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TAX REFORM, TAX RATES, AND TAX REVENUES

TUESDAY, APRIL 23, 1985

CoNGRESS OF THE UNITED STATES,
SuBcoMMITTEE ON MONETARY AND FiscaL PoLicy
oF THE JOINT Economic COMMITTEE,
Washington, DC.

The subcommittee met, pursuant to notice, at 10 a.m., in room
SD-G50, Dirksen Senate Office Building, Hon. James Abdnor (vice
chairman of the Joint Economic Committee) presiding.

Present: Senators Abdnor, Mattingly, and D’Amato; and Repre-
sentative Fiedler.

Also present: Christopher J. Frenze, professional staff member.

OPENING STATEMENT OF SENATOR ABDNOR, VICE CHAIRMAN,
JOINT ECONOMIC COMMITTEE, PRESIDING

Senator ABDNOR. I would like to welcome the distinguished panel
testifying before us this morning. This hearing on tax reform, tax
rates, and tax revenues will explore the impact of the Economic
Recovery Tax Act on. taxpayer behavior and the implications for
tax reform. .

Today, there isn’t much disagreement about the harmful eco-
nomic consequences of high marginal tax rates. Everyone from
Congressman Jack Kemp to Senator Bill Bradley agrees that they
undercut incentives to work, save, and invest, and, thereby, lower
economic growth and American living standards. I think virtually
all of the tax reforms have great merit insofar as they would
reduce marginal tax rates. Reform is urgently needed to reduce the
tax impediments to economic expansion and to curtail tax-driven
decisionmaking.

During the late 1960’s and the 1970’s, inflation-induced bracket
creep pushed more and more taxpayers into the high tax brackets
previously reserved for the very wealthy. The available evidence
suggests that this spawned an explosion in tax avoidance activities
of all kinds. For example, reported losses from farming, partner-
ships, professional practices, small business corporations, and other
sources have multiplied to more than 10 times their level in the
mid-1960’s. Other forms of tax avoidance have also exploded in the
last 15 to 20 years.

One of the worst features of the Tax Code is this incentive that
high marginal tax rates give to tax avoidance and evasion. A stag-
gering amount of time and energy is wasted manipulating the Tax
Code to minimize tax liability. Tax aversion can have an especially
negative impact on particular sectors as, for example, agriculture.
In this industry, nonfarm tax-sheltered investors are putting bona
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fide farmers out of business. If we lower marginal tax rates enough
and broaden the tax base, we could remove much of the motivation
for this tax avoidance activity.

Furthermore, as chairman of the Appropriations Subcommittee
on Treasury, Postal Service, and General Government, I am keenly
aware of the huge revenue losses resulting from tax evasion. Exces-
sive tax rates are undermining civic morality and endangering the
basis of our income tax system. As much as $95 billion a year may
be lost to the Treasury because of tax evasion. Tax reform could
make such evasion unattractive by lowering tax rates.

This morning we will hear expert testimony on how changes in
marginal tax rates affect taxpayer behavior. These statements
should make a solid contribution to our understanding of tax
reform issues.

Senator Mattingly, I know you are one of the real tax experts in
the Congress. Do you have a statement to make?

OPEN ING STATEMENT OF SENATOR MATTINGLY

Senator MaTTINGLY. Thank you, Senator Abdnor. I have been a
contributor for 54 years to the Federal Treasury. I think I would
need greater encouragement if I didn’t contribute as much. This is
what this hearing is all about. Qur Federal tax laws are too com-
plex. I think they do need to be simplified. Inequities must be cor-
rected and loopholes closed. We must not, however, increase the
tax burden for the taxpayer.

Moreover, I think we need to find out what deductions have to be
maintained in order to encourage home ownership, charitable con-
tributions, and capital investment on the part of business. In other
words, I think if people are going to reform the Tax Code we must
reform it by making certain that we encourage the private sector,
not discourage it.

I think there’s a lot of support for tax s1mphficat10n and fairness
west of the Potomac. I am not sure about here.

But I would hope what you would address today, Senator
Abdnor, that I think we need to see what kind of tax policy is most
conducive to saving, investment, business formation and expansion,
increased productivity, and risk taking.

I hope all of you would address these issues. I am all for making
sure that we are revenue neutral. But I don’t want to get so bogged
down in understanding that we have a complicated, unfair Tax
Code, and that we need a simple and fair Tax Code. I hope we don’t
forget what we are really trying to do.

I think if you look at history, and I hope you will all discuss the
history and effects of the 1981 Tax Act, I think we will see that
with lower rates come all of the positive economic results that I
have mentioned. -

The only other thing I hope they would address is the grandfath-
ering of Tax Code provisions. I appreciate you holding this hearing,
Senator Abdnor. I hope we can make more progress in lowering tax
rates and that all of you will agree that this is the year to do it.
Thank you, Senator Abdnor.

Senator ABpDNOR. Thank you. Very good.




We are happy to say we have been joined by Congresswoman
Fiedler, a member of our committee, and we appreciate that you
have come a long way to take part in this. We welcome you. Do
you care to make a statement?

Representative FiepLeEr. No; thank you. I would be happy to
listen to the testimony of the people on the panel. Thank you.

Senator ABDNOR. We certainly have an excellent panel to hear
from this morning. We feel fortunate to bring these four individ-
uals together. We will start out on my left. Mr. Gwartney, do you
want to lead off this distinguished panel here?

STATEMENT OF JAMES GWARTNEY, PROFESSOR OF ECONOMICS
AND POLICY SCIENCES, FLORIDA STATE UNIVERSITY, TALLA-
HASSEE

Mr. GwARTNEY. Thank you, Senator. It’s a pleasure to have an
opportunity to share my analysis, particularly the 1981-83 data,
and it’s a pleasure to be on such a distinguished panel as this. Ac-
tually I should be perhaps a little bit relieved that you called on
me first. Really if Richard Rahn and Craig Roberts and Richard
Vedder had preceded me there probably would not have been much
for me to say. So I can breathe a sigh of relief at that point.

I really have only short introductory remarks. I, of course, will
have my prepared statement put in the record.

Senator ABDNOR. Your entire statement will be made a part of
the record.

Mr. GwarTNEY. I would like to make three points. First, I will
deal with the distributional issue—the impact the tax changes of
1981 and 1983 had in tax burden across income groupings. Second,
I will emphasize what I feel is a proper interpretation of the Laffer
curve analysis. Third, I will look at some of the evidence with
regard to the impact of tax changes on tax shelter activities.

While most commentators charged that the 1981 tax legislation
would shift the tax burden to the poor, a handful of economists, in-
cluding each member of this panel, argued that this view was falla-
cious. Basing their views on the structure of incentives emanating
from a proportional tax cut and the historical experience of tax
cuts during the 1920’s and mid-1960’s, these economists argued that
lower tax rates would reduce tax shelter activities, lead to rapid ex-
pansion in taxable income, particularly in the upper brackets, and
increase the share of tax revenue collected from the rich.

There is nothing mysterious about why roughly proportional rate
reductions increased the share of revenue collected in the upper
income tax rate brackets.

Analysis of differential incentive effects—the differential impact
on take-home pay, which is, after all, what motivates us to work—
makes this point clear.

Consider the impact of a rate reduction from 70 to 50 percent on
the incentive of a high income professional or a business executive
to earn taxable income.

When confronting a 70-percent marginal rate, the taxpayer gets
to keep only 30 cents of each additional dollar earned by cutting
costs, producing more, or investing more wisely.
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But after the tax cut, take-home pay leads to an increase of 50
cents for each dollar earned, a whopping increase of 67 percent in
the incentive to earn. Predictably, the taxpayer will spend less
time figuring out how to hide income in tax shelters and more time
figuring out how to cut business costs and increase sales.

Now, in contrast with the case of that upper income bracket
person, consider the incentive effects on an identical percentage
rate reduction in lower tax brackets. Suppose the 14-percent mar-
ginal rate was cut to 10 percent. Take-home pay per dollar of addi-
tional earnings expands from 86 to 90 cents, only a 5-percent in-
crease in take-home pay.

Compared to the incentive effects in the upper brackets, the
same percentage tax cut in the lower tax brackets leads to a much
smaller increase in take-home pay and therefore a much smaller
increase in the incentive to earn.

This differential incentive effect explains why a tax cut such as
we had in 1981 to 1984, and then previously in the mid-1960’s, actu-
ally shifts the tax burden to high income persons, because it in-
creases the incentive to earn most in precisely these brackets. Of
course, this is precisely what happened in the 1920’s and again in
the mid-1960’s.

The 1983 individual data now permit us to investigate this issue
once again. Once again, the findings are consistent with the incen-
tives matter view.

During 1981-83 the income tax liability of high income taxpayers
rose, while the tax liability of other taxpayers fell. Exhibit 1 of my
prepared statement illustrates this point. In 1983, the top 10 per-
cent of earners paid 50.5 percent of the total tax liability, up from
48.2 percent in 1981.

As exhibit 3 of my prepared statement illustrates, the share of
the total income tax liability collected from high income taxpayers
was larger in 1983 than at any time during the last 15 years. Far
from a reverse Robin Hood process, as some have charged, the 1981
tax legislation might more accurately be described as the tax cut
that really soaked the rich.

Turning to analysis or some reflections on the Laffer curve, in
the past, the discussions of the Laffer curve have generally focused
on the link between overall changes in tax rates and aggregate tax
revenues. Such aggregative analysis is misleading, because it con-
ceals the fact that there is a series of tax base elasticities—that is,
responsiveness of the tax base to changes in rates across income
groupings—rather than a single tax base elasticity that applies to
all income groupings.

An analysis of changes and incentives, as we previously dis-
cussed, indicates that the tax base will be more responsive to rate
changes in the upper brackets. Prior research by James Long of
Auburn University and myself, along with the 1981-83 tax data, in-
dicates that lower rates exert relatively less impact upon the tax
base in the lower income and marginal rate tax categories.

In contrast, that is not the case in the upper brackets. In the
upper income and tax brackets, changes in tax rates lead to sub-
stantial changes in the tax base.

- The rapid 1982-83 increase in adjusted gross income and tax li-
ability of taxpayers whose marginal rates were lowered as a result
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of the imposition of the tax ceiling. The lowering of the ceiling
from 70 percent to 50 percent, illustrates this point.

Measured in constant dollars, this group which comprised the top
1.36 percent of taxpayers, paid more taxes in 1983 than in 1981,
even though their rates were lowered sharply. This indicates that
they were and perhaps still are on the backward-bending portion of
their Laffer curve.

Finally, let me address the issue of the impact of the lower rates
on tax shelters. Economic theory, of course, suggests that lower tax
rates make tax shelter activities which result in paper or account-
ing losses less attractive than otherwise would be the case. There-
fore we would expect some opting out of tax shelters as the margin-
al tax rates are reduced. The 1983 tax data show that the trend
toward larger and larger accounting losses has been reversed by
the lower marginal rates. Thus it is consistent with the theory. Net
income minus net losses in income categories such as partnerships,
small business corporations, and business and professional prac-
tices are sensitive to tax shelter activities. Thus if we want to see
what is happening in tax shelters, these are major categories that
we would want to look at.

As exhibit 5 of my prepared statement illustrates, net income in
these categories declined steadily as bracket creep increased tax
rates throughout the 1970’s. That trend reversed in 1983. For the
first time in several years, net income from the sources most influ-
(fgggd by tax shelter activities rose relative to the previous year in

However, it takes time for taxpayers to alter their investment
patterns, to move funds from tax shelters into higher yield invest-
ment opportunities. As more and more taxpayers are convinced
that the lower rates are here to stay, and as they have time to
adjust, more fully, their asset holdings, predictably still more funds
will shift away from tax shelter investments. Thus the long-run ex-
pansion in the tax base will be greater than what we have observed
in the short-run period between 1981 and 1983.

In fact, you already are starting to see articles in popular media
such as the Wall Street Journal, Time, and Newsweek about the
hard times of the tax shelter industry. This is precisely what we
would expect as the lower marginal rates make such activities less
attractive.

Finally, as Senator Abdnor emphasized, the real issue is econom-
ic efficiency rather than distributional patterns. Of course, that’s
why the tax shelter issue is so important.

So, let me make myself clear that the reason why we are inter-
ested in the microanalysis of the tax shelter and distributional im-
pacts really relates to economic efficiency.

Certainly the 1981-83 data strengthen the case for lower margin-
al rates. Hopefully the revised Treasury plan will include a top
rate no higher than 30 percent. High marginal rates are a major
source of economic waste. In contrast, low marginal rates will im-
prove the efficiency of our resource use and provide the foundation
for a stronger economic growth.

One final point relating to tax reform. As lower tax rates shift
funds from tax shelter investments into the organized loanable
funds market—that is, the stock and bond markets—predictably
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real interest rates will decline because of increases in the supply of
funds to the organized loanable funds market. In addition, if limita-
tions on interest deductibility other than for home mortgages are
also adopted and the tax-free status of private use municipal bonds
is eliminated, as has been widely proposed, the demand for loan-
able funds will also decline, placing still more downward pressure
on interest rates. This combination of increase in supply of funds,
as funds shift into the organized loanable funds market, and reduc-
tion in demand for funds for certain kinds of activities which are
financed by borrowing, will predictably lead to downward pressure
on interest rates.

Of course I do not have to tell this committee that lower interest
rates mean a reduction in annual Federal interest payments of ap-
proximately $15 billion for each 1 percent reduction in interest
rates. Thus tax reform promises not only to improve economic effi-
ciency, but it will also reduce Government expenditures as a result
of lower interest rates. _

There is not a conflict, as some have charged, between budgetary
policy and tax reform. Logically, tax reform should be viewed as an
integral part of any expenditure reduction strategy. Thank you,
Senator Abdnor.

Senator ABpNor. Thank you.

[The prepared statement of Mr. Gwartney follows:]
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PREPARED STATEMENT OF JAMES GWARTNEY

The Impact of the 1981-1984 Tax Cuts

This paper considers four issues related to the impact of the 1981-1984
reductions in tax rates. First, the impact of the lower rates on the distri-
bution of the tax 1iability across income groups is investigated. Second,
we analyze the major income components influenced by tax shelter activities
in order to determine if there is any evidence of movement away from tax
shelter investments. Third, the appropriateness of static revenue projections
is considered in light of our findings. Finally, the ‘impact of tax policy

on economic growth is addressed.

I. The Changing Distribution of the Tax Burden

When the 1981 tax rate reductions were passed, many commentators referred
to the legislation as welfare for the rich. Some even charged that the
legislation was "a reverse Robin Hood process, taking from the poor and
giving to the rich." Simultaneously, a handful of economists argued this
was nonsense--that far from shifting the burden of the income tax to the
poor the legislation would actually increase the share of revenue collected
from high income taxpayers. For example, Richard Stroup of Montana State
and I co-authored a paper published by the Federal Reserve Bank of Atlanta

in March 1982, in which we stated, "Predictably a more rapid expansion



of the tax base (taxable income) in the upper brackets will lead to an
increase in the share of income tax revenue collected from high income
groups.”!

The recently released 1983 individual income tax data permit one to
investigate the validity of the two alternative views as to the distributional
impact of the 1981 tax legislation. However, before we look at the numbers,
Jet us analyze what economic theory has to say about the issue. There
is nothing mysterious about why roughly proportional tax rate reductions
increase the share of revenue collected in the upper income (and tax rate)
brackets. Analysis of the differential incentive effects--the differential
jmpact on take-home pay--makes this point clear. Consider the impact of
a rate reduction from 70 percent to 50 percent on the incentive of a high
income professional or business executive to earn taxable income. When
confronting a 70 percent marginal rate, the taxpayer gets to keep only
30 cents of each additional dollar earned by cutting costs, producing more,
or investing more wisely. But after the tax cut, take-home pay from each
dollar of taxable income jumps to 50 cents--a whopping 67 percent increase
in the incentive to earn more. Predictably, this taxpayer will spend less
time figuring out how to hide income in tax shelters and more time finding
ways to cut business costs and increase sales.

In contrast, consider the incentive effects of an identical percentage
rate reductfon in Jower tax brackets. Suppose the 14 percent marginal

rate was cut to 10 percent. Take-home pay per dollar of additional earnings

1James Gwartney and Richard Stroup, "Tax Cuts: . Who Shoulders the
Burden?," Economic Review, Federal Reserve Bank of Atlanta, March 1982,
p. 27.



expands from 86 cents to 90 cents, only a 5 percent increase. Compared
to the incentive effects in the upper brackets, the same percentage tax
cut in the lower tax brackets leads to a much smaller increase in take-home
pay and thus a much smaller increase in the incentive to earn more taxable
income.

Since most of us are motivated by after-tax earnings, proportional
rate reductions will increase the incentive to earn more (and shelter less)
income primarily in the upper marginal tax brackets. As a result, taxable
income will grow most rapidly in these brackets, increasing the share of
taxes collected from high income recipients.

The distributional impact of the tax cuts during the 1920s and again

4 in the mid-1960s was highly consistent with this theory. As the top rate
was stashed from 73 percent in 1921 to only 25 percent in 1926, both the
real dollar and relative share of taxes collected from high income taxpayers
rose. Similarly, in the two years following the 1964-1965 rate reductions,
tax revenue collected from the top 5 percent of earners rose by 7.7 percent,
while the tax liability of all other income groups fell.2 Thus, buttressed
by economic theory and the evidence from two prior tax cuts, supply-side
economists could confidently predict that the 1981-1984 rate reductions
would also shift the burden of the income tax to the rich, even though
theirs was a minority view at the time the legislation was instituted.

Both inflation and expanding income push an increasing share of taxpayers
into upper nominal income brackets. Thus, as other commentators have correctly

pointed out, it is potentially misleading to compare income shares and

21bid., pp. 19-27.
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tax liabilities above specified income cutoffs (for example, above $50,000)
at two points in time.3

In order to avoid bias resulting from bracket creep and income growth,
data should be organized in a manner that will maintain an equal percent
of taxpayers in each group when making comparison across time. Exhibit
1 presents tax liability data for 1981 and 1983 organized in this manner.
Measured in current dollars, the tax revenue collected from the top 10
percent of taxpayers rose from $137.0 billion in 1981 to $139.4 in 1983,
an increase of 1.8 percent. Adjusted for inflation, the real tax liability
of the top 10 percent of earners fell by 6.9 percent between 1981 and 1983,
substantially less than the 18 percent rate reduction during the period.

The top 1.36 percent of taxpayers is of particular interest. This
group consists of taxpayers reporting an adjusted gross income (AGI) of
more than $75,000 in 1981 {and more than $85,300 in 1983). Given normal
deductions, these taxpayers confronted marginal rates in excess of 50 percent
prior to 1982, Beginning in 1982, they received not only an across-the-board
tax cut, as did all taxpayers, but they also benefited from the reduction
in the top rate ceiling from 70 percent to 50 percent. This group encompasses
precisely "the rich" who received the big rate reductions. Just as economic

theory suggests, lTowering the extremely high rates led to a rapid expansion

3In 1981, 4.3 percent (4.1 million) of the personal returns reported
an adjusted gross income (AGI) of $50,000 or more. By 1983 the number
of returns reporting AGI of $50,000 or more had jumped to 5.5 percent (5.3
million). Taxpayers with an AGI of $50,000 or more paid 39.6 percent of
the total tax 1iability in 1983, up from 33.2 percent of the total in 1981.
However, some of this increase simply reflects the expansion in the relative
share of high income returns due to inflation and normal .real income growth.
Since we make comparisons only between identical percentages of returns
across tax years, we are able to avoid this bias and thus more carefully
isolate the impact of changes in incentives emanating from the tax cut.



Exhibit 1: The Change in Federal Income Taxes Collected from

Yarious Income Groups, 1981-1983

Tax Liability
{in billions)

Income Groups Ranked Percent
from High to Lowd 1981 1983 Change
In Current Dollars
Top 10% of Earners $137.0 $139.4 + 1.8
Top 1.36% 58.0 64.9 +11.9
Next 40% of Earners 126.5 117.7 - 7.0
Bottom 50% of Earners 20.6 19.0 - 7.8
Total $284.1 $276.1 - 2.8
In>1981 Dollars
Top 10% of Earners $137.0 $127.6 - 6.9
Top 1.36% 58.0 59.4 + 2.4
Next 40% of Earners 126.5 107.8 -14.8
Bottom 50% of Earners 20.6 17.4 -15.5
Total $284.1 $252.8 -11.0
dThe income ranges for each of the groups were:
Top 1.36% Top 10% Next 40% Bottom 50%
1981 »$75,000 »$33,630 $13,850-$38,630 <$13.850
1983 >$85,300 »$41,500 $14,890-$41,500 <$14,890
Source: The 1981 data are from the Internal Revenue Service, Individual

Income Tax Returns: 1981 Statistics of Income. The 1983 data

are from the Internal Revenue Service, 'Preliminary Income and
Tax Statistics for 1983 Income Tax Returns," SOI Bulletin:
Statistics of Income, Winter 1984-85, pp. 19-30. When necessary

interpoTation (income weighted method) was used .to derive the
tax liability within income groups. The consumer price index
was used to adjust for inflation.
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in AGI. Thus, the top 1.36 percent of taxpayers (approximately 1.3 miilion
returns) paid $64.9 billion in income taxes in 1983, up from $58.0 billion
in 1981, an increase of 11.9 percent. Even when measured in constant dollars,
the tax liability of this group of high income taxpayers rose from $58.0
billion in 1981 to $59.4 billion in 1983, an increase of 2.4 percent in
spite of sharply lower rates. For this segment of the population, the
backward bending Laffer Curve analysis is alive and well.

The data for other income groups also conform to expectations. Since
the rate reductions led to smaller increases in take-home pay per dollar
of additional taxable income in other tax brackets, a smaller change in
the tax base was a predictable outcome. For taxpayers with incomes between
the 50th and 90th percentile, tax liability fell from $126.5 billion in
1981 to $117.7 billion in 1983, a reduction of 7 percent. Measured in
real dollars, the tax liability of this group fell by 14.8 percent, not
too much different from the 18 percent reduction in rates.

The tax liability of the bottom half of income recipients also deciined
sharply. In current dollars, the tax liability of this group fell from
$20.6 billion in 1981 to $19.0 billion in 1983, a reduction of 7.8 percent.
Adjusted for inflation, the tax 1iability of the bottom half of income
recipients declined by 15.5 percent.

Exhibit 2 illustrates how these changes affected the relative size
of the tax liability across income groupings. In 1983, the top 10 percent
of earners paid 50.5 percent of the total income tax liability, up from
48.2 percent in 1981, The increase in the relative share of the top 1.36

percent of high earners was even greater. This small group of elite taxpayers
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SHARE OF SHARE OF
INCOME TAX INCOME TAX
LIABILITY Percent of Earners LIABILITY
i Top 10%
48.22 5 of earners j 50.5%
D 1
| Next 40% ,
i o
44.5% > of earners < 42.6%
i ;
1 [
7.3 ~ Bottom 50% T " [
: i__ﬁ%tééi"r’néﬁ’é IR @ BT
1981 1983

Exhibit 2: The Share of the Income Tax Liability Paid by
High-Income Taxpayers Increased Between 1981 and
1983

3The share of the income tax 1iability paid by the top 1.36 percent
of earners rose from 20.4 percent in’'1981 to 23.5 percent in 1983.

Source: See Exhibit 1.
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paid 23.5 percent of the federal income tax in 1983, compared to 20.4 percent
in 1981.

While the relative share of the tax 1iability shouldered by high earners
increased between 1981 and 1983, the tax burden of others declined. The
tax liability of earners in the 50th to 90th percentile group fell from
44,5 percent of the total in 1981 to 42.6 percent in 1983. Similarly,
the bottom half of earners also paid a relatively smaller share of the
income tax 1iability, 6.9 percent in 1983, down from 7.3 percent in 1981,

Exhibit 3 places the 1983 share of tax 1iability borne by high income
taxpayers in historical perspective. Throughout the 1970s, the top 1.36
percent of taxpayers carried between 20 and 22 percent of the total income
tax liability. 1In 1983, the proportion of the total income tax liability
collected from the top 1.36 percent jumped to 23.5 percent.

A similar pattern was present for the top 10 percent. While the top
10 percent of earners paid 4B to 49 percent of the total income tax 1iability
throughout most of the 1970s, the share collected from them rose to 50.5
percent in 1983. These data illustrate that the share of income taxes
collected from high income taxpayers in 1983 was larger than at any time
during the last 15 years. Far from a reverse Robin Hood process, the 1981
tax legislation might more accurately be described as the tax cut that
soaked the rich.

Appropriate Way of Viewing the Laffer Curve

In the past, discussions of the Laffer Curve have generally focused
on the relationship between across-the-board changes in the tax rates and
aggregate tax revenues. When one focuses on the aggregate data, it is

clear that the United States is on the upper sloping portion of the Laffer
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Exhibit 3: The Income Tax Liability of High Income Taxpayers
as a Percent of the Total, 1970-1983

Income Tax -Liability Percent of Total
{billions) Income Tax Liability

Top 1.36% of Earners

1970 $17.5 20.4

1975 26.9 21.6

1978 40.1 21.3

1980 54.3 21.7

1981 58.0 20.4

1982 60.5 21.8

1983 64.9 23.5
Top 10% of Earners

1970 38.9 45.3

1975 61.0 49.0

1978 93.6 49.7

1980 . 123.6 49.3

1981 137.0 48.2

1982 136.7 49.2

1983 139.4 50.5

Source: The 1970-1982 data were for the Internal Revenue Service,
Individual Income Tax Returns: Statistics of Income (Annual).
The 1983 data were from the Internal Revenue Service, S01
Bulletin: Statistics of Income, Winter 1984-85, pp. 13-30.
Wnen necessary, interpolation (income weighted method) was
used to derive the tax liability within income groups.
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Curve. The Tower tax revenues, particularly when measured in real dollars,
in 1982 and 1933 are consistent with this view. However, I believe the
aggregate analysis is highly misleading. It conceals the fact that there
is a series of t;x base elasticities--that is, changes in taxable incomes
emanating from changes in tax rates--across income groupings, rather than
a single tax base elasticity that applies to all income groupings.

Under a progressive system, one group of taxpayers may well be on
the upper sloping portion of the Laffer Curve while others are on the backward
bending segment. This is precisely what the evidence indicates. For taxpayers
confronting relative low marginal rates, say rates less than 30 percent,
there is a positive relationship between changes in tax rates and tax revenues.
For this group, 10 percent lower rates may well lead to approximately 10
percent less tax revenue.

However, this will not be the case in the upper income (andlmarginal
tax rate) categories. In these brackets, a 10 percent decrease in tax
rates will exert a much stronger positive impact on take-home pay. In
turn, the positive incentive effects will induce high income taxpayers
to earn more taxable income while engaging less intensively in tax shelter
activities. Their tax base will expand, resulting in a less than proportional
reduction in tax revenues as tax rates fall. At extremely high rates,
say combined federal and state marginal rates in excess of 50 percent,
lower (higher) tax rates will lead to an increase (a reduction) in the
tax revenue collected from high income taxpayers.

The evidence from the 1981-1983 tax cut is highly consistent with
this analysis. As previously noted, in 1983 tax rates.were approximately

18 percent lower than in 1981, If one makes allowance for bracket creep,
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the 1983 rates were approximately 15 percent lower for constant real incomes.

For the bottom 95 percent of taxpayers (with incomes less than $53,000
in 1983), measuring in 1981 dollars the tax liability fell from $183.7
billion to $156.4 billion, a 14.9 percent decline. Thus, for this group
of taxpayers, the reduction in tax rates led to approximately a proportional
reduction in tax revenues. For these taxpayers, there is little evidence
that lower rates exert a significant positive impact on the tax base, at
least in the short run.4

But this is not true in the upper brackets. For the top 5 percent
of taxpayers (those with incomes above $53,000 in 1983), the 15 percent
reduction in real tax rates led to only a 4.0 percent decline in real tax
revenue. For the top 1.36 percent of taxpayers, real tax revenues actually
. increased by 2.4 pe}'cent between 1981 and 1983, in spite of the substantial

reduction in tax rates. Thus, in the upper tax brackets, the 1981-83 data

4The chart below indicates how the tax liability, measured in dollars

of constant purchasing power, changed for various income groupings during
I981-1983.

Tax Liability
{bitlions of 1981 dollars)

Top 5% Top 1.36% Bottom 95%
1981 $100.4 $58.0 $183.7
1982 ‘95,1 57.1 166.8
1983 96.4 59.4 156.4
Percent change 1981-1983 -4.0 +2.4 -14.9

Given that real AGI (and GNP) was approximately the same in 1983 and 1981,
these data illustrate that the real tax 1iability of the top 5 percent
of earners declined much less than tax rates, while the revenue reductions
for the bottom 95 percent of earners were approximater proportional to
the real tax rate reductions.
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indicate "that the lower rates led to an abnormally large expansion in the
tax base which largely offset the negative impact of the lower rates on
tax revenue.

From the -standpoint of tax policy, two important findings emerge.
First, the income tax base of taxpayers with adjusted gross incomes of
less than $40,000 and marginal tax rates of less than 25 percent ‘is not
very responsive to changes in tax rates. For these taxpayers, lower tax
rates will lead to an approximately proportional reduction in tax revenue.
Second, the tax base in the upper brackets is quite responsive to rate
changes. Thus, the top marginal rates can be reduced, perhaps to as low
as 35 percent as recommended by the Treasury plan, without significant

loss of tax revenue.

II. The 1983 Decline in Tax Shelter Activity

Economic theory emphasizes that Tower tax rates will encourage movement
of investment funds out of tax shelters and into higher return projects
which yield taxable income. This process promotes a more efficient allocation
of -investment resources and expands the size of the economic pie. While
the adjustment process takes time, the data indicate that the process was
well underway by 1983.

Exhibit 4 presents data on the composition of income for the top 1.36
percent of earners, a group which experienced a substantial increase in
the incentive to earn taxable income relative to tax shelter income during
1981-1983. Just as the theory predicts, both the AGI and taxable income

of these taxpayers increased quite rapidly, 22.1 percent .and 24.0 percent
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Exhibit 4: The Composition of Income for the Top 1.36 Percent
of Earners - 1981 and 1983

Top 1.36 Percent of Earners

(bilions)
Percent
1981 1983 Change
Number of Returns (thousands) 1300.2 1312.4 + 0.9
Income Range AGI greater than: $75,000 $85,300 --
Adjusted Gross Income (billions) $177.0 $ 216.1 +22.1
Salaries and Wages $ 102.3 $ 125.4 +22.6
Major Sources of Income Influence
by Tax Shelter Activities 14.3 20.1 +40.6
Business and Professional 11.0 12.3
Rents 1.3 0.2
Farm -0.7 -0.9
Partnership 2.0 3.5
Small Business Corp. 0.7 4.9
Savings Income 45,7 48.0 +5.0
Interest 21.0 20.0
Dividends 18.2 20.1
Royalties 3.0 3.0
Estate and Trust 1.6 2.0
Pensions and Annuities (in AGI) 1.9 2.9
A1l Other AGI 14.7 22.6 +53.7
Taxable Income 138.2 171.3 +24.0
Income Tax Liability 58.0 64.9 +11.9

°

Source: The 1981 data are from the Internal Revenue Service, Individual
Income Tax Returns: 1981 Statistics of Income. The T983 data
are from the Internal Revenue Service, 'Preliminary Income and
Tax Statistics for 1983 Income Tax Peturns,” SOI Bulletin:
Statistics of Income, Winter 1984-85, pp. 19-30." When néecessary,
Tnterpolation {income weighted method) was used to derive the
tax liability within income groups.
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respectively, during 1981-1983. These growth rates were almost double
the 13 percent growth rate of nominal GNP.

The composition of the rapfd growthAin taxable income is most enlighten-
ing. The most rapid growth was in precisely those categories most influenced
by tax shelter activities. Businesses, partnerships, and ownership of
depreciable assets are the major vehicles used to shelter income from the
IRS. The top 1.36 percent of taxpayers derived $20.1 billion of income
from business and professional practice, rents, farming, partnerships,
and small business corporations in 1983, up from $14.3 bilion in 198l--an
increase of 40.6 percent in just two years. Similarly, income derived
from salaries and wages rose from $102.3 billion in 1981 to $125.4 billion
in 1983, an increase of 22.6 percent. Responding to the lower tax rates,
these data indicate that high income executives spent more time and energy
earning taxable income in 1983 and less time figuring out how to shelter
it from the IRS. In addition, owners of enterprises no doubt funneled
less potential wage- and salary income into fringe benefits, pension plans,
and business expenditures providing personal consumption benefits (Susiness
vacations, Tuxury offices, new automobiles, etc.), as lower tax rates reducéd
the attractiveness of this strategy.

While detailed data according to income group are not yet available,
it is clear that capital gains also contributed to the expansion of the
taxable income base. Capital gains are the major item included in the
“all other AGI" category in Exhibit 4. Thus, the 53.7 percent increase
in income in this category (from $14.7 billion in 1981 to $22.6 billion

in 1983) in large part reflects large increases in capital gains income.



In the past, some critics have acted as if the growth of capital gains
income was an unfortunate happenstance. From the viewpoint of economic-
theory, this is not the case. The boom in stock and bond prices following
the tax cut was no coincidence. Lower tax rates increase the value of
assets such as stocks and bonds which yield taxable returns. Simultaneously,
the lower rates reduce the value of investments yielding short-term accounting
lTosses and Tong-term appreciation. Thus, the current depressed state of
real estate partnerships and other tax shelter investments is also a reflection
of tax policy. Froma supply-side standpoint, these changing market conditions
are not at all unfortunate. In fact, they are precisely the desired response--a
movement of resources away from investments based on favorable tax treatment
and toward those yielding higher real returns.

The impacf of lower tax rates on tax shelter activities is also observable
from the data of Exhibit 5. Here we provide a graphic illustration of
aggregate net income (less losses) from the five major categories influenced
by tax shelter activities. As the data show, throughout the 1970s and
particularly during the post 1978 period, net income from businesses, partner-
ships, farming, and rents fell sharply, as more and more taxpayérs opted
for shelter as bracket creep confronted them with higher marginal rates.
By 1982, measured in 1983 dollars, aggregate taxable net income from these
five categories had fallen to $31.8 billion, down from $126.8 billion in
1973. However, as the lower rates took effect and taxpayers were convinced
that taxes were not going to be raised in the foreseeable future, the long-term
decline in net income was finally arrested in 1983, As more and more indivi-

duals adjust their portfolios with the passage of time, édditiona] movement
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Exhibit 5: Lower Marginal Rates and Reversing the Tax Shelter Boom

3The net income Tess net losses from the following sources are
included: business and professional practice, farming, partnerships,
small business corporations, and rents. See Appendix for details.
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out of tax shelter investments will predictably contribute to future income
growth in these categories.

Upper Income Gains - The Correct Interpretation

Economic theory indicates that changes in incentives emanating. from
a roughly proportional rate reduction will exert their greatest impact
in the upper income and tax brackets. Thus, during the period following
a tax cut, one would expect the most rap1:d gains in taxable income in the
upper brackets. As Exhibit 6 illustrates, the 1981-1983 period is consistent
with this view. The adjusted gross income of the top 1.36 percent of taxpayers
rose 22.1 percent (11.8 percent in real terms) between 1981 and 1983, a
phenomenal growth rate considering the depth of the 1982 recession in the
midst of the period. The AGI of the broader top 10 percent grew an impressive
13.4 percent (3.8 percent in real terms) between 1981 and 1983. As expected.,
the bottom 90 percent of earners registered a more modest 8.5 percent gain
in AGI. Reflecting the recessionary conditions of the early part of the
period, the real AGI of the bottom 90 percent of earners was slightly (0.7
percent) lower in 1983 than 1981.

No doubt, some commentators will point to the rapid growth of income
in the upper brackets and argue that "the rich are getting richer while
the poor are getting poorer." However, it is clear that these distributive
effects are more apparent than real. The rapid growth of income in the
top brackets reflects the declining attractiveness of concealing income
via capital appreciation, non-taxable fringe benefits, and deductible business
expenditures that yield personal utility. Prior to the tax cut, a larger
proportion of income, particularly in the upper brackets, was concealed

because it was realized via such tax shelter mechanisms. After the tax
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Exhibit 6: The Change in Adjusted Gross Income for Various Income
Groups Between 1981 and 1983

Adjusted Gross Income

Income Groups (bitlions) -
Ranked from Percent
High to Low 1981 1983 Change

In Current Dollars

Top 10% of Earners $ 575.4 $ 652.3 +13.4

Top 1.36% 177.0 216.1 +22.1
Next 40% of Earners 903.5 983.6 + 8.9
Bottom 50% of Earners 293.7 314.9 + 7.2

In 1981 Dollars

Top 10% of Earners 575.4 : 597.2 + 3.8
Top 1.36% 177.0 197.9 +11.8
Next 40% of Earners 903.5 900.6 - 0.3
Bottom 50% of Earners 293.7 288.3 - 1.8
Total $1,771.6 $1,786.2 0.8

Source: The 1981 data are from the Internal Revenue Service, Individual
Income Tax Returns: 1981 Statistics of Income. The T983 data are
Trom the Internal Revenue service, 'Preliminary Income and Tax
Statistics for 1983 Income Tax Returns,” SOI Bulletin: Statistics
of Income, Winter 1984-85, pp. 19-30. When necessary, interpolation
(income weighted method) was used to derive the tax liability within
income groups.
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cut, this strategy was less profitable. Less income was concealed and
more reported. Thus, much of the growth of observed income in the top
brackets reflects a decline in the proportion of untaxed income rather
than an increase in real income, accuratéu measured.

In the Long Run, Shift from Tax Shelter
Activities WiTl be StiTl Greater

Predictably, the effects of lower tax rates on the tax base will be
greater in the long-run than in the short-run.5 There are two major reasons
why this is true. First, taxpayers must be convinced that the lower rates
are permanent--that they will not be reversed in the near future. During
1982-1983 there was considerable uncertainty in this area. Until quite
recently, powerful leaders in both major political parties argued that
a tax increase was inevitable. The possibility of higher future taxes
will slow the response of taxpayers to lower rates.

Second, it takes time for taxpayers to adjust their asset holdings
to a new economic environment. Few taxpayers will sell their old tax shelter
investments as an immediate response to lower tax rates. However, they
will make fewer such investments in the future. With the passage of time,
the proportion of taxpayer investments yielding taxable income will rise
relative to projects designed for-tax shelter purposes.

Given the time dimension of the adjustment process, several years
will pass before the effects of the lower rates on the tax base will be

fully realized. Future analysis of income composition in 1984 and 1985

5See James M. Buchanan and Dwight Lee, "Politics, Time, aﬁd the Laffer
Curve," Journal of Political Economy, August 1982, for analysis of this
issue.




26

will almost certainly reveal an even greater movement of resources out

of the tax shelter industry.

IT1I. Implications for Static Revenue Projections

Future revenue expected from tax reform proposals such as the Kemp-Kaston,
Bradley~Gephardt, and Treasury plan is almost always based on static revenue
projections. Even though all of these plans will substantially reduce
marginal tax rates, particularly the top marginal rates, the static revenue
projections make no allowance for an expansion in the tax base emanating
from the lower tax rates. As a result, our analysis indicates that static
projections will systematically underestimate future tax revenue, particularly
in the upper income (and tax rate) brackets.

How important is this underestimation? Prior research by James long
and myself using 1979 income tax data indicates that lower tax rates fail
to significantly expand the tax base for gross incomes of less than $40,000
and federal marginal tax rates of less than 30 percent.6 In contrast,
we estimated long run tax base elasticities--the percent change in the
tax base divided by the percent change in tax rates--of greater than unity
for incomes above $90,000 and combined federal-state marginal rates in

excess of 50 percent. When focusing on the top 10 percent of earners,

6see particularly, James Gwartney and James Long, "Tax Rates, Tax Shelters,
and the Efficiency of Capital Markets," in Dwight Lee (ed.), Taxes and
Capital Markets (San Francisco: Pacific Institute, 1985); and James Long
and James Gwartney, Income Tax Avoidance: Evidence from Individual Returns,
Workshop paper: Policy Science Program, Florida State University, 1985.
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our research would imply a long-run tax base elasticity of approximately
0.5.7

While the 1981-1983 data only permit one to estimate short-run elas-
ticities, the responsiveness of the tax base to Tower marginal rates is
quite consistent with the prior research of Long and myself. The adjusted
gross income of the bottom 90 percent of earners grew 8.4 percent between
1981° and 1983. As Exhibit 6 indicates, the AGI of the top 10 percent of
earners expanded by 13.4 percent during the same period, an increase of
5 percent relative to the income gains of lower income taxpayers who confront
Tower marginal rates. This would suggest that the 1981-1983 rate reductions
led to an additional 5 percent expansion in the tax base of the top 10
percent of earners. Given the approximately 15 percent Tower real tax
rates, thig would imply a short-run tax base elasticity of .33 (5 percent
additional AGI divided by the 15 percent rate reduction) for the top 10
percent of taxpayers. Thus, the abnormally rapid growth of the tax base
in the upper brackets implies a short run tax base elasticity for the top
10 percent of earners that is not much different from the prior long run
estimate of Long and myself derived via a completely different methodclogy.

These tax base elasticity estimates can be used to calculate the under-
estimation of future tax revenues stemming from the use of static revenue
projections. Let us assume that the tax base elasticity is zero for the

bottom 90 percent of taxpayers and between .33 and .50 for the top 10 percent

7The methodology employed by Long and myself in our prior research
permits us to estimate only the impact of tax avoidance on the tax base.
Our estimates do not reflect the impact of tax rate .induced changes in
labor supply, tax evasion, and the substitution of non-taxed fringe benefits
for taxable income. Thus, they may be downward bias.
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of earners. These would appear to be rather conservative assumptions.
1f the marginal tax rates of the top 10 percent of earners are reduced
by 25 percent (from a current average of 40 percent to a new average of
30 percent), the lower rates would lead to an expansion in the AGI of high
income taxpayers of between $54 billion and $82 billion, compared to their
expected AGI based on static revenue projections.8 Given the top marginal
rate of 30 percent, this additional AGI indicates that static revenue® pro-
jections underestimate future tax revenues by between $16 billion and $25
biilion per year. While these estimates are based on a number of assumptions,
1 believe they provide a realistic view of the underestimation involved

in static revenue projections.

1V. Efficiency Is the Issue

D

While the distributive implications of the 1981-84 tax cut are interesting,
they must not divert us from the real issue. High taxes, particularly
high marginal rates, are harmful because they proﬁote economic inefficiency
and retard economic growth. High marginal tax rates waste resources by
reducing the incentive of individuals to save, invest in human and physical
capital, accept demanding jobs, and make other choices which generate taxable
income. Instead, resources are channeled into less productive, tax-sheltered
activities designed to generate accounting losses and/or transform ordinary
income into future capital gains. Simultaneously, high marginal rates
waste resources by inducing taxpayers to purchase deductible items even

when they do not value them very highly. Deductibility makes the personal

8This figure represents (a) the estimated tax base elasticities of
either .33 or .50, muTtiplied by {b) the 25 percent rate reductions, multiplied
by (c) the $652 billion AGI of the top 10 percent of earners in 1983,
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cost cheap when taxpayers confront high marginal rates. But it does not
reduce the real cost of producing the item. When taxpayers purchase deductible
items they would not choose if they bore the full cost, resources are squandered
and the size of the economic pie is reduced.

Finally, high marginal rates reduce the incentive of individuals to
engage in productive activity--to help others in exchange for income.
Lawyers, doctors, and other high income professionals spend more time on
the golf course and less time with their clients. Secondary workers decide
that their job is not worth the hassle when they get to keep only a fraction
of every dollar earned. Negative-sum games are encouraged and positive-sum
activities stifled. This is the real cost of high marginal tax rates.
They reduce our growth rate and we are all worse off as a consequence.

There is evidence that the 1981-84 rate reductions were a step away
from the negative-sum society. As Exhibit 7 shows, we have made substantial
progress against both inflation and stuggish growth in recent years. Compared
to other countries, our recent economic record is quite impressive. Since
1980, the inflation rate in the United States has fallen 7.2 percent, more

-than any other industrial nation except the United Kingdom. Simultaneously,
the growth rate of real GNP during the 1982-1984(2) period was 4.5 percent,
more rapid than for any other western industrial country.

The lessons of the 1981-1984 period are clear. Lower marginal tax
rates will improve the efficiency of our resource use. The top marginal
rates can be reduced without any great loss of tax revenue. Certainly
revenue losses can easily be made up by eliminating the deductibility of
state and local taxes and interest other than for hohe mortgages~-items

for which the case for deductibility is extremely weak anyway. Vigorous

49-716 0 - 85.- 2
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Exhibit 7: Inflation and Economic Growth, Seven Industrial Nations

Inflation (Annual Rate) Annual Rate of
Growth of Real
1980 1982-84(3) Change GNP: 1982(1)-84(2)

United States 11.2 4.0 -7.2 +4.5
West Germany 5.6 3.0 -2.6 0.7
France 12.6 8.6 4.0 1.3
Sweden 12.6 8.4 -4.2 1.7
Japan 6.6 1.9 -4.7 3.6
United Kingdom 12.8 4.9 -7.9 2.3
Canada ‘ 12.2 5.7 -6.5 2.5

Source: Federal Reserve Bank of St. Louis, International Economic Conditions;
January 1985. The number in parentheses following the year indicates
the quarter.
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debate on alternative tax plans is entirely proper, but we must not allow
minor skirmishes to distract us from the central focus. Substantially
lower marginal rates--no higher than the 30 percent rate--will improve
the efficiency of our resource use and provide the foundation for stronger
economic growth. The 1983 tax data indicate the importance of getting

on with such tax reform.
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Appendix: The Reversal of the Declining Met Income from
Major Tax Shelter Sources

Net Income Less Net Loss from
Major Tax Shelter Source

Source 1973 1976 1978 1979 1980 1981 1982 1983

Current Dollars

Business & Professional 38.6 44.4 53.5 56.6 55.1 53.1 50.6 58.8

Farm 7.2 3.5 3.6 2.1 -1.8 -7.8 -9.8 -8.6
Partnerships- 11.2 12.2 15.0 1:2.5 9.4 -0.1 -0.9 0.2
Small Business Corp. 2.1 2.0 2.3 2.2 0.7 -0.8 -0.8 3.2
Rent 3.8 3.9 3.1 1.8 0.2 -2.8 -8.5 -9.7

Total 62.3 66.0 77.5 75.2 63.6 41.6 30.6 43.9

Constant 1983 Dollars

Business & Professional 77.3 80.3 76.5 74.5 66.4 58.5 52.6 58.8

Farm 14.7 5.7 5.2 2.7 -2.1 -8.6 -10.2 -8.6
Partnerships 22.8 19.8 21.5 16.5 11.3 -0.1 -0.9 0.2
Small Business Corp. 4.3 3.3 3,3 2.9 0.8 -0.9 -0.9 3.2
Rent 7.7 6.3 4.4 2.4 0.2 -3.1 -8.8 -9.7

Total 126.8 115.4 110.9 99.0 76.6 45.8 31.8 43.9

Source: The 1970-1982 data were for the Internal Revenue Service, Individual
Income Tax Returns: Statistics of Income (Annual). The 1983 data
were trom the Internal Revenue Service, S01 Bulletin: Statistics
of Income, Winter 1984-85, pp. 19-30. When necessary, interpolation
{income weighted method) was used to drive the tax liability within
income groups. :
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Senator ABDNOR. Our next witness will be Mr. Vedder. We are
again very happy to have you here.

STATEMENT OF RICHARD K. VEDDER, PROFESSOR OF
ECONOMICS, OHIO UNIVERSITY, ATHENS

Mr. Vepper. Thank you. Thank you, Senator Abdnor. I am
happy to be here as an alumnus of the Joint Economic Committee.
It’s good to be back.

I was going to speak at some length about the 1981-83 tax data,
and the effects of the 1981 tax cut on economic activity. I think
Jim Gwartney has in many ways summarized some of that. Let me
make three points this morning. The first point I wanted to make
was to answer Senator Mattingly’s question, although this is per-
haps not the appropriate time to do so.

Clearly, as Professor Gwartney indicated, the absolute critical
thing in any revision of the Tax Code is lowering marginal tax
rates. I would add the word “effective” marginal tax rates. I will
come back to what that word means in a little bit.

Anything else that is done is maybe useful and nice and what
not, but the critical thing, the dominant thing, is the lowering of
the marginal rates as the recent historical experience, not to men-
tion the old historical experience, tells us.

I have told this story 6 months ago in the Joint Economic Com-
mittee study. There is attached to my prepared statement a Wall
Street Journal story which details the 1981-83 data which makes
the same point.

It is interesting to note that since 1981, during the middle of the
worst recession in 40 years, the number of millionaires more than
doubled in the United States. Mysteriously, in the middle of 10 per-
cent unemployment, the number of millionaires suddenly doubled
and the amount of tax payments from millionaires went up 108
percent from 1981 to 1983,

This is not a mystery to me. It is a mystery with some people at
the Urban Institute and in the Congressional Budget Office and
other places where they haven’t learned the law of supply. But it
isn’t a mystery to any member of this panel or anyone who has
had any elementary training in economics and who remembered it.

I would like also to say, however, a few words specifically about
the topic of tax reform, as it is being talked about, and to mention
what I mean by effective marginal rates, as opposed to statutory
marginal rates.

While the move in the direction of a modified flat tax can be jus-
tified on administrative and equity grounds alone, the key consid-
erations are economic growth and efficiency.

There are basically two ways tax reform can stimulate economic
growth. First and most important is by increasing the quantity of
inputs used in the production process. Any tax reform that encom-
passes a major reduction in marginal tax rates is likely to do this.
Now the precise magnitude of output growth that is obtainable de-
pends on several key variables, such as the elasticity of labor
supply, the marginal propensity to save, and so on.

A recent paper by Edgar and Jacqueline Browning suggests that
the efficiency gains from a true marginal tax rate reduction, a pure
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flat rate tax similar to a Biblical tithe, would be somewhere in
excess of $100 billion a year. That is, we could gain $100 billion in
annual economic efficiency by going to an absolute flat rate tax.
That paper, I understand, is going to be published later in the year
in the Cato Journal.

Now, a second way that a simplified tax can improve efficiency
and output is through improving the quality of output, specifically
through the greater tax neutrality and simplicity associated with
eliminating tax preferences.

Investments with relatively low social rates of return are often
undertaken because of favorable tax treatment, whereas invest-
ments with relatively high social rates of return but unfavorable
tax treatment are not undertaken. )

The Browning’s estimate that this neutrality factor, the elimina-
tion of the current lack of neutrality, could provide $15 billion in
added efficiency a year, not an inconsequential amount. But the big
savings are to come through reductions in effective marginal tax
rates.

Base broadening is desirable from the standpoint of improving
neutrality and allowing some reduction in the stated marginal
rates, but these gains are partly offset by the fact that under these
tax reform proposals that we have seen so far, effective marginal
tax rates for some types of activity would rise from zero to some
higher rate, perhaps 25 or 30 percent.

This is true of activities which are currently sheltered under the
law. As a consequence, the rate of return on these activities is re-
duced and some productive resources will be withdrawn from use
in what are now sheltered activities. Thus the growth in productive
inputs under a modified flat tax such as Kemp-Kasten or Bradley-
Gephardt would be significantly less than it might appear at first,
although it would not be zero.

It is useful to make a distinction between two kinds of marginal
tax rates: The statutory marginal or maximum marginal rate that
is applicable to some forms of income, and the effective marginal
rate that is applicable to total income.

Currently, the statutory rate peaks at 50 percent, but the effec-
tive marginal rate is less, since a significant portion of income is
excluded from the tax base. Using the preliminary 1983 data, I
have estimated that the effective marginal tax rate applicable as
one ‘moves up the income scale in say the $200,000 to $500,000
range is about 41 percent, well below the statutory rate of 50 per-
cent.

Moreover, since tax preferences are taken in calculating adjusted
gross income, that 41-percent figure may overstate the true effec-
tive marginal rate. A reduction in effective marginal rates from,
say, 41 percent down to 35 percent is significant and important, but
is less dramatic than would be, say, a move from 50 percent down
to 30 percent or something of that nature.

The sponsors of the major proposals have felt constrained to
design their bills so as to not to alter the tax burdens substantially
from its present level for any income group, measured in some
static sense. In doing so they are attempting to maintain effective
marginal rates near the present level. To be sure, there is some
such effective tax reduction, such as the Treasury proposal, in most
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income brackets, since the bill is not revenue neutral with respect
to individual income taxation, since business taxes are effectively
raised. But in any case, the reduction in effective tax rates is not
dramatic.

I would say there are some proposals on Capitol Hill, such as the
one introduced by Senators Symms and DeConcini, that do reduce
marginal income rates in various income classes, particularly in
the upper brackets. Such legislation has a far greater potential for
bringing about significant gains in economic welfare than do the
other bills previously mentioned.

While the Symms-DeConcini bill does reduce the tax burden, the
analysis of the Browning’s suggests that output growth associated
with a relatively pure flat tax might offset the increased liabilities
facing certain classes of taxpayers. Put differently, there may be no
losers but many winners.

The problem with the bills of the Treasury/Kemp-Kasten/Brad-
ley-Gephardt type is that to some considerable extent they rob
Peter to pay Paul. They raise marginal rates on some income in
order to lower them on other income, so some marginal rates in a
sense are not dramatically changed.

That is not to say, however, that I am against these bills. There
are some efficiency gains in reducing the nonneutral treatment of
different forms of economic activity, and base broadening reduces
problems of horizontal inequity, where persons of similar economic
circumstances pay widely varying amounts of tax. Also, the tax
system would be simpler. Finally, from the standpoint of the un-
derground economy and the tax evasion issue, the relevant tax rate
in any discussion is the statutory rate, and the sharp reduction in
those rates would lead to significant amounts of activity coming
above ground as the benefits of evasion fall relative to the cost.

In a study that I have done relating marginal tax rates to a
proxy variable or substitute variable measuring underground eco-
nomic activity, I observe a very close relationship between statuto-
ry marginal rates and tax evasion. This is using data going back to
1914, the first year of the tax. Accordingly, any of the major bills
proposed should bring in billions of dollars from the underground.
Failure to take that into account—and I might add the various
studies done on the various bills have generally failed to take this
into account—has been highly unfortunate.

I believe that a further reduction in statutory marginal rates is
possible in any revenue-neutral bill. I am not particularly wild
about the concept of revenue-neutral bills, but if you are going to
adopt it, I think you can lower the rates further without any loss of
revenue from current projections. I haven’t studied it in great
detail, but my hunch is that the rate under the Treasury bill, for
example, vould be lowered from a 35-percent top rate to a 30-percent
rate without any loss in revenue from current projection, just largely
through picking up money through the shrinking of the underground
economy.

Alternatively, of course, we could modify the Treasury bill in
other ways. But in any case, I think getting the marginal rate
down is important and possible.

In any case, the evidence from both the immediate and distant
past suggests that a relatively radical approach to reform is most
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likely to do the most good. Even the less radical bills, however, that
are currently in favor, offer some possibility for gains in economic
welfare, and thus I welcome their serious discussion. Thank you.
Senator ABDNOR. Thank you, Mr. Vedder.
[The prepared statement of Mr. Vedder, together with an attach-
ment, follows:]



PREPARED STATEMENT oF Ricuarp K. VEDDER

THE LAW OF SUPPLY AND TAX REFORM

Four score and 245 days ago, five economists brought forth to this
Committee an old notion, conceived in economic theory, and dedicated to the
proposition that the amount of economic activity is positively related to its
after tax rate of return. Specifically, on June 12 of last year, the Joint
Economic Committee was told that the 1981 tax cut led to a major outpouring
of productivity activity that enhanced not only economic efficiency but also
led to what many Americans would consider to be greater economic justice.

The dramatis personae today is almost the same as last year, as is the
message. People respond to incentives. This old notion, embodied in what us
economists call the Law of Supply, is perhaps the most clearly empirically
verified proposition in economics. For at least two millemnia,.it has been
demonstrated that increases in compensation lead persons to work harder and
invest more. It is a notion of classic simplicity, that is readily accepted

" as comon sense by the 99.75 percent of the American population residing
outside the District of Columbia. The rediscovery of this notion has historically
led to great prosperity, most recently in the revolutionary advances in
agricultural output observed in China when reduced confiscatory taxes greatly
increased compensation. As far as I can tell, the only three places in the
world where the Law of Supply is consistently and emphatically rejected as a
matter of economic theology are the Kremlin, the Congressional Budget Office,
and the Office of Tax Analysis, U.S. Department of the Treasury.

Briefly reviewing the latest verification of the Law of Supply, a
whole host of commentators, including Lowell Gallaway and myself recently

in the Wall Street Journal and Tax Notes, have shown that the 1981 tax cut




has rather definitely led to an enormous burst in taxable activity from those
groups most advantaged by that tax cut. The 108 percent increase in tax payments
from what we have termed "tax millionaires' from 1981 to 1‘983 cannot be
explained in large part by bracket creep, by income shifting strategies,

by the vicissitudes of the business cycle, or by changing security markets.

As the after tax return of individuals moved from 30 to SO cents on each
additional dollar earned, the burst of new productive activity and the shift

of activity from the nen-tax to the taxable economy was substantial.

Gallaway and I have shown, moreover, that the dramatic increase in
taxable income among rich Americans has been especially concentrated in
entrepreneurial activities that directly énhance output; the growth in
passive investment income in the form of interest and dividends has been far
less than the growth in income from small businesses, partnerships and other
forms of entrepreneurship.

One byproduct of this burst in entrepreneurship has been an increase
in the proportion of taxes paid by high income Americans. In 1981, those
earning $100,000 or more a year paid 17 per cent of the total income tax
burden; by 1983, that figure was 20 percent. Part of that rise reflects the
normal rise in nominal incomes but even correcting for that, the tax burden
shifted toward the rich. The tax Gini coefficent, a measure of the inequality
of payments between taxpayers, shifted upward between 1981 and 1983,
indicating greater progressivity, in keeping with ability to pay notions of
taxation. :

In a JEC study published last November, Philippe Watel and I demonstrated
that Federal individual income tax revenues from upper income Americans
varied inversely with marginal tax rates in the 29 year period 1954 to 1982,
even after controlling for growth in nominal income and business cycle

fluctuations. This suggests that at the highest marginal rates, the U.S. was
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operating in the backward bending portion of the Laffer curve, where the

rate reductions so stimulate the growth in the ta.x base that tax revenues rise.
If I may be immodest for a moment, we almost perfectly predicted last Movember
what the 1983 tax revenues from very high income Americans would be.

Despite all this evidence, there are still some coomentators who cmtiﬁue
to deny that the 1981 tax cut had significant positive economic effects. For
example, Jospeh Minarik, writing in the New York Times, rehashed the point that
~ higher tax payments from upper income groups are expected, a normal continuation
of a long run trend. He simply ignored the previously mentioned JEC study that
details how marginal rate cuts had a positive impact on tax payments from
upper income groups that go far beyond the trend effects reflecting nominal
income growth. If he thinks the JEC study is flawed, fine, but I challenge
h:h-n to explain how; to simply ignore that evidence is not particularly
responsible, in my judgment.

Minarik also observes that total individual income tax revenues fell
after the tax cut, and attributes most of the increased deficit to that factor.
Speaking to that point, Table 1 compares expenditures, individual income tax
and other revenues for fiscal year 1981, before the tax cut, and fiscal year
1984. It shows clearly that the major single proximate determinant of the
rising deficit is increased goverrment spending. To claim that "the 1981
tax cut is the primaryr.reason the deficit is so large" is simply to ignore
the factual evidence.

Incidentally, I an sure Dr. Roberts and probably other witnesses would
concur in agreeing that even if one accepted the dubious proposition that the
tax cut was responsible for the large deficit, there is no evidence that those
deficits have had the debilitating effects usually attributed to them. In this
regard, Paul Evans has recently demonstrated in an extraordinary paper in the

American Economic Review that historical evidence dating back to the Civil
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Table 1
The Rising Budget Deficit, 1981-84*
. Revenues : E}q>end1turesi- Def1c11.+
Tnd. Income Other Total Total Total
Fiscal Year Tax
1981 $285.9 $331.4 $599.3 $678.2 $-78.9
198 296.2_ 370.3_666.5_____ 851.8 __ -185.3.
Changes 1981- 1984
Individual Income Tax Receipts *$10.3
Other Receipts 58.9
Expenditures +172.4

Change in Expenditures As % of.Change in Deficit:+162.0%
Change in Ind. Income Tax Receipts As %, Change
in the Deficit - 9.7%

*Dollar amounts in billions.
+Includes off-budget items.
SOURCE: Economic Indicators, March 1985
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War shows that there has been no relationship between deficits and interest
rates in the United States, except quite possibly a negative one. The notion
that the tax cut caused deficits which,in tum, caused high interest rates
is a notion so contrary to the factual evidence that it is not worth further

discussion on my part. Rather, I would prefer to turn to the issue of tax reform.

Pure vs. Modified Flat Taxes

While the move in the direction of a modified flat tax can be justified
on administrative and equity grounds alone, the key considerations are the
economic growth and efficiency gains obtainable from tax revision. There are
basically two ways tax reform could stimulate econamic growth. First, and
most important, the quantity of inputs used in the production process could
rise substantially in any tax reform that encompasses major reductions in
marginal tax rates. The precise magnitude of output growth obtainable
depends on several key economic parameters, such as the elasticity of labor
supply, the marginal propemmity to save, etc. In a recent paper, making
what I would regard as conservative assumptions, Edgar and Jacquelene
Browning estimate that the efficiency gains from true marginal tax rate
reductions in an absolutely pure flat tax similar to a Biblical tithe would
in the long run reach slightly in excess of $100 billion a year. I stress
"long run", since the supply responses are not entirely instantameous, as the
1981 tax cut has pointed out.

The second way that a simplified tax could improve efficiency and output
is through improved quality of output, specifically through the greater tax
neutrality and simplicity associated with eliminating tax preferences.
Investments with relatively low true social rates of return are often undertaken
because of favorable tax treatment, whereas investments with relatively high
social rates of return by unfavorable tax treatment are not undertakne. The
Bromingé estimate these qualitative gains at $15 billion, or 15 percent of

the total efficiency gains to be realized from going to a true flat tax.
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This is certainly no trivial amount, but the Brownings' estimates suggest

that the reduction in marginal rates is far more important than the elimination
of tax preferences in terms of promoting long run gains in economic welfare.

At the same time, base broadening and rate reduction are interwined, since

the expansion of the tex base allows so-called reverme neutral reductions in
marginal rates.

While base broadening is desirable from the dual standpoint of improving
neutrality and allowing some reduction in stated marginal rates, these gains are
partly offset by the fact that under tax reform proposals the effective
marginal tax rates for some types of activity would rise from zero to some
higher rate, perhaps 25 percent; this is true of activities which are currently
sheltered. As a consequence, the rate of return on these activities is
reduced; some productive resources will accordingly be withdrawn from use.

Thus the growth in productive inputs under a modified flat tax such as Yemp-
Kasten or Bradley-Gephardt would be significantly less than it might appear
at first.

It is useful to make a distinction between two kinds of marginal tax
rates - the statutory or max.umm marginal rate that is applicable to some forms
of income, and the effective or average marginal rate that is applicable to
total income. Currently, the statutory marginal rate peaks at 50 percent, but
the effective marginal rate is ... less, since a significant portion of income is
excluded from the tax t;,ase. Using the preliminary 1983 data, 1 have estimated
that the effective marginal tax rate applicable as one moves from an adjusted
gross income in the $209-$500,000 range to an income in the £500,000- §1 million
range is 41 percent, well below the statutory rate of 50 percent. Moreover, since
tax preferences are taken in calculating adjusted gross income, the 41 percent
ficure may well overstate the true effective marginal rate. A reduction in
effective marginal rates from, say 41 percent to 35 percent is still significant,

but far less dramatic than a shift from 50 to 35 percent.
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Turning to current modified flat rate proposals, the sponsors of the
major proposals have felt constrained to design their bills so as not to
alter the tax burden substantially from its present level in any income group.
In doing so, they in effect are attempting to maintain effective marginal
rates near present levels. To be sure, there is some such effective rate
reduction, . such as in the Treasury proposal for most income brackets, since
the bill is not revenue neutral with respect to individual income taxation,
since business taxes are effectively raised. But in any case, the reduction
in effective tax rates is not dramatic.

One proposal, the Hall-Pabushka scheme incorporated in legislation
introduced by Sens. Symms and DeConcini, does sharply reduce effective
marginal rates for various income classes, particularly in the upper income
brackets. Such legislation has a far greater potential for bringing about
significant gains in economic welfare than the other major bills mentioned.

" While the Symms-DeConcini bill does involve some redistribution of the
tax burden when looked at in a static sense, the analysis of the Brownings
suggests that the output growth associated with a relatively pure flat rate
approach might offset the increased liabilities facing certain classes of
taxpayers. In other words, there may be no losers but many winners.

The problem with the bills of the Treasury/Kemp-Fasten/ Bradley-Gephardt
types is that to a considerable extent they rob Peter to pay Paul; they raise
marginal tax rates on some income (currently sheltered) in order to lower
marginal rates on other income, so effect:-l;ve marginal rates in some ultimate
sense are not dramatically changed. This is not to say I am against these
bills. There are some efficiency gains in reducing the non-neutral treatment
of different forms of economic activity, and base broadening reduces very real
problems of horizontal inequity, where persons in similar economic circunstances
pay widely varying amounts of tax. Also, the tax system would be simplier. Finally,
from the standpoint of the underground economy, the relevant tax rate is the
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statutory rate, and the sharp reduction in those rates would lead to significar
amounts of activity caming above ground as the benefits of evasion fall
relative to the costs. In a study relating marginal tax rates to a proxy variahl
measuring underground activity, I observed a very close relationship between
statutory marginal rates and tax evasion. Accordingly, any of the major bills
" proposed should bring in billions of dollars from underground. Failure to take
that factor into account in revenue projections has been unfortunate, and I
believe a further reduction in statutory marginal rates is possible in a
revenue neutral bill. While I have not studied it in detail, my lunch is that
a 30 percent top statutory rate in the Treasury proposal is probably approximate:
equivalent to a truly revenue neutral approach. Altematively, the Treasury bill
could be modified to lower the proposed corporate income tax rate, or to exclude
more savings from the tax base. The exclusion of savings from the base is
a great <plus of the cash flow approach incorporated in legislation introduced
by Senator Roth, as well as in the Symms-DeConcini bill.

In any case, the evidence from both the imnediate‘ and distant past suggest
that a relatively radical approach to reform is most likely to do the most good.
Even the less radical bills currently in favor, however, offer some possibility

for gains in economic welfare.



By Rrctianp VEDER
And LeweLL Gartaway

Almost a year ago, the retease of Inter-
nal Revenue Service dala on 1382 income-
tax returns showed that higher-income
Americans paid more in income taxes in
1982 than in 1981, whereas lawer- and mld-
dle-income Americans paid less, The pre-
Iiminary IRS data for 1383 tax returns are
in. and repeat the pattern of the 1982 re-
turns. Upper-income earners are paying u
greater share of the {ax burden afler the
Reagan tax-rate cuts.

A year ago, this interpretation was still
open 1o question by critics and skeptics.
while supply-siders proclaimed that since
the 1op income-tax rate feil from 05 to
507% in 1982, the 1582 IRS data showed the
tax cut was working just as they sald it
would. The incentlves for higher-income
Americans to engage in lax avoidance and
even tax evasion were reduced and they
responded accordingly. The fact that the
number of returns from citizens with an
adjusted gross income (AG1) of more than
$1 million grew by nearly 60% amid the
greatest recesston in years was ample evi-
dence that the tax cuts were working.
Various Arguments

All of this, of course, was mildly embar-
rassing to Democratic presidential hope-
{fuls who were spending most of last year
trashing the Reagan i for its

e ’8%2 Soaking the Rich Through Tax Cuts

While supply-siders believe the butk of
these criticisms to be misdirected or exag-
gerated, the fact remains that concluslons
were being drawn on the basis of a single
year's observations. As Mr. Vedder said in
a Joint Economic Committee study pub-
lished last November. **. . . the final word
will be the 1983 data.™

Well, the preliminary 1983 IRS data are
in and they further support the contention
that as after-tax rates of return rise the
supply of labor and capital also increases.
As the first table indicates, affluent Ameri-
cans Isay, those with an AG! of more than
$100,000) paid subslanual]y more than in

sity and James Long of Auburn University
have reached virtvally identical conclu-
sions uslng quite a different methodology
and different data sources.

The rise in tax payments reflected
matnly a boom in what might be termed
*‘entrepreneurtal” income-income from

In excess of a given amount, One way ty
deal with this argument Is to look at the
refative income of Americans, Wt is, 10
examine, say, the top 10% of income recip
{ents, regardless of what their income may
be, Analysts using this procedure indicates
that the shift in tax payments loward the

rich s somewhat iess

Table

Changing Income of the “Very Rich,”

1981 and 1983*
AGI Reporlad +
Income Source 1981 983

1981. Poor and mids Americans
(those making under $50,000 AG!) pald less
in 1983 than in 1982, and far less than in
1981, While tax payments rose 28% from
1981 to 1983 for the affluent group, they de-
creased nearly 12% for the low- and mid-
dle-income groups.

The increase in payments from the su-
per rich was particularly dramatic—those
with an AG) of $§1 million or more pald
108% more in 1983 than In 1981, and the
number of “'tax millionaires™ more than
doubled In the greatest explosion of mil-
lionaires in U.S. history.

These results are not surprising. In the

tax policies that supposedty benefited the
rich and hurt the poor. However, a horde
of commentators rose to their defense and
attacked the supply-side view. They ar-
gued that the 1982 data were not typical.
John Berry of the Washington Post sug-
gested that the stock-market boom ex-
Pplained the rising affluence (and tax pay-
ments) of the rich, somehow assuming that
the tax-rate reductions had no bearing on
that boom. Joseph Minarik of the Urban
Institute argued that because of inftation-
ary “‘bracket creep,” the payments from
the rich typleally rose and the 1982 results
merely reflected a long-term trend.

§till others used different arguments,
Donald Kiefer. a researcher for the Con-
gressional Research Service, claimed that
the wealthy, amiclpalmg the tax-rate re-
ductions, engaged in | hif

JEC study, an analysis of
29 years of tax data from 1954 to 1882 re-
vealed thal upper-income Americans have
been highly sensitive to variations in mar-
ginal tax rates on both ordinary and capi-
tal-gains type income. The study revealted

“Rentier” Incomes 4,509 37 147
Income™ 2. Total 6620 18182
Businens** 329 am2
Financial*** 4105 BTI8
Human Capitai++ 2188 5452
Total Income 1129 283%

+In millivns of dollars.
““Very Rich” ls Defined to Include Retusma
$1.000,000.

=Dividends, Interest, Hent, Royalty Income, and Estate and Truxt

Incume.
#xAll income other than “rentier” income as defined ahove, wee below

for upecific sourcen.

Profewional income,
. Frimariy capial gaine
++Wages and sl

mall Rusiness Corporations, Farms, Partnerthips, and Husiness and

Source: IRS date, aurhor's cabiatatimn

dramatic than shown
in the flrst tihie, bt
it Is oecurring none
theless, The share nf
tolal income  taxes

% of Total AGI: id by the top 1"+ of
1981 1983 rr?mmz re:’:’npivm:
405% 282 grew from 174 10

20.6{" between 1951

595 A and 1983, with the
u:‘g lff share of middle-in
106 0 come groups showing

A noticeable declin:

A single index of
progressivity is the
“tux  Glnl - coefh
cient.” A value of 1
Indicates perfect pro-
gressivity—one rich
person pays all the
taxes—while a vilue
of 0 describes a situa
tlon in which every-

with an A of over

small businesses, partnerships, farms,
etc..-or from working. The second table in-
dicates that passive or rentier income, in
the form of dividends, Interest, royaltles
and the like, grew far less rapidly. It
would appear thal a big surge in entrepre-
neurial activity has occurred in response

Table 1
Tax Payments By Income Groups, 1981 to 1983
Taxes Paid:* % of Total Taxes Paid:

Income Class+ 1981 1982 1 1981 1982 1883
$0-815,000 326571 323949 $21,037  91%  84%  Ta%
$15.000-530.000 80475 74,196 67000 216 260 236
$10,000-350,000 88322 86363 84736 303 0.2 2.8
$50,000-$100,000 52,15 51732 811 179 81 194
Over $100.000 41633 49387 55781 150 173 196
Over §1.000,000 4901 695 10231 K] 24 36

“In il of dllar: e o aal s Tshily.

+ Adjusted groas invome

Saurce: Internut Hevenue Servtce

ac-
tics In late 1981 that swelled 1982 taxnble
income. Finally, some people maintained
that because of rising nominal income, the
definition of "rich" and v~ was chang-
Ing, meaning that & simp  .alysis of the
data by constant-income classes led to dls-
torted findings.

thal some Americans were in the back-
ward-bending portion of the Laffer Curve~
where reductions i tax rates so stimulate
growth in the tax base that total tax re
ceipts from the group rise. Profs, James
Gwartney of Florida State University,
Richard Stroup of Montana State Unlver-

1o the increase in the part of income that
individuals keep after laxation.

‘The one argument of the critics that has
no’'° ~n addressed is the notlon that rising
no d income normally pushes more
Americans into higher tax brackets, in-
creasing the pool of persons with incomes

pays the same
absolute tax, regardless of income. The tux
Glini rose from .6488 10 .6360 beiween 1941
and 1983, a move In the direction of greater
progressivity. In other words, the 1981 tax
cut seems to have been successful in pro-
moting a key part of the liberai agenda
of the past half-century, namely, *'redis
iributive justice.”

Al of this, of course, speaks to the
great tax debate beginning now in Wash:
ington. The Treasury., Kemp-Kasten and
Bradley-Gephardt proposals all contline tn
the spirit of the 1981 legislation, further re«
ducing marginal tax rates, raising the rate
of return on invesiment In both human and
physical capltal, and stimulating growth,
fatrness and administrative simplicity
the tax system. The evidence from the pe-
riod 1981 to 1983 Indicates that these initia-
tives also hold the promise of maklng o
welcome addition to the U.S,'s Jung-tern
economic vitality,

Mr, Vedder and Mr. Gallaway are pro-
fessors of economics w' o University m
Athens, Ohio. They pr.  .usly served na
Staff economists with the Jomt Econons
Committee of Congress,

Sy
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Senator ABDNOR. Now we will hear from Mr. Roberts.

STATEMENT OF PAUL CRAIG ROBERTS, WILLIAM E. SIMON PRO-
FESSOR OF POLITICAL ECONOMY, CENTER FOR STRATEGIC
AND INTERNATIONAL STUDIES, GEORGETOWN UNIVERSITY,
WASHINGTON, DC

Mr. Roserts. Thank you, Senator. If the Internal Revenue Serv-
ice’s statistics can be believed, the so-called rich are now paying a
larger share of the tax burden than prior to the 1981 tax rate de-
duction. Whether this is because of, or in spite of, the 1981 tax rate
reduction, it denies a factual basis to the argument that the
Reagan administration’s tax policy favored the rich. Nevertheless, I
am sure that we will continue to hear this argument from certain
quarters.

I am pleased to see this evidence that the Laffer curve works
when high marginal tax rates on upper income taxpayers are re-
duced. It is what my colleagues and I in the Treasury expected. I
would caution you, however, that this limited Laffer curve effect is
only incidental to the purposes of the 1981 Tax Act. We did not
regard the 1981 tax legislation as a punitive measure aimed at
making the rich pay more. We were not trying to raise tax reve-
nues for the Government as a share of GNP, and we did not expect
revenue increases from middle and lower brackets. We thought less
revenues would be lost than predicted by static analysis, but we did
not expect to recover all revenues. That is why we defined our
budget goal in terms of reducing Federal spending to 19.3 percent
of the gross national product by 1984.

It would be most unfortunate if a Laffer curve response, or
making the rich pay more, became the arbiter of successful tax
policy. As an architect of the 1981 tax reduction, it is perhaps
useful if I review for you some of the purposes and aims of the 1981
tax legislation.

If you will remember, by the end of the last decade, economists
and policymakers had talked themselves into the position that the
economy could not grow without rising inflation. Furthermore,
these so-called Phillips curve tradeoffs were getting worse and
worse. “Stagflation” and “‘economic malaise” were the most often
used terms to describe the once fabled American economy. By the
end of the decade the once mighty dollar had collapsed in foreign
exchange markets to its historic low, having lost most of its value
against the Swiss franc and the German mark.

An important source of these problems was demand management
economic policy, which had pumped up demand while reducing the
incentives to produce. This policy contributed to the sharp decline
in the growth of the capital-labor ratio and U.S. productivity.
American labor and products became less competitive in markets
at home and abroad, and large deficits appeared in the U.S. mer-
chandise trade balance for the first time in the postwar period—
despite a weakening dollar. Inflation and unemployment rates rose
over the decade.

Reagan’s economic program was designed to alter this pessimis-
tic outlook and fundamentally improve the prospects for the U.S.
economy. The 1981 tax reduction was designed to raise the after-
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tax return on real investment in the United States, to improve the
incentive to supply labor and human capital, to reduce the tax bias
against savings due to the multiple taxation of income from saving
and investment rate, and to lower the cost of production.

This sensible and carefully prepared policy suffered from lack of
full support from the Republican party and the administration
itself. Consequently, its opponents were able to portray it as an at-
tempt to pump up the economy with consumer demand that would
be inflationary. The inflation hysteria crowded out the Treasury’s
warnings in 1981 of the approaching recession. The recession and
the unexpected collapse in the inflation rate far below even the
Reagan administration’s rosy forecast resulted in very large budget
deficits, which have been used as weapons against the 1981 tax re-
duction. Beginning in 1982, taxes have been raised several times—
without, I might add, reducing the deficit—and the periodic push
for higher taxes hovers over the economy like a black cloud. Sena-
tor Abdnor, I request that the article I wrote in Business Week on
the failure of the various deficit reduction packages to reduce the
deficit be included in the record.

Senator ABpNor. Without objection, it will be placed in the hear-
ing record at this point.

[The article follows:]
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ven though the Reagan Ad

STOCKMAN’S Emdon has carried out several

large deficit-reduction programs,

NUMBERS the budget Sﬁﬁdt isi larger than ever.

This extraordinary fact has failed to

DON’T ADD up arouse much curiosity. Not even the poli-

BY PAUL CRAIG ROBERTS ticians have asked the budget director to

— explain why the deficit keeps growing in

the face of tax increases, spending cuts,
and a scaled-back defense buildup.

The Reagan Administration imple-
mented its first deficit-reduction pack-
age early in 1981, when the deficit was
only $50 billion. At that time, Budget
Director David A. Stockman convinced
President Reagan that the budget could
be balanced by 1984, if personal income
tax rates could be cut by 25% instead of
30% and the cuts delayed until the sec-
ond half of the Presidential term. Stock-
man got his way. Consequently, fiscal
policy did not provide any stimulus to
offset the Federal Reserve Board's tight
monetary policy in 1981-82. The economy
fell into recession, and the deficit est-
mate jumped from $53 billion to $137
billion.

ROSE GARDEN ROMANCE. The Adminis-
tration responded- to the fiasco of its
first deficit-reduction program- with 2
second deficit-reduction program. This
3 time, Stockman assigned to President
increases i Reagan the task of wooing House
Tax incn and Spend,lng Speaker Tip O'Neill in the White House
cuts have failed | Rose Garden to help secure passage of
to reduce the deficit the Tax Equity & Fiscal Responsibility
N * | Act of 1982 (TEFRA), a tax increase of
Maybe Stockman’s strategy | $229 billion. Stocnaa's figures showed
ien’ that TEFRA would reduce the budget def-
isn't the answWer | ;% 6157 billon in 1983 to only $59

billion in 1987.

Reagan made the case for “revenue
enhancement” on national TV and got
Congress to pass the tax increase in Au-
gust, 1982, one year after he had signed
the tax cut. The deficit, however, did not
go down. By December, 1982, the 1983
deficit had ballooned overnight from
$137 billion to $223 billion. Stockman’s
revised projection for 1987 showed a def-
icit of $280 billion, a fivefold increase in
four months.

Despite further tax increases—higher
gasoline taxes and increased Social Secu-
rity taxes as a result of the recommen-
dations of the National Committee on
Social Security Reform—the budget def-
icit continued to grow. By January, 1983,
the Administration was predicting fu-
ture deficits of $300 billion.

By mid-1983 the pectedly strong
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ew of the 1985 Budget, which was re-
leased by the Office of Management &
Budget on Aug. 15, 1984, reported that
the deficit downpayment had reduced
the 1985 deficit by $34 billion, the 1986
deficit by $58 billion, and the 1987 deficit
by $66 billion. As of August, 1984, these
savings had reduced the 1985, 1986, and
1987 deficit projections to $172 billion,
$174 billion, and $185 billion.

But once again the deficit went up
instead of down. In spite of the mid-1984
downpayment on the deficit, by January,
1985, Stockman’s deficit projections for
1985, 1986, and 1987 had jumped to $224
billion, $230. billion, and $246 billion.

Something is going on that dnorn’t
meet the eye when, during a six-month
period following enactment of 2 $158 bil-
lion deficit-reduction program, the three-
year budget projection increases by 3170
billion, During this short period when
the deficit projection grew by one-third,
no tax cut was enacted, spending did not
explode, and the economy did not shake
loose from its moorings.

The situation becomes even more inex-

plicable when the 1982 and 1984 deficit-
reduction packages are i For
example, the two programs together
were supposed to reduce the 1987 deficit
by $137 billion. Yet Stockman’s latest |
projections show a 1987 deficit of $246
billion—an increase of $61 billion since
last August.
%0 ConTROL. Something is wrong when
the deficit continues to grow despite an
unexpectedly strong economy and the
passage of major deficit-reduction legis-
lation. Either the budget director’s num-
bers are ingless, or conventional
thinking about how to reduce the deficit
is at odds with reality.

Now in its fifth year, the Reagan Ad-
ministration has yet to establish any con-
trol over the number-runching that de-
termines the policy outlook. Stockman
retains his media reputation as a whiz
kid with numbers, despite his deplorable
performance and lack of any prior pro-
fessional training or experience. The
same lack of experience and poliey
knowledge appears in the Treasury
Dept., where most appointed officials do
not have the ability to judge the revenue
projections handed to them by bureau-
crats in the Office of Tax Policy. Nor-
mally, an Administradion that cannot
control the numbers cannot control the
policy. It is amazing that the Reagan
Administration, despite its messy act

economic recovery forced Stockman to
reduce his astronomical $1.424 willion
five-year deficit projection by 25%. But
N the deficit was still too large, and in mid-
PAUL CRAIG ROBERTS IS THE WILLIAM E. SIMON | 1984 another deficit-reduction package,
PROFESSOR OF POLITICAL ECONOMY | 1o “Roge Garden downpayment plan,”

AT THE CENTER FOR STRATEGIC & INTERNATIONAL lyment
STUDIES, GEORGETOWN Unversiy | passed Congress. The Midsession Re-

with the numbers, has nevertheless man-
aged to head economic policy in a sup-
ply-side direction. If Reagan can keep
policy steered that way, the doomsayers
who have been predicting economic di-
saster for the past five years may even-
tually change their minds. k]
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Mr. RoBerTs. As we all know the best-laid plans of mice and men
often go astray. Nevertheless, despite the many things that have
worked to undermine the success of the 1981 tax legislation, the
policy achieved its goals. We have experienced 2 years of strong
real economic growth and declining inflation—something that has
not happened for two decades. According to the official statistics of
the U.S. Government, as duly reported in the Economic Report of
the President, we have had an investment-led recovery, during
which investment increased much more rapidly than in prior re-
coveries. Gross private savings as a share of GNP is up 2 percent-
age points or about 12 percent. This is the result of the accelerated
capital cost recovery system, which substantially increased busi-
ness cash flow or business saving.

We do not yet know whether the 1981 tax cut will duplicate the
effect of the 1964 tax cut in raising the real personal saving rate.
The effects of severe recession, when many people are forced to dis-
save, and robust recovery, when many people make deferred pur-
chases, offset the effect of a lower marginal tax rate on the person-
al saving rate. If the economy experiences a more normal period
before the effects of the 1981 tax reduction are eroded, we might
expect to see a rise in the personal savings rate.

After declining steadily for a decade, the dollar also recovered.
Indeed, it recovered so much so fast that some people are trying to
turn its recovery into a crisis. Senator Abdnor, all too often these
days the facts play no role in the policy discussion. I request that
an article I wrote in Business Week on the dollar’s recovery be in-
cluded in the record.

Senator ABpDNOR. Without objection, it will be placed in the hear-
ing record at this point.

[The article follows:]
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The currency’s clout just isn't
the problem that Volcker and
foreign heads of state have
claimed it to be. But the Fed’s
recent intervention in foreign
exchange markets could spur
a crisis of its own
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n February the Reagan Administra-
gtion departed from its policy of non-

intervention in foreign exchange
markets to smooth the visit of British
Prime Minister Margaret Thatcher to
the U.S. This was a mistake because
there is no merit to Thatcher's claim
that the U. S. budget deficit is a magnet
for foreign capital. U.S. intervention
only encourages allies to continue to
mismanage their economies. The ulti-
mate consequences could be far worse
than ruffied diplomatic feathers.

The dollar is strong today compared
with its historic lows of 1978-80 for fun-
damental reasons. The decade of the
1970s was a period of rising U.S. infla-
tion, rising taxes, and declining confi-
dence abroad in the U.S., as one Presi-
dent was driven from office and another
vacillated endlessly. The dollar reflected
the deterioration in the economic and po-
litical environment, and it declined 62%
in relation to the Swiss franc and 54% in
terms of the West German mark.
8ROKEN sMiELD. Despite a weakening
dollar, deficits appeared in the U. S. mer-
chandise trade balance for the first time
in the postwar period. In 1977, as the
dollar began its final fall, the trade defi-
cit jumpéd sharply to $31 billion, where
it more or less remained until 1983. Qbvi-
ously, U.S. problems of competitiveness
predate the “strong dollar” of today.
During the 1970s, the U.S. experienced
a collapse in the growth of the capital-
labor ratio and labor productivity. As a
result, high-priced U.S. labor was no
longer shielded from foreign competition
by strong productivity growth.

Today the fundamentals are radically
different from the 1970s. Inflation is
way down, and surveys show that infla-
tion expectations continue to fall. The
1981 tax reduction improved the aftertax
rate of return on real investment in the
U.S., and productivity experts believe
the U.S. will continue to experience im-
proved productivity growth during the
1980s. The dollar’s recovery is simply a
corollary of the fundamental recovery in
the economy.

Unfortunately, Federal Reserve Board
Chairman Paul A. Volcker and European
heads of state are turning the dollar's
recovery into a crisis. In his Feb. 20
testimony before the Senate Banking
Committee, Volcker continued to ignore
the facts and to associate the dollar's
strength with large federal budget defi-
cits, high interest rates, and a record
external trade imbalance financed by the
alleged inflow of “an enormous amount
of savings from abroad.” The stability of
our capital and money markets, Volcker
declared, “is now dependent as never
before on the willingness of foreigners
to continue to place growing amounts of

money in our markel With London's
Financial Times and other foreign
press taking their cue from Volcker, the
dollar’s recovery has been turned into
the latest crisis engineered by the Rea-
gan tax cut.

DANGEROUS NONSENSE. Just as Volcker
sees the dollar's strength as a bubble
that endangers U.S. financial stability,
Europeans see it as threatening their
recovery by sucking capital out of Eu-
rope. This is both ignorant and danger-
ous nonsense. It is ignorant because
U.S. government statistics show that
the U.S. is financing its own balance-of-
trade deficit by sharply curtailing its
capital outflows. When in 1983, with the
U.S. recovering, the merchandise trade
deficit jumped from the roughly $30 bil-
lion leve] of the previous six years to-$61
billion, U.S. capital outflows collapsed
from $119 billion in 1982 to $49 billion in
1983, an amount more than enough to
finance the increased deficit. During
1984 (based on three quarters at an an-
nual rate), U.S. capital outflows fell to
less than $10 billion.

Far from drawing ever more capital in
from abroad, during 1983 when the U.S.
trade deficit doubled, foreign-owned cap-
ital inflows fell by $13 billion—from $95
billion in 1982 to $82 billion in 1983. In
1984, when the U. S. trade deficits again
rose substantially, capital inflows contin-
ued at their 1983 level.

The “dollar crisis” is dangerous non-
sense because it engenders economic
policies abroad that prevent the normal
economic adjustment process. Ordinarily
the UJ.S. trade deficit would stimulate
European economies—the so<ailed loco-
motive effect—and the U.S.'s successful
progrowth tax policies would be emulat-
ed abroad. Instead, both Britain and
West Germany raised their interest
rates, endangering their recoveries and
reducing the markets for U. S. exports.

Contrary to expectations, if the U.S.
budget deficit is reduced the dollar
will strengthen as the U.S. outlook
further improves. The view that the
dollar's recovery is a crisis is a form
of “doublethink” that justifies harm-
ful economic policies because they weak-
en the dollar. For example, a tax in-
crease that wrecked the U. S. investment
climate or renewed inflation would cer-
tainly weaken the dollar and hait the
flow of imports into the U.S. that allows
Latin Americans to service their debts
and Europeans to grow out of their
doldrums.

Exchange market intervention is
pointless. If the Fed believes that
it is not meeting the world demand
for doflars, it can slow the dollar’s
rise by permitting faster money growth
at home. -~ @
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Mr. Roserts. If President Reagan’s tax policy had had the full
support of the Government, his party, and the Federal Reserve
Board, the economic restoration that has occurred would today be
on firmer footing. The lack of full support has allowed the Presi-
dent’s opponents to cloud the success of his policy and to keep the
door open for tax increases. Some people have been making more
grandiose predictions about the economic benefits of raising taxes
than Art Laffer made for lowering taxes.

If I had to sum up the purpose of the 1981 tax reduction in a
single goal, I would say it was to increase U.S. productivity growth.
U.S. labor is relatively high priced. For high-priced labor to com-
pete in world markets, it has to be more productive. This was the
case in the 1960’s when, despite a strong dollar, the United States
was an effective competitor. During the 1970’s, U.S. productivity
growth consistently fell. Indeed, it feel so much that despite a
weakening dollar we became less competitive. The key to our
future and that of the Western alliance is U.S. productivity growth.
The key to productivity growth is tax policy. :

We cannot afford a tax policy that has negative effects on work
attitudes and the investment rate. With our domestic industries
facing the competitive discipline of world market prices, domestic
tax changes that raise the cost of production will cause severe
shrinkage of the affected domestic industries. This is not generally
appreciated by many of the people who are proposing tax reforms.
There are many features in most of the tax reform proposals that
would reduce U.S. competitiveness in world markets and increase
protectionist pressures.

Let me leave you with a concrete example of one recent tax law
change that appeared reasonable on the surface but had a devas-
tating impact on a major American industry.

Recently Paul A. Volcker, the Chairman of the Federal Reserve
Board, expressed his concern that important sectors of the U.S.
economy, such as mining, are being left out of the recovery.
Volcker blames the Federal budget deficit as the cause of this eco-
nomic imbalance, but in fact the industry owes its hard times to a
deficit reduction package known as the Tax Equity and Fiscal Re-
sponsibility Act of 1982 [TEFRA].

The centerpiece of TEFRA was a corporate minimum tax de-
signed to ensure that every profitable corporation pay some tax.
The tax applied a 15-percent surcharge to an arbitrary selection of
allowable tax reductions. Mineral exploration and development
costs was one of the new items subject to the minimum tax.

The minimum tax is an add-on tax that raises production costs
and forces adjustments to be made to reduce the scale of operation.
In the case of mining, TEFRA added 3.6 cents in cost to each $1 of
output sold. In 1980, the average after-tax profit of each §1 of
mining sales was only 5.7 cents. The profit rate was higher on the
lowest cost operations and lower on highes. cost operations. The
minimum tax wiped out 63 percent of the profits necessary to
maintain the 1981 level of mining activity. The industry began
shrinking immediately upon announcement of the new tax, shed-
ding marginal operations and retaining only those which were still
profitable after the add-on tax. As the chart at the end of my oral
statement shows, the minimum tax caused a decline in mining pro-
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duction that was much more severe than the drop in manufactur-
ing that was caused by the recession.

The proponents of the minimum tax estimated that it would
raise $4.4 billion over 6 years as part of the $238 billion TEFRA
package. This estimate relied on the standard static revenue
method. An ex-post examination of the revenue change from this
provision makes clear that the minimum tax was a revenue loser.
Capacity utilization figures from the Federal Reserve confirm that
mining activity has fallen substantially from previous levels. The
decline in activity translates into $30 billion of lost labor compen-
sation over the 6-year period. -

The lower labor income means a $4.2 billion reduction in Social
Security taxes and $3.5 billion less in Federal income taxes. The
human costs are also great—about 180,000 mining jobs were lost.
The normal estimate is that two support workers are displaced for
each primary worker that loses his job. When the lost revenues
from displaced support workers are included, the overall effect of
the minimum tax will be to increase the deficit by $23 billion
rather than to reduce it by $4 billion. Perhaps this is one reason
why the deficit goes up each time Congress passes a deficit reduc-
tion package. Regardless, it is doubtful that the 540,000 people who
lost their jobs as a result of the impact of the 1982 minimum tax
on mining are pleased with the greater tax equity and fiscal re-
sponsibility that the Government provided in 1982,

Even a cursory glance at the mining market would have revealed
to policymakers that the domestic price is substantially determined
by the world price and, therefore, that the tax could not be passed
on to consumers and would have to be absorbed mainly by shrink-
age of the domestic industry. But since policymakers are addicted
to static revenue estimates and assume no behavioral response,
they looked for none and collapsed the U.S. mining industry.

This result was not anticipated, and it is an indication of the sur-
prises that will result from a major tax reform undertaken by the
same people. It is noteworthy that the sharp drop in U.S. mining
activity occurred despite the 25-percent reduction in personal tax
rates—a result that is at odds with the claim that lower tax rates
on individuals will automatically offset the increase in the cost of
capital stemming from the loss of accelerated cost recove.y, the in-
vestment tax credit, and other tax preferences. There is a substantial
risk that anything similar to the Treasury’s tax reform proposal
would reduce the investment rate. It does not do any good to give an
individual a tax cut in a way that costs him his job. Whoever got the
equity from TEFRA, it was not the miners.

Senator Abdnor, members of the committee, this may sound
strange coming from the person who drafted the Kemp-Roth bill,
but we must be careful that we don’t overblow the success of the
personal income tax cuts and imprudently assume, without doing
the proper analysis, that lowering tax rates automatically compen-
sates for other things we might do that would raise the cost of cap-
ital. It is likely to be the case that far greater reductions in tax
rates than are being contemplated are necessary to compensate for
the loss of ACRS and the investment tax credit. It is sobering, I
think, that the 1982 minimum tax did so much unexpected damage
to the mining industry. Very few people have much inkling of the
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economic effects of changes in taxation, and these few are not very
well represented in the ranks of the present policymakers. I, for
one, will be holding my breath that the economy survives the tax
reform.

That completes my statement, Senator Abdnor.

Senator ABpNOR. Thank you, Mr. Roberts.

[The chart attached to Mr. Roberts’ statement follows:]
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Senator ABDNOR. Last but not least, Mr. Rahn.

STATEMENT OF RICHARD RAHN, VICE PRESIDENT AND CHIEF
ECONOMIST, CHAMBER OF COMMERCE OF THE UNITED STATES

Mr. Rann. Thank you, Senator Abdnor. I am Richard Rahn, vice
president of the Chamber of Commerce of the United States. The
chamber is the largest organization of businesses in the world. On
behalf of the chamber, I thank you for letting us present our views
on the fairness of the 1981 Tax Act. In the interest of time and not
to be repetitious, because I fully concur with the comments of my
colleagues here, I will briefly share some of my thoughts, and I re-
quest my entire prepared statement be made a part of the record.

Senator ABDNOR. It will be made a part of the record.

Mr. RanN. Despite the howls from the self-proclaimed advocates
of the poor, the simple fact has been laid out this morning is that
the Reagan administration has increased the tax burden borne by
the well-to-do and decreased the taxes paid by the poor. As the
supply-siders predicted, the tax rate reductions for taxpayers sub-
ject to high marginal tax rates paid for themselves and caused a -
dramatic improvement in the economy.

The accelerated cost recovery system, ACRS, was a cornerstone
of the Economic Recovery Tax Act of 1981. It is clearly working, as
Mr. Roberts has pointed out. Replacement of the inadequate asset
depreciation range [ADR] system with ACRS cut the cost of capital
and allowed businesses to make the investment in plant equipment
needed to drive recovery. Business investment has increased 32.4
percent since the fourth quarter of 1982. This is the highest rate of
capital formation in any postwar recovery. The average increase
during postwar recoveries is 15.9 percent, half of the present rate.

Capital formation did not fall nearly as much during the last re-
cession because of ACRS. Increased capital formation increases pro-
ductivity, employment, and competitiveness. Because pre-ERTA al-
lowances were insufficient, the U.S. economy has fallen behind,
stagnated, and become uncompetitive. Our capital stock was much
older than our trading partners because our allowances had been
insufficient for decades. Any further cutbacks in ACRS will sabo-
tage the progress made to date.

The tax law has undergone many changes over the past years,
often several major changes in 1 year. Businesses have watched tax
cuts be enacted only to be undone within a year. This sort of activi-
ty makes planning difficult. Moreover, it makes every tax reduc-
tion suspect and therefore reduces the efficiency of its incentives.

Many businesses have chosen not to take advantage of the new
tax incentives because they expect the new advantages to disap-
pear. They will not make marginal investments on the basis of tax
provisions if they expect them to disappear, thus rendering the in-
vestments unprofitable.

ACRS under ERTA was simple. The Tax Equity and Fiscal Re-
sponsibility Act of 1982, TEFRA, introduced new complexities. The
Tax Reform Act of 1984 added amazingly complex new rules. This
e;gr-increasing complexity is rapidly undoing the progress made in
1981.
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In both 1978 and 1981, the rate at which capital gains were taxed
was dramatically reduced. In 1978, capital gains tax rates were re-
duced from 49 to 28 percent. The rate reduction led to at least $2.5
billion more Federal revenues and increased the portion of total
tax borne by the wealthy. It also led to higher taxes on the
wealthy. If we assume, as almost certainly is the case, that those
with adjusted gross incomes of over $500,000 are in the maximum
tax bracket, then capital gains tax paid by the wealthy was $1.8
billion in 1978 and $4.2 billion in 1981. This constitutes a 130-per-
cent increase in tax revenues.

Even partisans of big government should favor the Reagan, Ken-
nedy, and Mellon tax rate reductions for upper income taxpayers.
Those tax cuts raised more money for Government to spend. We
have not examined, however, the enormous cost of high tax rates
to the broader public. Both those paying taxes and those hoping to
have enough income that they must pay taxes, are forced to bear
the burden of a stagnant economy. Low rates of economic growth
have been thrust on the American economy by those who would
rather assuage their conscience by angry rhetoric and misguided
attempts to punish the rich when America could have an economy
sufficiently dynamic to improve the standard of life for everyone.

The positive incentive effects of the tax cuts continue to unfold.
The robust expansion presently under way has unexpected power.
What this adds up to is a surprisingly large increase in the tax
base. The incentive-based tax cuts have been responsible for an 8-
percent increase in tax budget in fiscal year 1984 compared to
1982, In effect, economic growth is increasing Federal revenues at
the same time it is decreasing Federal spending.

Congress having failed to reduce Federal spending, some now
have cast their eyes upon tax reform to close the deficit. They
would translate tax reform into a euphemism for a major tax in-
crease. But where are the tax revenues to come from? Evidence
provided by the IRS indicates that it will not come from the rich.
Increasing tax revenues on the rich will simply drive them into tax
shelters or unproductive economic behavior, thus reducing Federal
revenues. The Grace Commission has calculated that even if the
IRS confiscated 100 percent of all remaining taxable income above
$75,000, it would run the Government for no more than 10 days.

This means that any tax increase will come out of the paychecks
of the lower and middle income class taxpayers. This group ac-
counts for 90 percent of all personal income tax payments.

Their 1981 tax cuts have already been whittled away by bracket
creep, Social Security tax increases, and higher excise taxes. How
much further can we dip into their pocketbooks?

The message should be clear by now. Any major assault on the
Federal deficit must be based on cuts in the growth of Federal ex-
penditures. An increase in tax rates would create strong disincen-
tive effects that would eradicate any gains made by reducing the
demand for credit by the Federal Government. Furthermore, it
would not lead to anything like the increased tax revenues the pro-
ponents of tax increases claim. We must admit Federal Govern-
ment is an extravagant spender and that one does not cure the
?ab(ilts of an extravagant spender by providing him with more
unds.
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The results of the 1981 tax cut are in. They show these tax cuts
have provided strong incentive effects. They have increased the
share of taxes paid by the rich by causing them to produce more
and to shelter less income. They have been a prime ingredient in
the current economic expansion. ACRS has caused a dramatic in-
crease in capital expansion. This proven success should place the
focus of deficit reduction on the expenditure side of the ledger.
Major tax increases threaten to reverse all the gains that have
been made so far.

Thank you very much, Senator Abdnor.

Senator ABpNOR. Thank you, Mr. Rahn.

[The prepared statement of Mr. Rahn follows:]
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PREPARED STATEMENT OF RiCHARD RaHN

I am Richard Rahn, Vice President and Chief Economist for the Chamber
of Commerce of the United States. The Chamber is the largest federation of
business and professional organizations in the world. On behalf of the
Chamber, I would like to thank you for the opportunity for expressing our
views on the fairness of the Economic Recovery Tax Act of 1981 (ERTA).

The Goal of ERTA
ERTA led to at least a 25 percent reduction of marginal tax rates for
everyone and about a 7.5 percent reduction in the average person's tax
Tiabilities. Single taxpayers making $41,500 or more and married taxpayers
mak'lng more than $60,000, however, saw their rates reduced from 70 percent to
50 percent, or about 29%. The details of the tax cut are set forth in Table I.
TABLE 1

TAX RATES UNDER ERTA 1981-1984

Taxable Income (000s)

(Joint Return) 1980 1981* 1962 19863 1984
0-3,400 0 0 0 0 0
3,400-5,500 14 13 12 n n
5,500-7,600 16 15 14 13 12
7,600-11,900 18 17 16 15 14

11,900-16,000 21 20 19 17 . 16
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TABLE I (Continued)
TAX RATES UNDER ERTA 1961-1984
Taxable Income (000s)

(Joint Return) 1980 1981 1982 1983 1964
16,000-20,200 24 23 22 19 18
20,200~24,600 ) 28 27 - 25 23 22
24,600-29,900 32 30 29 26 25
29,900-35,200 37 35 33 30 28
35,200-45,800 43 41 39 35 33
45,800-60,000 49 47 44 40 38
60,000-85,600 54 50 49 48 42
85,600-109,400 59 50 50 48 45
109,400-162,400 64 50 50 50 49
162,400-215,400 68 50 50 §0 50
215,400 and above 70 §0 50 50 50

*Late in 1981, a 1.25% credit became effective. The chart reflects the tax
rate equivalent to the credit.

Proponents of these tax cuts urged that the tax cut would encourage
more work, savings and investment and would lure the rich out of tax shelters
and into taxable investments. In the long run, the tax cuts, by increasing
the return to capital and labor could also lead to robust economic growth, an

even greater expansion of the tax base and more economic benefits for everyone.

The marginal tax rate is the rate of tax a taxpayer will pay on the
next dollar he earns. A taxpayer's average or effective tax rate, in
contrast, is the sum of taxes he pays divided by his total income. The
economically more relevant tax rate is the marginal tax rate. When making the
economic decision whether to work an extra hour, a taxpayer is concerned with
the degree to which the extra income will be taxed. He will not concern
himself with how much tax he paid on his first $1,000.

As marginal tax rates increase, so do the disincentive effects of
taxation. A tax on work (employment income) makes work less attractive
relative to leisure. Many people will choose to work less. In economics
jargon, they will substitute towards leisure because the tax raises the price
of work relative to leisure,
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Similarly, taxes on savings (investment income) raise the price of
savings relative to consumption and cause people to substitute towards present
consumption. The price of consuming now {s the amount of investment income
foregone by the consumer {i.e., interest the money spent could have earned if
deposited in the bank instead). A tax on finvestment income reduces the amount
of after-tax income foregone and consequently makes present consumption
relatively more attractive. Confiscatory rates of tax on investment income,
for example, wil) usually cause consumption of luxury goods to climb. An
example will help to explain the reason for this substitution.

Suppose a taxpayer in a 91% tax bracket (which existed in the U.S. for
two decades) were contemplating the purchase of a very expensive car. The
purchase of a $100,000 automobile would cost its owner $10,000 annually in
foregone investment income if interest rates were 103. After taxes, however,
the cost of owning the car would be reduced to $900. The taxpayer would only
be foregoing $900 in investment income after the 91% tax was imposed.

The tax would reduce the after-tax price of consumption relative to
investment by 91%. The advantage of investing and the cost of consuming would
decline dramatically. Consequently, many taxpayers will choose to consume
rather than invest. High tax rates, then, reduce savings and investment.

A transactions based tax, such as a sales tax, increases the price to
the buyer (reducing demand) and reduces the price to the seller (reducing
supply). Since both supply and demand are reduced, total economic output
(1.e., the number of transactions) is reduced as well.

In summary, tax rates and the tax base are inversely proportional. The
tax base will be its largest if 1t is not taxed and will virtually disappear
if 1t is subject to tax rates approachjng 100%. In other words, higher tax
rates cause reduced tax bases.
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A necessary corollary of this relatfonship {s that the government will
raise progressively smaller amounts of revenue for each incremental tax rate
increase. Each additional tax rate fncrease will accentuate the disincentive
to work, save or invest.

What ERTA's Detractors Said

Many doubted the efficacy of these “supply-side” incentives. They
maintained that such a drastic cut of marginal rates would have no impact upon
the tax base. As a consequence, less taxes would be collected from the rich,
and the poor would bear a larger percentage of the tax burden. Some have
argued for three years that the tax cut favored the rich and have attempted to
sell that notion.

This s a very sensitive issue, and the resolution of the debate will
influence the course of economic policy for decades. Examples of the
continuing battle over the actual effects of the Reagan tax cuts include a
Staff Analysis prepared by the Congressional Budget Office (CBO) and the Urban
Institute's study The Reagan Record. The CBO study, entitled The Combined
Effects of Federal Taxes and Spending Programs since 1981, was a static
estimate of net tax reduction by income class and gave the distinct impression
that the tax cuts would actually reduce the share of taxes paid by the rich
and fncrease the poor's share. Some members of the press, ever eager to
pounce on the “fairness fssue,” used the CBO study to attack Reaganomics. The
Urban Institute study used static projections based on old data to conclude
that Reagan hurt the poor. “Rich gain, the poor Tose,” read the headlines.

49-716 0 - 85 - 3
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Reagan Tax Cuts Soak the Rich

The results for 1982 and 1983 are now officially in. They show
emphatically that incentives do matter. The percentage of taxes paid by the
rich has increased while the percent paid by the poor has actually fallen.

Tables II and III below illustrate the supply-side effects of the first
year of the tax reductions. Although their tax rates were reduced from 70% to
50%, those earning over $] miilion paid 37% more taxes in 1982, a recession
year, than 1961. Similarly, those earning between $500,000 and $1 million
annually paid 25% more taxes in 1982 than 1981. By 1983, those earning'over
$1 million were paying 102% more taxes. Those earning between $500 thousand
and $§1 million paid 47% more.

Equally as fascinating {s the fact that the rich paid a larger share of
the total tax burden after the Economic Recovery Tax Act than before. ERTA,
despite all of the misguided criticism directed toward it, made the tax system
more progressive. Between 1981 and 1982, the tax burden of those earning over
$1 million increased about 40% (from 1.7% to 2.4% of the total tax burden).
The tax burden of those earning between $500,000 and $1 million increased from
1.6% to 2.0%, or 25%. By 1983, each group was bearing almost twice as much of
the overall tax burden as they were before ERTA. In fact, only those earning
below $50,000 per year actually paid a smaller portion of the total tax burden
the first year after ERTA was enacted.

TABLE I1

TAXES PAID UNDER ERTA 1981-1983

Net Income Revenues Collected (000,000s) Percentage Chang>
Group (000s) 1981 1982 1983 1981-1982 1982-1983 1581-1583
$0-10 $8,588 $7,627 $6,874 -11% -10% - -20%

10-20 41,038 36,298 33,177 -12 -9 -19



Net Income
Group (000s)

20-30
30-50
50-75
75-100
100-200
200-500
§00-1000

1000 and above
TOTAL

Net Income

Group (000s)

0-10
10-20
20-30
30-50
§0-75
75-100
100-200
200-500
§00-1000

1000 and above
TOTAL
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TABLE II (Continued)

TAXES PAID UNDER ERTA 1961-1583

Revenues Collected (000.0005)’

1981

57,100
88,257
37.504
15,129
22,142
13,174
4,579
5,05 3
292,256

1982 1983
53,772 47,810
86,363  84.776
36,807 39,460
14,925 15,720
22,324 22,182
14,399 16,129
5,719 6,741
6,94 5 10,23 1

TABLE I11

Percentage Change

1981-1982 1982-1983 1981-1983
-6 -n -16

-2 -2 -4

-2 7 5

-1 5 4

1 2 3

9 12 22

25 18 47

37 47 102

- T 3

TAX SHARE UNDER ERTA 1981-1983

Percentage of Total Tax Burden
981 )

.92
4.0
9.5
0.2
2.8

2
1
1
3
1
5,
7
4
1
1

NN .

.

T00.0

1983

T00.0

These statistics came under sustainéd attack from iiberal economists
who scurried to explain them away as reflecting only the strong stockmarket or

“gaming” of the tax system by wealthy taxpayers.

Gaming is a term used to

describe taxpayers' decisfons, for example, to realize capital gains in 1962
rather than 1981 since 1982 tax rates were reduced.

The most recent statistics belié the géming thesis. Gaming is a one
year phenomenon that necessarily reduces the following year's taxable income

(1982 in this case).

has continued to increase in 1983.

The share of the overall tax burden paid by the wealthy



64

Despite the howls of righteous indignation from the self-proclaimed
advocates for the poor, the simple facts illustrate that the Reagan tax
program has increased the burden borne by the well-to-do and reduced the
proportion of the republic's taxes paid by the poor.

As the supply-siders predicted, the tax rate reductions for taxpayers
subject to high marginal tax rates paid for themselves and caused a dramatic
jmprovement in the economy. The tables make it clear, however, that the
government lost revenue from those taxpayers earning less than $50,000.

The patterh is clear. If one wants to truly “soak the rich," the way
to do 1t s to reduce high marginal tax rates. Some of the most able
ministers of public finance, cognizant of the disincentive effects of
taxation, have employed this tactic to boost both economic growth and tax
revenues. In the nineteenth century, William Gladstone of England often
employed the simile that imposing high taxes on the rich was like killing the
goose that laid the golden egg. His tax cuts were an fmportant ingredient in
the booming economic growth of the British Empire during the middle and late
nineteenth century. Andrew Mellon, Secretary of the U.S. Treasury during the
1920s, used the same policfes to boost taxes paid by the rich. He argued, "Is
it fair to tax the rich at a very high rate and collect a paltry amount or tax
them at a lower rate but get more money?"

The Failure of Static Economics

History seems easily neglected when it comes to examining the actual
effects of the Reagan tax program. Although it contained merely a static
estimate, the CBO analysis, for example, was used as a basis for prediction,
by others. The CBO simply “projected” tax shares by multiplying the previous
tax base with a lower tax rate. This static arithmetical exercise would



obviously lead to a smaller share paid by the upper income groups since the
tax cuts were initially greater for this group. The CBO exercise was
inexcusably misleading because it employed static revenue estimates in a
March, 1984 report even though actual results were avaflable in January 1984,

Actual results for future years will almost certainly show even greater
taxes collected from higher income taxpayers, not less. Whereas many
interpreted the CBO study to mean that the rich will be paying less in taxes
in response to a cut in marginal tax rates, the available data indicate just
the opposite. When one considers actual results, supply-side economics 1s
alive and well.

A legitimate concern is whether the wealthy paid increased taxes simply
due to bracket creep. Are the rich simply paying more because this group is
becoming larger through bracket creep? Probably not.

1982 and 1983 was a year of low inflation; the Consumer Price Index
(CPI) increased by only 3.9 percent in 1982 and 3.8 percent in 1963.

Consequently, not much bracket creep occurred. Furthermore, the percentage of
taxes paid by the rich has increased only in those years where they have
received significant tax rate decreases. From 1973 to 1983, the most
important bracket creep years, the sharpest rise in the percentage of taxes
paid by the rich occurred only in those years which coincided with tax
reduction. For example, the effective maximum rate on capital gains above
$50,000 fell from 49 percent to 28 percent in 1978, then to 20 percent in
1981, Over this same period we experienced a significant increase in the -
percentage of taxes paid by the rich, the sole group for whom capital gains
are an important source of income.



Earlier Supply-Side Experiments

Skeptics continue, despite the evidence, to attack ERTA as being both
unfair and a “massive revenue drain." Most disappointing 1s the fact that
simple denial of the record continues to be received as reasoned argument in
the media. {f one is willing to look objectively at the facts, ERTA has been
an unqualified success. It has been “fair” -- {f that means that the wealthy
are paying more. It provided a 25% across-the-board tax cut but only reduced
individual income tax revenues by 3% (and the revenue loss is decelerating).
And finally, it has reduced the disincentives to work, save and invest so
dramatically that the economy has grown at almost unequaled rates. .

Proponents of reduced tax rates are not limited to arguing the merits
of ERTA, however. Other equally compelling evidence exists co prove the
thesis that high marginal tax rates have a devastating effect on the economy
and can become literally counterproductive. The Kennedy tax cuts of 1963 to

- 1965 tell the same story. So do the Mellon tax cuts during the 1920s.

Finally, the facts surrounding the reduction in the rate at which capital‘
gains are taxed 11lustrate that reduced tax rates often literally increase tax
revenues. Table IV compares marginal tax rates under the 1954 Internal
Revenue Code, under the Kennedy proposal and as enacted by the 1964 act.
TABLE IV
TAX RATES 1954-1964

Taxable Income ($ 000)

{Joint Return) 1954 Act Kennedy Proposal 1964 Act .
0-1 20 14 14
1-2 20 14 15
2-3 20 16 16
3-4 20 16 . 17
4-8 22 . T8 19

8-12 26 21 22
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TABLE IV {Continued)
TAX RATES 1954-1964
Taxable Income ($ 000)

(Joint Return) 1954 Act Kennedy Proposal 1964 Act
12-16 ' 30 24 25
16-20 34 27 28
20-24 38 30 32
24-28 43 34 36
28-32 47 37 39
32-36 50 40 42
36-40 53 42 45
40-44 56 45 48
44-52 . 59 47 50
52-64 62 50 53
64-76 65 52 55
76-88 69 55 58
88-100 72 57 60
100-120 75 56 62
120-140 78 59 64
140-160 81 60 66
160-180 84 61 68
§§§3§§ 87 62 69
400 and above 91 65 70

In January, 1963, President Kennedy proposed reducing individual
marginal income tax rates from the 20-91% range that had prevailed since 1946
to 14-65%. In addition, Kennedy proposed reducing the corporate tax rate from
52% to 47%. In February, 1964, the Congress enacted the Revenue Act of 1964
which reduced rates to 14-70%.

These marginal tax rate reductions caused total federal individual
income tax revenues to increase and made the tax system more progressive.
Those earning over $1 million paid 147% more taxes after the marginal rate cut
and they paid a 232% larger share of the total tax burden. Those earning less
than $10,000, however, paid 28% fewer taxes and their share of the tax burden
declined from 35% of the total to 25.7%. The effects, set forth in Tables V
and VI are-analogous to those recently experienced after EKTA was enactead.
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The effects are much more explosive because pre-Kennedy tax rates of up to 91%
were, by any standard, confiscatory. The Kenedy reduction in the maximum tax
rate from 91% to 70% increased marginal after-tax income by as much as 233%
while the ERTA reduction from 70% to 50% increased marginal after-tax income
only 67%.

TABLE V

TAXES PAID AFTEK KENNELY TAX CUTS

Net Income Revenues Collected (000,000s) Percentage Change
Group {000s ) 1963 1964 1965 1963-1964 1964-1965 1963-1965
$0-1G $2,624 $2,167 $1,683 -17% -13% -26%
10-20 1,371 1,742 1,722 27 1 26
20-50 1,380 1,391 1,555 1 12 13
50-100 638 689 846 8 23 33
100-500 492 625 816 27 31 66
§00-1000 87 124 179 43 45 106
1000 and above 13 185 323 42 14 147
TOTAL 6,723 6,923 7,325 3 6 9
TABLE VI '

TAX SHARE UNDER KENNEDY TAX CUTS 1963-1965

Net Income Percentage of Total Tax Burden
Group (000s) 1963 1964 1965
$0-10 39.0% 31.3% 25.7%
10-20 : 20.4 25.2 23.5
20-50 20.5 20.1 21.2
§0-100 9.5 10.0 11.6
100-500 7.3 9.0 11.1
500-1000 1.3 1.8 2.4
1000 and above 1.9 2.7 4.4

The other major marginal tax rate reduction was after World War 1 under
Presidents Harding and Coolidge during Andrew Mellon's tenure as Secretary of
the Treasury. Table VII sets forth the results of that tax cut. Top tax
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rates were reduced from 73% to 25% over four years. Despfte such a dramatic
rate reduction, federal revenues actually i icreased 2%. Furthermore, as under
ERTA and the Kennedy tax cuts, the proportion of the total tax burden borne by
the wealthy increased.

TABLE VII
FEDERAL INCOME TAX REVENUES 1921-1925

Net income Change
class (000s) 1921 1922 1923 1924 1925 1921-25
$0-5 $92,791 $95,591 $81,047  $47,650 $13,909 -85%
5-10 68,871 70,387 §5,480 28,827 19,150 -72%
10-15 - 51,807 49.147 41,899 26,344 22,419  -57%
15-20 © 41,183 40,430 33,400 25,899 25,090 -39%
20-50 146,608 159,696 132,166 . 135,187 147,353 0%
50-100 115,712 144,092 108,879 136,636 147,843 +286%
100-500 145,685 213,635 149,493 213,930 236,252 +64%
§00-1,000 25,112 38,560 25,499 42,586 53,674 +114%
1,000+ 31,419 49,517 35,789 47,207 66,867 +113%
Total $719,387  $861,057 $663,652  $704,265 $734,555 + 2%

Maximum marginal
income tax rate 73% 58% 581 462 25% +28%

*The tax for 1923, computed at 1922 marginal tax rates, was reduced 25% by
credit or refund under the Revenue Act of 1924, .
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Why Most Economists' Forecasts Are Erroneous

Why is it that many, perhaps most, economists continue to believe that
the path to higher tax revenues is to push tax rates even higher? The answer
is that they fail to incorporate the disincentive effects of taxation into
their analyses. Within their macroeconomic models lurks a strange sort of
“economic man," a person who does not respond to changes in the relative
rewards or trade-offs between work and leisure, consumption and savings,
tax-sheltered and nonsheltered investments. Human nature is blithely ignored.

The failure to consider the incentive effects of taxation is cleérly
stated, for example, in the statement of methodology in the CBO report. The
report notes that their “"estimates do not take account of an individual's
behavior resulting from tax changes as they affect the household or the
economy at large." In effect, this statement is equivalent to saying that “we
are going to estimate the effects of Reaganomics by assuming that Reaganomics
does not work.” Recall, the point of Reaganomics was the supply-side
incentive effects of the 1981 tax cuts.

Indexing Must Be Retained

Beginning this year, the personal exemption and tax rate brackets will
increase each year to compensate for increases in the cost of living as
measured by the CPI. This provision is most important to lower and middle
income taxpayers; wealthy taxpayers are already in the top bracket and,
therefore, will remain subject to the same top marginal rate whether the tax
code is indexed or not.

Tax indexing is a major step toward assuring honesty and integrity in
the tax policy process. It will prevent continued unlegis1éted increases in
real individual tax liabilities that result entirely from the effects of
inflation oﬁ the tax
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system. If tax indexing were repealed, individual and business taxpayers at
the lower income levels would continue to be taxed at higher and higher
rates. Furthermore, inflation would lessen the value of the personal
exemption and zero bracket amount, which are relatively more important to
lower income persons.

As noted above, the relative tax burden on the wealthy has increased
over the past several years. This is partially because we have had de facto
indexing. The 25 percent cut in marginal rates has benefitted lower-income
taxpayers disproportionately over the past several years; middle-income
taxpayers received a reduction in rates each year -- helping them to
compensate for bracket creep -- while the highest-income taxpayers remained
subject to the highest margfnal rates. The rate cuts helped lower-income
taxpayers avoid bracket creep, even though the tax code was not indexed.
Inflation increased their nominal incomes, but not their real incomes, and
would have forced them into ever higher tax brackets if the tax cuts were not
taking effect at the same time.

The Congressional Research Service in a January, 1963, study noted
that, because of narrower low-income tax brackets and fixed personal
exemptions, inflation disproportionately hurts lower and middle-income
taxpayers. It concluded that this continual increase in their tax burden will
be stopped by indexing. Instead of increasing the burden on the middle income
taxpayers, it concludes that "once indexation begins this new distribution
will, for all practical purposes, be 'locked in.® That is certainly
preferable to increasing the burden on middle-income taxpayers by continued
and unlegislated bracket creep.
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Record Capital Formation

The Accelerated Cost Recovery System (ACRS) was a cornerstone of ERTA,
and it is working. Replacement of the inadequate Asset Depreciation Range
{ADR) system with ACRS cut the cost of capital and allowed businesses to make
the investment in plant and equipment needed to drive the recovery. As the
tables below illustrate, nonresidential fixed investment (equipment and
machinery) has increased by 32.4 percent in the efght quarters since the
recovery began in the fourth quarter of 1982. This is the highest rate of
capital formation in any post-war recovery. The average increase during
post-1950 recoveries is 15.9 percent, half of the present rate. ’

CAPITAL FORMATION DURING THE RECGVERY

8-Quarter % Increase in Investment/GNP Ratio 8
Recovery Began Fixed Nonresidential Investment Quarters after Trough
' 1949 21.4
9.3
1954 19.2
10.5
1958 15.3
9.7
1961 10.1
9.0
1970 15.3
10.4 '
1975 ’ 14.2
10.2
Average of all 7 15.9
9.7
12.5 1982 most recent 32.4
2.
CAPITAL RECOVERY DURING THE RECESSICN
Quarters After Peak Average of Seven Postwar Recessions Last Recession
1 -2.0% . +0.2%
3 -6.4% . : -4.1%

5 -14.2% -7.5%
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Capital formation did not fall nearly as much during the last recession
because of ACRS.

Increased capital formation increases productivity, employment and '
competitiveness., Because pre-ERTA allowances were insufficient, the U.S.
economy has fallen behind, stagnated and become uncompetitive. Our capital
stock is much older than our trading partners because our allowances have been
insufficient for decades. Any further cutbacks in ACRS will sabotage the
progress made to date.

The tax law has undergone many changes over the'last seven years -~
often several major changes in one year. Businesses have watched tax cuts be
enacted only to be undone within the year. This sort of activity makes
planning difficult. Moreover, it makes every tax reduction suspect and
therefore reduces the efficacy of its incentives.

Many businesses choose not to take “"advantage” of new tax incentives
because they expect the new advantages to disappear. They will not make

marginal investments on the basis of tax provisions if they expect them to
disappear, thus rendering their investments unprofitable.

ACRS under ERTA was simple. The Tax Equity And Fiscal Responsibility
Act of 1982 (TEFRA) introduced new complexities. The Tax Reform Act of 1984
added amazingly complex new rules. This ever-increasing complexity is rapidly
undoing the progress made in 1981,
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The Capital Gains Tax Story

In both 1978 and 1981 the rate at which capital gafns were taxed was
dramatically reduced. In 1978, capital gains tax rates were reduced from 49%
to 28%. In 1981, the rate was reduced from 28% to 20%. During that period,
the definition of capital gain did not appreciably change. In many important
ways, the result of the capital gains tax rate reduction was the same as the
broader ERTA, Kennedy and Mellon tax cuts. The rate reduction led to at least
$2.5 billion more federal revenues and increased the proportion of total taxes
borne by the wealthy. It also led to higher taxes on the wealthy. Table VIII
shows net long-term capital gains in 1976 and 1981. If we assume, as is
a'lmqst certainly the case, that those with adjusted gross incomes over
$500,000 are in the maximum tax bracket, then capital gains taxes paid by the
wealthy were $1.8 billion in 1978 and $4.2 billion in 1981. This constitutes
a 130% increase in tax revenues.

TABLE VIII

NET LONG-TERM CAPITAL GAINS 1576-186111

Net Income Net Long-Term Gains (in billions) Percentage Change
Class ($000) 1978 1981 1978-1981

0-25 $9.7 $13.2 36.1%

25-50 9.0 10.2 13.3

50-100 6.6 11.2 69.7

100-500 8.6 19.0 120.9

500 and above 3.7 14.9 302.7

Even partisans of big government should favor the Reagan, Kennedy and
Mellon tax rate reductions for upper income taxpayers. Those tax cuts raised
more money for the government to spend. We have not examined, however, the
enourmous cost of high tax rates to the broader public. Both those paying
" taxes and those hoping to have enough inéome that they must pay taxes are
forced to bear the burden of a stagnant economy, devoid of hope and
opportunity. Low rates of economic growth have been thrust upon the American
economy by those who would rather assuage their conscience by angry rhetoric
and misguided attempts to punish the rich when America could have an economy
sufficiently dynamic to improve the standard of life for everyone.
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Does Business Pay A Fair Share

Liberal groups, sucih as Citizens for Tax Justice, for years, have been
accusing President Reagan of virtually eliminating the corporate income tax.
Representatives Pease and Dorgan annually release an “effective tax rate®
. study purporting to show that the corporate income tax has been gutted. Even
the Reagan Treasury has gotten into the game by proposing a tax reform package
that raises corporate income taxes by over one-third. The American people
have been subjected to a constant barrage of misleading newspaper articles
about “undertaxed” corporations. The conventional wisdom is rapidly becoming
that corporations simply do not pay their "fair® share.

Rumors of the death of the corporate income tax have been greatly
exaggerated. As Table IX above shows, the average corporate income tax rate
{s over twice as high as those on individual income. If one takes into
account all the federal taxes that corporations pay, they pay over 50% of
their profits to the government. When state taxes are considered, the burden
becomes higher still. Those claiming that the corporate tax is all but dead
usually focus on its declining role as a source of federal revenues. But its
reduced importance s primarily a function of the precipitous decline in the
importance of corporations in American life. In 1950, corporate income
constituted 142 of the Gross National Product while today 1t makes up only
6%. The bottom 1ine {s that American business pays a very high proportion of
its income to the federal government. Liberal rhetoric is simply belied by
the facts.
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TABLE IX

FEDERAL TAX BURDEN ON CORPORATIONS

FISCAL  CORPORATE TOTAL CORP.  CORP. INCOME CORP. INCOME INDIVIDUAL
YEAR INCOME TAXES TAXES AS % TAX RECEIPTS AS % OF GROSS INCOME TAXES

AS % OF OF CORP. AS % OF NATIONAL AS ¢ OF IND.
CORP. INCOME INCOME TOTAL FED. PRODUCT INCOME
REVENUES

1950 29 34 29 . 14 7
1960 44 - 51 28 10 10
1970 48 §9 17 7 12
1975 4 58 14 7 10
1980 32 51 13 8 12
1981 31 53 10 7 12
1982 29 §5 8 6 12
1983 32 51 6 5 11
1984 25 . 50 9 6 10

Note: Total taxes include federal unemployment taxes, employers' social
security payroll taxes and the corporate income tax.

Those corporations that pay few taxes usually are not paying for one
of two reasons. Most have lost money in prior years and are simply “carrying
the losses forward." It is only fair that businesses be able to deduct losses
incurred 1n prior years against earnings in the present year. Otherwise, net
income is not being taxed. Yet, corporations that have lost money for years
and finally earn money are lambasted in the newspapers as "profitable
companies paying no taxes.” Unless one sees some sort of justice in adopting
a myopic year-to-year point of view, the present treatment of losses, where
losses and gains are netted out, is correct.

Sometimes corporations pay few taxes when they have embarked on an
aggressive investment program and the investment has not yet paid for itself.
Our present capital cost recovery allowances approximate expensing. Under
expensing, taxpayers do not begin to pay taxes until their investment has
actually yielded sufficient profits to pay the cost of the investment. In
other words, businesses do not pay tax until .they have earned profits.
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The Future Course of Fiscal Policy

As we look beyond the impact of the 1981 tax cut on 1982 tax revenues,
the positive incentive effects of the tax cuts continue to unfold. The robust
expansion presently under way has unexpected power.

What this adds up to is a surprisingly large increase in the tax base.
The incentive-based tax cuts have been responsible for an 8.0 percent increase
in taxes collected in fiscal year 1984 compared to 1982. In effect, economic
growth is fncreasing federal revenues at the same time 1t is cutting federal
spending. Better business conditions have resulted in higher tax revenues and
reduced unemployment benefits.

Having failed to reduce federal spending, some now cast their eyes upon
tax reform to close the deficit. They would translate tax reform into a
éuphemism for mejor tax increases. But where are the tax revenues to come
from?

Evidence provided by the Internal Revenue Service indicates it will not
come from the rich. Increasing tax rates on the rich will simply drive them
into tax shelters and reduce federal revenues. The Grace Commission has
calculated that even if the IRS confiscated one hundred percent of all
remaining taxable income above $75,000, it would run the government for no
more than ten days.

This means that any tax increase will come out of the paychecks of
lower-and middle-income class taxpayers. This group accounts for ninety
percent of all personal income tax payments. Their 1981 tax cuts have already
been whittled away by bracket creep, Social Security tax increases, and higher
excise taxes. How much further can we -dip into their pocket books?
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The message should be clear by now. Any major assault on the federal
deficit must be based on cuts in the growth of federal expenditures. An
increase in tax rates would create strong disincentive effects that would
eradicate any gains made by reducing the demand for credit by the federal
government. Furthermore, it would not lead to anything 1ike the increased tax
revenues that proponents of tax increases claim. We must admit that the
federal government is an extravagant spender, and that one does not cure the
habits of an extravagant spender by providing him with more funds.

Conclusion

The results of the 1981 tax cut are in. They show that these tax cuts
have had strong incentive effects. They have increased the share of taxes
paid by the rich by causing them to produce more and to shelter less income.
They have been a prime ingredient in the current economic expansion. ACRS has
caused a dramatic increase in capital formation which is vital for continued
economic growth. This proven success should place the focus of deficit
reduction on the expenditure side of the ledger. Major tax increases threaten
to reverse all the gains that have been made so far.

Senator ABDNOR. Mr. Vedder, you raise an interesting point in
the first paragraph of your prepared statement. You tell us that in
three instances—the lowering of tax rates in the 1920’s, 1960’s, and
the 1980’s—the policy of cutting tax rates was proven successful.
Why are we having such a difficult time convincing our colleagues?
Any one of you. Mr. Gwartney. Why do they argue the cause of
economic recovery?

Mr. GwARTNEY. Well, let me respond to that question in the fol-
lowing way, Senator Abdnor. First of all, I think that substantial
progress has been made in terms of changing the thinking of econo-
mists on the importance of supply-side responses associated with
lower marginal rates. I think the views of the economics profession
today relative to what they were, say, 5 years ago and certainly 10
years ago, are dramatically different. So I would say we have made
substantial progress in changing the views of the economists.

Second, the issue of why economists think the way they do
should be viewed in light of the fact that a generation of econo-
mists—two generations of economists, really—were brought up on
demand management policies. Their entire mental process, the way
they think the world works, what made the economy move, is con-
ditioned by their view of increases in spending, in particular in-
creases in government spending. That view has been under attack,
very strong attack, now for approximately 10 years and as a result
there has been some movement in terms of how economists think
about these issues.

But as in the case of any change, you still have some people back
in the dark ages. I think the answer to your question, whether we
like it or not, is that a major portion of the economics profession is
still back in the 1950’s and 1960’s, their thinking is within the
framework of Keynesian economics.
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But if you look at the new modern textbooks in macroeconomics
and microeconomics that have come out in the last few years—and
textbooks are a pretty good judge of what kind of thinking is going
on in a profession—there has been a consistent increase in the em-
phasis of supply-side factors relating to the incentive structure in
recent years.

Thus; I think progress has been made and that we are continuing
to make it. However, it is understandable that there are still a lot
of people out there who are tied to the old Keynesian paradigm.

Mr. VEDDER. I would agree with Mr. Gwartney. I would say
economists under the age of 40, to pick an age, are increasingly
very sympathetic to what might be called supply-side views, though
they are not a unanimous view, and those over 40 are by and large
resistant.

I think part of it goes to the fact that, Senator, the older econo-
mists have a lot invested in the Keynesian views. It’s kind of hard
for a person to come out and, in effect, say, “Everything I did for
15 or 20 years of my life was wrong” particularly when they are on
the Government payroll and think that they might benefit from
taxes—most economists are on a Government payroll of one sort or
another. ‘

So it’s kind of hard, I think, to change views.

But I think Professor Gwartney is right, there is some evidence
of movement in the profession. The evidence is so overwhelming
it’s hard to refute. I must say I have only seen one attempt since
the 1983 data have come out—maybe others have seen more—that
have attempted to refute what we were saying. It was a fairly pa-
thetic attempt by a chap at the Urban Institute who simply said,
well, the rich are always paying more because inflation and in-
comes are going up over time.

Well, taking that into account—these things Professor Gwartney
has one way of doing it, I have a little different way of doing it—
it’s still true that the rich are paying more. Relatively, absolutely,
it’s true that tax payments as a whole have gone up. All of these
things are just hard to refute. I think it takes time.

Senator ABDNOR. Have you seen any change in some of these
people?

Mr. VEpDER. I do. Professor Gwartney has written a textbook—
he was very modest, by the way—that is very strong on emphasiz-
ing this tax thing. I think it takes time; education is a very time-
consuming process. I have seen some real switches, even among my
colleagues who were sort of—who used to look at me as sort of a
heretic, and are down, at least, to listening to me more a little bit.

Senator ABDNOR. Mr. Roberts, how about you, you were one of
the early ones?

Mr. RoBerTs. Well, I have seen certain progress since I started
these efforts 10 years ago. Professor Gwartney’s textbook is one of
the examples. It is true that we are having an impact and influ-
ence. I think Senator Abdnor, one of the problems is that many
economists, especially academic ones, don’t really care about the
facts or the evidence. They basically just want to punish the
successful.

If your goal is to have what they call equity, it is to take away
the property rights of the successful and redistribute them, so you
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don’t really care about the kinds of facts we are talking about this
morning.

This redistributive impulse is very powerful in universities. I
doubt that it will simply cave in because of the facts. They won’t be
able any longer to hide behind the manufactured facts. They will
have to be more in the open that they don’t care about the
evidence. ‘

I expect that we will see plenty of statements that they don’t
care about the evidence.

Senator ABDNOR. Yes, Mr. Rahn.

Mr. Raun. I think we are making a lot of progress. With the
chamber TV programs, we are finding it’s harder and harder to get
people on the opposite side. I remember a number of years ago,
there were very few of us—the gentlemen sitting at this table and
only a couple of others around—who were espousing the kinds of
views we put forth today. We used to get a lot of invitations because
the Keynesians and liberals were the overwhelming majority.

But I have noticed some revisionist thinking on the left. Many
are now claiming the recovery was a Keynesian recovery. But if
you go back, we cannot find one major leading Keynesian econo-
mist who forecasted the type of recovery that we have had, and
particularly it being a noninflationary recovery. A few of them
said, well, some recovery might be possible, but it would be coupled
with rampant inflation. ’

Yet now many of the commentators—you see the articles in the
Washington Post and elsewhere, saying this wasn’t a supply-side
recovery at all, it was Keynesian recovery. If that is true, why
could none of them see it in the past and why didn’t they come up
with these policies, particularly during the Carter years, to bring
us a recovery?

Mr. GWARTNEY. Senator Abdnor, could I add one point to Mr.
Rahn’s point, which I think is a good one, as sort of a personal foot-
note.

I debated a Keynesian economist on the 1981 tax legislation at
the time it was passed. His forecast was that we would have 30 per-
cent interest rates—if you recall, the interest rates at that time
were in the 15- to 17-percent range—30 percent interest rates and
an inflation rate of 25 to 30 percent or more, because this enor-
mous demand stimulus was present. I, of course, argued that was
nonsense, that there would be a supply-side response.

If, in fact, the recovery, as many people have stated, was a
demand-side or Keynesian-type recovery, then we would have had
inflation. But inflation didn’t accelerate, it decelerated. That shows
it was a supply-side recovery rather than a demand-side recovery.

Mr. RanN. Senator Abdnor, if I may add one thing here too. I
think it’s very important, as Mr. Roberts indicated, that if we take
away the incentives for investment we put in the 1981 act, then
you could have a situation where if you just increased demand
somewhat through the tax rate reduction, and at the same time pe-
nalized people who want to expand the size of industrial plants to
meet that demand, then you could have—well, depending on what
the Fed did, either inflationary pressures or less economic growth
than we should have. We have to remember that the producers, if




81

they cannot get their money back that they invest, will not invest
even if individual interest rates are quite low.

Mr. RoBERTS. Senator Abdnor, last time I looked at the figures in
the Economic Report of the President, it showed that consumption
growth actually lagged the real growth in GNP, so it couldn’t possi-
bly have been a consumption-led Keynesian recovery. By contrast,
investment grew at two or three times the normal rate, given past
recoveries.

So I think it’s quite clear we did not have a consumption-led
Keynesian recovery. That’s what the figures show.

Senator ABpDNOR. Well, this is a direction in which we continue to
move. How much lower do you feel you could drop tax rates and
still continue to break even?

Mr. Roserrts. Fifty percent is a high tax rate. That’s half of any
increase in your income.

Senator ABDNOR. I am not a tax expert, and the first to admit it,
but I see the different tax reform proposals around here. I am talk-
ing about Gephardt-Bradley, Kemp-Kasten and other plans which
cut the top rate to 30 percent or lower. Are those realistic rates?
Even though they are doing certain other things that you might
agree with, do you think they would generate the kind of income
people think they will?

Mr. RoBEerts. I don’t think all of the bills would. I certainly do
not think the Treasury’s bill would. Basically the Treasury’s bill is
simply a loophole-closing bill that’s been on the shelf over there for
20 years. I think the Treasury staff pulled it down, draped a little
bit of supply-side rhetoric on it and some lower rates, and they said
they had a tax reform. I think that’s just a sign of laziness and a
nonserious approach to a difficult problem.

Some of the bills on the Hill I see more in terms of leadership on
an issue, just to get discussion going, to get people thinking, than
actually seriously constructed bills. I don’t think they all had the
attention they need in terms of whether they raise or lower the
cost of capital.

But briefly and more generally, if you will remember, during
most of our history we had no income tax on corporations or indi-
viduals. This was a period during which we experienced very rapid
economic growth, and poverty rates consistently declined, despite
the influx every year of large numbers of penniless immigrants,
many of whom couldn’t speak the language. So a situation of no
tax 1s certainly consistent with rapid economic progress, the ab-
sorption of millions of poor people, and a declining poverty rate. .

Sometime since World War I, a decision was made that we would
rely more on Government to reduce poverty and less on the econo-
my, and we built up massive Government programs and spending
that became very large as a share of the national income.

So I think the kind of reform we really need is one that goes
back toward the way we used to be, when we relied on the economy
to reduce poverty and not the Government. That approach allows
you to cut back taxes and Government hand in hand.

Senator ABDNOR. But going back to the pre-income-tax days,
there’s a lot of difference between the limited responsibility we
placgd in the Federal Government then, and what we are asking of
it today.
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Back in those days, the church did a lot in the area of social re-
sponsibility, but today it’s the Federal Government that has taken
over much of this activity.

Mr. RoBerts. The churches have been crowded out of their
responsibilities.

Senator ABDNOR. Mr. Rahn.

Mr. Rann. If you just look at the evidence we have before us of
the tax changes made that clearly those people in marginal tax
brackets above 30 percent increased their total tax payments after
the tax reduction, clearly we could drop those rates down to the 30-
to 35-percent range, top rates, without any loss of revenue there. If
you would notice the capital gains tax, as I pointed out in my pre-
pared statement, every time we have reduced it we have increased
revenue. A number of us believe you can take the maximum rate
down below 20 percent and still increase revenue.

So those are counterproductive. We have seen that the changes
we have made in the capital cost recovery so increased the amount
of investment that we greatly increased employment, broadened
the base, and clearly over the long run they are revenue in-
creasers. To move away from that would be a mistake, even if you
want to produce more revenue to the Government.

My own preference is a smaller government rather than a bigger
government.

But even if you want to have more tax revenue than you now
have, the way to get there is by reducing these high marginal tax
rates and income, both individual and corporate.

Senator ABDNOR. I just want to ask you, I am not trying to inject
politics in this, but it's amazing to me a couple weeks ago to hear
one person get on the national radio and say the rich are still get-
ting off, getting a break, and the poor are having to pay more.

It makes you wonder, with everything you see here, how anyone
can make a statement like that.

Mr. RaHN. Because what you have is a number of people in socie-
ty who are mean spirited and want to punish success. They don’t
really care about the poor. They care about punishing the rich and
punishing successful people. We have seen that through industry.

Mr. RoBerTs. Some people just like to tell lies, Senator Abdnor.

Senator ABDNOR. It was shocking after reading several articles
on it, then you hear this report over the radio, this statement, I
was shocked. I thought, “Either I have been reading the wrong fig-
ures or this person has.”

Mr. RoBerts. These are the Internal Revenue Service’s figures
and not our figures. These are the official figures of the Internal
Revenue Service, and those figures show the rich are paying more.

Senator ABDNOR. If you gentlemen go out into the countryside
and talk to the average person, they still think that “the rich are
getting all the breaks and I am paying more because of that.” How
are we going to change that?

Mr. RAHN. A lot of the problem is the news media. The news
media does not report things honestly. There is a widespread belief
among many people in the news media that economic growth is a
zero sum game: For somebody to get wealthier, somebody else has
to get poorer.
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If that was true, you would see the minimum income disparities
in poor countries and maximum disparities in rich countries, and
of course the truth is the opposite way. What we have found is
rapid economic growth reduces income disparities.

The proper policy is to make everybody wealthy. Until the news
media wants to become more educated and get rid of their liberal
biases and start reporting the facts to the American people, this is
going to be an uphill struggle.

But clearly we are making progress. When President Reagan
won the overwhelming majority he did, people intuitively respond-
ed to what he did regardless of what the news media said.

Senator ABDNOR. It’s amazing.

Mr. VEDDER. Senator, you expressed some, I think, justifiable
skepticism at Mr. Roberts’ statement that we can’t go back to the
old days, 1914, before we had any income tax. But if you go to a
more modern period, you can go to, say, the Kennedy era of the
1960’s, which is the era of a liberal President, just 20 years ago,
very much in our lifetime, not that far back. You look back, al-
though we had very high marginal rates for a small number of tax-
payers, the ordinary taxpayer, the one you were talking about a
minute ago, in those days very seldom paid marginal tax rates of
much more than 20 percent.

Mr. Gwartney has done more work on this than I have, but I no-
ticed myself that what a lot of these so-called flat tax proposals—
most of which aren’t really flat-tax proposals—are trying to do
ratewise is go back to the days of the 1960’s, when the average tax-
payer, or even a moderately high income taxpayer, making what
we think of now today as $50,000 a year, in those days was paying
in the 20- to 25-percent marginal rate bracket.

That great inflation of the 1970’s and late 1960’s, particularly in
the 1970’s, was largely responsible for the problem that we are in
now with regard to the incentive effect.

Supply-side economics, as it evolved in the 1970’s—and Mr. Rob-
erts and others were involved in it from the start, evolved as part
of the response that people were getting pushed more and more
every year into a higher and higher bracket. It just became more
important to argue for tax rate cuts in the last 10 years than it
used to be.

Senator ABDNOR. Yes.

Mr. GwWARTNEY. Senator, I would like to pick up on that point
and also get back to a point that Mr. Roberts raised earlier. I re-
cently wrote a paper entitled “Is the Flat Tax a Radical Idea?”

In the process of writing that paper I went back and looked at
the tax structure in the early 1960’s and, admittedly, I was sur-
prised to find that we had virtually an effective flat tax structure
in the early 1960’s.

Now the reason why I say that is if you look at the number of
people who face marginal rates—the lowest marginal rate in 1960
was 20 percent, and then it jumped to 22 percent after a fairly sub-
stantial increase in income—89 percent of taxpayers either had no
tax liability or paid either a 20- or 22-percent marginal rate in
1962. So virtually everyone was facing the same marginal rate.

At the upper end, even though the rates went to 90 percent, less
than 3 percent of taxpayers who filed returns in 1962 faced margin-
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al rates of above 26 percent. So basically we had a flat tax struc-
ture.

Mr. RoBerTts. Ninety percent of the taxable population was in
the lower brackets.

Mr. GWARTNEY. In the 1970’s, inflation brought the high brackets
to the average American. Instead of 1 or 2 percent of the popula-
tion facing marginal rates above 26 percent, you had 40 percent of
the population.

Senator ABDNOR. What were taxes in relation to the GNP?

Mr. GWARTNEY. Not a whole lot different than it is now.

Mr. RoBerts. About the same; roughly 18.5 percent. That doesn’t
change much. All those high marginal rates did was reduce the
supply of goods and services. They didn’t produce any more
revenues.

Mr. GwWARTNEY. The high rates are particularly important. I per-
sonally feel that the most important part of tax reform is get that
top marginal rate down from the current 50 percent to the 30-per-
cent range.

Mr. RoBerts. What happened in the 1970’s, inflation picked the
population up which was concentrated in the bottom tax brackets
and started spreading it through the middle and upper brackets.
You ended up with ordinary people paying tax rates that 10 years
before not even the rich were paying. That's basically what
happened.

Mr. GWARTNEY. That’s right.

Mr. VEppER. That'’s right.

Mr. GwARrTNEY. Particularly when you tack the Social Security
tax on top of that. The ordinary people who are really getting
zapped are persons in dual earner families. By no sense of the defi-
nition are they rich, but they are facing Social Security tax in-
creases and 40 to 50 percent marginal income tax rates even under
the current system. Such high rates do not raise a great deal of
revenue.

Even if you look at static projections and I think we have pre-
sented powerful evidence that static projections grossly underesti-
mate tax revenues derived from high tax rates—rates above 30 per-
cent only raise about 8 percent of the total income tax revenue.

If you look at the adjustment of the tax base where marginal
rates are reduced from 50 percent to 30 percent, the data indicate
that you are going to raise almost as much, if not more, revenue at
the 30-percent rate, as you raise at the 50-percent rate.

There is one point that we haven’t covered yet. I may not cover
it in the most effective way. Some of the others may want to pick
up on it. We don’t want to leave the impression that a tax rate is
best that maximizes tax revenues. None of us on this panel believe
that. What happens as you get close to a tax rate which maximizes
revenue? You have to raise that rate a whole lot in order to get a
little bit more revenue as you are moving toward the peak of the
Laffer curve, if you like. )

When you are in the top marginal bracket you may have to raise
the rate 10 percent in order to get 1 or 2 percent more revenue
from the people who confront the high marginal rates. That kind of
tax rate is highly inefficient. Even though you could squeeze a
little bit more revenue if you raised the rates, it’s highly inefficient
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because it’s causing people to do things that they would not do that
would result in economic waste relative to what would be the case
if we had lower rates.

So if the rate which maximizes revenue is in the 40-percent to 50-
percent range as the work of Prof. James Long and myself indi-
cates, you would want to charge a rate that was quite a bit lower
than that, because any rate near the 40 to 45 percent is going to be
highly inefficient. Some of the other panel members may want to
pick up on this point.

Mr. Rann. That’s particularly true over the longer time periods.
It is true in the short run that rates of the magnitude that Jim
Gwartney has laid out might maximize revenue, but over the
longer run they always slow economic growth. So the lower the
rate, the higher the rate of economic growth you will have over the
long run. Of course, if you would just have 1 percent higher eco-
nomic growth, you very quickly make up for that lower tax rate.

Mr. VEDDER. We see this also on the point Mr. Rahn made in the
evidence from the States. Another way to look at this is let’s look
at our governments out in the hinterlands, the State governments.
Those States that have high marginal tax rates and high income
taxes are precisely the States that have been growing the slowest;
and those States that have lowered their high tax rates, be it Mas-
sachusetts through proposition 2% or California through proposi-
tion 13 or what have you, or don’t have any income tax at all, like
Flo;(ilc{a and Texas, these are the vital States that are growing
rapidly.

So any way you look at it, the evidence is clear that the reduc-
tion in those rates can stimulate the economy sufficiently by put-
ting people back to work and resources back to work to solve any
problems that it might initially create.

Senator ABDNOR. With all of that—I know there are a lot of fac-
tors that enter into it—to what do you attribute the drop in the
growth rate of GNP in the first quarter of 1985?

Mr. RanN. First quarter of 1981—1985, excuse me.

Senator ABDNOR. This was awful sudden, last quarter.

Mr. RanN. You had virtually no growth in the money supply
from June to November of 1984, and we know that nominal GNP
tends to pace changes in the growth rate by one or two quarters.
Now, fortunately, the growth rate of the money supply has picked
up some. I would expect we would have a recovery in nominal GNP
growth rates. '

But last summer there was this clearly erroneous fear clearly on
the majority of the members of the Fed that if they allowed a rea-
sonable rate of growth in money supply we would have inflation.
They did not understand fully the increase in productive plant and
equipment we have had, nor did they understand that the United
States was just part of the worldwide economy. They didn’t look at
productive capacity on a worldwide basis sufficiently, in my judg-
ment. As a result they held down growth rates artificially. That’s
Yg%aSt we were seeing in the latter part of 1984 and first part of

Mr. RoBerTs. The problem, Senator, is that the Federal Reserve
is operating according to the old theory, the old policies of the
1970’s. They really do believe that economic growth is the cause of
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inflation, so whenever they see the economy doing well, they tend
to act to restrain it.

In my view, the only reason they permitted the strong growth in
1983 and 1984 is they did not expect it. They believed their own
propaganda that the deficit would crowd out the recovery, that the
recovery would be weak and lopsided, and that the interest-rate-
sensitive sectors would be hurt. So under the influence of their own
propaganda, they were surprised quarter by quarter by quarter at
the economy’s performance. They always expected it to fall off a
cliff. Yet it kept doing well.

That is the only reason, in my view, they permitted this. It was
almost an accident. It slipped by the Fed because they didn’t expect
it. Had they expected it, they would have jumped on it with both
feet and stomped it down. That’s basically what they do any time it
does well.

Mr. RaHN. Just to give an example of erroneous reasoning over
there, last summer I was having breakfast with one member of the
Board of Governors of the Federal Reserve. He was warning about
capacity utilization rates increasing, when of course they have
fallen. It seems to me what was coming through was not under-
standing that each month we have had a huge increase in our in-
guztrial capacity because of the tremendous investment we have

ad.

Rapid economic growth can actually tend to reduce prices over
time. Now, economists seem to understand this when they teach
microeconomics. They always have what we call a U-shaped aver-
age cost curve.

Somehow these same economists tend to forget this when they
get into macroreasoning, particularly the old Keynesian. They have -
forgotten economic growth increases efficiency. They seem to feel
there are these natural limits, which is absolute nonsense.

Senator ABDNOR. I see a change, talking earlier with other econo-
mists, and you say you have started to see a change in the attitude
of the Federal Reserve.

Mr. RauN. Well, they have been losing the debates to such an
extent it ought to alter their attitude or at least drive them out of
the profession.

Senator ABDNOR. Let me close with one last question: What com-
ponents should a tax reform include to encourage economic growth
and what provisions should be avoided? Could you just give us your
thoughts on that and go right down the line? I want to give you
time to think.

Mr. GwarTNEY. I would like to speak to the personal income tax
side. I am sure that Mr. Roberts and Mr. Rahn will want to focus
on the business side, but with regard to the personal income tax
side, the most important thing I already alluded to is a sharp re-
duction in the top marginal rates. I think the top marginal rates
should not be any higher than 30 percent.

The question comes up, “Isn’t that going to lose some revenue?”
In a static analysis, obviously it is. In a dynamic analysis, I think it
probably wouldn’t. But I think there are a couple of additional
changes, that in my judgment, that would need to be made
anyway. One of these changes is the elimination of the deductibil-
ity of State and local income and sales taxes.
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The reason why is because basically the current deductibility of
current State and local income taxes sends the wrong signals out to
State and local governments. It gives them incentive to expand the
operations of government, because they can foist part of the cost of
that government off on to taxpayers in other States because of the
deductibility provision. They don’t bear the full cost of undertaking
an expansion in governmental activities. An elimination of that de-
ductibility would remove this perverse incentive structure.

Also, there is a distributional issue related to this issue. The pri-
mary beneficiaries of the deductibility of State and local taxes are
high-income taxpayers, because they are the ones that fill out the
itemized returns and tend to have larger deductions for State and
local taxes. But not only are they high-income taxpayers, they are
high-income taxpayers in high-income States.

So if we are in fact concerned about the distributional issue, the
deductibility provision results in a transfer to people in high-
income States where government is large, such as New York, from
people in lower income, smaller government States such as Geor-
gia, Florida, and Alabama.

Mr. VeEpDER. Or South Dakota, if I might add, if I may be paro-
chial for a minute, Senator.

Mr. GWARTNEY. So it strikes me that kind of deductibility from a
distributional standpoint is most perverse, as well as the incentive
signals that it sends out to people who are local government offi-
cials is counterproductive.

Senator ABDNOR. Well——

Mr. GwarTNEY. Would you like to ask a question?

Senator ABDNOR. Yes. Don’t you think it would cost heads of
State government and local government and put more pressure on
the Federal Government to pick up more and more, to make cuts
in programs, mass transit, those kinds of things we are trying to
put back to the States now?

Mr. GWARTNEY. The States are always going to try to get some-
body else to pay for it. There would be some incentive structure in
that direction. But let me mention something I think is far more
important.

The current system discriminates against user charges, for State
and local government activities, because such charges are not de-
ductible. There’s a great deal of increase in interest in using vari-
ous kinds of user charges in order to finance local government op-
erations. That is currently being discouraged.

Once again, user charges would establish a closer link between
the cost of conducting an activity and the benefits one receives
from it. We will get more efficient operation when we keep that
linkage quite close.

A second area of the personal tax structure in which I would
agree to some broadening of the base, if I can use that term, which
I don’t particularly care for, would be in terms of interest deduct-
ibility on schedule A, which is basically for nonbusiness activities.

The home mortgage interest deductibility encourages home own-
ership, and that is something that I think is good. From a political
standpoint, as well as from an economic standpoint, one could cer-
tainly build a case for it. I favor maintaining the home interest de-
duction, but I do not advocate it for consumer credit loans or signa-
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ture-type loans for people to use debt rather then equity as a
method of financing.

With those two modifications, plus the substantial reduction of
the top rates to 30 percent, you could easily devise a revenue-neu-
tral proposal that would also permit you to reduce rates in some of
the lower brackets. So those are the major modifications I would
make in personal taxes.

Senator ABDNOR. What about tax advantages of insurance bene-
fits, as you see now?

er. GwarTNEY. The fringe benefit packages, you are speaking
of?

Senator ABDNOR. Yes.

Mr. GWARTNEY. The problem I have with so many of these is
they add complexity to the system. I realize there is an argument
to divert people away from taking compensation in the form of
fringe benefits, rather than wages and salaries, but the lower mar-
ginal rates, Senator, will go a long ways toward solving that prob-
lem. The lower marginal rates make it less attractive to devise var-
ious kinds of schemes. Most of these things have costs associated
with them: Profit-sharing plans, pension plans, things of this sort.
The lower marginal rates in my judgment will be sufficient to
remove the incentive to undertake schemes in this area.

Senator ABDNOR. Mr. Vedder.

Mr. VEDDER. I would agree with Professor Gwartney. In fact he
stole most of my thunder, because I was going to make the same
ﬁoint_ (ai\bout State and local deductibility. I agree with everything

e said.

The one thing that is a major consideration in a tax bill is how
do you want to define the tax base; in terms of income, using
income as the basis of taxation, or to what extent do you want to
use consumption as the basis of taxation.

I think there is a very serious case that can be made for exclud-
ing savings from the tax base, not only on the grounds of economic
efficiency, but also on the grounds of equity and fairness. I, there-
fore, would personally be willing to see one erosion of the tax base,
if you want to call it that—I don’t like that term either, but if you
want to call it that—come in the form of more generous allowances
for the deduction of savings as a means to encourage savings and
capital formation.

Again, on the business side, I think there’s a need to integrate.
There’s need for some important reforms there, but I would rather
refer to my colleagues on that who are perhaps more expert on
that subject.

Senator ABDNOR. Mr. Roberts.

Mr. RoBERTS. Senator Abdnor, Professor Gwartney has pointed
out that allowing the deductibility of State and local income taxes
can cause them to be higher. He is.correct. For example, if you are
in the 50-percent bracket, and the State raises income taxes, you
only pay half the increase. If you are in the 25-percent bracket you
only pay three-fourths of the increase. So it is true that the deduct-
ibility of State and local taxes reduces the cost of them to the tax-
payer, who has to pay them. Nevertheless, I think your point is
correct, too: If you are trying to trade back responsibility to State



89

and local governments, you don’t want to do something that makes
it more difficult for them to accept that.

And I think also you have the old question should you pay taxes
on taxes? That is something that is very disturbing: If you are
going to pay taxes on taxes, you might get in a situation where
there is no income left to the earner.

So I think on the whole, it’s very hard to know how this thing
works out in practice. Mr. Gwartney has a point, but how it mixes
{31 with all the other considerations and how it works out, we don’t

ow.

Take the fringe benefits. If you tax fringe benefits, the first thing
it is going to do is to increase the demand for the Federal Govern-
ment to provide these benefits. If you tax medical insurance, all of
a sudden the demand for federally supplied medical programs is
going to go up.

One thing we do know as economists is that generally people
would prefer to receive an extra dollar of income than to receive it
in kind—that is, in the form of benefits—because a dollar gives you
command over all goods as opposed to some specific kind of benefit.
It's the nontaxable nature of the fringes that has led to their
growth. If you were to start taxing them, you would probably see
people saying, “Well, just give us the dollar income.” Then you
would tend to see the decline of privately provided fringe benefits
and the demand that they be provided by the Federal Government.
On the whole that’s not a very good idea, especially if you are
trying to control the budget.

From my studies—let me say something about the personal tax
rates. What is an appropriate personal rate? In the middle of the
last century Karl Marx was trying to figure out where free men
and women came from—that is, how did they evolve? I am not
quite sure he ever figured it out, but one of the things he did hit on
was the difference between a free man and a serf: The serf had to
pay income taxes, the free man didn’t. Marx’ definition of free
labor was a person on whom the government had no claims. A serf
vsvas a person that owed about one-third of his working time to the

tate.

Now, when I was a graduate student at the University of Califor-
nia, Berkeley, and later at Oxford, I looked into what were the tax
rates on serfs. Obviously it differed over time and regions. But on
the whole, it seems that on average serfs paid about one-third of
their working time to the government. So a serf was a person who
paid a tax rate of 33 percent, and free man and woman faced a tax
rate of zero percent. That seems to me to be historical fact.

So if we want to elevate our present status to the status of serfs,
the top rate would be 33 percent. If we were to achieve that, we
would once again be in the same condition as the serfs, in that we
would own two-thirds of our labor time and the State would own
one-third. It would seem to me that at least we ought to be able to
restore the conditions of serfdom. A democracy ought at least to be
able to achieve that.

Now, to briefly make a point, having served as Assistant Secre-
tary of the Treasury and having served on the congressional staff a
number of years, I am convinced that neither the Treasury nor the
congressional staff have the ability to design a tax reform.
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It’s a major tax reform. It’s more likely to contain more surprises
than many anticipate, and its disruptive effects are likely to be
quite serious.

So perhaps the best thing that we could do is to cut the rates
again. If we just cut the tax rates, we don’t have to worry too much
about where we are raising the cost of capital and what industry is
going to catch it next, for example, like mining in the case of
TEFRA.

So perhaps the best thing to do is just, again, lower the rates,
because as these rates are lowered, as they come down, they auto-
matically have the effect of closing the loopholes, because the loop-
holes become less valuable and fewer taxpayers want to use them.
It’s left to the market, and these decisions get made in a less dis-
ruptive way. So given the fact that I, based on personal experience,
have no confidence in the Government’s ability to design a tax
reform——

Senator ABDNOR. Just a minute. I think I can understand the
Congress: We have to take care of our own personal constituents
and what is good for the voters. But don’t you think Treasury, by
the time you get the two together——

Mr. RoBerTs. The administration does the same thing you do.
They do it before they send their bill to the Congress.

But over and above all that, the Treasury staff thinks about it in
static terms.

Now, an hour’s thought on the part of an undergraduate student
in economics could have predicted the effect of the minimum tax
on the mining industry, but the entire staff of the Department of
the Treasury wasn’t able to. So if you turn them loose on the entire
Tax Code all at once, there’s no telling what the effect would be,
because they calculate the result in terms of static revenues. Taxes
go up or down. There is no behavioral response in the supply of
labor. Capital doesn’t change, just the tax rate. You go through the
Tax Code in that way, and you are going to produce more surprises
than the Government can survive. That’s my view.

Senator ABDNOR. I won’t argue that. Mr. Rahn.

Mr. RauN. Well, obviously, I pretty much agree with my col-
leagues here.

What I see happening with all these tax reform proposals, is be-
cause, again, since they are bound up with static revenue analysis,
which we know is absolutely wrong, if they want to go ahead and
reduce rates on individuals, they think to have to raise it some-
place else. So they all propose increasing taxes on business and in
particular tax recovery allowances, corporate minimum taxes, and
so forth, all of these will be highly restructured.

Craig Roberts gave a perfect example of the corporate minimum
tax and how it did in the mining industry. The increased capital
cost recovery allowances will kill investment and they will wonder
why we have had tax reform but no economic growth. I see a tre-
mendous danger here.

So I would urge you all, more than anything, to reject this
canard of the static revenue analysis, because we know the static
revenue figure is wrong. We all know that is wrong. Because we
cannot maybe precisely agree on what the dynamic revenue figure
ought to be does not mean maybe we should not use it.
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Senator ABDNOR. Senator D’Amato has just arrived. I was hoping
you would get here earlier, because you have a great interest. We
have had, at least to me, a very interesting discussion here. I was
listening and they were talking.

Senator D’AmaTo. Do they support, Senator Abdnor——

Senator ABDNOR. That’s for you to find out.

Senator D’Amato is one of those who feels very strongly, I am
sure, about State and local taxes.

Senator D’AmATo. Absolutely.

Senator ABDNOR. I have been asking them questions a long time.
Would you mind taking a few here?

Senator D’AmaT0. Let me thank the Senator for calling this
hearing. I am sorry that another subcommittee kept me from arriv-
ing here earlier.

It just strikes me if you take something that is a tax reform for
fairness and simplicity and economic growth, how could anyone be
against that? Is anyone here against reform for fairness and sim-
plicity and economic growth?

Mr. RoBerTs. You should file suit against the Treasury for misla-
beling, that is what you should do. .

Senator D’AMaTo. We didn’t put “apple pie and the American
way,” but is anyone against the principle of tax reform for fairness,
s;lmg?licity, and economic growth? Does anyone want to comment on
that?

Mr. Rann. Well, the Treasury——

1Senator D’AmaTto. I am not talking about the specifics of the
plan,

Mr. RoBerTs. The words sound great.

Mr. RanN. If any of those three words could be applied to that
document, I think that some of us would have a little more positive
reaction. But all of those comments are not applicable to what is
inside of that book.

Senator D’AMATo. I have several questions, and I know time is
important, but when we talk about doing away with the deduction
of local taxes, State and local taxes, let’s turn to that one area.

In your view—and if anyone wants to answer it, I would be de-
lighted to hear it—would there be an adverse economic conse-
quence or any economic consequence from doing away with just
one aspect of the deductibility of State and local taxes? Would that
affect the value of home ownership, if it would affect the value of
home ownership, to what extent, and would it make it less attrac-
tive? I happen to think it would. And would there be economic con-
sequences—in other words, less building, less people working, et
cetera?

Mr. RauN. Of course what you have just said is absolutely cor-
rect, because you have increased the price of housing if you take
away the deduction. If you increase the price of housing, then you
are going to have less of it. That will have a tremendous effect on
the construction industry, on the forest products industry, and all
those other people that provide materials for housing. It will also
mean that Americans will be less well housed.

Senator D’AMATO. Mr. Roberts.

Mr. RoBerTs. One aspect of the property tax is that it applies to
the same asset year after year after year. It really is one of the
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worst taxes in the sense of raising the cost of capital, so I would
not want to see the loss of that deductibility.

Other reasons favor deductibility. Once there was, at least in
principle, at one time, sort of the view that you shouldn’t pay taxes
on taxes. I know we don’t really abide by that. We pay taxes on
Social Security taxes, which raises, of course, the tax rate.

So I don’t think that we really want a system, particularly when
we are already fairly heavily taxed, in which taxes are taxed.

Senator D’AMATO. Mr. Vedder.

Mr. VEDDER. I am a little ambivalent on the desirability of re-
moving the deduction on real property.

I will say this from my own studies, I have studied at the State
and local level the relationship between economic growth and prop-
erty tax burdens at that level. It is true that there is a very signifi-
cant relationship between the level of property taxation and the
rate of economic growth. The higher the property taxes, the lower
the rate of economic growth.

I would agree with Craig Roberts in the sense——

Senator D’Amarto. If I might, if we were to stop at that point and
say that recognizing that the high rate of taxation burden locally,
that the brief economic growth is curtailed, if we were to say that
now you could not even deduct that from your Federal taxes,
wouldn’t that even more adversely impact those areas, or would it
just compound the problem?

Mr. VEpDER. Yes; although it would provide some incentives to
reduce those taxes too. I am aware where you are coming on this,
Senator.

Senator D’AMAT0. You can disagree with me.

Mr. VeDDER. There are political problems socially with that, but
there is that relationship. And how that falls out politically or how
one handles that in a policy sense, I am a little uncertain.

I think both taxes, the property tax and the income tax, are two
most evil taxes, essentially, in terms of economic growth.

If you were to take the money you saved, so-called saved—I hate
to use that word—by somehow removing deductibility on the prop-
erty tax, and you used it to lower Federal marginal rates, then you
might come out with a wash on it. I am not convinced that would
happen, and I am not convinced that that would come out that
way, so that’s what makes me a little bit ambivalent. So I am kind
of ducking your question.

Senator ABDNOR. Before you continue on, I am going to have to
go. Will you continue on with your cross-examination? He has a
meeting too, I know, so you won’t be here all afternoon. I know he
has a few questions, but I just have to go. I want to say to all of
you, thank you, very, very much for your time. I am sure you will
makﬁ a great contribution to our yearly report. Thank you very
much.

Senator D’AMaTO [presiding]. Thank you, Senator Abdnor. Mr.
Gwartney.

Mr. GwArTNEY. Well, we have had such a harmonious meeting,
in terms of the views of the panel, that maybe I better throw some-
thing in so that there won’t be any question about the hearing
being set up as to the views that the people had.
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I recognize, of course, you come from a State where the deduct-
ibility of State and local taxes, and particularly the income tax ele-
ment, is quite important, Senator.

But as an economist who believes that the way the system works
best is when we come up with a system where the people pay the
full cost of the things which they are able to consume, and they at
the same time bear the hardship of the cost they impose on
others—I think that’s the sort of system that works best—I person-
ally cannot justify the deductibility of State and local taxes.

Your colleague Senator Moynihan had a recent column in the
Wall Street Journal tying this in with federalism. Neither can I tie
it in with federalism, because federalism is experimentation on the
part of States playing on a level playing field trying different
things. Some States discovered things that work and other States
emulate those things that work. Still other States discover things
that don’t work and they are forced to withdraw from those kinds
of things. This is what federalism is about.

In contrast, the deductibility of State and local taxes permits a
State to expand the size of its governmental sector and in the proc-
ess of doing so not bear the full cost of it. That to me is the major
issue. I would expect together State and local governments—and
particularly that segment of State and local governments that is
not involved in the provision of our infrastructure to undertake
uneconomic activities and to establish tax structures that are
uneconomic.

Senator D’AmMAT0. What about the people, Mr. Gwartney?

Mr. GWARTNEY. The people within those States?

Senator D’Amaro. Citizens. ‘

Mr. GwaRTNEY. They are able to experience governmental activi-
ties without bearing their full costs. They bear less of the cost of
the activity because the deductibility of the Federal provision per-
mits them to foist the cost on to residents of other States.

I think that States that have adopted highly progressive income
tax structures would not have adopted that kind of tax structure
had it not been for the deductibility of the Federal system.

Senator D’AMaTo. That’s a fair argument.

Let me, for the purposes of the discussion, ask you two things. Is
it fair to the individual citizen, though, to have him or her placed
in a position, whether that citizen was in New York or any other
area, where the Government is, in effect, taxing them for income
that they have absolutely no control over, or they do not keep as
disposable income; is that fair?

Mr. GwARTNEY. Well, presumably they are getting some public
services in exchange for those tax payments to the Government. If
they are not, they better start policing their Government.

Senator D’AMATo. Mr. Gwartney, let me ask you this: What is
your position with regard to double taxation on corporate
dividends?

er. GwaRrTNEY. Well, I don’t think that is exactly the same kind
of issue.

Senator D’AmATO. Same Treasury report. Let’s understand they
talk about reducing the burden for corporations, because corporate
dividends are taxed twice. They view that as an evil in need of a
remedy.

49-716 0 - 85 - 4
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Now, we are not suggesting that all State programs, et cetera,
that none of them have a useful purpose, humanitarian, that may
not flow to the particular individual, but does flow to governments
as a society, and that people don’t have some obligation.

If we look at it in that manner, if the double taxation of corpo-
rate dividends is not proper and viewed as something detrimental
to the economic system, why wouldn’t the same apply to individ-
uals who will be forced to pay a tax on income that they don’t have
to dispose of?

Mr. GWARTNEY. At the State government level, individuals are
getting benefits in addition to the costs; and if, in fact, the benefits
were spread—if you could build the argument that if New York
provides more public housing projects or various kinds of industrial
bond interest——

lSel}?ator D’Amaro. And there’s a national purpose in that taking
place?

Mr. GwARTNEY. That’s right.

Senator D’AmarTo. Isn’t that the case?

Mr. GwARTNEY. I don’t feel a great deal of benefits from public
housing projects in New York as a resident of Florida.

Senator D’AmMATo.- I would suggest to you that political expedi-
ence makes it easy to beat up on particular areas, New York being
one of them. But over the years New York has played a very domi-
nant national role in housing the poor, being the first port of entry
for so many, and educational opportunities, et cetera. I would sug-
gest you will find other regions of the country, as time goes on,
that will be doing that.

But we are going a little far afield. I think that the economic
consequences with respect to the deductibility of State and local
taxes would have an adverse economic impact, and that will be
true in New York, New Jersey, Connecticut, Colorado, and Florida.
Wouldn't you say that this is true?

Mr. GWARTNEY. Well, the home ownership——

Senator D’AmaTo. If the people of Colorado can no longer deduct
their local real property taxes, doesn’t that make their property,
their home, less valuable?

Mr. GWARTNEY. Yes; it does.

Senator D’Amaro. Doesn’t it indeed also raise the likelihood that
there will be less homes constructed in Colorado or, for that
matter, any other place in the country?

Mr. RoBerTs. Maybe less private homes, but the Government
may use the revenues then to provide public housing.

Senator D’AmMaTo. Isn’t that a fair conclusion even though that
might go contrary to what you believe? I see you are not sympa-
thetic to the deductibility issue, but let’s look at taking away the
ability to deduct local property taxes that a person pays on their
home. I think we will all agree that.it makes that property less val-
uable; is that true?

Mr. GwARTNEY. That’s correct.

Senator D’AMATO. That makes home ownership less attractive in
the future, isn’t that true, to others who are thinking of purchas-
ing? Is that true or not?

Mr. RoBerTs. Depends on the alternatives, but generally speak-
ing, yes. :
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Mr. VEpDER. What are you going to use the money for?

Senator D’AMaro. There are other alternatives, but now that we
have made home ownership as a concept less economically attrac-
tive, the fact is that if we look at it, there will be economic impacts
on the construction of homes.

Mr. GWARTNEY. But markets are going to adjust to that rather
rapidly, Senator, the case of deductibility, even of property taxes
and home ownership. Since property taxes are almost like a user
charge, where things related to property such as sewers, roads,
schools, and particular things that are very close to the people, are
primarily financed out of property tax revenues, so individuals are
getting benefits in addition to getting the taxes. My question would
be, How does that differ at the individual level in terms of benefits
that an individual gets if they build a new room on their house?
They also get benefits and they also bear a cost. They will make
that decision on the basis of balancing the costs relative to the ben-
efits that they may or——

Senator D’AMaATo. I have a problem. Let me tell you what the
problem is. By the way, it goes back to this whole theory that if
something isn’t working, don’t tinker with it.

Is there anything that you would really suggest that would on an
economic, moral, legal basis, suggest that we should tinker with an
area that I think is a vital one to our people nationwide, the con-
cept of home ownership, something that we have advanced for
years regardless of what the tax rates may or may not be?

There was a plausible argument for doing away with local real
property taxes as a deduction. Do we find that so repugnant? I
have a feeling that if we talk about what the benefits may be, and
understanding exactly what we are going to lose, that the two don’t
stack up. It's not a good bargain for the American people.

Mr. RAHN. Senator, I think there’s a way out of this whole dilem-
ma. What we are talking about are possible tax increases. I think
all of us here are against increasing taxes.

The problem is the Government has been spending too much.
Now I think that you and the Senate have a great opportunity
before you with the leadership-White House compromise bill. If we
get that reduction in Federal spending passed, that will take off
the pressure to increase any of these taxes, which are clearly unde-
glrable, and I would hope that you would go ahead and vote for

at.

Senator D’AMaTo. Well, one of the things that we are talking
about here is that without the deduction of State and local taxes,
as taken now, the taxpayers of America, the citizens, will be paying
840 billion more; isn’t that true?

Mr. RoBerts. They will experience a wealth loss.

Senator D’AmaTo. Of $40 billion, that one call will result in their
losing $40 billion.

Mr. RanN. But the way to avoid those kinds of pressures is to
reduce the growth rate of spending.

Mr. GwWARTNEY. And to reduce it by reducing the tax rates.
That’s the first point.

Senator I’AMATO. But if we want to cut them, let’s reduce those
rates, instead of reducing them on the backs of the middle class by
reducing the value of homes and concept of home ownership.
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It’s not very politically popular for the deduction provisions, for
example, for people who own a second home. I would like to say do
you know when we do away with the deductions on people that
own second homes, we better look at the consequences.

A lot of homes have been built in Florida, Colorado, Arizona,
eastern Long Island—where I come from—the Hudson Valley area.
What happens to the values of those properties? It is diminished.
What about the hundreds of thousands of men and women who
have direct and indirect economic results, consequences, as a result
of the fact that the investors are advised to build that home and
take that deduction.

Are we going to say with one fell legislative action that we are
ready to gamble that things are going to find a way in a new
system that is going to be better than this?

Mr. RoBerts. I wouldn’t be willing to do that, not based on the
low quality of the work that’s been done by the Treasury staff. I
might be willing to gamble it based upon a much more competent
analysis and approach, but I wouldn’t be willing to gamble it on
what you held up when you walked into the room.

Senator D’AMAT0. Anybody else?

Mr. RanN. We would be opposed to the removal of the property
tax deduction also.

Senator D’AMATO. Let me just pose one other question. I think
there are many valid reasons that could be put forth, but they are
economic in nature.

The thing that bothers me is we have not given the American
people all of the facts. In other words, when you put forth a pro-
gram, shouldn’t the American people know that there are economic
consequences, how many jobs will be affected? It's one thing to say
to someone, “Well, I am going to propose a system where you pay
10 percent less in your taxes or 5 percent less in your taxes,” and I
think there are areas of loopholes that should be closed. I think
minimum taxes should be established. I have no problem with that.
I think that’s an element of fairness.

But the same person you are saying you are going to benefit,
what happens if he or she as a result of this program no longer has
a job? I think many Americans don’t recognize when we say, “Well,
what do the economic studies say,” we are really talking about how
many people will now be employed directly and indirectly as a
result of a change in tax policies.

Mr. GWARTNEY. Senator, let me respond to that in the following
way. I think we are really mixing up two issues here. One is the
adjustment process. If these forces are transferred from one area of
the economy to another area of the economy, the way a market
system works is prices go down in one area, which sends a signal to
resources that too many resources are being channeled there. In-
comes fall. Profits fall. Resources are moved from that kind of an
area over into another area of the economy.

There are costs associated with these kinds of transitions. They
should be taken into consideration in terms of our viewpoints about
the attractiveness of various kinds of tax reforms.

But there’s a second issue, one which I think that a couple of the
examples that you used were a bit misleading. I realize it’s danger-
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ous for a college professor to tell a Senator that his examples were
misleading.

Senator D’Amaro. It’s also dangerous for me as a student to sug-
gest that to a professor.

Mr. GwarRTNEY. But Frederic Bastiat, a French economist, once
made the statement that the difference between the good econo-
mist and the bad economist is that the bad economist only sees the
things that are immediately observable and the good economist
sees, in addition to the things that are easily observable, the sec-
ondary effects that generally go unseen.

With regard to your example of home ownership of second
houses being affected by the removal of the interest rate deductibil-
ity, that is true. Fewer resources will go into production of second
houses. But those resources do not suddenly disappear. If we reduce
marginal rates accordingly to offset that change in the one area,
you will find resources flowing out of the second housing market
and into other things where they have a higher rate of return.

Senator D’AmaTo. Let me suggest to you one thing.

Mr. GWARTNEY. Let me——

Senator D’AmaTo. I am not going to disagree with you on that
point.

Mr. GWARTNEY. If you look at one side——

Senator D’AmATO. Stop right there, then I will let you continue.
At that point, we have agreed, fewer resources will go into housing
if you do away with the deductible for second houses. This is one
person who says I like what I see, an emerging pattern, within the
last decade or two decades, for senior citizens or people who reach
a certain point in time in their lives, will buy that little place up at
the lake, if it makes economic sense for them to do it, where they
can gather with their family, or whether it’s in another State, they
will spend their winters and then come back, and it makes sense
for them. I think that’s good.

I don’t want to see those economic resources go into another
area. Why should we, because someone says, you know, if Ameri-
cans will spend $10 billion less in housing, they will spend it or
invest it in a higher yield area?

But I think as it relates to those two specific examples, it is
something that is good that people who are in the lower economic
areas want something they can look forward to when they can own
their own, and those that own their home, it will be worthwhile
and prudent for them to make an investment for a vacation place.
I don’t disagree with you that those moneys will go into something
that will be productive of some kind, nor am I opposed to limiting
the rates.

I would rather, though, why not have a minimum tax where you
have people and corporations who really create this image of an
unfair progressive tax taking place, whatever that rate may be—15
percent, 12 percent, whatever that limit—and then apply those rev-
enues or do away with the nonproductive tax shelters where you
get 4 or 5 to 1, and lower the rates, rather than attack this.

Mr. GwarTNEY. Well, Senator, my response to that is I do not
know whether the best choice for a citizen to make is to spend
funds on a second home in Florida.
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Senator D’AMATO. But is it not a citizen’s right? We have encour-
aged them. Who are we now to say that is a bad thing?

Mr. GwarRTNEY. My point would be I would not now say it's
better that they spend funds on a second home in Florida than, for
example, on a vacation in Yellowstone. I don’t want to say that in
one case we are going to encourage it through a tax deductibility
system and the other case we are not.

Senator D’AMaTo. We have done that, Mr. Gwartney, for 50
years. Now this instrument says no longer should Government be
involved in what you want—in tax policy being an instrument of
social policy.

Mr. GwWARTNEY. That’s right.

Senator D’AMATO. But we have done that.

Mr. GwARTNEY. We have, but it is based on the assumption that
a committee of 536 is smart enough to plan to build little nuances
into the tax structure favoring this kind of proposal and opposing
this kind of proposal. I don’t think they are that smart. I don’t
think I am that smart either.

Senator D’Amaro. I agree with you, then. Let me say this: Let’s
do away with the deduction of State and local taxes. Let’s do away
with that deductibility. Let’s also do away with the Federal tax
credit that we give to people who pay foreign governments taxes.

Why should we give to an American who pays the French Gov-
ernment $10,000 in taxes the right to deduct that $10,000, take a
total tax credit? Not even from his adjusted gross income: What we
are saying is if you are an American citizen, and you pay taxes to
the French Government, you can take a tax credit, but if you are
an American citizen who pays taxes, someone who lives in New
York or a State like New Jersey, you can’t even deduct that from
your adjusted gross.

Where is the difference? One, you say, we are taking a policy.
This is a policy that we want to encourage people to work abroad,
earn money, let’s. So we let them take a whole tax credit for the
amount of taxes paid abroad. Tax credit. I don’t even think the
American people know what that is in most cases. They can take a
credit from their U.S. tax liability. But the bad State of New
York—we all know it’s a bad State, so if you pay taxes to the bad
State of New York, you won’t be allowed to take a tax deduction
from your U.S. taxes. Is that right?

I want to say to you, how do you feel about doing away—and
shouldn’t this document then say, because we want tax fairness,
there are millions of Americans, millions and millions who don’t
pay taxes because of foreign tax credits, then shouldn’t we also put
in here a provision that says no deduction, no taking a tax credit, if
you pay to a foreign government? This would keep everything on
the same plain.

Mr. GWARTNEY. Perhaps that is a good idea.

Senator D’AMarTo. If we are going to come out and say to people,
we want you all to be fair, I want to be fair, New Yorkers or New
Jerseyites or people Iiving in Connecticut, not to be able to deduct
their taxes, they shouldn’t be able to do it. But those peog)le who
live abroad, American citizens who pay taxes, they shouldn’t be al-
lowed to earn tax credits.
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Mr. GWARTNEY. Let me say you are taking me afield of what I
would consider my area of expertise there.

Senator D’AmaTo. Typical professor.

Mr. GwARTNEY. Let me also say that you defend your case very
persuasively.

One point I would make, as a Floridian.

Senator D’AMATO. By the way, if they do away with the deduc-
tion of local property taxes, and interest on second homes, you are
going to have more properties in Florida that are going to go down,
that people aren’t going to be able to hold. It’s not going to make
economic sense to them if that’s the way they make those judg-
ments. We are going to see a loss in jobs that are being created for
all those people that are building those nice high rises, little build-
ings, we are going to experience the same thing in other areas of
the country. It’s an area that so many people can disagree on. Why
tamper with it? Why touch that area of deductibility? And answer-
ing your point about government responding, if in 1 year you enact
a policy that says no longer can those of you who deduct State and
local taxes deduct it, it’s unreasonable to think that any State gov-
ernment can react, as much as they might, to lowering those taxes,
in a manner that would be consistent with keeping businesses to
stay in that region. This has not provided an orderly transition. If
you were to say at the end of the first year, you can only deduct 95
percent, at the end of the second year 90 percent, and so on, this
way at least it would be fair. You would put the pressure on local
and State governments to then begin to reduce that tax burden;
otherwise, they would see the migration of people out who would
react to the economic benefits of people living in other areas.

Wouldn’t that be a better manner to approach this, rather than
change the tax policy, that has been in effect for over 50 years?

Mr. GWARTNEY. I will accept your amendment as far as the tran-
sition is concerned. I would make the schedules considerably more
accelerated there than 95 percent of that, et cetera, the one you
proposed, but I think the idea of phasing out this kind of a deduc-
tion is a good one.

Senator, one of the things that you said related to my home
State is'already a problem. I would argue it is related more to the
reduction in the top marginal rates than to the deductibility.

That is, you will find as you go up the east coast on what we call
the gold coast of Florida right now, that the vacancy rate of condo-
miniums is exceedingly high, and that there has already begun to
be a reduction in the level of construction activity in that area. It
is reflecting the fact that the high marginal rates, which made
those kinds of activities more attractive before, are now making
them less attractive.

The very act of reducing the marginal rates will tend to have
those kinds of feedback effects. But I would argue that moving re-
sources out of areas which have been favorably tax treated and
into areas which, although they are taxed, have higher yields is a
step in the right direction. Transitional issues aside, from the
standpoint of the economy, such moves improve the efficiency of re-
source allocation. I agree with your point. I think it’s well taken
about the costliness of the transitions.
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Senator D’AmATo. The shock of—for example, in our State, the
citizens—this isn’t the Government, not the State government or
{)hﬁ local government—the individual citizens would lose $4.5

illion.

Mr. GwWARTNEY. But think how much better government they
would get from New York once the citizens of New York——

Senator D’AmAro. I think that, for example, we are beginning
again, since the economic recession, to cut taxes. I think it’s impor-
tant. I support that. I am talking about the State level. I absolutely
do. I would hope it would be an ongoing thing. Our Governor has
cut the taxes. I support him and the State legislature. They have
worked out a compromise. If I had my druthers, I would like to see
more of it. Better to give an accolade for some light than to say, oh,
it could be better.

No, no; I am delighted, but I think we have to continue more. I
think if you have a phasein of this deduction—by the way, I don’t
think they should touch the local property tax, because I think you
really affect then the entire economy of this Nation. There will be
economic fallout that is far greater than the home construction,
furrll.ishings, and servicing area, than I think most people really
realize.

Another area is that we haven’t conceded to the Japanese yet. If
we give people more spendable income and they are going to buy
more foreign imports to come in here, tell me about the economic
benefits. If we don’t get a tax policy—I say tax policy, economic
policy—that recognizes the two-sided trade that we have had, I am
shocked. We are supposed to be happy that the Japanese are now
going to open up their telecommunications area, maybe, a whole
$4.5 billion industry, and maybe we will get 20 percent, which
would come to $800 million. That’s nothing, that’s a pittance, that’s
a joke. They still haven’t done it.

So there are some areas, and maybe the committee will hold
some hearings and have you testify with respect to what is a fair
and balanced trade program.

I know we are well far afield with that question.

Mr. GWARTNEY. Senator, let me make just one final point with
regard to this issue of State and local taxes, I think it is an impor-
tant issue.

We have just gone through a period of time where the major
functions that State governments, in particular, undertake have
been expanding very rapidly. We are going to go through a period
of time where the cost of the things that the State and local gov-
ernment traditionally had major responsibilities for are going to be
falling as a result of demographic changes.

It’s just the opposite of what is happening at the Federal Govern-
ment level. At the State government level the major functions are
education and things relating to children.

As you are aware of, in the last 15 years we have had a big bulge
in the population between ages 5 and 20. Therefore, that has
t?nded to propel State expenditures very rapidly during that period
of time.

We are now going through a period where it’s predictable that in
the next 10 to 15 years, the number of people in the age bracket
which tends to have the greatest impact on State expenditures is
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going to be declining, thus, State and local expenditures are going
to increase less rapidly in the next 15 years. .

At the Federal level, a major item of expenses relates to the
elderly.

Senator D’AMarTo. Yes. .

Mr. GwarTNEY. Medicare, Social Security, all these programs.
Thus in the next 15 years we will have a rapid expansion in the
population 65 and over.

Predictably there is going to be increasing pressure on Federal
expenditures due to these demographic changes and at least some
diminishing of pressure on State and local government expendi-
tures.

As you are well aware, the Federal Government is running a
very large deficit at the same time State and local governments are
running surpluses. When you look at the demographics in the
cll)nl‘rent budgetary situation, it’s hard for me to justify the deduct-
ibility.

Senator D’AmAT0. Maybe the 20-year phaseout I have called for
would be reasonable.

Mr. Gwarrney. With that note, I will quit beating a dead horse.
Thank you.

Senator D’AMATO. No; I think that is an excellent one. Let me
first of all apologize for keeping you so late and thank you on
behalf of Senator Abdnor for your contributions, for being here, for
making known your views. I will be reviewing the record, and read-
ing it in some detail. I know some of you personally and know
where you are coming from. I think the bottom line is we have to
get a grip on spending, and that really is the key.

One of the great problems is everybody says “Don’t cut my pro-
gram.” I am offering that as waging a battle, not to do away with
mass transit, it’s something the doctor and I were speaking about. I
think this is an area where we have to cut across the board, but I
don’t think that you try to do it at the expense of one area or one
sector. If you do it, phase it out consistently, not only this year or
next year, but that’s the way we achieve that and bring it up to
the level of economic growth we want.

Let me thank you very much. Thank you for giving me the op-
portunity to personally voice some of these questions to you. The
subcommittee stands adjourned.

[Whereupon, at 12:28 p.m., the subcommittee adjourned, subject
to the call of the Chair.]

[The following written questions and answers were subsequently
supplied for the record:]
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HOUSE OF REPRSSENTATIVES Response of James Gwartney to Written
Questions Posed by Senator Proxmire

e

Ty e Congress of the Hnited States
Frotipaitoiig . JOINT ECONOMIC COMMITTEE

BOBBI FIEDUER, CALIFORNA. ICREATED PURSUAXT TO SEC. Tia) OF PUBLIC LAW 304, 79TH CONGRESS)
ooy Washington, BE 20510

April 30, 1985

Dr. James D. Gwartney
Department of Economics
Florida State University
Tallahassee, Florida 32306

Dear Dr. Gwartney:

I was not able to attend the April 23, 1985, hearing before
the Subcommittee on Monetary and Fiscal Policy during which you
testified on the hearing topic of "Tax Reform, Tax Rates, and Tax
Revenues." I do have some questions that I would appreciate your
answering for the hearing record, including some specific questions
on the tax issues raised during the hearing and some more general
questions on supply-side economics. The questions are attached.

You may submit your responses either with your corrected
hearing transcript or directly to Mr, Ed Jacobs at the Joint
Economic Committee, G-01 Dirksen Senate Office Building, Washington,
D.C. 20510, I would also appreciate having a copy of your responses

for my own use.

Thank you for taking the extra time to answer my questions.

Sincerely,

William Proxmire
u.s.s.

WP:rkt

Attachments

~
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QUESTIONS SUBMITTED BY SENATOR PROXMIRE
TO WITNESSES TESTIFYING APRIL 23, 1985, BEFORE THE
SUBCOMMITTEE ON MONETARY AND FISCAL POLICY

OF THE JOINT ECONOMIC COMMITTEE

Back in 1980, supply-siders predicted that the savings rate
would climb from 6 percent of disposable income in 1980 to
more than 8 percent by 1984. 1Instead, the savings rate dropped
to a mere 4.9 percent in 1983 and has only recently returned
to the 6 percent level.

Critics would charge that this destroys your argument for the
supposed incentive effects of higher after-tax returns on
savings.

How do you explain the lack of growth in the rate of personal
savings?

Back in 1981, Treasury Secretary Donald Regan said that improve-
ments in depreciation write-offs and an increased investment tax
credit would result in a large increase in business investment
from 11.5 percent of gross national product to’14.5 percent in
1984. However, business investment rose less than one percentage
point over the period.

Certainly, Treasury Secretary Regan and supply-siders did not
count on a recession, but the upswing in business investment
over the entire period was still somewhat below your expecta-
tions. Wouldn't you agree and how do you explain it?

Critics of the accelerated cost-recovery system, while
acknowledgeing that it may stimulate investment to some degree,
argue that it is stimulating the wrong kind of investment.
Critics argue that investment in short-lived equipment is favored
at the expense of longer lasting equipment and structures.

Barry Bosworth points out that, desplte the fast growth of gross
lnvestment, net investment, that is after adjustment for the
wearing out and obsolescence of the capital stock, has climbed

no higher as a percentage of GNP than it did in the 1975
recovery. In other words, it appears that companies have been
buying equipment that either quickly wears out or gquickly becomes
obsolete. How do you explain the fact that business appears to
be investing more but total plant and equipment is growing no
faster than it did in the 1970's? Doesn't this heavy 1nvestment
in short-lived assets potentially undermine future U.S.
competitiveness?

-1-
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Donald W. Kiefer, the Congressional Research Service's tax
policy analyst, concluded in a report that studying the pub-
lished tax return data for 1982 neither proves nor disproves
the supply-siders' claim that the Economic Recovery Act of
1981 induced upper income taxpayers to rely less heavily on
tax shelters and to pay more, not less, income tax because the
tax data do not enable separating out a number of important
effects.

I plan to place in the Record the introduction and summary of
Mr. Kiefer's study, and I would appreciate your replying to
it for the Record. .

I am one of those who feels that there are substantial risks
associated with the current situation of sky-high budget
deficits, the high interest rates, and the dependence on
continued import of capital.

Clearly, capital imports in the past few years have served as
an important safety valve that relieves the pressure of public-
sector deficits on investment activity. But, I believe there
are also linits to the volume of capital that can be imported,
and there is some indication that the overly strong dollar
position is weakening. I would like your comments on the impli-
cations of continued budget deficits, high value of the U.S.
dollar in world markets, and the continued dependency of the
United States on capital imports.

Many supply-siders seem to feel that economic growth will
eventually shrink the budget deficit. What if this view is
wrong and a serious recession does occur between now and the
end of the decade? Wouldn't the present large structural
budget deficit suffer another astronomical increase and what
would be the consequences for monetary policy, fiscal policy,
and the future of the American economy?

What evidence do you have that work effort has increased
especially for high-income individuals?

What direct evidence do you have that tax avoidance and the
use of tax shelters havedeclined? .
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THE 1982 TAX RETURN DATA AND SUPPLT-SIDE REISPONSE TO THE TAX CUT:
MANITESTATION JR MIRAGE?

INTRODUCTION AND SUMMARY

Recently, a series of well-publicized claiams has been made that preliminary
data from the 1982 individual incomwe tax returns verify the supply—-side arguzents
regarding the expected effects of the tax ;u: included in che Economic Racovery
Tax Act of 1981 (ERTA). The claims have pointed ocut that in 1982, the first year
during which a portioa of the cax cuc was in effect Ior the full year, ia:paye:s
in upper-income brackets paid a larger proportion of :oéal income taxes thaa in

©1981, and also paid more taxes in absolute teras than ia-1981, despite the tax
cut. These:abservatians ara claimed to show that ;he_:ax cut {nduced upper-iacome
taxpayers to rely less heavily on t;x shelters, and that the distzibution of the
tax cut was oot unfair, as some have criticized, because the upper-in:;he taxpay-
ers are paying more tax, not less.‘

This paper examines these clains. .Theoretically, it is correzt chat a re-
duction in marginal tax rates should iaduce less reliance on tax shelters and
other tax-favored activities. The sctresgch of this response to the SRTA tax cut
is, however, open to questi;n. Tz is also questionable whe:ée: the published tax
data shed any lighc on this issue. The iapiications regarding the fairness or
equiﬁy issue ara nora clear, but raquira z2ouzancration c¢n the affazss of 2he zax

2ut on che discridution of incume, aot sizply oo tax armeats.
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The prineipal poincs made in the analysis may be summarized as follows:

The published tax return data are aot well suited to study-
iag-the respgoases of taxpayers to tax policy changss pecause
the data 40 not repor:t a compreneasive income measura, and
chg¥ 10 20T permiz shserving the cirsuaszancas of {adividual
taxpayers, or even the saze group of taxpayers, froa one year
to che aext.

Higher total tax payments in an income bracket ia 1982 than
in 1981 occurred only in the $40,000 to $50,000 incoame
brackec and in brackets above $150,000. Thus, the income
level above which raturns in all brackets paid higher taxes
in 1382 than 1981 is $150,000; che brackets above this in-~
come coantained ouly 0.3 percent of all tax recurms in 1932.

The higher total tax payments in the hizh-income brackets
are attributable to the fact that ia 1922 thera werzs more
recurns {n these brackecs than 1a 138l. An inereasing aum-
ber of returns in upper-income brackets and a decreasing
number in' lower-income brackets is a anacural counseguence of
the general growth ia iacome. Furtherzore, che £ax recura
data provide evidence of substaantial tax planning accivicies
(acceleration of deductions to 1981 and deferral of {ncome
to 1982) at the highest income levels, which distort the 1981
and 1982 data. There {s no way, using the tax retura data,
to identify separately the effects of these influences ver-
sus the supply-side affezzs. Thus, zhe jublished zax cacurm
data can be used neither to prove nor disprove the existence
of significant supply-side rasponses to the tax cut.

The tax planning activities apparent in the highest-income
brackets make a comparison of 1981 and 1982 tax data aislead-
ing regarding both tax payments and the size of the tax cut.
When the tax cut is measured as the change in effective tax
rates from 1980, prior to any effects of the tax cuc, to 1982,
the magnitude of the tax cuc is consiscent with the projec—
tions =zade ac the time of irs passage. Thac is, concrary to
some recent claias, the tax ¢ut is largest in the highestc-
income brackets. e

The published tax return data are also not well suited to
studying the distribucional effects of tax policy, bocth be-

‘cause they do not report a comprehensive income measure and

they do not repor: any informzarion regarding people wno do
aot file {acome zax wacurms. [f zhe daca are :sed far this
purpose, however, they indicacte toth that zhe distribution
of income was =ore unegual ana thac zhe iacome =ax had a
swaller effect ia raduzing inequality afrer the Iax cu: than
before, which sesas iaconsistanc with che czlaim that che tax
cut increased the equity of the tax system. Taking iato ac-
count the possible supply-side affects of the tax cut ia the
highest-incozme brackats makes the tax cutr appear less
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progressive, not more so. On the ocRer hand, exaainiag zax
progressivity froa this perspective focuses attention on the
equity/efficiency trade-off involwed la progressive raxa-
tion. 1If there are significanc supply~side responses to
higher aarginal za: szzas, then =ovz STag d i
and greater income 2quality are achiavad a: the cost of
reduced aggregace income and oucput. The 1$82 cax racurn
data, however, do not shed auch additional llght on the
aature of :hxs trade-off.
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2\ The Florida State University
] Tallahassee, Florida 32306

Policy Sciences Program

May 13, 1985

Senator William Proxmire
Congress of the United States
Washington, D.C. 20510

Dear Senator Proxmire:

A copy of my response to your questions with regard to my April 23 testimony
before the Joint Economic Committee is enclosed. Since I am a long time admirer of
your insight on economic matters, it was particularly a pleasure to respond to your
request. I, too, was disappointed that you were unable to attend the formal hearing.
Perhaps our paths will cross in the future.

pa——

1 am also enclosing three papers that relate to the issues you raise. From a policy
standpoint, three themes run through these papers. First, high marginal tax rates distort
work, investment, and consumption choices in a manner that reduces our economic
efficiency. Influenced by tax considerations, workers and investors in high tax brackets
often apply their energies to projects which generate little social value — the
underground economy, businesses designed with an eye to tax deductibility of goods
providing personal consumption benefits, and investments designed to yield accounting
losses (tax shelter benefits). Similarly, high marginal tax rates make deductible
expenditures cheap for persons confronting the high rates. Thus, taxpayers are often
induced to consume deductible goods which they value less than the production costs.
These forces are pervasive and beyond the reach of any regulatory policy (loophole
closing strategy) consistent with a free society. The perverse incentive structure
emanating from the high marginal rates squanders resources and reduces our rate of
economic growth. The basic problem is efficiency, not work effort. Studies showing that
tax rates exert little impact on the hours worked (of primary workers) or savings rates
fail to comprehend the nature of the problem. It is not so much that productive
Americans work less, but rather that they work at the wrong things.

Second, these forces are far more important in upper than lower tax brackets
because the difference between the personal and social benefits (or cost) emanating from
taxes is greatest in the upper brackets. Thus, the tax base is considerably more
responsive in the upper brackets to changes in marginal tax rates. For high rates, say
combined federal and state rates in excess of 50 pereent, the supply-side view that lower
tax rates promote more efficient use of resources and lead to substantial expansion in
the tax base is essentially correct.

In contrast, none of my research indicates that lower rates exert much impact on
the level of economic activity for marginal rates in the 30 percent range and under. To
the extent that some supply-side economists have argued that lower rates in this range
result in significant expansion in the tax base, I believe their analysis is incorrect.
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Third, I believe the egalitarian impact of progressive tax rates is highly
exaggerated. This is an important point since the distributional issue is always raised by
those opposing reductions in the top marginal rates. The reasons why progressive rates
exert little egalitarian impact are outlined in detail in the enclosed paper of James Long
and myself "Is the Flat Tax a Radical Idea?" (pp. 9-22). I will summarize them briefly.
Annual income is a poor measure of economic status because of lifecycle factors, cost-
of-living differences among locations, size of family variations, and differences in the
availability of nonmarket time. Given the size of tax shelter activities, taxable annual
income is a still less accurate measure of economic status. Given the inaccuracy of
ennual taxable income as a measure of economic status, the high rates are often imposed
on the wrong people and much of the redistribution is among families of similar economic
status. To the extent progressive rates do tax certain activities more heavily, they lower
after tax returns. With the passage of time, the lower returns will reduce supply and
lead to an increase in before tax returns. Thus, the alleged egalitarian redistributive
effeets are more imaginary than real.

Finally, my research is supportive of tax policies such as Bradley-Gephardt, Kemp-
Kasten, and hopefully the revised Treasury plan which reduce the top marginal rates. I
believe that the current high rates are a major obstacle to the efficient use of
resources. I encourage you to work hard for a semsible tax bill that will get the top
marginal rates down.

If you have additional questions or desire clarification in any area, please feel free
to contact me in the future.

Best wishes,

James Gwartney
Professor of Economies
and Policy Sciences
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Responses of James Gwartney To Questions Submitted
by Senator William Proxmire

1. Back in 1980, supply-siders predicted that the savings rate would climb from &
percent of disposable income in 1980 to more than § percent by 1984. Instead, the
savings rate dropped to a mere 4.9 percent in 1983 and has only recently returned to
the 6 percent level. Crities would charge that this destroys your argument for the
supposed incentive effects of higher after-tax returns on savings. How do you
explain the lack of growth in the rate of personal savings?

As this committea is aware, savings is a residual which is very difficult to
measure. It is clear that current measurement methods are highly misleading because
they fail to account for increases in wealth (a form of savings) due to increases in the
real value of capital assets. In order to illustrate the importance of this factor, consider
two economies A and B, each with an initial national income of $100 billion, a net savings
rate of 5 percent, and capital assets valued at $1.0 trillion. Suppose economy A
increases its net savings from $5 billion to $7 billion and thereby adds an addition $7
billion to the value of its capital stock. In contrast, suppose the measured flow of net
savings of economy B remains at $5 billion, but the value of B's previous capital stock
rises from 1.0 to 1.002 trillion, a $2 billion increase. When coupled with the $5 billion
additional flow of net savings and investment, the capital stock of economy B also
increases by $7 billion even though its measured savings rates remained constant. The
savings of economy B, which took the form cf increases in the value of existing capital,
were not counted even though they contributed to the wealth of the nation just as much
as the increases in the measured flow of savings.

This simple examples illustrates what happened in the United States following the
1982-1984 reduction in tax rates. At the lower rate of taxation, future taxable income
streams from stocks and bonds were more valuable because of their higher after-tax
yield. Their capital values rose. This increase in capital value was just as much an
addition to personal wealth as an increase in one's personal savings account. Yet our
method of national accounting fails to count the former as savings.

Once one considers the increases in personal wealth associated with the stock and
bond market boom of 1982-1983, it is clear that the personal savings rate was quite high
during the period. But since it took the form of an increase in the value of capital
assets, our national income accounts which focus on "flows" rather than "stocks," failed
to register this important source of personal savings (additions to wealth).

2. Back in 1981, Treasury Secretary Donald Regan said that improvements in
depreciation write-offs and an increased investment tax credit would result in a
large increase in business investment from 11.5 percent of gross national product to
14.5 percent in 1984. However, business investment rose less than one percentage
point over the period. Certainly, Treasury Secretary Regan and supply-siders did not
count on a recession, but the upswing in business investment over the entire period
was still somewhat below your expectations. Wouldn't you agree and how do you
explain it?
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It is important to distinguish between (a) industrial policy supply-side economists
and (b) resource efficiency supply-side economists. The industrial policy supply-siders
believe that tax breaks for capital formation and other specially targeted subsidies for
allegedly high growth projects are the keys to rapid economic growth. I reject this
view. I do not believe that either a group of economic experts or political decision-
makers allocating other people's (taxpayer's) money will piek winners and thereby
promote economic efficiency and growth. Quite the contrary, I believe allocation via
this process will squander resources and lead to stagnation.

However, along with other resource efficiency supply-side economists, I believe
that individuals and businesses will contribute more to the productive process ‘and use
resources more efficiently (a) when they are better able to capture the benefits of
helping others in exchange for income and (b) when they more fully bear the cost of the
scarce resources that they use. Lower marginal tax rates are a move in that direction.
In contrast, higher marginal tax rates limit the ability of decisionmakers to capture the
benefits of the good things they do for others. Thus, individuals supply fewer productive
activities which generate taxable income. Simultaneously, high marginal rates permit
individuals to gein from tax deductible business and personal expenditures while bearing
only a fraction of the actual costs. Since the personal costs of deductible expenditures
are cheap, decisionmakers choose such items even when they are not valued very highly.
The result is inefficiency.

Resource efficiency supply-siders recognize that like other resources, capital ean
be misallocated. High capital formation does not necessarily mean economic growth.
For example, during the last two decades the United Kingdom has invested a larger share
of its GNP than the United States. However, the growth rate of the U.S. has exceeded
that of the U.K. because we have used our resources, including capitel, more efficiently.

For the resource efficiency supply-side economist, economic growth rather than
capital formation is the test of success. As Exhibit 7 of my testimony points out, the
U.S. economiec growth record following the tax cut has been quite impressive. Even while
decelerating the inflation rate more rapidly than other industrial nations, our economy
has grown more rapidly then any other mejor western nation.

One finel point — when isolating the impact of tax policy on capital formation, one
should focus on the growth of real investment, not investment as a proportion of GNP.
After all, the Investment/GNP rate may change little even though both real investment
and real GNP are growing rapidly. Judged by the standard of growth in real investment,
the 1981 tax legislation was highly successful. Since plant capacity is abundant during &
recession, investment usually lags well behind the growth of income during the first year
of a recovery. But this was not the case during the recovery of 1983. Real gross private
investment expanded at an annuel rate of 40.3 percent from 1982(4) to 1983(4). During
the 9 quarters following 1982(4), real private investment increased at an annual rate of
25.3 percent. By way of comparison, real consumption grew at an annual rate of 4.9
percent during the same time period. These figures are hardly indicative of a weakness
in investment following the tax cut.
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3. Crities of the accelerated cost-recovery system, while acknowledging that it may
stimulate investment to some degree, argue that it is stimulating the wrong kind of
investment. Critics argue that investment in short-lived equipment is favored at the
expense of longer lasting equipment and structures. Barry Bosworth points out that,
despite the fast growing of gross investment, net investment, that is after
adjustment for the wearing out and obsolescence of the eapital stock, has climbed no
higher as a percentage of GNP than it did in 1975 recovery. In other words, it
appears that companies have been buying equipment that either quickly wears out or
quickly becomes obsolete. How do you explain the fact that business appears to be
investing more but total plant and equipment is growing no faster than it did in the
1970's? Doesn't this heavy investment in short-lived assets potentially undermine
future U.S. competitiveness? ’

As I previously indicated, it is easy to over emphasize the importance of capital
formation as a source of economic growth. However, the problem alluded to in this
question is more imaginary than real. Net investment has grown less rapidly than gross
investment precisely because ACRS leads to a more rapid "paper write-off" for
depreciation. The accounting method makes it appear that machines are wearing out
more rapidly since the depreciation write-off has been accelerated. But this is strietly
an accounting phenomenon. I am unaware of any evidence, based on comparable
accounting practices, that suggests U.S. businesses are acquiring less durable equipment
during the post tax cut period.

4. Donald W. Kiefer, the Congressional Research Service's tax policy analyst,
concluded in a report that studying the published tax return data for 1982 neither
proves nor disproves the supply-siders' claim that the Economic Recovery Act of
1981 induced upper income taxpayers to rely less heavily on tax shelters and to pay
more, not less, income tax because the tax data do not enable separating out a
number of important effects. I plan to place in the Record the introduction and
summary of Mr. Kiefer's study, and I would appreciate your replying to it for the
Record.

Mr. Kiefer's point that the 1982 data alone do not provide solid evidence as to the
greater responsiveness of the tax base to lower tax rates in the upper tax brackets is
correct. However, taken in conjunction with other evidence the 1982-83 data are
persuasive with regard to this point. Prior to 1981, we had previously experienced two
major income tax rate reductions. On both occasions, the lower rates were associated
with rapid expansion in the taxable income base in the upper brackets. As a result, the
share of the tax liability shouldered by upper income taxpayers rose. For example, as the
top rate was slashed from 73 percent in 1921 to only 25 percent in 1926, both the real
doller and relative share of taxes collected from high income taxpayers rose. Similarly,
in the two years following the 1964-1965 rate reductions, tax revenue collected from the
top 5 percent of earners rose by 7.7 percent, while the tax liability of all other income
groups fell.

In addition, the recent work of James Long of Auburn University and myself on the
linkage between marginal tax rates and the taxable income base in 1979 also found the
tax base to be more sensitive to rate changes in the upper brackets. In fact, our analysis
suggests that combined state-federal marginal tax rates above 50 percent actually
reduce tax revenue collected from high income taxpayers in the long run. Since the
methodology of the study was entirely different from time series comparison studies, we
believe that the findings are of particular importance.
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The bottom line is that economic theory, the experience of three tax cuts, and
detailed analysis of individual tax data all indicate that the tax base expands when the
top marginal rates are reduced. This is not an unorthodox proposition. It is a reflection
of the basic postulate of economics. For the life of me, I cannot understand why so many
perfectly intelligent people find it difficult to comprehend.

One final point relating to Kiefer's work. He correctly notes that there were more
high income taxpayers in 1982 (and 1983) than for earlier years. Some researchers have
carelessly used data grouped by nominal income categories to argue that more tax
revenues were collected from the rich. However, my analysis is for percentile
groupings. In effects, it adjusts for shifts in the number of taxpayers among nominal
income groupings. Thus, it does not suffer from the defect to which Kiefer alludes.
Nonetheless, the data indicate that high income taxpayer shouldered & larger share of the
income tax burden in 1983 than they shouldered during prior years (see Exhibits 1, 2, and
3 of prepared statement).

5. I am one of those who feels that there are substantial risks associated with the
current situation of sky-high budget deficits, the high interest rates, and the
dependence on continued import of capital. Clearly, capital imports in the past few
years have served as an important safety valve that relieves the pressure of public-
sector deficits on investment activity. But, I believe there are also limits to the
volume of capital that can be imported, and there is some indication that the overly
strong dollar position is weakening. I would like your comments on the implications
of continued budget deficits, high value of the U.S. dollar in world markets, and the
continued dependency of the United States on capital imports.

The linkage between budget deficits and real interest rates is a complex one. Even
the theoretical linkage is dependent upon rejection of the propositions that deficits
induce individuals to (a) save for the expected higher future tax liablility (to meet the
larger interest payments on the deficits) and (b) make larger intergenerational transfers
to their heirs. As the debate among economists indicates, it is not obvious that these
propositions are incorrect.

Honesty compels me to reply that I do not know the extent, if at all, that budget
deficits push up interest rates. My own view is that deficits do place upward pressure on
interest rates although probably not as much as is widely believed. Nonetheless, I must
confess that the most comprehensive study of which I am aware concludes that
historically deficits have not caused rising real interest rates. This study, conducted by
Paul Evans of the University of Houston, was recently published in the March 1985 issue
of the Ameican Economic Review. Evans concludes:

Economists like to think of economiecs as a science. In a science,
however, repeated contradictions of a paradignm lead to its
abandonment if there is any sensible alternative. One paradigm in
economics implies that large deficits produce high interest rates. This
paradigm is not supported by the facts. In over a century of U.S.
history, large deficits have never been associated with high interest
rates.
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The interest rate/deficit linkage aside, I belief that it is important to reduce the
size of the U.S. budget deficit. In my judgment, we would get a more efficient allocation
of government expenditures if the federal budget was balanced. Thus, I support
institutional arrangements that will lead to a balanced budget.

6. Many supply-siders seem to feel that economic growth will eventually shrink the
budget deficit. What if this view is wrong and a serious recession does occur
between now and the end of the decade? Wouldn't the present large structural
budget deficit suffer another astronomical increase and what would be the
consequences for monetary poliey, fiscal policy, and the future of the American
economy?

1 do not believe that either economic growth or higher taxes will substantially
shrink the deficit. Fundamental reforms such as the balanced-budget amendment, line-
item veto, and a supra majority (e.g. two-third) for the passage of requirement
appropriations will be necessary if we are to return to a consistent balance between
federal revenues and expenditures.

7. What evidence do you have that work effort has increased especially for high-income
individuals?

8. What direct evidence do you have that tax avoidance and the use of tax shelters
have declined?

These questions were both dealt with in considerable detail in my prepared
statement (see pp. 12-20). In particular, the rapid increase between 1981 and 1983 in the
net income of high income taxpayers from the sources (business, professional, and
partnership income) most influenced by tax shelter activities indicates a reduction in tax
shelter activities. The rapid growth of the salary and wage income of high income
taxpayers suggests a shift away from non-taxed methods of compensation toward taxable
forms of compensation (see Exhibit 4). In addition, major marketers of tax shelter
investments are now reporting sharp declines in sales. Several business news publications
including Time and The Wall Street Journal have recently run features on this topie.
Given the time period required to adjust one's portifolio, the shift away from tax shelters
toward investments yielding taxable returns is unfolding precisely as expected (see pp.
19-20 of my prepared statement).
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April 30, 1985

Dr. Richard Vedder
Department of Economics
Ohio University
Copeland Hall

Athens, Ohio 45701

Dear Dr. Vedder:

I was not able to attend the April 23, 1985, hearing before
the Subcommittee-on Monetary and Fiscal Policy during which you
testified on the hearing topic of "Tax Reform, Tax Rates, and Tax
Revenues."” I do have some questions that I would appreciate your
answering for the hearing record, including some specific questions
on the tax issues raised during the hearing and some more general
questions on supply-side economics. The questions are attached.

- You may submit your responses either with your corrected
hearing transcript or directly to Mr. EQ Jacobs at the Joint
Economic Committee, G-01 Dirksen Senate Office Building, Washington,
D.C. 20510. I would also appreciate having a copy of your responses
for my own use.

Thank you for taking the extra time to answer my questions.

Sincerely,

William Proxmire
U.s.s.

WP:rkt

Attachments
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QUESTIONS SUBMITTED BY SENATOR PROXMIRE
TO WITNESSES TESTIFYING APRIL 23, 1985, BEFORE THE
SUBCOMMITTEE ON MONETARY AND FISCAL POLICY

OF THE JOINT ECONOMIC COMMITTEE

Back in 1980, supply-siders predicted that the savings rate
would climb from 6 percent of disposable income in 1980 to
more than 8 percent by 1984, Instead, the savings rate dropped
to a mere 4.9 percent in 1983 and has only recently returned

to the 6 percent level. .

Critics would charge that this destroys your argument for the
supposed incentive effects of higher after-tax returns on
savings.

How do you explain the lack of growth in the rate of personal
savings?

Back in 1981, Treasury Secretary Donald Regan said that improve-
ments in depreciation write-offs and an increased investment tax
credit would result in a large increase in business investment
from 11.5 percent of gross national product to 14.5 percent in
1984. However, business investment rose less than one percentage
point over the period. o

Certainly, Treasury Secretary Regan and supply-siders did not
count on a recession, but the upswing in business investment
over the entire period was still somewhat below your expecta-
tions. Wouldn't you agree and how do you explain it?

Critics of the accelerated cost-recovery system, while
acknowledgeing that it may stimulate investment to some degree,
argue that it is stimulating the wrong kind of investment.
Critics argue that investment in short-lived equipment is favored
at the expense of longer lasting equipment and structures.

Barry Bosworth points out that, despite the fast growth of gross
investment, net investment, that is after adjustment for the
wearing out and obsolescence of the capital stock, has climbed

no higher as a percentage of GNP than it did in the 1975
recovery. 1In other words, it appears that companies have been
buying equipment that either quickly wears out or quickly becomes
obsolete. How do you explain the fact that business appears to
be investing more but total plant and equipment is growing no
faster than it did in the 1970's? Doesn't this heavy investment
in short-lived assets potentially undermine future U.S.
competitiveness?
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Donald W. Kiefer, the Congressional Research Service's tax
policy analyst, concluded in a report that studying the pub-
lished tax return data for 1982 neither proves nor disproves
the supply-siders' claim that the Economic Recovery Act of
1981 induced upper income taxpayers to rely less heavily on
tax shelters and to pay more, not less, income tax because the
tax data do not enable separating out a number of important

ef fects.

I plan to place in the Record the introduction and summary of
Mr. Kiefer's study, and I would appreciate your replying to
it for the Record.

I am one of those who feels that there are substantial risks
associated with the current situation of sky-high budget
deficits, the high interest rates, and the dependence on
continued import of capital.

Clearly, capital imports in the past few years have served as

an important safety valve that relieves the pressure of public-
sector deficits on investment activity. But, I believe there
are also linits to the volume of capital that can be imported,
and there is some indication that the overly strong dollar
position is weakening. I would like your comments on the impli-
cations of continued budget deficits, high value of the U.S.
dollar in world markets, and the continued dependency of the
United States on capital imports.

Many supply-siders seem to feel that economic growth will
eventually shrink the budget deficit. What if this view is
wrong and a serious recession does occur between now and the
end of the decade? Wouldn't the present large structural
budget deficit suffer another astronomical increase and what
would be the consequences for monetary policy, fiscal policy,
and the future of the American economy?

What evidence do you have that work effort has increased
especially for high~-income individuals?

What direct evidence do you have that tax avoidance and the
use of tax shelters have declined?
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THE 1982 TAX 2ETURN DATA AND SUPPLY-SIDE RISPONSE TO THE TaX CUT:
MANITESTATION IR MIRAGE?

INTRODUCTION AND SUMMARY

Recently, a series of well-publicized claims has been made that prelimniaary
data from the 1982 individual iu;qme tax recurns verify the supply-side arguzents
regarding the expected effects of the tax cut included in the Economic Racovery
Tax Act of 1981 (ERTA). The claims have pointed out that in 1982, the first year
during which a portioa of :the tax cuc 7as ia effect for ihe Iuil year, éa:paye:s
in upper-income brackets paid a larger proportion of total income taxes thaa ia

*1981, and also paid more taxes in absolqze térms than £n-1981, despite the tax
cut. These'obsarvanions ara claimed to show that ;he_:ax cut induced upper-income
taxpayers to rely less heavily on tax shelters, and that the discribution of the
cax cut was aoC unfair, as some have criticized, because the upper-iac;he‘taxpay-
ers are paying more tax, not less.'

This paper examines these claias. Theoretically, it is corract chat a re-
ductioca in marginal ctax rates should induce less reliance om tax shelters and
other cax-favored activities. The stresgch of this response to the IRTA tax cut
is, however, open to questi;n. 1t is also questionable whecée: the published zax

data shed any lighct on this issue. The iapiications regarding the fairmess or

equity issue are more clear, but raquirs 2onzeatration ca the affaczs o

vy

che Tax

3ut on che discribution of i{ncome, aot sizply on zax ;ayzeacs.
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The principal poincs made {n the analysis may be sucdarized as follows:

The published tax racurn data are not well suited to study-
iag the rasponses of taxpayers to tax policy changss pecause
the daca do not resor: a zompreneasive income Teasura, and

<9 201 permn: :aservizng che sirsusszances of {adivifual
caxpayers, or even the saze group of taxpavers, froa one year
to cthe aexc.

Higher total tax payments in an income bracker in 1982 than
in 1981 occurred only in the $40,000 to $50,000 {ncoae
bracket and ia brackers above $1350,000. Thus, che income
level above which returns in all brackers paid higher taxes
in 1982 than 1981 is $150,000; che brackets above this in-
come coutained only 0.3 percent of all tax recurns in 1982.

The higher total tax payments {n the high~{ncome brackets
are attributable to the fact that {a 1922 thera wera more
recurns i{n these brackerts than {a 1981. aa increasing auom-
ber of returns in upper-income brackets and a decreasing
oumber in' lower-income brackets is a nacural consaguence of
the geaneral growth {a iaccme. Furczheraors, che tax recura
data provide evidence of substantial tax planning aczivities
(acceleration of deductions to 1981 and deferral of income
to 1982) at the highest facome levels, which distoct the 1981
and 1982 data. There is no way, using the tax ratura data,
to idencify separately the effects of these influences ver-
sus the supply-side effezczs. Thus, the sublished cax caturm
daca can be used neither to prove nor disprove the existence
of significanc supply~side respounses to the tax cuc.

The tax planning activicies apparent in the highesc-income
brackers make a compariscn of 1981 and 1982 tax daca mislead-
ing regarding both tax payments and the size of the tax cut.
When the tax cut is measured as the change in effective tax
rates from 1980, prior to any effects of the tax cuc, to 1982,
the magnitude of the tax cuc i{s coasisctent wich the projec~
tions zade ac the time of {ts passage. That {s, contrary to
some recent claims, the tax cut is largest in the highesc-
iacome brackers. g

The published tax recurn data are also not well suiced to
studying the distribucional effects of tax policy, boch be=-
‘cause they do not report a comprehensive income measure and
they do noc repor: any informzation regarding people who do
aot file {iacome fax cscurms. [f zhe data ace used far chis
purpose, however, they i{ndicate koch that the discribucion
of income was =ora cregual ana tha che {acome =ax had a
soaller effezz ia rade inequalicy afcer the fax cu: chan
before, which seeas iacomsiszanc with che =laim chac che tax
cut increased che equity of the tax systes. Taking facoe ac-
count the possible supply-side effects of the cax cut ia the
highest-income brackacs makes the tax cut appear less
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progressive, not aore so. On the otier nand, exadinliag cax
progressivity froa this perspective focuses attention on the
equity/efficiency trade-off iavolved i progressive caxa-
tion. 1If there are significant supply-side responsas to
higher =arzinal zax: razas, zhen zorz :Ta- s5.7e tanatisa
and greater incoce aquality are achieved a: the cosc of
reduced aggregate income and output. The 1832 ctax rcecur:z
data, however, do not shed much additional lig"t on the
nature of this trade-off. -
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Response of Richard K. Vedder to Written
Questions Posed by Senator Proxmire

I, too, was disappointed that you, Senator Proxmire, were mable to attend
the Joint Economic Committee Mearing on April 23, 1985. I think you would
found it informative. I am pleased, however, to have this opportunity

to respond to your concerns.

QUESTION #1 -Savings Rate

First, the inference that I was among those that argued that the tax cut
would increase the savings rate is incorrect; at no time or place did 1
ever predict a sharp rise in personal savings. Second, I am less confident
then you that thevsavi.ngs rate has failed to grow, since the statistics
on savings are the least reliable of any in the national income accounts,
since it is essentially treated as a residual. Federal Reserve flow of
funds data, for example, provide a somewhat different picture than
Tormerce Department mmbers. All of this, though, is besides the point.
The relevant savings rate is the overall rate of private sector savings.

A quick examination at, say, the Economic Report of the President, reveals

that private savings have exploded since 1980. See p. 262 of the latest
Report : private savings rose from $435 to $675 billion from 1980 to 1984,
an increase of 55 vercent (24 percent in real terms). By contrast, from
1976 to 1980, real private savings rose less than 10 :percent, less than
half as much. A

QUESTIONS #2 -#3 Investment

I never supported expanding the investment tax credit and am somewhat uneasy
over parts of ACRS. Nonetheless, I carmot agree with the implications of your
questions that investment has grown sluggishly in recent years . See p.234
of the latest Fcoramic Report. Real gross private domestic investment in
1984 was 40 percent above 1980, three times the growth observed from 1976
to 1980. The near 50 percent growth in that measure from 1982 to 1984 is

about as robust as observed at any time in modermn American economic
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history. I would agree that too much of the growth may be in structures,
possibly reflecting a tax-induced bias. In the interest of neutrality,
that bias should be corrected.

QUESTION # - Kiefer Article

1 was frankly somewhat appélled that you asked about the Kiefer article,
and even introduced it into the record. Mr. Kiefer formilated a plausible
hypothesis about the increase in tax revenues from "the rich" in 1982,
but a hypothesis that is completely at variance with the facts. The
Joint Economic Committee itself has taken the lead on this issue, and

I commend to you 2 study published on October 26, 1984 that speaks to
this point , especially pages 8 and 15-17 ("'Tax Avoidance, Tax Equity,
and Tax Revernues,..") Any doubt about the Kiefer effect was erased with
the release of the 1983 preliminary income tax data, as my colleague
Lowell Gallaway and I pointed out in the Wall Street Journal on March 21.
QUESTIONS #5-6 - Deficits

I simply do not understand all of the hysteria over the budget deficit.

To be sure, the deficit has resulted from a surgé in goverrment spending
that in some ultﬁmte sense should crowd out private activity, which I view
with some alarm. But the notion that the deficit has pushed up interest
rates simply is not supported by evidence. Examining over 100 years of
American history, Paul ﬁvans in the March 1985 issue of the American Economic
Review found no evidence that budget deficits increase interest rates -
indeed they may lower them. Regarding the foreign sector, we should rejoice
that we have been able to send foreigners little pieces of green paper with
furmy looking men on them in exchange for practical things of value that
enrichen our lives, like autos and electronic gadgets. To be sure, we

may not be able to con them into continuing this forever, but while we

can, let us enjoy.



125

QUESTIONS #7-8 Behavior of the Rich

On the work effort and tax sheltering of upper income Americans, I would
refer you to the aforementioned October 26 JFC study, and to articles by

Prof. Gallaway and I in the Wall Street Journal on March 21 and May 8.

I would add that I have been examining the behavior of upper income

Americans throughout the history of the individual income tax; the evidence
supports the hypothesis that tax sheltering and work effort are systematically
and strongly correlated with marginal income tax rates. An examination of,
say, partnership income, for recent years shows that marginal tax rate
reductions have the effect of reducing the relative attractiveness of

shelters.

I appreciate this opportunity to extend my remarks to the Committee on

this issue of importance to the Nation.

49-716 0 - 85 - 5
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April 30, 1985

Dr. Paul Craig Roberts

Center for Strategic and International
Studies

Georgetown University

1800 K Street, N.W., Suite 400

Washington, D.C., 20006

Dear Dr. Roberts:

I was not able to attend the April 23, 1985, hearing before
the Subcommittee on Monetary and Fiscal Policy during which you
testified on the hearing topic of "Tax Reform, Tax Rates, and Tax
Revenues.” I do have some questions that I would appreciate your
answering for the hearing record, including some specific questions
on the tax issues raised during the hearing.and some more general
questions on supply-side economics. The questions are attached.

You may submit your responses either with your corrected
hearing transcript or directly to Mr, Ed Jacobs at the Joint .
Economic Committee, G~0l1 Dirksen Senate Office Building, Washington,
D.C. 20510. I would also appreciate having a copy of your
responses for my own use. -

Thank you for taking the extra time to answer my questions.

Sincerely,

William Proxmire
U.s.s.

WP:rkt

Attachments
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QUESTIONS SUBMITTED BY SENATOR PROXMIRE
TO WITNESSES TESTIFYING APRIL 23, 1985, BEFORE THE
SUBCOMMITTEE ON MONETARY AND FISCAL POLICY

OF THE JOINT ECONOMIC COMMITTEE

Back in 1980, supply-siders predicted that the savings rate
would climb from 6 percent of disposable income in 1980 to
more than 8 percent by 1984, Instead, the savings rate dropped
to a mere 4.9 percent in 1983 and has only recently returned

to the 6 percent level.

Critics would charge that this destroys your argument for the
supposed incentive effects of higher after-tax returns on
savings.

How do you explain the lack of growth in the rate of'personal
savings?

Back in 1981, Treasury Secretary Donald Regan said that improve-
ments in depreciation write-~offs and an incréased investment tax
credit would result in a large increase in business investment
from 11.5 percent of gross national product to’14.5 percent in
1984. However, business investment rose less than one percentage
point over the period. o

Certainly, Treasury Secretary Regan and supply-siders did not
count on a recession, but the upswing in business investment
over the entire period was still somewhat below your expecta-
tions. Wouldn't you agree and how do you explain it?

Critics of the accelerated cost-recovery system, while
acknowledgeing that it may stimulate investment to some degree,
argue that it is stimulating the wrong kind of investment.
Critics argue that investment in short-lived equipment is favored
at the expense of longer lasting equipment and structures.

Barry Bosworth points out that, despite the fast growth of gross
investment, net investment, that is after adjustment for the
wearing out and obsolescence of the capital stock, has climbed

no higher as a percentage of GNP than it did in the 1975
recovery. In other words, it appears that companies have been
buying equipment that either quickly wears out or quickly becomes
obsolete. How do you explain the fact that business appears to
be investing more but total plant and equipment is growing no
faster than it did in the 1970's? Doesn't this heavy investment
in short-lived assets potentially undermine future U.S.
competitiveness? .
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bonald W. Kiefer, the Congressional Research Service's tax
policy analyst, concluded in a report that studying the pub-
lished tax return data for 1982 neither proves nor disproves
the supply-siders' claim that the Economic Recovery Act of
1981 induced upper income taxpayers to rely less heavily on
tax shelters and to pay more, not less, income tax because the
tax data do not enable separating out a number of important
effects,

I plan to place in the Record the introduction and summary of
Mr. Kiefer's study, and I would appreciate your replylng to
it for the Record.

I am one of those who feels that there are substantial risks
associated with the current situation of sky-high budget
deficits, the high interest rates, and the dependence on
continued import of capital.

Clearly, capital imports in the past few years have served as
an important safety valve that relieves the pressure of public-
sector deficits on investment activity. But, I believe there
are also limits to the volume of capital that can be imported,
and there is some indication that the overly strong dollar
position is weakening. I would like your comments on the impli-
cations of continued budget deficits, high value of the U.S.
dollar in world markets, and the continued dependency of the
United States on capital imports.

Many supply-siders seem to feel that economic growth will
eventually shrink the budget deficit. What if this view is
wrong and a serious recession does occur between now and the
end of the decade? Wouldn't the present large structural
budget deficit suffer another astronomical increase and what
would be the consequences for monetary policy, fiscal policy,
and the future of the American economy?

What evidence do you have that work effort has increased
especially for high-~income individuals?

What direct evidence do you have that tax avoidance and the
use of tax shelters have declined?
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THE 1982 TaX 2ZTURN DATA AND 3UPPLT-SIDE RISPONSE TO THE TaX CUT:
MANTTESTATION IR MIRAGE?

INTRODUCTION AND SUMMARY

Recently, a series of well-publicized claims has been made that preliminary
data from the 1982 individual income tax returns verify the supply-side argugents
regarding the expeccted effects of the tax cut included in the Economic Racovery
Tax Act of 1981 (ERTA). The claims have pointed out that in 1982, the f¥rst year
during which a portioa of the 2ax cut #as ia afiect Zor the fulil yezr, Ea:paye::
in upper-income brackets paid a larger proportion of total income taxes thau in

*1981, and also paid az9re taxes in absoluce teras than in-1981, despite the tax
cut. These'obsarva:ions are claimed to show thac.;he_:ax cut induced Tupper-income
taxpayers to rely less heavily onm tax shelters, and that the distribuciocn of the
tax cut was oot uniair, as some have criticized, because the upper-inc;be taxpay-
ers are paying more tax, not less.'

This paper examines these claias. _Theoreci:ally, it {s correc: chat a re-
duction in marginal cax rates should iaduce less reliance on tax shelters and
other tax-favored activities. The strengcth of this response to the ERTA tax cut
is, however, open to questi;n. Iz is also questionable whecée: the published tax
daca shed any light on this issue. The izpiications regarding the fairness ot
equity issue are mora clear, but raquirs zomcentzation cn the affsszs of the zax

zut on che discribution of {ncvme, aot sizply 9n fax ayzeacs.
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The principal poilncs made Ln the analysis may be summarized 3s follows:

® ' The published tax retura data are not well suited to study~-
iag the respoases of ctaxpayers to tax policy changss pecause
the data 40 noc repors a compraneasive iazome Teasurs, aad
Ihe¥ 20 202 permii oaserving zhe zirzusstaaces of Lfadividual
taxpayers, or even the saze group of taxpayers, from one year
to the nexc.

L] Higher total tax paymeacts ia an income bracket in 1982 chan
in 1981 occurred only ia the $40,000 to $50,000 income
bracket and in brackets above $130,000. Thus, the income
level above which returms in all brackets paid higher taxes
in 1982 chan 1981 is $150,000; che brackats above this in-
come coatained only 0.3 percent of all tax recuras in 1932.

L] The higher total tax payments in the hizh-income brackets
are attributable co the fact chat {n 1922 thers wers more
recurns in these brackets thaan {a 1981. An increasing nuo-
ber of returus in upper-income brackets and a decreasiag
oumber in’ lower-income brackets is a nacural consequence of
the general growth {m iacome. Furchermors, che Cax recuca
data provide evidence of substantial tax planning aczivities
(acceleration of deductions to 1981 and deferral of income
to 1982) at the highest income levels, which distcort the 1981
and 1982 daca. There is ao way, using the tax return data,
to idencify separately the effects of chese influences ver-
sus the supply-side affeczs. Thus, the :ublished tax sscurn
data can be used neither to prove nor disprove the existence
of significant supply-side raesponses to the tax cut.

L4 The tax planning activities appareat in the highesc-income
brackets make a comparison of 1981 and 1982 tax data nislead-
Lag regarding both ta2x payments and the size of the tax cut.
When the tax cut {s wmeasured as the change {n effective tax
races from 1980; pricr to any effects of the tax cuc, to 1982,
the magnicude of che tax cuc is consiscent with the projec=
tions made ac the time of {ts passage. Thac is, conLrary to
some receat claias, the tax cut is largest in the highesc-
income brackets. .

L] The published tax return data are also not well suited to
studying the distributional effects of cax policy, boch Se-
‘cause they do not report a comprehensive fncoae measure and
they do not repor: any information regarding people who do
aot file {ncome zax rasuras. [F che daca aca used far chis
purposa, however, t ‘adicate toth that she 4{stribucian
of income was =ora crequal ana that the iileome :ax had a
spaller effest {a radusing inequality after the tax cu: than
before, which seexs iaconsiscanc wicth che claim thac cae cax
cut increased the equity of the tax system. Taking inco ac-
count the possible supoly-side effects of the tax cut ia the
highest-incoae brackats makes che tax cut appear less
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progressive, not aora so. On the othér nend, exaziniag zax
progressivity from this perspective focuses actencion on the
equity/efficienzy trade-o iavolved i progressive caxa-
tion. 1If there are significan: supply-side respoqses to
higher oarginal tax sasas, e =ora T3 zisa
and greater anoce 2quality are achieved ac cne coss of
reduced aggregace iacome and output. The 1$32 tax racura
data, however, do not shed much additional light on the
nature of chis trade-off. *
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Response of Paul Craig Roberts to Written
Questions Posed by Senator Proxmire

Answers to Senator Proxmire's questions for April 23,

JEC hearing record.

1985

Supply-side economists in the Treasury predicted that the
Economic Recovery Tax Act of 1981 would raise gross private
that prediction was correct:

saving.
1950s 1960s
1T 0 163

As the table shows,

1970s 1980

16.8 16.5

1981
17.

1982 1983 1984

2 17.1 17.3 18.4

percent of GNP

As for the personal saving rate, most economists (not just
supply-side economists) recognize that a serious recession
back-to-back with a robust recovery depresses the personal

In a recession, millions are out of work and
cannot save; during recovery people make deferred purchases.
These effects offset the effect of lower marginal tax rates
The Kennedy tax cut of the 1960s

saving rate.

on the personal saving rate.

clearly shows the effect of lower tax rates in raising the
personal saving rate.

The 1985 Economic Report of the President (p.
by CEA member William Niskanan and others,

30),
and U.S.

testimony
Commerce

Dept. data (table below) show substantial increases in investment.
This occurred despite the 1982 and 1984 tax increases, which
took back most of the investment incentives in the 1981 tax

cut.

Average of
Five Previous Current
Recoveries* Recovery®
Real GNP—total 5.9 6.7
Consumer spending 5.3 5.8
Durables 12.9 16.0
Business fixed investment 7.3 14.1
Structures 35 4.8
Equipment 10.0 18.4
Residential structures 16.5 31.2
Exports 4.6 6.0
Imports 9.5 26.5
Federal purchases -0.7 -0.8
State and local purchases 3.2 - 1.4
Real final sales 4.7 4.7

*Excluding the'recovery extending into the Korean War and the short-lived 1980-81 recovery.

*Bascd on the flash estimate of 1984-1I (does not include the substantial upward real GNP growth rate
revisions for 1984 first and second quarters that were announced on July 23, 1984,

Source: U.S. Commerce Department.
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Critics who are not predisposed toward the Reagan Administration
sometimes forget that the reason short-lived assets show

heavy investment is precisely because such assets are short-
lived and wear out quickly.

Mr. Kiefer's conclusions were guestionable last year.. What
does he have to say about the 1983 data and the testimony of
the economists before the JEC on April 23, 19852 The IRS
statistics are clear: the rich are paying a larger share.

The facts are inconsistent with the irresponsible demagogy
that the Reagan Admi=is+rat’.a favored the rich. Indeed, it
is double demagogy considering the fact that the reduction
from 70% to 50% in the first year was the work of Congressman
Brodhead, a Democrat, and was not part of the Administration's
original proposal.

As a result of erroneous statements made by the Fed chairman
and by the former CEA chairman, many people have the mistaken
idea that greater amounts of foreign owned capital are
entering the U.S. each year, that the dollar's strength is
due to these inflows, and that these inflows are financing
both the trade deficit and domestic budget deficit. As the
table shows, the facts are completely different.

year 1982 1983, 1984
foreign owned capital inflows ($bil.) 95 82 93*
U.S. capital outflows ($ bil.) 119 49 21*

*preliminary 4th gt.

The facts are that there has been no increase in foreign capital
inflows. Instead, there has been a complete collapse in

U.S. capital outflows. Our capital is staying in the U.S.,

and we are financing our own deficit.

It is practically impossible for the U.S. to avoid trade
deficits if it is the only country experiencing economic
recovery. It is practically impossible for the dollar not

to recover from its historic low during 1978-80 when (1) U.S.
capital outflows drop $100 billion between 1982 and 1984,

(2) the after-tax rate of return on real investment in the
U.S. rises as a result of the 1981 tax reduction, (3) contrary
to expectations, the inflation rate collapses from 12.5% to
around 4%, and (4) the U.S. has the image of a firm President
and a defense buildup compared to the previous appéarance of
vacillation.

There is no possibility of balancing the budget as long as
the government's budget grows faster than the economy.
Assuming that the 1985 spending projections do not overshoot,
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federal spending will have increased 41% between 1981 and 1985.
Assuming that the economic growth goal is attained in 1985,

the nominal Gross National Product (inflation plus real growth)
will have increased 34% between 1981 and 1985. As every
economic textbook says, especially those written by Keynesian
economists, a tax increase will cause the economy to grow
slower. There have been several substantial tax increases
since 1981, and none of them have reduced the deficit. I
submit for the hearing record my article from the Sunday New
York Times of May 5, 1985, which reports the facts.

It is important to also keep in mind that the large deficits

are the price we have paid for the unexpected and rapid
disinflation. All forecasters knew abov* *hz Z_.gan tax

cuts, but none predicted the large deficits, because none
predicted the severe recession and the collapse in the inflation
rate from 12.5% in 1980 to 3.9% in 1982. The rapid disinflation
has reduced nominal GNP far below projections. The Treasury
table below showsthat the revenue shortfall and higher

interest payments due to the recession and the failure of OMB
and the Congress to deliver the "unidentified spending cuts"

of 1981 account for most of the increase in the deficit.

Many policymakers have mistakenly assumed that the budget
deficits are the result of fiscal policy, when in fact monetary
policy is primarily responsible. I submit for the hearing
record a paper I presented at a Cato Institute conference

on the responsibility that monetary policy has for the budget
deficits.

Table 3. Effect of Recession and Unidentified Spending Cuts on Deficits »
(billions of dollars)
1981 1982 1983 1944 1983 1936

Deficit estimate (3/81) 54.9 45.0 22.8 +0.5 +5.8 +28.2
Revenue shortfall due to

recession 3.0 349 87.8 105.5 110.0 119.8
Higher interest payments due to

revenue shortfall 0.1 2.5 7.4 16.6 25.7 34.5
Promised spending cuts - — 29.8 4.2 43.7 42.7
Total effect on deficit 3.1 374 1250 1663 179.4 197.0
Deficit forecast (7/83) 58.0 110.6  209.8 2004 2059 219.0
Increase in deficit forecast

3/81 10 7/83 3.1 65.6 187.0  200.9 211.7 247.2

Increase in deficit due to
revenue effects of recession
and unidentified spending cuts 100% 57% 67% 83% 85% 80%

Source: U.S. Treasury Depanment.




136

There has been an increase in venture capital activity,
entrepreneural activity, new business formations, and
income taxes collected from the rich.

I have not examined this subject. By reducing tax rates and
increasing the after-tax rate of return on real investment,
tax shelters were made less attractive at the margin. Of
course, a 50% rate is still high, and the investment incentives,
especially for machinery and equipment, have been rolled back.

It is probably the case that many people have a distorted
picture of tax shelters. A few péople no doubt do very well
with them, but in most cases shelters do not turn out to be
good investments. Often people simply lose their money
instead of paying it in taxes. The government may lose the

revenues, but that does not mean that the taxpayer who purchased

a shelter gained any. Low tax rates tend to price shelters
out of the market.

The use of money-losing shelters is a reflection of the
demoralization that heavy tax burdens cause. Consider a
professional person or family earning $100,000 a year.
Federal income taxes take $25,000-30,000. Add in social
security taxes, state income taxes, property taxes, sales
taxes, gasoline taxes, excise taxes, and other business

taxes if self employed, and the earning unit has a claim

to only about one-half of its earnings. What does it get
from government in return for half its income? Very little
of any value. At the local level chances are that the school
system has been destroyed by social engineering, busing,

and unionization and that the earning unit does not use

the tax supported schools. The roads are probably full of
potholes, because the politicians are deferring maintenance
in order to buy votes with income transfers. If the earning
unit has a nice car, it experiences daily the toll taken by
the bad roads. It knows that the lawmakers and courts have
made it difficult for the tax supported police to provide
protection, and it probably views the police as just another
obstacle on the daily commute. Other than once a week

trash collection and, perhaps, the fire department, the
earning unit probably discounts all local "services."

Except for the state highways and university, the earning
unit does not have even a potential relationship to state
"services." On a national level, depending on the earning
unit's age, it might place some value on future social
security and medicare benefits, but there are no other
federal services that benefit it. If intelligent, it knows
that the politicians gave up national defense in the 1960s
and 1970s in order to build a welfare state and that Reagan's
efforts to reverse this dangerous direction have been defeated.
It listens to itself described as "privileged" by politicians,
who never make any reference to the hard work that went into
its success, and it knows that its income that is taken by
the government mainly goes to support people who have not
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made similar effort to succeed. The earning unit also knows
how hard and competitive the world is and truly resents the
loss of the $25,000-30,000 annually that could be used to
provide a cushion for its own children. Instead, the hard
earned money is given to people unknown to the earning unit.
It is hardly surprising that an earning unit so viciously
exploited by government would prefer to lose its money in
shelters than to pay it in taxes.

Addenda to the first four answers are attached.

49-716 0 - 85 ~ 6
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Addenda to Dr. Roberts' answers to Senator Proxmire's questions:

1. Savings in the portfolios of individuals did increase
substantially from 1980 to 1984. The rate of portfolio
accumulation as measured by gross private savings rose from
$435.4 billion per year in 1980 to $675.3 per year in 1984,
Thus the rate of gross private savings grew by 11.6%
compounded per year over the period while GNP was only
growing at 8.6% per year. Some have mistakenly assumed that
since the "personal savings rate" did not increase greatly
that the Economic Recovery Tax Act (ERTA) did not promote
savings. This ignores the fact that increases in the value
of an investor's business holdings reduces the amount of
other forms of savings necessary to meetAa’desired savings.

Savings in the form of increased retained business
income reduces the desired amount of savings held in other
instruments which would show up in the personal savings rate.

2. Gross Private Domestic Investment grew from $401.9 billion in
1980 to 637.3 in 1984. This represents a 58.6% increase in
the level of investment. On an annual basis this is a
compound growth of 12% per year in the level of investment
while the GNP as a whole grew only a 8.6% rate from 2631.7 in
1980 to 3661.3 in 1984. Thus gross private domestic
investment was growing at a rate almost 50% faster. Much of
this growth is attributable to extremely rapid growth in
multi-unit residential structures, one of the few categories
investment goods untouched by the Tax Equity and Fiscal
Responsibility Act of 1982 (TEFRA). TEFRA left most
categories of investment goods worse-off than the ADR systems
which preceeded the 1981 Act and this exacerbated the 1982
down turn while Congress debated how much to penalize
business expansion.

3. Mr. Bosworth has provided an extremely flawed report of the
current trends in investment. The fastest growing major
investment category from 1980 to 1984 has been commercial
building and multi-unit residential structures. These are
extremely long lived assets which received greatly enhanced
tax treatment under the Ré&gan Administration. The so called
short-lived assets received harsher tax treatment due to the
punitive features of TEFRA passed in 1982 and DEFRA passed in
1984. These acts reduced the rate of investment in equipment
in general and retarded the general recovery.

As can be seen in Table 1, most equipment was subjected to a
higher effective tax rate or higher capital service price. Thus,
one should not expect any increase in overall equipment
investment activity due to ERTA as modified by TEFRA and DEFRA.
Structures, more specifically buildings, were the only
unambiguous winners. However, one must be careful even here in
drawing conclusions from fnvestment data alone. The usual
effective tax rate calculations usually assume constant expected
inflation and zero expected relative price changes. The period
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1979-1983 witnessed a significant revision in these

expectations. The decline in inflation over the past 5 years has
dramatically reduced inflationary expectations and thereby has
decreased effective tax rates for longer lived assets. On the
other hand, the decline in inflation has also curbed some of
relative price speculation that was occurring in real estate -- a
phenomenon that would tend to depress investment in new
buildings. Nevertheless, the data do indicate an increase in
building investment aalat&vdﬁeéfénéioata-a shift towards
structures and away from equipment over the same period.

Our conclusions are twofold, First, there is still some
confusion about the direction of effective tax rate changes due
to ERTA. Some analysts persist in using the originally
contemplated fully phased in ACRS tables. As is known, TEFRA and
DEFRA took these benefits back and added other onerous provisions
(ITC basis adjustment, minimum tax revision, etc.). Second,
simple comparisons of investment growth rates, such as those by
Mr. Bosworth, tell us little about the impact of tax policies on
economic performance.

4, Mr. Kiefers study was undertaken before the 1983 tax return
information became available. Others who earlier drew
similar conclusions from the 1982 data have revised their
position. The 1983 data confirm that:

(a) The 1982 data were not simply a product of tax
planning. .

(b) The trend toward higher tax payments by higher
income taxpayers strengthened in 1983.

(c¢) When adjusted for increased numbers of returns the
1983 data still demonstrate that the lower tax
rates lead to higher tax revenues in the upper
income brackets.
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Table 1

Capital Service Prices Under
Alternative Depreciation Schemes

. 1984
Assets ADR ACRS % Chanze
1 Furniture and Fixtures 20,27% 20.88% 2.92%
2 Fabricated Metal Product 16.94 16.94 0.01
3 Engines and Turbines 14.76 15. 14 2.49
4 Tractors 21.35. 22.03 3.1
5 Agricultural Machinery Except Tractors 20.27° 20.88 2.92
6 Construction Machinery Except Tractors 28.33 29.51 4.00
7 Mining and 0i1 Field Machinery 27.65 29.19 5.27
8 Metalworking Machinery 19.11 19.01 -0.53
9 Special Industrial Machinery 18.68 18.48 -1.06
10 General Industrial Machinery 18.32 18.26 - .35
11 Office, Computing, and Accounting Machinery 30.66 32.55 5.91
12 Service Industry Machines 19.89 20.33 2.16
13 Electrical Transmission and Distribution Equip. 16.91 17.07 .97
14 Communication Equipment 17.76 17.13 -3.67
15 Other Electrical Equipment 19.57 20.00 2.14
16 Trucks, Buses, and Truck Trailers 30.63 32.55 5.9
17 Autos 58.21 59.16 1.60
18 Alreraft 30.63 32.55 5.91
19 Ships and Boats 15.61 14.05 ~11.14
20 Railroad Equipment 16.76 15.76 ~6.35
21 Instruments 19.15 19.51 1.84
22 Other Equipment 20.14 20.68 2,64
23 Equipment, Total 24,60 25.16 2.25
24 Industrial Buildings 13.78 11.56 -19.20
25 Commercial Buildings 13.59 11.27 -20.56
26 Religious Buildings 13.78 11.56 -19.20
27 Educational Buildings 13.78 11.56 -19.20
28 Hospital and Institutional Buildings 13.78 11.56 ~19.20
29 Other Buildings 14,12 12.13 -16.37
30 Raflroad Structures 12,15 12.35 1.61
31 Telephone and Telegraph Facilities 11.78 11.54 =2.14
32 Electric Light and Power Facilities 12.45 12.86 3.18
33 Gas Facilities 12.15 12.35 1.61
34 Petroleum Pipelines 13.34 13.36 0.16
35 Farm Nonresidential Structures 12,84 10.80 -18.83
36 Petroleum and Natural Gas Explor. and Develop. 15.78 15.15 -4.13
37 Other Mining Exploration and Development 18.62 19.17 2.86
38 Other Structures 14.58 12.17 -19.80
39 Structures, Total 13.79 12.46 -10.60

Average Across All Nonresidential Assets 20.94 20.86 -0.35
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A Tax Increase Would Widen the Gap

By PAUL CRAIG ROBERTS

CE again, David A. Stockman,
the budget director, has come
up with a deficit-reduction
plan, this time p

'
about bare-bones budgets, but spend-
ing continues to outpace the nation’s
income. This year the Federal Gov-
ernment will spend $50 billion more
than Mr. Stockman forecast for 1985
in his ‘1981 budget projection, This

of $297 billion between 1988 and 1588,
And once agaln, President Reagan
and the Republican leadership have
embraced the plan, even though it
amounts to nothing more than a prel-
-ude to new — and counterproductive

— tax increases that will ultimately.

Insure that the budget swings even
furfher out of balance. .

Mr, Stockman’s assaults on the
Federal budget call to mind the
World War 1 generals who hurled
their troops time and again into the
machine-gun_fire and barbed wire,
Watching Mr. Stockman lead the Re-
+publicans in this latest assault on So
clal Security and other Governmen!
programs; one has to believe he is
trying for the all-time record of maxi-
Inumcasualties with minimum re-
sults. In fact, Mr, Stockman seems
determined to pmve that the budget
cannot be cut, This way, he can clear
the way for new tax increases,

David Stockman talks a good game

Paul Craig Roberts, professor of
political economy at the Center for
Strategic and International Studies at
Georgetown University, was Assist-
ant Secretary of the Treasury for
Economic Policy from 198! to 1982,

.dent Reagan’s

increase occurred despite
the numerous scate-backs in Presi-
military-spending
plansand lhe unexpected, rapid disin-
flation — both of which work to lower

. spending below projection.

If, Federal spending this year is

-held within the Administration’s cur-

rent projection, the budget will have
grown 41 percent between 1981 and
1985. If the Administration’s eco-
nomic growth goal is attained in 1985,
nominal gross natlonal product
(inflation plus real growth) would
have increased 34 percent over the
same perlod. Real G.N.P. (measured
in constant 1972 dollars) would have
increased only 13 percent.

No one can balance a budget that is
growing faster than the tax base, and
the tax base cannot expand without
faster economic growth. Despite this
obvious fact, many commentators
continue to assert, ignorantly, that
the budget deficits are the result of
the 1981 tax cuts and that the answer
is higher taxes, which kill growth,

Like World War [ generals, such
people cannot learn from experience,
There have been five tax increases
since 1981, and each time the deficit
has risen. In 1981, Mr. Stockman con-
vinced President Reagan that the

1984 budget could be balanced If the

Kemp-Roth tax cut was scaled down™

to 25 percent from 30 percent and de-.,
layed until the second half of the
Pr ial term. Mr.

prevailed and, consequently, there
wag no fiscal policy to offset the Fed's
restrictive monetary policy during
1981 and 1982. The economy collapsed
into recession and the deficit projec-
tion quickly rose to $137 billion from
353 billien.

M R. Stockman urged a large tax
E\,ﬂ increase, and in the summer
¢ of 1982, only one year after
the 1981 tax cut, Mr. Reagan signed
into law the largest tax Increase in
history, the Tax Equity and Fiscal
Responsibility Act of 1982. The Treas-
ury sald that the act would raise $229
billion in new taxes betwcen 1983 and
1987. In the summer of 1982, Mr.
Stockman’s figures showed that the
act would reduce the deficit from $137
billion in 1983 to $59 billion in 1987. By
December 1982, however, the 1983
deficit projection had jumped to $223
billion, and the 1987 estimate had in-
creased fivefold, to $280 billion.
Despite the gasoline tax Increase
and higher Social Security taxes
adopted on the recommendation of
the Greenspan Commission on Social
Security Reform, the deficit projec-
tions continued to grow, The only
progress occurred in 1883, when the
unexpectedly strong economic re-
cavery reduced the five-year deficit
projections by 25 percent. But the
delicit was still too large and, at Mr,

Stockman’s urging, Mr. Reapan
signed yet another tax Increase In the
summer of 1884. This was called the
*Rose Garden down-payment plan.’*

According to Mr. Stockman's fig-
ures In the “’Mid-Sesslon Review of
the 1985 Budget,” published on Aug.
15, 1984, the down-payment plan re-
duced the 1985 deficit by $34 billion,
the 1988 deficit by $58 billion and the
1987 deficit by $68 billlon. As of last
August, Mr. Stockman projected the
1985, 1986 and 1987 deflicits to be $172
billion, $174 biltion and $185 billlon,

But, as before, the deficit went up
and not down. Instead of declining by
$158 billion between 1985 and 1987, the
deficits cnme in $170 billlon above
Mr. Stockman's projection. By Janu.
ary 1985, Mr. Stockman was project-
ing the 1985, 1986 and 1967 deficits to
be $224 billion, $230 billion and $246
biltion,

During World War I the politiclans
could not bring themselves to dismiss
the incompetent genchIs who plled
corpse upon corpse untll the nations
were bled dry. The Reagan Adminls.
tration cannot either, even though Re-
publican casualties in the budget
fight are mounting with the same fu.
tility.

The Administration once hnd a’

policy that favored economic growth,
but the Federal Reserve has forbid-
den it. Consequently, the budget initi-
ative remains with Mr. Stockman,
and he {5 once again lending his party
into the machine guns and barbed
wire. ' L

44
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THE PED'S POLICYMAKING FUNCTION: AN APPRAISAL

How the Fed Crowded Out President Reagan's Economic Policy
Paul Craig Roberts

There 1is a fundamental problem with the Fed's policymaking
function. Under the U.S. Constitution, government is not
supposed to convey power without accountability. As we heard
this morning from Lawrence k. Roos, who ought to know,
accountability does not seem to be the case with tﬁe Federal
Reserve. Perhaps this mattered less in the past when there was a
gold standard and fixed exchange rates, but the advent of fiat
money and flexible exchange rates have practically removed all
constraints on the Fed. The result is enormous discretionary
power that allows the Fed to act in self-protective ways that can
crowd out the policies of an elected government,

The Fed's rogue monetary policy during 1981-82 is a good
example of an unaccountable central bank acting in self-
protective ways and crowding out the policies of an elected
government. To a large extent, the Fed's policy, which resulted
in an unexpected and severe recession and in an unexpected
collapse in the inflation rate, frustrated the Reagan
administration’'s efforts to shift the emphasis of economic policy
towards greater private sector incentives and growth. The
recession forced President Reagan on the defensive early in his

administration, causing him to lose control of the budget while
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simultaneously confronting him with the largest budget deficits
in our history.

The truth starkly contrasts with the widespread beiief that
a courageous Fed followed a conscious gameplan and conquered
inflation despite an excessively stimulatory fiscal policy. In
late 1988 and early 1981 when the new administration was putting
together its economic policy, there was an almost universal
consensus that not very much could be done about infiativis~-and
certainly not very quickly. The administration intended to
emphasize economic growth, but it was confronted with the
"phillips curve,” which argued against the prospect ~of real
economic growth and a declining rate of inflation. At the time,
forecasting models such as DRI had a "core rate of inflation" of
16 percent, which was believed to mean that 10 percent inflation
"was a floor even with restrictive monetary and fiscal policies.

Given the constraints of conventional thinking, a proposal
from the Reagan administration to abruptly reduce inflation would
have had no credibility. Moreover, many monetarists were
opposed, at least in principle, to attempting an overnight cure
of inflation. From their point of view, using recession to bring
down inflation was pointless, because the resulting unemployment
puts tremendous political pressures on the system to reflate.
Monetarists wanted to break this roller coaster cycle.

In 1981 the administration's supply-side fiscal policy was a
reduction in the tax burden on labor and capitai. This was a
disinflationary policy, because it lowered the cost of

production. However, the policy was widely misinterpreted by
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irresponsible economists, 3journalists, and politicians as a
Keynesian demand stimulus coming at a time of a 12,5 percent
inflation rate, a $50 billion budget deficit inherited from the
Carter administration, 10 percent "core inflation,” and a
Phillips curve environment. A1l of this was following a decade
of rising inflation expectations. The Fed was convinced, largely
by conservative Republican economists, that inflation was going
to expleode and that the Fed would be blamed. The Fed responded
in a self-protective way and simply turned off the money,
reasoning that an administration with monetarists in office could
not blame the Fed for inflation if there was no growth in _the
money supply. The Fed was as surprised as everyone else by the
unexpected collapse in inflation and by the severe debt and
liquidity problems that followed in train.

When President Reagan was inaugurated the prime rate was at
a peak of 21.5 percent. These high interest rates were Reagan's
legacy from Volcker's attempt to reelect President Carter by
providing rapid growth in money whether measured by Ml or the St.
Louis base, from July through November of 1988. The conventional
wisdom was that a staunch conservative like Reagan could not be
elected President, and the outpouring of money by the Fed may
have caused markets to expect a continuation of the upward
ratcheting of inflation. Whatever their cause, the high rates of
interest, or the uncertainty that they reflected, had a negative
impact on the economy.

The Reagan administration intended to deal with the
situation by providing moderate, stable and predictable money

growth that would first stabilize the inflation rate and then
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gradually bring it down. Once markets saw that money growth and
inflation were under control, intereét rates would fall faster
than the inflation vrate due to changed expectations. The
February 18, 1981, report that announced Reagan's economic
program states: "the economic scenario assumes that the growth
rates of money and credit are steadily reduced from the 1980
levels to one-half those levels by 1986,"

The Reagan administration also intended to contribute to
lower Teal interest rates with tax policies that would increase
private sector saving and witp expenditure policies that would
reduce the growth rate of federal spending. From 1975 through
1986, inflation interacting with the progressive income tax and
depreciation allowances had reduced private sector saving by
$356-5450 billion, depending on how it is measured. During this
same period federal spending had grown faster than GNP, resulting
in a cumulative federal deficit of $368 billion.

Unfortunately for Reagan's economic policy and for millions
of people in the economy, the Federal Reserve did not provide the
moderate, stable and predictable growth of money that the central
bank agreed to provide. First, the Fed allowed Ml to increase
sharply from February through BApril, 1981, which had bad
psychological effects and was taken as confirmation in many
quarters that the administration intended to monetize deficits.
Then the Fed slammed on the brakes and held Ml growth at about
zero for six months, Before the Fed revised the data, the
figures showed less money in the economy in October 1981 than in

the previous April. This is a very sharp slowdown, especially
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coming off the previous acceleration. all in all, in 1981 alone
the Fed produced 75 percent of the total reduction in money
growth that we inﬁended to spread over a six-year period.

In 1982 the Fed repeated the pattern, allowing rapid money
growth in December 1981 and January 1982 and then bringing it
down to a very low rate for six months. The monetary base (St.
Louis, 3-month growth rates) began decelerating in December 1980
and continued until November 1981. Velocity of money did not
rise in 1981 to compensate for the decline in money growth, and
in 1982 velocity fell. Unless the well-documented findings of
monetarists are completely dismissed, monetary policy would seem
to be a principal cause of the recession.

Turning to fiscal policy, Keynesian measures show that it
was also tight in 1981. According to the Congressional Budget
Officé, the high employment budget showed a $7 billion surplus
for 1981.'1

Fiscal policy was depressing GNP and tax collections from a
supply-side perspective as well. The delay and phase-in of the
tax cuts encouraged people to shift income earning activities to
the future, where tax rates were lower, and to shift tax
deductions and credits to 198l where their value was highest.
The result was to worsen the economy and the deficit in 198l.

This argument is not a supply-side rationale offered  after
the fact of the recession. It was made prior to the election of
Ronald Reagan in response to Martin Feldstein's proposal to delay
any tax cuts in order to balance the budget. He argued in the
summer of 1986 that the way to avoid large budget deficits as a

consequence of cutting marginal rates was to enact in the present
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a schedule of future tax cuts. People would begin working and
investing more in anticipation of the 1lower tax rates, he
claimed, and the growth in the tax base would generate the
revenues to pay for the subsequent tax cuts.

I argued that the results would be the opposite of what
Feldstein imagined.2 Supply-side fiscal policy works by
increasing the after-tax return to labor and capital. When
marginal tax rates fall, both leisure and current consumption
become more expensive in terms of foregone income,Acausing peorle
to shift into work out of leisure and into investment out of
current consumption. However, if people know that the prices of
leisure and current consumption are going to rise at a €future
date, they could rationally decide to enjoy both while they are
still cheap, just as consumers purchase commodities in
anticipation of future price increases.

My argument was theoretical, but it was validated by the
practical advice that accounting firms and tax lawyers gave their
clients. For example, on public television the very day the 1981
tax reduction bill was signed, MacNeil and Lehrer interviewed tax
accountants who explained how to take maximum advantage of the
tax cut by postponing income and briﬁging deductions forward to
the 1981 tax year. On August 25 Sylvia Porter's column began:
"Millions of you, in corporations ranging from salespersons to
physicians to lawyers can shift portions of your income from 1981
to 1982, Start arranging to do so now, and you will be able to
cut your federal income taxes substantially.” On October 26,

1981 Business HWeek wrote about the "flood of advice on postponing
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income and accelerating deductions.”

Bow were economists (and some Reagan policymakers)
responding in 1981 to a recessionary monetary and fiscal policy?
almost universally they were predicting inflation. Among many,
Walter Heller was convinced that the proposed tax cuts would
inject too much inflationary purchasing power into the economy;
He asked in the Wall Street Jourpal on February 16, 198l: "How
can the economy absorb that big an expansicnary punch without
aggravating our already intolerable inflation?" A few days later
Washington Post columnist Hobart Rowen, who stays tuned in’'to the
Brookings Institution, declared that the tax cut was "so big that
traditional Republicans and many Democrats régard it as
dangerously inflationary." So did Mr. Rowen: "Even if Congress
were to pass budget cuts that matched the tax cuts dollar for
dollar, there is nothing in the fiscal program~;in the view of
those not addicted to supply-side theory--that works against
inflation. The nation would still be face to face with OPEC,
Reagan's 0il deregulation orders, high farm prices, and
escalating wages. And the Federal Reserve would be following a
restrictive credit policy maintaining high interest rates,
themselves a collateral cause of inflation."

Over the succeeding months the inflation hysteria grew. On
May 11, Senate Finance Committee Chairman Bob Dole told the New
York Times that he personally continued to fear that the tax cut
would be inflationary. At a July meeting of the board of
governors of the Federal Reserve System with its economic
consultants, Alan Greenspan expected that a restrictive monetary

policy would be overwhelmed by the tax cuts, and inflation would
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explode. Monetary policy was "the junior partner,” Greenspan
said, and could "do nothing other than a weak rear-guard action.”
There can be 1little doubt that Volcker was encouraged to
overreact by clamping down on money growth so that he would not
be left holding the bag for an inflationary administration.

Almost every week during 1981 brought a new hand-wringing
from Herbert Stein, who was certain that wild-eyed supply-siders
were going to send the economy up in the smoke of inflation. so
was the New York Times, which on July 29 editorialized again that
"the Great Tax Cut of 1981 . . . promises more inflation."

An old-fashioned Keynesian belief in the predominance of
fiscal policy had combined with a natural envy of the influence
that a handful of supply-side economists had on national economic
policy to whip up an inflation hysteria even while the economy
was plummeting into recession. The inflation hysteria that was

"so assiduously cultivated by economists and the media was a
principal cause of the recession., In such an atmosphere not even
the Secretary of the Treasury could succeed in calling attention
to the recessionary monetary policy. My additional argument that
fiscal policy itself was recessionary had an even smaller
audience.

Secretary Regan's warning in the first week of August 1981
that the Fed was leading the economy into recession had no
effect,. By October the situation was desperate. Regan again
called for the Fed to honor its own targets and to locsen the
extraordinarily tight monetary reins. Time quickly described the

Treasury secretary as a "wanderer from the true faith," and
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gleefully told how CEA Chairman Weidenbaum had called Regan and
asked him, "What's going on here? We've got to be~ta1king with
one voice."3

What was going on was the economy was sinking into the black
hole of reqession, and the "one voice" was pretending that the
problem was inflationary deficits caused by the tax cuts.
Weidenbaum, Time réported, "was opposed to the Fed pumping more
meonev it : the economy now"--a strange point of Qiew considering
that the M1 numbers showed that the Fed had been gumping mopey
out of the economy for the past six months and was far below its
ta;get. OMB Director David Stockman rushed off to a breakfast
meetiné with reporters the day after Regan's warning where, Tipe
reported, he "contradicted Regan by arguing that the Fed should
keep the brakes on the money supply.”

Former Treasury Secretary William E. Simon has said that as
soon as a President is elected he is captured by the past.
Ronald Reagan was no exception. Ostensibly the President was
bringing about a big change in economic policy. Change itself is
unsettling even if people are convinced that it is needed. Even
very positive changes disrupt many relationships, cause
uncertainty and depreciate human capital. Big change can succeed
only if the government shows confidence. But the President
brought on board too many people who did not share his faith in
his policies and who were not prépared to assume the risks of
implémenting them. As a result, internally the administration
lacked@ confidence, and it was reflected publicly in many
decisions, such as the one to delay the tax rate reductions in

order to balance the budget. The Fed perceived this 1lack of
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confidence and moved to take control over economic policy.

The dead hand of the past overwhelmed many of the hopeful
changes that Reagan intended for the economy. From the beginning
_the emphasis was shifted from hope to gloom, and from economic
growth to balancing the budget with austerity. Republican
economists like Alan Greenspan, Herbert Stein, and Arthur Burns
were very negative about the President's economic program. They
believed that if nothing was Gone to stimulate the economy,
inflation might be gradually squeezed out as long as the budget
was balanced. Greenspan did not lack allies in the
administration and the Senate Budget Committee.

Before the new administration was a month old we were
engulfed in such a gloomy atmosphere that a dreary forecast was
labeled a "rosy scenario." Despite the restructuring of the tax
coae envisioned to improve saving and investment incentives, the
real GNP growth projections in the February 1981 forecast were
lower than the economy achieved in 1976, 1977 and 1978. They
were significantly lower than the original forecasts of the
Carter and Ford administrations. Yet the hyperbole flew fast and
loose. In an editorial on March 9, 1981, the Washipgton Post
charged that President Reagan's "scenario lies far beyond the
limits of any past experience in this country or any other
industrial democracy."

The inflation outlook was also gloomy due to the influence
that core inflation had on Weidenbaum and Greenspan. According
to the DRI model at the time, core inflation was 10 percent,

which meant that monetary policy could do little. The conflict



153

between the lower nominal GNP path based on the wmonetarists’
aésumptions about the growth rate of money- and the higher
inflation rate projections demanded by the core inflationists was
resolved when David Stockman arbitrarily raised the nominal GNP
path in order to project a balanced budget. This created the
famous "velocity problem® (the projected GNP being too high for
the projected money supply to support without a dramatic increase
in velocity of circulation) and led to a chorus of criticism from
Keynesian economists, who had never previously put any store in
monetarist ruminations about velocity.

Had the traditional economists been blamed for insisting on
core inflation and a balanced budget, much less damage would have
been done to the credibility of the President's economic program.
Instead the rumor was spread that the supply-siders were
monkeying around with the numbers in order to project real growth
and lower inflation, an impossibility according to the Phillips
curve. The effect was to spread the insidious belief that the
President's program was unrealistic and based on nothing but an
extremist ideology. Some administration sources themselves fed
éhis notion as part of their fight for power. All of these
things undermined the confidence that is necessary for change to
succeed and allowed the Fed to become the arbiter of economic
policy.

The supply-side economists in the Treasury were prepared to
accept deficits as the price of restructuring the tax code and
bringing down inflation. We believed the deficits would be kept
within reason by controlling the growth of government spending

and that spending restraint and economic growth would eventually
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balance the budget. We were opposed to making a balanced budget
the issue or goal of the economic program. We knew that if a
balanced budget became the issue, traditional Republican
economists would shift the focus of policy to austerity, which
would worsen the performance of the economy and enlarge the
constituencies for federal spending programs. Even if we could
succeed in holding on to the President's program internally, we
knew «chat once a balanced budget was the goal, the President
would be at the mercy of the Congress and the Fed. The former
could destroy him by spending and the latter with tight money.

In retrospect the Treasury was right. Once Stockman
succeeded in making the deficit the issue, the old Republican‘
strategy of trying to fix the budget prior to fixing the economy
prevailed. First the tax cuts were delayed in the name of a
balanced budget--while the Fed closed down the economy with tight
money. The recession produced deficits, and the Republicans
résponded by raising taxes in the middle of a recession,
repealing some of the incentives for business investment
contained in the 1981 tax reduction. This was followed up by
more tax increases. Continued agitation for further tax
increases has hovered over the Reagan presidency like a black
cloud. Policymakers and economists were soon making more
grandiose predictions about the economic benefits of raising
taxes than Art Laffer and Jude Wanniski had made for lowering
taxes.

On the monetary policy front, so far, "stop~go" has

prevailed over the Reagan administration's request for moderate,
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‘stable and predictable growth in the money supply. Successful
investing continues to depend on skill at guessing the Fed's
behavior. ) ) )

One might say that it is more important that inflation is
down than how it came down, a point that might have somé merit.
But the confused and unexpected--indeed, accidental--way in which
inflation was brought down imposed substantial economic and
political costs that have been shifted to President Reagan and
the new fiscal policy. Moreover, the implications of these costs
are not yet fully known. The large budget deficits may yet lead
to incentive-destroying tax increases or to a weakened national
defense. Policymakers might respond inappropriately to the
dollar;s sharp recovery from the historic low to which it was
driven by a decade of rising inflation. The political costs of
the sudden erosion in the asset values underlying farm debt, for
example, are yet to come in, The world debt crisis is not vyet
over, and the implications of the enlarged role of the
International Monetary Funa in the international financial system
are not yet clearly visible.

Disagreement among economists, disunity in administrations,
and political competition all work to enhance the - Fed's
discreéionaty power. The policy situation can be improved, and
the Fed's integrity enhanced, with some small changes that will
help to make the Fed more accountable. The Secretary c¢f the
Treasury could be reinstated as a member of the open market
committee. That would allow the administration to  have
knowledge of what the Fed was doing, and it would provide

occasions for the Fed to listen to what the administration was
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saying.” The terms of the members of the Fed's Board of Governors
could be reduced from 14 to 7 years to increase turnover and the
infusion of fresh ideas. It might also be helpful if some things
were done to reduce the secrecy with which the Fed conducts its
operations. For example, - policy changes might be announced
immediately.

None of these suggestions will provide a panacea.
Conventional wisdom will always be flawed and this, together with
the general political competition between parties, within
parties, and among economists themselves will always create a
fertile environment for the discretionary exercise of power. As

long as governments are making policy, there will be inescapable

dangers.
Footnotes
1. "The Economic and Budget Outlook: An Update,” September
1982,
2, See Paul Craig Roberts, "Dawdling with Incentives,® ®all

Street Jourpal, August 7, 1988.
3. Time, October 19, 1982,
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April 30, 1985

Dr. Richard Rahn

Chief Economist

United States Chamber of
Commerce .

1615 H Street, N.W.

washington, D.C. 20062

Dear Dr. Rahn:

Response of Richard Rahn to Written

I was not able to attend. the April 23, 1985, hearing beforé
. . the Subcommittee on Monetary and Fiscal Policy during which you

testified on the hearing topic of "Tax Reform, Tax Rates, and Tax
Revenues.” I do have some questions that I would appreciate your
answering for the hearing record, including some specific questions

on the tax issues raised during the hearing and some more general

questions on supply~side economics.

The questions are attached.

You may submit your responses either with your corrected
hearing transcript or directly to Mr. Ed Jacobs at the Joint
Economic Committee, G-0l1 Dirksen Senate Office Building, Washington,
D.C. 20510. I would also appreciate having a copy of your responses

for my own use.

Thank you for taking the extra time to answer my questions.

Sincerely, ~

William Proxmire
U.s.S.

WP:rkt

Attachments
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- . QUESTIONS SUBMITTED BY SENATOR PROXMIRE
TO WITNESSES TESTIFYING APRIL 23, 1985, BEFORE THE
SUBCOMMITTEE ON MONETARY AND FISCAL POLICY

OF THE JOINT ECONOMIC COMMITTEE

Back in 1980, supply-siders predicted that the savings rate
would climb from 6 percent of disposable income in 1980 to
more than 8 percent by 1984. 1Instead, the savings rate dropped
to a mere 4.9 percent in 1983 and has only recently returned

to the 6 percent level.

Critics would charge that this destroys your argument for the
supposed incentive effects of higher after-tax returns on
savings.

How do you explain the lack of growth in the rate of personal
savings?

Back in 1981, Treasury Secretary Donald Regan said that improve-
ments in depreciation write-offs and an increased investment tax
credit would result in a large increase in business investment
from 11.5 percent of gross national product to 14.5 percent in
1984. However, business investment rose less than one percentage
point over the period. :

Certainly, Treasury Secretary Regan and supply-siders did not
count on a recession, but the upswing in business investment
over the entire period was still somewhat below your expecta-
tions. Wouldn't you agree and how do you explain it?

Critics of the accelerated cost-recovery system, while
acknowledgeing that it may stimulate investment to some degree,
argue that it is stimulating the wrong kind of investment.
Critics argue that investment in short-lived equipment is favored
at the expense of longer lasting equipment and structures.

Barry Bosworth points out that, despite the fast growth of gross
investment, net investment, that is after adjustment for the
wearing out and obsolescence of the capital stock, has climbed
no higher as a percentage of GNP than it did in the 1975
recovery. In other words, it appears that companies have been
buying equipment that either gquickly wears out or quickly becomes
obsolete. How do you explain the fact that business appears to
be investing more but total plant and equipment is growing no
faster than it did in the 1970's? Doesn't this heavy investment
in short-lived assets potentially undermine future U.S.
competitiveness?
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Donald W. Kiefer, the Congressional Research Service's tax
policy analyst, concluded in a report that studying the pub-
lished tax return data for 1982 neither proves nor disproves
the supply-siders' claim that the Economic Recovery Act of
1981 induced upper income taxpayers to rely less heavily on
tax shelters and to pay more, not less, income tax because the
tax data do not enable separating out a number of important
effects.

I plan to place in the Record the introduction and summary of
Mr. Kiefer's study, and I would appreciate your replying to
it for the Record.

I am one of those who feels that there are substantial risks
associated with the current situation of sky-high budget
deficits, the high interest rates, and the dependence on
continued import of capital.

Clearly, capital imports in the past few years have served as
an important safety valve that relieves the pressure of public~
sector deficits on investment activity. But, I believe there
are also linits to the volume of capital that can be imported,
and there is some indication that the overly strong dollar
position is weakening. I would like your comments on the impli-
cations of continued budget deficits, high value of the U.S.
dollar in world markets, and the continued dependency of the
United States on capital imports.

Many supply-siders seem to feel that economic growth will
eventually shrink the budget deficit. What if this view is
wrong and a serious recession does occur between now and the
end of the decade? Wouldn't the present large structural
budget deficit suffer another astronomical increase and wk.t
would be the consequences for monetary policy, fiscal policy,
and the future of the American economy? :

¥

What evidence'do you have that work effort has increased
especially for high~income individuals?

What direct evidence do you have that tax avoidance and the
use of tax shelters havedeclined?
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THE 1982 TAX RETURN DATA AND 3CPPLY-SIDE RISPOREE TO IHE TAX CUT:

HMANIFESTATION OR MIRAGE?

IXTRODUCTION AND SUMMARY

Recently, a secies of well-publicized claims has been made that preliminary
data from the 1982 individual incoume tax rer.-utns verif{y the supply-side arguaents
regarding the expected efifects of the tax cut imcluded in the Zconooic’ Recovery
Tax Act of 1981 (ERTA). The claims have pointed out that in 1982, the first year
during which a portion of .the cax cur was it; effect Zor the funil year,A-:a:;;a
in upper-income brackets paid a larger proportion of total im':omet taxes thano in
-1981, and also paid wmore taxes in absolu_ze :érms than in 1981, despite the tax
cut. These‘-ébservaci':ms ara claimed to show lhat"the,t.a-xlcut irduced Tupper-income
taxpayers to rely less heavily on tax shelters, znd that the distribution of the
tax cut was oot unfair, as some have criticized, beczuse the upper-inc;'ae taxpay—
érs are paying more tax, mot less. ’

This paper examineg these claizs. 'Theoreti:ally, it is ct;trE:: that a re-
duction in marginal tax rates should induce less teliance on tax shelters and
other tax-favored activities. The strecgth of this response to the ERTA tax cut
is, however, open to question. It is also questionzble vhet!l.e: the published tax
data shed any light oa this issue. The impiications regarding the fairness ot
equity issue ere mora clear, bet requizz ~oazentration cn the effacts of the T2

cut on cthe distridution of income, aot sisply on tax zayzents.



162

The principal points made i{n the analysis may be summarized as follows:

. The published tax rezurn data are not well suited to study-
ing the rasgonses of zaxpayers to tax policy changes pecause
the data do not repor: a compreheasive income Teasura, aad
Ihe¥ U0 20T permrr :hserving zhe sirzumscancas of individual
taxpayers, or even the same group of taxpavers, froa one year
to cthe next.

© Higher total tax payments in an income bracket in 1982 than
in 1981 occurred only in the $40,000 to $50,000 income
bracket and in brackets above $150,000. T.us, the income
level above which returns in all brackets paid higher taxes
in 1982 than 1981 is $150,000; the brackets above this in-
come contained only 0.3 percent of all tax returans in 1932.

L] The higher total tax payments in the high-income brackets
are attributable to the fact that in 1922 there were more
recurns In these brackets than ia 198l. An increasing nuo-
ber of returns in upper-incomze brackets and a decreasing
number in’ lower-income brackets is a natural conseguence of
the general growch in iacome. Furthermore, che tax retura
data provide evidence of substantial tax planning activities
(acceleration of deductions to 1981 and deferral of income
to 1982) at the highest income levels, which distort the 1981
amd 1982 data. There is no way, using the tax return data,
to identify separately the effects of these influences ver-—
sus the supply-side efZeczs. Thus, the sublished tax rarurn
data can be used neither to prové nor disprove the existence
of significant supply-side respouses to the tax cut.

L The tax planning activities apparent in the highest-income
brackets make a coamparison of 1981 and 1982 tax data mislead-
ing regarding both tax payments and the size of the tax cut.
When the tax cut is measured as the change in effective tax
rates from 1980, prior to any effects of the tax cut, to 1982,
the magnitude of the tax cut is consistent with the projec~
tions aade at the time of its passage. That is, contrary to
some recent claims, the tax cut is largest ia the highesc-
income brackets.

L] The published tax retura data are also not well suited to
studying the distributional effects of tax policy, both be-
‘cause they do not report a comprehensive income measure and
they do not repor: any information regarding people wno do
not file jncome zav If the dats arz used for this
purpose, however, they Indicate both thac rthe distribucion
of income was =ore cn &l zna thzc the income tzx had 2
smaller effecs in reducing inequality after the tax cu: than
before, which saems iaconsistant with the clzim that the tax
cut increased the equity of the tax system. Taking into ac-
count the possible suppiv-side efiects of the tax cut in the
highest-incoxze brackats makes the tax cut appear less
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progressive, not dore so. On the othéer nand, exazining fax
progressivity froa this perspective focuses acrzention on the
equity/efficiency trade-off 1avolved {2 progressive caxa-
tion. 1If there are signiiicant supplv-side responsas to
higher =2arginal ta: razas, - :

=9T2 ;TIiTissive iua
and greater incoce equality zre a:hieved az the ¢ost of
reduced aggregate income and oucput- The 1%82 tax rerurz
data, however, do not sned mucn additional lloht oa the
natura of this trade-ofi. .
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CHAMBER OF COMMERCE

OF THE
UNITED STATES OF AMERICA
K93 Hiy oo g
May 16, 1§85 A 104
RICHARD W. RAHN 1615 H Streer, N. W.
VICE PRESIDENT WasHINGTON. D. C. 20062
CHIEF ECONOMIST (202) 463-5620/23

The Honorable William Proxmire
United States Senate
Washington, D. C. 20510

Dear Senator Proxmire:

Thank you for your letter of April 30, 1985.
Attached is my response to the series of questions
you had concerning tax reform, tax rates and tax
revenues.

If you desire further information or if I
can be of service to you in any way, please do not
hesitate to contact me.

RWR:pVS

Enclosures
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Response of Richard Rahn to Written
Questions Posed by Senator Proxmire

1) Any assessment of the incentive effects ot higher after-tax returns on
savings must include not ony personal savings but business savings as well.
Net national savings rose from $212.5 billion in 1961 to $416.5 billion in
1584, As a percentage of GNP, personal and business savings rose from 7.4% in
1961 to 11.7% in 1964, incluaing the 1981-62 recessionary period.

2) I do not agree that the increase in business investment resulting from
improvements in incentives was below expectations. [ue to improvements in
depreciation write-offs and the increased investment -tax credit, investnent
during the 1981-62 recession was down less than in previous recessions and up
more in the current recovery than in previous recovery periods (as a
percentage of GNr). Taking an average of seven postwar recessions, five
quarters after the peak of the recovery period, capital formation was down
14.2%. During the same period of the 1981-62 recession it was down only. 7.5%.

Taking an average of seven previous recoveries, an eight-quarter
percentage increase in fixed non-residential investment was 15.9% (5.7% of
GNP). During the most recent recovery, the increase was 32.4% (12.5) of GNF).

3)  Present law in present discount value terms is almost equal to
expensing. Expensing is neutral across asset types.

The stimulation of investment by ACRS (or expensing) woula increase U.S.
competitiveness, not undermine it, by encouraging investment in
state-of-the-art technologies and more frequent replacement of obsolete
equipnent, increasing productivity, efficiency, and wealth creation. kecent
experience with lengthened depreciation systems showed that attempts to
approximate “economic depreciation” discouraged new investment ana encouraged
businesses to hang on to technologically obsolete plant and equipment.
Lengthening-out depreciation systems would undermine U.S. proauctivity and
efficiency, reducing our competitiveness abroad.

4) I would support improved tax data collection, however, we must attempt
to analyze the current data available. I believe that the Economic Recovery
Act of 198] did induce upper income taxpayers to rely less heavily on tax
shelters and to pay more in income tax.

The very existence of an increased level of tax returns indicates that
the tax rate reaictions were successful. bore returns are filed because the
reductions have encouraged higher income taxpayers to shelter less income and
declare more, increasing their tax payments. This is the essence of
supply-side economics, that tax rate reductions will increase revenues to the
government.,

Including the results of the third year tax cut, the income level above
which revenues collected increased is $50,000, down from the $100,000 level in
1982, Although their tax rates were reduced from 70% to 50%, those earning
over $1 million paid 37% more taxes in 1982, a recession year, than 1961,
Those earning between $500,C00 and $1 million annually paid 25% more taxes in
1682 than 1681, By 1963, those earning over $1 million were paying 102% more
in taxes. Those earning between $500 thousand and $1 million paid 47% nore.

The ERTA tax rate reductions resulted in a more progressive tax system.
Between 1981 and 1683, the tax burden of those earning over $1 million
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increased from 1.7% to 3.6% of the total tax burden. The tax burden of those
earning between $500,000 and §1 million increased from 1.6% to 2.4%. The tax
burden fell (as a percentage of the total tax burden) for all income
catagories below $50,000.

5) Spending cuts by Congress are the solution to the budget deficit
problem. Spending cuts will relieve pressure on capital markets, reducing
interest rates. As interest rates fell, foreign capital imports will lessen
as investment in the U.S. becomes Tess attractive. Less capital imports will
reduce pressure on the dollar, lowering its value in worla markets. Lower
interest rates will be available for business expansion without competition
from government borrowing, increasing economic growth, -

6) Spending cuts will shrink the budget deficit and contribute to economic
growth, therefore, spending cuts are pro-growth. A continuous budget deficit
is a drag on the economy (partialTy because of government competition in
capital markets) and will eventually cause a recession, unless the government
inflates the money supply to relieve the pressure; however, this is
inflationary.

7) None at this time.

8) None at this time.



