $11 bil-lion plus?
Mr. BRINNER. That's correct.
Representative ARCHER. So we are $21 billion short compared tothe current law.
Mr. BRINNER. And the only benefit that would give you is be-cause interest rates will be lower you will save $3 billion on inter-est expenses, so you're $18 off on the deficit.
Representative ARCHER. And interest rates will be lowered justas a result of this bill and not anything else?
Mr. BRINNER. There's a small additional factor in 1987 from Fed-eral Reserve support, but I think--
Representative ARCHER. Well, let's take that out. The Fed maydecide to support that irrespective of whether this tax bill passes.
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Mr. BRINNER. If you take that out, then it's an even bigger prob-
lem.

Mr. EISNER. May I say something. I would just like to understand
Mr. Brinner, too. Are you saying that because of the tax law the
deficit will be $20 billion more?

Mr. BRINNER. The deficit in an economy with the tax reform
bill-let's talk to revenues-the revenues will be $10 billion lower
in spite of a static $11 billion increase.

Mr. EISNER. Because of the tax law or because of the economy?
Mr. BRINNER. Because of the tax law's effect on the economy.
Mr. EISNER. That, of course, I would question, although Mr. Brin-

ner has his model and he plays with it. To the extent I ve looked at
his model and other model, I think what that must be building in
is a huge impact on investment incentives, reduction in invest-
ment, which I don't think we have any reason to believe.

Representative ARCHER. Well, I understand all of you are going
to disagree about the impact of the bill, but I wanted to pursue this
with Mr. Brinner if I could, and then you are free to say you dis-
agree with me. But if I might just go on and pursue this.

So if we are $21 billion short of revenue compared to what the
estimators say, $10 billion net short, then we have-and I can
guarantee you this Congress is going to reach out and embrace this
$11 billion with open arms because it makes their job so much
easier. They are not going to bank it and save it. They are going to
take it.

Mr. BRINNER. Even though it means that they have a much more
difficult problem for 1988.

Representative ARCHER. Of course, of course. You talk to a ma-
jority of my colleagues. A long-term problem is that which lies be-
tween now and the next election, and we have an election coming
up.

You know, let's face the reality. As Mr. Cooke said, you know,
you got to understand the banking industry to understand what is
going to happen. You got to understand the Congress to understand
what is going to happen here. They are going to fold this in, and
they are going to be so happy, and they can go home and tell their
constituents they met the Gramm-Rudman targets.

You know, I can virtually guarantee you, and I think Dave
would agree with this.

Mr. BRINNER. I have read different comments from others.
Representative ARCHER. Okay. But in any event, that is my judg-

ment.
Okay, so we go in anticipating $11 billion more, we end up with

$10 billion less. We are $21 billion short going into 1988.
Mr. BRINNER. That is right.
Representative ARCHER. Then on top of that your estimates show

a $25 billion shortfall in 1988. Did I understand your response?
Mr. BRINNER. That is correct.
Representative ARCHER. So that is 25. That is 46. We have to

meet a target of a minimum of $36 billion under the current law.
This is a total of $82 billion that the Congress is going to have to
come up with 1 year from now in savings?

Mr. BRINNER. I don't assume you make that. I assume you do
not.
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Representative ARCHER. No, I am not asking you what youassume. I am just trying to present for the public to understandthe magnitude of what is involved in this tax bill as it impacts onthe budget deficits and Gramm-Rudman.
Mr. BRINNER. I wouldn't even recommend that you try to hitGramm-Rudman. If you did and made expenditure cuts of the sizeyou just calculated, you would create a recession. No doubt aboutit.
Representative ARCHER. Well, yes, I appreciate that input. Butwhat this says to me is that if this tax bill passes we can kissGramm-Rudman goodbye, and that is what I interpret you aresaying. Is that correct?
Mr. BRINNER. For 1988?
Representative ARCHER. You said we won't make it.Mr. BRINNER. It will have to be massively amended to change theschedule. You are going to have to raise your-
Representative ARCHER. Well, that means we can kiss Gramm-Rudman goodbye as we know it today.
Mr. BRINNER. I hope you don't kiss it goodbye forever.Representative ARCHER. Does anybody disagree with this on thepanel, that this places the seeds of the destruction of Gramm-Rudman and being able to even have any hope of getting to a bal-anced budget in 1991?
Mr. EISNER. I disagree. I would say the seeds of the destruction ofGramm-Rudman were set the day you passed it, and it is dead. Youare not going to be able to meet its targets and it is good that youwon't be able to meet them. You would wreck the economy if youdid.
Representative ARCHER. OK; well, that is another issue, but doyou think this--
Representative OBEY. Is that all? [Laughter.]
Representative ARCHER. Do you think this bill puts us in a betterchance to reduce deficits or that it will increase deficits?Mr. EISNER. I don't know positively, and that is what I wanted tomake clear with regard to what Mr. Brinner was saying. I don'tthink he disagrees with me.
Understand that he is not disagreeing with the revenue esti-mates, the static revenue estimates. He is saying that in his opin-ion the tax bill is going to hurt the economy, reduce income, andtherefore, reduce tax revenues.
Now, you may or may not agree with that, but understand thatif you are concerned with what he is saying it is because you be-lieve that the tax bill will lower national income, and therefore,tax revenues. That is what his statement depends on, not a dis-agreement with the Congressional Budget Office or any of the esti-mates which are static estimates, assuming the economy is not af-fected by the bill.
Representative ARCHER. Well, Mr. Eisner, that is just not truebecause I have worked hand in glove with the estimators as thisbill has developed, and they are not using a static basis for theseestimates.
Mr. EISNER. No, they are in the sense that they are assumingthat it is not having any impact, up or down, on the economy as awhole.
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Representative ARCHER. No, they are assuming behavioral
changes. They are assuming some behavioral changes, which is not
static.

Mr. SUMMERS. Congressman.
Representative ARCHER. Yes.
Mr. SUMMERS. If I might try to clarify the sense in which both

my colleagues on the panel are right.
The estimates do assume behavioral changes in the way people

time their income, in the pattern of where they invest, and so
forth. So at the microeconomic level-they give less to charity and
so forth-at the microeconomic level there are a host of behavioral
changes that are assumed, and they are dynamic.

At the macroeconomic level it is assumed that despite those
microeconomic changes, the total GNP is the same with or without
the tax bill and that constraint is imposed on the estimation.

Representative ARCHER. Yes, sure.
Mr. SUMMERS. When Bob Eisner speaks of the estimates as being

static, that is what he is referring to.
Representative ARCHER. But the micro changes have a direct

impact on revenues.
Mr. SUMMERS. Absolutely.
Representative ARCHER. And that is the point I am trying to

make.
Let me ask you just this, and, Mr. Chairman, gosh, this is such a

complex bill, as Alan Greenspan started out testifying. There are
thousands of things we can talk about, and I hate to lose you be-
cause you are great resources and we want to make the right deci-
sion on this bill, what is right for this country-and not just for
this election but what is right for this country, and your testimony
has helped me a lot.

But I am concerned about a number of things that are unan-
swered questions.

Representative OBEY. You have got time for one more.
Representative ARCHER. All right.
What is the total cost on what has loosely been called business

by many of those who talk about this bill, but really is individual
to corporation, not from individual to business? What is the total
cost, in your estimation, to business when you count individual pro-
prietorships and partnerships which generate investment in this
country-it is not just corporations-and I assume you have taken
that into account in your determination of your feelings about this
bill. But what would each of you guess is the real transfer from in-
dividuals to business?

Mr. JASINOWSKI. Well, let me take a first shot at that and tie it
back into what I have been anxious to make a further--

Representative ARCHER. Because, by the way, the estimator can't
break that out for me.

Mr. JASINOWSKI. Right.
Representative ARCHER. Or they won't break it out.
Mr. JASINOWSKI. I want to bring that back to the international

competitiveness question, and it leads to the challenge of Bob
Eisner's view that it won't make any difference what you do in this
bill in terms of how well we compete.
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If you were to simply eliminate the inefficient subsidies, on theone hand, in business and transfer it within the business sectorand do away with these differences among businesses, you reallywould, I think, not harm international competitiveness.
And beyond that, as I said in my testimony, there are major effi-ciency gains here because you are doing away with shelters. Butoverall, Congressman, you are transferring roughly $120 billion ofincreased taxes onto the capital sector and the business sector,some of which is inefficient, much of which is efficient, and you aretaking that and moving it over to subsidize additional consumption,

and it is that second step which Alan Greenspan also alluded to,which is why this bill is so harmful to international competitive-
ness.

So one measure of the cost is $120 billion in terms of businesscost. Now, let's subtract something from that for inefficient subsi-dies. Maybe you want to use passive investment, maybe you wantto use some other provision. But let's assume it is $20 to $30 bil-lion. You are still talking about $100 billion.
Now, another measure you could use in the econometric simula-tions of the increased cost of capital, which run in the neighbor-hood of 10 to 15 percent.
So those are two measures of the cost, but I would say withoutquantifying it, the real cost of this bill is because there is not a dis-tinction between the additional taxes on capital and the shift ofthat to consumption.
Mr. SUMMERS. Congressman, I understood your question to benot about the total economic effect but just the revenue hit.
As a rough guess-but it is very rough because we all work fromthe same publications of the revenue estimators that you workfrom, and we get less information from them than you do, notmore-but as a rough guess, corporate investment in equipment

and structures is about 80 percent of all investment in equipment
and structures, and so I would up the estimate roughly 25 percent.That is excluding the residential. That is nonresidential plantand equipment. If you are counting building housing as partner-ships, then you would up it by more than 25 percent.

Representative OBEY. OK; let me thank all of you for coming. Iappreciate it. I know you have to catch a plane.
It seems to me what you are saying is that if we want theequity-which Mr. Summers indicates this bill gives us an A on-itseems virtually everybody is saying that if that is the case, then weare going to have to accept the consequences. To achieve thatequity through passage of this legislation we will have to acceptthe fact that the deficit may be likely to rise, probably will belikely to rise, and that that can very well have the effect of makingGramm-Rudman go boom. That is really the choice that the Con-gress has to face up to and be aware of.
Thank you all very much. Appreciate it, and I hope, Mr. Cooke,that your concerns about the banking industry prove not to be asserious as they may. Thank you all.
[Whereupon, at 12 noon, the committee adjourned, subject to thecall of the Chair.]
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