
CAPITAL GAINS TAX BILLS

HEARINGS
BEFORE THE

SUBCOMMITTEE ON TAXATION AND
DEBT MANAGEMENT GENERALLY

OF THE

COMMITTEE ON FINANCE
UNITED STATES SENATE

NINETY-FIFTH CONGRESS

SECOND SESSION
ON

S. 2428
A BILL TO AMEND THE INTERNAL REVENUE CODE OF 1964 TO
ENCOURAGE THE CONTINUED INVESTMENT OF EQUITY CAPITAL

IN INDEPENDENT SMALL BUSINESSES

S. 2608
A BILL TO
PROVIDE A
LONG-TERM

TION 6F

AMEND THE INTERNAL REVENUE CODE OF 1964 TO
GRADUATED EXCLUSION FROM GROSS INCOME FOR
CAPITAL GAINS AND A GRADUATED NONRECOGNI-
LONG-TERM CAPITAL LOSSES FOR INDIVIDUALS

S. 3065
A BILL TO AMEND THE INTERNAL REVENUE CODE OF 1954 TO

PROVIDE PRE-1969 TAX TREATMENT FOR CAPITAL GAINS

JUNE 28 AND 29, 1978

Printed for the use of the Committee on Finance

U.S. GOVERNMENT PRINTING OFFICE
33-578 0 WASHINGTON :1978



COMMITTEE ON FINANCE
RUSSELL B. LONG, Louisiana, Chairman

HERMAN E. TALMADGE, Georgia
ABRAHAM RIBICOFF, Connecticut
HARRY F. BYRD, JR., Virginia
GAYLORD NELSON, Wisconsin
MIKE GRAVEL, Alaska
LLOYD BENTSEN, Texas
WILLIAM D. HATHAWAY, Maine
FLOYD K. HASKELL, Colorado
SPARK M. MATSUNAGA, Hawaii
DANIEL PATRICK MOYNIHAN, New York

CARL T. CURTIS, Nebraska
CLIFFORD P. HANSEN, Wyoming
ROBERT DOLE, Kansas
BOB PACKWOOD, Oregon
WILLIAM V. ROTH, Ja., Delaware
PAUL LAXALT, Nevada
JOHN C. DANFORTH, Missouri

MICHAEL STERN, Staff Director
GEoRo W. PaITTS, Jr., Minority Counsel

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT GENERALLY

HARRY F. BYRD, Ja., Virginia, Chairman
HERMAN E. TALMADGE, Georgia
MIKE GRAVEL, Alaska
FLOYD K. HASKELL, Colorado

BOB PACKWOOD, Oregon
CLIFFORD P. HANSEN, Wyoming
WILLIAM V. ROTH, Ja., Delaware

(U)



CONTENTS

WITNESSES
Page

AFL-CIO, Andrew J. Biemiller, legislative director, accompanied by
Rudolph Oswald, director, Department of Research, AFL-CIO ------ 356

American Bankers Association, A. A. Milligan ------------------------ 351
American Council for Capital Formation, Dr. Charles E. Walker,

chairman ------------------------------------------------------- 183
American Stock Exchange, New York, N.Y., Arthur Levitt, Jr ---------- 344
Andersen, Arthur and Co., William C. Penick, managing director, tax

policy --------------------------------------------------------- 150
Biemiller, Andrew J.-,-gis1&tive director, AFL-CIO, accompanied by

Rudolph Oswald, director, Department of Research, AFL-CIO-.-- 356
Blumenthal, Hon. W. Michael, Secretary of the Treasury --------------- 93
Brill, Hon. Daniel H., Assistant Secretary for Economic Policy, Depart-

ment of the Treasury ------------------------------------------- 240
Capital Formation Task Force of-the American Electronics Association,

Edwin V. W. Zschau, chairman ----------------------------------- 268
Carlson, Jack, vice president and chief economist, Chamber of Commerce

of the United States -------------------------------------------- 171
Chamber of Commerce of the United States, Jack Carlson, vice president

and chief economist --------------------------------------------- 171
Chase Econometrics Association Michael Evans-200
Ciminero, Gary, Merrill Lynch E-conomics, Inc ----------------------- 193
Corcoran, Hon. Thomas G., accompanied by Allen E. Throop ----------- 163
Cranston, Hon. Alan M., a U.S. Senator, State of California ---------- 244
Data Resources, Inc., Otto Eckstein, president and Paul M. Warburg,

professor of economics, Harvard University ------------------------- 196
Davant, James IV., chairman of the board, Paine Webber, Inc ---------- 338
Eckstein, Otto, president, Data Resources, Inc., and Paul M. Warburg,

professor of economics Harvard University ------------------------ 0 196
Evans, Michael, Chase Econometrics Associates ---------------------- 200
Feldstein, Martin, president, National Bureau of Economic Research and

professor of economics, Harvard University, Cambridge, Mass---------295
Graetz, Michael, professor, University of Virginia Law School -------- 137
Kemp, Hon. Jack M., a Representative in Congress, State of New York._. 80
Laffer, Arthur, professor, University of Southern California ----------- 257
Levitt, Arthur Jr., chairman, American Stock Exchange, New York, N.Y- - 344
Merrill Lynch Economics, Inc., Gary Ciminero ----------------------- 193
Milligan, A. A., on behalf of the Amierican Bankers Association ---------- 351
Musgrave Richard, H. H., Burbank professor, Harvard University_ 141
National Bureau. of Economic Research, Martin Feldstein, president, and

professor of economics, Harvard University, Cambridge, Mass- -- --- 295
Paine Webber, Inc., James W. Davant, chairman of the board ---------- 338
Penick, William C., managing director, tax policy, Arthur Andersen and

Co ------------------------------------------------------------ 150
Steiger, Hon.William A., a Representative in Congress, State of Wisconsin.. 15
Stockman, Hon. David, a Representative in Congress, State of Michigan- 87
Walker, Dr. Charls E., chairman, American Council for Capital Formation- 183
Warburg, Paul M., professor of economics, Harvard University and Otto

Eckstein, president, Data Resources, Inc -------------------------- 196
Williams Hon Harold, Chairman, Securities and Exchange Commission-- 126
Zschau, Edwin V. W., chairman, Capital Formation Task Force of the

American Electronics Association --------------------------------- 268

COMMUNICATIONS

Air Products & Chemicals, Incedw-rd Donley------ ---------- 385
American Institute of Certified Public Accountants, Arthur J. Dixon ------ 385
Arthur Andersen & Co., William C. Penick--------------------------387
Bache Halsey Stuart Shields Inc., Edward T. Britton, registered representa-

t i v e . . . . . . . . . .. . . . . . . . . . . . . . . . . . . . . . . . . . . . .j . . . . . . . . 4 0 7
Bodine Soundrive Co., Albert G. Bodine, president -------------------- 388

(III)



IV

COM MUNICATIONS-Continued
Page

Boskin, Michael J ------------------------------------------------ 527
Britton, Edward T., registered representative, Bache Halsey Stuart Shields

Inc ------------------------------------------------------------ 407
Broden, Barry C., associate professor, department of accounting, University

of Miami ------------------------------------------------------ 389
Brown, Marilyn V., C.P.A., Investor Returns and Tax Policy-411
Burwefl, L. C., Jr., chairman, Pinehurst Airlines, Inc ------------------- 542
Collie, H. Cris executive director, Employee Relocation Council_-- 400
Committee of Publicly Owned Companies, Ira G. Corn, chairman,

Michigan General Corp ----------------------------------------- 390
Committee on Taxation Financial Executives Institute ---------------- 434
Committee To Reform Double Taxation, George A. Strichman, chairman- 395
Corn, Ira G.- chairman, Michigan General Corp., on behalf of the Com-

mittee of Publicly Owned Companies ----------------------------- 390
Dane, John, Jr., chairman, New England Council Task Force on Federal

Taxation ------------------------------------------------------ 491
David, Martin, University of Wisconsin ----------------------------- 396
Davidson, John C., the Tax Council -------------------------------- 553
Dixon Arthur J., American Institute of Certified Public Accountants----- 385
Dole, hion. Bob, a U.S. Senator from the State of Kansas -------------- 213
Donley, Edward Air Products & Chemicals, Inc .....- 385
Driver, V. J., Mlanufacturing Chemists Association -------------------- 479
Employee Relocation Council, H. Chis Collie, executive director --------- 400
Fidelman, Morris, Fidelman, Wolffe & Waldron ----------------------- 402
Financial Executives Institute, Committee on Taxation ---------------- 434
Forest Industries Committee on Timber Valuation and Taxation -------- 435
Golder, Stanley C., president, National Association of Small Business

Investment Companies ---------------------------------------- 486
Hance, Kenneth G., Jr., president, National Realty Committee --------- 490
Ingalls & Snyder, Oscar S. Pollack --------------------------------- 455
Johnson, Calvin H., associate professor, Rutgers Law School ------------ 456
Machinery and Allied Products Institute ---------------------------- 460
Manufacturing Chemists Association, W. J. Driver -------------------- 479
Meridith Corp., William H. Straw, vice president, finance and treasurer-- 480
National Associated Businessmen, Inc -------------------------------- 481
National Association of Small Business Investment Companies, Stanley C.

Golder, president --------------------------------------------- 486
National Cattlemen's Association ---------------------------------- 487
National Realty Committee, Kenneth G. Hance, Jr., president ---------- 490
New England Council, presented by John Dane, Jr., chairman, New Eng-

land Council Task Force on Federal Taxation ----------------------- 491
New York Stock Exchange --------------------------------------- 493
Pollack, Oscar S., Ingalls & Snyder --------------------------------- 455
Penick, William C., Arthur Andersen & Co --------------------------- 387
Pinehurst Airlines, Inc., L. C. Burwell, Jr., chairman ------------------- 542
Small Business Advertising Council -------------------------------- 563
Stockholders of America, inc., Magaret Cox Sullivan, president - -------- 564
Straw, William H., vice president, finance and treasurer, Meridith Corp - - 480
Strichman, George A., chairman, Committee To Reform Double Taxation

of Investment------------------------------------------------ 395
Sullivan, Margaret Cox, president, Stockholders of America, Inc --------- 564
The Tax Council, John C. Davidson -------------------------------- 553
Ture, Norman B., Inc., economic consultants ------------------------- 484
United Business Investments, Inc., Thomas L. West, president ---------- 561
Walters Johnnie M-561
West, Thomas L., president, United Business Investments, Inc ---------- 561
Whitney, Prof. Scott C ---------------------------------------- 542

ADDITIONAL INFORMATION

Committee press release announcing these hearings ------------ 1--------
Text of: S. 2428; S. 2608; S. 3065 ------------------------------------ 5
Appendix A.-Description of S. 2428, S. 2608, and S. 3065 relating to capi-

tal gains and loss ---------------------------------------------- 368
Appendix B.-Comin'unication received by the committee showing an in-

terest in these hearings ------------------------------------------ 384



CAPITAL GAINS TAX BILLS

WEDNESDAY, JUNE 28, 1978

U.S. SENATE,
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

GENERALLY OF THE COMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to 'notice, at 9 a.m. in room
2221, Dirksen Senate Office Building, Hon. Harry F. Byrd, Jr.
(chairman of the subcommittee), presiding.

-Present: Senators Byrd, Jr., of Virginia, Bentsen, Haskell, Curtis,
Hansen, Packwood, Roth, Jr., and Danforth.

(The committee press release announcing these hearings and the
bills, S. 2428, S. 2608, S. 3065, follows:]

(For immediate release, May 26, 1978)

SUBCOMMITrEE ON TAXATION AND DEBT MANAGEMENT ANNOUNCES HEARINGS
ON CAPITAL GAINS TAX BILLS

Senator Harry F. Byrd, Jr. (I.-Va.), Chairman of the Senate Finance Com-
mittee's Subcommittee on Taxation tnd Debt Management, today announced
that hearings will be held on June 28 and 29, 1978, on various bills affecting the
taxation of capital gains.

The hearings will be held on Wednesday, June 28 and Thursday, June 29,
1978, beginning each day at 9:30 A.M. in Room 2221 Dirksen Senate Office
BAe following bills, applicable to taxpayers generally, will be the subject of

the hearings:
S. 3065, sponsored by Senator Hansen with approximately 61 Senate co-

sponsors, a bill reducing the maximum tax rate on net capital gains for corporations
and individuals to 25 percent, effective for taxable years beginning after Decem-
ber 31, 1979. Based upon a static economic model without accounting for feedback
effect, the bill is estimated to produce an annual revenue loss of $2.4 billM)n.
Proponents of the measure Indicate that it will produce a revenue gain.

S. 2608, sponsored by Senator Bentsen and co-sponsored by Senators Ha i,
Talmadge, Curtis, and Byrd (Va.), a bill to provide a graduated exclusion ,m
gross income for long-term capital gains and a graduated non-recognition of long-
term capital losses for individuals. Based upon a static economic model without
accounting for feedback effect, the bill is estimated to produce an annual revenue
loss of $1 billion.

S. 2428, sponsored by Senator Haskell, a bill providing for the non-recognitionof gain from the sale or exchange of an interest in a small business concern where
at least 80 percent of the proceeds are reinvested in another small business con-
cern. Based upon a static economic model without accounting for feedback
effect, the bill is estimated to produce an annual revenue loss of $600 million.

Requests to Testify.-Persons who desire to testify at the hearings should submit
a written request to Michael Stern, Staff Director, Committee on Finance, Room
2227 Dirksen Senate Office Building, Washington, D.C. 20510, by no later than
close of business on Thursday, June 22, 1978.

Legislative Reorganization Ac.-Senator Byrd stated that the Legislative
Reorganization Act of 1946, as amended, requires all witnesses appearing before
the Committees of Congress "to file in advance written statements of their pro-

(1)
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posed testimony, and to limit their oral presentations to brief summaries of their
argument."

Witnesses scheduled to testify must comply with the following rules:
(1) A copy of the statement must be filed by the close of business two days

before the day the witness is scheduled to testify.
(2) All witnesses must include with their written statement a summary of the

principal points included in the statement.
(3) The written statements must be typed on letter-size paper (not legal size)

and at least 75 copies must be submitted by the close of business the day before
the witness is scheduled to testify.

(4) Witnesses are not to read their written statements to the Committee, but are
to confine their ten-minute oral presentations to a summary of the points included
in the statement.

(5) Not more than ten minutes will be allowed for oral presentation.
Written Testimony.-Senator Byrd stated that the Subcommittee would be

pleased to receive written testimony from those persons or organizations who wish
to submit statements for the record. Statements submitted for inclusion in the
record should be typewritten, not more than 25 double-spaced pages in length
and mailed with five (6) copies by Friday, July 14, 1978, to Michael Stern, Staff
Director, Committee on Finance, Room 2227, Dirksen Senate Office Building,
Washington, D.C. 20510.
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IN THE SENATE OF THE UNITED STATES
"JANUARY 25 (legislative day, JANUARY 24), 1978

Mr. ]rASKELL introduced the following bill; which was read twice and referred
to the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to encourage the

continued investment of equity capital in independent small

businesses.

I Be it enacted by the Senate and House of Representa-

2 tives of the United States of America in Congress assembled,

3 That this Act may cited as the "Small Business and Farms

4 Capital Preservation Act of 1978".

5 SEC. 2. Part III of subchapter 0 of chapter 1 of the

6 Internal Revenue Code of 1954 (relating to common non-

7 taxable exchanges) is amended by adding at the end thereof

8 the following new section:

II
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. "SEC. 1041. SALE OF CERTAIN SMALL BUSINESS AND

2 FARM INTERESTS.

3 "(a) NONRECOONITION OF GAIN.-If an individual

4 who has held a qualified small business investment sells any

5 such investment, at the election of the taxpayer, gain from

6 such sale shall be recognized only to the extent that the

7 amount realized on such sale exceeds the amount of any

8 qualified small business investments made by the individual

9 within 12 months of that sale.

10 "(1) LIsuTATION.-Subsection (a) shall not ipply

11 with respect to any such sale if during such 12-month

12 period the amount of qualified business investments made

13 by the taxpayer is not equal to at least 80 percent of the

14 amount realized on such sale. For purposes of the preced-

15 ing sentence, the taxpayer shall take into account orly

16 such investments made during such period as are not

17 taken into account with respect to any other sale.

18 (2) DEFINITION OF QUALIFIED SMALL BUSINESS

19 INVESTMENT.-For purposes of this section, the term

20 'qualified small business investment' means any equity or

21 unsecured investment in any small business concern

22 (within the meaning of section 3 of the Small Business

23 Act), which, in the hands of the taxpayer, is a capital

24 asset (within the meaning of section 12?1) and which

25 the taxpayer has held for 12 months or longer.
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1 "(3) BAsis ADJUSTMENT.-If any qualified small

2 business investment ifesults in nonrecognition of gain

3 under subsection (a), the basis of the property constitut-

4 ing such investment shall be reduced by the amount of

5 gain which is not recognized.

6 " (4) ASSESSMENT OF DEFICIENCIB.-If the tax-

7 payer has made an election under subsection (a) with

8 respect to a sale, then notwithstanding any other provi-

9 sion of law or rule of law the statutory period for the

10 assessment of any deficiency (including interest and

11 additions to the tax) shall not expire until 3 years from

12 the date the Secretary is notified by the taxpayer (in

13 such manner as the Secretary may by regulations pre-

14 scribe) of the qualified small business investments or the

15 failure to timely make such investments. Such deficiency

16 may be assessed before the expiration of such 3-year

17 period notwithstanding the provisions of section 6212

18 (c) or the provisions of any other law or rule of law

19 which would otherwise prevent such assessment."

20 (b) CLERICAL AMENDMENT.-The table of sections for

21 part III of subchapter 0 of chapter 1 of the Internal Reve-

22 nue Code of 1954 is amended by adding at the end thereof

23 the following new item.

"Sec. 1041. Sale of certain small business and farm interests,"
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1 (c) TEOIINICAi AMBNDM1ENTS.-

2 (1) Section 1245(b) (4) (relating to like kind

3 exchanges; involuntary conversions, etc.) is amended by

4 striking out "1031 or 1033" and inserting in lieu thereof

5 "1031, 1033, or 1041".

6 (2) Section 1250(d) (4) (A) (relating to like

7 kind exchanges; involuntary conversion, etc.) is amended

8 by striking out "1031 or 1033" and inserting in lieu

9 thereof "1031, 1033, or 1041".

10 (d) EFFETIVE DAT.-The amendments made by this

11 section shall apply to sales made after December 31, 1977.



7

95rtn CONGRESS

9.CNRS2r SamsoN S. 2608

IN THE SENATE OF THE UNITED STATES

FEBRUARY 28 (legislative day, FEBRUARY 6), 1978
Mr. BI-ErsEN (for himself and Mr. HANSEN) introduced the following bill;

which was read twice and referred to the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to provide a grad-

nated exclusion from gross income for long-term capital gains

and a graduated nonrecognition of long-term capital losses for

individuals.

1 Be it enacted by the Senate and House of Representa-

2 lives of the United States of America in Congress assembled,

3 SECTION. 1. NONRECOGNITION OF CERTAIN GAINS AND

4 LOSSES.

5 (a) GENERAL RuTi,.-Section 1202 of ihe Internal

6 Revenue Code of 1954 (relating to deduction for capital

7 gains) is amended to read a. follows:

II
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1 "SEC. 1202. NONRECOGNITION OF CERTAIN GAINS AND

2 LOSSES.

3 "(a) LONG-TERM CAPITAL GAINS.-In the case of a

4 taxpayer other than a corporation, a percentage (determined

5 under subsection (c)) of the gain for the taxable year from

6 the sale or exchange of a capital asset held for more than

7 12 months shall be excluded from gross income.

8 " (b) LONG-TERM CAPITAL LoSSES.-In the case of a

9 taxpayer other than a corporation, a -percentage (deter-

1i mined under subsection (c)) of the loss for the taxable year

ii from the sale or exchange of a capital asset held for more

12 than 12 months shall not be taken into account for purposes

13 of this title.

14 "(c) DETERMINATION OF PBRCENTAE.-The per-

15 centage referred to in subsections (a) and (b) is 50 per-

16 cent, increased (but not to more than 80 percent) by 2

17 percent for each 12-month period in excess of 12 months

18 the capital asset with respect to which the gain was derived,

19 or the loss was incurred, was held by the taxpayer.

20 "(d) ESTATES AND TiusT.-In the case of an estate

21 or trust the provisions of this section shall be applied by

22 excluding the portion of the gains for the taxable year from

23 the sale or exchanges of capital asset,;, which, under sec-
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1. tions 652 and 662 (relating to inclusions of amounts in

2 gross income of beneficiaries of trusts), is includable by

3 the income beneficiary as gains derived from the sale or

4 exchange of capital assets.".

5 (b) CLERICAL AMENDMENT.-The table of sections

6 for part I of subchapter P of chapter 1 of such Code is

7 amended by striking out the item relating to section 1202

8 and inserting in lieu thereof the following:

"See. 1202. Nonrecognition of certain gains and losses.".

SEC. 2. REPEAL OF ALTERNATIVE TAX FOR INDIVIDUAL.

Section 1201 of the Internal Revenue Code of 1954

11 (relating to alternative tax) is amended-

12 (1) by striking out subsections (b) and (c)

13 (2) by striking out "subsection (d) gain" in sub-

14 section (a) (1) (A) (i) and (B) and inserting in lieu

15 thereof "subsection (b) gain"; and

16 (3) by redesiguating subsection (d) as (b).

17 SEC. 3. EFFECTIVE DATE; CONFORMING CHANGES.

18 (a) EFFECTIVE DATE.-The amendments made by this

19 Act shall apply with respect to taxable years beginning after

20 December 31, 1979.

21 (b) CONFORMING CHANoEs.-The Secretary of the

22 Treasury shall furnish to the Committee on Ways and Means
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1 of the House of Representatives and to the Finance Coin-

2 mittee of the Senate a draft of the technical and conforming

3 changes in the Internal Revenue Code of 1954 which may

4 be necessary to reflect throughout such Code the changes in

5 the substantive provisions of law made by this Act.
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IN TIE SENATE OF THE UNITED STATES

MAY 11 (legislative day, Ain. 24), 1979

Mi. HANSEN (for himself, Mr. BYNTSEN, Mr. MOYNIHAN, Mr. HARRY F. BYRD.
Jih., Mr. GnAvl,, Mr. M.%T'S..v.A, Mr. Cvwris, Mr. I)oI.E, Mr. PACKWOO),

Mr. WRm, Mr. LAXALT, Mr. )..rowr AI, Mr. ALLEN, Mr. BA.KFn, Mr.
B.%R1'm-r, Mr. F1LLMON', Mr. BROOKE, Mr. BUMP Rs, Mr. BURDICK, Mr.
(IA-..No., Mr. Cii.%rtx, Mr. C-zurctz, Mr. Cn..'s.ox, Mr. DECONCINz,
Mr. I)omIENIct, Mr. )utNKi, Mr. EASTLAND, Mr. GARN, Mr. GLENN, Mr.
GOLDWATER, Mr. GRIFFIN, Mr. HATCh, Mr. MARK 0. HATFIFIED, Mr.
][AYAKAWA, Mr. HELMS, Mr. 1Ii0001E., M. INOUY., Mr. .JAVITS, Mr.
,JOI NSTON, Mr. LEi.Y, Mr. LvO.'R, Mr. MCCLURE, Mr. MATHIAS, Mr.
MF.LC1IER, Mr. Nuroc, Mr. PERCY, Mr. SciImr, Mr. SCHWEIKER, Mr. Scor,
Mr. SP1ARKM AN, Mr. STAFFORD, Mr. STEINNIR, Mr. STEVENS, Mr. STONE, Mr.
TijuRxON), Mr. TowER, Mr. WALLOP, Mr. WeICKER, Mr. WILLIAMS, and
Mr. YoUNG) introduced the following bill; which was read twice and
referred to the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to provide pre-

1969 tax treatment for capital gains.

1 Be it enacted by the Sqenate and Howe of Representa-

2 ties of the United States of America in Congress asembled,

3 That this Act may be cited as the "Investment Iwentive

4 Actof 1978".

31 SEVCTIOW 1. Delete subsection (a) (9) of section 57 of

6 the Internal Revenue Code of 1954.

I[
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1 Sc. 2. (a) Amend section 1201 of the Internal

2 R even Code of 1954 to read as follows:

3 "SEC. 1201. ALTERNATIVE TAX.

4 " (a) CORPORAIONS.-If for any taxable year, a ,'or-

5 poration has a net capital gain, then, in lieu of the tax iu-

6 posed by sections 11, 511, 821 (a) or (c), and 831 (a),

7 there is hereby imposed a tax (if such tax is less than the

8 tax imposed by such sections) which shall consist of the sum

9 of-

10 "(1) a tax computed on taxable income reduced by

11 the amount of the net capital gain, at the rates and in

12 the manner as if this subsection had not been enacted,

13 plus

14, "(2) a tax of 25 percent of net capital gain.

15 "(b) OTIIER TAxPAYERS.-If for any taxable year a

16 taxpayer other than a corporation has a net capital gain,

17 then, in lieu of the tax imposed by sections 1 and 511, there

18 is hereby imposed a tax (if such tax is less than the tax im-

19 posed by such sections) which shall consist of the sum of-

20 "(1) a tax computed on the taxable income reduced

21 by an amount equal to 50 percent of the net capital gain,

22 at the rate and in the manner as if this subsection has

23 not been enacted, plus

24 " (2) a tax of 25 percent of the net capital gain.".

25 SEC. 2. (a) EFFECTiVE DATE.-The amendments made
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1 by this Act shall apply with respect to taxable years begin-

2 ning after December 31, 1979.

3 (h) CONFORMING CIIANGEs.-Thc Secretary of the

4 Treasury shall furnish to the Committee on Ways and Means

5 of the House of Representatives and to the Finance Commit-

6 tee of the Senate a draft of the technical and conforming

7 changes in the Internal lRevenue Code of 1954 which may

8 be necessary to reflect throughout such Code the changes in

9 the substantive provisions of law made by this Act.

33-578 0 - 79 - 2
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Senator BYRD. The hour of 9 having arrived, the committee will
come to order.

A more significant challenge which confronts the policymakers in
Washington is to construct economic and tax policies which provide
more jobs for Americans without inflation. The hearings today will
focus upon proposals which seek to reduce the capital gains tax,
either through direct reductions, or through reductions in certain
selected circumstances.

Today, America is not establishing a solid foundation for future
economic growth. Among the major non-Communist industrialized
nations, we have the lowest ratio of fixed capital investment to gross
national product, a ratio of 17 percent for 1977.

Our productive capacity must expand and modernize if we are to
be competitive internationally. The value of the dollar is declining
and, on Monday in Tokyo, it hit a record low against the yen, de-
clining 25 percent in ten months.

The American public is now beginning to realize that taxes are a
major factor affecting the performance of our economy.

The groundswell of support in both the House and Senate for
reduction of capital gains rates to their level before the 1969 Tax
Act indicates a growing awareness of the impact of tax policy upon
economic growth.

Many feel that a great deal of investment funds are now locked in
because of high capital gains rates.

In the Senate, S. 3065, sponsored by Senator Hansen of Wyoming,
has 61 co-sponsors. Representative Steiger's identical proposal in the
House is being actively considered as a crucial element of any tax
reduction measures.

Not only does America have the highest tax rate on capital of the
major industrialized nations, the indirect tax of inflation further
diminishes corporate profits and capital gains in real terms. More
dollars go to Washington to finance government spending than into
private investment.

Today is the first of 2 days of hearings which will examine
several proposals which seek to reverse this trend. A tremendous
number of individuals and groups have requested to testify. The
subcommittee has attempted to present a balanced cross-section of
witnesses, and as many as possible.

The written statement of those persons who have not been listed
as witnesses will be made a part of the record and printed along with
the statements of those giving oral testimony.

Everyone's statement, regardless of whether it is submitted in
person or in writing will be carefully considered.

I might say, in concluding, that this committee has had more
requests for the opportunity to testify on the capital gains issue than
the committee has had on any other subject to tome before it. I
received telephone calls from all over the United States, from persons
who wanted to be included on the list of witnesses. It just is not
possible within the time constraints which we face to include all of
the requests. Dozens and dozens of requests were made. The com-
mittee did the best it could in trying to balance all elements and we
regret that we cannot hear all of the witnesses who wished to testify.

The first witness today will be the Honorable William A. Steiger,
Congressman from the State of Wisconsin.
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Congressman Steiger, we are pleased to have you with us today.
You pioneered this field in the House just as Senator Hansen has in
the Senate, and you may proceed, Congressman, as you wish. Let me,
before your testimony, ask Senator Packwood, the ranking minority
member of the committee, whether he has a statement he would like
to make.

Senator PACKWOOD. No, I would rather hear Mr. Steiger.
Senator BYRD. Congressman Steiger, will you proceed?

STATEMENT OF HON. WILLIAM A. STEIGER, A REPRESENTATIVE
IN CONGRESS FROM THE STATE OF WISCONSIN

Representative STEIGER. Mr. Chairman, thank you, sir, very much
to all of you on this distinguished committee.

It is particularly timely, this hearing, given the escalation that has
taken place recently. I was reminded of what Secretary of the
Treasury, Douglas Dillion, said in 1962 when the Kennedy ad-
ministration recommended lowering the tax rate on capital gains to
about 20 percent from the then 25 percent. He said that kind of a
change would release the forces of growth within the American
economy.

I think the same thing holds true today in our effort to make more
sense out of where we are going with our economic system.

What the President did in his press conference the other day in
attacking what Senator Hansen and I have tried to do is, I think,
unfortunate and what I would like to do this morning is to try and
indicate for the committee where I think the President was misled and
where he was wrong in some of the statistics he has given to the
American people.

I think he has taken some very poor economic advice, and he has
not done well in attempting to educate the American people as to how
this economic system works, and has used some rhetoric which is
simplistic and which I do not believe serves the total effort in this
country to try and make sure that we understand how things work.

The proposal that Senator Hansen and I have introduced Mr.
Chairman, as you know, is only three sentences long. It simply
reduces the rate of taxation for capital gains to 25 percent, the same
rate that was in effect prior to 1969.

I will not argue that the proposal known as the Steiger-Jensen-
Hansen amendment will stop inflation, produce full employment,
balance the budget, eliminate the need for imported oil or reduce the
trade deficit. What I do say is that it will greatly improve the economic
climate in this country simply by reducing the tax burden on capital
stock.

Since 1963, our tax policies have penalized investment and rewarded
consumption. To stimulate the economy by encouragng consumption
we have lowered income taxes for the lower and middle-income
taxpayers, but, at the same time, we have increased the burden on
ca ital by as much as 100 percent.

Recent utterances by the administration, and some of the tax
reformers, reveal a very deep confusion over the difference between
income and capital. Income, comprised of consumption and savings,
is the reward, or incentive, we receive in exchange for labor; capital,
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on the other hand, is the resource that provides the tools with which
to employ labor.

By taxing capital as income, we reduce the capital stock and our
ability to invest, to create jobs, and to improve both the private and
the public welfare. Only a mistaken tax policy ignores the economic
theory of development. .

To make matters worse, our tax code is biased against capital.
Income is taxed once, when it it earned, and capital is taxed several
times.

We tax the income which is used to obtain capital assets. We tax
the nominal, inflated gain on the asset when liquidated, even if it is
reinvested, except in housing. We tax the income generated by the
original capital asset and the re-invested capital asset.

Chaly, today our tax system discourages the formation of capital
and it is little wonder that our economy is suffering from insufficient
investment, inflation and slow growth.

I would like to include, if I could, as a part of my remarks a number
of things, Mr. Chairman, and I will simply ask unanimous consent
that all of the attachments be included in the record.

Senator BYRD. Without objection, all of the statements that the
Congressman wishes to make will be included in the record.

Representative STEIGER. Thank you, Mr. Chairman. One of them
is by Lawrence Seltzer going back to 1951, I think.

[The material to be furnished follows:]

TAX STRUCTURE AND PRIVATE ENTERPRISE

CAPITAL OAINS AND THE INCOME TAX

(By Lawrence H. Seltzer, Wayne Univer8iy)

The wide variety and still changing tax treatment of capital gains and losses in
this and other countries clearly demonstrates that no single policy has been uni-
versally accepted. The proper treatment remains a proble. i everywhere because it
involves various unresolved conflicts-in and between con 'epts of income, equi-
table considerations, revenue goals, administrative required tents, and the desire to
avoid harmful effects upon the markets for capital assets and upon investment
incentives.

In sharp contrast to the exclusion of capital gains from taxable income in Great
Britain, the United States taxed them in full as ordinary income at the beginning
of its present-day series of income tax laws (under the 16th Amendment to the
Constitution). After nine years of this practice and four of allowing capital losses
in full, Congress responded to strong complaints that this treatment was seriously
impeding the sale of qssets on -which individuals could realize gains and unduly
stimulating the sale of those on which they could realize losses. Beginning with the
Revenue Act of 1921 (applicable to 1922), a succession of compromise measures
was enacted. In each, capital gains continued to be classified as income, but the
application of the rate schedule, the allowance for capital losses, the definition of
capital assets, and other provisions were successively modified in different ways
in an endeavor more adequately to satisfy one or more competing objectives.
Since each new set of provisions was an ad hoc compromise, differences of opinion
have persisted to this day. Current proposals for change run the gamut from. com-
plete nonrecognition for income tax purposes of realized capital gains and loss to
full inclusion of unrealized as well as realized changes in market values.

The major objections offered to taxing capital gains as ordinary income are:
(1) they do not constitute income in a valid economic sense; (2) many of them are
illusory, reflecting only changes in price levels of interest rates that leave the real
income of the investor unchanged; (3) since the gains an investor realizes in one
year characteristically have arisen over a longer period, it is unfair to tax them in
full at progressive rates In the year of realization; and (4) substantial taxes on
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capital gains have various undesirable practical effects upon the mobility of
capital assets, incentives to invest, stability of the securities markets, and stability
of government revenues. Let us review these objections, in turn; and, in the
process, take note of the opposing contentions.

I. Are Capital Gains Intwoe?
Capital gains and losses, it is contended, are not valid elements of true income,

as that term is widely used. The traditional concept of income includes only more
or less regular and recurring receipts, or, in any event, only those that are more or
less expected. An occasional, sporadic gain or loss, especially if unsought and
unexpected, does not function like income in guiding conduct or in determining
the allocation of economic resources. For this reason, many economists, for their
general analytical purposes, though not specifically for those of taxation, confine
the concept of income to more or less expected or recurring receipts.'Similarly,
the accountant usually excludes capital gains and losses from his measure of
current income.

Further, it is urged that capital gains do not constitute disposable income for
the country as a whole. In many instances they do not represent additions to the
total wealth of the country but merely changes in the value of titles to some ot
this wealth. A reduction in corporate income tax rates, for example, may well
raise the market prices of common stocks by several times the amount of the
annual tax reduction without adding commensurately, if at all, to the nation's
wealth. In other instances, capital gains may reflect real additions to the country's
wealth, as when new mines or oil resources are discovered, but, these additions
cannot be currently consumed. They represent only the capitalized values of
expected future incomes. They are capital, not income, it is contended; and taxes
on them, therefore, tend to reduce capital accumulation.

Further, to tax capital gains as income, it is argued, puts a double tax on the
recipient: first, on the capital value of future incomes; then, on the incomes
themselves as they are received. A man who reinvests a capital gain of $50,000
will be subject to income tax on the future incomes he obtains from the gain;
and these incomes constitute his real gain. To tax him also on the principal value
of the gain itself is to tax him twice. Similarly, there is a double allowance for
capital losses when taxable income is reduced by both the capital value of the loss
and the subsequent decline in annual income.

The answers offered to the preceding arguments may be summarized as follows:
1. Although different concepts of income may well be valid for other purposes,

the proper measure of income for tax purposes is to be found in the actual ex post
results of economic activity, not in subjective expectations or presumptions.
Taxable income should measure the relative ability of individuals to pay taxes,
as indicated by the net annual additions to their wealth from economic activity
plus their consumption. Capital gains supply an individual with the same additions
as any other kind of personal income to his power to buy consumption goods or
investments.

To exclude profits of this kind from income tax or to grant them sharply pref-
erential treatment seriously conflicts with the purposes of a graduated income
tax. Capital gains constitute a major source of income for many individuals. The
figures tabulated from income tax returns show that both the average amount of
capital gains per taxpayer and the proportion of taxpayers who report capital
gains rise sharply as we ascend the income scale. Ir some years, capital gains have
exceeded dividends as a source of income for taxpayers reporting incomes above
$100,000. And the unequal distribution of capital gains among the taxpayers within
each income group accentuates the inequity 6f excluding them from income tax or
of giving them unduly preferential rates, it is argued.

Nor To most capital gains differ in underlying economic character from other
forms of personal income. They are often deliberately sought as a species of profits.
They are rarely wholly "unexpected," but, like ordinary business profits, represent
varying mixtures of expected and unexpected elements. In fact, if capital gains did
not so commonly coInstitute a sought reward for exertion and risk, it could be justly
contended that they should be taxed more heavily than ordinary income because
they would then not serve any function in spurring initiative and exertion or in
allocationg economic resources.

In practive, capital gains embody large elements of personal compensation,
interest, profits, and rents, and often constitute a thinly veiled disguise for these
ordinary kinds of income. A conspicuous example occurs when the retention of
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earnings by a corporation over a period of years causes its stock to rise, enabling its
stockholders to obtain the equivalent of these reinvested earnings in the form of
a capital gain by selling the shares, or to avoid even a capital gain tax on the ap-
preciation from these reinvested earnings by leaving their stock to their heirs.

2. The allegation that double taxation is involved when both a capital gain and
the subsequent annual yield derived from it are taxed and the related contention
that this practice reduces the country's stock of capital are not relevant for a per-
sonal inco, r. tax, it is contended. Individuals are free to consume or to reinvest
their capital gains. They are in the same positi-n as those who have accumulated
savings from other current income. Savers are ai. objectt to income tax both on
the saved portion of their income and on the yield subsequently derived from invest-
ing these savings. In both cases the current income inclusive of new savings and of
capital gains measures the addition to the taxpayer's power to command and direct
economic resources into channels of his own choosing. Income taxes are designed,
among other purposes, to divert a fraction of this total power to the government.
Were taxable income confined to consumed income, a sizable fraction of total
personal income would be exempt. Conceivably this exclusion might be desirable
under some circumstances-a spendings tax might be favored as a substitute for
the income tax-but the case for it would not apply peculiarly to capital gains.

All taxes impinge in some degree upon the ability of taxpayers to save and to
accumulate capital. One purpose of the income tax-as of estate and gift taxes-
is to reduce inequalities in the distribution of income and wealth, even if this
entails some reduction in private capital or in current additions to it. Whether the
aggregate capital of the country is lessened by the same amounts, depends in part
upon what the government does with the tax proceeds. Public roads, school
buildings, and the like are also capital goods.

Finally, it is argued that the difficulty of distinguishing clearly on economic
grounds between capital gains and other forms of income creates serious admin-
istrative difficulties when the gains receive preferential tax treatment and stimu-
lates efforts on the part of taxpayers and their lawyers to convert ordinary income
into this form. The tax preference and the associated tax avoidance adversely
affect the morale of the general body of taxpayers, whose co-operation is essential
for the American system of a self-assessed income tax.

II. Illusory Gains and Losses from Change. in Price Levels and Interest Rates

I turn next to two special sources of capital gains and losses: changes in the
general price level and changes in interest rates. It is argued that only by exclud-
ing capital gains and losses from taxable income can we avoid the unjust and other-
wise harmful effects of taxing as income the spurious capital gains that only
reflect a rise in the general price level-a depreciation in the value of the monetary
unit. Many homeowners experience this type of illusory gain during and after
World War II, when all the money profit they realized from selling a house in one
city or neighborhood was commonly needed to help pay for a similar house else-
where. Allowances for capital losses are held to be similarly inappropriate when
they merely reflect a decline in the general price level-a rise in the purchasing
power of money.

It is also urged that capital gains and losses resulting from changes in interest
rates are similarly unreal. When realized incidentally to a shift of investments,
they leave the investor's actual income unchanged. For example, the income from
an investor's securities will remain $4,500 a year if he sells $100,000 par value of
sixteen-year 4% per cent bonds he purchsed at par at a $200,000 profit and rein-
vests the entire proceeds in approximately $120,000 of 3% percent similar bonds at
par. When interest rates rise, the resulting fall in the market value of his securities,
whether or not realized by sale, will similarly leave his interest Income unchanged,
because their smaller capital value, invested at the higher rates, will produce the
same income as before.

In response to these arguments, it Is generally conceded that capital gains and
losses arising solely from changes in the general price level are fictitious in the sense
that they do not measure real changes in the relative economic. status of indi-
viduals. But it is contended that.an upward or downward movement in the price
level usually affects different assets in different degree, actually altering the rela-
tive economic positions of individuals; and that ordinary incomes are also affected
unequally. Hence, it is impossible to isolate illusory capital gains and losses among
the many inequities and disruptions of wide movements in the price level. In the
event of radical changes in the price level--such as occurred in various European
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countries during and after the two World Wars-special countermeasures for
capital gains and losses are possible, however. These could take the form, in infla-
tion, of raising the cost basis of capital assets by stipulated percentages, as has
been done recently in France and Belgium. Existing provisions protect holders of
business assets, in part, by permitting them to postpone recognition of capital
gains that are reinvested promptly in similar business property; and a like rule
could be adopted for houses or even for all nonbusiness assets. In the event of a
drastic fall in prices, on the other hand, it might be necessary to deflate capital
values by the use of index numbers or to impose restrictions on the deductibility
of capital losses. But the only adequate attack upon the evils of radically changing
price levels is through the broad instruments of monetary and fiscal policy, not
through adjustments in capital gains taxation.

Capital gains and loss - caused solely by changes in interest rates are not illusory
in the same sense as those arising from changes in the general price level, it is
argued. An investor who realizes a profit of $20,000 by selling his bonds after inter-
est rates have fallen is in a position to command $20,000 more of the world's real
goods. Relative to other individuals, he has gained in net worth, even though his
interest income may remain unchanged.

Bunched realization of capital gatns and losese.-The bunched realization of
capital gains and losses has always been a major consideration advanced in favor
of giving them special treatment. Under the graduated rate schedule of the income
tax, the imposition of the standard income tax rates upon capital gains realized in
a single year but emerging over a longer period is held to be inequitable because it
usually subjects the gain to a higher effective tax rate than would be applicable ff
the gain had been allocated among the years during which it arose. In the same
way, long emerging capital losses, if concentrated in taxable income in the year of
realization, are given smaller tax reducing value.

In answer to this consideration, it is argued that the sporadic and lumpy
character of capital gains and losses is true also, in varying degree, of other kinds
of income, notably business profits. Moreover, higher rather than lower taxes on
long emerging capital gains are sometimes proposed as an interest charge: the
taxpayer has enjoyed the free use of funds otherwise payable in taxes during the
period he has postponed realizing his gain. The logical method of achieving equi-
table tax treatment of fluctuating incomes under a graduating rate schedule is not
to exclude them but to adopt some system of averaging.

Practical Effcdt. Overshadowing the foregoing economic and equitable con-
siderations in statements before Congressional committees and elsewhere has
been the emphasis upon various undesirable practical consequences said to flow
from treating capitalgains and losses as ordinary components of taxable income.
A taxpayer cannot usually avoid taxes on ordinary income except by foregoing
the income itself. But he can avoid the tax on a possible capital gain by refraining
from realizing it, yet nevertheless enjoy many of the advantages of the gain in
the form of an increase in his wealth and the increased earning power, dividends,
interest, or rent the unrealized gain usually reflects.

Since the investor commonly possesses a wide and often unlimitad range of
choice as to whether and when to realize his gains in a legal sense, any substantial
tax on them acts as a serious deterrent to sales of property involving capital gains.
The effect is to impose a heavy tax on transfers of such capital assets. In con-
sequence, it is argued that society does not get the benefit of highly fluid markets
for capital assets and of the easy and continuous redistribution of them among
those most anxious to own and use them. Individuals are deterred from making
otherwise desirable shifts in the composition of their assets as their needs change.
Another conspicuous contention is that price movements in both directions are
exaggerated in the markets for common stocks and other equities by the reluctance
of owners to sell when prices are rising in the face of an avoidable tax on their
gains and their added disposition to sell when prices are declining in order to
benefit from a deductible capital loss. The accentuated fluctuations reduce the
attractiveness of equity investments. Further, since venturesome investment
depends in considerable degree upon the prospect of exceptional returns, which
are often possible only in the form of capital gains, heavy taxes on the latter are
held to deter the assumption of unusual risk.

It is argued, moreover, that the net revenues from any substantial taxation of
capital gains and reasonably related allowance for capital lossess are negligible
over a long period because of the tendency for gains and losses to cancel out and
because the realization of losses is encouraged while that of gains is discouraged.
Hence it is said that excluding capital gains and losses would improve the stability
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of the yield from the personal income tax without seriously reducing its average
amount. Under existing treatment the freedom of taxpayers to choose whether
and when to realize gains and losses enables them to time their transactions so as
to minimize their tax liabilities. Well-advised taxpayers are fairly certain to avail
themselves of the tax benefits from realizing their losses when they have offsetting
income, and to minimize taxes on their gains by realizinF them mainly when they
have offsetting losses or by not taking them at all, leaving them to pass untaxed
(as far as the income, but not the estate, tax is concerned) to their heirs. A low
fiat rate on capital gains without allowance for capital losses has been urged as a
means of increasing revenues by encouraging larger transfers of assets embodying
capital gains. Finally, it Is argued that the estate and gift taxes provide rough
offsets to the avoidance of income taxes on capital gains.

Opponents of the preceding views argue that the alleged adverse effects upon
the capital markets of including capital gains and losses in taxable income are
greatly exaggerated. Empirical evidence indicates that realized gains and losses
have fluctuated mainly with stock prices rather than with changes in tax treat-
ment. Much of the actual impediment to transfers of capital gains is really due to
the possibility of avoiding such taxes completely by holding appreciated assets
until death. The effective attack upon these impediments, it is urged, is to remove
all possibility of avoiding the tax by making every transfer of property, during
life or at death, an occasion for recognizing a capital gain or loss and, possibly,
by periodically recognizing accrued but unrealized gains and losses. The gift
and estate taxes do not offset the inequity of taxing capital gains at lower rates or
exempting them because they are payable also by Individuals who do not enjoy
capital gains and by those who have paid income taxes on realized gains.

The problem of inducing enough venturesome investment cannot be met
equitably or adequately by the preferential tax treatment of capital gains because
the greater part of the rewards of risk-taking are often, and perhaps usually,
obtained from ordinary profits, dividends, and rent. To the extent that we design
the tax system to foster this type of investment, we should do so broadly, covering
all the rewards for exceptional effort and risk rather than a single and often spurious
form of such rewards.

Even though capital gains and losses may conceivably cancel out in the long
run for taxpayers as a whole, they do not do so for particular individuals. The
net capital losses of some taxpayers do not justify complete tax exemption or
preferential rates for the capital gains of others. Our taxation of capital gains,
despite preferential rates, has actually fielded substantial revenues, only a portion
of which can be attributed to the restricted deductibility of net capital losses.
The irregularity of the revenues is not a solid reason for relinquishing them. Busi-
ness profits, too, are notoriously unstable as a source of tax revenue. Reduction
of the public debt is an excellent use for the surplus revenues of good years; and
a revenue source that automatically declines in bad years has the virtue of lessen-
ing the adverse effects of federal tax collections upon private spending in period of
depressed business.

The conflict of considerations barely summarized above is the "problem" of
capital gains and losses. To devise a tax treatment for them that will most nearly
satisfy the demands of equity--of giving equal treatment to similarly circum-
stanced individuals-and at the same time avoid unduly impeding useful trans-
fers of capital assets. The major proposals for meeting this problem fall into two
broad groups. One groups seeks the full inclusion of capital gains and losses in
taxable income, while minimizing the undesirable effects by averaging them or
averaging total income over a number of years, or by including unrealized as well
as realized changes in market values of capital assets. The other group would
compromise the conflicts of equitable and practical considerations by various ad hoe
measures of the same general character as those employed in the United States since
1922 but with increased or reJuced recognition of capital gains and losses as com-
ponents of taxable income. Common to both groups is the question whether and
to what extent unrealized appreciation and depreciation should be recognized,
particularly upon transfers of property by gift or at death.

Finally, from the welter of conflicting considerations that I have rarely sketched,
I have omitted an obscure, seldom expressed, but real, influence. That influence
is a sentiment. Few persons like to see a baseball game in which there are no runs.
no hits, and no errors; or a football game in which no one makes a touchdown.
Many Congressmen and other persons have a similar feeling about the tax sys-
tem and the chances of achieving outstanding financial success. They do not want
an airtight tax system. They want to preserve the opportunity for a man to make
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a financial homerun, a touchdown, a killing. The preferential tax treatment of
capital gains has the virture, in their minds, of offering just such an opportunity.

[Excerpt material taken from Bittker & Stone, Federal Income Estate and Gift
Taxation-Fourtb Edition, 19741

STATEMENT OF SECRETARY OF THE TREAsUR-r DILLON, RE PRESIDENT KENNEDY'S
1963 TAX Mr4SSAGE

HEARINGS ON H.R. 833 (PROPOSED REVENUE ACT OF 1963), HOUSE WAYS AND MEANS
COMMITTEE, 88TH CONG., iST BESS. 47-51 (190M3)

One of the most important phases of the tax law in which the President has
recommended changes designed to release the forces of growth is the treatment of
capital gains and losses.

This part of the tax system has not undergone needed basic revision since 1942.
The present provisions are both inequitable in essential respects and detrimental
to the mobility of investment funds and liquidity in capital markets. The broad
definition of capital gains permits certain types of ordinary income to be taxed
at capital gains rates, thus making it more difficult to set an appropriate rate of
taxation for true capital gains.

An overhaul of these provisions can make an important contribution to a
stronger economy and a fairer tax system. Reduction of tax barriers to the free
flow of investment and risk capital will not only add to the strength and buoyancy
of the economy but will also produce several hundred million dollars of additional
revenue annually ...
Percentage inclusion

The President has recommended that the percentage of long-term capital gains
included in taxable income of individuals be reduced from the present 50 percent of
the gain to 30 percent. In combination with the proposed individual income tax
rate[reductions) this will result in capital gains tax rates ranging from 41 percent
to a maximum of 19.5 percent, compared with an existing range of 10 to 25 percent.
It will result in more equal treatment of individuals in various income groups.
Unlike the present arrangement, the relative differential between capital gains
tax rates and ordinary income tax rates would be the same at all levels of income.

While this would provide a reduction of 22 percent in the caiptal gains tax for
those in the highest bracket, the reductions would be substantially greater for all
other taxpayers. For instance under present law the 25 percent rate applies
whenever ordinary taxable income plus capital gains exceeds $16 000 for a single
individual and $32,000 for a married couple. At this same level the effective rate
under the President's proposals would be only 12 percent ...

Independent outside surveys, our own studies, and letters and comments which
are received daily from taxpayers throughout the country indicate clearly that
these substantial reductions will increase taxpayers' willingness to realize capital
gains and stimulate a larger turnover of capitalassets.

Thus the recommended 30 percent inclusion ratio would stimluate a freer flow
of investment funds and at the same time provide a more even-handed treatment
of taxpayers in all income brackets.
Capital gains of corporations

Corporations should share in the reduction in capital gains tax rates. In line with
the reduction of general corporate tax rates, the President has recommended that
the present basic structure of capital gains taxation for corporations be retained
but that the alternative rate be reduced from the present 25 percent to 22 percent.
The 22 percent rate corresponds to the proposed reduced corporate normal tax
rate. This will simplify tax accounting for capital gains for almost half a million
corporation subject only to the normal tax.

Holding period
The present preferential treatment of assets disposed of within a period of less

than a year is difficult to justify either on economic or equity grounds. The 6-month
holding period frequently qualifies purely speculative profits. It also makes it less
risky to carry out various maneuvers designed to convert ordinary income into
capital gains.
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A longer holding period makes it possible to provide more liberal treatment for
bona fide investment gains without applying unjustified reductions to income from
short-term trading in securities. Moreover, the substantial reduction in ordinary
income tax rates must be taken into account in considering the proper holding
period, as even short-term gains will be taxed at lower rates.

It is for these reasons that the President has recommended that the holding
period be lengthened from 6 months to 1 year.
Equal treatment of gains accrued on capital aasets at time of transfer by gift or at

death
Present law permits the exemption from income tax of capital gains accrued

when the appreciated assets are transferred at death. The prospect of eventual
tax-free transfer of accrued gains with a stepped-up basis equal to the new market
value in the hands of heirs distorts investment choices and frequently results in
complete immobility of investments of older persons.

The President has recommended that the proposed reduction in the capital
gains tax be accompanied by the taxation at long-term capital gain rates of net
gains accrued on capital assets at the time of transfer at death or by gift. This
would not apply to assets transferred as charitable gifts or bequests ...

The foregoing exceptions and exemptions would limit any impact whatsoever
of the proposal to fewer than 3 percent of those who die each year. A number of
other provisions set forth relief and transition rules ...
Overall effect

Enactment of the President's recommendations for reduction and reform in the
capital gains area would substantially reduce the amount of tax paid per dollar of
capital gain realized. At the same time, the improved definition of capital gains
the extension of the holding period, and the taxation of capital gains at death will
result in a net increase in revenue from this source of $100 million.

In addition, a substantial increase in revenue, estimated at $650 million, will be
realized as a consequence of the unlocking effects of the proposals and the greater
volume of capital transactions that can be confidently anticipated. The total in-
crease in revenue from the-cipital gains proposal is, therefore, about $750 million
per year.

NOTE

The legislative recommendations set out above encountered stormy weather on
Capitol Hill. As enacted by the House of Representatives, the bill (which became
the Revenue Act of 1964) did not alter the capital gain rate for corporations, but
for individuals the maximum rate was reduced to 21 percent (from 25 percent)
for capital assets held for more than two years. The realization-at-death provision
recommended by President Kennedy was rejected, along with a last minute
alternative proposal for a carryover of basis under which the heirs of a decedent
would sometimes be required to use the decedent's basis, rather than the value at
date of death. The administration then announced that the proposed rate reduction
was unacceptable unless accompanied by either realization at death or a carryover
of basis; and the Senate responded by eliminating the rate reduction. A proposal
to tax gains at death made by the outgoing Treasury Department of President
Johnson was not acted upon by the Congress in the Tax Reform Act of 1969.
Congressional leaders indicating that the matter might be considered in connection
with a possible revision of the estate and gift tax laws. See also Okner, The Taxa-
tion of Decedent's Unrealized Capital Gains, 20 Nat. Tax J. 368 (1967); Somers,
The Case for a Capital Gains Tax at Death, 52 A.B.A.J. 346 (1966); Wormser,
The Case Against a Capital Gains Tax at Death, 51 A.B.A.J. 851 (1965).

COMPTROLLER GENERAL'S REPORT TO HoN. CHARLES A. VANIK, HousE OF

REPRESENTATIVES ON INVESTMENT TAX CREDIT: UNRESOLVED ISSUES

DIGEST

GAO's report is a review and an evaluation of previous studies of investment
behavior that included the investment tax credit. Its purpose is to discuss the role
of the investment tax credit in promoting stability and growth; to identify and
evaluate past studies of the tax credit; and to set forth any unresolved issues.

The slow rate of investment spending since the 1974-75 recession regarding the
durability of the current economic recovery concerns many policymakers. A
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common opinion is that recessions are kindled by a sluggish rate of business
investment; when business spending thrives, the economy is generally performing
well.

In the current situation there are two areas of concern regarding the level of
investment spending: to keep the recovery going in the shortrun and to provide
for future productivity gains.

Should business investment be manipulated as part of the Nation's economic
stabilization policy? The debate on this question has led to considerable reseach
as to what are the determinants of business investment. What influences the firm's
investment decision? An understanding of this issue is crucial to the development
of an effective policy to help stimulate investment spending and encourage eco-
nomic growth and stability.

GAO reviewed and assessed past studies of investment behavior that included
the investment tax credit and discusses their strengths and weaknesses. C AO
collected other suggestive studies and considered the direction that future research
should take.

FINDINGS

In reviewing past studies, GAO found that:
About 2 to 4 years is required for a significant response in investment expendi-

tures to tax credit changes. The effectiveness of the tax credit for investment
expenditures in the short-term must be considered with substantial caution.

A large portion of the tax credit goes to reward investment that would have
been made whether or not there was a tax credit.

The major thrust of the investment tax credit is to provide incentive to long-
term economic growth.

These studies also indicate that the investment tax credit:
Encourages investment in new equipment that is more productive than old

equipment and which leads to economic growth.
Changes the composition of investment expenditures in favor of machinery

and equipment, thereby encouraging economic growth to the extent that ma-
chinery and equipment are more productive than investment in other forms of capital.
The administration's proposal does extend the investment tax credit to structures.

The investment tax credit may also distort normal market forces.
It may lead to the more intensive use of capital at the expense of labor. The

idea behind capital investment is to increase labor productivity, thus supporting
economic growth. But it may not be beneficial for employment in the shortrun.

A flat rate (currently 10 percent) a pplied to all assets with lives of 7 years or
more leads to smaller rates of return for assets with longer service lines.

As currently structured, it is not excluded from the depreciable base of an asest
so that a writeoff is allowed for an expense not incurred. The asset Is depreciated
for tax purposes from the original cost, not the price adjusted for the tax credit.
The procedure raises the effective rate of the tax credit above the statutory level.

It tends to bypass those businesses which do not require a large capital invest-
ment since the credit offsets taxes. The benefits are reduced or eliminated for
businesses that lack profits or that are operating at a loss. This tends to place
new or marginal businesses at a competitive disadvantage.

Two recent relatively unknown and somewhat tentative studies explored the
implications of the method of financing the investment tax credit. These two long-
run, full employment models suggest that the method of financing the tax credit
may lead to changes in capital costs, in redistribution of wealth, and In consumer
behavior. Total investment may actually decline if the Treasury sells bonds to
households to finance the credit. If the credit is financed by a reduction in Govern-
ment expenditures, investment may rise by the full value of the tax incentive to
business so that:

The method of financing the investment tax credit may be important in deter-
mining the potential effectiveness of the tax credit in stimulating business invest-
ment spending.

The potential effectiveness of the credit is critically dependent on the form of
the complete fiscal package.

AGENCY COMMENTS

GAO did not request formal agency comments on this report. GAO did, how-
ever, receive Informal comments from several agencies and considered these com-
ments in preparing the report. Recognized economic experts in the business and
academic communities also reviewed the report.
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MATTERS FOR CONSIDERATION BY THE CONGRESS

GAO has reservations about the ability of the investment tax credit to promote
short-term economic stability. For this reason, GAO believes that the Congress
should consider the investment tax credit primarily as a tool to promote ca ital
formation and economic growth. To improve its effectiveness in achieving these
longer term goals, the Congress should consider the following possible changes.

Applying the investment tax credit to other types of investment such as struc-
tures and workforce training. (While the administration proposes extending the
tax credit to structures, the Congress may wish to consider other forms of
investment.)

Making the investment tax credit available to those firms that are currently
making small profits but are growing rapidly. This would enlargen the base to
which the credit is applied and, therefore, aid those industries more likely to invest
in machinery and equipment. (The administration's proposal to increase the tax
credit limit from 50 to 90 percent goes part of the way, but the Congress may
wish to make the credit refundable.)

GAO believes that further research and analysis should be undertaken concern-
ing the effectiveness of the investment tax credit as an economic stabilization
device.

INVESTOR RETURNS AND TAX POLICY-A STUDY

By Marilyn V. Brown, C.F.A., For the Ad Hoc Tax Committee of the Financial
Analysts Federation

The Financial Analysts Federation, founded in 1947, is a non-profit professional
organization devoted to the advancement of investment management. It is com-
posed of 48 Financial Analysts Societies located in the major cities in the United
States and Canada. These Societies have an aggregate of 14,500 members who
are engaged in security analysis, portfolio management, and executive direction of
the investment function. The affiliated Institute of Chartered Financial Anslysts
awards the professional designation of "Chartered Financial Analyst" to qualified
members upon successful completion of three examinations.

Marilyn V. Brown, a chartered financial analyst, serves as a consultant to the
Financial Analysts Federation. In addition, she is President of Marilyn V. Brown,
Inc. which provides consulting services on changes affecting the investment pro-
cess: government legislation and regulation, accounting principles and corporate
disclosure.

FOREWORD

The 14,500 member Financial Analysts Federation (FAF) is the association of
investment professionals In the United States and Canada. As managers of
investment portfolios and advisors to both individual and institutional investors,
the FAF's members play a vital role in the allocation of investment capital in
our economy.

The key element in the investment decision making process is the determination
of the rate of return expected from that investment. This return is realized in the
form of income or capital gains, or a combination of the two and is measured on
an annualized basis over the period the investment is to be held.

There has been widespread debate over the various tax proposals intended to
stimulate capital formation and numerous econometric studies of the effects on
the overall economy and tax revenues. Yet there had been no study of their
effect on investors' returns to determine which, if any, of these proposals would
encourage investors to make new equity investments-which from the investors'
point of view would be most effective in stimulating capital investment.

The FAF, therefore, asked its consultant, Marilyn V. Brown, to conduct a
study of how each of the various proposals might affect investor returns. Specifi-
caUy, the study examines the following tax proposals:

Reducing the corporate tax rate from 48% to 44%,
Reducing the maximum capital gains tax rate from approximately 50% to

Reducing double taxation of dividends under Congressman Ullman's 10%
dividend integration proposal.

The techniques of securities analysis are used to project the possible effects on
Investors' returns from both dividends and capital gains holding stock market
price relationships constant. The various proposals, singly and in combination,
are then compared for their impact on equity investments.
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POLICY IMPLICATIONS OF THE STUDY'S CONCLUSIONS

Rates of return analysis

In measuring the effects of prospective tax changes on investor returns, the

study provides startling insights into the effects of present tax policy on equity

investment.
At present tax rates the average equity investment opportunity does not offer

sufficient potential return, to warrant undertaking the investment risk. As Treasury,

Secretary Blumenthal said recently, "It no longer pays enough to invest enough.

The study shows that at present tax rates prospective after tax returns for

higher tax bracket investors are, on average, lower on an absolute basis than those

offered by alternative investments such as municipal bonds. For lower tax bracket

investors equity investments provide a higher absolut return than investment

alternatives, but insufficient returns on a risk adjusted basis. These investors

tend to invest largely for dividend return and to be averse to risk.

Reducing the maximum capital gains tax rate from approximately 50% to 25%

would be the most effective inducement to equity investment among the tax

Proposals examined.
Wile after tax returns from the average investment would remain below those

offered by investment alternatives, prospective returns from select equity oppor-

tunities, including those carrying higher risk, would likely be increased by a

level sufficient to induce higher tax bracket investors to move meaningful amounts

of their capital back into the equity markets.
Reducing the corporate tax rate to 44% would improve investor returns

marginally.
For the higher tax bracket investor, returns on the average equity Investment

would remain lower than those from alternative investments. For investors in all

tax brackets, dividend returns would remain below those offered by lower risk

investments.
Reducing double taxation of dividens would raise investor returns slightly.

It would be of greatest benefit to lower tax bracket investors who tend to seek

dividend returns. It would provide only modest incentive to higher tax bracket

investors.
In the lower tax brackets reducing double taxation of dividends would increase

after tax dividend returns more than would a cut in the corporate tax rate. At

higher tax bracket levels, it would have approximately the same effect as reducing

the corporate tax rate. For all tax brackets, reducing the corporate tax rate would

have a greater effect on total after tax returns.

The tables contained in the study provide a simple means for comparing the

effects of the specific proposals and possible combinations thereof.

"Windfall" pTofa8

The data on historical and prospective returns from equity investments speak

to the question of possible "windfall" profits. Capital gains occur (and can be

taxed) only when an investment is made and later sold at a profit. As Table XIV

shows, the compound annual capital gain over the 50 year period, 1927-1977, was

only 3.4% pre tax.
In terms of the future, analysis of prospective returns based on three sets of

experience parameters hardly suggest these returns could be considered excessive.

If, as a result of changes in tax policy, actual returns do prove to be substantially

higher, it will be due to a sigificant rise in stock market prices caused by an in-

crease in demand for equity capital investment, exactly the result the tax changes

were intended to accomplish.

Benefits to public policy
A flow of capital back into equity investment would serve the public policy in

many ways. A few are enumerated below:
A revitalized equity market would enable corporations to increase their use of

equity capital vs. debt, thereby reducing their reliance on debt capital and their

leveraged exposure to economic downturns. Correspondingly, the risk associated

with equity capital investment would be reduced.

An improved environment for equity investment should generate a more recep-

tive market for the smaller and technologically innovative companies which

historically have provided the wellspring for new competition and technological

progress.
Studies show these same companies are also an important source of new jobs.
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Condution
Treasury Secretary Blumenthal gave a major address on capital formation

before the annual conference of the Financial Analysts Federation in Miami on
May 8, 1978. In that speech he said "Investment Is lagging for the simple reason
that it has become less profitable. The rational investor, before he leaps, looks to
expected real returns and to the probability of getting them. This vista of return
and risk has been deteriorating."

We believe this study brings additional useful information to the debate on tax
policy. We also believe it demonstrates that of the three major choices, a reduction
in capital gains tax rate, possible in combination with reduction in the corporate
tax rate and partial elimination of double taxation of dividends, is essential to
achieving an effective increase In equity capital formation.July 5, 1978. THE FINANCIAL ANALYSTS FEDERATION.

AD Hoc TAX Committee:
ROBERT D. HEDBERO
MICHAEL F. CARR
FRANK T. PARRISH
DAVID L. UPSHAW

INVESTOR RETURNS AND TAX POLICY

INTRODUCTrION
The investment decision making process is a complex one, requiring assessment

of a lengthy list of variables. Ultimately, however, the rational investment decision
is made on the basis of the prospective return from that investment and the risks
to be undertaken in achieving that return.
Return

For the investor in corporate equities, total return may be said to consist of
three parts: dividend return, i.e., cash dividend distributions; appreciation return,
i.e., an increase in the company s value based on some objective measure such as
book value or earnings; and speculation return, a function of the change in the
relationship of demand and supply for corporate equities.
Risk

Modern portfolio management theory attempts to determine risk by objective
measurement. Rating agencies such as Standard and Poor's and Moody's have
applied quality ratings to securities for many years. In general, short term Treasury
bills are considered to be essentially risk free. Treasury bonds, municipal bonds and
corporate bonds are considered to carry respectively rising degrees of risk. Equity
investments, representing ownership participation in corporations are, in general,
assigned the highest degree of risk.
Comparison -with alternative investment opportunities

In making his investment decision the investor will assess not only the returns
and risk associated with one possible investment, but the risks and returns avail-
able from alternative investments as well. For the taxable Investor, the return
measured is that remaining after taxes.

The equity investment decision then Is affected by: changes in tax rates, chance
in the perceived level of risk and changes in the rates of return and associated risk
of other investment opportunities.

In recent years, the rates of return from lower risk non-equity investments have
risen almost steadily, while tax burdens on equity returns have been increased.
Now there are under consideration several proposals, each of which is intended to
reduce the tax burden on equity capital and enhance equity capital formation.

Numerous econometric studies have estimated the macroeconomic effects of
these various tax proposals. This study attempts to assess the effects from the
viewpoint of the individual investor: how changes in tax policy might affect the
rate of return portion of the investment decision making process.

SUMMARY AND CONCLUSIONS

Investor returns and tax policy uses the techniques of securities analysis to
isolate and assess the effects of various tax proposals on investment returns to the
taxable equity investor. Specifically, it examines and analyses the effects of:
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reducing the corporate tax rate from 48% to 44%, reducing the maximum capital
gains taF rate from approximately 505T to 25%, and reducing double taxation of
dividends under Congressman Ullman s 10% dividend integration proposal. In
constructing its analysis the study uses three different data sets: non-financial
corporations as a whole, taken as a proxy for average investment returns; the
Standard and Poor's Index of 400 of the nations's largest corporations; and a
corporate model designed to facilitate specific examination of the corporate tax
rate cut.

Financial statement ratios for 1977 were used as a base for projections. These
ratios were then extended into the future and altered to incorporate the various
tax proposals. Since the 1977 financial ratios used represent the upper end of recent
business experience, it is believed that the return projections incorporate an
optimistic bias. However, the projections hold constant all elements other than
the tax policy proposals. Therefore they should not be viewed as estimates of
experience in a dynamic economy. Rather, they are intended to present orders of
magnitude as aids in tax policy decisions. Logically, the three data sets produce
different rate of return results, but all point to the same conclusions.

The study concludes that:
1. At present tax rates, prospective after tax appreciation and dividend returns

are not competitive with alternative investment opportunities. For higher tax
bracket investors, prospective returns from the average equity investment are
lower on an absolute basis. For lower tax bracket investors, who are risk averse
and invest largely for dividends, returns appear to be uncompetitive on a risk
adjusted basis.

2. Reducing the corporate tax rate from 48% to 44% would marginally inprove
investor returns. Total returns on average would remain uncompetitive for the
higher tax bracket investor.

3. Reducing the maximum capital gains tax rate from approximately 50% to
25% would have a significant effect on after tax investment returns.

While returns from the average investment would remain lower than alterna-
tives for the higher tax bracket investor, prospective returns from above average
investment opportunities should become sufficiently attractive to warrant a return
of some of their capital into equity markets.

4. Reducing double taxation of dividends would be of greatest benefit to lower
tax bracket investors. It would provide only modest incentive to higher tax
bracket investors.

5. On average, reducing the corporate tax rate to 44% would have greater im-
pact on investors' returns than reducing double taxation of dividends at the 10"1
integration level. However, at the lower tax brackets, dividend integration would
increase after tax dividend returns more than a cut in the corporate tax rate. At
higher tax bracket levels, dividend integration and reducing the corporate tax
rate would affect after tax dividend returns about equally. For all tax brackets,
reducing the corporate tax rate would increase total after tax returns more than
dividend integration.

6. In a high interest rate environment a combination of tax cuts would be neces-
sary to bring equity investment returns in the average corporation up to a level
competitive with alternative investment opportunities such as government, munic-
ipal or corporate bonds.

SUMMARY TABLE

The summary table displays the basic findings of the study, illustrating the
relative effects of the various tax proposals on investor after tax returns.

The table uses as a base for its projections two corporate models developed from
Department of Commerce and Federal Reserve Board data for non-financial
corporations in 1977. In Model A, 45% of after tax corporate earnings are paid
out in dividends, the dividend payout ratio of nonfinancial corporations in 1977.
In Model B, no dividends tre paid and all earnings retained and reinvested.

A description of the methodology used in constructing return projections for
all three data sets follows.



SUMMARY TABLE.-RELATIVE EFFECTS OF VARIOUS TAX PROPOSALS ON INVESTOR RATES OF RETURN[in percent

Equity Investment

48 percent corporate tax rate 46 percent corporate tax rate 44 percent corporate tax rate
45 percent 45 percent 45 percentdividend payout dividend payout dividend payout Fixed income investment

With 10 With 10 With 10
Without percent Without percent Without percent 3 mo Belldividend dividend No dividend dividend No dividend dividend No Treasury System Municipalinterest interest dividend interest interest dividend interest interest dividend bills bonds I bonds'

Pretax returns:
Capital gains return .-........................
Dividend/interest return a -----------------------------------

Total return .....................................

After tax returns:
50 percent capital gins/70 percent dividend tax:

Capital p ins return 2 ----------------------------------
Dividendfinterest return s -------------------------------

Total return ----------------------------------------
35 percent capital gains/70 percent dividend tax:

Capital pins return s .................................
Dividendintre return I ..............................

Total return ........................................

25 percent capital gains/70 percent dividend tax:
Capital gains return ' .................................
Dividendfinterest return s -------------------------------

Total return ........................................
25 percent capital pins/50 percent dividend tax:

Capital pins return ' .................................
Dividend/intem st rturn a -------------------------------

Total return ........................................

12.5 percentpita ins/25 percent dividend tax:Ca pital pins r urn I ------------------------------
Divideid/interst return' .................... :_.-----

Total return ........................................

6.2 6.2 11.3 6.4
5.4 5.4 .......... 5.6

11.6 11.6 11.3 12.0

3.2 3.2 6.0 3.3
1.6 1.8 ---------- 1.7

6.4 11.7 6.7
5.6 .......... 5.9

12.0 11.7 12.6

3.3 6.2 3.5
1.9 ---------- 1.8

6.7 12.2 ------------------------------
5.9 6.7 9.0 66 . ........

12.6 12.2 6.7 9.0 6.6

3.5 6.4 .............................
20 .......... 2.0 2.7 6.6

4.8 5.0 6.0 5.0 5.2 6.2 5.3 5.5 6.4 2.0 2.7 6.6

4.1 4.1 7.6 4.3
1.6 1.8 .......... 1.7

5.7 5.9 7.6 6.0

4.7 4.7 &7 4.9
1.6 1.8 ---------- 1.7

4.3 7.9 4.5
1.9 ---------- 1.8

4.5 8.3 ....................2- - - - --2.0 .... .... 0, -- ---- 6.
2.0...........2.0 2.7 6.6

6.2 7.9 6.3 6.5 8.3 2.0

4.9 9.0 5.1
1.9 .......... 1.8

6.3 6.5 8.7 6.6 6.8 9.0 6.9

4.7 4.7 8.7 4.9
2.7 3.0 .......... 2.8

4.9 9.0 5.1
3.1 .......... 2.9

6. 79 .3 6. &3 0 2.7 6.6

5.1 9.2 ............................
2.0 ........... 20 2.7 6.6
7.1 9.2 2.0 2.7 6.6

5.1 9.2 ---------------------------
3.2 ---------- 3.4 4.5 6.6

7.4 7.7 8.7 7.7 8.0 9.0 8.0 8.3 9.2

5.5 5.5 10.0 5.7
4.1 4.5 ---------- 4.2

5.7 10.4 5.9
4.6 ---------- 4.4

9.6 10.0 10.0 9.9 10.3 10.4 10.3

3.4 4.5 6.6

5.9 , 10.8 ....................
4.8 .......... 5.1 6.7 6.6

10.7 10.8 5.1 6.7 6.6
'Salonion Bros. estimates for beiwether Issues. June 21. 1978. 'Average annual rate of return.

Salom Bros. estima for e lflwether issuur June 21. 197&sCompound annul rate of return. 3 Average annual rate of return.

3.4 4.5 6.6

2.7 KI
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DESCRIPTION OF METHODOLOGY
Criteria established

Several different criteria were established in setting up the analytical procedures
for this study.

1. Isolation of the critical variables, i.e., the effects of tax changes on investor
returns, from exogeneous factors, such as changes in the economy and stock
market prices.

2. Use of real world experience, to the extent possible.
3. Simplification of presentation, to the extent possible.

Methodology used
Three different bases were used to project investor rate of return experience

under the various tax proposals: data for non-financial corporations, the Standard
and Poor's list of 400 of the nation's largest corporations and a corporate model.
The results of these three sets of projections are shown in the section following.

For the non-financial corporations and the Standard and Poor's 400 list, 1977
financial statement data were used as a starting point. The corporate model was
constructed on the basis of nonfinancial corporation data and adjusted in order
to examine the effects of cutting the corporate tax rate from 48% to 46% or 44%.

For non-financial corporations and the Standard and Poor's 400 list, the pro-
jection process started with 1977 pre tax profits as a percentage of equity capital
(book value). This pre tax return on equity ratio was then held co-nstant through-
out the projection period. It was assumed that the percentage of earnings paid
out as dividends remained constant and that retained earnings were reinvested
to maintain the base period pre tax return on equity. One set of projections was
made at present effective corporate tax rates, another incorporating Treasury
Department data on the corporate tax rate cut proposal.

The corporate model began with the non-financial corporations' after tax return
on equity capital and assumed that this return was earned after a 48% tax rate.
The new, higher pre tax return on equity was then held constant and the corporate
tax rate reduced to 46% and 44%.

Although equity investments are generally made with the anticipation that
toese investments will be held for a considerable period of time, for ease of pres-
entation a three-year time frame was selected. (Annual rates of return would not
be measurably affected by a longer holding period.) It was assumed that invest-
ment was made at the beginning of year one and sold at the end of year three.

Capital gains were totaled, taxed and then calculated on a compound annual
return basis. Dividends were added, taxed and the average return calculated.

Rates of return for non-financial corporations and the S & P 400 list were
measured using two standards for purchase and sale price: book value and market
value. In projecting market value it was assumed that market value at the end
of year three bore the same relationship to book value at the end of the period as
beginning market value held to beginning book.

Separate calculations were made incorporating the effects of Congressman
Pullman's 10% dividend integration proposal. In making the dividend integration
calculations it was assumed that all corporations in the data set would have a tax
base large enough to support the full 10% gross up and credit. To that extent the
effects of dividend integration are overstated. However, since a 10% integration
level is used throughout, and under the proposal the level would be increased to
12% after two years, the effects may be slightly understated.

All of the projected returns were compared with those currently anticipated
from three investment alternatives: three month Treasury bills, Bell System
bonds, and municipal bonds.
Variables omitted from the methodology

An investor in making his investment decisions will incorporate into his invest-
ment decisionmaking process his predictions and assumptions on a very lengthy
list of variables. Isolating the specific effects of changes in tax rates and illustrating
those effects in a simple to understand format requires eliminating some of those
variables. Three very important variables which have been eliminated from the
analysis are: the outlook for the economy, the effects of inflation on corporate
financial statements, and changes in demand and supply for securities i.e., stock
price fluctuations. Since all are interrelated in terms of their real world impact on
investor returns, these variables are discussed briefly.

In selecting results in 1977 as a basis for projections, the analysis uses a year
when after tax return on book value was at a record level for the data period
1965-1977. Thus, projections of future return on equity, made on the basis of

3 3- 57 8.--7 8-.....- 1
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recent period record levels, likely introduce an optimistic bias into the appreciation
return assumptions, particularly at this point in an aging economic cycle.

Secondly, using book value to establish purchase and sale price ignores the effects
of inflation on corporate financial statements and on the replacement costs of
assets recorded and depreciated on the basis of historic costs. Recent analysis
suggest that market value, set by demand and supply for equity investment,
does incorporate an adjustment for inflation. At the end of 1077, market value
for non-financial corporations was below book value. For the S & P 400 list, market
was some 20% higher than book value.

As stated earlier, stock market fluctuations, i.e., speculation returns, have been
omitted from the analysis. However as Tables XIII and XIV show, recent ex-
perience has been largely negative. hose wishing to incorporate assumptions on
stock market prices may do so by adjusting end of year three market values and
calculating compound annual rates of appreciation return on their own bases.
Assumptions

It was also necessary to make certain assumptions. Significant among these
were the matter of additional outside capital and a constant 45% dividend
payout ratio. The use of debt in the corporate capital structure rose steadily until
1974 when the recession vividly demonstrated the hazards of high financial
leverage. Since then, debt/equity ratios have declined slightly. Consequently,
projecting a stable debt/equity ratio into the future seemed reasonable and in line
with the real world environment. Using book value as a basis of purchase and
sale eliminated possible complications of additional equity financing. Neither
appreciation nor dividend returns would be affected. The market value calcula-
tions assume no additional equity financing.

Non-financial corporations were selected because they were felt to present a
more typical investor experience than would including financial corporations. The
S & P 400 list likewise excludes financial corporations as well as transportation
and utility companies.

Because investment is a prospective process, precise projections of investment
returns are never possible. 'I rue results are known only in retrospect. This analysis
was not designed to achieve that impossible precision but rather to provide some
useful first order of magnitude parameters as guidance for tax policy decisions.

PROJECTIONS AND ANALYSES

Nonfinancial corporations data base

TABLE I
Description and analysis

Table I uses 1977 data for non-financial corporations as a whole to project in-
vestor returns under present effective corporate tax rates.

In Table I-a it is assumed purchase was made at book value at the beginning of
year one, equal to actual book value at the end of 1977. Profits were projected by
assuming that each year retained earnings were reinvested to produce a pre tax
and after tax return on equity equal to that earned in 1977, i.e., 18.9% and 11.3%,
respectively. Thus, the $806.2 billion in capital produced pre tax profits of $152.4
in the first year following purchase and after tax profits of $91.1. It was assumed
that, as in 1977, 45% of after tax profits were paid out in dividends. Retained
earnings wk-re added to equity capital and assumed reinvested to produce an
18.9% pre tax return and an 11.3% after tax return. This same procedure was
then continued to the end of year three, at which time the investor sold his in-
vestment at the projected book value of $966.0.

The difference between end of year three equity and beginning year one equity
of $159.8 billion was then taxed at various capital gains tax rates from 50% to
12.5%, and the compounds annual after tax capital gains or appreciation return
calculated. At a 50% capital gains tax rate the compound annual appreciation
return was 3.2%, at a 12.5% capital gains tax rate, 5.5%.

Dividends for years one, two and three were added and then taxed at rates
ranging from 70% to 25%. After tax dividends were annualized and an average
annual dividend return calculated. At a 70% dividend tax rate, annual average
dividend return was 1.6%, at a 25% tax rate, 4.1%.

In Table I-b, purchase at market value, end of 1977, equal to beginning of year
one, was assumed. In order to project market value at end of year three, a con-
stant relationship between market value and book value end of 1977/beginning
of year one and market value end of year three was assumed. Using this constant
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relationship appreciation returns remain unchanged from Table I-a. Since market
value at the end of 1977 was below book value, dividend returns are increased-at
the 70% tax rate level from 1.6% to 2.0%, at a 25% tax rate from 4.1% to 4.9%.

TABLE I-A.-NON FINANCIAL CORPORATIONS: 1977 EFFECTIVE TAX RATES PURCHASE AND SALE AT BOOK VALUE

IDollar amounts In billions

Projection-

Financial data 1977 Year I Year 2 Year 3

Pretax profits ....................................................... $141.8 $152.4 $161.8 $171.9
Taxes .............................................................. $57.0 $61.3 $65.0 $69.1
Aftertax profits .................................................... 84.9 $91.1 $96.8 $102.8
Dividends ........................................................... $38.2 $41.0 43 $46.3
Retained earnings ..............-------------------- $46.7 53.2 5
Beginning-year equity ............................................... $750.5 .2 6.3 5
Return on equity pretax (percent) ------------------------------------ 18.9 19.8 18.9 18.9
Return on equity after tax (percent) ................................... 11.3 11.3 11.3 11.3End-of-year equity.............................................. $806.2 $856.3 $909.5 $966.0
Taxes as percent of pretax profits .................................... 40.2 40.2 40.2 40.2
Dividends as percent of aftertax profits ................................ 45.0 45.0 45.0 45.0

Capital gains tax rates percentt)

Capital gains (appreciation) returns 50 35 25 12.5

Increase in equity beginning year I to end year 3 ....................... $159.8 $159.8 $159.8 $159.8Increase in equity after tax ------------------------------------ $79.9 103.9 $119.8 $139.8
Yearend 3 equity after tax ------------------------------------- $6. 1 $910. 1 $926.0 $946.0
Divided by beginning year 1 equity ------------------- -.... $806. 2 $806.2 $806.2 $806.2
Equals total appreciation return after tax----------------------$1.0091 $1.1289 $1.1486 $1.1734
Compound annual aftertax appreciation return (percent) ................. 3.2 4.1 4. 7 5.5

Dividend tax rates (percent)

Dividend returns 70 50 25

Total dividends .......................................................... $130.9 $130.9 $130.9
Dividends after taxes .......................................................... $39.3 $65.5 $98.1
Divided by 3 equals average annual dividend after tax (percent) .................. 13.1 21.8 32.7
Divided by beginning year 1 equity .............................................. $806.2 $806.2 $80 .2
Equals average annualdividend return (percent) .................................. 1.6 2.7 4.1

Source: 1977 data. Dea rtment of Commerce, Federal Reserve Board Flow of Funds Account. Data for years I to 3
constructed projecting 1W7 financial ratios.

TABLE I-B.-ONFINANCIAL CORPORATIONS: 1977 EFFECTIVE TAX RATES PURCHASE
AND SALE AT MARKET VALUE

Capital gains tax rates (percent)

Capital gains (appreciation) returns 50 35 25 12.5

Yearend 3 market value (estimated at 82.9 percent of yearend 3 book value). 800.8 800.8 800.8 800.8
Minus beginning year I market value ................................. 668.3 668.3 668.3 668.3
Equals increase in market value beginning year I to end year 3 .......... 132.5 132.5 132.5 132. 5
Increase in market value after tax ................................... 66.2 86.1 99.4 115.9
Yearend 3 market value after tax............................... 734.5 754.4 767.7 784.2
Divided by beginning year I market value ............................ 668. 3 668.3 668.3 668.3
Equals total appreciation return after tax ............................. 1.0991 1.1288 1.1487 1.1734
Compound annual appreciation return after tax (percent) ............... 3.2 4.1 4.7 5.5

Dividend tax rates (percent)

Dividend returns 70 50 25

Total dividends ............................................................... 130.9 130.9 130.9
Dividends after tax ............................................................ 39.3 65.5 98.1
Divided by 3 equals average annual dividends after tax ......................... 13.1 21.8 32.7
Divided by beginning year I market value ................................. 668.3 668.3 668.3
Equals average annualdividend returns ........................................ 2.0 3.3 4.9
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TABLE Il
Description and analysis

Table II incorporates in the projections the Administration's proposed reduction
in the corporate tax rate. This was done by allocating to non-financial corporations
80% of the estimated reduction in federal tax revenues resulting from reducing the
tax rate for all corporations. Treasury Department estimates for 1978, 1979 and
1980 were assigned respectively to years one, two and three. Projection procedures
were similar to those in Table I, with the obvious exception, that as the effective
tax rate declines, after tax return on equity increases. At the end of year three the
equity value at $973.2 is $7.2 higher than in Table I. Pre tax appreciation is
similarly higher. On the basis of an assumed constant 45% dividend payout ratio,
total dividend payments are also higher by $5.7.

As a result, after tax returns from both appreciation and dividends are modestly
higher. At the top tax rate of 50% tax on capital gains and 70% on dividends, the
compound annual appreciation return would be increased to 3.3% from 3.2%.

In Table Il-a, with purchase and sale at book value, dividend returns to the top
tax bracket investor rise from 1.6% to 1.7% as a result of the cut in the cor-
porate tax rate. In Table II-b, with purchase and sale at market value, dividend
returns to the top tax bracket investor remain unchanged at 2.0% after the cor-
porate tax rate cut. For the 25% tax bracket investor dividend returns are
increased to 5.1% from 4.9%.

TABLE II-A. -NONFINANCIAL CORPORATIONS: INCORPORATING ADMINISTRATION'S PROPOSED REDUCTION IN
CORPORATE TAX RATE PURCHASE AND SALE AT BOOK VALUE

jDollar amounts In billions

Projection-

Financial data 1977 vear 1 Year 2 Year 3

Pretax profits ....................................................... 141.8 152.4 162.0 172.5
Taxes .............................................................. 57.0 60.3 60.4 62.6
Aitertax profits .................................................. 84.9 92.1 101.6 109.9
Dividend ........................................................... 38.2 41.4 45.7 49.5
Retained earnings ................................................... 46.7 50.7 55.9 60.4
Beginning year equity ............................................. 750.5 806.2 856 9 912.8
Return on equity pretax percentt) .................................... 18. 9 18.9 18.9 18.9
Return on equity after tax (percent) ................................... 11.3 11.4 11.9 12.0
End-of-year equity .................................................. 806.2 856.9 912.8 973.2
Taxes as percent of pretax profis ..................................... 40.2 39.6 37.3 36.3
Dividends as percent of aftertax profits .................... .......... 45.0 45.0 45.0 45.0

Capital gains tax rates (percent)

Capital gains (appreciation) returns 50 35 25 12.5

Increase In equity beginning year I to end year 3 ....................... 167.0 167.0 167.0 167.0
Increase In equity after tax ........................................... 83.5 108.5 125.2 146.1
Yearend 3 Equity After Tax ........................................... 889. 7 914.7 931.4 952.3
Divided by beginning year I equity .................................... 806.2 806.2 806.2 806.2
Equal total appreciation return after tax ..................... 1.1036 1.1346 1.1553 1. 1812
Compound annual after tax appreciation return (percent) ................ 3.3 4.3 4.9 5.7

Dividend tax rates (percent)
Dividend returns 70 50 25

Total dividends ............................................................... 136.6 136.6 136.6
Dividends after tax ........................................................... 41.0 68. 3 102.4
Divided by 3 equals average annual dividend after tax ............................. 13.7 22.8 34.1
Divided by beginningyear I equity .............................................. 806.2 806.2 806.2
Equals average annual dividend return (percent) .................................. 1.7 2.8 4.2

Sources: 1977 data, Department of Commerce, Federal Reserve Board Fiow of Funds Accounts, Department of Treasury,
"Tbe President's 1978 Tax Program." Data for years 1-3 constructed projecting 1977 financial ratios.
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TABLE II-B.-NONFINANCIAL CORPORATIONS: INCORPORATING ADMINISTRATION'S PROPOSED REDUCTION IN
CORPORATE TAX RATE PURCHASE AND SALE AT MARKET VALUE

Capital gains tax rates (percent)
Capital gains (appreciation) returns 50 35 25 12.5

Yearend 3 market value (estimated at 82.9 percent yearend book value)-. 806.8 806. 8 806.8 806.8
Minus beginning year 1 market value --------------------------------- 668. 3 668. 3 668.3 668. 3
Equals increase in market value beginning year 1 to end year 3 ---------- 138.5 138.5 138.5 138.5
Increase in market value after tax ------------------------------------ 69.2 90.0 103.9 121.2
Yearend 3 market value after tax ------------------------------------ 737.5 758.3 772.2 789.5
Divided by beginning year I market value ----------------------------- 668.3 668.3 668.3 668.3
Equals total appreciation return after tax_ ................... 1.1035 1.1347 1.1 555 1. 1814
Compound annual appreciation return after tax (percent) ---------------- 3.3 4.3 4.9 5.7

Dividend tax rates (percent)
Dividend returns 70 50 25

Total dividends --------------------------------------------------------------- 136.6 136.6 136.6
Dividends after tax ------------------------------------------------------------ 41.0 68 3 102.4
Divided by 3 equals average annual dividends after tax --------------------------- 13.7 22.8 34.1
Divided by beginning year I market value --------------------------------------- 668.3 668.3 668.3
Equals average annualdividend return ------------------------------------------ 2.0 3.4 5. 1

TABLE III
Description and analysis

Table III compares the projected return from investment in non-financial
corporations using the 1977 effective tax rate of 40.2% and the Administration's
proposed cut in the corporate tax rate. The table also illustrates the effects of
incorporating Congressman Ullman's dividend integration proposal at the 10%
level. In incorporating the effects of dividend integration, we have assumed that
all dividend paying corporations would have a sufficiently large tax base to pro-
vide a 10% gross-up and credit. Table 111-a uses purchase and sale at book value,
Table III-b at market.

The table also contains projected annual rates of return from possible invest-
ment alternatives, i.e., three-month Treasury bills, Bell Telephone bonds, and
municipal bonds using Salomon Bros. estimates of bellwether issues.

Using the non-financial corporation data base one can compare after tax returns
at various levels of taxation to assess the relative effects on investor returns result-
ing from: the Administration's corporate tax cut proposal, reducing the capital
gains tax, lowering the marginal tax rate on dividends, and Congressman Ullman's
proposal for reducing double taxation of dividends. These returns can then be
compared with those currently projected for alternative investments.
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TABLE III-A.-NONFINANCIAL CORPORATIONS: PROJECTED RETURN COMPARISONS, PURCHASE AND SALE AT
BOOK VALUE

[In percent

Without dividend With 10% dividend Fixed Income investment
integration Integration alternatives

Incor- Incor-
porating porating

adminis- adminis-
1977 tration's 1977 tration's 3-month Bell Manic-

effective corporate effective corporate Treasury system paI
tax rates tax cut tax rates tax cut bills I bonds I bonst

PRETAX RETURNS
Capital gains returns ------------
Dividend/interest return .

Total return .............

AFTER TAX RETURNS
50-percent capital gains/70-percent

dividend tax:
Capital gains returns.
Dividend /interest return .

Total return --------------
35-percent capital gains/70-percent

dividend tax:
Capital gains return ' .........
Dividend/interest return '...-

Total return ...............

25-percent capital gains/70 percent
dividend tax:

Capital gains return .---------
Dividend/interest return .

Total return -------------

25-percent capital gains/50-percent
dividend tax:

Capital gains return s ---------
Dividend/interest return 1- --...

Total return .............

12.5-percent capital gains/25-per-
cent dividend tax:

Capital gains return ' ..........
Dividendlinterest return3 -

Total return ------------

6.2
5.4

6.5
5.6

6.2
5.4

6.5 ---------------------------
5.6 6.7 9.0 6.6

11.6 12.1 11.6 12.1 6.7 9.0 6.6

* 3.2 3.3 3.2 3.3 .............................
1.6 1.7 1.8 1.9 2.0 2.7 6.6

4.8 5.0 5.0 5.2 2.0 2.7 6.6

4.1 4.3 4.1 4.3 ------------------------------
1.6 1.7 1.8 1.9 2.0 2.7 6.6
5.7 6.0 5.9 6.2 2.0 2.7 6.6

4.7 4.9 4.7 4.9 .............................
1.6 1.7 1.8 1.9 2.0 2.7 6.6

6.3 6.6 6.5 6.8 2.0 2.7 6.6

4.7 4.9 4.7 4.9 ............................. "
2.7 2.8 3.0 3.1 3.4 4.5 6.6
7.4 7.7 7.7 8.0 3.4 4.5 6

5.5 5.7 5.5 5.7 ..........................

4.1 4.2 4.5 4.6 5.1 6.7 6.6

9.6 9.9 10.0 10.3 5.1 6.7 6.6

I Salomon Bros. estimates for bellwether issues, June 21, 1978.
* Compound annual rate of return.
3 Average annual rate of return.
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TABLE III-B.-NONFINANCIAL CORPORATIONS: PROJECTED RETURN COMPARISONS. PURCHASE AND SALE
AT MARKET VALUE

[In percent]

Without dividend With 10 percent divi- Fixed income Investment
integration dend integration alternatives

Incor- I ncor-
porating porting

adminis- adminis-
1977 tration'a 1977 tration's 3-month Bell Munic-

effective corporate effective corporate Treasury system pal I
tax rates tax cut tax rates tax cut bills' Itonds' bonds I

PRETAX RETURNS
Capital gains return ' .............. 6.2 6.5 6.2 6.5 ..............................
Dividendrinterest return 2 .......... 5.4 5.6 5.4 5.6 6.7 9.0 6.6

Total return ................ 11.6 12.1 11.6 12.1 6.7 9.0 6.6
AFTER TAX RETURNS

50 percent capital gains/70 percent
dividend tax:

Capital gains return ' .......... 3.2 3.3 3.2 3.3 ..............................
Dividend/interest return ' ...... 2.0 2.0 2.2 2.2 2.0 2.7 6.6

Total return ................ 5.2 5.3 5.4 5.5 2.0 2.7 6.6

35 percent capital gains/70 percent
dividend tax:

Capital gains return 2 .......... 4.1 4.3 4.1 4.3 ...............
Dividend/interest return ' ...... 2.0 2.0 2.2 2.2 2.0 2.7 - 6.6

Total return ................ 6.1 6.3 6.3 6.5 2.0 2.7 6.6
25 percent capital gains/O percentdividend tax:

Capital gains return .......... 4.7 4.9 4.7 4.9 ..............................
Dividend/interest return ' ...... 2.0 2.0 2.2 2.2 2.0 2.7 6.6

Total return ................ 6.7 6.9 6.9 7.1 2.0 2.7 6.6
25 percent capital gains/5O percent

dividend tax:
Capital gains return ' .......... 4.7 4.9 4.7 4.9 ..............................
Dividend/interest return a ...... 3.3 3.4 3.6 3.7 3.4 4.5 6.6

Total return ................ 8.0 8.3 8.3 8.6 3.4 4.5 6.6
12.5 percent capital gains/25 per-

cent dividend tax:
Capital gains returnI .......... 5.5 5.7 5.5 5.7 ..............................
Dividend/interest return ' ...... 4.9 5. 1 5.4 5.6 5.1 6.7 6.6

Total return ................ 10.4 10.8 10.9 11.3 5.1 6.7 6.6

1 Salomon Bros. estimates for bellwether issues June 21 1978.
2 Average annual rate of return.
a Compound annual rate of return.

TABLE IV.-CORPORATE MODELS DATA BASE

Description and analysis
In Table IV two corporate models are constructed to enable isolation and ex-

amination of the effects of reducing the corporate tax rate from 48% to 46% or 44%.
Table IV projects a 48% corporate rate.

The corporate models use as a starting point the 11.3% after tax return on
equity of nonfinancial corporations in 1977. However, for non-financial corpora-
tion that return was after a 40.2 % effective tax rate. In order to isolate and examine
the effects of reducing the corporate tax rate from 48% to 44% in the corporate
models, it was assumed that return was achieved after a 48 % tax rate. Thus, the
assumed pre tax return on equity was increased to 21.7%. (Increasing the pre tax
rate of return avoided a possible downward bias in the return projections.)
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In Model A it was assumed that 45% of after tax profits were paid out as
dividends, as was the case for non-financial corporations in 1977. Retained earn-
ings were assumed to be reinvested to sustain a 21.7% pre tax return on equity.
As in the previous tables it was assumed that purchase was made at the beginning
of year one and sale at the end of year three. The corporate model uses book
value as the purchase and sale price. (The beginning of year one book value was
derived from the year one after tax profits base of 100, i.e., 100=11.3% of 885.0).

The capital gain was then taxed at varying rates and the compound annual
appreciation rate determined. Dividends were treated as in Tables I and II-
added over the three year period, taxed at the various tax rates and the average
annual rate of dividend return on beginning of year one equity calculated.

Model B was constructed to simulate a real world situation. Here, as in some
corporations, it was assumed that no dividends were paid. Therefore, all after tax
profits were reinvested to produce a 21.7% pre tax return on equity value. With
all net earnings reinvested, book value increases more rapidly, and accordingly,
the compound annual after tax appreciation return for the period of ownership is
higher. Of course, there is no dividend return.

TABLE IV.-CORPORATE MODEL: 48 PERCENT TAX RATE INDEXED TO AFTER-TAX PROFITS YEAR 1

Model A: 45 percent dividend Model B: No dividend (pro-
payout (projection) jection)

Financial data Year I Year 2 Year 3 Year I Year 2 Year 3

Pretax profits ---------------------------------- $192.3 $204.0 $216.7 $192.3 $213.7 $237.9
Taxes ----------------------------------------- 92.3 97.9 104.0 92.3 102.4 114.0
After-tax profits -------------------------------- 100.0 106.2 112.7 100.0 111.3 123.9
Dividend -------------------------------------- 45.0 47.8 50.7 ------------------------------
Retained earnings ------------------------------ 55.0 58.4 62.0 100.0 111.3 123.9
Beginning year equity ------------------------- 885.0 940.0 998.4 885.0 985.0 1,096.3
Return on equity pretax (percent) -------------- 21.7 21 7 21.7 21.7 (21.7) (21.7)
Return on equity after tax (percent)------- - -11.3 113 . ( (11.3)
End of year equity ---------------------------- 940.0 . ,0.4 . 1.0. 1,220.2

Capital gains tax rates (percent) Capital gains tax rates (percent)Capital gains (appreo
claUon) returns 50 35 25 12.5 50 35 25 12.5

Increase in equity beginning
year I to end year 3 ------- 175.4 175.4 175.4 175.4 335.2 335.2 335.2 335.2

Increase in equity after tax... 87.7 114.0 131.5 153.5 167.6 217.9 251.4 293.3
Year end 3 equity after tax... 972.7 999.0 1,016.5 1,038.5 1,052.6 1.102.9 1,136.4 1,178.3
Divided by beginning year I

equity --------------- 885.0 885.0 885.0 885.0 885.0 885.0 885.0 885.0
Equals total appreciation re-

turn after tax ----------- 1.09910 1.12882 1.14859 1.17345 1.18937 1.24621 1.28407 1.33141
Compound annual after-tax

appreciation return ........ 3.2 4.1 4.7 5.5 6.0 7.6 8.7 10.0

Dividend tax rates (percent)

Dividend returns 70 50 25

Total dividends --------------------------------------------------------------- 143.5 143.5 143.5
Dividends after tax ------------------------------------------------------------ 43.1 71.8 107.6
Divided by 3 equals average annual dividend after tax ---------------------------- 14.4 23.9 35.9
Divided by beginning year I equity ------------------------------------------- 885.0 885.0 885.0
Equals average annualdividend return ------------------------------------------ 1.6 2.7 4.1

TABLE V
Description and analysis

Table V illustrates the effects on investor returns of reducing the corporate tax
rate from 48% to 46%, while holding pre tax return on equity constant at 21.7%
and, in Model A, maintaining the dividend payout ratio at 45%. As is shown,
reducing the corporate tax rate from 48% to 46% increases after tax profits in
year one from the base 100 to 103.8 or by 3.8%. The after tax return in equity is
raised from 11.3% to 11.7%.
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At the 50% tax rate for capital gains the compound annual appreciation return
is increased to 3.3% from 3.2%. At the 70% marginal tax rate on dividends, aver-
age dividend return rises from 1.6% to 1.7%.

Model B illustrates the effects if no dividends are paid. Here the compound an-
nual appreciation return after a 50% tax rate would rise from 6.0% to 6.2%.
TABLE V.-CORPORATE MODEL: 46 PERCENT CORPORATE TAX RATE INDEXED TO AFTER-TAX PROFITS YEAR 1 AT

48 PERCENT CORPORATE TAX RATE

Model A: 45 percent dividend Model 8: No dividend (pro-
payout (projection) jection)

Financial data Yur I Year 2 Year 3 Year I Year 2 Year 3

Pretax profits. . ------------------............... $192.3 $204.4 $217.6 $192.3 $214.6 $239.7
Taxes ----------------------------------- 88.5 94.0 100.1 88.5 98.9 110.5
After-tax profits .----------------------------- 103.8 110.4 117.5 103.8 115.7 129.2
Dividend -------------------------------------- 46.7 49.7 52.9 ----------------------------
Retained earnings ------------------------------ 57.1 60.7 64.6 103.8 115.7 129.2
Beginning year equity -- ----------------- 885.0 942.1 1,002.8 885.0 988.8 1,104.5
Return on equity pretax (percent) -------------- (21.7) 21.7 21.7 (21.7) (21.7) (21.7)
Return on equity after tax (percent) ------------ (11.7) (11.7) (11.7) .7) 117 11.
End of year equity ----.----------------------- 942.1 1,002.8 1,067.4 8 1,104.5) 1,233.7

Capital gains tax rates (percent) Capital gains tax rates (percent)Capital gains (appre-
ciation) returns 50 35 25 12.5 50 35 25 12.5

Increase in equity beginning
year I to end year 3 -. 18.4 182.4 182.4 182.4 348.7 348.7 348.7 348.7

Increase in equity after tax... 91.2 118.6 136.8 159.6 174.4 226.7 261.5 305.1
Year end 3 equity after tax... 976.2 1,003.6 1,021.8 1,044.6 1,059.4 1,111.7 1,146.5 1,190.1
Divided by beginning year I

equity ------------------ 885.0 85.0 885.0 885.0 885.0 885.0 885.0 385.0
Equals total appreciation re-

turn after tax ---------- 1.10305 1.13401 1.15457 1.18034 1.19706 1.25616 1.2948 1.34475
Compound annual after-tax

appreciation return ........ 3.3 4.3 4.9 5.7 6.2 7.9 9.0 10.4

Dividend tax rates (percent)

Dividend returns 70 50 25

Total dividends --------------------------------------------------------------- 149.3 149.3 149.3
Dividends after tax ------------------------------------------------------------ 44.8 74.7 112.0
Divided by 3 equals average annual dividend after tax --------------------------- 14.9 24.3 37.3
Divided by beginning year 1 equity -------------------------------------------- 885.0 885.0 885.0
Equals average annuadividend return ------------------------------------------- 1.7 2.8 4.2

TABLE VI
Description and analysis

Table VI illustrates the results of reducing the corporate tax rate to 44% while
holding the pre tax return on equity constant at 21.7%.

After tax profits in year one become 107.7, a 7.7% increase over the after tax
profit of 100 with a corporate tax rate of 48%. Accordingly, return on equity
capital rises to 12.2% in contrast to the 11.3% return at a 48% corporate tax rate.
In Model A the compound annual appreciation return after a 50% capital gains
tax rate is 3.5%. Average annual dividend return after a 70% marginal tax rate is
1.8%.

In Model B, where all earnings are reinvested, the compound annual apprecia-
tion return would be 6.4% after a 50% capital gains tax vs. 6.0% at a 48%
corporate tax rate.
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TABLE VI.-CORPORATE MODEL: 44 PERCENT CORPORATE TAX RATE INDEXED TO AFTER-TAX PROFITS YEAR

1 AT 48 PERCENT CORPORATE TAX RATE

Model A: 45 percent dividend Model B: No dividend (pro-
payout (projection) jection)

Financial data Year I Year 2 Year 3 Year 1 Year 2 Year3

Pretax profits..............----------$192.3 $204.9 $218.6 $192.3 $215.4 $241.7
Taxes ........------- .....--- ..-.......... . .84.6 89.7 95.7 984.6 94.3 105.8
After-tax profits ................................. 107.7 115.2 122.9 197.7 121.1 135.9
Dividend ........................... 48.5 51.8 55.3 ..............................

detained earnings ............................... 59.2 63.4 67.6 107.7 121.1 135.9
Beinning year equity ............................ 885.0 944.2 1,007.6 885.0 992.7 1,113.8
Return on equity pretax (percent) .............. (21 21.7) (21.7) 21:7) (21.7) (21.7
Return on equity after tax (percent) ............. 12.2 (12.2) (12.2) (22) (12.2) 12.2
End of year equity ............................ .944.2 1,007.6 1,075.2 .7 1,13,49.

Capital gains (appe Capital gains tax rates (percent) Capital gains tax rates (percent)
ciation) returns 50 35 25 12.5 50 35 25 12.5

Increase In equity beginning
year I to endyear3 ........ 190.2 190.2 190.2 190.2 364.7 364.7 364.7 364.7

Increase in equity after tax .... 95.1 123.6 142.6 166.4 182.4 237. 1 273.5 319. 1
Year end 3 equity after tax .... 980.1 1008. 6 1027.6 1051.5 1067.4 1122.1 1158.5 1204.1
Divided by beginning year 1

equity ................... 885.0 885.0 885.0 885.0 85.0 85.0 885.0 885.0
Equals total appreciation

return after tax ........... 1.10745 1.13966 1.16113 1.1802 1.20610 1.26791 1.30S04 1.36056
Compound annual after-tax

appreciation return ........ 3.5 4.5 5. 1 5.9 6.4 8.3 9.2 10.8

Dividend tax rates (percent)
Dividend returns 70 50 25

Total dividends ............................................................... 155.6 155.6 155.6
Dividends after tax ............................................................ 46.7 77.8 116.7
Divided by 3 equals average annual dividend after tax ............................. 15.6 25.9 38.9
Divided by beginning year l equity..: ........................................... 885.0 885.0 885.0
Equals average annual dividend return ........................................... 1.8 2.9 4.4

TABLES VII AND VIII
Description and analysis

Tables VII and VIII compare the returns for the corporate models at varying
corporate tax rates and individual tax rates for capital gains and dividends. Table
VIIillustrates the effects without Congressman Ullman's 10% dividend integra-
tion proposal. Table VIII includes the approximate effects of 10% dividend
integration.

Tables VII and VIII also list estimated returns for three selected investment
alternatives-three-month Treasury bills, Bell System corporate bonds, and
municipal bonds.

The tables provide an easy system for comparing the effects of various tax
proposals on investor returns. By moving down and across the columns it is possible
to determine the theoretical effects of a reduction in the corporate tax rate com-
pared to a reduction in the capital gains or dividend tax rates.

As the tables show, at a 48% corporate tax rate total annual returns from our
corporate Model A would be 4.8% to the top tax bracket investor. Reducing the
corporate tax rate to 44% would increase the total annual return to 5.3%. Reduc-
ing the capital gains tax rate maximum to 25% would increase total return for this
investor to 6.3%. Dividend integration would increase returns modestly.

For investors paying a 25% dividend tax rate and a 12.5% capital gains tax
rate, reducing the corporate tax rate from 48% to 44% would increase his total
return in Model A from 9.6% to 10.3%, in Model B from 10.0% to 10.8%. At the
48% corporate tax rate level, dividend integration would raise returns on Model
A from 9.6% to 10.0%, and at the 44% corporate tax rate level from 10.3% to
10.7%.



TABLE VII.--CORPORATE MODELS: PROJECTED RETURN COMPARISONS

[In percent]

Equity investment Fixed-income investments 1
48 percent corporate tax 46 percent corporate tax 44 percent corporate tax

3-mo
45 percent No 45 percent No 45 percent No Treasury Bell system Municipal

dividend dividend dividend dividend dividend dividend bills bonds bonds

Pre tax:
Capital p ins return ' --------------------------------
Dividendfinterest return ' ----------------------------

6.2 11.3
5.4 ............

6.4 11.7
5.6

6.7 12.2 ..........................................
5.9 -------------- 6.7 9.0 6.6

Total return ------------------------------------- 11.6 11.3 12.0 11.7 12.6 12.2 6.7 9.0 6.6

After tax:
50 percent capital gains/70 percent dividend tax:

Capital pins returns --------------------------- 3.2 6.0 3.3 6.2 3.5 6.4 -----------------------------------------
Dividendfinterest return 3 ---------------------- 1.6 -------------- 1.7 -------------- 1.8 .............. 2.0 2.7 6.6

Total return --------------------------------- 4.8 6.0 5.0 6.2 5.3 6.4 2.0 2.7 6.6
35 percent capital gains/70 percent dividend tax:

Capital gains return 2 - - - - - - - - - _ - - - - - - - - - - - - - - - -  4.1 7.6 4.3 7.9 4.5 8.3 ..........................................
Dividendfinterest return 3 ........................ 1.6 -------------- 1.7 -------------- 1.8 -------------- 2.0 2.7 6.6

Total return --------------------------------- 5.7 7.6 6.0 7.9 6.3 8. 3 2.0 2.7 6.6
35 percent capital gains/70 percent dividend tax:

Capital gains return 2 -------------------------- 4.7 8. 7 4.9 9.0 5.1 9.2 ..........................................
Dividendinteret return ---------------------- 1.6 -------------- 1.7 .............. 1.8 .............. 2.0 2. 7 6.6

Total return ................................. 6.3 8.7 6.6 9.0 6.9 9.2 2.0 2.7 6.6

25 percent capital gains/50 percent dividend tax:
Capital pins return -------------------------- 4.7 8.7 4.9 9.0 5.1 9.2 --------------------------------------
Dividend/interest return 2 ----------------------_ 2.7 .............. 2.8 -------------- 2.9 -------------- 3.4 4.5 6.6

Total return --------------------------------- 7.4 8.7 7.7 9.0 t0 9.2 3.4 4.5 6.6

12.5 percent capital gains/25 percent dividend tax:
Capital gains return 2 ------------------------- 5.5 10.0 5.7 10.4 5.9 10.8 ..........................................
Dividend/interest returns ----------------------- 4.1 .............. 4.2 .............. 4.4 --------------- 5.1 6.7 6.6

Total return --------------------------------- 9.6 10.0 9.9 10.4 10.3 10.8 5.1 6.7 6.6

I Salomon Bros estimates for bellwether Issues, June 21,197* Compound annual rate of return. 3 Average annual rate of return.



TABLE VIII.-CORPORATE MODELS: PROJECTED RETURN COMPARISONS WITH 10 PERCENT DIVIDEND INTEGRATION

[In percent]

Equity investment Fixed-income investments'

48 percent corporate tax 46 percent corporate tax 44 percent corporate tax
3-mo

45 percent No 45 percent No 45 percent No Treasury Bell system Municipal
dividend dividend dividend dividend dividend dividend bills bonds bonds

Pretax returns:
Capitxl pins return 2 -------------------------------
Dividendlinterest return a -----------------------------

Total return --------------------------------------

After tax with 10 percent dividend integration:
60 percent capital pins/7 percent dividend tax:

Capital gains return ......... . . . . . . . . . . . . . . . . .

Dividendjinterest return I ----------------------

Total return .................................

35 percent capital pins/70 percent dividend tax:
Capital gains return s ----------------------------
DivIdend/interest return I ........................

Total return --------------------------------

25 percent capital pins/70 percent dividend tax:
Capital pins return 2 .......... . . . . . . . . . . . . . . . . .

Dividend/interest return 2 ------------------------

Total return ---------------------------------

25 percent capital pins/S0 percent dividend tax:
Capital gains return S ...........................
DivIdend/interest return I .........................

Tot-l return --------------------------------

125 percent capital gainsl25 percent dividend tax:
Capital pins return 2 ---------------------------
Dividendfinterest return ' .......................

Total return .................................

6.2 11.3
5.4 ............

11.6 11.3

6.4 11.7
5.6

12.0 11.7

6.7 12.2 ..........................................
5.9 -------------- 6.7 9.0 6.6

12.6 12.2 6.7 9.0 6.6

3.2 6.0 3.3 6.2 3.5 6.4 ................. . .. . .. . . .. .. .. .. .. . .. . .. .
1.8 -------------- 1.9 -------------- 2.0 -------------- 2.0 2.7 6.6

5.0 6.0 5.2 6.2 5.5 6.4 2.0 2.7 6.6

4.1 7.6 4.3 7.9 4.5 8.3 ------------------------------------------
1.8 -------------- 1.9 -------------- 2.0 -------------- 2.0 2.7 6.6

5.9 7.6 6.2 7.9 6.5 8.3 2.0 2.7 6.6

4.7 8.7 4.9 9.0 5.1 9.2 ..........................................
1.8 -------------- 1.9 -------------- 2.0 -------------- 2.0 2.7 6.6

6.5 8.7 6.8 9.0 7.1 9.2 2.0 2.7 6.6

4.7, 8.7 4.9 9.0 5.1 9.2 .....................................
3.0 -------------- 3.1 -------------- 3.2 .............. 3.4 4.5 6.6

7.7 8.7 8.0 9.0 8.3 9.2 3.4 4.5 6.6

5.5 10.0 5.7 10.4 5.9 10.8 ..........................................

4.5 .............. 4.6 .............. 4.8 .............. 5.1 6.7 6.6

10.0 10.0 10.3 10.4 10.7 10.8 5.1 6.7 6.6

0

I Salomon Bros. estimates for bellwether Issues. June 21,1978.
2 Compound annual rats of return.

a Average annual rate of return.
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TABLE IX-STANDARD & POOR'S 400 LIST DATA BASE

Description and analysis
Table IX uses as a basis for return projections the 1977 experience parameters

for Standard & Poor's list of 400 of the nation's largest corporations. These
experience parameters were then converted into an index, using after tax earnings
in year one as a base of 100. The procedures followed were similar to those used for
the non-financial corporations tables and the corporate model tables. In Table
IX-a, purchase was made at equity value beginning of year one, with sale at
equity value at end of year three. In Table IX-h, purchase was made a market
value. To project market value at end of year three a constant relationship
between book value beginning of year one/market value beginning of year one
and market value end of year three/book value end ol year three was assumed.

Dividend payout was held constant at 44.2% of after tax profits, the same
payout ratio as in 1977. It was also assumed that retained earnings were reinvested
to produce pre tax and after tax rates of return on equity similar to the experience
in 1977. It was further assumed there was no other equity financing and that
debt capital increased in line with the internal growth in equity capital.

It is important to note these are not formal economic estimates if projected
earnings for the S & P 400. Such projections are beyond the scope of this analysis.
Use of the S & P 400 data is intended to provide a third basis for estimating rate
of return parameters. However, the projected gains shown here for years one and
two do, in fact, reside within the range of S & P 400 estimates for 1978 and 1979
made by stock market analysts.

Table IX-a shows that with purchase and sale at book value the compound
annual appreciation return for top tax bracket investors would be 4.3%. Dividend
return after a 70% tax rate would be 2.1%, for a combined after tax return of
6.4%. For the investor paying a 12.5% capital gains tax rate the appreciation
return would be 7.4%. Dividend returns after tax would be 5.4% at a 25%
dividend tax rate.

Table IX-b demonstrates returns based on purchase and sale at market value.
Appreciation returns are the same as in Table IX-a. However, because market
value is higher than book, dividend returns are reduced, at a 70% dividend tax
rate from 2.1% to 1.7%, at the 25% tax rate from 5.4% to 4.4%.

TABLE IX-A.-STANDARD & POOR'S LIST OF 400 CORPORATIONS: 1977 EFFECTIVE TAX RATE INDEXED TOAFTER-
TAX PROFITS, YEAR 1, PURCHASE AND SALE AT BOOK VALUE

Financial Data Year I Year 2 Year 3

Pretax profits ----------------------------------------------------------------- 194.7 211.0 228 5
Taxes ------------------------------------------------------------------------ 94.9 102.8 111.3
Aferttax Profits --------------------------------------------------------------- 100.0 108.4 117.4
Dividends -------------------------------------------------------------------- 44.2 47.9 52.0
Retained earnings -------------------------------- _-------------------------- 55.9 60. 5 65. 5
Beginning year equity ---------------------------------------------- 671.5 727.5 788.0
Reur n on equity pretax (percent) ---------------------------------- 29.0 29.0 29.0
Return on equity after tax (percent) -------------------------------------------- 14.9 14.9 14.9
End of year equity ------------------------------------------------------------- 727.5 788.0 853.5
Taxes as percent of pretax profits ----------------------------------------------- 48 7 48. 7 48.7
Dividends as percent of aftertax profits ----------------------------------------- 44.2 44.2 44. Z

Capital gains tax rates (percent)

Capital gains (appreciation) returns 50 35 25 12.5

Increase In equity, beginning year I to end year 3 ...................... 182.0 182.0 182.0 182.0
Increase in equity after tax .......................................... 91.0 118.3 136.5 159.2
Year end 3 equity after lax ------------------------------------------ 762.5 789.8 808.0 830. 7
Divided by beginning year I equity ................................... 671.5 671.5 671.5 671.5
Equals total appreciation return after tax .............................. 1.1355 L 1762 1.2033 1.2371
Compound annual after tax appreciation return (percent) ................ 4.3 5.6 6. 4 7. 4

Dividend tax rates (percent)

Dividend returns 70 50 25

Total dividends --------------------------------------------------------------- 144.1 144.1 144.1
Dividends after tax ............................................................ 43.2 72.0 108.1
Divided by 3 equals average annual dividend after tax- ................. ,. ........ 14.4 24.0 26.0
Divided by beginning year equity ............................................... 671.5 671.5 671.5
Equals average annual dividend return (percent) .................................. 2.1 3.6 5.4

Source: Based on preliminary 1977 S. & P. 400 Index data.
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TABLE IX-B.-STANDARD & POOR'S LIST OF 400 CORPORATIONS: 1977 EFFECTIVE TAX RATE INDEXED TO AFTER
TAX PROFITS, YEAR I, PURCHASE AND SALE AT MARKET VALUE

Capital gains tax rates (percent)
Capital gains (appreciation) returns 50 35 25 12.5

Year end 3 market value (projected at 1.23 times year end 3 book value). 1,049. 7 1,049.7 1,049.7 1,049.7Minus beginning year I market value (1.23 times 1977 book)----------- 825,9 825.9 825.9 825.9
Equals Increase in market value Beginning year 1 to end year 3 .......... 223.8 223.8 223.8 223.8
Increase in market value after tax ----------------------------------- 111.9 145.5 167.8 195.8
Year end 3 market value after tax ------------------------------------ 939.4 971.4 993.7 1,021.7
Divided by beginning year I market value ----------------------------- 825.9 825.9 825.9 825.9
Equals total appreciation return after tax ------------------------------ 1.1374 1.1762 1.2032 1.2371
Compound annual after tax appreciation return (percent) --------------- 4.3 5.6 6.4 7.4

Dividend tax rates (percent)

Dividend returns 70 50 25

Total dividend ------------------------------------------------------------- 144. 144. 144.1
Dividends after tax ------------------------------------------------------------ 43.2 72.0 108.1
Divided by 3 equals average annual dividend after tax ---------------------------- 14.4 24.0 36.0
Divided by beginning year l market value...... . . . ..----------------------------- 825.9 825.9 825.9Equals average annualdividend return (percent) --------------------------------- 1.7 2.9 4.4

TABLE X
Description and analysis

Tables X-a and b show projected returns for the S & P 400 list incorporating the
effects of the Administration's proposed reduction in the corporate tax rate. The
Treasury Department's estimated reductions in corporate income tax revenues
resulting from reducing the tax rate for all corporations in 1978, 1979 and 1980
were allocated respectively to years one, two and three.

Projection procedures used were similar to those for Tables IX-a and b, with
the obvious exception that, as the effective tax rate declines, the after tax return on
equity increases and at the end of year three the equity value is higher than in
Table IX.

Table X-a uses book value as the purchase and sale price. Incorporating the
effects of the Administration's proposed reduction in the corporate tax rate
raises the compound annual rate of appreciation return on book value by less than
one half of a percentage point after tax. Assuming a constant 44.2% dividend
payout ratio with the corporate tax rate reduced, dividend returns would be
increased two to three-tenths of a percentage point after tax.

Table X-b uses market value as the purchase and sale price. Once again, in
order to establish market value at the end of the holding period it was assumed
that at the end of year three market value bore the same relationship to book
value as it did at the beginning of year one. As was shown in earlier projections,
using constant assumptions, appreciation return based on market value is the
same as that based on book value. However, since market value of the S & P 400
was higher than book value at the end of 1977/beginning of year one, dividend
returns are lower, specifically, 1.9% after a 70% tax rate compared to a 2.3%
return based on purchase at book value. To the investor paying a 25% tax rate
on dividends, annual dividend return is reduced from 5.7% to 4.6%.
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TABLE X-A.-STANDARD & POOR'S LIST OF 400 CORPORATIONS: INCORPORATING ADMINISTRATION'S PROPOSED
REDUCTION IN CORPORATE TAX RATE INDEXED TO AFTERTAX PROFITS, YEAR I, TABLE IX, PURCHASE AND
SALE AT BOOK VALUE

Financial Data Year I Year 2 Year 3

Pretax profits ----------------------------------------------------------------- 194.7 211.0 229.9
Taxes ------------------------------------------------------------------------ 93.2 95.4 101.4
Aftertax profits --------------------------------------------------------------- 101.5 115.8 128.5
Dividends -------------------------------------------------------------------- 44.9 51.1 56.7
Retained earnings ------------------------------------------------------------- 56.6 64.6 71.7
Beginning year equity ---------------------------------------------- 671.5 728.1 792.8
Return on equity pretax (percent) ------------------------- --------- 29.0 29.0 29.0
Return on equity after tax (percent) -------------------------------------------- 15.1 15.9 16.2
End-of-year equity ------------------------------------------------------------ 728.1 792.8 864.5
Taxes as a percent of pretax profits -------------------------------------------- 47.9 45.2 44.1
Dividends as a percent of aftertax profits ---------------------------------------- 44.2 44.2 44.2

Capital gains tax rates (percent)

Capital gains (appreciation) returns 50 35 25 12. 5

Increase in equity, beginning year 1 to end year 3 ------------------- 193.0 193.0 193.0 193.0
Increase in equity after tax --------------------------------- 96.5 125.4 144.8 168.9
Year end 3 equity after tax ..------------------------------------- 768.0 796.9 816.3 840.4
Divided by beginning year I equity. --------------------------- 671.5 671.5 671.5 671.5
Equals total appreciation return afr tax ----------------------------- 1.1437 1.1867 1.2156 1.2515
Compound annual aftertax appreciation return (percent) ....-------------- 4.6 5.9 6. 7 7. 8

Dividend tax rates (percent)

Dividend returns 70 50 25

Total dividends --------------------------------------------------------------- 152.7 152.7 152.7
Dividends after tax ----------------------------------.------------------------ 45.8 76.4 114.5
Divided by 3 equals average annual dividend after tax ------------ _------------- 15.3 25.4 38.2
Divided by beginning year equity ------------------------------------------- 671.5 671.5 671.5
Equals average annualdividend return (percent) --------------------------------- 2.3 3.8 5.7

Source: Based on preliminary 1977 S. & P. 400 Index data.

TABLE X-B.--STANDARD & POOR'S LIST OF 400 CORPORATIONS: INCORPORATING ADMINISTRATIONS PROPOSED
REDUCTION IN CORPORATE TAX RATE INDEXED TO AFTER TAX PROFITS, YEAR 1, TABLE IX, PURCHASE AND
SALE AT MARKET VALUE

Capital gains tax rates (percent)

Capital gains (appreciation) returns 50 35 25 12.5

Year end 3 market value (Projected at 1.23 times year end 3 book value).. 1, OFJ. 3 1,063.3 1,063.3 1,063.3
Minu3 beginning year 1 market value (1.23 times 1977 book)- ........... 25.9 825.9 825.9 825.9
Equals increase in market value beginning year I to end year 3 ........... 237.4 237.4 237.4 237.4
Increase in market value after tax .................................... 118.7 154.3 178. 0 207.7
Year end 3 market value after tax ..................................... 944.6 980. 2 1,004. 0 1,033.6
Divided by beginning year 1 market value .............................. 825.9 825.9 825.9 825.9
Equals total appreciation return after tax .............................. 1.1437 1.1868 1.2156 1.2515
Compound annual after tax appreciation return (percent) ................ 4.6 5.9 6.7 7.8

Dividend tax rates (percent)

Dividend returns 70 50 25

Total dividends ............................................................... 152.7 152.7 152.7
Dividends after tax ............................................................ 45.8 76.4 114.5
Divided by 3 equals average annual dividend after tax ............................. 15.3 25.4 38.2
Divided by beginning yearl market value ........................................ 825.9 825.9 825.9
Equals average annua/dividend return ........................................... 1.9 3.1 4.6

TABLE X1
Description and analysis

Table XI illustrates return comparisons using as a data base the 1977 financial
statement ratios of the S&P list of 400 corporations. Table XI-b shows returns
based on book value purchase and sale comparing returns at 1977 effective corpo-
rate tax rates, incorporating the effects of the Administration's proposed cut in the
corporate tax rate and with and without a 10% rate of dividend integration.
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Table XI-b uses market value end of 1977 as a basis for establishing purchase
price. Since market value was higher than book value, dividend returns are lower.
Appreciation returns remain the same, since in establishing sale price at market a
constant ratio of market to book was assumed.

Each table compares the projected return with three alternative investment
opportunities: three month Treasury bills, Bell System bonds and municipal
bonds. In comparing rates of return among the fixed income alternatives and the
S & P 400 data base it is important to keep in mind that these fixed income invest-
ments are generally perceived to carry lower risk than equity investments.

Both tables show that the greatest impact on after tax rates of return would
result from reducing the capital gains tax rate. Both dividend integration and
reducing the corporate tax rate would have only modest effect on investor rates
of return.

It should be noted that in applying 10% dividend integration it was assumed
that all S & P 400 corporations would have a tax base sufficient to support the
full 10% gross up and credit. While 1977 data are incomplete, this was not the
case in 1976. Presumably, not all 400 corporations would provide a full gross up
and credit based on 1977 results. Accordingly, the effects of dividend integration
would be overstated.

TABLE XI-A.--STANDARD & POOR'S PROJECTED RETURN COMPARISONS, PURCHASE AND SALE BOOK VALUE

[in percent]

Without dividend With 10% dividend Fixed income investment
integation Integration alternatives

Incor- Incor-
p rating porating

minis- adminis-
1977 tration's 1977 tretion's 3-month Bell Munic-

effective corporate effective corporate Treasury system ipal
tax rates tax cut tax rates tax cut bills' bonds s bonds

PRETAX RETURNS

Capital gains return s ---------------
Dividend/interest return -..........

Total return ...............

AFTER TAX RETURNS

50-percent capital gainsf70-percent
dividend tax:

Capital gains return'.
Dividend/return a .............

Total return ...-----------

35:rcent capital gains/70-percent
dividend tax:

Capital gains return I .........
Dividend/interest return -------

Total return ...............

8.1
7.2

15.5

4.3
2.1

6.4

5.6
2.1

8.8 8.3 8.8 ..........................
7.6 7.2 7.6 6.7 9.0 6.6

16.4 15.5 16.4 6.7 9.0 6.6

4.6 4.3 4.6 ------------------------------
2.3 2.3 2.5 2.0 2.7 6.6

6.9 6.6 7.1 2.0 2.7 6.6

5.9 5.6 5.9 .............................
2.3 2.3 2.5 2.0 2.7 6 6

7.7 8.2 7.9 8.4 2.0 2.7 6.6

25-percent capital gains/70 percent
dividend tax:

Capital gains return '_...-
Dividend/interest return a .....

6.4
2.1

6.7 6.4 6.7
2.3 2.3 2.5 2.0 2.7 6.6

Total return ...............

25-percent capital gains/50-percent
dividend tax:

Capital gains return '...
Dividend/interest return 3 ......

Total return ---------------

12.5-percent capital gains/25-per-
cent dividend tax:

Capitl gains return ' .........
Divden d/interest return k.

Total return ...............

8.5

6.4
3.6

10.0

7.4
5.4

12.8

9.0 8.7 9.2 2.0 2.7 6.6

6.7 6.4 4.7 .............................
3.8 4.0 4.2 3.4 4.5 6.6

10.5 10.4 10.9 3.4 4.5 6.6

7.8 7.4 7.8 ..........................
5.7 5.9 6.3 5.1 6.7 6.6

13.5 13.3 14.1 5.1 6.7 6.6

I Saloimon Bro. estimates for bellweli issues, June 21. 1978.
liCompound annual rate of return,
'Average annual rate of return
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TABLE XI-B.-STANDARD & POOR'S LIST OF 400 CORPORATIONS: PROJECTED RETURN COMPARISONS, PURCHASE
AND SALE AT MARKET VALUE

fin percent

Without dividend With 10 percent Fixed Income investment
integraton dividend integration alternatives

Incor- Incor-
porating porting

adminis- adminis-
1977 tration's 1977 tration's 3-month Bell Munic-

effective corporate effective corporate Treasury system i pal
tax rates tax cut tax rates tax cut bills I bonds I bonds S

PRETAX RETURNS

Capital gains return I ..............
Dividend/interest return a ..........

Total return ................

AFTER TAX RETURNS

50 percent capital gainsfO-percent
dividend tax:

Capital gains return I ..........
Olvident/Interest returnI .......

8.3 8.8 8.3
5.8 6.2 5.8

14.1

4.3
1.7

8.8 .............................
6.2 6.7 9.0 6.6

15.0 14.1 15.0 6.7 9.0 6.1

4.6 4.3 4.6 ..............................
1.9 1.9 2.1 2.0 2.7 6.6

Total return ................

35-percent capital gains/iO-percent
dividend tax:

Capital gains return ..........
Dividend/interest return a ......

Total return ................

25-percent capital pains/70-prcent
dividend tax:

Capital pins return I ..........
Dividend/interest return s ......

Total return ................

25-percent capital gains/50-percent
dividend tax:

Capital gains return a ...........
Divident/Interest returns .......

Total return ................

12.5-percent capital gains/25-per-
cent dividend tax:

Capital ains returns ..........
Divideni/interest return a ......

Total return ................

6.1 6.5 6.2

5.6
1.7

6.7 2.0 2.7 6.6

5.9 5.6 5.9 ..............................
1.9 1.9 2.1 2.0 2.7 6.6.

7.3 7.8 7.5 8.0 2.0 2.7 6.6

6.4
1.7

6.7 6.4
1.9 1.9

6.7 ........... ...... ......
2.1 2.0 2.7 6.6

8.1 8.6 8,3 8.8 2.0 2.7 6.6

6.4 7.8 6.4 7.8 ..............................
2.9 3.1 3.2 3.4 3.4 4.5 6.6
9.3 10.9 9.6 11.2 3.4 4.5 6.6

7.4 7.8 7.4 7.8 ..............................

4.4 4.6 4.8 5.1 51. 6.7 6.6

11.8 12.4 12.2 12.9 5.1 6.7 6.6

lSalomon Bros. estimates for bellwether issues. June 21. 1978.
Compound annual rate of return.

a Average annual rate of return.

TABLES XI, XII, XIVYHISTORICAL DATA

Description and analysis
Tables XII, XIII, and XIV provide data for analysis of historic returns. Table

XII contains financial statement data for non-financial corporations for the period
1965-1977. Tables XIII and XIV calculate compound annual appreciation returns
(including speculation returns) for nonfinancial corporations and for the
Standard & Poor's 500 Stock Index Composite. (The 400 Index was just recently
introduced, therefore historical data do not exist.) In Table XIII compound
annual appreciation returns are shown forperiods ending in 1977 and extending
back to 1947. For example, purchases made at market value, 1947 and sold at
market value 1977 would have realized a pre tax compound annual appreciation
return of 7.1 . The compound annual appreciation return between 1967 and 1977
was only 0.3%, pre tax.

83-578--78------4
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In Table XIV compound annual appreciation returns for the S & P 500 Index are
shown for periods extending back to 1927. The data show that purchase made in
1927 and sold in 1977 would have realized a pre tax compound annual return of
3.4%. For the 1947-1977 period the pre tax compound annual rate of appreciation
return was 6.3%. For the most recent ten year period, 1967-1977, the return was
negative.

TABLE XII.-ONFINANCIAL CORPORATIONS: BOOK VALUE PROFITS 1965-77, CURRENT DOLLARS

Profits Profits
Book value before tax after tax Dividend
beginning Profits as a percent Profits as a percent payout Retained

of year ' before tax of book after tax I of book Dividends ratio earnings
Year (billions) (billions) (2)+(1) (billions) (4)+(1) (billions) (6) + (4) (billions)

(1) (2) (3) (4) (5) (6) (7) (8)

1965 ....... $337.0 $64.4 19.1 $37.2 11.0 $21.0 56.5 $16.2
1966 ....... 359.0 69.5 19.4 40.0 11.1 18.1 45.2 21.9
1967 ....... 381.8 65.4 17.1 37.7 9.9 18.9 50.1 18.8
1968 ....... 409.2 71.9 17.6 38.3 9.4 20.7 54.0 17.6
1969 ....... 430.4 68.4 15.9 35.1 8.2 20.7 59.0 14.4
1970...... 460.2 55.1 12.0 27.9 6.1 19.9 71.3 8.0
1971 ....... 478.8 63.3 13.2 33.3 7.0 20.0 60.0 13.3
1972 ------- 503.9 75.9 15.2 42.4 8.4 21.7 51.2 20.7
1973 ....... 534.5 92.8 17.4 53.1 9.9 23.9 45.0 29.2
1974 ....... 572.2 102.8 18.0 60.2 10.5 26.0 43.2 34.2
1975 ....... 621.6 102.3 16.5 61.6 9.9 29.0 47.1 32.6
1976 ....... 679.6 130.6 19.2 76.9 11.3 32.4 42.1 44.5
1977 ....... 750.5 141.8 18.9 84.9 11.3 38.2 45.0 46.7
1978 p ..... 806.2 ....................................................................................

I Federal Reserve Board flow of funds accounts, end of prior year book value, 197P figure an unpublished preliminary
estimate.

I Department of Commerce.

TABLE XIII.-NONFINANCIAL CORPORATIONS CAPITAL GAINS RETURNS, 1947-77

Compound annual appreciation returns (percent)

Book Periods Capital gains tax rates
value

Year (billions) Beginning Ending Pretax 50 35 25 12.5

Purchase and sale at book
value:

1947 ................... $108.142 1947 1977 6.9 4.9 5.6 6.1 6.5
1957 ................... 238.502 1957 1977 6.3 4.0 4.8 5.2 5.8
1967 ................... 409.204 1967 1977 7.0 4.0 5.0 5.6 6.3
1968 ................... 430.432 1968 1977 7.2 4.1 5.1 5.8 6.5
1969 ................... 460.170 1969 1977 7.3 4.1 5.1 5.8 6.5
1970 ................... 478. 752 1970 1977 7.7 4.3 5.4 6.1 6.9
1971 ................... 503.715 1971 1977 8.2 4.5 5.6 6.4 7.3
1972 ................... 534.506 1972 1977 8. 5 4.6 5.9 6.7 7.6
1973 ................... 572.186 1973 1977 9.0 4.8 6.1 6.9 7.9
1974 ................... 621.573 1974 1977 9.1 4.7 6.1 6.9 8.0
1975 ................... 679.567 1975 1977 8.9 4.6 5.9 6.8 7.8
1976 ................... 740.494 1976 1977 8.9 4.4 5.8 6.7 7.8
1977- ................ 806.225 ......................................................................

Purchase and sale at market
value:.1947 ................... 84.922 1947 1977 7.1 5.1 5.8 6.2 6. 7

1957 ................... 242.470 1957 1977 5.2 3.2 3.9 4.3 4.8
1967 ................... 651.771 1967 1977 .3 .1 .2 .2 .2
1968 ................... 736.974 1968 1977 (-1 1) ....... ......... ..........
1969 ................... 646.923 1969 1977 .4 .2 .3 3
1970 ................... 649.391 1970 1977 .4 .2 .3 .3 .4
1971 ................. 760.466 1971 1977 (-22) ..........................
1972 ................... 862.427 1972 1977 (-52) ..... .....................
1973 ................... 636.969 1973 1977 1.2 .6 .8 .9 1.1
1974 ................... 426. 349 1974 1977 16.2 8.7 11.0 12.5 14.4
1975 ................... 597.007 1975 1977 5.8 2.9 3.8 4.8 5.1
1976 ................... 734.118 1976 1977 (-9.8) ........................................
1977 ................... 668.296 ......................................................................

Source: Federal Reserve Board Flow of Funds Accounts.
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TABLE XIV.-STANDARD & POOR'S 500 STOCK INDEX COMPOSITE CAPITAL GAINS RETURNS 1927-77

Compound annual appreciaUon return (percent)

Periods Capital gains tax rate

Year end Begin-
Year price ning Ending Pretax 50 35 25 12. 5

S. & P. 500 Stock Index:
1927 ................... $17.66 1927 1977 3.4 2.3 2.7 3.0 3.2
1937 ................... 10.55 1937 1977 5.7 4.1 4.7 5.0 5.4
1947 ------------------ 15.30 1947 1977 6.3 4.4 5.1 5.4 5.9
1957 .................. 39.99 1957 1977 4.4 2.7 3.2 3.6 4.0
1%7 ................... 96.47 1967 1977 (-.1) ........................................1968 ................... 103.90 1968 1977 (-1.0) ...............................
1969 ................... 92.06 1969 1977 .4 .2 .3 .3 .3
1970 .................. 92.15 1970 IS77 .5 .2 .3 .3 .4
1971 ................... 102.10 1971 1977 (-1.2) ........................................1972................11&10 1972 1977 (-4.4)..............................
1973 ................... 97.55 1973 1977 (-.6) ........................
1974 ................... 68.56 1974 1977 11.5 6.1 7.8 8.9 .
1975 ................... 90.19 1975 1977 2.7 1.4 1.8 2.0 2.4
1976 ................... 107.46 1976 1977 (-11.5) ........................................
1977 ------------------ 95.10 ......................................................................

INTRODUCTION

This paper is an examination of the provisions of the Federal income tax law
affecting capital cost recovery. The primary provisions considered are accelerated
depreciation methods, the asset depreciation range (ADR), and the investment
tax credit. The paper does not deal with depletion, which is a major aspect of
capital cost recovery in the extractive industries. The first section describes
these provisions in the context of the income tax. The second examines the history
of depreciation and the reasons advanced for changes in each stage of the evolution
of this policy. The third section examines the arguments for liberalized capital
cost recovery and the reasoning behind these arguments, along with evidence in
the literature bearing on these questions. In some cases, particularly in presenting
the results of econometric studies, the findings and assumptions are necessarily
oversimplified and the reader may wish to examine these studies. A brief evalua-
tion of these arguments, based on the presentation in the body of the paper, may
be found in the conclusion to Section III.

A selected bibliography is included.

I. DEScRIPTION OF CURRENT LAW

A. DEPRECIATION

The Federal income tax is conceptually a tax on net income, although in
practice taxable income deviates from net income through specified deductions
(such as the deduction for charitable contributions.) Thus, provision is made for
-deducting costs of earning income from gross income. Business costs may be said
to fall into two categories-those which are expensed and those which are capital-
ized. Generally the treatment of business deductions is the same for corporations
and individuals.

Expensed items are deducted in one year and are generally limite-d to items
which are useful for that year, such as wages. Items which are capitalized are
generally assets of a permanent nature which yield services for more than one
year. A capitalized item is one such as land, a building, or a machine. If the item
is one which declines in value through use its cost may be deducted over a deter-
minable period of time in the form of depreciation deductions. Thus, depreciation
is allowed for buildings and machines, but not for land (although land containing
natural resources such as oil may be considered a depletable asset). In practice,
some items may be deducted currently which are in the nature of a depreciable
cost.
Useful life and rate

There are two aspects of depreciation which must be considered: (1) What is
its useful life, that is, what is the period of time over which the cost of an asset
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should be deducted? and (2) At what rate should the deductions be taken (that
is, should there be greater or smaller deductions in the earlier years?)

In regard to the first question, the Internal Revenue Service prescribes tax
useful lives through the Asset Depreciation Range (ADR) system, where industry
wide class lives are provided. The taxpayer can depreciate all property in that
class at the life provided and may vary by 20 percent in either direction. If he-
wishes to use a different class life, he must substantiate the deduction as reasonable.

There are several methods of depreciation deductions which are specifically
authorized by the Internal Revenue Code. The simplest method is the straight,
line method. Under this method the taxpayer deducts an equal amount of the cost
(less salvage value) I in each year of the useful life. For example, if he has an asset
worth $5,500, with $500 of salvage value and a useful life of five years, his yearly
deduction will be one-fifth of $5,000 or $1,000.

A second method authorized is the declining balance method, where a rate not
to exceed twice the straight line rate is applied in each year to the balance of the
cost. Salvage value is not considered. In the example described above, the first
year deduction under a double declining balance would be $2,200 (40 percent of
$5,500). In the next year, the deduction would be $1,320 (40 percent of $3,300).
Eventually, under this method deductions would be smaller than they would be
under straight line and the taxpayer can switch over and take deductions as if he
had used straight line previously.'

A third method authorized is the sum of years digits. Under this method a
varying fraction is applied to the cost of the asset (less salvage value) each year,
with the numerator the remaining useful life of the property and the denominator
the sum of the numbers representing the successive years of useful life. In the ex-
ample described above, the first year fraction would be

+ 2+3+4+5)

and the first year depreciation would be $1,666 (5/15 times $5,000). The second
year depreciation would be $1,333 (4/15 times $5,000).

The law also allows any other consistent method if the deduction at the end of
each year during the first two-thirds of useful life does not exceed the amount
allowable under double declining balance.

There are limitations on depreciation methods in certain cases. The second
owner of an asset is limited to a 150 percent declining balance method (so that the
rate applied to the remaining balance is only one and one half times the straight
line rate). There are also particular limits on real estate depreciation. New con-
struction other than residential housing, is limited to a 150 percent declining
balance. Used real property other than residential housing is limited to straight
line. Used residential housing with a useful life of 20 years or more is limited to 125
percent declining balance.

Recapture
When depreciable property is sold, gain on the sale of the property is generally

treated as a capital gain and the lower capital gains tax applies if the property
has been held for six months. Often property, particularly buildings, may be
sold at a price in excess of its depreciated value or even in excess of the original
cost. Since depreciation deductions reduce ordinary income taxed at regular rates,
the combination of depreciation on the property and capital gains treatment on
the sale of the property can result in the conversion of ordinary income into
capital gains and tax savings.

Accordingly, there are provisions to recapture some or all of the depreciation
(i.e. treat a portion of the gain as ordinary income) under certain circumstances.
The application of these recapture rules is different for personal property (referred
to as Section 1245 property) such as trucks and machines and for real property
(referred to as Section 1250 property) such as buildings.

In the case of personal property gain on the sale is taxable as ordinary income
to the extent of all post 1961 depreciation. That is, the lesser of all post 1961
depreciation or the total gain is treated as ordinary income.

1 Salvage value is included in the basis if the declining balance method is used but not-
If straight line and sum-of-years digits In used. This treatment Is shown in the examples.
However, if the asset depredation range is elected, salvage value Is Included under alk
methods.

'The deductions can never reduce the basis below salvage value.
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In the case of real property, depreciation in excess of straight line taken after
1963-1969 is recaptured in ful if the property is held for 20 months or less. After 20
months the precentage recapture declines one percent for each month the property
is held; thus, there would be no depreciation recapture for property held for more
than 10 years. For non-residential real property, any post 1969 excess depreciation
is recaptured in full. For residential property, post 1969 depreciation recapture is
reduced one percent a month after the property has been held 100 months or less.
For certain other property, including certain Federally subsidized housing, the
rules for 1963-1969 depreciation continue to apply. If any real property is held
for 12 months or less, all depreciation, straight line as well, is recaptured in full.

Special provisions
There are a number of provisions in the tax law which provide special treatment

of depreciation including rapid amortization provisions, the additional first year
depreciation, treatment of natural resources and expensing of certain items.

1. Rapid arnortizatio.-The tax law provides special treatment of depreciation
for certain types of property by allowing rapid amortization. Amortization in-
volves, in this context, the use of a straight line method over a shorter period of
time than the specified useful life. Amortization provisions which allow a write-off
in equal installments over a five year period apply, with various limitations, to
the following types of property:

(1) Railroad rolling stock;
(2) Pollution control facilities (for cooit attributable first 15 years of useful life);
(3) Rehabilitation expenditures on '.'w income housing;
(4) Employer expenditures on child re and on-the-job-training facilities; and
(5) Coal mine safety equipment.
The law also provides for fifty year amortization of railroad grading and tunnel

bores. (Otherwise these items might never be deductible). In the case of any
property where the investment credit would apply, it is not available if amortiza-
tion is taken, except in the case of pollution control facilities, where it is available
for cost attributable to portion of useful life over 15 years.

2. Additional first year allowance.-The law provides for an additional first year
depreciation allowance of 20 percent of the cost of tangible personal property up
to $10,000 ($20,000 for a joint return). Although this allowance is available to
all taxpayers It is aimed primarily at small businesses. The allowance is based on
cost without considering salvage value, but the allowance is subtracted from the
basis before determining regular depreciation.

3. Natural resources.-Although depletion allowances are another issue, they
may be considered the equivalent of depreciation deductions for natural resources.
Cost depletion which allows the deduction of a portion of the cost of the asset
based on yearly production, is similar in concept to depreciation. Percentage
depletion is an alternative to cost depletion based on a percentage of gross income
from production and is unrelated to cost. Percentage depletion is not considered
in this study.

4. Options to expense or defer.-In certain cases the income tax law allows tax-
payers an option in the treatment of items which may be considered capital
expenditures. While such treatment may in some cases be considered as incentives
or subsidies optional treatment often applies to expenditures with an Indetermi-
nable useful life and thus might never be deductible (or may be only accounted
for when the item is sold as is currently the case with land).

Among the items for which optional treatment is allowed are certain research
and experimental expenditures, intangible drilling costs (such as labor, supplies
and repairs), mining exploration and development expenditures and certain farm-
ing expenditures (e.g. expenses of clearing land). In addition, some items such as
interest on a construction loan could be considered a capital expenditure but may
be expensed because the tax law generally allows the deduction of these items (the
building must still be depreciated).

The law also allows certain items to be treated as deferred expenses and thus
amortized over a period of years. For example, research and experimental expendi-
tures may be written off over a period of five years or more. Expenses of organizing
a corporation, while they may not be written off currently may be deferred in a
similar manner. If deferral were not allowed such expenses might never be deducti-
ble (as in the case of an on-going corporation).

B. THE INVESTMENT TAX CREDIT

The investment tax credit might be more properly termed the equipment tax
credit since it applies generally to machinery and equipment but not to structures.
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The provision allows a credit against tax liability for 7 percent of the cost of
investment (4 percent in the case of public utilities). The credit does not change
the basis for computing depreciation. The allowable credit cannot exceed $25,000
plus one half of taxable income in excess of $25 000. There is a provision for a
three year carryback and five year carryforward of unused investment credits.

Certain property is not eligible or not fully eligible for the investment credit.
Property with a useful life of less than three years does not qualify. One third of
the cost of property with a useful life of three to five years is eligible for the credit,
two-thirds of the cost of property with a useful life of five to seven years is eligible
and the full cost of property with a useful life of seven years or more is eligible.
Items not eligible in general for the credit include buildings and structural com-
ponents (except for certain storage facilities), property used outside the United

states (with certain exceptions such as offshore drilling rigs, telephone cables,
etc.), furnishings in lodgings, certain livestock (such as race horses), and property
amortized under the special amortization provisions.

C. THE MINIMUM TAX

The U.S. tax law imposes a minimum tax on certain items of preference income.
The tax is levied at 10 percent on both corporations and individuals and a tax-
payer is allowed to deduct his regular taxes paid plus $30,000 from his preference
base before applying the tax. Certain items of accelerated depreciation are con-
sidered preference items, including accelerated depreciation and amortization
on real property in excess of straight line and amortization in excess of accelerated
depreciation in general.

II. HISTORY OF DEPRECIATION POLICY AND THE INVESTMENT TAX CREDIT

To understand current issues and problems in depreciation policy it is useful
to examine how this policy developed. Much of current tax depreciation practice
derives from administrative policy rather than legislation and much of the statu-
tory law on tax depreciation was added as a result of prior administrative changes.

This history will concern the major developments in overall depreciation policy
which are significant in contributing to current treatment. Developments of
specialized provisions or minor treatment will be noted in footnotes.

For purposes of general depreciation policy under the income tax, the history
can be divided into five phases: 1913-34, 1934-54, 1954-62, 1962-70 and 1971 to
present.

Although the present income tax law dates from 1913, there were earlier fore-
runners of the income tax. Civil war income taxes were imposed in 1861 and lasted
until 1872, but these laws were vague and made no mention of depreciation. An-
other income tax law in 1894 specifically excluded depreciation as a deduction.
This law was subsequently struck down by the courts which found a tax on income
unconstitutional.

The precedent for allowing the deduction for depreciation was set in the corporate
excise tax of 1909, which allowed "a reasonable allowance for depreciation of
property, if any." Regulations indicated that this provision included accounting
for obsolescence as well as wear and tear and exhaustion.

A. 1913-34: DEPRECIATION AT THE TAXPAYER'S DISCRETION

The Sixteenth Amendment to the Constitution allowed taxes on income without
apportionment among the States and an income tax was subsequently imposed in
1913 upon ratification of the amendment. This law, which taxed individual and
corporate net income, allowed "a reasonable allowance for depreciation by use,
wear and tear of property, if any." Again obsolescence was included in the regula-
tions. The 1916 Act permitted "a reasonable allowance for the exhaustion, wear
and tear of property arising out of its use or employment in the business or trade."
Under this law, no consideration was made for obsolescence unless the property
was withdrawn from use.

In 1918, the House draft of the Revenue Act of 1918 allowed exhaustion and
wear and tear, but did not use the terms depreciation or obsolescence; the Senate
version substituted depreciation and in conference the provision was changed to
read "a reasonable allowance for the exhaustion, wear and tear of property used
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in the trade or business including a reasonable allowance for obsolescence. "This
act clearly established at least normal obsolescence as a factor in depreciation.$

From the first law in 1913 until 1934. the taxpayer was generally allowed to
determine his own useful life for purposes of derpeciation and the then Bureau
of Internal Revenue rarely challenged the deduction unless there was clear and
convincing evidence that it was unreasonable. The official attitude of the Bureau
was summarized in the first Bulletin "F" issued in 1920. following the Revenue
Act of 1918: 4

"It is considered impractical to prescribe fixed definite rates of depreciation
which would be allowable for all property of a given class or character * * * The
taxpayer should in all cases determine as accurately as possible according to his
judgment and experience the rate at which his property depreciates."

At the same time the Bureau indicated that it only approved the straight-line
method (or unit of production method generally used in natural resources), as
opposed to declining balance and other accelerated methods of depreciation.
Undepreciated balances were charged off as an expense in the year of retirement.
Normal obsolescence was to be taken into account in determining useful life;
extraordinary obsolescence would be reflected only at the time of retirement.

The Bureau issued a second version of Bulletin "F" in 1931 and while it con-
tinued to let taxpayers determine their own useful lives, the statement noted:'

"Past experience, which is a matter of fact and not of opinion, coupled with
informed opinion as to the present condition of the property, and current develop-
ments within the industry, and the particular business furnish a reliable guide
for the determination of the useful life of the property.'"

This edition of Bulletin "F" was accompanied by a separate pamphlet, the
"Preliminary Report on Depreciation Studies" which listed probable useful lives of
2,700 industrial assets. The policy of favoring straight-line depreciation was
unchanged.

B. 1934-4: THE IRS PRESCRIBES USEFUL LIFE

An era in depreciation policy ended in 1934 by shifting the burden of proof as
to the reasonableness of the deduction to the taxpayer. This change was stimulated
by report of a House Ways and Means Committee subcommittee on December 3
1933 which revealed a substantial increase in depreciation deductions and showed
that in 1931 corporate depreciation deductions were larger than corporate taxable
income. In view of the revenue needs at a time of depression and what the report
considered an alarming increase in depreciation deductions, the report recom-
mended a reduction of 25 percent in depreciation deductions in the following three
years. The Secretary of the Treasury proposed that such reduction could be ac-
complished more equitably by shifting the burden of proof as to the reasonableness
of the deduction to the taxpayer. The Ways and Means Committee agreed.

The result was Treasury Decision 4422 which was published in 1934. This
decision required the taxpayer to furnish facts regarding his deductions and laid
the burden of proof of showing the reasonableness of the deduction on the taxpayer.

Thereafter, taxpayers tended to follow the useful lives prescribed in Bulletin
"F." 6 A third andlast edition of this document was issued in 1942 providing the
average useful life of about 5,000 assets and providing longer lives (and thus lower
deductions) for a substantial number of assets.

In 1946 the first change from IRS policy favoring the straight line method
occurred when the Service allowed the use of the 150 percent declining balance
method.

There was considerable controversy after the 1934 revision concerning de-
preciation policy between taxpayers and the Internal Revenue Service. In 1953
a new IRS Policy, Revenue Ruling 90, provided: 7

s The existence of extraordinary obsolescence might also have been said to be recognized
since the 1918 act also allowed a 5-year writeoff for certain war-related facilities.

4 The 1920 edition of Bulletin "F" is reproduced in E. A. Salters, "Depreciation-Princi-
ples and Applications," 2d ed., New York. The Ronald Press, 1922. See p. 494 for this
excerpt.

5The 1931 Edition of bulletin "Y" is reproduced in Salters, op. cit. 3d ed., 1939. See p.
411 for this excerpt.

eThere were some departures from the lives through use of special provisions. 5-year
amortization was available for certified national defense facilities and was used during-
World War I and World II and the Korean war (authorization existed from 1940-60).
5-year amortization was also provided for grain storage facilities from 1952-1957.

1Revenue Ruling 90, 1953- C.B. 48.
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"It shall be the policy of the Service generally not to disturb depreciation
deductions and Revenue employees shall propose adjustments in the depreciation
deduction only where there is a clear and convincing basis for a change. This
policy shall be applied to give effect to its principal purposes of reducing con-
troversies with respect to depreciation."

It is questionable how effective this policy actually was in reducing disputes.

C. 1954--62: ACCELERATED DEPRECIATION METHODS

The 1953 regulations were written into regulations under the Internal Revenue
Code of 1954 which re-codfied the tax law. However, the major change in 1954
was the writing into the law of accelerated depreciation methods. The 1954 act
sanction- the use of double declining balance, sum-of-years digits or any other
method of depreciation which would not result in larger deductions during the
first two-thirds of useful life than under double declining balance.

The reasons for the authorizations of the accelerated methods appeared to
involve both questions of more accurate reflections of economic depreciation
(particularly depreciation as a result of obsolescence) and questions of stimulating
business investment.

The Ways and Means report states:s
"In many cases present allowances for depreciation are not in accord with

economic reality, particularly when it is considered that adequate depreciation
must take account of the factor of obsolescence. The average machine or automo-
tive unit actually depreciates considerably more and contributes more to income
in its early years of use than it does in the years immediately preceding its
retirement.

"There is evidence that the present system of depreciation acts as a barrier
to investment, particularly with respect to risky commitments in fixed assets.
Comparatively slow rates of write-off tend to discourage replacement of obsolete
equipment and the installation of modern, up-to-date machinery. Under long-run
peacetime conditions, in the absence of inflationary pressures existing in the
forced-draft economy of the postward period, present tax depreciation methods
might depress business capital expenditures below the level needed to keep the
economy operating at high levels of output and employment."

The Senate Finance Committee Report indicated similar reasons.
It is also interesting to note that the concept of a depreciation range in useful

lives appeared during the 1954 deliberations. The bill as passed by the House
provided that the life used by the taxpayer would not be challenged by the IRS
unless it differed by more than 10 percent from the useful life determined by the
Service. This provision was deleted by the Senate partially because they felt that
the new policy in Revenue Ruling 90 (noted above) would be sufficient to reduce
taxpayer disputes.

Changeovers to the use of the accelerated methods proceeded somewhat slowly,
particularly in the case of small businesses. In 1954, 89 percent of depreciation
was under the straight-line method and by 1960, 58 percent of depreciation was
still claimed under the straight-line method (although part of this reflected pre-
1955 assets).

D. 1962-71: REDUCTION IN LIVES AND THE INVESTMENT TAX CREDIT

Although criticism of depreciation policies was developing in the late 1950's
no major changes were made until the introduction of Rev. Proo. 62-61 in 1962.'
In late 1961 the Treasury Department issued results of a survey of depreciation
practices which indicated the need for depreciation revision. The Treasury
subsequently issued Revenue Procedure 62-21 which made substantial changes in
depreciation policy and useful life. First, the procedure substituted 75 industry-
wide class lives for the 5,000 or so Bulletin "F" lives for individual assets. Secondly
it effectively shortened useful lives by 30 percent to 40 percent. Finally it instituted
the reserve ratio test, a procedure which required taxpayers to compare their
own actual replacement experience with replacement assumed by the guideline
lives, and adjust their lives accordingly.

8 U.S. Congress House. Internal Revenue Code of 1954. Report of the Committee on
Ways and Means, house report No. 1337. Mar. 9, 1954, p. 22.

' However during this period, the additional 1-year depreciation allowance which
primarily benefits small business, was added to the law by the Small Business Tax Revision
Act of 1958.
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Taxpayers had a three year period of grace in which they could use the new
lives without applying the test. In 1965 the test was modified and the moratorium
on using it effectively extended since it was felt that the test had defects and that
a substantial number of taxpayers could not meet the test.

The Revenue Act of 1962, which also added the investment tax credit, also
provided for recapture of depreciation in certain cases. These recapture rules
were further tightened in 1964.

The reasons expressed for the 1962 class life system again appeared to be a
combination of economic and equity issues. The following excerpts from a state-
ment made by Secretary of the Treasury Dillon illustrate the reasoning behind
the new policy; and behind the investment tax credit: 10

"The new guidelines and procedures for determining depreciation on machinery
and equipment used by all American business constitute a fundamental reform
in the tax treatment of depreciation that will provide a major stimulus to our
continued economic growth.

"Our depreciation practices have not been realistic for a great many years.
Based essentially on taxpayers' past replacement practices, they have inadequately
reflected the fast-moving pace of economic and technological change."

In discussing the so-called "depreciation gap" due to ever increasing prices for
replacement of assets, Secretary Dillon said:

"The fact is that our depreciation reform standing alone goes much of the way
towards closing the so-called "depreciation gap." Coupled with the investment tax
credit, now pending before the Senate Finance Committee, the reform will close
the gap entirely.

"This is not, however, the only reason why enactment of the credit is essential.
Depreciation reform, important as it is, will not put American business on a
comparable footing with its foreign competitors so far as tax treatment of
investment is concerned."

The introduction of the investment tax credit, in 1962, was adopted for the
reasons expressed above. The credit adopted then contained a basis adjustment;
i.e. it reduced the basis for depreciation by the amount of investment credit taken.
This meant that the value of the credit (ignoring the discount rate) was only half
(with a 48 percent tax rate), or about 3.5 percent since the amount of the credit
would have been taken as depreciation were it not for the credit.

The Revenue Act of 1964 removed the requirement that the basis for deprecia-
tion be adjusted to reflect the investment tax credit. The Senate report stated: 11

"To remove the recordkeeping and accounting problems which have arisen in
connection with the basis adjustment provisions and also to provide a greater
stimulus with respect to the investment credit, the bill, both as passed by the
House and as reported by your committee, repeals the basis adjustment."

Although the investment credit was originally viewed as a permanent part of
the tax code, it then entered a period of suspension and restoration. In 1966 the
President proposed that the credit (and certain accelerated depreciation on real
property) be temporarily suspended. 12 In a statement to the Ways and Means
Committee, Secretary of the Treasury Fowler stated: ,s

"The proposal is basically an anti-inflationary measure designed to relieve the
pressures, clearly observably in the money markets and capital goods sector,
which are producing unusual strains, the highest interest rates in 40 years, and a
perceptible trend toward a general condition of economic instability.'

The credit was originally to be suspended from October 10, 1966 through
December 31, 1967. However, in March of 1967 the President proposed the
immediate restoration of the credit, which was subsequently approved
March 10, 1967.

The Ways and Means Committee report stated in reference to the reinstatement
of the credit and accelerated depreciation on real property: 14

10 Statement by Secretary of the Treasury Dillon, July 11, 1962, on the issuance of the
new depreciation guidelines and rules Reproduced in the 1962 Annual Report of the
Secretary of the Treasury on the State oi the Finances, pp. 835-336.

11 U.S. Congress. Senate. Committee on Finance. Revenue Act of 1964. Report No. 830,
88th Cong., 2d sess., Jan. 28. 1974, p. 41.

1onThe act exem ted $20,000 of property from the suspension of the credit: and a $50,000
exemption from thfe. suspension on accelerated depreciation an long am the cost of the
bulldin did not exceed $50,000.

U U.1S Congres House. Committees on Ways and Means. Hearings on President'. pro-
po sal on suspension of the Investment credit and application of acelerated depreciation,
89th Cong.. 2d sess., Sept. 12, 1973 p 10

16 U.S., Congress. House. Committee ;n Ways and Mfeans. Report on H.R. 6950. 90th
Cong., 1st seas., report No. 131.
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"The inflationary forces which the suspension of these provisions was designed
to moderate have abated. .... The suspensions have played an important part
in reducing the volume of new orders of capital goods to levels that can be sustained
without inflationary strain on available capacity. The suspensions have also
helped to ease pressures in the money markets and, in particular in the home
mortgage market. Restoration of these provisions now will encourage a resumption
of balanced, economic growth with high levels of employment and stable prices."

Although the credit was restored in 1967, it was repealed by the Tax Reform
Act of 1969. The reason for repeal appeared to be the contribution of the credit
to inflation: Is

"After careful consideration of the sources of the current inflationary pressures,
the Congress concluded that the stimulus to investment provided by the credit
contributed directly to these pressures. In addition to its effect on inflationary
pressures, it concluded that the 1969 level of investment could not be maintained
for more than a short period of time, and that it was important for the long-run
vitality of the economy to keep the level of investment on a steady growth path."

The choice to repeal rather than suspend the credit was apparently taken
because the previous suspension became such a dramatic deterrent to investment
as the end of the suspension period approached and because of administrative
complexities.

Broadly applicable depreciation policy had been unchanged until 1971 (except
for the modification in the reserve ratio test in 1965). However, the Tax Reform
Act of 1969 made significant revisions in certain areas of depreciation.

First, the act tightened depreciation policy with respect to real estate by limiting
the available methods, tightening recapture rules and adding the minimum tax
which applied to real estate depreciation and depreciation on certain leased prop-
erty. These changes were generally in response to what was felt to be abuses in
this area.

The Act also provided five-year amortization for pollution control facilities, coal
mine safety equipment, rehabilitation expenditures on low income housing and
railroad rolling stock and five year amortization of railroad grading and tunnel
bores. The Act also added the minimum tax.

The purpose of the five-year amortization provisions was to provide incentives
for and in some cases to reduce the impact of the repeal of the investment tax
credit and other provisions on these expenditures. The five-year amortization of
railroad grading and tunnel bores was apparently added because of the uncertainty
of the useful life of these items and the fact that such deductions might never be
taken in absence of a special provision.

E. 1971 TO PRESENT: THE ASSET DEPRECIATION RANGE AND REINSTATEMENT OF
THE CREDIT

The year 1971 saw yet another era in depreciation policy. Early in January
the Treasury Department announced the introduction of a new depreciation
policy. Proposed regulations were written and hearings were held, with the regula-
tions adopted in June. The new system, the Asset Depreciation Range (ADR)
system, made two major changes. First, it allowed taxpapers to vary class lives
up to 20 percent (in effect, reducing lives by 20 percent). Secondly it repealed the
reserve ratio test.

The Treasury indicated two major considerations in providing the new policy:
(1) The ADR system was expected to greatly simplify the administration of

depreciation and reduce the controversy between taxpayers and the IRS. The
reserve ratio test was particularly felt to have a number of defects-it was complex,
created numerous administrative problems and was a major source of taxpayer
disputes. In addition, it iz-flected historical experiences of the taxpayer which the
Treasury felt to be a questionable guide to future depreciation in an era of tech-
nological change. The taxpayer could fail the test if he kept overage equipment
on a stand-by or non-productive basis which encouraged premature retirement.
The test was felt by the Treasury to be so complex as to be virtually unworkable
and a heavy administrative burden on the taxpayers.

" U.S. Congress. General explanation of the Tax Reform Act of 1969. H.R. 18270, 91st
Cong.. prepared by the staff of the Joint Committee on Internal Revenue Taxation,
Dec. 3, 1970, p. 188.
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Second, the ADR system according to the Treasury was an attempt to recognize
-the obsolescence factors due to technological change, pollution requirements,
foreign competition and the high rate of capital formation since 1962.

In addition to these reasons, the ADR was expected to have a beneficial eco-
nomic impact by increasing economic growth and thereby reducing unemploy-
ment, stimulating investment in modern equipment and thus increasing produc-
tivity and dampening inflation, and improving the competitive position of Ameri-
can producers in the World market.

The ADR system was included with minor modifications in the Revenue Act of
1971.16 This act also restored the investment tax credit, as part of the President's
new economic policy. The reasons again appeared to be primarily to stimulate
economic growth.

CONCLUSION

The history of depreciation policy clearly reflects that a number of factors have
influenced depreciation policy-economic effects, equity, revenue needs adminis-
trative complexity, foreign competition and possible abuses. The various argu-
ments in these areas will be considered in the next section. It should also be noted
that the much higher tax rates in the later periods gave greater significance to
these provisions as compared with earlier periods.

III. ISSUES IN THE TAX TREATMENT OF CAPITAL COST RECOVERY

A. OVERVIEW

The basic issues in capital cost recovery may be examined in the framework
,of the criteria by which one evaluates a tax system. These generally accepted
criteria of a "good" tax system may be summarized as (1) a tax system which is
fair and equitable, (2) a tax system which is neutral in its impact on the economy
(3) a tax system which contributes to, or at least does not hamper, goals of govern-
ment policy, such as economic stability and growth, or international trade, and
(4) a tax system which is administratively feasible. Obviously a tax provision
which meets one criterion may be unable to meet another.

The issues in depreciation policy derive from these criteria. The history of
depreciation and investment tax credit policy show a steady trend, at least in
the post-World War II period, towards more liberal depreciation policy, allowing
faster recovery at an accelerated rate. One view is that such allowances are too
liberal in general and are a proper subject of tax reform. Another is that present
policy should be retained and perhaps even be further liberalized. Others suggest
that while current depreciation policy may be proper in general, certain aspects,
particularly those which contribute to tax shelter operations, should be revised,
since they may generate inequities and inefficiencies.

The major questions surrounding capital cost recovery policy may be sum-
marized as follows: (1) What is the proper measure of depreciation, that will
truly reflect income and what are the equity implications of a measure which
does not? (2) Does the tax system contain a bias against savings and investment
which justifies liberalized depreciation methods? (3) Does the existence of inflation
affect the equity and neutrality of depreciation allowances in measuring income
and justify more liberal methods of depreciation? (4) Are revisions in capital
cost recovery methods an effective tool of fiscal policy? (5) Can liberalized capital
recovery methods be justified as a means of encouraging long term growth?
(6) Are liberalized methods justified because other countries provide such liberal
methods and are they necessary for U.S. companies to compete in international
trade?

In addition to these major questions there are some additional questions: (1)
Are certain methods of depreciation justified to reduce administrative complexity?
(2) Does the role of liberal depreciation policy in tax shelter operations, which
may distort the allocation of resources, require some revision?

B. THE MEASUREMENT OF DEPRECIATION: FAIRNESS AND EQUITY

A major issue in depreciation policy is the question of how accurately tax
depreciation provisions actually reflect the decline in the value of the capital.

Is The 1971 act also provided for 5-year amortization of chlldeare and job training
facilities, designed to encourage investment in these areas.
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This argument is no concerned with the investment tax credit as it Is presently
constituted since it is in addition to depreciation although the investment credit
has some equity implications. The two questions involved here are (1) what sort
of rate of decline properly reflects the decline in value and (2) what is the proper
estimated useful life of the property?
Rates of decline

The straight line method of depreciation was used in tax accounting until 1954
and is still generally used in financial accounts. When the accelerated methods
were introduced the arguments accompanying them indicated in some cases that
they were viewed as incentives and in some cases as a reflection of how the value
of an asset actually declines. For example, the case of automobiles was cited which
decrease much faster in the earlier years. It was also noted that repair and main-
tenance was likely to be greater in later years. Technological improvements may
occur and make a machine obsolete. An older machine may not be as likely to-
operate full time.

Critics charge that the reference to automobiles whose decline in value is highly
influenced by yearly style changes is an inappropriate one. They suggest that in
the cases of most assets there is no greater decline in the earlier years. The difficulty
is that different types of assets are likely to decline at substantially different rates.
A machine made obsolete by new technology, and used in its later years on a part
time basis may actually decline at a faster rate in earlier years. However, if a
machine stays in full use and produces over its entire life then it is not declining
at a faster rate.

In addition, it was argued by Brown 1 that the straight line method itself had
built into it an assumption that an asset's usefulness declines at a faster rate in
the earlier years, unless the discount rate is 0. This is true because money in the
present is more valuable than money in the future due to the discount rate (or
interest rate). At a 10 percent rate of return, a dollar earned next year is worth
only about 91 cents today (or in other words, 91 cents invested today will yield
a dollar in one year). A dollar deducted after one year is worth more than a dollar
deducted five years later. Thus, under a straight line method of depreciation the
earlier deductions are worth more than the later ones. A depreciation system which
actually reflected equal contributions to earnings would have smaller dollar
deductions in earlier years than in later ones. Thus, Brown suggests that simply
asserting that an asset declines faster in its earlier years is not sufficient to suggest
that the straight line method is too slow.

The primary difficulty in assessing rate of decline is simply that it would be
almost impossible to demonstrate any general rule. Many observers would suggest
that accelerated methods constitute a subsidy. Faster methods are more advan-
tageous to a taxpayer since a savings in tax now is worth more than a savings in
the future (due to the interest rate). If the taxpayer is continually replacing his
assets he enjoys a continuing tax reduction, and if he is increasing his assets he
enjoys a growing tax reduction.
The determination of useful life

The second major question is whether the allowable useful lives appropiately
reflect the actual useful lives of assets. If a test such as the reserve ratio test
exists, then it may be possible to measure useful lives allowed for tax purposes
against actual practices. However, since the reserve ratio test has never actually
been in effect there is no way of determining how closely the 1962 guideline lives
approximate true lives. There is some evidence however that they were substan-
tially shorter. The Treasury Department Is surveyed audit depreciation practices
piror to the proposal for the 1971 revision. One question asked revenue agents and
engineers was whether most, some, or a few taxpayers were receiving more favor-
able depreciation benefits than they might otherwise be able to justify. 1,573
indicated most, 1 333 indicated some, and only 904 indicated a few. An industry
comment generally supported this finding.1' stating in reference to the reserve
ratio test: "As the end of the grace period approached, the Treasury realized few
companies would pass the test and set of a 'Brownie points for improvement'
system."

Thus, it would follow that if the 1962 guidelines were shorter than actual prac-
tice, the 20 percent shorter lives allowed by the ADR system would clearly be

IT E Cary Brown "The new depreclation polley under the Income tax: an economic
analyis," Rational tax Journal, vol. VIII, March 1955, pp. 81-98.

1s Department of the Treasury, Asset depreciation gange (ADR) system, June 1971, p. 1T.
19 "The great depreciation hoax." Industry Week. May 10, 1971, pp. 28.
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substantially shorter. Shorter lives, like the accelerated methods are of benefit
to a taxpayer because he can defer taxes.
Equity implications

If asset lives are shorter than actual practice, if accelerated methods are faster
than true economic decline, and if an investment credit is allowed, taxpayers who
use these methods will benefit over other taxp ayers who are unable to avail
themselves fully of this liberal tax treatment. While the income impact of the
reduction, that is, the incidence,' 0 is dependent on the extent to which corporate
income taxes and income taxes on unincorporated business are shifted to con-
sumers and workers rather than owners, certain types of businesses (and their
consumers and workers) would likely benefit. The most obvious beneficiary is more
capital intensive industry as opposed to more labor intensive industry.

Second, only those taxpayers who are able to use the accelerated methods will
be benefitted. This category would include of courSe only firms which are making
a profit and thus may be of little benefit initially to new and growing enterprises.
In practice, it is also likely to mean larger firms will be benefitted relative to
smaller ones. For a number of reasons smaller firms have been less likely to adopt
accelerated methods, guideline lives and even the investment tax credit.

For example, a survey showed that in 1959, 28.6 percent of assets of businesses
with under $1 million in total assets were in accelerated accounts compared to
38.1 percent of assets of businesses with $1 to $25 million total assets and 54.6
percent of assets of businesses with $25 million or more total assets.' 1 A survey
in 1963 of all manufacturers showed that 78 percent of companies with assets of
$100 million or more were using the 1962 guideline lives compared to 69 percent of
those with $10 million to $100 million and 47 percent of those with less than
$10 million.' A survey in 1971 of 626 businesses in Wisconsin, Illinois, Indiana,
Michigan, and Minnesota, with 254 replies, showed that 39.4 percent of the firms
with assets of under $1 million were using guideline lives compared to 58.7 percent
with $1 million and over.23 The same survey showed that 61.0 percent of firms with
assets of under $1 million were using the investment tax credit while 92.3 percent
of those with $1 million and over were using the credit. Similex results were
found if firms were divided by size of gross sales or number of employees.

A number of factors may explain the failure of smaller firms to take advantage
of these provisions. The accounting expenses, particularly the costs of keeping
two sets of books, may be too large in relation to the benefits. A smaller business
may also be less sure about future investments and reluctant to use accelerated
methods when they may have to pay more taxes later. There may be simply a
lack of understanding and awareness of the advantages of the provisions. Two
additional factors may be noted, however. First, smaller businesses may be less
likely to be as capital intensive as larger ones and the expected benefits much
smaller in any case. Also they may be more likely to be operating at a loss. Sec-
ondly, for very small businesses the existence of the first year allowance may
counteract the failure to realize benefits under accelerated depreciation and the
investment tax credit.

Third, the use of tax lives shorter than real economic lives will provide a relatively
greater benefit for taxpayers whose actual lives deviate most from tax lves. This
category of beneficiaries may include firms who more carefully maintain their
equipment and are able to keep it in service longer. However, it will also benefit
relatively, less efficient firms who use obsolete equipment. In other words, the use
of shorter lives may reduce the cost of capital, but may provide no direct incentive
to modernize for firms who use out-moded equipment. On the other hand, firms
who use obsolete equipment because they lack the cash flow to replace equipment
may be better able to do so with more liberal depreciation allowances.

C. TAX NEUTRALITY AND CAPITAL CONSUMPION ALLOWANCES

The use of liberalized depreciation methods and the investment tax credit have
been defended on the grounds that they restore neutrality to a tax system which
is biased against capital. A neutral tax or neutral tax system would be defined as

20 The question of incidence i discussed in the following section.
n Tax Foundation, "Depreciation allowances: Federal tax policy and some economic

aspe0t,1 1970, p. 22.
"The great depreciation hoax," op. cit., p. 28.

n Archie J. Bakap and Irving K. Christiansen, "The role of accelerated depreciation and
the investment credit in stimulating business growth," Akron Business and Economic
Review, voL 4, summer 1978, p. 23.
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one which would affect the costs of all goods, services and activities in the same
manner. All taxes depart from this criterion in some manner--a tax on wages may
affect work more than leisure, a tax on consumption affects consumption more than
savings, etc. A non-neutral tax will have an allocational effect on resources, that
is, it will divert resources from a non-taxed to a taxed area, relative to the situation
without the tax.

There are a number of features of the income tax which may be said to result
in a bias against capital formation. The first is that since all savings come out of
income, both savings (i.e. including it in the tax base) and the return to savings
are taxed. Thus, while all income is reduced by an income tax, initially, the income
tax reduces the future flow of benefits from savings more than the benefits from
consumption. In other words, the income tax reduces the net rate of return on
after tax savings (which may be viewed as future consumption) but does not reduce
the enjoyment of current after tax income on consumption. It is argued that,
consumption would become relatively more attractive than savings, and the
relative level of savings would be less than in the absence of a tax. The actual
impact, however, would be dependent on how elastic saving is to the rate of return.

The second reason is that the income tax is progressive, taking a larger share
of a richer person's income than a poorer person-s (the actual effect varies because
there are so many modifications in the tax rate). Since the average rate of savings
increases as one moves up the income scale, a progressive tax would be expected
to produce a heavier burden on savings than a proportional one would.

The third reason is the existence of a separate corporate income tax. This means
that at least some corporate income (dividends) are taxed twice. Capital gains
taxes on corporate stock might also be viewed as taxes on corporate income. This
double taxation means a heavy tax on corporate earnings.

The question of tax neutrality is very difficult to deal with. However, the tax
neutrality argument as a basis for liberalizing capital cost recovery allowances can
be examined from two standpoints. First, how non-neutral is our tax system?
That is, to what degree is our tax system biased against capital? Secondly, is
liberalized depreciation a proper response to an alleged bias against capital?

A tax is likely to have non-neutral effects on economic activities. The major
ways in which an income tax is likely to affect capital investment are first that it
may affect the average level of savings in the economy and thus the supply of
capital. Second, by taxing the returns to capital it may affect the demand for
capital.

A tax on income may first be expected to affect the allocation between work and
leisure. However, there are two effects to be considered-the income effect and
the substitution effect. A worker may be encouraged to work less since the return
to work is less and leisure becomes relatively more attractive (the substitution
effect) or to work harder to restore his original level of income (the income effect).
For many workers the choice would not be so available since there are institutional
constraints (he may have to work a 40-hour week). There may be other reasons
for working hard (prestige). However, studies of work effort among those who,
have choice (self-employed, professionals, the wealthy) and who also tend to be
subject to high rates of income taxes indicate that taxes have very little impact.'4
This would suggest that taxes have little impact on the supply of labor.

Given a certain level of income, a decision will be made as to what portion to
save and what portion to consume. Here the effect is the taxation of Income from
investment as opposed to no additional income taxes if incor.a is used for con-
sumption. Taxes would thus reduce the return to savings. Here also there may
be both income and substitution effects. The tax reduces the rate of return to
savings. The response may be to substitute consumption for savings (the substitu-
tion effect) or the response may be a greater degree of saving to yield the same
after tax return (the income effect).

Studies of the elasticity of savings to the rate of interest have provided varying
results.u Empirically, the observation that savings tend to remain consistent
through substantial changes in the interest rate have led many to believe that
the savings rate is not particularly responsive to rate of return, or that the income
and substitution effects balance. If savings are not responsive to the rate of return,
then this feature of the tax system would not involve an anti-capital bias.

24 See George Break, "Income taxes and Incentives to work," American Economic Review.
September 1957 and Thomas Henry Sanders, "Effect of taxation on executives," Cam.
bridge, Mass., Harvard University Press 1951.

Is See for example, Colin Wright, "Saving and the rate of interest," In the taxatiomo
of income from capital Arnold C. Harberger and Martin J. Bailey, ed., Washington, The
Brookings Institution, 1969, pp. 223-300.
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The second major feature of the tax system that has been charged to create a
bias against capital is the progressive rates. Even if the relative rates of saving
disposable income are not affected by the tax structure, the aggregate rate of
saving may be affected by a tax structure with progressive rates because higher
income individuals have a relatively higher propensity to save.

Several points may be noted here. First, progression in the tax system may
create a necessary "evil" as far as optimal allocation of resources is concerned if
a tax system is to be equitable (assuming equity is defined as a tax system based
on ability to pay). This same argument can be applied to the necessity of taxing
both income saved and income from savings, since reducing this source of revenue
might require a less progressive tax structure.

The second point which may be noted is that the income tax is not the only
tax. The U.S. tax system-Federal, State and local-is composed of a variety of
taxes. Many of these taxes are of a regressive nature (sales, social security). Most
studies of the burden of taxation using commonly accepted assumptions of inci-
dence, 2 suggest that the overall tax burden in the United States is roughly pro-
portional for the vast majority of families,"7 even though at very high income
levels effective rates are higher. Thus, the anti-capital bias of the U. S. tax system
as a whole may not be that significant.

In addition, the savings of the government should also be considered since a
portion of the taxes collected by government is saved. One investigator 28 suggested
that a proportional tax reduces savings by 3 percent overall if a "bricks and
mortar" definition of saving is used and increases savings by 5 percent if the
definition of savings includes expenditures on human capital (education, health).

The third feature of the tax system is the imposition of a separate tax on
corporate income. The central question again here is the incidence of the corporate
tax. Several views of this question may be taken.

The initial case nay be taken as that of either perfect competition or monopoly.
A profits tax impoacd on the corporate sector would lower the rates of return and
capital would migrate to the non-taxed (non-corporate) sector. Rate of return
would return to equilibrium with a lower rate of return on all capital. Assuming
a constant rate of savings, the burden would fall on al capital.

The difficulties are that the assumptions here are not likely to be typical of
American industry. The corporate sector has in fact grown substantially in the
face of higher rates of corporate tax. While there are many factors at work here,
this may suggest that there are substantial barriers to migration of capital from
the corporate to the non-corporate sector. Certain industries may find it difficult
to operate in non-corporate form. Or a firm could be enjoying very high profits,
and reduced rates of after tax profit may be preferable to foregoing market power.
In such a case, the corporate income tax may fall on corporate capital rather than
all capital.

In addition, all corporations may not be operating to maximize profits. There
may be a situation of administered pricing where a price is established by a price
leader and profits are not maximized but rather a target profit rate is established.
Or a firm may try to maximize sales or market share with a profits constraint.
The testimony of businessmen themselves indicate that they may be setting
prices while viewing the tax as a cost. Thus, there may be an immediate attempt
to pass on a tax in the price of the output (or not to accept labor demands). In
such a case the tax may be shifted in all or in part forward to prices and backward
to labor. It can also be shifted backward, in part, on wholesalers (by retailers),
manufacturers (by wholesalers), raw material suppliers (by manufacturers),
etc. Depending on the elasticity of demand for corporate products, the tax then
may not necessarily fall on capital.

30 The incidence of a tax refers to the question of who actually bears the burden of the
tax, I.e. whose Income is actually reduced because of the tax. One of the most difficult
questions of incidence is that of the corporate income tax, which may be reflected in
higher prices, lower returns, lower wages, etc. Depending on which of these reflect the
tax, the burden may be progressive or regressive. For example, to the extent that the tax
Is reflected in prices, the corporate income tax may be regressive; to the extent it is
reflected in return to capital, it is progressive. Similar questions of incidence are Involved
with other taxes such as property taxes on businesses and landlords, the social security
tax, etc.

't See the recent study by Joseph A. Pechman and Benjamin A. Okner, "Who bear the
tax burden?" Washington, Brookings Institution, 1974. Also see Roger A. Herriot and
Herman P. Miller. "The taxes we pay," Conference Board Record, May 1971, pp. 31-40
and "T'ax burdens and benefits of government expenditures by income class, 1901 and
1965." Tax Foundation, 1966.

" Lester C. Thurow, "The impact of taxes on the American economy," New York,
Praeger, 1971, p. 28.
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There is considerable disagreement as to the incidence of the tax. Theory, while
helpful in framing the questions cannot provide conclusive results. Historical
examination of net rates of return, although they do indicate a relatively consistent
net rate of return in the face of substantially different tax rates, cannot provide
conclusive answers since there are numerous other factors which had an influence
on rates of return. Econometric studies have produced differing conclusions."9

D. THE IMPACT OF INFLATION

A case for liberalized depreciation has commonly been made on the grounds that
a depreciation system based on original cost exaggerates income in an inflationary
economy. If prices are rising then a depreciation deduction based on original cost
will be insufficient to pixcvide for replacement of the asset. The asset will generate
greater income, which is taxed, because of rising prices, while depreciation deduc-
tions remain the same. Rapid depreciation deductions are said to counter this
effect because earlier tax reductions provide an increase in the present value of the
depreciation deduction. One analysis has shown that for an asset with a 10-year
life with the cost of capital 12 percent, the use of double declining balance deprecia-
tion and the use of ADR will be sufficient to offset inflation of 7% percent,30
through increases in the present value of tax savings from depreciation. Suggestions
have been made that depreciation allowances should be increased each year to
reflect inflation.

There is no question that inflation produces distortions in the economy which
may be aggravated by an income tax. But it seems difficult to make a case for
increasing depreciation deductions in particular because of inflation. Owners of
real assets are relatively protected from inflation because of the prices they can
charge as compared to owners of fixed financial assets.3' If one, views an asset as
producing a stream of net income over its life (gross income minus the wearing
out of the machine) then income produced by a capital asset could actually benefit
from inflation because prices are rising while the cost of the machine remains
fixed.

This result can be illustrated through an arithmetical example. Consider a $100
machine with a useful life of 10 years depreciated under the straight line method
and earning an after tax profit of 10 percent with a tax rate of 50 percent. In the
first year after tax income would be $10 ($30 gross price of the product before
depreciation and income taxes minus $10 equals $20, times 50 percent equals $10),
for a 10 percent return. Assume that in the next year prices increase byl percent
across the board. The new price will be $33, the after tax profit $11.50 ($33 gross
price minus $10 equals $23 times 50 percent equals $11.50). Because of inflation,
however, the $11.50 is now worth only $10.45 in year one dollars. Thus, the
machine has earned in the second year a higher rate of return-10.45 percent. In
the second year, assuming another 10 percent inflation after tax profit will be
$13.15 which is $10.87 in year one dollars for a return OF 10.87 percent.

From an accounting standpoint, at the end of 10 years there will not be enough
in the capital account to finance a replacement for the machine. This argument is
acce table only if depreciation is viewed as being for the purpose of providing the
fund to replace the machine. From an economic standpoint, however, the machine
will have earned a higher rate of return than in a world of no inflation.

The preceding illustration was highly simplified." In practice, each manu-
facturer would have a mix of new and old machines and prices, assuming compe-
tition will reflect this cost mix. In addition, different manufacturers will have
different average costs for capital equipment. If prices are competitive, the
manufacturer of the older machine will realize a relatively larger profit while
new producers will suffer. Depreciation allowances liberalized to reflect replace-
ment value will benefit those producers with older machines who are already
realizing greater profits, rather than new producers whose cost basis is higher.
However, present liberalized methods and the investment tax credit will benefit

"Summaries of the literature on the incidence of the corporate income tax may be
found In Richard A. Musgrave and Feggy B. Musgrave, "Public finance In theory and
practice," ch. 17, "Incidence of the corporation income tax " New York, McGraw-Hill, 1973,

1 p 36-41,and Joseph A. Peehman and Benjamin i. Okner, "Who bears the tax
urden " Washington, Brooking Institution, 1974, pp. 25-37.0 James I. Wittenbach, "Using present value analysis to explain Inflation off

provided bp accelerated depreciation." Taxes, voL 61, October 1973, pp. 610-013.
81 This view was discussed by William F. Hellmuth, Jr., "Depreciation and changing

price levels: fundamental economic issues," in.Depreciation and taxes, Tax Institute,
Princeton, 1959, pp. 55-9.

8 Inventory practice may, for example, have some effect.
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new producers since the advantages are concentrated in the early years of useful
life. But this result is simply because they benefit from purchasing of capital
equipment, not to account for the impact of inflation on machine values, and
they will benefit whether the producer is replacing assets, adding assets or is a
new producer.

Of course, the impact of inflation is unlikely to fall evenly on all sectors. A
case could be made for attempting a complete correction under the tax law for
all inflation. Such an approach could be very difficult. For example, if corporations
were to increase their depreciation deductions, then they should also increase
their income due to gains from paying back debt in cheaper dollars. Even if a
general approach could be devised, the actual reduction in taxes would be likely
to encourage further inflation.

E. LIBERALIZED CAPITAL COST RECOVERY AS AN INCENTIVE: ECONOMIC GROWTH
AND STABILITY

Two major arguments for liberal capital cost recovery policy involve the use
of such policy to encourage economic growth and its use as a counter-cyclical
tool to provide stabilization. The growth argument says that government policy
which reduces the cost of capital will encourage a greater level of investment in
capital goods which will thereby lead to a greater level of output than in the
absence of such policy. The fiscal policy argument suggests that tax provisions
which affect the cost of capital can be used as a counter-cyclical stabilizing device.
This use is most commonly associated with the investment tax credit. For example
by reducing capital costs in a time of recession, more investment will be encouraged
thus increasing output and reducing unemployment. In times of inflation, dis-
couraging investment through tax provisions will reduce the pressure on prices
and interest rates, although some argue that investment incentives should be
increased in some types of inflation to encourage greater productivity.

These goals of growth and stability appear to be inherently contradictory since
the first implies a continuing incentive and the second a varying one. However,
it is possible to have a continuing incentive such as liberalized depreciation and a
varying one such as the investment tax credit. Both arguments, however, rest on
the assumption that these devices will be effective in changing the level of invest-
ment, although timing is more important with the latter.

Some evidence exists on the impact of these provisions, including econometric
studies and surveys of business behavior, which are discussed in the following
pages.
Quantitative analyses of liberalized capital cost recovery

Since the middle of the 1960's there have been a number of efforts to analyze
the impact of the investment tax credit and accelerated depreciation through the
use of models. The following discussion summarizes the findings of a number of
these studies and the criticisms which have been made of them.

One of the best known of these studies is the model developed by Hall and
Jorgenson.33 They examined the impact of the 1954 and the 1962 depreciation
revisions and the 1962 investment tax credit. Their model assumes that firms are
maximizing profits and measures how much they would be ex ected to increase
investment because of the decreased costs of capital. The moderassumes that the
elasticity of substitution between labor and capital is 1.31 Output was held constant.

Their findings showed that gross investment in the 1954-1963 period was
increased (deriving from accelerated depreciation methods) for structures 11.4
percent in manufacturing and 9.8 percent for nonfarm nonmanufactu ring. For
equipment the increases were 7.1 percent and 6.8 percent respectively. They
found the 1962 depreciation revisions to be limited to equipment, increasing gross
investment (for 1963) in manufacturing by 3.7 percent and in nonfarm nonmanu-
facturing by 3.7 percent. The most significant impact they found, however, was
on equipment through the investment tax credit which for 1963 increased by
10.2 percent for manufacturing and 10.1 percent for nonfarm nonmanufacturing.
From these results, they concluded that tax incentives have a substantial impact
on investment.

' Robert E. Hall and Dale W. Jorgenson "Tax policy and investment behavior," Amer.
ican Economic Review, June 1967, vol. LVII[, No. 3, pp. 391-414.%4 The elasticity of substitution is a numerical measure of the relative degree of sub-
.stittability of labor and capital. The higher this measure, the greater would be the
Impact on Investment in capital from any given provision which reduces the relative
(o.t of capital.

33-5TS8-78----
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In later studies,u Hall and Jorgenson updated their estimates to cover addi-
tional changes. They found the evised investment credit for 1964 (which did not
reduce the basis) and the temporary suspension of the credit in 1966 to have a
substantial impact on the level of investment. They also found the cut in the
corporate tax rate in 1964 to have a slightly negative impact on the level of
investment.

The Hall and Jorgenson approach has been criticized on several grounds. One
criticism suggests that the elasticity of substitution between labor and capital is
in fact substantially less than one. Criticisms along these lines were made by
Coen ' and by Eisner By who argued that these assumptions resulted in substantial
overstatements of the impact of tax depreciation policy on investment. Eisner
suggested that the impact was probably only about one-sixth as much as the
Hall-Jorgenson estimates. Another criticism was that interest rates were held
constant 98 (interest rates may be expected to rise if there is a greater demand
for capital). Hall and Jorgenson,"9 in response, cited a substantial number of
studies showing the elasticity of substitution between labor and capital to be
around 1. However, there is by no means argument among economists on this
question.4 0 The assumption of this elasticity will have substantial effects on the
resulta.

41
Numerous other studies of the effects of tax incentives have been done, some

confirming the Hall-Jorgenson results and some finding these tax incentives to be
not very effective. While space does not allow a complete discussion of these
studies, a few will be noted. Bischoff,42 using a model which assumed a constant
but unspecified elasticity of substitution between capital and labor, found that the
effects of these incentives were significant. However, his findings showed that
while the stimulus due to the investment tax credit exceeded the revenue lo.ss from
the credit, the stimulus from accelerated depreciation was co.'ksiderably less. Coen 41
found that accelerated depreciation increased expenditures by $2 billion (1954
dollars) from 1954 to tv i-1962, while revenue losses were $5.1 billion. For all
incentives expenditures were increased by $2.8 billion from mid-1962 through
the third quarter of 1966, while revenue losses were $8.6 billion. The incentives
would thus not appear to be effective in relation to revenue foregone based on
his analysis. Klein and Taubman44 looked at the effect of a temporary tax credit
suspension using the Wharton School model (which allowed the inclusion of feed-
backs from the national economy). They found that the suspension of the credit
would have reduced investment by $2.3 billion in 1967, with about half the impact
due to feedback effects, while a permanent reduction would have reduced invest-
ment by $1.6 billion (both 1958 dollars). A study by Aaron, Russek and Singer 4'
looked at the effects of the Tax Reform Act of 1969 (which reduced investment
incentives) and the Revenue Act of 1971 (which increased incentives using the
Federal Reserve Board-MIT model). While their findings were consistent with

Robert E. Hall and Dale W. Jorgenson, "Tax policy and investment behavior reply
and further results," American Economic Review, June 1969, vol. LIX, pp. 388-400 and
"Application of the theory of optimum capital accumulation," in Tax Incentives and
capital spending, Gary Fromm (ed.), Washington, Brookings Institution, pp. 9-60.

• Robert M. Coen, "Tax policy and investment behavior: comment," American Economic
Review. June 1969, vol. LIX, pp. 370-379.

X Robert Eisner, "Tax policy and investment behavior: comment," ibid., pp. 379-388.
3A Ierard M. Brannon, 'The effects of ta incentives for business investment: a survey

of the economic evidence." in The economics of Federal subsidy programs, Joint Economic
Committee, 92d Cong., 2d sess., July 15, 1972, p. 251.

3 Robert E. Hall and Dale W. Jorgenson, "Tax policy and investment behavior: reply
and further results," op. cit.

", For a brief discussion of studies on the question of the elasticity of substitution
between labor and capital, indicating that findings varied from zero to slightly more than
1, see Gerard M. Brannon, "The effects of tax incentives for business investment: a
survey. of the economic evidence," op. cit., pp. 252-253.

1 Robert Eisner pointed out that the findings of Coen showed that an estimate of $6.7
billion for 1954 to 1968 (1954 dollars) attributable to investment incentives would be
reduced to under $2 billion if an elasticity of 0.2 was used. See "Tax policy and invest.
inent behavior: further comment," American Economic Review, September 1970, vol. LX,
No. 4. pp. 746-752.

42 Charles W. Bischoff, "The effect of alternative lag distributions," in Tax incentives
and capital spending, op. cit., pp. 61-130.

4'Robert M. Coen, "The effect of cash flow on the speed of adjustment," ibid., pp.
131-198.

4 Latwrerfe W. Klein and Paul Taubman, "Estimating effects within a complete econo-
metric model," ibid., pp. 197-242.

'5 Henry J. Aaron Frank S. Russek, Jr., and Neil M. Singer, "Tax changes and com-
position of fixed investment: an aggregative simulation," Review of Economics and
Statistics, vol. LIV, November 1972, pp. 34-856.
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Hall and Jorgenson in the relative impacts, the magnitudes were considerably
less. While Jorgenson 4 using the DRI (Data Resources, Inc.) model forecast an
increase in equipment investment of $6-$7.5 billion in 1973 through 1975. Aaron,
Russek and Singer forecast an increase of about $1-2 billion. They also found that
the increased investment in one component comes at the expense of other com-
ponents since they assumed that the supply of investible funds was inelastic
with respect to the interest rate.

Taubman and Wales ,7 criticized earlier studies such as Hail and Jorgenson
because they were concerned with a partial equilibrium 48 model in a short run
framework. While they conceded this analysis may be useful for measuring the
effectiveness of these tax provisions for counter-cyclical purposes, they suggested
that a general equilibrium analysis would be more appropriate if the provisions
were used to encourage longer term growth. Using such a model, they found that
the impact of the tax provisions are substantially smaller than in a partial equi-
librium analysis. They note that investment can only increase if the aggregate
level of savings increases, either as a response to the interest rate or because of a
redistribution of income to those who have a higher propensity to save. As noted
earlier, there is some evidence that savings rates are not very responsive to rates
of return. They also indicate that the gains from the increase in output due to
increased investment after a new equilibrium has been reached is likely to accrue
to capitalists rather than workers.

In an examination of the impact of the investment tax credit in the Revenue
Act of 1971, Paul Taubman 19 suggests thrt the investment tax credit had limited
usefulness as a counter-cyclical device. He presented results from the Wharton
Economic Forecasting Model which showed the annual impact of the credit on
investment to be none in the first quarter, $.1 billion in the second and rising
gradually to $1 billion in the eighth. Overall impact was $.2 billion in the first
year and S.7 billion in the second year. The Data Resources Incorporated (DRI)
model found investment to remain unchanged in the first three quarters, but
rising to $5.7 billion in the last quarter. The first year effect was none, the second
year $2.9 billion. GNP was expected to increase by $.4 billion in the first year and
$1.3 billion in the second (Wharton) and by $.I billion in the first ani $.3 billion
in the second (DRI). The Wharton model showed a .05 percentage point increase
in the Consumer Price Index in both years and a .02 and .07 decline in the unem-
ployment rate for the first two years. The DRI model showed no effect on the
Consumer Price Index, no effect on unemployment in the first year and a .1
reduction in unemployment in the second.

Although the two models predicted quite different impacts on investment in
the second year, they both show little stabilizing value in the first year and
relatively minor impacts on unemployment and inflation in the second. These
results, Taubman concludes, indicate that the credit was a failure as a stabilizing
device. He also suggests that actual changes in investment observed since then
support this conclusion.

T he results of these studies show conflicting results but tend to suggest that
the Hall-Jorgenson results may be high. The studies do raise some questions about
the effectiveness of the tax provisions in stimulating investment.
Tax incentives and investment decisions: Surveys of businesses

The preceding section has looked at some economic analyses of the impact of
tax liberalized capital cost recovery. These studies, among other things, assume
that businessmen will make investment decisions in a certain way (i.e., that they
wish to maximize profits, that they have knowledge to make rational decisions,
and that they will respond to such incentives). Another approach to examine the
impact is to ask businessmen themselves how these tax provisions affected them.
This approach may be particularly useful in examining the usefulness of the

" Dale W. Jorgenson, "Statement in long-term economic Implications of current tax
and spending proposals," Hearings, Subcommittee on Fiscal Policy, Joint Economic Com-
mittee, 92d Cong., 1st seas., May 24, 1974, pp. 176-192.

47 Paul Taubman and Terence J. Wales, "Impact of investment subsidies in a neoclassical
g rowth model," Review of Economics and Statistics, vol. LI, No. 3, August 1989, pp.
237-297.

"A partial equilibrium analysis examines a small sector of the economy. The general
equilibrium analysis examines the entire economy.

"Paul Taubman, "The Investment tax credit, once more, Boston College Industrial
and Commercial Law Review, vol. 14, May 1973, pp. 871-890.
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incentive as a counter-cyclical device, since such a use requires a relatively rapid
response.

A summary article 50 reported the results of several industry surveys. McGraw-
Hill's survey in the Spring of 1962 indicated that businesses as a whole would
increase their 1962 expenditures by only 1 percent in response to the investment
tax credit. Nine out of ten of the companies responding indicated that it would
not have an effect. The National Industrial Conference Board survey of the 1000
largest manufacturing corporations, taken in March and April of 1962, suggested
that the increase in 1963 expenditures would be small. In more than half the
cases the difference was less than 1 percent. In a 1965 article Woodward and
Panichi 61 reported that out of 42 firms surveyed, only 4 indicated that the credit
exerted a slight influence, I a moderate influence, and 31 no influence at all. The
National Industrial Conference Board survey of the 1,000 largest manufacturing
corporations indicated that there would be only moderate cutbacsfrom the
suspension of the credit-1.3 percent in the first half of the year and 2.8 percent
-In the second half.

A survey by Castellano s' of 40 businesses in the Dayton, Ohio area found that
-out of the 27 responding only 4 indicated that they were strongly influenced by the
tax credit, 8 that they were midly influenced and 15 not at all. A survey by Bakay
.and Christiansen " of 626 firms, with 254 replies, in the Wisconsin, Illinois,
Indiana, .Michigan and Minnesota areas showed that 150 firms reported no
difference due to accelerated depreciation, 145 no difference due to the investment
credit and 168 no difference due to the guideline lives. There was some influence
reported by 63, 60 and 30 of the firms respectively, and no answer for 41, 49, and
56.

In May of 1972, Rinfret Boston Associates 4 added questions about the effect
of tax provisons to their regular survey of businesses (which had a 75 percent
response rate and accounted for over 50 percent of private capital investment)
Of the total, including public utilities, 75.2 percent reported no change in capital
spending plans due to the investment tax credit and 90.1 percent reported no
change due to AIR. Excluding public utilities, the results were 72.1 percent and
89.9 percent respectively.

The results of these surveys suggest that businessmen themselves are not
directly influenced by tax incentives to a substantial degree in their decisionmaking
about capital investment.

Qualitatie criticisms
These econometric analyses and surveys tend on the whole to suggest that the

impact of tax provisions on investment may be limited. However, even if they do
have a substantial impact, they can be criticized on other grounds. For example,
Robert Eisner 5 criticizes the use of tax provisions to encourage long term growth
on both efficiency grounds and on normative grounds. He suggests that in the
absence of such provisions consumers are making choices about whether they wish
to consume in the present or consume in the future (i.e. invest). Investment
stimulated in the present means less consumption. The question then is whether
it is a proper role of the government to make these choices for consumers. The
acceptance of a goal of induced growth may be a questionable proposition. He

also criticizes the use of tax incentives to encourage growth on efficiency grounds.
If ouc a<sum that an additional machine will be acquired only if the discounted
value of its future production to consumers is equal to its cost, then a subsidy
may encourage capital expenditures which would not be freely accepted by con-
suMers. Economic theory suggests that if a firm is maximizing profits it may invest
in a marginal unit which will yield discounted income equal to cost. A subsidy

-OJohn W. Cook, "The investment credit: investment incentive and counter-cyclical
tool." Taxes. March 1967, pp. 22T-233.

' ". 0. Woodward and Vincent M. Panichl, "Investment influences of the tax credit
programm," National Tax Journal, vol. 18, September 1965, pp. 272-276.

", Joseph F. Castellano, "The effect of the Investment tax credit: an emprical study,"
Akron Business and Economic Review, vol. 3, winter 1972, pp. 81-33.

', Archie J. Bakay and Irving K. Christiansen, "The role of accelerated depreciation
Atl the investment credit in stimulating business growth." Akron Business and Economic
Review, vol. 4, summer 1973, pp. 22-25.

Statement of Pierre A. Rinfret. "General tax reform," panel discussions before the
MJa-,s and Means Committee, pt. 3--Tax treatment of capital recovery,-93d Cong., 1st sess.,
Feb. 7, 1974, p. 483.

Robert Eisner. "Business investment preferences," George Washington Law Review,
vol. 42 no. 3, March 1974, pp. 486-500.
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to investment may encourage a firm to invest in a machine which yields discounted
income less than cost (disregarding the income attributable to the additional
deduction for accelerated depreciation).

The goal of stability, that is of using capital cost recovery provisions for counter-
cyclical purposes is a widely accepted role of government policy. If tax provisions
can be used effectively in this manner, then they may be justified. The greatest
difficulty here, aside from the question of impact, is whether such incentives can
be properly timed. If a government response is to be made to a need for investment
there are a number of delays encountered. First the existence of the need must
be recognized. The lag in economic data on which to base a decision is one of the
most serious problems. Then, government must take legislative action, which
could involve a substantial amount of time while policy is debated. After enact-
ment, firms must respond. Since many capital investments require substantial
lead time, the reaction of the firm must also take time. It is quite ossible, that
by the time the firms reacted and the impact of investment was felt, business
conditions may have changed so much that it becomes an improper policy. A
stabilizing move which has an impact at the wrong time may be worse than no
action at all.

F. TAX POLICY AND INTERNATIONAL TRADE

An important argument for liberalized capital cost recovery methods is that
such provisions are necessary in order for American firms to compete abroad with
firms in countries which have similar liberalized methods of depreciation. For
example, a Treasury study m reported in 1962 showed that U.S. depreciation policies
were more restrictive than other major countries both before and after the 1962
revisions in depreciation and the imposition of the investment tax credit. A study
by Rinfret Boston Associates 67 showed the cost recovery provisions in the United
States to be more restrictive than in the U.K., West Germany, Japan, Italy,
Sweden and Belgium. However these studies did not take account of the corporate
tax rates.

A study prepared by Treasury 6' and presented in 1971 did take account of the
rates by showing comparative costs of capital. Comparing the United States with
several countries they showed capital costs without ADR and the Investment tax
credit were greater in the U.S. than in other major countries. With the investment
tax credit and ADR U.S. capital costs were still higher than those in the U.K.
Japan, Italy, West Germany Sweden and Belgium, and lower than those in
Canada, the Netherlands and France. Another difficulty with even a study which
takes account of rates is that other countries may ignore other aspects of the
country's tax policy which may have a bearing (indirect taxes, regional taxes, etc.).
However, it should be noted that indirect taxes, such as the value added tax
common in European countries, are rebated on exports.

The argument for liberalized depreciation to compete with other countries'
methods may be criticized on several grounds. Eisner and others 59 point out
that the argument ignores the basic principle of comparative advantage in inter-
national trade. This principle shows that countries will export those goods in
which they have a comparative advantage, i.e. which they can produce cheaply
relative to other goods.60 Assuming flexible exchange rates, these rates would
adjust to reflect changes in prices, as a nation cannot consistently export more
than it imports. The only way in which a country can increase its exports is by
increasing its total output and income. Thus an investment incentive would

5 Tax Foundation "Depreciation allowances: Federal tax policy and some economic
aspects." New York, 1970, pp. 44-52.

S Statement of Pierre Rinfret, "General tax reform," panel discussions before the
Committee on Ways and Means pt. 8, Tax treatment of capital recovery, 98d Cong..
1st sess., Feb. 7, 1973, pp. 427-48.

"Statement of Secretary of the Treasury John B. Connally, The Revenue Act of 1971,
hearings before the Committee on Finance, U.S. Senate, pt. 1, 92d Cong., 1st sess., p. 8.

"See for example, Robert Eisner, "Business investment preferences," George Wash-
ington Law Review, vol. 42. March 1974, pp. 497-498 and Paul Taubman, "The Investment
tax credit, once more," Boston College Industrial and Commercial Law Review, vol. 14.
May 1973, p. 878.

"Even If it costs a country more to produce everything relative to other countries, it
will still trade those commodities that it can produce cheaply relative to other goods and
Import those which produces less cheaply as it will have more goods If it trades. Simi-
larl y, a country which produces everything more cheaply than other countries, will trade
those Items which are relatively less expensive to produce, as it will also have more goods
If it trades.
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increase exports only by increasing productivity. However a government subsidy
to one industry might shift the comparative advantage. Thus a provision which
reduces capital costs will benefit more capital intensive industries and encourage
their exports at the expense of less capital intensive industry.

There may be a case for such provisions if flexible exchange rates do not exist,
although again the comparative advantage may shift among industries. However,
this argument dces not suggest that we necessarily change our capital recovery
provisions to match those of other countries. (No one has, for example, suggested
that we adopt the income tax rates of other countries in order to compete.)
The question may be asked whether it is desirable to adopt provisions which will
have an impact throughout our economy for the purpose of encouraging exports.
It would seem that a more direct approach, if we do not support flexible exchange
rates, is to provide subsidy directed specifically at exports such as the Domestic
International Sales Corporation (DISC).6 "

0. ADMINISTRATIVE SIMPLICITY

The arguments for provisions based on administrative simplicity have generally
been focused on the question of useful life, as illustrated in the history of depre-
ciation policy. This history illustrates the problem encountered in the 1930's
in allowing taxpayers to choose their own lives. With tax rates much higher now
a taxpayer in his own self-interest would be expected to choose lives much shorter
than actual lives.

The result is that regulations must generally prescribe some sort of guide to
useful tax lives. Of course, the shorter the allowable tax lives are in relation to real
lives the less the likelihood of taxpayer disputes regarding these lives. In addition,
while it may be legally possible to allow shorter lives than the taxpayer's actual
lives, it is of questionable legality to require longer lives since the result would
be an overstatement of net income. Hence, the argument for shorter lives based on
administrative considerations.

Administrative simplicity played a major role in the stated reasons for the
Treasury's adoption of the ADR system and abandonment of the reserve ratio
test. By choosing average industry tax lives which were probably already shorter
than real lives and further allowing the lives to be shortened by 20 percent, along
with discarding the reserve ratio test, it would be expected that the vast majority
of taxpayers would adopt the guidelines without dispute.

The Treasury indicated two major sets of reasons for adopting ADR in 1971.
One reason was the recognition of obsolescence which they felt suggested that
depreciation allowances should not be tied to an individual taxpayer's circum-
stances. The other was stated as: 2

"The necessity from the standpoint of administration of the internal revenue
laws for a comprehensive and improved system for dealing with the allowance for
depreciation and the integrally related problem of repair and maintenance ex-
penditures; the long history of controversy over Bulletin F; the fundamental de-
fects of the reserve ratio test; the magnitude of the problem of extensive facts and
circumstances disputes with a substantial number of t.-. -ayers; the logic, practical
importance and greater equity of relying on industry average lives; the need to
move towards neutralizing depreciation as a competitive factor; and the necessity
of providing a depreciation accounting system which would produce regular, sys-
tematic data for use in establishing industry lives and repair allowances-all these
factors dictated the adoption of the ADR system."

The Treasury also noted that if the reserve ratio test were applied, taxpayers
who failed it would be expected to assert that their lives were proper on a facts and
circumstances basis. They estimated that if even 5 percent of taxpayers did this it
would require audits of 150,000 returns. They indicated substantial manpower
difficulties in dealing with this.6

Some critics have charged that the administrative simplicity argument was
simply window dressing for a proposal to provide a subsidy for business. It should
be noted that the Treasury does not have the authority to reduce taxes and changes

K A DISC's profits are taxed to the shareholder rather than to the DISC itself up to at
least 50 percent of earnings. Tax on the remaining 50 percent Is deferred as long as
reinvested In export activities of the DISC.

02 Department of the Treasury. Asset depreciation range, June 1971, p. 239.
" Ibid., p. 243.
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in depreciable lives must be on grounds other than incentive ones. Even so, the
Treasury discussion noted the expected stimulus to the economy. It might also be
noted that there was substantial debate in 1971 over whether the Treasury had the
authority to prescribe ADR and the issue was only resolved when Congress
adopted the system as part of the Revenue Act of 1971.

Martin David took such a view of ADR. He noted: 6
"The action was taken because it did not, in the eyes of the Administration,

require legislative approval. Had legislation been required the Treasury need not
have offered an elective package to the taxpayer. The administration chose the
ADR as a means to short-run stabilization policy, not as an end to improving the
administration of the tax law. Had fundamental improvements in tax administra-
tion formed the heart of this proposal; had the improvements been backed by
by solid documentation there would have been no reluctance to consider a plan that
required legislation.

"The truth is that the Treasury conceived of simplification as a useful slogan
to sell a program that was generated by strong political pressures from industry
and the short-term demands of a sagging economy."

lie also suggests that the expectation that litigation over the reserve ratio test
would have been overwhelming, as suggested by Treasury, is unlikely since there
are substantial costs to the taxpayer in proving depreciation under a "facts and
circumstances" test.5

It is clear that a system such as ADR has superior administrative simplicity.
So would allowing taxpayers to choose their own lives without challenge. The
administrative simplicity argument must be put in perspective and the admin-
istrative costs compared with possible revenue losses from the proposal. However,
if other factors support the adoption of ADR, such as economic incentives the
additional administrative superiority of the system must be considered. If ADR
and some other incentive such as an increased investment credit seem equally
attractive on other grounds, then a proposal such as ADR may be chosen on
administrative grounds.

H. THE TAX SHELTER PROBLEM

The question of tax shelters is a specialized issue in the question of depreciation
policy. However, it cannot be denied that accelerated capital cost recovery
methods and the expensing of certain items play a major role in the development
of tax shelters in real estate, farming, oil and gas and equipment leasing.
Mtechani.n of the tax shelter

A real estate tax shelter may be taken as an example. Such a shelter would be
characterized by a limited partnership as the investment vehicle, usually featuring
a highly leveraged investment. The deductions generated are a means of shelter-
ing other income from tax liability. For example, an individual with a high income
might invest in an apartment complex, borrowing 90 percent of the funds. During
the construction and early period he can deduct taxes, interest on the loan and
depreciation before any income is received. These deductions reduce his other
income which would have been subject to high rates. In the early years, the tax
savings from this deduction may actually exceed his equity investment in the
project. Thus, in the case of a limited partnership, he may enjoy a riskless invest-
ment.

These provisions figure in tax shelters in other areas as well-the expensing
of intangibles in oil and gas drilling, the expensing of farming expenditures in
farm shelters and depreciation and investment credit in equipment leasing.
The main benefits to the investor are that he may enjoy a relatively riskless
investment, that he defers taxes on his regular income and thus enjoys the equiv-
alent of an interest free loan and that there is some possibility of realizing gains
reflecting accelerated depreciation when he sells the investment which will be
taxed a lower capital gain rate while the depreciation deductions reduced income
which would have been taxed at ordinary rates.

O6 Martin David. Discussion. Tax depreciation reform, the Journal of Finance, vol.
XXVII. May 1972, p. 538.

0 Ibid., p. 540.
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The issue of tax shelters
Tax shelters develop because certain provisions, such as accelerated depreciation

which may have been put in the law because of fairness, simplicity or as incentives
are coupled with the desire of high income individuals to shelter income. De-
preciation itself is probably most important in the real estate tax shelter. One
reason is that, although accelerated depreciation is limited for real estate it is
still quite likely to substantially exceed true decline in value. For example, Tiaub-
man and Rasche " suggest that true depreciation in the case of real estate is only
about one fourth the rate allowed in the tax law and that a reverse sum of years
digits would more a ropriately reflect true economic decline.

Tax shelters are likely to reallocate investment capital into particular areas
such as real estate. It may be a desirable objective to divert resources, if for
example, there is a need for investment in housing. However, to the extent that
investments are made in projects whose primary attraction is the tax benefit
rather than soundness as an investment, a cost is imposed on society, particularly
if these funds are diverted from more productive uses. In addition, the govern-
ment incures substantial revenue losses.
Methods of dealing with tax shelter operations

Some critics of the use of tax shelters argue that the underlying provisons
which lead to these shelters should be revised. For example, they suggest that
real property be limited to straight line depreciation. Others, however, propose
specific provisions aimed at these operations while retaining the provisions in
general use.

There are provisions in current law which are aimed at these problems. These
provisions include the recapture rules for treating capital gains as ordinary income
and the minimum tax on preference income. Included in the preference income
base are accelerated depreciation on real property in excess of straight line and
amortization in excess of accelerated depreciation in general These provisions
have been charged to be ineffective in some instances. For example, the minimum
tax has been charged to be of limited impact because of the low rate and high
exemptions. However, it should also be noted that depreciation on real property
is much more limited than that on machinery and equipment and that the invest-
ment credit is not allowed for structures.

One approach to strengthening the provisions is to revise the minimum tax by
increasing the rate and reducing the deductions. The Treasury has proposed a
Limitation on Artificial Accounting Losses (LAL). This proposal would disallow
as a deduction that portion of loss in the investment which derived from accel-
erated deductions including accelerated depreciation in excess of straight line on
real estate, taxes and interest during the construction period and certain other
deductions relating to oil and gas, leased property and farming. Another proposal
which has been made is to limit losses to the taxpayer's actual equity investment.

I. REVENUE LOSSES

The provisions involving accelerated capital cost recovery result in substantial
revenue losses. Table I sets out estimates of these revenue losses for a number of
provisions.

One major item missing from the list of losses shown in Table I is that from
accelerated depreciation on machinery and equipment and the existence of tax
lives which may have been shorter than real lives before the AI)R. In the con-
ceptual analysis of the tax expenditure budget the Treasury stated: 67

N Paul Taubman and Robert Rasebe, "Subsidies, tax law and real estate investment,"
in U.S. Congress. Joint Economic Committee "The economics of Federal subsidy programs,"
pt. 3, Tax subsidies, July 15, 1972, pp. 343-369.

0 The tax expenditure budget. a conceptual analysis." 1968 Report of the Secretary of
the Treasury, Washington, U.S. Government Printing Office, 1969, p. 322.
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TABLEI1.-ESTIMATED:REVENUE LOSS FOR CAPITAL RECOVERY TAXIPROVISIONS'

kin millions of dollars; calendar year unless noted

Fiscal

1967 1968 1969 1970 1971 1972 1973 19N715

Investment credit --------- _------------- 2,300 3,000 2, 630 910 1, 800 3, 800 4,300 4,900

Corporations-------------------------------------------------- 1,495 3,0o50 3, 500 4,100
Individuals ............... 7.............................................. 305 3 750 800

Depreciation on buildings (other than rental
housing) in excess of straight line ........... 500 550 550 500 480 500 530 600

Corpwations ........................................ 320 330 350 400
iniidas---------- ----------------- :-------- 160 170 1SO 200Individuals .............................. ..................... ........ 16 7 18 20

Asset depreciation range ..................................................... 700 '860 1,250 1,500

Corporations ........................................................... 600 850 1, 240 1, 490
Individuals ........--------------------------------- 100 10 10 1o

Depreciation on rental housing in excess of
straight line -------------------------- 250 250 275 255 500 600 600 600

Corporations ........................................ 300 350 350 ........
Individuals ......................-------- - -----------------.------------ 200 250 250 ........

Rail freight car amortization ..........................--- - - ----------- 105 45 "380 140 '10
Housing rehabilitation - ----------------------------------------- 25 40 50 65

Corporations -----------------------..---------------------------------- 10 15 20 25
Individuals ----------- _---------.----------------.----------------- 15 25 30 40

Pollution control amortization --------------------------- 15 15 15 25 35 40
5-yr amortization of child care facilities ........-------------------- ----- 5 5 5
Expensingof exploration and development costs' 300 330 340 325 325 '650 750 860

Corporations ---------------------.--------------------.------------- 260 580 650 760
Individuals -------- ----------------------------------- 65 70 100 100

Expensing of research and development costs._. 500 550 565 540 545 570 580 650

1 These estimates are those which have been commonly termed tax expenditures and thus which may be viewed as sub-
sidies. A notable omission is accelerated depreciation on machinery and equipment, for which an estimate is extremely
difficult. Also omitted are the Items related to farming since they are lumped with capital gains. These estimates are each
prepared separately (unless noted), and thus not additive. Only first order effects are considered. Also omitted are some
amortization provisions which involve minimal revenue losses.I Changes in the 1972 figures as compared to 1971 which are due wholly or in part to revised data and/or new sources
or data andlor imraroved estimating methods.

' This provision is being superseded by the investment tax credit.
4 Estimates for years before 1972 consider the provision In conjunction with percentage depletion

F Source: Estimates for 1967-72 are from U.S. Congress, House, Committee on Ways and Means, Estimates of Federal Tax
Expenditures, prepared by the staffs of the Treasury Department and Joint Committee on Internal Revenue Taxation June
1, 1973. Estimates for 1973 and fiscal year 1975 are from Tax Analysts and Advocates, Tax Notes, April 15, 1974, and
January 21, 1974 respectively.

"Some items were excluded where there is no available indication of the precisee
magnitude of the implicit subsidy. This is the case, for example, with deprecia-
tion on machinery and equipment where the accelerated tax methods may pro.
vide an allowance beyond that appropriate to the measurement of net income but
where it is difficult to measure that difference because the true economic deteriora-
tion or obsolescence factor cannot be readily determined."

Robert Eisner has proposed a total rough estimate for all accelerated deprecia-
tion for 1973 at $11 billion."s

CONCLUSION

Translating these arguments for liberalized capital cost recovery methods into
a guide for determining tax policy is difficult. Past experience, while not a sure
guide to the future, does at least suggest that in the nineteen sixties tax lives were
shorter than real lives. The 1971 changes made these lives shorter. Such a depar-
ture from the measurement of true economic decline is increased by accelerated
methods of depreciation. The investment tax credit, of course, is clearly a depar-
ture from true measurement of capital recovery.

m Robert Eisner, "Bonanzas for business investment," Challenge, November-December
1973. p. 40.
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Thus, these measures can be viewed in large part as tax subsidies to business.
it is then proper to examine the arguments for reduction in capital cost through
tax policy. The arguments involving inflation and tax neutrality appear to pro-
vide a weak argument for liberalized depreciation and investment credits per se.
Inflation and a possible anti-capital bias in our tax system are very real questions.
These arguments seem to be weak not in the fact of their existence as distorting
factors, but in the use of liberalized capital cost recovery as a solution. In the case
of inflation, it would seem a more direct remedy to develop government stabiliza-
tion policies which will help to control inflation, or, if inflation is to be institu-
tionalized, reflect the existence of inflation throughout the tax law.

Similarly with the tax neutrality argument. If we wish to decrease a possible
anti-capital bias in our tax system the more direct route would seem to be to re-
duce those aspects of our tax system which are alleged to be responsible for the
bias-reduce the top tax rates, reduce the corporate income tax rates, etc. Policy
may suggest, however, that we do none of these, that we are willing to accept this
bias as a cost of a tax system which will weigh less heavily on the poor.

The same view may be taken of the argument involving international competi-
tion. If tax policy is to be used to encourage exports, a stronger argument may be
developed for a provision which directly benefits exports than one which reallocates
investment throughout our entire economy.

Administrative simplicity, to the extent that it is an objective, is a good argu-
ment for the ADR system. This objective must, of course, be weighed against other
costs, and may suggest the use of ADR as an alternative to provisions such as
investment credit and the number of depreciation methods allowed which increase
complexity.

This analysis suggests that the major reasons for liberalized capital cost re-
covery methods must be their use for the propose of growth and stability, even
though induced growth has itself been challenged as a goal on normative grounds.
The difficulty is that the impact, efficiency, cost-effectiveness and distributive
results of these provisions in attaining such goals have been brought into question
and are largely unresolved.

Representative STEIGER. The view of the White House was not
always so disheartening as it is today. President Kennedy, as I indi-
cated at the outset, saw the need to release the forces of growth and
recommended cutting back the taxes on capital gains.

I think it might be useful for the committee--and you, Mr. Chair-
man, have done an excellent job in your opening statement, in laying
out some of the problems with which we are faced, to look at what has
happened in the 10 years.

in 1968 we were at relatively full employment, inflation was still
moderate, the stock market was rising, new companies were being
formed and the economy was basically healthy.

The seventies have been fairly dismal, in contrast to that. We have
gone through two recessions and double-digit inflation. The stock
market has declined and over 5 million individual investors have
dropped out of the market.

In 1968, 300 high-technology companies were begun. In 1976,
there were none.

Let us look at one particular problem-the ability to raise capital.
In 1969, 698 firms with a net worth under $5 million raised $1.4 billion
in capital. In 1975, four firms raised $15 million and in 1977, 30 firms
raised $118 million. That is million, not billion.

It is plain, frankly, that something is very worng. High-technology
industries and venture investors are convinced that the root cause of
inadequate capital is the Tax Reform Act of 1969 which increased the
tax on capital gains. I agree.

The Act narrowed the gap between ordinary income and capital
gains, and it weakened the financial incentive to invest.
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An analysis by Oscar Pollack reveals that between 1969 and 1976,
investments in tax-free municipal bonds increased by 52.9 percent.
Investments in the stock market, a primary source of capital, de-
clined by 5 percent.

Yet, from 1962 to 1969, a period of low taxation on capital, stock
market investments increased by 70.7 percent and even Joan Robin-
son, the English marxist economist, has acknowledged that people
do not normally act out of altruistic motives. They need incentives, and
if we create disincentives, people will not invest.

In short, capital gains taxes are even more important as a deter-
minant of investment decisions than they are as a producer of revnue,
and this point is fundamental and it is one that, to my sorrow, the
President's advisers have failed to recognize.

Shrinking capital markets are making it difficult for firms to raise
capital. Competition is fierce, but it is not competition to produce
goods and services. It is competition to find the little capital that
people are willing to make available.

Among the hundreds and hundreds of letters that have come into
my office, as I am sure they have into every Member of Congress'
office, and particularly to Cliff Hansen's, a retired Michigan business-
man has written to say that he planned to start a new business by
selling holdings in a mutual fund, but his accountant told him that
the tax on the sale would not make the effort worth his while and,
instead of creating new jobs, instead of investing in a new business,
his money is locked into a mutual fund-and that is not an isolated
case.

The Pollack data mentioned above indicates that capital locked
into existing investments are flowing to tax-free bonds.

For those who are concerned over whether or not what Cliff Hansen
and I are suggesting benefits the wealthy, it seems to me that they
have missed the very fundamental point that for those who have sub-
stantial wealth, they have a way to deal with it right now, by simply
investing in tax-free bonds. That is good for cities and towns and
counties and States, but does not do very much at this point to in-
crease the job opportunities for American people searching for
employment.

Tn 1962, most capital gains revenues came from securities, 16 per-
cent from real estate. In 1973, the most recent study, gains from
stocks had dropped significantly but real estate had risen 23 percent
and real estate is attractive for one reason-inflation.

Bob Strauss, with his trip to Texas, Senator, is the one who has to
be charged with the responsibility for moderating inflation but there
will be less incentive to invest in real estate if you moderate the rate
of inflation and I will let Bob fight that battle, and I will help him, to
the extent that we can.

One of the goals is to achieve adequate housing, and yet incongru-
ously the administration is concerned that we might be encouraging
capital investment in real estate. I saw that yesterday the cost of
lumber had increased 20 percent in the past year. We will certainly
not reduce the cost of housing by maintaining a high tax on capital
or timber.

Internationally, our economy faces many vigorous competitors and
it will be no easy task to maintain our competitive edge in the world



72

market. We have the highest capital gains tax of any country, thehighest percentage of obsolete plants and equipment, the lowest pro-
ductivity and one of the worst records of inflation. And I think the
relationship is clear. The question is, what do we do about it?

The American Academy for the Advancement of Science this very
week warned that our investment in research and technology has
declined very dangerously. The administration has spent time looking
,at that very issue.

I think that it is fairly clear-and the AAAS predicts-that it will
be 10 years before there is a change in our policy on research and
development. Does anyone in this room believe that our competitors
will wait 10 years?

I think not.
What is needed for us now is to act, and that is why I think this

bill, the Investment Incentive Act is so important.
Some in the -Administration are not ignoring the problem. Stewart

Eisenstaat, in a memo on industrial innovation, has recognized the
difficulties that small, high-technology firms encounter in obtaining
venture capital, and another very encouraging sign was Secretary
Blumenthal's speech in Florida.

He said, and I quote:
We are not saving enough. Our financial system is providing insufficient equity

capital. We are not investing nearly enough in productive plant equipment and
technological innovation. Profits are too low, and they are too uncertain.

Both the State and the Commerce Departments are working with
the semiconductor industry to prepare them for the challenge of
Japanese competition. Crucial to this effort is the increased invest-
ment, and that requires encouraging private investors to supply
venture capital and to accept the risk that goes with that.

Yet, Treasur and the Executive Office are working against this
innovative tra e policy by advocating the continued high tax on
capital gains.

Mr. Chairman, I assume that bell-I am looking for my sign here,
as to whether it says green, yellow or red.

Senator BYRD. The sign is up here, Congressman.
Representative STEIGER. If I can, I will skip most of the rest of it

.and let you all take a look at it.
Senator BYRD. The full statement will be published in the record.
Let me, if I can, particularly direct your attention to page 7, because

you will remember one of the statements that the President made
was this would provide $250,000 for those who are millionaires and
two bits for those with $15,000 to $20,000 worth of income.

What, of course, the President did not say in his statement was that
he attempted to spread among all of those in that tax bracket the re-
turn on capital gains. Actually, it is $278 that goes to those who have
capital gains in the $15,000 to $20,000 income level.

I suppose, in a sense, what I am suggesting to the committee is that
yVou have to look very carefully at the numbers game. I do not think
the numbers game achieves anything in making this economy work.
I do not intend to play that game.

But I do believe, Mr. Chairman, that this economy, that this coun-
try, and that all the American people will benefit as a result of reducing
taxation of capital gains.
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I will quit there and be happy to answer any questions, if we have
senator BYRD. Thank you, Congressman Steiger. I have only one

question before yielding to Senator Packwood.
What is the status of this legislation in the House of Representa-

tives?
Representative STEIGER. It is pending strongly before the Com-

mittee on Ways and Means.
So far as I can tell, despite the rhetoric, the strength continues to

grow on the House floor as well as in the committee. Obviously, the
problem I have at the moment is that we have to wait until the week
of the 16th of July when I think the Ways and Means Committee will
get back to work, when I think we will begin work on the Jones pack-
age, and then we will have to make some decisions about whether to
go to the House floor with the full Steiger-Hansen bill or how this will
work.

But I think by the middle of July, Senator, it will be fairly clear
that the administration's effort to go with what they call a simple
package, no reforms, no capital gains, will not have enough votes in
the Ways and Means Committee, and we will report out a bill before
the end of July that will have a substantial reduction in capital gains,
and we will look forward to sending it to the Senate, having the
Finance Committee carefully study it, and then adopt the Hansen
amendment to go all the way.

Senator BYRD. Just one additional question for clarification. On
page 7 of your statement that you invited attention to a moment ago,
you say this: "The Steiger-Jensen-Hansen amendment will reduce
taxes for this family by $577.50 simply by removing capital gains
from the minimum tax."

I was under the impression that your proposal, as well as Senator
Hansen's, not only removed capital gains from the minimum tax but
rolled the rate back to what it was prior to 1969.

Representative STEIGER. That is correct. The example that we have
given you for the $18,500 two-earner family, which is the national
median, is that, as a result of the minimum tax, that is what happens;
yes. What the bill proposes to do is to not only remove it from the
minimum tax, but just to undo all of the damage that we have done
to capital gains and to this economy since 1969 to roll the rate back
to 25 percent.

Senator BYRD. Thank you, sir.
Senator Packwood?
Senator PACKWOOD. I have no questions right now.
Senator BYRD. Senator Bentsen?
Senator BENTSEN. Mr. Chairman, I do not have any questions,

but I would like to use this opportunity to make a statement, because
I feel strongly about this issue.

For 200 years, this country has prospered because we have had a
free enterprise system that has encouraged the entrepreneur, the small
businessman, to take a risk with the understanding that he was going
to be able to keep some of it, if he won. We have not succeeded as a
nation by playing it safe.

Today, the risks of starting a new business are as high as ever, but
the rewards are even less with our tax system. We just cannot afford a
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situation in this country where the risktakers are overtaken by the
caretakers. If you do not leave something for the risktakers, there is
not going to be anything for the caretakers to care for in this country
of ours.

I think the one thing many fail to measure when they talk about
equating all kinds of income, they do not measure risk. You cannot
force people to put their money into risk situations, if they become
convinced they are not going to be able to keep some of it if they win.

Then they invest their money in secure situations. They put it into
tax-free municipals, long-term mortgages, and bonds. And new, risk
capital companies are just not formed. They will not take that risk
unless they feel that they can keep some of it.

I am reminded of what you read about on the sports pages when the
fellow hits the daily double. You know, that is the headline. But they
(1o not. say anything about those torn-up ticket stubs that are there
when you go down and look at the pavement and see the fellows that
did not hit.

So again, if we are going to promote economic growth, if we are
going to start the new ventures, then I think you are going to have to
try to see that you equate that risk, in part., by the tax structure.

Senator BYRD. Thank you, Senator Bentsen.
Senator Hansen?
Senator HANSEN. Thank you, Senator.
Just one question, Mr. Chairman.
The President has said that 80 percent of the benefits from this

bill that we have before us would go to taxpayers who make more than
$100,000 per year. When the President makes such a patently absurd
statement., as'I think that is, does he not have to define "make" in a
very special way so as to include what sonie economists call an ex-
paiided income Class. A person may be earning $20,000 or $25,000 per
year, but. if he sells a capital asset, its value would combine with his
actual earned income to make the total in excess of $100,000. Is that
right?

Representative STEIGER. No question about it. And we have asked,
you know, Mark McConaghy and the extraordinarily competent staff
of the joint committee has been requested, and it is a little hard to
(1o, to analyze that whole set of figures that Treasury is using, because
it is not clear or fair. It is, I think, absolutely clear at this point that
what they have done is to say, it does not make any difference what
you earn as your income. If you sell the asset and go above $100,000
because you bought your home 25 ye ars ago at $20,000 and you now sell
it for $85,000, that will immediately force you above the income
figure.

So what we have asked the joint committee for is to take out the
capital gain and figure out where the income distribution is.

Senator HANSEN. Under the President's definition, then, a wage
earlier who never earned more than $15,000 or $20,000 any one year
throughout his whole lifetime could when he were 70 years old sell his
home. If the capital gain on that home, reflecting inflation and all of
the other things that have occurred since then, were high enough,
that person of modest means would find himself in that select group
that the President refers to who earns more than $100,000.

Representative STEIGER. Absolutely right, Senator. No question
about that.
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Senator BYRD. Senator Roth?
Senator ROTH. I would like to congratulate Congressman Steiger

for leading the fight in this very critical area. I think that one of the
most important problems that this country faces today, and one that
Congress gives too little attention to, is the question of productivity.

We find that we are on a decline instead of moving upward as is
necessary if we are going to compete with some of our international
partners.

Would you agree with me that one of the most serious problems
this country faces today is the fact that the Japanese, the Germans,
and the other industrialized countries are outcompeting us, selling
products, not only in competition here in the American market, but
in Third World countries, and we find ourselves less and less ab)P to,
compete effectively with them?

Representative STEIGER. Senator Roth, there is no doubt that the
present climate, economic climate, in the United States, if it con-
tinues as it is right now, we will find not very far down the road that
we will be besieged even more than we are today by a kind of high
technology, innovative manufacturing, computer, semiconductor, all
of the other things that will come from abroad.

One of the reasons that I got into this, having followed Lloyd
Bentsen's lead who fought. this fight long before any of the rest of us-
unfortunately, unsuccessfully-was the kind of testimony that we had
before the Ways an(l Means Committee and that you are going to
have today and tomorrow before the Senate Finance Committee, of
the venture capital people trying to raise money, not being able to do
it and then having to go abroad to raise equity capital so that they
can expand and do their business.

And the price that this country will pay for that kind of policy is
just frightening as hell, not very far down the road.

So that you are right. We cannot, continue this way. We have to
make a change and we have to make a change that will allow the
United States to maintain its technological capability and its innova-
tive lead, and if we do not do that, then this country is in even more
serious trouble as a result of the kinds of things that have happened.

Senator ROTH. Is it not true that one of the principal ways of
improving our productivity is by investment in new capital equip-
ment, modernizing our plant, and encouraging technologics I advances?

Is that not a major part of the answer to improving the poductivity
of America in comparison with other countries?

Representative STEIGER. Without question. It has to be it always
has been the case in this country, and that is one of the reasons that
we have done as well as we have, and we are losing that.

Senator ROTH. Is it not also true that many oter countries, even
those with a Socialist government, provide greater incentives for risk
taking, greater incentives for investment, and, in many cases, do not
even have a capital gains tax?

Representative STEIGER. That is correct. The figures-Senator Byrd
gave some of them at the very beginning of his opening statement
and, you know, those tables are going to be a part of this record. We
have the highest rate of taxation on capital gains of any of the indus-
trailized countries, including countries like Sweden and others, like
Great Britain, that would be classified as certainly less enterprise
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market-oriented than the United States. And they understand how
that system works and the need to allow'people to take a risk aid to
receive a return on that risk.

Senator ROTH. Congressman Steiger, it just shocks me to read the
President's statement, a demagogic statement if I ever heard one.
When he goes abroad, I hope he will talk to some iesponsible members
of foreign governments, including officials from the Socialist Party,
and hear their attitude in this area. It just seems to me, Mr. Chairman,
that if this country is going to work its way out of its economic
morass, that we had better start talking economic sense, not politics.

I congratulate you, Mr. Steiger.
Representative STEIGER. Thank you, Senator.
Senator BYRD. The Senator from Missouri is recognized, Mr.

Danforth.
Senator DANFORTH. I have no questions.
Senator BYRD. Thank you, Congressman Steiger.
Representative STEIGER. Thank you, Senator, very much, No .1,

for the kind of support that has been given but, most important,
for holding these very timely hearings.

Senator BENTSEN. Let me comment on one thing here, if I may,
Mr. Chairman, to Congressman Steiger.

I appreciate your comment about the work I have previously
done on this, When it comes to some of these figures we get out of the
executive department, they lack some credibility.

I noticed that when I proposed some capital gains changes in the
past., they told me it was going to cost about $2 billion in revenue.

hen I noticed the next year a Treasury official-this was some time
back-proposed something that was somewhat comparable, and
all of a sudden it was going to make money for the Treasury.

STATEMENT OF REPRESENTATIVE WILLIAM A. STEIGER

I want to commend Chairman Byrd for calling these hearings on the taxation
of capital gains. This subject is important to the health of our economy and to the
openness of our society.

When the President of the United States summons the nation's press to a
televised news conference and then-with the full force of his high office-he

roceeds to attack a "so-called Steiger amendment," which is only three sentences
ong, and he suggests that to lower these particular taxes is really a "two-bit"
proposal, well, then, a lot of people get the feeling: there must be something to
e said for this so-called Steiger amendment. They are right, of course; and this

is what I hope to show the Members of your Committee this morning. Among other
considerations, I will show that our President has been given misleading statistics.
that he's been given some poor advice about economic growth and that he him-
self miscounts what it is that encourages private individuals to buy their homes
and to take investment risks that ultimately create jobs and enhance the pro-
ductivity of a free enterprise system.

Let me briefly explain what my proposal will do. It is, as I said, only three
sentences long. The bill reduces capital-gains taxes to a rate of 25 percent, for
individuals and corporations alike. This is the same rate that was in effect prior
to the Tax Reform Act of 1969. Under current law, capital-gains taxes can
approach 50 percent for individuals and 30 percent for corporations. The bill does
not change the present treatment of capital losses. It does not change the one year
holding period required for long-term capital gains.

I will not argue that the proposal known as the Steiger-Jenkins-Hansen amend-
ment will stop inflation, produce full employment, balance the budget eliminate
the need for imported oil, or reduce the trade deficit. I do sa-: our Investment
Incentive Act will greatly improve the economic climate in this country, simply by
reducing the tax burden on our capital stock.
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Since 1963, our tax policies have penalized investment and rewarded consump-
tion. To stimulate the economy, by encouraging consumption, we have lowered
income taxes for the lower and middle income taxpayer. But at the same time,
we have increased the tax burden on capital by as much as 160 percent.

Recent utterances of the Administration and of some tax "reformers" reveal a
deep-rooted confusion over the difference between income and capital. Income,
comprised of consumption and savings, is the reward or incentive we receive in
exchange for our labor. Capital, on the other hand, is the resource that provides
the tools which enable us to employ our labor. By taxing capital as income, we
reduce our capital stock and our ability to invest, to create jobs, and to Improve
both the private and public welfare. Only a mistaken tax policy ignores the
economic theory of development.

To make matters worse, our tax code is biased against capital. Income is taxed
only once, when it is earned. Capital is taxed several times. We tax the income
which is used to obtain a capital asset. We tax the nominal (inflated) gain on the
asset when liquidated, even if it is reinvested (except in housing). We tax the
income generated by the original capital asset and the reinvested capital asset.
Clearly, today's tax system discourages the formation of capital. Little wonder
that our economy is suffering from insufficient investment, inflation and slow
growth.

I would like to include in the record an article by Lawrence Seltzer who discusses
the effects of our taxes on capital gains and income. His report was published by
the American Economic Association.

The view from the White House wasn't always so disheartening. In 1963,
President John F. Kennedy saw the need and I quote, "to release the forces of
growth," end quote, and he recommended cutting back the tax on capital gains.
President Kennedy proposed that the tax rate be reduced from 25 percent to
around 20 percent. I would like to also include some remarks by Treasury Secretary
Dillon on this idea.

It might be useful to briefly review economic events of the past ten years. In
the process, we will see the significance of H.R. 12111.

In 1968, we were at full employment, inflation was still moderate, the stock
market w99 rising, new companies were being formed, and the economy was
healthy. The 1970's have been pretty dismal in contrast. We have gone through
two recessions and double-digit inflation. The stock market has declined, and over
five million individual investors have dropped out of the market. In 1968, 300
high technology companies were started. In 1976, there were none.

Let us look at one particular problem, the ability to raise capital. In 1969, 698
firms with a net worth under $5 million raised $1.4 billion in capital. In 1975,
four firms raised $15 million; and in 1977, 30 firms raised $118 million. That's
million, not billion. It is plain that something is wrong. High technology industries
and venture investors are convinced that the root cause of inadequate capital is
the Tax Reform Act of 1969, the law which increased the tax on capital gains.

This Act narrowed the gap between ordinary income and ca ital gains. It
weakened the financial incentive to invest. An analysis by Oscar Pollock reveals
that between 1969 and 1976, investments in tax-free municipal bonds increased
by 52.9 percent. Investments in the stock market-a primary source of capital-
declined by 5 percent. Yet, from 1962 to 1969, a period of low taxation on capital,
stock market investments increased by 70.7 percent. Even Joan Robinson, the
English Marxist economist has acknowledged that people do not normally act
out of altruistic motives. They need incentives. If we create disincentives, people
will not invest. In short, capital-gains taxes are even more important as a deter-
minant of investment decisions than they are as a producer of revenue. This point
is fundamental, and it is one that, to my sorrow, the President's advisers fail to
recognize.

Shrinking capital markets are making it difficult for firms to raise capital.
Competition is fierce, but it is not competition to produce goods and services.
It is competition to find whatever little capital the people a73 willing to make
available.

A retired Michigan businessman has written to say he had planned to start a
new business by selling holdings in a mutual fund. His accountant told him the
tax on the sale would make the effort not worth his while. Instead of creating new
jobs, therefore, his money is locked into a mutual fund.

His case is not an isolated one, as the Pollock data mentioned above indicate.
Capital is locked into existing investments or flowing to tax-free bonds-thanks

83-578-78-----6
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to the high rate of taxes on capital gains. Another area that has had an infusion
of capital is real estate. In 1962, most capital-gains revenues came from securities;
16 percent came from real estate transactions. In 1973, the most recent year
studied, gains from stocks had dropped significantly, but real-estate gains rose
to 23 percent. Real estate is attractive because -,f inflation. If Ambassador Bob
Strauss is successful in moderating inflation, there will be less incentive to invest
in real estate; but I will let Bob fight that battle.

One of our national goals is to achieve adequate housing. Yet, incongruosly,
the Administration is concerned that we might be encouraging capital investment
in real estate. I saw yesterday that the cost of lumber increased 20 percent in the
past year. We will not reduce the cost of housing by maintaining a high tax on
capital.

Internationally, our economy faces many vigorous competitors. It will be no
easy task to maintain our competitive edge in the world markets. We have the
highest capital-gains tax of any industrial country, the highest percentage of
obsolete plants and equipment, the lowest productivity and one of the worst
records on inflation. The relationship is clear. The question is what do we do about
it.

The American AP-demy for the Advancement of Science this week warned that
our investment in research and technology has declined dangerously. A presidential
commission is to study the problem, just as another one will study capital forma-
tion, and the AAAS predicts it will be ten years before there is a change in our
policy on research and development. Does anyone in this room believe that our
competitors will wait? What is needed is for us to act now, and that is why my
colleagues and I have proposed the Investment Incentive Act.

Some in the Administration are not ignoring the problem. Stuart Eizenstat, in
a memo on industrial innovation, has recognized the difficulties that small, high-
technology firms encounter in obtaining venture capital. Another encouraging
sign has been Secretary Blumenthal's recent speech in Florida. lie took the bull
by the horns and he said: "We are not saving enough; our financial system is pro-
viding insufficient equity capital; we are not investing nearly enough in produc-
tive plant, equipment and technological innovation; profits are too low, and they
are too uncertain."

Both the State and Commerce Departments are working with the semi-conduc-
tor industry to prepare them for the challenge from Japanese competitors. Crucial
to this effort is increased investment, and that requires encouraging private in-
vestors to suppy the venture capital and to accept the risk. Yet, Treasury and the
Executive office are working against this innovative trade policy by advocating
the continued high tax on capital gains.

The Administration cites three arguments against H.R. 12111. The first is that
there would be a tax loss. The static analysis shows a revenue loss of $2.4 billion.
It is based on the unrealistic assumption that nothing will happen in the financial
world-that people won't react to changes in taxes. In 1969, the Treasury Depart-
ment likewise estimated that capital-gains revenues would increase if the maximum
rate were increased. Revenues declined almost 40 percent in the first year; they
have just now returned to the levels of 1968-in inflated dollars.

Four separate economic analyses have been made on the likely effects of 11.R.
12111. All say that a lower tax on capital gains will stimulate investment and will
lead to more jobs la widening of the tax base, and increased revenues. I will in-
clude the studies for the record.

The Administration's second argument is that our proposal offers . tax break
to the wealthy. Again we confront the view that capital is income. It is not, and
it should not be taxed as income. I realize that some portion of a gain may be used
for consumption. So the tax will continue. But we must encourage reinvestment;
hence, the tax should be moderate. I propose 25 percent.

True tax equity and simplification would indicate that reinvested capital should
not be taxed at all. Capital gains which are consumed should perhaps be taxed as
ordinary income on the basis of the real, not the nominal, gain. This would
separate capital Irom income. For now, my approach seems to be as far as we can
go.

A Treasury study reveals that the average capital-gains tax on high income is
18 percent. Only a few need to pay the maximum rate of 49.125 percent. To me,
these figures indicate that the tax is ineffective, another reason for adopting H.R.
12111.

The President has claimed that taxpayers in the $15,000 to $20 000 income brack-
et will receive 25 cents--just "two bits"-from our proposal. Not so. Based on
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actual taxpayer returns, the average benefit for people earning $15,000 to $20,000
per year is $278.

Let me take you through just one example to show how capital-gains taxes
affect middle-income taxpayers. In this case, the husband and wife both have jobs.

"Mr. and Mrs. Clark's 1978 income from wages is $18,500, approximately the
national median family income for a two earner family. They are 57 years old.
In 1959 they bought a new home for $15,000 (the national median price for a new
home that. year). They lived together, raised their children and now want to sell
their house and move to an apartment. If the sales price is $42,900 (the national
median price for an existing house last year) they will incur a capital gain of
$27,700.

"If the Clarks don't sell their home, their tax will be $2,261. With the sale,
however, they must pay $6,984.50 ($6,407 plus $577.50 in minimum tax). That's
a fe,leral tax increase of more than 208 percent.

"The Steiger-Jenkins-Hansen amendment will reduce the taxes for this family
by $577.50-simply by removing capital gains from the minimum tax.

"For Mr. and Mrs. Clark, $577 can't oe considered an excessive tax break. And
$577 isn't exactly 'just two bits' either."

I have received a number of calls from older people who want to sell property,
hut they feel locked in because of the tax. The capital-gains tax genuinely is a
problem for middle-income taxpayers.

If we lower this tax, economic activity will accelerate. Stock market values will
increase. The portfolios of private pension plans-the main source of savings of the
American worker-will recover from the disasters of the 1970's. New equity capital
will be available, companies can expand, employement can increase, and everyone
benefits.

The last argument of the Administration is that other approaches to capital
formation are better than Steiger-Jenkins-Hansen. The President said we whould
lower corporate tax rates. But in his original proposal, 80 percent of the benefits
would go to 0.1 percent of the corporations. One might almost object that this
sounds like a fat cat proposition if there ever were one. I suggest Mr. Carter
review the Tax Consistency Act, co-sponsored by Dave Stockman, Jack Kemp and
myself if he wants to support an effective corporate tax cut bill.Another proposal is the Investment Tax Credit. Senator Edward Kennedy had
the Library of Congress evaluate the effectiveness of the ITC. It is not favorable.
I would like to include the study in the record.

One other alternative is the double taxation of dividends. To date, we have
found no formula that. works. We should bear in mind that high growth compa-
nies, the ones that provide new jobs, pay almost no dividends. The average is I
percent. An American Electronics Asociation survey shows that new companies
paid only 0.1 percent in dividends. Easing double taxation is of no use for these
companies and investors. If we expect people to tie up an investment for a long
term with few dividends, there has to be an attractive reward/risk ratio. Today,
the risk is still high, and the potential return is eroded by inflation and taxes.

Throughout this amazing country, there are hundreds of companies still on the
drawing hoards simply because they lack the capital to begin. These would-be
companies represent hundreds of thousands of would-be jobs, if only the Adminis-
tration would agree, in the words of President Kennedy, "to release the forces of
growth," and to encourage the private investor.

M. Chairman, when beginning these remarks I noted that this subject is Im-
portant to the health of our economy and to the openness of our society. Not every
society has been endowed and has prospered by the investment decisions of its
private citizens. Certainl every society has a mechanism for acquiring and deploy-
ing investment capital. In totalitarian societies, investment decisions are strictly
those of the government; the rulers determine how much money will be taken and
where it will be put.

In an open society, these decisions are more properly left to private individuals
and private institutions. This system has proven more flexible, more efficient,
more productive, and it ultimately works out to be more equitable for all.

When we see private investors dropping out of our markets by the hundreds of
thousands, as we have seen since 1969, 1 think it is our duty as the writers of the
nation's laws to ask: what are the long-range consequences of our tax policies, and
how will they affect our free society.

I feel strongly that the locus of investment decisions should he with the private
individual, and that the government should do as little as possible to discourage
private investment and reinvestment.
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Senator BYRD. The next witness is the Honorable Jack F. Kemp,
Congressman from the State of New York.

Welcome, Congressman Kemp.
Representative KEMP. Thank you, Senator. I will be joined at the

table by Congressman Stockman of Michigan.
Senator BYRD. Congressman Stockman, we are glad to have you.
Representative KEMP. Both of us, Mr. Chairman, would like to

make brief comments for the record and then I, personally, would like
to submit a written statement for the hearing record.

Senator BYRD. That is fine. Your prepared statement will be incor-
porated in the record.

STATEMENT OF HON. JACK M. KEMP, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF NEW YORK

Representative KEMP. Mr. Chairman, I join Mr. Steiger in thanking
you and the committee for holding these extremely important hearings
on one of the most important issues facing America today.

I think it is obvious, from history, that the real and lasting way to
create prosperity for a people-to raise their standard of living, to
create jobs, and to improve the quality of life-is to increase the
amount of capital invested per person. It is also obvious from the testi-
mony of our colleague, Mr. Steiger, as it will be from my colleague,
Mr. Stockman, that the United States has a declining capital stock.

We have a declining rate of capital investment, a declining rate of
savings. The attendant problems are not only tragic in terms of
meeting the needs of our people, but they are also unnecessary. These
are self-inflicted wounds. They need not have happened.

There is an answer to this twin dilemma of both unemployment and
inflation. In that there is hope.

If you tax something, generally speaking, you get less of it, and if you
subsidize something, generally speaking, you get more of it. In America
today, we tax work, employment, thrift, savings, investment, growth,
output, and success and we subsidize unemployment, debt, welfare,
consumption, leisure, idleness, and mediocrity. Is there any wonder
that we get more of that which we subsidize than that which we tax?

Senator Bentsen talked earlier about that horse race. I think the
American people understand, as Senator Bentsen does, that there has
to be, when you take a risk, no matter 'what that risk might be, a
reward commensurate with one's effort and one's risk. I know steel-
workers in Buffalo, N.Y., understand it. I think students understand
it. I think the minority community understands it. I think the only
people who do not understand it are a political leadership that is trying
to frustrate the attempts of the Congress to reintroduce incentive into
the American economy by the introduction of measures such as the
Steiger amendment. This is a point often made by my colleague and
distinguished coauthor of the Roth-Kemp Tax Rate Reduction Act.

I spoke to some students the other (lay, and I asked the question:
What do you think would have happened last year if Reggie Jackson's
salary had been taxed away and redistributed equally among all the
New York Yankee's baseball team? One of the students got up in the
back and said, "He'd probably hit singles." Senator Bentsen, if I can
presume to suggest, I think that is what you were getting at. If you
tax away the home run hitter, then you get less home runs.
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Who would have gotten hurt last year on the New York Yankees
baseball team if Jackson had hit three singles instead of three home
runs? The whole team would have been hurt. This is what the President
of the United States doesn't understand.

The President's attack on the Steiger amendment-of which I am
a cosponsor-is an unfortunate thing. It will have a real impact on the
economic climate, not just for investment, but ultimately, capital
formation which means job creation.

The high marginal tax rates on both investment, savings, and work
today are discouraging the human behavior so important for increasing
the real output of the economy. Since 1969, when Congress assaulted
capital by doubling the tax on capital gains through the Tax Reform
Act of that year, coupled with the 1976 Tax Reform Act, there has
been a sharp diminution in the rate of capital investment, and a
reduction in the percentage of revenues flowing into Government from
capital gains tax. A tax increase has caused a tax revenue decline in
comparison to what it would have been.

Joseph Peckman of the Brookings Institution in his book, "Federal
Tax Policy," the third edition, 1977, studied estimated revenues from
capital gains and income taxation. He shows a direct correlation be-
tween the tax rate on capital gains and the level of revenue coming
into the U.S. Treasury. In fact, it drastically changed-and nega-
tively-in 1969 when Congress raised the tax on capital gains.

Can the President and his Secretary of the Treasury not see that
there is a direct correlation between the level of tax on marginal rates
of return and the level of investment and savings?

Professor Boskon of Stanford University has done similar studies.
He has basically come to the same conclusion: That there is much
empirical evidence over the last four decades that shows that as you
reduce the rate of return on savings and investment you get less of
it; that as you increase the rate of return on investment and savings,
you get more of it. And, if there is anything, as Senator Roth and
others on this panel have been suggesting that we need more of
today, it is an increase in savings and investment which forms the
capital, the equivalent of the oxygen supply, of our free enterprise
system and ultimately accrues to the benefit of workers who have not
only better jobs, but better tools, better means of producing the goods
and services that the consumers of America want and need.

This has been labeled the trickle down theory. For years, those of
us who believe in a liberal or democratic-capitalistic form of economic
and political life have been accused of suggesting that if we lower
the tax rate on capital gains or if we lower the tax rates on both
investment, savings, and work, that somehow that is the "trickle
down" theory.

Well, if we lowered the tax on capital gains in America today, as
Congressman Steiger, Senator Hansen, and many others have sug-
geted, or if we would pass what Senator Roth and I and 174 other
members of the House and Senate have advocated, or if we would
give some consideration to what Congressman Stockman is proposing
to change in the cost accounting structure in America from historical
cost accounting to replacement cost accounting, thereby dealing real-
istically with the needs of modernizing and expanding plant and
capacity, that, is not trickle down. It would be a cascade; it would be



o2

a Niagara Falls, and that is what our sluggish economy needs right
now.

You would have growth of investment opportunities, creation of
jobs, and a growth in the output of the realeconomy, the likes of
which we have not known since the early 1960's when President
Kennedy, Walter Heller, the distinguished majority leadership of the
Committee on Ways and Means in the House, and the Committee on
Finance in the Senate, reduced the tax rates right across the board by
just about 25 percent on all of the American people.

Mr. Chairman, when President Kennedy lowered the top rate from
91 to 70 percent in the 1963-64 time frame, it increased the amount of
revenue coming in to the Federal Government from people of high
income because a purpose of the political process is to find that level
of taxation at which people are willing to maximize their output
and still pay taxes.

When you tax people heavily on capital gains, you get less capital
investment, and when you tax people so heavily on w ork, you get
less work. If we want to maximize revenues, if we really want to
relieve the burden on the poor, if we really want to relieve the burden
on the small taxpayer, we should find that tax rate at which people are
willing to maximize their output and still pay their taxes. It is clear
in history that the higher the rate of taxation on these factors of
production, the less those factors of production come into play,
except as disappointments.

I want to conclude my remarks by suggesting that one other
evidence of the decline in investment is the fact that, in 1969, prior
to the first assault on capital gains, there were 31 million investors in
the United States of America. They had invested roughly about
$10,000 per capita. Today, nearly a decade later, we have about 25.2
million investors in America and the average investment is still the
same.

Mr. Chairman, if we had the same number of investors today as a
percentage of our work force that we had in 1969 prior to the assault
on capital gains, we would havo 35 million investors. That is 10
million extra investors at $10,000 per capita investment, that is
$100 billion of investment in our economy today. But we don't
have them because of what Congress has done and what it hasn't
done.

That would be close to full employment. We would be reducing the
rate of inflation. We would be increasing the real output of goods and
services in our society in a. noninflationary way.

The American people-indeed, the world-is looking for an example
of how to produce noninflationary growth to(Iay. The Steigerlegislation
is one very strong step in the right direction, and your efforts at
bringing more attention to this strategy is very much welcomed, not
only by myself but all of those of us who believe, as you do, in the
private enterprise economy.

I thank you for letting me testify on this, I would like to turn it
over to Dave Stockman of Michigan.

Senator BYRD. Thank you, Congressman Kemp.
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[The prepared statement of Congressman Kemp follows:]

STATEMENT OF REPRESENTATIVE JACK KEMP OF NEW YORK

Mr. Chairman and members of the committee, I want to express my appreci-
ation to the Chairman and the Committee for giving me this opportunity to
testify on behalf of legislation whose objective is to get the economy moving again.
Your leadership is to be commended. It will be remembered and appreciated by
the working class of America, for they will be the recipients of the increased job
opportunities which will flow from the enactment of this measure.

I, for one, am encouraged by the breadth of support for the Steiger capital
gains legislation, H.R. 12111, the Investment Incentive Act. Support is strong on
the House side, but the number of Senate cosponsors makes it almost veto proof
here. That support cuts across the lines sometimes drawn on tax issues. Demo-
crats, Republicans, liberals, moderate and conservatives, from every region of
the country support its enactment. Those who oppose its enactment, or are
neutral to it, are being enlightened daily, through hearings such as these.

Opposition to this legislation comes primarily from those who do not want
to understand the economic consequences of the present capital gains law. These
people refuse to believe that the increase in the capital gains tax rate has retarded
economic growth since 1968. They cannot bring themselves to put economic fact
ahead of political rhetoric.

THE ECONOMICS OF CAPITAL GAIN TAXATION

In analyzing the economic consequences of tax rates on capital gains, we are
dealing with a cause and effect relationship relatively easy to demonstrate. The
rationale is simple, and the data compelling.

The rationale is that our country cannot maintain satisfactory levels of growth
and employment without a higher rate of investment. Phrased another way,
under-investment results in both a slower growth rate and a higher unemploy-
ment rate. This is not speculation. The trend in economic indicators before and
after the 1969 increase in capital gains tax rates shows that it is not.

Let's look at three 3-year trends, one before the 1969 rate increase and two
thereafter:

Annual percent change Unemployment
Real Real gross late

business national (annual
Average of 5 years ending in-- Investment product percent)

1968 ............................................................ 8.0 4.8 4.2
1973 ............................................................ 3.9 3.3 5. 0
1977 ............................................................ 1.7 2.7 6.7

Source: W. R. Grace & Co.

For the average of the 5 ycar? ending in 1978, the last year before the rate
change, real business investment grew by 8-percent, gross national product by
4.8-percent, and in 1968 unemployment was 4.2-percent. Then Congress increased
the capital gain tax rates, in essence doubling them. The result? The 5-year
figures, 1969-1973, show the decline in both business investment and gross na-
tional product. Business growth declined to 3.9-percent per year, the growth
in GNP declined to 3.3-percent per year, and the unemployment rate increased
to 5.0-percent. By 1977, real annual growth in business investment had declined
to 1.7-percent. Gross national product was down to 2.7-percent, and unemploy-
ment had soared to 6.7-percent. Clearly, the doubling of the maximum tax rate on
capital gains since 1968 has been detrimental to investment, growth and employ-
ment.

This should come as no surprise. The combination of inflation and tax policy
during the past 10 years has almost destroyed any incentive to invest in the
American economy. Investors who bought stocks and bonds in 1968 and paid
taxes on the gain at the end of 1977 were left with between 33-percent and 76-
percent of their original dollar investment. The losses, after tax, in the real value
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of dollars placed in various investment portfolios on January 1, 1968, and held
until December 31, 1977, are shown below:
LOSS AFTER TAX IN REAL VALUE ON $1 INVESTED IN ALTERNATE INVESTMENTS MADE JANUARY 1, 1968, AND

HELD UNTIL DECEMBER 31, 1977

Valv ofInvestment
Value of at end of

1968 period InType of Investment investment 1968 dollars
Value Line average ............ $.. . . .33Lehman Brothers Kuhn Loeb bond index.................................... 1 .54American Stock Exchange index .................................................. 1 .60Dow Jones Industrials average .................................................... 1 .65New York Stock Exchange index .................................................. 1 .65Standard & Poor's 500 .......................................................... 1 .66
Standard &Poor's 400 .......................................................... 1 .66Salomon Brothers high grade corporate bond Index ................................ 1 .7690-day Treasury bills ............................................................ 1 .76

Source: W. R. Grace & Co.
Let me give an example of the way in which the cumulative effect of inflation

and high taxes impact on the investment climate in America.
Let us take an investor whose taxable income, after all deductions, is $100,000.

In 1967 this person invested $200,000 in an asset and by 1977 that asset was
worth $300,000. If the asset were sold in 1977, the capital gains tax would be
$33,779. That amount, $33,779, would em like a reasonable sum to pay in taxes
on a gain of $100,000. But the gain was not $100,000. The average annual return
on the investment was minus 3.1-percent per year in constant dolars. In other
words, the investor has not make $100,000 pre-tax and $66 221 after-tax. He has
lost $63,000 pre-tax and $97,779 after-tax. The total loss has been 26.7-percent
over his 10-year period. I offer the following computation to backup this example:

Effect of inflation and capital gains taxes on investment returns
1. Original investment in 1967 --------------------------- $200, 000
2. Total percent gain/f(loss) in 10 years ---------------------- 50
3. Current value of investment in 1977 --------------------- $300, 000
4. Pretax capital gain (3)- )---------------------------- $100, 000

Capital gains tax: 1
5. On capital gain alone 2 ---------------------------------- $23, 060
6. Piggy-back to higher bracket ---------------------------- 5, 660
7. Loss of maximum tax 3 3--------------------------------- 3100
8. Minimum tax4 ..................-.-.-.-.-.-.-.-.-.-.-.-.-.-.-.-.-.-..... 1, 959

9. Total ------------------------------------------------ $33, 779
10. Aftertax gain (4)- (9) --------------------------------- $66, 221
11. Total rate of return over 10 years (10) - (1) (percent) - 33. 1
12. Average annual rate of return (percent) -------------------- 2. 9

Constant 1977 dollars:
13. Original investment in 1967 --------------------------- $363, 000
14. Total percent gain/(loss) in 10 years (16) -+-(13) ------------- (17.4)
15. Current value of investment in 1977 --------------------- $300, 000
16. Pretax capital gain/(loss) (15) - (13) -------------------- ($63, 000)

Capital gains tax:1
17. On capital gain alone 2 ---------------------------------- $23, 060
18. Piggy-back to higher bracket ---------------------------- 5, 660
19. Loss of maximum tax (c) 3 .------------------------------ 3,100
20. Minimum tax 4 ---------------------------------------- 1, 959

21. Total ----------------------------------------------- $33 779
22. Aftertax gain/(loss) (16) -(21) ------------------------- ($96, 779)
23. Total rate of return over 10 years (22) - (13) (percent) -.... (26. 7)
24. Average annual rate of return (percent) ------------------- (3. 1)

'Assuming an additional $100,000 for earned income, which pushes the capital gain into
a higher tax bracket.

SThis would be the tax on $100,000 capital ain if there were no other Income.
a Earned Income Is subject to a maximum tax of 50 percent, but capital gains pulls

earned income out from this shelter.
A Minimum tax on preference income such as aptil gains.
Source: W. R. Grace & Co.
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These numbers do not lie. They tell us that we are bound to see a drying up of
sources of capital. Why would anyone in their right mind intentionally incur at
net loss of $97,779 by selling an asset or security, when the alternative is to sit,
on it and earn dividend income?

The cumulative result? Investors have experienced real losses, when they should
have realized real gains. These losses were not caused by poor business judgment;
they were caused by government taxes and by government-created inflation.

Unfortunately, the adverse, negative consequences of the 1969 capital gain
tax increase do not stop with individual investors. Business and government have
suffered too.

Let's look at business first.
Since 1968 the number of companies having a net worth of under $5 million

offering new issues of stock has declined from 358 to 30. In 1975 it had dropped
to 4. In 1968, these companies had raised nearly $1.3 billion in capital, measured
in constant 1977 dollars. In 1977, that had fallen to $118 million. Moreover, since
1970 5.5 million individual investors left the stock market, a decline of 18-percent.
The severity of the capital shortage for these smaller companies is shown in the
following table :

CAPITAL RAISED BY COMPANIES HAVING A NET WORTH OF UNDER $5,000,000

[Dollar amounts In millions

Funds raised

Number of Constant
Year offerings Current 1977 dolats

1968... ................................................ 358 $745.3 $9541969 ............................................................ 698 ,3669 2 259. 3
1970 ............................................................. 98 3750 585.0
1971 ........................................................... .248 550.9 824. 7
1972 ......................................................... .409 896.0 ,298.6
1973 ............................................................ 69 159 7 21. 9
1974 .......................................................... . 9 16.1 19.8
1975 ............................................................. 4 16.2 182
1976 .......................................................... 29 144.8 154.2

1977 ............................................................. 30 118.3 118.$

Source: W. R. Grace & Co.

Now, let us look at government.
In 1968, the last year before the increase in capital gain tax rates, revenue from

the capital gains tax constituted 5.4-percent of the total Federal revenues. By
static analysis, that used by the Department of the Treasury and the President
we would assume that the doubling of the tax rate would nearly double the capital
gains tax revenue to 10.8 percent of total Federal revenue. In 1969, capital gains
revenue dropped from that 5.4-percent to 3.9-percent of total Federa revenue.
The following year, it dropped to 2.5-percent. The average from 1965 through
1968 was 4.5-percent. The average from 1969 through 1976 was 3.4-percent.

The cumulative results? Real GNP down from 1968 by 44-percent. Unemploy-
ment up about 60-percent. The Federal deficit up more than eight-fold.

Has this had an impact upon our country's competitive posture in the world
economic community? With a maximum tax rate on capital gains of 49.1 percent,
as compared to no capital gains tax in five other industrialized free world nations,
the United States has had the lowest investment rate, the smallest increase in
productivity, and the lowest rate of overall economic growth during the past
15 years. There is statistical evidence of this too:

Average Average
Business In- annual per- annual per-

Maximum vestment as a cent increase cent Increase
capital gains percent of In produc- In real

Country tax (percent) GNP tivity GNP

Japan .............................................. 0 32.0 8.4 8.3
France ............................................. 0 22.8 5.7 14.8
Netherlands ........................................ 0 23.7 6.9 4.6
Belgium ........................................... 0 21.8 6.9 4.0
Germany ................................... 0 24.8 5.5 4.0
United States ................................ 49.1 17.5 2.7 3.5

Source: W. R. Grace & Co.
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THE ECONOMIC EFFECTS OF THE STEIGER LEGISLATION

With this evidence before us, and much more available, the question is: what
should Congress do? The Investment Incertive Act, popularly known as the
Steiger capital gains legislation, should become law despite the threat of a Presi-
dential veto. This legislation is vital to the Nation's economic wellbeing.

A reduction in the capital gains rate would trigger a net increase in government
revenues. It will unlock billions of dollars in new capital investment. Two econo-
metric studies performed by Data Resources, Inc., and Chase Econometric
Associates, Inc., support the rationale behind this measure. The summary of
those studies follows:

ESTIMATED EFFECT IN 1982 OF REDUCING CAPITAL GAINS TAXES IN 1978

[Values in dollars adjusted for price changes]

Chase Economet.
ricst-Return to

DRI--Removal of 1968 maximum
capital gains tax rate of 25

Category of effects tax percent

Nonresidential capital formation would be an additional ---------------------- $28,300,000,000 $7,000,000,000
Stimulated by higher capital formation U.S. gross national product would In-

crease by ------------------------------------------------------------ $57,400,000,000 $15,000, 000, 000
With more output, employment would be raised by ............. .....-.-. 784,000 306,000
With higher earnings arising from greater business activity and higher empl7y-

ment, personal and corporate Income taxes would more than offset the re-
latively small amount of revenue previously collected from the higher capital
gains taxes, and overall, Government revenue would rise ................ 1$15,400,000,000 1$6,400,000,000

Capital gains tax reductions and consequent stimulus to economic activity
would raise stock prices, 1980-82, by (percent) --------------------------- N A 40.0

' Data Resources, Inc., Tax Policy, Investment and Economic Growth, p. 46.
2 Michael Evans, Chase Econometric Associates, Inc., as quoted in "The Wall Street Journal," May 5, 1978, p. 35.
I In current dollars, not adjusted for price changes.

This table provides compelling data in favor of reducing the tax on capital
gains.

It is difficult to imagine then, why we have seen such strong opposition against
enactment of this measure orchestrated by the Department of the Treasury and
the White House. Politics may of course be the answer, for instance when President
Carter denounced the Steiger legislation in his last televised news conference, say-
ing it would provide "tax windfalls for millionaires and two bits for the average
American." His motivation was clearly not economic reality.

While I know why the President believes it important to him to make such
populist appeals against giving away the country to the rich, I respectfully submit
that we live in a country, and at a time, where acts of reverse Robin-Hoodism are
hardly the case. The accurate story is that the wealthier segments of society are
already paying an enormously disproportionate amount of income tax relative to
the poorer segments of society. In fact, about 72 percent of all Federal income
taxes are paid by the top 25 percent of all income earners. Nevertheless, it appears
that in the President's mind, a change in the capital gains tax rate is equivalent to a
massive redistribution of income.

The President's rhetoric notwithstanding, a reduction in the capital gains tax
will not force upon the shoulders of the poor an increasing tax burden. On the
contrary, there is evidence that if the tax rates on capital gains were reduced, the
result would be an increase in taxes collected from the wealthier segments of
society, not a decrease. How? Because tax rates affect not only the proportion of
taxes paid out of each dollar earned, but tax rates also affect how people work and
save. Hence, it is the intention of the Steiger legislation to affect economic behavior
by increasing the incentive to work and save, not to redistribute income or shift
the tax burden. The underlying point of the Steiger amendment is that it is
possible to increase tax revenues by promoting economic activity.

An example? A high marginal tax rate will induce investors to place their funds
in tax-free municipals or tax shelters. On the other hand, lower marginal tax rates
on investment income will broaden the opportunities for investment to include
securities and assets which are not designed to shelter income from taxes.

It is thigh !otter type of taxable investment which is being stifled in this country
today. The Steiger legislation, is enacted, will induce investors to place their
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money into tax revenue producing assets. This money will provide a shot in the
aria to our high risk, high technology, capital starved industries, which have been
denied investment capital from those who have the funds but not the motive for
risk taking, due to low after-tax returns.

Political rhetoric cannot be permitted to confuse this type of tax cut with a
rebate to the rich. The country, including the President and his Department of
the Treasury, should face the fact that much of the venture capital needed for
economic growth does come from individuals with strong financial positions. These
persons are now, however, restricting their investments because every time they
sell an asset, they are subject to capital gains tax rates as high as 49.125 percent.
The natural consequence of such a tax system is that there is altogether less
buying and selling of assets and securities which have appreciated in value. Funds
which might have been used for investment purposes are tied up in assets and
securities, and just not likely to be sold.

Mr. Chairman, in light of the data before us today, we can only ask ourselves
why President Carter limits his analysis of this important legislation to its static
effects. Anyone with an ounce of intuition can see that our economy relies on
investment, entrepreneurship, and risk-taking, but that the cards are now stacked
against such activity. There will not be a loss in revenue from this legislation's
enactment. There should be an enormous gain, as thousands of investors who have
shied awayr from selling their old assets and investing in new ones become bullish
again on America.

We teach our children to work and study hard, to move ahead in our society,
and they have responded. Our law schools, engineering schools and business schools
are filled. Many of our non-professional young people are doing very well too.
Why then do we put a limit on the opportunities available to them. They wnat
their chance to reach their potential as productive members of society. They
want their tomorrows to be better than their yesterdays. That is a feeling shared,
I believe, by everyone of sound mind.

Congress should remove the impediments found in law to the successes these
young people seek. It should remove the impediments found in our tax laws to the
revitalization of the American economy. We can take a giant step toward such
worthy goals by the enactment of this legislation. It is only a first step, but it is
a critically important one.

Thank you.

Senator BYRD. Before Congressman Stockman begins, a member of
the subcommittee, Senator Haskell of Colorado, has a statement and,
without objection, I will ask it be inserted in the record immediately
following the testimony of Congressman Kemp and Congressman
Stockman.

Congressman, you may proceed.

STATEMENT OF HON. DAVID STOCKMAN, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF MICHIGAN

Representative STOCKMAN. Thank you, Mr. Chairman. I want,
too, to strongly support

Senator BYRD. Excuse me a moment. Also, a statement by the
Senator from Wyoming, Mr. Hansen, will be inserted in the record
at that point.

Representative STOCKMAN. Thank you, Mr. Chairman. I appear
here to strongly support the Steiger amendment for all of the reasons
that have been given. We need to reverse the drastic decline in risk
capital in this country, improve incentives, raise the rate of capital
formation and so forth. But, rather than elaborate or reiterate those
points, I think I would like to spend my time responding to some of
the arguments that are made against the proposed Steiger amendment,
because I really think they have little substance. They border on
demagoguery. I would therefore like to bring to the attention of the
committee a few of the facts that I have been able to assemble.
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No. 1, it has been said that these changes are undesirable because
80 percent of the benefits will go to taxpayers with incomes of $100,000
or more. I think Senator Hansen hit part of the answer to that earlier
this morning when he said, look at the definition of income intervals or
categories the Treasury is using.

The notion, or the measurement, they are using, "expanded income
class," has noliting to do with what you and I think of in commonsense
terms as our income level. That expanded income class includes
all capital gains realized during the year and it also includes a lot of
imputed, or attributed, income that you could not very well spend
because you would not have it.

Now, the point is, most taxpayers, even middle-income taxpyeras
who realize at some point or another during their life a large capital
gains will suddenly be thrust up for that year into the class of the
w healthy because they will make a $40,000 capital gain that year on
their house. A guy who built a hardware business during his entire
lifetime might sell it at a $100,000 gain and that 1 year he is part of
the wealthy elite in America. The next year, he goes back down to
$15,000.

As a result of that kind of measurement process, by definition you
are going to find a large share of the capital gains are taken at the
upper level of the expanded income classes. But that does not mean
that all of the people that year are rich, and that is a bias in the
Treasury's statistics.

The other thing is, you have a self-fulfilling prophecy here. We are
rolling back the capital gains changes enacted since 1969. Those were
directed, almost exclusively, at upper-income taxpayers. Look at the
two changes. No. 1 was putting capital gains under the minimum tax.
As the minimum tax was originally written, you had a $30,000 deduc-
tion plus one-half of taxes paid before you even got into paying the
minimum tax.

Under the original version, you would have had to have had $100,000
in capital gains if you had a $50,000 ordinary income even before
you paid 1 cent of minimum tax. So obviously, this tax change was
directed at the upper portion, $100,000 or above, of the income spec-
trum. Even with the minimum tax changes of 1976 it requires a fairly
hioh income and capital gain before the minimum tax becomes
effective.

The same thing is true with the other change, the alternate tax
rate. When we remove the privilege of taking the alternate tax at 25
percent, that change only applied tb taxpayers in the 50 percent or
above marginal bracket. Again, that includes only taxpayers with
taxable incomes of $50,000 and probably adjusted gross incomes, or
gross incomes, of $70,000, $80,000 or $90,000.

Now, the point is, if we want to reverse these changes because we
think they have been counterproductive from an economic policy
point of view, obviously a large share of the benefits will go to tax-
payers with high incomes. That is because the original policy changes
were entirely targeted on them.

The equivalent example that I can think of would be to say if we
made a policy mistake and raised the top marginal bracket from 70
percent to 90 percent and then found, after 4 or 5 years, fewer high
incomes, we might then conclude, "This is a mistake, let's repair the
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damage." Yet, if we repaired the damage and put the marginal rate
back to 70 percent, obviously all the benefits would go to higher
income taxpayers. But that does not invalidate repairing the mistake.

The second thing I want to call to the attention of the committee
is that the Treasury has put out numbers, and I am sure you will hear
about it later today, indicating well, what is all the shouting about,
because the effective rate of taxation on capital gains has not gone up
since 1969-and some of you have probably seen this chart.

The talk indicated that in 1968 the effective rate was 14.1 percent;
in 1976, it was only 15.9 percent, so there has not been much change.
Wby are you worried?

Well, I have looked at that chart, and there are three big errors in
it that I think the committee ought to know about.

No. I, this is the effective rate only on returns that show a net
capital gain, but obviously many investors have capital losses (luring
a year. They do not show up in the denominator of this table and, as
a result, they are overstating the true amount of capital gains being
realized in any 1 year. As a consequence, the effective rate is undeistated.

The second thing is, we have a severe limit on carryforward in
terms of capital losses that can be deducted. It is $3,000 a year.

The economy has performed so badly since 1969 that we have had
a huge buildup of capital losses that taxpayers are carrying forward.
Let me give you some numbers to show this.

In 1968, the carryforward of capital losses was $3.3 billion. By
1975, it was $21.3 billion in carryforward capital losses. Those carry-
forward capital losses, since they cannot be deducted from current
years taxes, do not show up in this table, so, again, you are overstating
the true net capital gains and, therefore, understating the effective
rate.

And then, the final thing, is we have had a tremendous increase in
the rate of inflation. As a result, if you compare to the tax paid to the
nominal capital gain reported, obviously you are going to understate
the rate of effective taxation on the real gain.

Let me just give you one example which I think will demonstrate
this point. If you sold a capital asset in 1968 that had been held for
10 years at double its original value, a 100-percent increase in its nomi-
nal value, given the inflation that you had (luring that 10-year period,
75 percent of the gain would have been real and 25 percent would have
been pure inflation on nominal gain. And therefore, according to this
very table, the effective rate in 1968 on that sale would have been 20
-percent on the average.

If you sold an asset in 1978 held over 10 years at also double the
-nominal value, or a 100-percent increase, the real gain (luring that 10-
year period would have been 15 percent, not 75 percent, and the
inflationary or illusory gain would have been 85 percent.

And the effective rate on the real gain of that particular sale of an
asset would have been over 100percent. It would have been a confisca-
tion of even part of the original capital value put into it.

Well, I would suggest that if you make those kinds of adjustments
on this very shoddy, methodologically deficient table you will find
that there has been an enormous increase in the effective rate of taxa-
tion, capital gains taxation, on real gains and that therefore, there is
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every reason in the world why you want to roll back the damaging
changes made since 1968.

Then the final point, Mr. Chairman, I would make is simply this.
We are concerned about investment, but I think we have to be con-
cerned, not only with the aggregate level, whether we have a 10-percent
or 12-percent rate of fixed business investment relative to GNP, but
what we have to be concerned with is composition, where this capital
is flowing.

Let me give you a simple illustration. If we spent $10 billion in
aggregate investment in the economy. And in one case it went to the
semiconductor industry, in the second case it went to textiles, and in
the third case it went to building pyramids, in the current year there
would be no difference on the GNP account. But obviously on down
the road in future years I think we would get more kick, in terms of
jobs generated, income generated, balance of payments improved, if
that $10 billion went into semiconductors as opposed to if it went into
textiles, and certainly than if it went into pyramids-we would get
nothing, or very little in future years from the pyramids.

Now, the point is, we have stacked our tax system so that it sub-
sidizes debt investment and it heavily penalizes equity, or risk in-
vestment. And, as a result, we are directing or biasing the flow of
capital into the stagnant, mature oldline industries in this country
which are having a more and more difficult time competing in interna-
tional markets and we are positively blocking the flow of capital
into those frontier areas, those marginal areas of the economy: The
computer industry, the semiconductor industry, the advanced tech-
nology industries, where we can use our ingenuity and our stock of
human capital and the advanced resources of our educational system
to create new products, new industries, new processes that will make
us competitive in the international markets and that will get our rate
of economic growth advancing again.

And so, therefore, we have to be concerned about what the tax
system is doing to the allocation of capital, well as to the total level.
And that is another reason why I think we have to reduce the burden
of taxation on equity, or risk capital, and we can do it with this partic-
ular measure.

Now, let me just give you a statistic which, I think, demonstrates
dramatically how far we have shifted the balance in our tax system
away from equity capital, risk capital and toward debt capital.

In 1950, interest earnings, earnings on debt accounted for 1 percent
of the national income; profits, or earnings on equity capital, ac-
counted for 14 percent of national income. By 1977, earnings on debt
capital, interest, accounted for 7 percent of national income; profits
were down to 9 percent.

In other words, you had a 14 to 1 ratio between profits and interest
in 1950 and now it is almost 1 to 1. That means we are massively
shifting our capital into the debt-financing form, into the stable, non-
dynamic, nongrowing areas of the economy and I think that is one of
the reasons we are seeing this tremendous decline in our competitive
viability in the international market and the serious balance-of-pay-
ments problem that we have, and so forth.

I think two other indicators of that I would like to just present to
the committee very quickly, are these. We have had a tremendous
falloff in R. & D. investment of a nonmilitary type.
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In 1960, we were spending $216 in real terms-this is in 1978
dollars-per worker for R. & D. During the sixties, when we had that
great growth in our economy, it rose to $389 by 1968. Since 1968, it
has gone downhill. We have slipped to $349 per worker in real terms,
and we have had a decline in the economy during this same period
of time.

The other point that I wanted to make very quickly, a piece of
evidence that I think will be of interest to the committo ,e, is to look
at what has happened to venture capital going to small firms with
new products and new processes.

For firms capitalized under $5 million, in 1968, in real terms, they
raised $1.4 billion in venture capital. By 1977, firms with capital
values under $5 million were only able to raise $125 million-in other
words, only a fraction-about 8 percent-of what they were able to
raise in 1968.

Obviously, that means again that we are depriving, we are choking
the economy of the funds, the capital funds, where it really needs it,
and that is on those dynamic, innovative, technological advancing
margins which I think are the source that we are going to have to
look to if we want to see better, overall economic performance and an
improvement of our position in international markets.

Those are some of the reasons why I so strongly support these
changes that my colleague from Wisconsin has proposed.

Senator BYRD. Thank you, Congressman Stockman.
Senator Packwood?
Senator PACKWOOD. I have no questions.
Senator BYRD. Senator Bentsen?
Senator BENTSEN. I have no questions.
Senator BYRD. Senator Hansen?
Senator HANSEN. No questions.
Senator BYRD. Senator Roth?
Senator ROTH. I have no questions, Mr. Chairman. I would just

like to say I appreciate the very fine statements by both of these
gentlemen and, with your permission, I would like to invite them to
reappear here on July 14th when we will be considering the Roth-
Kemp legislation.

Senator BYRD. Senator Danforth?
Senator DANFORTH. I have no questions.
Senator BYRD. Thank you, gentlemen. Your testimony has been

most helpful.
Representative STOCKMAN. Thank you, sir.
[The prepared remarks of Senator Haskell and Senator Hansen

follow:]
STATEMENT OF SENATOR FLOYD K. HASKELL

One of the bills to be discussed at this morning's hearing, is S. 2428 the deferral
or "rollover" of capital gains for certain small business concerns. introduced
this biU to provide a solution to the present shortage of capital for Independent
small businesses. It would also help farmers whose farms are independent small
businesses, to obtain needed capital.

I am presently in the process of redrafting this bill, and therefore would like to
discuss it in the context of the changes which will be made. Tis legislation
provides that if an investor who owns at least a 10 percent Interest in a small
business enterprise, sells his interest and reinvests at least 80 percent of the
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proceeds from the sale in a qualified small business investment, that recognition
of gain will be deferred until a time when the proceeds are no longer so invested.
The investor will keep his basis in his original investment, and will have two
years from the date of the sale to make the investment.

The investors who will be eligible for this treatment will be individuals, Small
Business Investment Companies as defined in the Small Business Act, and also
venture capital companies. The qualified business investment will be any active
business which meets the section three definition of the Small Business Act.

Under present tax law, individuals who own interests in small businesses are
encouraged to sell controlling interests to large conglomerate corporations. The
corporations exchange stock for stock in tax-free transfers, thereby deferring
payment of capital gains tax until the vendor ofthe small business ultimately
sells the stock of the purchaser. Any person thinking of selling his or her business
is obviously going to consider the tax consequence and these consequences cer-
tainly encourage concentration.

My bill offers individuals an alternative which will help develop a more depend-
able source of small business capital, therefore, stimulate competition in the
marketplace.

The Small Business Committee, of which I am a member, has done extensive
research into the question of the ability of small firms to raise equity capital. The
committee has found that the climate for new, small family, and independent
enterprises has deteriorated markedly since World War II for a variety of reasons,
prominently including difficulties in raising capital in public securities markets,
and periodic waves of mergers and takeovers by giant corporations.

U.S. high-technology corporations, the cream of the next generation of tech-
nological achievement, are looking abroad for capital. This means that needed
jobs in our country will be filled abroad; that profits will be foreign profits-not
U.S. profits. It also means that the independent farmer will have to sell out to
large conglomerates.

just recently, I received a letter from Tom West, president of United Business
Investments, Inc the nation's largest brokerage firm specializing in the sale of
small businesses. 'Mr. West strongly endorses the rollover bill and stated in his
letter:

In addition to the obvious benefits to our business and to the owners of small
farms and businesses, this bill will favorably affect other areas of the economy.
It would aid in the preservation of opportunity for the individual entrepreneuer.
Our experience shows that many people who sell a small business go directly into
the job market. Your bill would be an inducement to them to stay in the small
business community. It may also entice people from the public and private
sector of the job market to enter the small business community.-In an age when
people are rebelling against the waste and depersonalization of large-scale business
and government, this is a move in the right direction.

Small business accounts for 97 percent of all U.S. business enterprises, over 55
percent of all private employment, 48 percent of the Nation's output, 43 percent
of the GNP, and over half of all industrial inventions and innovations.

My bill would encourage U.S. Investors to invest in independent small busi-
nesses. If passed, we will probably see a mutual fund market develop in small
small business stock and securities.

The President in his 1978 tax program says that the tax reductions he recom-
mends will provide significant benefits for small businesses. However, these reduc-
tions do nothing to encourage capital investment in small businesses.

This bill before us today, will help to keep a significant portion of the funds
currently invested there from flowing into Government securities or the Fortune
500.

STATEMENT OF SENATOR CLIFFORD P. HANSEN

Mr. Chairman, I commend you for your leadership in calling these two days of
hearings on various proposals to alter the taxation of capital gains. As you know
62 Senators and 126 Congressmen have joined to cosponsor legislation which would
roll back the rate of capital gains taxaton to what it was before 1969. It is incon-
trovertible that our rate of investment has declined substantially since that year,
when we set on a course of continually increasing the rate of taxes on capital gains,
thereby steadily diminishing the incentives to take the risks that are needed to
provide for the continued growth of our economy.

I am firmly committed to the notion that this country became great because we
understood the value of, and the close relationships among risk, hard work and
rewards. During the years of the Great Society and the decade that followed it,
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risks, and so the belief also arose that rewards must be suspect as well. We changed
our tax law to reflect that veiw, and the dwindling of investment, the shortage of
venture capital, the decline in research and development and the acquisition of our
high technology companies by foreign investors all attest to the high penalty we
have imposed on venture andenterprise.

Today and tomorrow in these hearings, we will focus on two conflicting views
of tax policy. One side will assert the right of government to attempt to manage
the economy by distributing the wealth of the nation as it sees fit. Other witnesses
will advocate a return to more individualistic concepts, wherein the tax system is
used to provide rewards to individuals who choose to make decision for themselves
as to how our limited capital resources can be used to best advantage. We are
testing during these next two days whether we really believe in a capitalist system
which fosters enterprise, innovation and personal industry, or whether we wish to
relinquish our control over our own fortunes.

As I prepared for these hearings, Mr. Chairman, I recalled how some 200 years
ago, about 400 miles north of here, a lot of tea got dumped in a harbor one night
by some restless Americans who decided that the government had taken more than
its fair share of their money and had returned too little in the way of benefits and
services. What those folks as the Boston Tea Party wanted was a chance to have
control over their own resources. They weren't just a bunch of Boston particians
and blue bloods. As a matter of fact, probably the wigged Tories were the equivalent
of today's so-called fat cat. What the Americans who participated in the Boston Tea
Party wanted was a chance to make their own modest resources grow so that they
could have the best possible opportunity to take advantage of the good life this
country had to offer.

I suggest today, Mr. Chairman, that those of us who favor a return to the set of
incentives and rewards which existed prior to 1969 speak for that same constitu-
ency, namely those who are willing to take some risks, work hard, and then be
rewarded in sonic small measure for their efforts.

Senator BYRD. The next witness will be the distinguished Secretary
of the Treasury, the Honorable W. Michael Blumenthal.

Welcome, Mr. Secretary. We are glad to have you present today.
Secretary BLUMENTHAL. Thank you very much, Mr. Chairman.
Senator BYRD. We are always glad to see you. You may proceed

as you wish.

STATEMENT OF HON. W. MICHAEL BLUMENTHAL, SECRETARY OF
THE TREASURY

Secretary BLUMENTHAL, Thank you, Mr. Chairman. I appreciate
this opportunity to appear before this committee and to testify with
respect to three Senate bills: S. 3065, S. 2428, and S. 2608.

May I say, at the outset, Mr. Chairman, that we consider all three
bills to have a most worthwhile objective: in particular, the objective
in furthering capital formation; the objective of furthering economic
growth;- the. objective of 'providing tax- relief where it is most needed.,

I have prepared a detailed statement, Mr. Chairman, which I wofid
like to submit for the record and, with your permission,. sumarize
some of the highlights of that statement.

Senator BYRD. Yes, that will be fine, and your complete statement
will be published in the record.

Secretary BLUMENTHAL. Mr. Chairman, I would like to devote the
major part of my testimony to S. 3065 which, in the House counter-
part, is known as the bill sponsored by Mr. Steiger. This is a bill for
which many claims are made.

It is claimed that it will help homeowners who sell their homes ard
have to pay tax on the capital gains. It is'claimed that it is a bill to
)rovide relief for the middle-class taxpayer.

33-578--Ts----7
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It is claimed that it is a bill that will substantially increase stock
values. It is claimed that it is a bill which, happily will not only not
lose the Treasury revenues, but will gain the Treasury revenues.

It is a bill that is claimed will substantially aid capital accumulation
in this country and it is claimed that it is a bill that will help us in
competing with other countries, such as Germany, who have had a
good economic performance and who happen not to have a capital
gains tax.

Mr. Chairman, may I, again, say that the administration fully
supports all of these objectives. We have no quarrel with any of them.

The reason why we oppose the approach of this bill is that, in our
judgment, there is little or no substance to any of these arguments.

What I would like to do this morning, Mr. Chairman, is to provide
as many of the facts and as much- of a dispassionate analysis as is
possible in order to highlight these issues.

Let me first deal with some of the basic facts involved in the matter
that we are considering.

First of all, who pays what in capital gains taxes?
In 1978, $10.3 billion will be paid in capital gains taxes, of wbich

$7.8 billion will be paid by individuals and $2.5 billion by corporation.
Table I of my statement shows you the breakdown at 1978 levels of

income and you will see that the effective tax rates on capital gains are
relatively modest.. They are, in fact, substantially lower than other
taxes paid by Americans. An effective rate of over 25 percent is only
paid by individuals making $200,000 a year.

The question has been raised, and it is often alleged, that it is pos-
sible to pay as much as 50 percent, on capital gains taxes. In theory, Mr.
Chairman, this is a possibility. In fact, in our research, we have not
been able to produce a single taxpayer who paid as high a rate on capital
gains as that, not a single one out of nearly 90 million tax returns filed.

We have been able to locate only 20 returns, Mr. Chairman, in
which any taxpayer has aid more than 45 percent on any capital
gains that he reported. We have been able to locate only .05 percent
of the returns with capital gains in which a taxpayer paid over 40
percent.

Ifi fact, therefore, Mfr. Chairman, out of all of the returns filed that
report. capital gains, the actual, effective tax rate that is paid on such
gains is relatively modest. The numbers which have been cited which
indicate very, very high levels either do not exist or exist only in a
small handful of instances.

Let me then turn to the facts about this particular proposal, S. 3065.
The proposal would eliminate capital gains from computation of the
minimum tax, the maximum tax, and it would extend the 25-percent
alternative tax to all capital gains. It. would also reduce the alternative
capital gains tax for corporations-from 30 to 25 percent.

Virtually. all of the claims that I have cited and that have been made
for this bill either are elToneous, or they have not been proven, or
cannot be proven.

First of all, is this the answer to the middle class tax revolt?
As I have indicated, if you take the amount of capital gains taxes

that are paid by individuals (which involves 80 percent of all of the
capital gains revenue that we collect), four-fifths of the benefits of the
reduction that would result from this bill would go to those who make
more than $100,000 a year.
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Out of 1.8 million returns of taxpayers with incomes over $50,000
the benefit received would be relatively small. It is not until you get to
those 387,000 taxpayers out of 90 million returns who receive more
than $100,000 of income that the tax reduction becomes significant.

Table 2, Mr. Chairman, shows why we call this a relief bill for
millionaires. I would suggest that that bill ought to be labeled the
"Millionaire's Relief Act of 1978" for it is people who declare total
incomes of more than $1 million who get the highest average benefit
over $200,000.

Is this going td be a boon for the stock market, Mr. Chairman?
The bill, if it were implemented, would reduce taxes on stock gains

by $500 million. Three different studies have been cited in support, of
the fact that this would be a substantial benefit to the stock market..

One study claimed that the result of this $500 million reduction for
gains on stock would be to increase the stock market by an astounding
40 percent-40 percent.. That, based on the present values of the stock
market, is an increase in the value of stock by $300 billion. That is
600 times the size of the cut.

I think it stretches credulity beyond the breaking point to assume
that. a $500 million reduction in the taxes on stock gains would result
in an increase in stock values by 500 times that amount.

Even the lowest, of the estimates that, have been made, and it shows
how conjectural they are, indicates that stock values would not increase
by 40 percent., but only by 4 percent to 6 percent. This implies that
the stock market would therefore increase by 60 times the $500 million,
or by about $60 billion, an equally unbelievable nunhor.

A third study, on the other hand, has estimated that if you eliminated
all taxes on capital gains, all of them, you would have an increase in
the stock market of 20 percent.

The reality, Mr. Chairman-and I think chart No. 1 indicates this
clearly-is that there is no conelation at all that we can detect, or that
anyone can objectively detect, between stock market values and the
level of capital gains taxes.

If you look at that chart, you will find the stock market fell in 1969
before the Tax Reform Act of 1969 was enacted and capital gains
taxes were raised. Indeed, the stock market rose to a high in 1972, and
again, it, dropped to a low in 1974. In both periods, no change at all
with regards to capital gains taxes had been enacted.

The fact, of course, is that the stock market reacts to very much
more fundamental factors than this one single one and that a correla-
tion between these factors simply cannot be determine(l.

Does it offer tax relief for homeowners? We also believe that home-
owners nee(] to be very carefully considered. The President's tax
proposals recommen(l that the gain on the sale of a home be excluded
from the minimum tax, so there is no difference, in that regard, be-
tween this prol)osal and the President's.

is it a spur to capital formation? In that regard, Mr. Chairman,
what we have to look at., of course, is whether the total tax burden
on capital is affected, and how it, is affected.

The capital gains tax is merely one of a whole range of taxes on
capital and we have to look at all of then in order to make any
judgment. We have the corporate income tax, which is an important
tax on capital. We have a variety of other taxes. Table 3 shows,



96

Mr. Chairman, that capital gains taxes represent only 10 percent of
all the taxes on capital and, obviously, the impact on capital formation'
has to be judged by how all of those taxes are reduced, and not by
any one tax.

NVe happen to believe that a broad, across-the-board cut in the
corporate income tax,'which is much more pervasive, would be a much
better spur to capital accumulation. In addition to being broader, it
does not have the faults of this particular capital gains tax reduction
which, in our judgment, fosters the wrong kinds of capital.

What we need is an increase in the profitability of the industrial and
technological capital in the United States. This capital gains tax cut
would not do much in these areas. It would greatly reduce the taxes
on real estate, on Commodities, on installment sales, and on a whole
range of other assets which have no direct bearing on real capital
accumulation.

In that regard, too, Mr. Chairman, we judge the President's pro-
gram to be much better because a broad, across-the-board tax cut
would not have the deficiencies I have just outlined.

Would we gain more than we lose, Mr. Chairman?
I think this is the most ingenious claim that has been mad(le for this

particular proposal; and certainly I, as the Secretary of the 'reasury,
would be delighted if, by reducing taxes to the tune of $2.4 billion we
could gain more revenue than we are losing. Unfortunately, Mr.
Chairman, the facts do not bear this out.

We have to distinguish here between the very short-term impact on
the stock market-and, bear in mind that only 26 percent of all capital
gains conic from corporate stock transactions. We are not talking about
the other. 74 percent; they are saying that 26 percent will yield us
more.

We have to distinguish between the very short-term, the medium-
term, and the long-term effects of the proposal.

In the very short-term, it may well be that if you reduce capital
gains taxes, more people will sell their stock. In other words, there will.
te more realizations. Actually, it is quite possible that that would
depress the stock market; if a large number of people all try to sell
when there is a lower tax rate, that might well result in lower prices-
rather than higher prices.

It could also mean that the volume will go up because there will be
more transactions, and there is no way to forecast whether the differ-
ence between the depressing effect of more sales and greater volume
would, in the end, result inhigher or lower revenues to the Treasury.
It is entirely unrealistic simply to assume that the revenues would be
higher.

rhe medium-term impact is more difficult to assess. All of our
experience at the Treasury indicates that the feedback effect from
tax reductions are roughly 40 percent over time. Initially you have 4
significant reduction. Over time, there is clearly a feedback effect.
But that is true whether you reduce corporate taxes, capital gains
taxes, individual taxes, or any other tax.

The proponents that stock prices will rise significantly, and that,
therefore, the feedback will be very high. But no one knows. As I
indicated earlierthe numbers that have been used simply are beyond
belief.
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Tie long-term effects, on the economy and on our revenues clearly
depend on the long-term sustainable growth in the economy and that,
in our judgment, it most effectively accomplished by an increase in
the profitability of American industry. An increase in the profitability
of American industry will yield increased returns to total capital that
can be put into productive industrial use and increased technological
innovation. These are the kinds of things that create jobs.

Finally, Mr. Chairman, what about the international impact. Is it
true that the Germans are ahead of us since they do not have a capital
gains tax? And that that is the major reason.

We have looked carefully at other countries. In the case of the
Germans, it is indeed true that they do not have a capital gains tax;
they have a wealth tax, instead. The wealth tax really is much broader
than a capital gains tax, for it taxes not only realized, but unrealized
capital gains and I do not think anyone would suggest that we ought
to substitute a wealth tax in the United States for a capital gains tax.

In the case of the Japanese, who certainly have been doing well
economically, they have a capital gains tax which taxes most capital
gains at ordinary rates of income, so it is really a much stiffer tax
than we have. And in the case of the one or two other countries that
do not have a capital gains tax, we have found that the economic
performance of those countries is considerably behind that of the
United States.

Therefore, Mr. Chairman, any objective analysis of the facts as we
see them indicates that $2.4 billion in revenue would be lost; that most
of it would go to the highest income taxpayers in this country; that
any claims as to increases in stock values, any claims that this is the
best way to accelerate capital accumulation, any claims that this is
the way to compete more effectively with other co, entries, are just
that--hey are claims. They are not borne out by facts.

The President's program, which involves an across-the-board cut
in corporate taxes which was most asked for by the broad segment of
the business community, is the most effective way to foster investment
in new capital goods in this country.

My final point, Mr. Chairman, is that if we devote substantial
revenue to this particular proposal, we then have to take that revenue
away from something else. Either we increase the deficit-something
that we would strongly oppose; in fact, we are trying to get that
deficit down, as you know, as urgently cr as quickly as possible--or
we have to reduce tax reductions elsewhere. Either middle and lower
income individuals would get smaller cuts or we would have to take
proposed reductions away from business. This would involve a smaller
corporate tax cut or investment tax credit. And these are the places
where tax reductions can have the most immediate and effective
impact on capital accumulation and on the development of this
economy.

It is Tor these reasons, Mr. Chairman, that we oppose S. 3065.
My statement also refers to S. 2428 and S. 2608. I will not take the

time now to comment on those, but I also will be glad to answer
questions with regard to either of these two bills.

Thank you.
Senator BYRD. Thank you, Secretarv Blumenthal.
You mentioned Japan's taxing capitol gains at ordinary income

tax rates. Do you favor taxing capital gains at income tax rates?



98

Secretary BLUMENTHAL. No, I do not. I believe that the present
system of capital gains taxation essentially is the correct one. I would
further say that this whole issue really needs to he looked at very
carefully.

We have, in the Treasury, a detailed study underway as to how we
can accelerate capital accumulation. I made a speech 6- or 8-weeks
ago in Florida, Mr. Chairman, in which I tried to deal with the urgent
problem of capital accumulation in this country. It is very much
needed, but it requires a look at the sum total of the way in which we
tax capital, not just the capital gains tax, but also the taxes on divi-
(lends and on other forms of capital.

I would not want to increase the capital gains tax at this time in
any significant way. I do think that, we need to take another look at
the sum total of these capital taxes.

Senator BYRD. I am confused as to the administration's position.
You say you would not want, to increase capital gains tax in any signifi-
cant way. That indicates that you are willing to increase capital
gains taxes?

Secretary BLUMENTHAL. We have suggested a minor adjustment,
Mr. Chairman, which would ha've, under certain extreme circum-
stances, increased the capital gains tax in a particular instance by
about 2 percentage points.

Senator BYRD. Well, now, perhaps you can enlighten the committee
on this. As I understand it, President Carter has advocated the elimin-
ation of the capital gains tax and taxing all capital gains as ordinary
income. Is that not correct?

Secretary BLiUMENTHAi,. He advocated that in the context of a total
review and reform of the system of taxation. He is not advocating
that in this legislation.

In the context of total review an(l reform, he would have reduced the
tax rate on unearned income from 70 to 50 percent. In that context,
we would have eliminated the double taxation of dividends and there
would have been very substantial reforms.

Certainly he is not advocating that you select one particular tax
anti make this kind of change without also considering the other re-
forms that would have to go along with it.

Senator BYRD. As I recollect, (luring the campaign, candidate
Jimmy Carter recommended, urged, and advocated, that capital gains
be taxed as ordinary income. Is that not correct?

Secretary BLUMENTHAL. He did, but it was meant in the context
of also eliminating the double taxation of dividends.

Senator BYRD. Well, now, I am getting to that, next.
Now, (luring the campaign, candidate Jimmy Carter advocated the

elimination of double taxation on dividends. boes the Treasury De-
partment advocate the elimination of double taxation on dividends?

Secretary BLUMENTHAL. We would be in favor of both of those
changes, along with other changes. We did not recommend them this
year because we felt the debate over them would be too long, too
complicated, and would take too much time.

Senator BYRD. Do you favor it, or not favor it?
Secretary BLUMENTHAL. I favor it, yes, and it is favored by the

President.
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Senator BYRD. Does the administration favor the elimination of
double taxation on dividends?

Secretary BLUMENTHAL. We favor it as an ultimate step in a total
reform of the tax system.

Senator BYRD. But you (to not advocate it this year?
Senator BLUMENTHAL. That is correct.
Senator BYRD. Do you anticipate advocating it next year?
Secretary BLUMENTHAL. I cannot say, Mr. Chairman, whether the

President will send another tax bill to the Congess next year and
what would be in it. I would hope that he would be in a position to
make proposals on these matters next year, or in the foreseeable future.

Senator BYRD. Do you favor bringing the top tax rate, which is now
70 percent, (lown to 50 percent?

Secretary BLUMENTHAL. I would certainly favor that. I have never
understood the rationale and the distinction between earned and un-
earned income and the taxation at different rates. I think in order for
us to be able to (1o that, to afford to (1o it, we would have to make a
whole range of other reforms, many of which would be quite con-
troversial.
. Senator BYRD. My impression of tax reform, having sat through

the 1969 tax reform and having sat through the 1976 tax reform, that
tax reform, in reality, means a tax increase. Certainly, those two tax
reform acts resulted in a tax increase for the middle economic group
in our Nation.

So I, for one, and I have encouraged every audience that I speak
to in Virginia, to take a very skeptical view of any piece of legislation
that has the word "reform" it in. Tax reform, in the past, has meant
a tax increase on the average American.

Welfare reform has meant welfare expansion, such as the present
proposal, and such as was President Nixon's.

I find that most of these so-called reform bills go in what I consider
to be the opposite direction.

Now, let me ask you another question. The President advocated, in
his campaign, that capital gains be taxed as ordinary income, but that
has gone by the board. That is not now being advocated, as I under-
stan it.

Secretary BLUMENTHAL. That is correct.
Senator BYRD. He also advocated the elimination of double taxa-

tion on dividends. That, too, has gone by the board.
Secretary BLUMENTHAL. For this year.
Senator BYRD. And you have no assurance that it will be brought

up in the future.
Secretary BLUMENTHAL. That is true.
Senator BYRD. Now, let me ask you this. As I understand it, the

administration and the Treasury Department favors making perma-
nent the investment tax credit. Now, what does that cost in dollars
to the Treasury?

Secretary BLUMENTHAL. The extension of the investment tax credit
at 10 percent does not cost any additional revenue.

Senator BYRD. No, not additional revenue. What is the revenue loss
as a result of permitting the 10-percent investment tax credit?
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Secretary BLUMENTHAL. Would you like that number at 10 percent,
or what it costs us not to have it go back to 7 percent?

Senator BYRD. The total 10 percent, please.
Secretary BLUMENTHAL. I will have to get you that number, Mr.

Chairman.
Senator BYRD. And then while that is being looked up-
Secretary BLUMENTHAL. The total 10 percent investment tax

credit has a revenue cost of $2.5 billion to $3 billion.
Senator BYRD. $2.5 billion to $3 billion. Roughly what--
Secretary Blumenthal. Leaving it at 10 percent, not reducing it

and having it go back to 7 percent has a cost of about $2.5 billion.
Senator BYRD. That was not my question, though. The 10 percent

tax credit.
Secretary -BLUMENTHAL. Oh. We will have to get you that total

figure.
Senator BYRD. Yes. The total figure.
But leaving it at 10 percent and not going back to 7 percent has

a revenue loss of $2.5 billion?
Secretary BLUMENTHAL. That is right.
Senator BYRD. Now, one other figure I would like in that connection,

how much of that $2.5 billion and also how much of the unknown
figure, which you will look up for me, goes to the top 10 percent of
American corporations?

Secretary BLUMENTHAL. Of corporations, not individuals?
Senator BYRD. Of corporations.
Secretary BLUMENTHAL. Well, I will supply that for the record.
Senator BYRD. If we could get that percentage figure prior to the

adjournment, or the end of your testimony, it would be helpful,
because I think I want to relate that to your testimony on capital
gains, if I might.

Senator PACKWOOD. Mr. Secretary, when Treasury appeared here
in March 1969, they testified that when we raised the capital gains
rate, there would be an increase in revenue, from the capital gains
tax. That turned out to be dramatically wrong; revenues from the
tax was down.

Why was that?
Secretary BLUMENTHAL. The numbers, I think, were affected largely

by economic circumstances over the years.
Senator PACKWOOD. Well, let's just take the Treasury's projections

for the first 2 years, as opposed to the revenues for those first 2 years.
Secretary BLUMENTHAL. I do not have the numbers for the revenues

on capital gains. I have it for the total revenues, because it is generally
put in those terms. Would you like me to give you those?

Senator PACKWOOD. No. I am only talking about the capital gains
tax.

Secretary BLUAIENTHAL. I do not have the breakdown Over what
was estimated in 1969 on, and what was actually gained.

Do you have those figures?
Senator PACKWOOD. Mr. Steiger, do you have those figures with you,

out of curiosity?
Representative STEIGER. No.
Senator PACKWOOD. In any event, the Treasury testified that capital

gains revenues would go up and they went down, and rather dramat-
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ically. I grant you, it may have been a change in economic cir-
cumstances that Treasury did not see.

Now, Treasury is, today, testifying that there would be a revenue
drop of $2.2 billion in 1979 and $2.4 biIlion in 1980 if enact the Steiger-
Hansen capital gains tax.

What is that based on?
Secretary BLUMENTHAL. The initial revenue loss is a result of enact-

ment of this particular-
Senator PACKWOOD. No, no. I understand that. How did you come

to those conclusions?
Secretary BLUMENTHAL. It is based on a calculation of what the

actual loss to the Treasury would be as a result of reducing the rates
and applying the reduced rates to the realizations on capital gains
that we expect in each of those years.

Senator PACKWOOD. In reaching that result, are you presuming any
change in economic circumstances?

Secretary BLUMENTHAL. No other change in economic circumstances
other than what we are generally projecting for other calculations that
we are making about the economy. Taking the assumption that we are
making about the economy for other purposes and saying, under those
circumstances, what happens in the first year of enactment and then
the second year and then the third year.

Senator PACKWOOD. Basically, the philosophy of the Treasury
Department has not changed. You are using roughly the same philos-
ophy you used in 1969 which, in making your projections, presumes
very little change in economic circumstances. It was the change in
circumstances that threw the projections off.

Secretary BLU'.NMENTHAL. It is certainly true that, if we have a
recession or if wve have a great boom that the revenues of the Treasury
will change. We can only go upon the best assumptions that we can
make. That applies to all revenue calculations that we make.

Senator PACKWOOD. You have seen the studies of Chase, Merrill-
Lynch, SIA and Curie, all of whom show revenue increases in the
second year, ranging from $7.3 billion to $1 billion, but all of them
revenue increases.

In your estimation, they are all wrong?
Seceretary BLUMENTHAL. That is correct, because they assume

stock market price increases of 40 percent, in one instance, and 20
percent in the other instance.

Senator PACKWOOD. Only 4 to 6 percent in the case of Merrill-Lynch.
Secretary BLUMENTHAL. And 4 to 6 percent in the third.
Senator PACKWOOD. That is not an exorbitant increase in stock

market prices.
Secretary BLUMENTHAL. Well, the fact is, Senator, that nobody

knows. These are assertions. Nobody knows what they are.
Therefore, we can come to any result we want is we are willing to

assume that the stock market will either rise or fall dramatically. We
looked at the performance of the stock market and we saw that, in the
past, there was no correlation.

Senator PACKWOOD. Nobody knows, then, including Treasury?
Secretary BLUMENTHAL. We look at the past, and the fact is that

the past has shown no correlation; so we certainly know that it is
wrong to assume a correlation that has never existed in the past.
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Senator PACKWOOD. What information are these other studies
based on?

Secretary BLUMENTHAL. I do not know what they looked at. I
think they just programed their computers to come out with a certain
result.

Senator PACKWOOD. You think they programed their computers to
come up with a certain result?

Secretary BLUMENTHAL. That seems to be the case.
Senator PACKWOOD. They had a Conclusion they wanted to reach

and they skewed the figures to make sure they reached that result?
Secretary BLUMENTHAL. They have to speak for themselves as to

how they get the 40 percent.
SneatorPACKWOOD. No; you have spoken for yourself, and I under-

stand, now, what you are saying. These are to be dismissed because
of deliberate factual inaccuracies programed to reach a preconceived
conclusion.

Secretary BLUMENTHAL. Well, some of these same analyses from
some of these same groups who have clone similar analysis for other
purposes use different assumptions and came up with different results.
I cannot understand how, based on the facts as to what the stock
market has done in the past and the lack of any kind of correlation,
one can suddenly come around and assume that there will be a 40-
percent increase, or a 20-percent increase.

Senator PACKWOOD. Are we going to have a second round of
questions?

Senator BYRD. Yes.
Senator PACKWOOD. All right.
Senator BYRD. Senator Hansen?
Senator HANSEN. Thank you, Mr. Chairman.
Mr. Secretary, we are pleased to have you here, and I appreciate

the difficulty in trying to say what the President's position may be.
As a member of the Energy and Natural Resources Committee, I
have observed that his position seems to be a rather changing one.
He certainly has made a number of proposals for a solution to the
energy crisis, and I find an equally fantastic number of changes in
tax proposals.

Back in 1969, Treasury predicted that, if changes were made to
close the loopholes in capital gains, then revenues would increase. The
facts are that, by your own data, Mr. Secretary, those revenues de-
clined 39.2 percent from $14.6 billion in 1969 to $8.9 billion in 1970.

In 1963, when President Kennedy proposed lowering taxes-and
they wer'e, indeed lowered-Treasury predicted an $89 billion reduc-
tion in revenue between the years 1963 and 1968. Actually, there were
increases of $54 billion during that same time.

Now, based upon the rather dismal record that Treasury has before
us-and I could state other examples to make my point-and com-
paring that record with the overwhelming consensus of economists,
why should the American public or the Congress now place credence
in Treasury's estimate of losses that will result in what you describe
as a static economy. You say all you can do is look at the figures.

I am inclined to think that Treasury is looking at the reduction
of the rate, assuming that nothing else is going to change. Now, do
you really believe, based upon the experience you have had-and I
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greatly respect your judgment and your experience-do you really
believe that it is fair or accurate or even decent for Treasury to come
up here and say if we lower the rates, the revenues are going to drop
so much. Do you really think that is the case?

Secretrry BLUMENTHAL. Senator, I think, that you have to look at
all of the taxes on capital and you have to recognize that the tax on'
capital gains represents a very small proportion of the total, And,
on that basis, you have to make some judgments as to the extent of
the impact that this kind of thing could have, and you have to look
at past history and you have to see whether you can discern any
direct impact.

On the first point, you conclude that it was a small poition of the
total; on the second, you conclude tht it did not have such an impact
in the past. It is on that that our judgment is based.

But I would like to comment on the one figure of $89 billion to
which you have referred, because I think the record, really, is some-
what different.

Between 1962 an 1968, the unified budget revenue rose by $54,
billion, It has been alleged that we estimated a decline of $89 billion
which would have, incidentally, meant a cumulative error of $143
billion that Treasury estimated.

While I certainly was not a member of the Treasury then, I do
want to set the record straight, for I have a great deal of respect for
my colleagues who are professionals and who are very good at their
job. In fact-

Senator HANSEN. Well, it I could interrupt for a moment, Mr.
Secretary, let me say this. I greatly respect your judgment. I greatly
respect the judgment of former Secretaries of the Treasury. It seems
to me that you listen too much to those right around you who do not
live too much in the real world. That is all.

That was the point I was trying to make there.
Secretary BLUMENTHAL. Well, in fact, Mr. Chairman, the Treasury

estimators did not predict that revenues would drop by $89 billion;
they estimated a rise of $52 billion. The $89 billion figure, as I
understand it, was a prediction of how much less it would rise, but
not whether it would rise or fall.

I think that in the historical telling of the story, that sentence
simply has been dropped out. They prelicted a $52 billion rise which
shows that the average error, the estimated level of receipts in that
period, is 4.6 percent for the year, so they are fairly accurate.

It is not that they predicted an $89 billion drop, but to predict
$89 billion less than what would have happened, but still a $52 billion
rise as compared to the $54 billion that actually occurred.

Senator HANSEN. My time is up, Mr. Chairman.
Senator BYRD. Senator Roth?
Senator ROTH. Mr. Secretary, are you satisfied with the state of

our economy?
What do you foresee happening with respect to growth, employ-

ment and international trade during the next year?
Secretary BLUMENTHAL. I am reasonably satisfied with the state of

the economy, but it could be better and I am certainly not fully
satisfied. We do have some problems, Senator.
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I think that the rate of inflation is much too high. I think that there
are still areas in which unemployment is much too high, particularly
for the young, for minorities, and the people in the inner cities. I think
that there is not enough capital investment in the United States, and
that there is not enough investment in R. & D. in the United States.
All of these are problems that have to be dealt with.

And, of course, I am concerned about the energy situation and about
the persistent deficit in our current accounts, our balance of trade.
These are serious problems.

I foresee, over the next year or two, continued growth of the U.S.
economy at a level at or above the sustainable rate of growth which
we generally estimate to be about 3.5 percent in real terms.

I foresee also some general, gradual, further decline in unemploy-
ment at these levels of growth and I am hopeful that we can look
forward to a gradual decline in the rate of inflation, particularly if
the President's anti-inf1'tion program and his efforts to follow a very
tight budgetary policy and to reduce the deficit are effective.

Senator ROTH. Do you feel, for example, the imbalance in the cur-
rent trade account for example, with Japan and the position with ouri
foreign competition is something that can wait?

Some time ago, for example, you made the statement that, as far
as the decline of the dollar was concerned, we could use sort of an
approach which could be called benign neglect. Do you feel the same
position is true here?

The reason I ask this question is because at the conclusion of your
statement you once again say you will study the issue. How long can
we wait?

We have the largest deficit in the history of our country. We are
losing jobs to foreign competition. What are we going to do about
modernizing our industrial plant? How are we going to get these
investments? How long can we wait?

Secretary BLUMENTHAL. Senator, first of all, I must make one point
clearly. Neither I nor, to the best of my knowledge, any member of
this administration has ever indicated that a policy of benign neglect
with regards to the dollar was a correct policy or was, indeed, accept-
able in any way, shape, or form.

We have always felt, and I have stated so repeatedly, that the
strength and stability of the dollar is of great importance to us and
that policies we are following are clearly designed to insure that.

I think that, we have to act quickly and vigorously to deal with the
problem areas that I have indicated. I firmly believe, Senator, that
based on months traveling around this country and talking to busi-
nessmen, large and small, in my office and elsewhere, that an across-
the-board reduction in the corporate rate of taxation (which inci-
dentally is, something that many Members of Congress, and many
Republican Members of Congress, advocated a year ago) is the best
way to increase the profitability of American industry and provide
the additional cash flow as an incentive to modernize and to make
us more competitive.

Senator ROTH. Let me ask you this question, Mr. Secretary.
In your closing paragraph, you state that a thoughtful and com-

prehensive study to capita income taxation is needed.
When will the Treasury be able to come up with recommendations

in this area?
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Secretary BLUMENTHAL. It will not be in time to affect the tax
bills for this year, which I hope the Congress will pass. I have started
an intensive study of this whole question of capital accumulation.
That should be ready in the Treasury by the latter part of this year,
by October or November.

We will then review it with the other agencies and )resent recom-
mendations to the President.

Senator ROTH. Well, Mr. Secretary, I think time is of the essence.
I think that we cannot afford to wait.

Unfortunately, this has been the position of this administration
in the area of general tax reductions. Last year, you said that you
were going to study it. You reluctantly finally came forward with a
)rol)osal. In recent weeks you have been backing off, delaying,

cutting back. I think that we need a com)rehensive program.
Could I ask one more question, Mr. Chairman?
In your testimony, you talked about the revenue loss or possible

loss from the Steiger amendment anl the difference of opinion as to
whether or not that would happen. But talked about the deficit,
and you never suggested that one way of minimizing that deficit
would be through a reduction of Federal spending.

Now, you and many members of this administration, I think, have
rightly called upon peol)le in the private sector to use restraint. You
have asked the unions to limit their wage requests. You have asked
business, rightfully, to keel) their prices down.

And yet, no mention is made here by you of redticing the deficit
through holding down spen(ling. I would like to ask you to comment
on that because this bothers me very much. Yesterday the full
Senate considered the appropriation for your department, and it was
recommended that there be an increase of $888 million over the 1978
appropriation of $2.8 billion. That is a pretty big increase. I recognize
that about $500 million of that is due to the social security problemi
that you are trying to resolve.

I also note that in that committee report on the bill the Subcom-
mittee on Appropriations wrote that-

The committee is increasingly concerned with the appropriations expended in
Treasury for travel. Travel avd transportation funds requested in fiscal year 1979
are 26 percent higher than the obligation for this purposes in fiscal year 1977.

Now, Mr. Secretary, the reason this bothers me so much is that we
are, and rightfully, as I said, asking the private sector to show
restraint. But I do not see where the administration itself is providing
that kind of leadership.

This report comes out from the Democratic majority. It is not the
words of a Republican minority.

The question I ask you is, one, what can be done about holding
(own spending and does this provide the kind of leadership that is
going to spur the American people to do what is necessary?

Secretary BLUMENTHAL. I think, Senator, I fully agree with the
need to keel) down Federal sending and the President is firmly com-
mitted to (1o so.

The budget that lie sent, to the Congress for fiscal year 1979 involves
a considerably smaller increase in the rate of spending than in the
prev ious years. In fact, in real terms, it involves an increase of about
1 percent. He has indicated his determination to keep total spending to
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21 percent of GNP and he has put all of us on notice that the 1980
bu, rget will be a very, very tight budget in which there may well be
no increase at all.

The real goal to which he has committed himself is to get the deficit
down and to get that Federal budget into balance by 1981.

Let me say a word about the Treasury budget. I would have to
look at the detailed numbers. I think some of that $800 million,
really, as you have indicated, is beyond our control.

A great deal of the Treasury budget is interest on the debt over
which we (1o not have any control at all

But even at $800 million, I estimate out of a $2.8 billion budget-
and I take your figures-that to be roughly, 3 percent. Given the rat,
of inflation, that is, a very-small increase. Bearing in mind, also, that
we have mandated a ceiling on wage antl salary increases, it involves
prettyy tight controls. Certainly, I am doing my best in that regard

within the Treasury Departnrnt with respect to those areas where
we (1o have control.

Senator Roi'ir. When you ask the American people to sacrifice and
use restraint, it is very difficult to be an effective leader, in my judg-
inent, when the very agency responsible for much of the inflation fight
is proposing to increase its travel by 6 percent.

That is something the American worker can understand. And
while everybody says they are for holding (town Federal spending,
I will have to say, in all candor, that, the action (toes not follow up the
words.

Thank you, Mfr. Chairman.
Senator BYRD). Senator Danforth?
Senator DANFORTH. Mr. Secretary, as is generally the case in public

issues, ani particularly tax matters, the question on capital gains
taxation is a debatable matter. I would like to make some comments
to you, and maybe elicit some from you, on the quality of the debate
that is now going on.

I am a cosponsor of Senator tIansen's bill. I must say that I am not
fully locked in concrete on it. I hope that I am always a person who is
receptive to good, sound arguments.

But what I would like to address your attention to, and my atten-
tion to, are sort of the ground rules on which this debate is taking
place, the nature of it, the way in which this battle is being fought.

Today, Congressman Steiger has apl)eared before us, and you have
appeared before us. Very frankly, his arguments have just run circles
around your arguments.

lie has been substantive. Ile has been factual. He has addressed
himself in detail to the question of capital formation. You addressed
yourself for about 1%4 minute to that subject.

The people who are favoring a reduction in capital gain taxes are
armed with three econometric models to shore up their position. You
dismiss them very lightly as being incredible and, according to your
staff report, the Treasury Department-and I am reading from it-

Has not heretofore analyzed the proposed changes to capital gains tax rules
with an econometric model. Secretary Blumenthal's letter does not indicate
whether the Treasury Department has examined the impact of the proposed
changes on aggregate economic activity.
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You came here and you said that you were going to give us a
dispassionate analysis and, very frankly, I did not see any thing dis-
passionate about it. It seems to me that what happened was that
some public relations person or press person, either in Treasury or
somewhere in the administration, keyed in a couple of catch phrases
which you hoped would get publicized.

When you said, "This is a relief bill for millionaries," and you sug-
gested that it should be called the Millionaire's Relief Act of 1978.

This was the same kind of tone for this debate that was adopted by
the President in his press conference, I think it was last Monday,
where he said, in answer to a question about the Steiger and Jones
proposals-

Both of these proposals apply basically to a desire of some Members of the
Congress to remove part of the income of very wealthy taxpayers from the mini-
num tax. A few years ago the Congress very wisely said that if there were loop-
holes or provisions in the tax law that let a wealthy person avoid paying any tax,
they would at least have to pay some tax under the new, minimum tax laws.

Well, I can understand a President at a time when his popularity is
apparently sinking, and the polls are showing that, trying to create
groups that he attacks, but frankly, I do not think that is the kind of
tone of political debate that we should be having in this country.

I really question the President of the United States flying out to the
west coast and attacking the lawyers one day, ant attacking the
doctors the next day, and now, after his press conference last Monday,

the press starts writing articles wondering whether the whole tone on
capital gains taxation, the whole quality of the debate, is going to be a
kind of demagogicc move to transform it into something other than a
souni analysis of the needs of productivity and capital formation and
the general health of the economy, and just passing it off as you put it,
"the Millionaire's Relief Act of 1978."

I am absolutely convinced that, more important than any program
the Government comes up with is the tone of public debate, anti it
seems to me that the best thing that a person in public life can (do is to
either appeal to the best or to the worst instincts in the people who
are out there listening.

That is what a Member of the Senate has. He has got basically a
platform. He has got a platform from which he can speak and he can
either, in his speech, appeal to the best instincts or he can appeal to
the worst instincts of the American people, and if that is true for a
Senator, it is certainly true for the Secretary of the Treasury and it is
certainly true for the President of the United States, andl honestly
believe that it is a profound disservice to this country to go running
around in press conferences attacking this group or that group for the
sake of political popularity.

Secretary BLUMENTHAL. Senator, I pride myself upon the belief that
in my public comments, my testimony, anti my s eeches, I make every
effort, to deal with the facts, as I know them. I To not have to run for
public office. I (1o not particularly need this job. Nevertheless, I try to
(t( the best job I can with the available evidence given to me, based on
the integrity which I hope that I have brought to whatever I have
(lone, whether it is this job or eny I have had before, or any one that I
would have afterward.
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was designed to indicate that what we are dealing with here are
assertions.

Table 2 indicates how the individual tax reductions under Mr.
Steiger's bill would be distributed. That is not demagoguery. Those
are facts. The average tax benefit for those over $1 million is $145,000.
The average tax benefit for those earning between $15,000 and $20,000
is 25 cents. That is not demagoguery; those are facts. And I think that
I have an obligation to point out that taking $2.4 billion out of tax
revenues and putting them into this kind of reduction, which means
we must take it from somewhere else, either other corporate taxes, or
individual taxes, is an unjust way of handling our taxes.

Second, I attempted as clearly as possible to summarize my full
statement. That document presents my reasoning in great detail and I
hope, if you have not already (lone so, that you will study it carefully.
I have tried to analyze the validity of the claims in the models were
only as the assumptions that go into them, and we all know that. The
validity of the claims that there would be a significant increase in the
stock market and, again, we tried to present facts.

The only facts that we have at our disposal are shown in chart 1
which indicates changes in the capital gains tax rate and the actual
performance of the stock market (luring the past two decades. It shows
that there is no correlation.

Second, I tried, based on the advice of my associates and my own
training as an academic economist-atlthough I have not practiced
that craft for some time-to analyze the impact, of this kind of change
in the very short term, the medium term, and in the long term. That
is not demagoguery. I think that that is sound analysis, and I think that
that analysis will be backed up, and can be backed up, by a great
many economists who are a great deal better-trained and better-
skilled at their craft than I am.

I think that the models cannot be dealt with on any grounds other
than to question the assumptions, for if you do not assume a major
increase in stock market prices, then you will not have the same result
as the models show. I raise questions as to whether a $500 million
reduction in the capital gains tax is going to bring forth a $600 billion
or even a $60 billion increase in stock market values.

I really think that that is a relatively objective and dispassionate
presentation of the issues. If you put alongisde of that the fact that
across-the-board reductions of the corporate tax rate affects all
businesses and makes them all more profitable-regardless of whether
they have capital gains-by providing the kind of additional cash
flow which American industry has been seeking, I think you would
have to conclude that we are trying to deal with this thing properly
and effectively.

The problem we face is that we are inundated from all sides with a
vast array of claims that are not backed by facts, and many of which
are not dispassionate.

The President is attacked from all sides in contradictory ways about
virtually everything he says and does, and I think he has the right
to point out, as he did in his press conference, exactly what this partic-
ular tax proposal would do-who it would benefit andl who it would
not benefit.
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Senator BYRD. Mr. Secretary, as I understand it, the administra-
tion and the Treasury Department favor the continuation of the 10
percent investment tax credit?

Secretary BLUMENTHAL. Yes.
Senator BYRD. Now, the figure that has been given to me that the

investment tax credit, the 10-percent credit., involves a revenue loss
of $13 billion for fiscal 1979.

Secretary BLUMENTHAL. I have the figures in response to your
request. They have just been handed to me. I have them at 1978
levels, and the entire 10 percent investment tax credit is estimated to
be $14.6 billion.

Senator BYRD. $14.6 billion.
Now, as I understand it, of that $14.6 billion, and if we could just

round it off for simplicity's sake and call it $15 billion, of that $15
billion revenue loss, 80 percent, or $12 billion goes to corporations.

Secretary BLUMENTHAL. 'he figure that I have now, using 1974
data, 7 percent of corporations, those with assets over $1 million, re-
ceive 91 percent of the investment tax credit.

Senator BYRD. Well, I was pursuing that in a slightly different vein,
but if the figures that have been given to me are accurate, of the total
$15 billion, 80 percent goes to cor orations; 20 percent goes to indi-
viduals or partnerships and so forth, so that is $12 billion.

Now, of that $12 billion, if the figures submitted to me are correct,
one-third of that amount, say 31 percent of the figures I have, 31 per-
cent goes to 45 corporations. This country has 2 million corporations,
2 million corporations, yet one-third of $12 billion will go to only 45
corporations.

Now, I am not condemning that. It was (lone for a specific purpose.
But the fact is that the administration and the Treasury advocate a
program where virtually all of the proceeds and the benefits go to a
very, very, very small number of corporations--45 out of a total of 2
million.

Now, I am relating that to your assertion that this bill, to follow up
Senator Danforth's statement, that this bill to change the rates on
capital gains, if it is enacted it will be in your designation a million-
aire's relief bill, that most of the advantage would go to a relatively
small number of people.

Now, if that is the rationale that you are using, how can you come
in here and justify to this committee and advocate that virtually all
of the investment tax credit go to a very, very, very small number of
corporations? It seems to me that you are not at all consistent when
you argue in such a way?

I happen to feel that the investment tax credit is an appropriate
tax credit, and I support it, not because I want some few corporations
to get special advantage. That, is not why I support it, and that is not
why you support. it.. That is not why the administration supports it.

I am not supporting the proposal to take a realistic view o capital
gains because I want to give some special advantage to a small group
of people. That is not the point of it.

1Many individuals feel, many economists feel, many businessmen
feel that if you get away from the very high tax on capital gains that
the Government and the economy will benefit, as a result, and that is
the theory of the investment tax credit. Not to benefit 45 corporations

33-578-78-S
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to on undue and terrific extent. The purpose of it is to help the total
economy.

So I just, cannot go along with your thinking just because a change in
the capital gains rates might benefit a few people more than it would
benefit other people. That is an inadequate reason for opposing it.

Also, I want to concur in what Senator Danforth saidthat to label
this a millionaire's relief act (toes not seem to me to be a very dispas-
sionate way to handle an extremely important problem. Now, to get
headlines and to get, publicity it has use, but I do not know that it
sheds a whole lot of light on the subject.

Secretary BLUMENTHAL. Mr. Chairman, if you would allow me to
respon(l, I think the essential point here is that in the investment tax
credit, the greater part of the benefit going to the large corporatons is
related to their having that portion of the income.

Senator BYRD. That is right. The same as with the individuals who
make investments.

Secretary BLUMIENTHAL. The corporations, in turn, are owned by
hundreds of thousands of people, by pension funds in which the
pension of millions of people are invested, and the corporations get
this benefit of the basis of particular, specific, l)roductive investments
which they make, which (o contribute to capital formation.

Senator BYRD. Do you not feel that individuals who invest in a
venture enterprise are also not contributing to the economy?

Secretary BLUMENTHAL. If you look at table 4, Mr. Chairman, you
will see that the capital gains are distributed for a whole range of
purposes, many of which are only marginally l)roductive in the sense
of contributing to capital accumulation.

Certainly, the installment sales, certainly timber, commodities trad-
ing, things of that. kind, are hardly the sorts of things that, will lead
to the goal of greater capital accumulation anti productive capital in
this country. I think that is the essential distinction.

I, again, refer you to table 2. Table 2, after all, does show the
rather startling increase in average tax benefits as you go up the scale,
andl you cannot get away from the fact that we object to this particular

proposal, amongst other things, because we (1o not feel that a $2.4
million tax reduction instituted in this way so that taxpayers with

incomes between $30,000 and $50,000 get $11 while the average
benefit for those who make more than $1 million is $145,000 is an
equitable way of distributing tax reductions.

Senator BYRD. Well, I am wondering whether it is equitable, then,
to give some $12 billion in revenue loss to 1,142 corporations out of a
total of 2 million corporations. Virtually all of those 2 million corpo-
rations get no benefit whatsoever from it.

Secretary BLUMENTHAL. Those corporations are owned by millions
of shareholders and have a proportionate level of income. The million-
aires have 1 percent of the total income andi they would get 40 percent
of the benefit of this particular provision. I think there is a discrepancy
there.

Senator BYRD. Well, that is a matter of a difference of opinion
there, I suppose. I think that if you are going to accept the reasoning
that you use in regards to the cal)ital gains tax, then I think that we
ought. to reexamine whether we are really doing what, we ought. to do
in having a 10-percent investment tax credit where virtually all of the
funds go to a handful of corporations.



111

I will yield to Senator Packwood.
Senator PACKWOOD. Mr. Secretary, I want to come back, again, to

the 1969 act and Treasury's figures.
The receipt from capital gains from individuals in 1968 was $7.2

billion. In the fist 2 years under the new act, the receipts from
individuals were $3.6 billion and $5.3 billion respectively, despite the
fact that Treasury testified that there would be an increase.

At that time, the Securities Industries Association of America
testified on the bill and they indicated that if we passed capital
gains provisions that we were then considering, and that we (lid pass,
there would be a loss in revenue from capital gains taxation.

Now, factually, it turns out that Treasury was wrong and they
were right; is that. not correct?

Secretary BLUMENTHAL. I have not seen those numbers on capital
gains taxes.Senator PACKWOOD. All right. Treasury predicted an increase;
the Securities Industries Association predicted a decreased. There
was a decrease.

Now, is there any possibility that Treasury could be wrong today
and the Securities Industries right today in their testimony on the
present capital gains?

Secretary BLUMENTHAL. No one can claim to have absolute knowl-
edge in this area. Of course, anyone who makes such claims could
be wrong. All we can do is to go on the basis of the best analysis we
can do and the available evidence relating stock market prices to
capital gains tax rates in the past. We try to assess the correlations
and to judge whether a $500 million reduction in those taxes is likely
to bring forth a $30 billion, $40 billion, or $50 billion tax increase.

Senator PACKWOOD. All . am saying is that Treasury was wrong
before; it can be wrong again. I do not think you take very kindly
to heart Senator Danforth's statement. When you refer to all of these
other studies as having reached their conclusions and thereby structur-
ing their assumptions to justify their conclusions, that is not the state-
ment of a nonpartisan, bipartisan man doing his best. That is the
statement of a demagog attempting to show that those studies
have been based upon ill-founded facts, almost immorally founded
facts, designed to justify a preconceived conclusion.

Secretary BLU.NiENTHAL. I did not use the word "immoral" Senator.
I have asked, and I have received no answer, as to how, based on the
evidence that we have, you can conclude that there will be a 40-
percent increase in stock prices. This never happened before and there
is no reason to believe that it would happen in the future.

Senator PACKWOOD. The Merrill-Lynch study only presumes a
4- to 6-percent increase. You know, that does happen from time to
time.

Let's scratch that. I want to go to another subject.
You are familiar, of course, with the Laffer curve?
Secretary BLUMENTHAL. Senator, if you will allow me, as I under-

stand it, there will be testimony tomorrow by one of my colleagues
who will go into detail on the technical aspects of the model that, we
use in order to derive our estimates. The weight of his testimony will
be to provide a critical analysis of the assumptions and the way in
which the other models were put together.
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Senator PACKWOOD. What I am always intrigued with, Mr. Secre-
tary, is that no matter how often Treasury comes and testifies year
after year, and are wrong, they never hesitate to come back year after
year and predict again and project again and be convinced that they
are more right than anyone else.

They were wrong on the Kennedy tax city. They were dramatically
wrong.

I want to scrtch all of that. I will listen tomorrow to your witness.
You are familiar with the Lafer curve and his theory of the optimum

level of taxation?
Secretary BLUMENTHAL. Generally familiar.
Senator PACKWOOD. All right. What he basically says is that there

is an optimum level of taxation which will reducee the greatest level
of revenue for the Government.

At a zero rate of taxation, you will produce no revenue. At 100
percent rate of taxation, you are likely to receive very little revenue
since few people will work if the level of taxation is 100 percent.

At some point between those two, there is an optimum level of
taxation that will produce the most revenue.

Lafer says if you are above the optimum level you can cut your
rates and increase the revenue. Obviously, if you are below that opti-
mum level and you cut your rates, you are going to reduce your
revenue.

I take it that the Treasury Department thinks that we are now at
almost perfect level of cal)ital gains taxation. As I think you said,
you would not support any significant increase and certainly not this
decrease, because you believe it will decrease revenues.

Secretary BLUMENTHAL. I am suggesting that, in the case of the
capital gains tax, I have seen no evidence to indicate that a reduction
by $2.4 billion will yield you more revenue that you lose.

Senator PACKWOOD. Do you know if there is any evidence within
Treasury that indicates if we increase the capital gains tax that it
would increase revenue?

Secretary BLUMENTHAL. Based on past performance, the evidence
indicates that roughly 40 l)ercent, in the end, is recaptured.

Senator PACKWOOD. I do not understand the answer.
Secretary BLUMENTHAL. The answer means that, if you raise capital

gains taxe3-if you raise taxes generally, including capital gains
taxes-you do get a flowback, not a 100 percent net loss of the tax
increase. You do get something back in additional revenues, but you
t1 not get everything back. You get back roughly 40 percent of th3
increase.

Senator PACKWOOD. Well, are you saying if we raise capital gains
taxes now we would have an increase in revenue to the Treasury?

Secretary BLUMENTHAL. Ye:; we would. Maybe not in the first
year, but over a period of time.

Senator PACKWOOD. But you were saying that we have not yet
reached the optimum level of taxation, so that the tax on capital gains
could be raised and more revenue would be produced. In your opinion,
if we increase the capital gains tax, we wilf still get more revenue?

Secretary BLUMENTHAL. I think that is correct.
Senator PACKWOOD. I have no other questions.
Senator BYn). Senator Hansen?
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Senator HANSE N. Mr. Secretary, I want to identify myself with the
observations made by Senator Danforth. It seemed to me he struck
at. a very vital point when he called into question the tone and the
tenor of critical remarks that come from the administration regarding
these bills.

I have, in my hand, your testimony and I am looking specifically
at table 2 and I note that your estimates are based on expanded income
classes. I am aware that by expanded income class you very neatly
seize upon the once-in a-lifetime capital sales that an individual tax-
payer may make which may reflect the selling of his home so that,
one time only, he becomes one of those taxpayers in the $100,000 to
$200,000 expanded income class. I know some of those people. I had
a letter from one of them in Wyoming.

In 1973, the average farm and ranch income per farm and ranch
in the State of Wyoming was $14,788. By 1976, the average farm and
ranch income in Wyoming had dropped to $241.

Now, I do not put many of those people in the $100,000 to $200,000
expanded income class, but Treasury does. I heard from one of them
because this lady's husband had diabetes and their youngsters had
to leave the farm because they thought there were better places to
make a living than ranching east of Casper, Wyo.

They went to their tax consultants and to their accountants and
they posed this question: since my husband is going to have to have
a leg amputated, would we be better off to keep the ranch and to try
to rent it out on a leased basis, or should we sellit.

After talking with their laywer and with their accountant, they
determined that the best thing to do was to sell the place. So they
sohl it.

And, in the meantime, the Congress passed the tax reform laws on
capital gains and we had four and a half pages of effective dates
contained in that bill, which I remember very well. I can safely say
that not one Member, not one Member of the House or Senate, could
have toll anybody what each of those effective dates meant.

Included in those (late changes were a number of retroactive pro-
visions which changed the rate on capital gains for this woman and
her husband. They wound up having to pay $31,000 more than the
law was at the time they made the sale.

Now, does Treasury think that sort of situation does not call out
for change?

Secretary BLU.MENTHAL. Let me deal with the three points, Senator.
Senator HANSEN. Well, first, if I may, I have one other question.

I say this because you are giving the impression, or I think you attempt
to, that these benefits are going to go to a lot of wealthy people. You
talk about those in the $15,000 to $20,000 bracket, took 0.2 of 1
percent andi those under $15,000 get 12 cents. Those between $15,000
and $20,000, expanded income class, you say get the 25 cent benefit..

I am talking about somebody who did not ever get into that class
for a long time in Wyoming. They got socked $31,000 extra taxes.
Your statement talks about averages, yet, by the average, you know
if your head is in the refrigerator and your feet are in the oven, on
the average you are pretty comfortable.
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But I would have to say that I do not think many taxpayers are very
comfortable. It may hit them only once in a lifetime, but when it hits
them, they feel it. And if they sell their home and have to go into a
retirement home, they feel it.

Now, explain to me how this sort of table dispassionately and fairly
reflects the facts?

Secretary BLUMENTHAL. This table dispassionately and fairly
reflects the facts on the basis of an income concept which we believe
most closely reflects the person's economic circumstances. Expanded
income is a measure that the Congress, in the Tax Reform Act of 1976,
asked us to use in our reports on high-income tax payers and it is for
these reasons that we adopted it for all of our analyses.

We would be glad to provide to you, Senator, a different calculation
in which we take capital gain out of expanded income. No doubt, it
will show a smaller benefit than $145,000 but the general shape of the
curve will not be substantially altered.

Second, while I cannot deal with the particular situation of a family
missing a particular effective (late, that family has to recognize that
there are millions and millions of wage earners who make their savings
out of after-tax income. They earn their wages and their salaries,
they have to pay taxes, and whatever they save has to be after they
pay their taxes.

When you own a property whether it is a ranch or a store or a
business, you, in fact, are not taxed on the increase in that value that
you are building up. Year after year, you are not taxed.

When you are finally taxed, you are taxed at a rate that is lower
than a wage earner or a salary earner. So for that entire 20 or 30
years that that individual, or that family, has been building up its
equity and its assets, it has not been taxed, in the end, it will be taxed
at a lower rate.

So we are already providing a substantial benefit to that kind of
taxpayer as compared to the many, many millions of taxpayers who
earn a wage or a salary.

And I think that by further reducing that capital gains, we would
be disadvantaging and creating a further inequity vis-a-vis the wage
earners and salary earners of the country.

Senator HANSEN. I wish I had more time, Mr. Chairman. Thank
you. My time is up.

Senator BYRD. Senator Danforth?
Senator DANFORTH. Mr. Secretary, you say that the administration

favors additional capital formation. 'What tax proposals does the
administration have that favor capital formation?

Secretary BLUMENTHAL. We believe that the reduction in the
corporate tax by 4 percent-age points, the making permanent of the
investment tax credit and liberal izing it to include certain items that
were not previously eligible will have a strong impact on capital
formation.

The liberalization of the various elements in our tax proposal that
provide particular benefits to our small business would also help in
that regard.

But, in particular, it is the corporate tax reductions of some $7
billion at 1978 levels which are particularly tailored to assist capital
accumulation.
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Senator DANFORTH. You do not support expansion of the asset
depreciation range, do you?

Secretary BLUMENTHAL. We do not support that because we do
not have additional resources available and we concluded that the
maximum reduction in the tax rate plus the investment tax credit
would be more effective.

Senator DANFORTH. Would you oppose it?
Secretary BLUMENTHAL. We would have to see it in the context

of the overall proposal that would be made. The question is what
would be taken out as a result of it? I think that i$Jt would be at the
expense of the corporate tax rate reductions that have been suggested,
we would probably oppose it.

Senator DANFORTH. And, with respect to the investment credit,
you would just continue the present rate at 10 percent, would you not?

Secretary BLUMENTHAL. We would continue the present rate at
10 percent and make some of the definitional changes which both
widen its applicability also target it to give additional investment
incentives.

Senator DANFORTH. What would be the revenue cost of that?
Secretary BLUMENTHAL. If I remember correctly, the additional lib-

eralization that we have recommended is less than $1 billion. It is
just about $800 million or $900 million.

Senator DANFORTH. $800 million or $900 million by virtue of ex-
panding the plants?

Secretary BLUMENTHAL. Yes.
Senator DANFORTH. Do you consider that to be a substantial

incentive for capital formation, or a very minimal incentive for
capital formation?

Secretary BLUMENTHAL. It is not a substantial additional incentive.
An amount of this kind would not be. But, being specifically targeted
for investment it does have a considerable impact.

Senator DANFORTH. It might hTve a negative impact, might it not,
by hastening the flow of investment and plants from areas of high
unemployment, such as inner cities and other areas?

Secretary BLUMENTHAL. Well, we had thought to lake care of that
in the President's urban program, Senator, by targeting and providing
special benefits for investment in the inner cities.

Senator DANFORTH. But you would not say that under $1 billion is
veiT substantial, would you?

Secretary BLUMENTHAL. Well, it is not a substantial amount if you
relate it to a $20 billion tax program that is proposed or to a $7 billion
corporate-

Senator DANFORTH. Or to a half a trillion dollar Federal budget.
Secretary BLUMENTHAL. Certainly, not if you relate it to the total

budget.
On the other hand, by being targeted for investment purposes,

indirectly for capital accumulation, it would have a considerableImpact.

senator DANFORTH. I would say that it has a very modest impact.
Now, you talk about reducing the corporate tax; 44 percent, that is

what you have it to, is that not right?
Secretary BLUMENTHAL. That is right.
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Senator DANFORTH. But how about the individual taxes, Mr. Secre-
tary? My computations, given the initial program of the administra-
tion which were put out last January, were that for individuals, the
only people who would benefit would be people with incomes of be-
tween $7,600 and $12,500 by 1980 and that the effect of the social
security tax increases plus inflation's putting people in the higher
brackets would mean that a family of four with over $12,500 income
would be paying more in taxes after 1980 than today.

How about those people? Is there any incentive for them to save?
Is there any incentive for them to invest?
Secretary BLUMENTHAL. The proposal that we made would have

reduced individual income taxes for virtually all taxpayers, and rela.
tively substantially, up to levels of about

Senator DANFORTH. Well, we have gone through this before, Mr..
Secretary, and the fact is that when you crank in social security tax
increases and the effect of inflation putting people into higher brackets,
that just is not the case. Most people are going to be paying more to
Uncle Sam by 1980 than they are paying today, well over half of the
taxpayers. And I am saying is there anything in any of your tax
proposals to encourage people to be able to save and to invest?

Secretary BLUMENTHAL. Senator, I have to underline the fact that
in return for pa ing higher social security taxes these people are also
buying higher benefits that are guaranteed in the law; and second-

Senator DANFORTH. Now, that is not so. That is only for people
over $18,000 whose basis is going up.

Secretary BLUMENTHAL. That's right, and those are the people
that many Members of Congress are particularly concerned about,
because this is where the impact is greatest.

In addition to that, after 1980, 1 am sure a further tax reduction
will have to be considered. We have never made tax reductions with
an eye toward offsetting, for everybody, the impacts of inflation.

Senator DANFORTH. IS there anything in any administration
proposal to encourage anybody to save or invest a penny?

Secretary BLUMENTHAL. Well, I think the sum total of the eco.
noinic proposal of the administration to contain inflation, to assure
continued growth, to provide employment and to reduce the high
level of unemployment that we inherited, together with the tax
program and the reduction of $20 billion will do that.

Senator DANFORTH. Well, I do not see anything that would do it,
and maybe I have caught you offguard, but I would like to get some
idea sometime-maybe you can think about it and let me know-if
the administration has ever suggested anything that would encourage
anybody to save any penny.

Secretary BLUMENTHAL. Senator, I can only reiterate what I
have said. I think the sum total of these programs, by providing
higher real levels of income to people, providing more job opportuni-
ties, and by reducing taxes where it is most needed will provide
resources for people if they wish to save.

Senator BYRD. Mr. Secretary, just one brief comment and then
one brief question.

I am rather intrigued that the Treasury and the administration
opposes a reduction in the capital gains tax because it allegedly
benefits relatively few individua s; but, at the same time, it advocates
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and supports the investment tax credit which, insofar as corporations
are concerned, reduces the revenues to the TJreasury by $12 billion,
91 percent of that going to corporations of million dollars or larger,
but one-third of it going to 45 corporations out of a total of 2 million
corporations in our Nation.

My request is, would you submit for the record the benefits received;
that is, the tax credit received, by each of those 45 corporations which
account for $4 billion of revenues?

Secretary BLUMENTHAL. We will attempt to undertake that.
[The following was subsequently supplied for the record:]

We are unable to supply this information since 26 U.S.C. 6103(f)(1) prohibits
disclosure of tax return information exempt upon a written request from the
Chairman, Committee on Finance. Any disclosure made in public session of
return information which can be associated with, or otherwise identify, directly
or indirectly, a particular taxpayer is prohibited.

Senator BYRD. Thank you, Mr. Secretary. We thank you for being
here.

Senator HANSEN. Mr. Chairman, may I?
Senator BYRD. Senator Hansen. Excuse me.
Senator HANSEN. Mr. Chairman, members of the panel have an

opportunity to submit some questions to be answered for the record?
Senator BYRD. Yes; Mr. Secretary. The panel would like to have

the opportunity to submit to you questions which could be answered
for the record.

Secretai yBLUMENTHAL. Certainly.
Senator 1BYRD. Senator Packwood?
Senator PACKWOOD. Yes; I want to insert in the record at this

place two quotes. I think it is difficult for any Cabinet officer to come
and attempt to justify things I think that he would not necessarilyjustify but for being in the Cabinet, Here are two quotes from the
President when he was a candidate, first from the Baltimore Sun on
March 27, 1976: "I also do not think that capital gains should be
treated in a more preferable way than regular income earned from
manual labor."

The second from Time Magazine, August 2 of the same year: "My
inclination would be to treat capital gains the same way as income
earned from labor."

When you start with a President who has those views, it is perfectly
understandable why this administration is opposed to this particular
capital gains measure. We are starting with a President who does not
like it, who does not like capital gains, who does not like the concept,
and it puts the Treasury Secretary in a very difficult position.

Senator BYRD. Thank you, Senator Packwood.
Thank you, Mr. Secretary.
Secretary BLUMENTHAL. Thank you.
[The prepared statement of Secretary Blumenthal follows:]

STATEMENT OF THE HONORABLE W. MICHAEL BLUMENTHAL

Mr. Chairman and members of this Subcommittee: I welcome the opportunity
to appear before this Subcommittee to present the Administration's views on
three bills before you: S. 3065, S. 2428, and S. 2608.

Each of these bills would reduce the tax on capital gains for selected groups of
taxpayers. Each aims at objectives of capital formation and growth. These objec-
,tives are shared by the Administration. But each bill has fatal flaws and either
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would not achieve its stated objectives at all, or would do so in an inefficient and
inequitable manner. Accordingly, the Administration strongly opposes all three
bills.

I will devote the bulk of my testimony to S. 3065, the "Investment Incentive
Act of 1978". To say that this Bill and its House counterpart have received
extensive publicity is to engage in understatement. Suddenly, like flowers that
bloom in the spring, the notion of reducing capital gains taxation is appearing
everywhere as an all-purpose solution to the country's economic problems. Manifold
and sweeping claims are made for this idea: It is advertised as a technique of
middle class tax relief, or a measure to help homeowners. It is said that reducing
capital gains taxes will substantially increase stock values. It is claimed that the
Treasury will gain revenues by cutting these taxes. We are told that this is the
best way to accelerate capital accumulation in the United States. Some even
claim that other economies outperform us because they avoid taxing of capital
gains.

This Administration shares the goals espoused by the supporters of a capital
gains tax reduction. We too wish to see stock prices rise. We too are concerned
about Treasury revenues; and we are certainly as concerned as anyone about
reducing the federal deficit. We too are vitally interested in spurring capital
accumulation and investment, and believe that tax incentives are needed for
this. We too are anxious to employ every reasonable device to improve our per-
formance with respect to inflation, unemployment, and exports.

Our opposition to S. 3065, therefore, is based not on disagreement with its goals.
Rather we are persuaded that this bill would not advance us toward these goals
or would do so only in ways that are inefficient, inadequate and unjust.

The tax reduction legislation that the Administration has proposed this year
would meet two broad objectives:

First, relief for the average taxpayers of this country who are finding their in-
comes increasingly pinched by rising tax liabilities.

Second, a broad and significant increase in the after-tax return on capital, which
will increase business investments by making them more attractive.

Mr. Chairman, a dispassionate and objective analysis of S. 3065 shows that
this bill and others like it would achieve neither of these goals while wasting
Treasury revenues urgently needed to achieve these critical objectives in an
efficient and equitable fashion,

THE FACTS ABOUT CAPITAL GAINS TAXATION UNDER CURRENT LAW

Under current law, the net capital gain of an individual taxpayer is taxed at a
rate equal to one-half of the taxpayer's rate on ordinary forms of income, such as
wages, salary, dividend, interest, and rent. Those persons in tax brackets above
50% need pay only the 25% alternative rate on the first $50,000 of their net capital
gains.

For corporations, net capital gainq may be taxed at an "alternative" 30 percent
rate instead of the maximum 48 pere-nt rate on other income.

In addition to these basic provisions, the Tax Reform Acts of 1969 and 1976
introduced two elaborations.

First, the 1969 Act imposed a "minimum tax" on those with very large amounts
of capital gains income or other income benefitting from preferential provisions.
After changes in the 1976 Act, the minimum tax for individuals is 15 percent of
preference income in excess of either $10,000 or one-half of regular tax liability
(whichever is greater). One-half of capital gain is considered "preference income".
Therefore, if a taxpayer's only preference item is capital gain, the minimum tax
applies only if total gains exceed $20,000.

Second, the 1969 Act reduced the maximum tax rate on earned Income-wages
and qalaries-from 70 percent to 50 percent, providing massive relief to high-
income individuals. For these persons, the amount of earned income eligible for
this special "maximum tax" ceiling is offset by the amount of preference income,
including the untaxed half of capital gains.

Now, what are the consequences of this structure of capital gains taxation?
Who pays what?

In 1978, capital gains taxes will raise $10.3 billion in revenue, $7.8 billion from
individuals and $2.5 billion from corporations.

Let's look at the individual side of the equation, where public attention has been
concentrated.

The average effective tax rate on capital gains In 1976 was " .' percent. (See
Table 1.) For most Americans with capital gains, the effective rate is quite low:
for instance, 12.7 percent for those between $20,000 and $30,000 in adjusted gross
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income, 16.7 percent for those between $30,000 and $50 000. Up to $200,000 a
year, the effective rate is below 25 percent. Even for those over $200,000 the
average effective rate is only 27.4 percent.

Typically, therefore, the great majority of taxpayers pays taxes on capital
gains at modest levels, considerably below the rate on ordinary earned or un-
earned income, and the progressiveness of the capital gains tax is quite moderate.
The rate generally rises above 25 percent only where the taxpayer's income or
gains are extraordinarily large, and even in these instances, the taxes are not at
all extreme.

In the current debate, much has been made of the possibility-under the maxi-
mum and minimum tax provisions enacted in 1969 and 1976-that individuals
may be paying a 50 percent tax or even more on their capital gains. The facts are
much less alarming than the rhetoric. Capital gain, at all income levels, is still
very much a preference item in our tax system.

More than 60 percent of all capital gains is taxed at 25 percent or less. Of all
returns showing capital gains, only about 7 percent is taxed above 25 percent..
Though in theory the tax rate could exceed 50 percent, this would require a very
implausible composition of income, and in fact we have been unable to find even
one case where this has happened. We have found fewer than 20 returns--out of
5.4 million returns with capital gains-taxed at more than 45 percent. The capital
gains tax very rarely goes above 40 percent. Rates over 40 percent have appeared
in less than five hundredths of one percent of returns with capital gains, involving
less than four-tenths of one percent of gains.

In sum, the Tax Reform Acts of 1969 and 1976 increased capital gains taxes
for very high income individuals with very large gains, but these measures did
not introduce unreasonable marginal rates and they left capital gains in a clearly
preferred status.

THE FACTS ABOUT B. 3W

This bill is not a general measure to reduce capital gains taxes for everyone.
rather, it aims to reduce the capital gains rate for the highest income individuals
with the largest amount of gains. As I have just noted, the overwhelming majority
of taxpayers, realizing the great bulk of capital gains each year, pays substantially
less than 25 percent on capital gains. This bill is not designed for this vast majority.
Its relief is focused almost entirely on the small minority who now pays more than
25 percent.

The bill would do the following. It would remove all non-taxed capital gains
income from the minimum tax, rather than exempting the first $10,000 of untaxed
gain (or one-half of regular tax liability), as under present law. It would eliminate
the present capital gains offset against wage and salary income eligible for the
maximum tax. It would extend the 25 percent alternative tax to an unlimited
amount of gain, as opposed to the $50,000 of gain eligible for this rate under pre-
sent law. Finally, it would reduce the "alternative" rate on capital gains for
corporations from 30 to 25 percent.

For these changes in the law, very expensive claims have been made. We have
examined those claims closely. Few of them stand up against such analysis.
At best, it can be said that some of the claims can be neither proven or disproven.
For the most part, however, the claims run fiat against the available evidence.

The proponents say that S. 3065 constitutes broad based tax reduction, in line
with the so-called "middle class tax revolt". The facts are otherwise. About 20
percent of the bill's benefits would go to corporations. For individuals, the. bill's
benefits are skewed heavily to the highest income taxpayers. Four-fifths of the
hill's benefits go the those with incomes over $100,000 a year. Mr. Chairman, this
bill would provide lower taxes for less than one-half of one percent of the individual
taxpayers in this country and would benefit only about 7 percent of the taxpayers
that have capital gains.

This is in truth a millionaire's relief bill, and I mean income millionarles, whose
assets are usually many times greater than that. Of those million dollar earners
benefitted by S. 3065, about 3,000 of them throughout the country, each would
receive on average $214 000 in tax reduction. For all million dollar earners the
average relief would be 1145,000. By contrast, the average relief for those in the
$20 000 to 30,000 class would be one dollar. (See Table 2.)

The bill's proponents assert that it would trigger a stock market boom. The
studies said to show this result simply assume the fact, or rather they assume dif-
ferent facts. Bear in mind that the bill would reduce taxes on corporate stock gains
by only $500 million. Yet, one study assumes the bill would raise stock values by
40 percent, a rise of more than $300 billion or 600 times the size of the tax cut;
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another study suggests only a 4 to 6 percent rise in stock values, which is stilt
60 times the size of the cut. A third study, which presumes total elimination of the-
capital gains tax, rather than the selective cuts in S. 3065, predicts a 20 percent
rise in stock values. This is all the sheerest conjecture. The truth is that no one
has any credible evidence or theory permitting a projection of the bill's impact
on the stock market, and certainly there is no basis for the extreme assumptions
dominated public discussion of the bill.

If we look at recent stock market behavior, it is difficult to avoid the conclusion
that the effects of capital gains tax changes, if any, are wholly swamped by other
stock market influences. The bill's proponents often suggest that the 1969 Tax
Reform Act lies behind the stock market's doldrums during the 1970's. However,
the stock market fell sharply in 1969, before the tax increases from the Reform Act
took effect. Then the market rebounded sharply from 1970 through 1972-the
same period during which the reforms, were fully phased in. Then, as inflationary
momentum accelerated in 1973, there was a huge fall in stock prices, though the
tax law was not changed at all. (See Chart 1.)

Analysis of stock market prices over the last ten years shows no relationship
between the capital gains tax and the market's level. The record does not show
that the capital gains tax changes in the Reform Acts of 1969 and 1976 depressed
stock prices. The assertion that repeal of those reforms would now raise stock
prices is just that an assertion, unsupported by evidence.

Proponents of A. 3065 have noted that it would provide relief for homeowners
forced to pay capital gains taxes upon sale of their residences, in those instances
where the gain cannot be rolled over into purchase of a new residence. This aspect
of the measure, we wholeheartedly support. The President's tax package provides
nearly identical relief for homeowners.

A further claim of the proponents is that this bill would greatly spur capital
formation. Accelerating the rate of capital formation-particularly industrial and
technological investment-is a priority objective of this Administration, but,
S. 3065 is not the way to go about it.

Why is this so? The test of a tax cut for investment is how generally and directly
it reduces the tax burden on income from productive capital. In applying this
test, it is important to keep in mind two facts. First, productive capita is taxed
in many ways-by the corporate income tax, the individual income tax, the
capital gains tax, etc. We don't have a single, unique tax on capital income;
rather we have many taxes which together place a burden on capital. Capital
gains tax is not the major tax on capital income. It accounts for only about 10
percent of the federal tax burden on capital. (See Table 3.)

Second, the kind of capital we particularly need to accumulate is industrial
and technological capital. Many types of assets-for instance jewelry, antiques,
speculative real estate, and the like-are of much less importance to our economy's
ability to adapt, grow, and compete in international markets. The President's
tax proposal takes these two important facts into account. Through broad based
reductions in corporate and individual income tax rates, and through a liberaliza-
tion of the investment tax credit, the President's package would reduce the major
taxes burdening capital income by about $7 billion and would directly increase
the profitability and cash flow of all productive enterprises. It is a package ideally
suited to increasing the rate of formation of productive capital.

By contrast, S. 3065 is very poorly suited to this job. As I've noted, capital
gains taxes constitute only about 10 percent of the federal tax burden on capital
income. Reducing the capital gains tax would therefore deal with only a very
small corner of the problem. Furthermore, it is in many respects the wrong corner.
Only about one-quarter of realized capital gains come from corporate stock. The
rest are scattered over a range of assets having little or no role to play in the kind
of investment boom this country needs. For instance, another quarter of the
realization is on real estate sales, 3.4 percent on livestock, 2.5 percent on com-
modities, 9.7 percent on installment sales,'etc. (Se Table 4.) This bill would
create windfalls on assets all over the landscape, but it would largely detour
around the central objective, which is to reduce significantly and broadly the tax
burden on income from productive investment. This bill takes a very inefficient
approach to capital formation.

This inefficiency is a fatal flaw for the simple reason that we do not have un-
limited revenues available to stimulate capital formation. To keep the budget
deficit In bounds the Administration believes next year's total tax reduction
should not exceed $20 billion. The bill before you would take up over $2 billion
of that amount. This would have to come at the expense of wage and salary
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earners, which would be clearly inequitable, or at the expense of the corporate
income tax reductions, which would render the bill a much less effective vehicle
for capital formation. The only other choice is to increase the budget deficit,
which would be an inflationary and irresponsible course.

The proponents of S. 3065 try to avoid this dilemma by asserting that their
bill, unlike the myriad other tax cuts promoted in the Congress, would in fact
increase Treasury revenues.

The reasoning behind this assertion has never been made clear. As is often the
case with this subject, we are dealing here with conjecture, not facts.

It is important, in assessing the revenue claims, to distinguish between three
different time horizons: the very short term, the medium term, and the long term.

In the short term, the revenue impact of S. 3065 would turn on the so-called"unlocking" effect. With a cut in maximum capital gains rates, it is possible, at
least in theory, that some taxpayers would sell assets that they had held for a very
long time. Whether and how much this would occur, no one knows. If it did happen,
two results would follow. First, the wave of selling might well depress asset prices,
on the stock market and Elsewhere. This would tend to reduce capital gains tax
revenues. Second, the wave of selling would itself generate tax revenues. The net
effect on revenues of these conflicting forces, no one can predict. But one thing is
clcar: It would be a temporary, one-shot effect. The wave of selling would not
repeat itself year after year.

In the medium term, any tax reduction will stimulate aggregate demand-
investment and censumption-and therefore tend to increase GNP toward its
potential level, creating a "feedback" of tax revenues to the Treasury. There is
absolutely no reason to think that S. 3065 would create larger feedback effects
than any other cut in capital income taxes. Indeed, such feedback effects are much
less certain with capital gain taxes that with the corporate income tax cuts pro-
posed by the President. Cutting corporate rates and liberalizing the investment
tax credit would directly increase enterprise profits and cash flow, and thus real
investment and tax revenues. The advocates of S. 3065 hold out the hope--no
more-that a capital gains tax cut would substantially boost stock values and that
this in turn would trigger a large amount o" new investment, with a consequent
rise in tax revenues. But, as I have indicated, there is no perceptible relationship
between capital gains taxes and the level of the stock market, and a capital gains
tax cut of this size is most unlikely to affect the stock market substantially. Un-
fortunately, it is equally difficult to trace a casual relationship between the level
of the stock market and the rate of increase of investment or GNP. Both points In
the argument are thus very shaky. For the medium term, the revenue feedback
effect of a capital gains tax reduction is anyone's guess.

In the long term-the most important perspective-tax revenues depend on the
sustainable growth rate of the economy. In other words, the revenue feedback will
be greater the more efficiently the tax cut boosts the long term trend of investment
in productive assets and enterprises. It is precisely here that S. 3065 is most
seriously defective. It scatters its benefits over a wide array of assets, many of
little productivity, and it misses entirely 90 percent of the tax burden on capital
income. It is a very poor tool for Increasing the economy's long term rate of real
growth, and its long term revenue feedback effects would be commensurately
modest.

Finally, I wish to say a word about the very loose international comparisons
that have been made in the debate on this measure. Some proponents of S. 3065
have suggested that our economic performance-in areas of inflation, unemploy-
ment, and growth-has fallen short of that of Germany and Japan because we tx
capital gains while they, assertedly, do not. This line of argument ignores certain
important facts. First, the United States has over the past few years outperformed
most other industrialized countries, including Germany and Japan, in terms of
real growth and increases in employment. Our inflation record is less satisfactory,
but is nonetheless superior to several countries (e.g. Italy) having no capital gains
tax. Second, Japan does in fact tax capital gains. As for Germany, it instead uses
an even more comprehensive tax on annual increases in wealth, whether or not
realized; I doubt that the proponents of S, 3065 would prefer the German system
to ours. What all this shows is that making simplistic international comparisons
on a tax-by-tax hasis is a very treacherous 1)usincss.

In sum. Mr. Chairman, the claims made for S. 3066 do not stand up to scrutiny:
The bill would not provide general or middle income tax relief but would instead

narrowly focus its benefits on the highest income classes and would provide an
unprecedented boon to millionaires.
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The bill has no realistic potential for creating a substantial rise in stock prices.
The bill would not efficiently meet our urgent needs for more investment in

productive enterprises.
The bill would not gain us revenue but would instead use up revenue needed for

far more efficient and equitable incentives for capital formation.
There are of course many variations of S. 3065 under discussion in the other

Chamber. I will not deal with them in detail. Some of the proposals escape certain
problems I have noted here. However, those involving an effective repeal of the
minimum tax so far as capital gains are concerned have the same defects as
S. 3065: they are very expensive, and they focus their benefits on a narrow class
of extremely high income individuals, with the result that many of those person.
would pay very little tax. As the President has indicated, this is an unfair and
ineffective response to the need of American workers and businesses for genuine
tax reduction.

COMFMNTS ON S. 2428

I turn now to S. 2428, the "Small Buisiness and Farms Capital Preservation
Act of 1978." This bill would extend to certain small businesses a tax-free rollover
privilege similar to that available on the sale of a principal residence.

We believe such a rollover provision would be inequitable. Owners of busineAses
already enjoy enormous tax benefits. As a business grows and prospers, and its
market value increases, the owners do not have to pay current tax on this appre-
ciated value. A person receiving income in the form of wages, interest on a savings
account, or stock dividends must first pay taxes before setting aside funds for
future use. The business owner increases his wealth with before-tax dollars, while
the wage earner increases his wealth with after-tax dollars. In addition, the
owner of a business, when he sells, has the advantage of preferred capital gain,
rates. Further, any bunching of income resulting from the tax deferral can be
alleviated by income averaging, made available for capital gains by the Tax
Reform Act of 1969, and by the use of installment sales.

S. 2428 would provide yet another valuable tax break to those who already
benefit from a number of preferential provisions. This raises serious questions of
fairness.

Apart from considerations of equity, this. proposal would raise considerable
problems of compliance and administration. Some problems occur now with the
tax-free rollover privilege aiforded taxpayers on their personal residences. Indi-
viduals are asked for more information and computations than are generally
required, and such data mst be retained for very long periods of time. The
complexity would be aggravated substantially by the rollover contained in S. 2428.
Recordkeeping and computation burdens could be monumental where a taxpayer
has several qualifying asset sales and purchases with overlapping one-year re-
investment periods.

The Congress has allowed the extraordinary rollover privilege for principal
residences because of the peculiar social value of home ownership. We think it
would be a major error in tax policy to begin extending this privilege, piece by
piece. Very soon, other types and classes of taxpayers would be demanding this
preference, and a wholesale erosion of the tax base would result.

COMMENTS ON S. 206

This bill seeks correction for the appreciation of nominal asset values caused
by inflation. It attempts this by excluding from taxable income a percentage of
realized capital gains-a percentage that would increase with the length of time
the asset had been held. The rationale is simple and understandable. It seems
unfair to many that taxes should be paid on gains that are "paper gains" only,
the product of inflation.

Unfortunately, there is no easy way to solve this problem. While S. 2608 is
concerned with "illusory income' in the case of capital gains, the same issue
arises with all types of income from capital and with debt. A balanced program of
indexing income for inflation would require at least four adjustments.

Taxpayers would increase the basis of capital assets by the rate of inflation.
Owners of savings accounts and other interest-bearing obligations would deduct

the loss resulting from the inflation-induced decline in their assets' real value.
Businesses would be allowed to increase their basis in computing depreciation

deductions and inventory profits.
)ebtors would report income whenever inflation reduced the real value of

their indebtedness.
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Obviously, an indexation system that included these four elements would be
extremely complicated; biut going only part way would create new inequities
among taxpayers. For example, it is difficult to justify an inflation adjustment for
owners of stock and real estate while ignoring the effect of inflation on the savings
account depositor. Nor would a system be just that allowed the holder of debt-
financed property to adjust the asset's basis for inflation while making no allow-
ance for the fact that the debt was being repaid with cheaper dollars.

There is, however, a more fundamental problem with the notion of indexation.
It deals with the symptoms and not the disease, itself. Indexation is a response to
high inflation rates, but the proliferation indexation schemes tends to make those
rates an accepted fact of economic life. These schemes tend to institutionalize the
defect. Rather than accommodating to inflation, we should, in my judgment,
bend all efforts to eliminate it.

Even if capital gains indexing were desirable, S. 2608 would not provide the
proper means of implementing such a system. The most appropriate inflation
adjustment would be to increase the basis of capital assets by the rate of inflation
rather than to exclude a fraction of the gain from income during a period of infla-
tion. This bill instead excludes from tax a larger proportion of gain the longer the
asset has been held. The mechanism should work in the opposite way. The absolute
amount of the illusory gain does rise as the holding period lengthens; however,
the absolute size of their real gain also rises. As a matter of fact it can be shown
mathematically that the ratio of real to total gain on an asset will increase the
longer an asset is held. Thus, the bill's system of graduation would be perverse.

CONCLUSION

We strongly oppose these three bills on the merits, as I have explained at
length. But we also object to them for a broader reason These bills a approach the
problem of capital income taxation in a partial and ad hoc manner. The various
federal taxes on capital income--the capital gains provisions, the corporate income
tax, and the personal income tax on property income-make up an interrelated and
complicated structure. The Treasury is now engaged in a far-reaching study of
that structure, seeking to determine how it might best be rationalized in light of
capital formation problems our economy faces, and will continue to face, over the
coming years. I am giving this study my closest personal attention. None of us is
bringing rigid views on the taxation of capital gains into this exercise. But tinkering
with bits anti pieces of this structure of capital income taxation-as the bills before
you do-will get us nowhere. The whole structure will become that much more
complex, inequitable, inefficient, and incoherent. In the process, we will lose
revenues critically needed for more efficient investment incentives. To deal

roperly with the capital gains tax, what is required is a thoughtful and compre-
ensive approach to capital income taxation generally.
For that task, the Congress needs more than the few months remaining in this

very busy legislative session. The proper agenda for this year is to take relatively
simple and efficient steps to cut capital income taxes across the board, as the
President has proposed. There is no question that this would best serve the needs
of the economy and the long term interests of the American people.

Thank you for this opportunity to present the Administration's views.

TABLE 1.-INCOME TAX ON CAPITAL GAINS-1976 LEVELS

Effective tax
Total capital rate on capital

lains Tax liability gains
Adjusted gross income class (thousands) (millions) (millions) (percent)

Less than $5- ---------------------------------------- $2,697 34 1.3
$s to $10 ...........------------------------------------------- 2 872 110 3.8
$10 15 ........................................................ 3,571 289 7.5
I15 to $20 ........................................................ 3,418 326 9.5

$20 to $30 ........................................................ 5,281 672 12.7
$30 to $50 ........................................................ 6,105 1,019 16.7
150 to $100 ------------------------------------------ 5,537 1,234 22.3
$100 to 200 ......................................... 3,613 898 24.9
$200 and over .................................................... 5,939 1.625 27.4

Total ...................................................... 39,034 6.187 15.9

Source: Office of the Secretary of the Treasury, Office of Tax Analysis, June 27, 1978.
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TABLE 2.-DISTRIBUTION OF INDIVIDUAL TAX REDUCTIONS UNDER S. 3065

[1978 Income levels

Percentage
Averae tax distribution of

Expanded income class benefit tax benefit

Less than $15,000----------------------------------------- $0.12 0.4
$15,000 to $20,000---- -.. . . . . . . . . . . . .. 25 .2
$20,000 to $30,000 -------------------------------------------------------------- 1.00 .8
$30,000 to $50,000 ............................................................. 11.00 4.0
$50,000 to $100,000 ---------------------------------------------------- 158.00 13.7
$100,000 to $200,000 ------------------------------------------------------------ 783.00 14.2
$200,000 to $500,000 ----------------------------------------------------------- 4 000.00 15.7
$500,000 to S1 000,000 ---------------------------------------------------------- 21' 54,0.0 11.3
$1,000,000 and over ............................................................. 145,302.00 39.7

Total -----------........................................................ 19.00 100.0

TABLE 3

Tax liability on capital gain income compared to tax liability on all capital income
(1978 levels)

Tax liability on all capital income: BiUiosa
Corporate tax liability ----------- --------------------------- $63. 8
Individual tax liailit_ --------------------------------------- 36. 8

Total ------------------------------------------------- 100.6

Tax lialfility on capital gain income:
Corporate ------------------------------------------------- 2.5
Individual ------------------------------------------------- 7.8

Total -------------------------------------------------- 10.3

Capital gain tax as a percent of total taxes on capital income 10. 2
(Office of the Secretary of the Treasury, Office of Tax Analysis, June 20, 1978).
NoT.-Total capital income consists of corporate profits, dividends, interest,

rents, royalties, the portion of partnership and sole proprietorship income attrib-
utalle to capital, and capital gains.

SHARES OF CAPITAL GAINS AND LOSSES BY ASSET TYPE-1973

tIn percent

Gains and,
losses

Asset type Gains only losses only combined

Financial assets (stocks and bonds) -------------------------------- 28.8 55.5 17.1
Partnership, fiduciaries, and small business corporations --------------- 8.5 7.2 9.0
Prior year installment sales --------------------------------------- 9.7 (1) 14.0
Liquidation distributions ------------------------------------------ 2.6 .4 3.6
Residences....-.... .... .... .... .... .... .... .... .... .... 8 0 15.5
Nonbusiness real estate------------------------------------ 8 1 1.3 11.11
Timber --------------------------------------------------------. 5 (.7
Retirement plan distribution --------------------------------------- 1.8 2.6
Commodities, including future----------------------------... 2.5 (1)
Involuntary conversions ------------------------------------------- 1.1 .5 1.4
Trade or business assets ------------------------------------------ 37 1.1 4.9
Business and rental building -------------------------------------- 3.8 0 5.5
Livestock ------------------------------------------------------- 3.4 .2 4. 8'
Farm land and property -------------------------------------------. 7 .3 .8
Other assets ----------------------------------------------------- 14.0 25.1 9.1

Total ------------------------------------------------------ 100.0 100.0 100.0
Memorandum corporate stock only .................................. 26. 1 51.0 14.8

1 Less than 0.05 percent.
Note: Details may not add to total due to rounding.
Source: Office of the Secretary of the Treasury, Office of Tax Analysis, June 15, 1978.
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Senator BYRD. The next witness will be the Honorable Harold M.
Williams, Chairman, Securities and Exchange Commission.

Mr. Williams, the committee is very pleased to have you today. If I
recall correctly, this is your first appearance before this committee.

'Mr. WILLIAMS. That is right, sir.
Senator BYRD. And we are delighted to have you.
I might say that since your relatively brief service as Chairman of

the Securities and Exchange Commission, I have heard very fine com-
ments about you from many mutual friends and I look forward to
having the opportunity to know you as the months go by.

Welcome, f-nd you may proceed as you wish.
Mr. WILLIAM 'S. Thank you, Mr. Chairman, and I also look for-ward

to that opportunity and for, hopefully, a continued favorable reaction.

STATEMENT OF HON. HAROLD WILLIAMS, CHAIRMAN, SECURITIES
AND EXCHANGE COMMISSION

Mr. WILLIAMS. I would like to thank the Chairman and the mem-
bers of this committee for providing me the opportunity to testify in
support of S. 3065, legislation which would restore capital gains taxa-
tion to the rates which prevailed prior to 1970. I should make it clear
at the outset that I am testifying as an individual rather than on
behalf of the SEC. The Securities and Exchange Commission has no
formal role in tax policy, although it does have an obvious interest in
the capital formation process-or, more precisely, the investment
process by which capital is allocated. Based in part on Commission
experience, and in part on my own variety of experiences prior to
coming to the Commission, I believe that legislation such as S. 3065
would contribute importantly to meeting our growing capital needs, to
added confidence in the continued growth of our Nation's economy,
and to the necessary revitalization of our securities markets.

It would, of course, be unrealistic to argue that adjustment in capital
gains taxation, or indeed any alterations in the tax code, can fully
achieve these goals-but it can make a difference. A reduction in
capital gains taxation of the type presently before this committee
would accomplish two things. First and foremost, it would provide
increased incentive for securities investment and risk taking.

Second, to the extent that what is characterized as gain reflects the
impact of inflation rather than real gain, it would reduce the confis-
catory aspect of what is in part a tax on principal rather than ap-
preciation. In my view, these would be important steps toward draw-
ing forth additional necessary investment capital.

OUR CAPITAL NEEDS

With this perspective in mind, I want first to examine briefly some
of the data assessing our capital needs. In 1975, the Department of
Commerce prepared one of the most detailed and comprehensive dis-
cussions of investment requirements. In its "Study of Fixed Capital
Requirements of the U.S.Busifiess Economy, 1971 to 1980," the De-
partment's Bureau of Economic Analysis looked at capital needs on
an industry-by-industry basis. The purpose of this study was to esti-
mate the amount of investment necessary, through 1980, in order to
have an economy capable of meeting three objectives-reasonably
full employment; a national program of environmental protection;
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and decreased dependence on potentially unstable foreign energy
sources. The Bureau found that capital investment-that is, non-
residential fixed investment-must average about 11.4 percent of
gross national product.' Capital spending has, however, not led the
economic recovery, averaging less than 10 percent for the recovery
period .2

The Department's 1975 study also contains interesting findings
with respect to the uses to which new investment would be put. The
study found that the majority, about 52 percent, of capital require-
ments are necessary for the replacement of aged, obsolescent, and in-
efficient productive capacity.1 In other words, the majority of the
Department's projected national investment needs during the coming
years would be employed simply to keep us from slipping below pres-
ent levels. Thus, to the extent that investment is insufficient, society
will pay the price in terms of fewer jobs, less productivity, a generally
lower standard of living, and-perhaps most importantly-a percep-
tion that our economic system is not capable of satisfying our needs.

In evaluating the Department's study, it is important to bear in
mind that, of the world's leading industrialized nations, the United
States today has among the lowest rates of capital investment relative
to gross national product, among the lowest rates of productivity in-
crease, the lowest savings rate in relation to disposable income, and a
rapidly declining rate of investment in research and development.
And, these conditions exist in the country which, perhaps better than
any other, understands the role that innovation plays in producing
growth and the fact that an economy that stops innovating-regard-
less of how efficiently it, exploits existing technology-will stop
growing.

Significantly, we no longer have a large untapped pool of qualified
labor and cheap natural resources and energy to draw upon as a source
of economic strength. We have become a capital-limited Nation in
many senses of the word "capital"-natural resources, technology,
labor force, stable dollar, etc.

The Commerce Department's study is consistent with other studies.
In 1977, the Council of Economic Advisers estimated that business
fixed investment would need to account for 12 percent of forecast
GNP during the last half of the decade to achieve full employment,
reasonable growth in productivity, certain environmental objectives,
and greater energy independence. 1 In 1976, however, the actual rate
of fixed business investment hit a 13-year low of 9.1 percent, and in
1977 it was 9.5 percent.2

I do not think it is necessary to elaborate on the economic and social
price which we pay for this slowed rate of capital investment. New
investment is essential for economic development. And the ability of
U.S. products to compete in world markets depends on our ability
to develop new technolog-and to minimize the growth in unit
labor costs-all of which depend on capital investment. We are losing
our competitive position at the same time that our research an

1 U.S. Department of Commerce, Bureau of Economic Analysis. "A Study of Fixed Capital
Requirements of the U.S. Business Economy, 1971-80," p. 7 (1975).

'U.S. Department of Commerce. "National Income and Product Accounts, Survey of
Current Business," p. 8-1 (April 1978).

1 U.S. Department of Commerce, supra note 1. at p. 5.
2 See W. M. Blumenthal, "Address Before the Annual Conference of the Financial Ana-

lysts Federation" (Bal Harbour, Fla., May 8, 1978).
'Council of Economic Advisers, "Annual Report" In the Economic Report of the Presi-

dent. p. 23 (1977).
2 U.S. Department of Commerce, supra, note 2.
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development spending, in real terms, as a percentage of GNP hasdeclined.3

Another major issue which these trends raise is whether the U.S.
economy will grow in the coming decade at a rate sufficient to absorb
new entrants into the labor force. Unemployment and underemploy-
ment are directly related to capital investment. Similarly, an im-
portant reason for the recent slowdown in the productivity of U.S.
industry is the declining growth of capital per worker. According to
the Council of Economic Advisers, the average annual growth rate
for capital per worker in the private economy-after adjustment for
cyclical factors-shows the following downward trend: 1948-66,
3.1 percent; 1966-73, 2.8 percent; and 1973-76, 1.7 percent.' The
Council estimated that about one-third of the productivity slowdown
in the last decade resulted from the slower growth in capital per labor
hour.2

Moreover, slow rates of growth in productivity of capital per worker
impact directly on what most people in and out of government regard
as our number one economic problem-inflation. Increases in employee
compensation-whether in wages or benefits-are inflationary if
unmatched by increased productivity-squeezing profits and in-
creasing the pressure for higher prices. And lagging investment in
plant and equipment fan those components of inflation which are
created by capacity bottlenecks in capital intensive basic materials
industries. We experienced such an effect in 1973 and 1974, and some
believe we are dangerously close to repeating it.

Finally, it bears emphasis that the capital shortage problem is
particularly serious for growth companies. The strength and vitality
of growing companies-large and small-are key to the future of our
country; they are the source of much of our technological innovation
the nucleus of new industries, and the major creator of new jobs on
which both our economic and social future depend. If these crucial
components of our economy are to meet this challenge, they cannot
depend solely on internally generated capital-retained earnings-as
the source of financing. For these firms, the shortage of equity capital
is a matter of life and death.

We are, for example, experiencing a dearth of small company
financing. In the early 1970's, these issues represented about 20 per-
cent of the dollar value of all new issues of securities. In 1977, however,
the latest year for which we have figures, now offerings by unseasoned
companies accounted for only 3 percent. Similarly, in the early
1970's, over half of all filings with the SEC represented offerings by
unseasoned companies, while in 1977, such filings constituted only
24 percent of the total.

Other statistics further demonstrate the plight of small companies.
In 1969 alone, there were 698 underwritings for companies with a
net worth of $5 million or less. In the 4 years, 1974 through 1977,
however, a total of less than 75 companies of that size had under-
written offerings. The offerings in 1969 raised over $1.3 billion, whereas

3 ,ee W. M. Blumenthal, supra, note 4.1 Council of Economic Advisers, supra, note 5, at p. 45.
2 Id. at pp. 45-46., The sta of the Commission's Divectorate of Economic and Policy Research has compiled

the figures set forth in this paragraph based on a review of "Series M-180, Securities
Registrations for Cash Sale" which appears in the Commission's monthly Statistical
Bulletin.
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the offerings for the 6-year period combined to produce less than
$300 million.

THE INCENTIVE TO INVEST

If this picture of the undesirably low rate of capital investment in
our society is accepted-and few, I think, dispute it, in principle-
the problem which logically follows is to isolate the causes. The
process of investing involves, for society, the sacrificing of current
consumption in order to enhance future production and consumption
opportunities. Just, as the prudent farmer sets aside a portion of his
crop for seed, society needs to put aside enough of today's income to
assure tomorrow's growth. Conversely, by not providing sufficient
capital for investment, we are in essence eatin our seed corn.

Investors make investment decisions on the basis of the anticipated
future after-tax return, considering the risk, the rate of inflation, and
the return offered by alternative investment opportunities. Return
can take the form of income-that is, dividends or interest, or apprecia-
tion-that is, capital gains, or a mix of the two.

Increasingly, the capital which investors make available is in the
form of loans, whereas what is needed is equity financing. In my judg-
ment, our tax policies do not encourage investors to seek out invent-
ment opportunities involving risk, but rather relatively stable, low-risk
income streams with but relatively little probability of capital ap-
preciation. And that, in turn, discourages investment in equities and
)articularly in the kinds of growth industries on which the future

health of both our economy and economic system depend. Such low-
risk investing hits hardest at growing and dynamic companies where
the need for equity capital is the greatest.

Let me restate the problem this way: Firms which must raise capital
from the public to grow must be able to convince investors to put. their
funds at risk-not on the basis of the certainty of a periodic dividend
payment-but on the assumption that, over time, the investor's
opportunity for after-tax appreciation in the marketplace, typically
from the sale of his investment, will compensate for the risk taken.
If you view the marketplace today in terms of the interest rate on
instruments like bonds which guarantee a fixed annual return-the
level of yield available on a no-risk or very little risk basis-and if
you contrast that yield to the return for risk-taking, after the impact
of capital gains taxes and inflation, the unmistakable conclusion is
that, the incentive for risk-taking is inadequate to encourage individ-
ual investors to make the equity investments in growth companies
that we must encourage.

There are, of course, many other important factors which impact on
investor attitudes and thus on the rate of capital investment. Among
these factors are: the recent discouraging record of business profit-
ability, particularly profitability measured after taxes and net of
inflation; the perceived cost of complying with Federal regulations,
such as those directed to protecting our environment, health, and
safety, which drive up the cost of capital improvements, without
directly enhancing productivity; high interest rates; fear of price
controls or other direct Government intrusions in the markeplace;
and the uncertainties inherent in an economy characterized by high
inflation. Each of these factors-and many others could be added-
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increases the volatility of expected returns on investment; that is,
each increases risk. Coupled with the current rates of taxation on
capital gains, minimum and maximum tax provisions, and the fact
that, for example, municipal debt offerings afford opportunities for
low-risk yield of 6 to 7 percent tax exempt, it is hardly surprising that
investors are less than enthusiastic about committing funds to capital
investment.

LEGISLATION TO MITIGATE THE IMPACT OF CAPITAL GAINS TAXATION

In my judgment, legislation which lowers the tax rate on capital
gains would be an important step toward readjusting the risk/return
ratio in a manner which would significantly stimulate investment.
Any step which increases the potential aftertax return on investment
will encourage risktaking. Similarly, a reduction in the rate at which
capital gains are taxed would increase the attractivenses of capital
investment as an alternative to consumption.

Further, a restriking of the balance between taxation of capital
and ordinary income would indirectly aid corporations in utilizing
internally generated funds for investment. It would reduce pressure
for dividends by offering the stockholder greater opportunity for
returns in the form of equity appreciation. Similarly, this would
encourage investment in high growth companies which need to re-
invest their capital and must look to a securities marketplace which
reflects its confidence in investments through an enhanced price-
earnings ratio.

May I continue for a couple of minutes?
Senator BYRD. Yes.
Mr. WILLIAMS. Adjustment in capital gains taxation of the type

proposed in S. 3065 would also be a step toward equalizing the op-
portunity for individuals to invest in equities by reducing transaction
costs-that is, costs incident to disposing of one capital asset and
acquiring another.

The present tax structure discriminates against the individual and
in favor of other major investors such as pension funds, insurance
companies, and foreign investors who pay a Iower tax on their capital
gains, or none at all.

Moreover, any amelioration in the capital gains rate would reduce
the extent to which investors are taxed on inflationary, rather than
real, appreciation. At present, an investor who has held securities for
a significant period of years may well find that upon sale he is sub-
ject to a substantial capital gains tax despite the fact that his so-called
gain may actually represent an erosion in capital measured in
constant dollars. Realistically, capital gains taxes on nominal gains
during a period of inflation are a confiscatory tax on capital, not a
tax on profit.

Additionally, making equity investment more attractive should
stimulate securities markets and attract more money to those markets.
The resulting strengthening of market depth and liquidity and stimu-
lation to the securities industry would be valuable in themselves.

Finally, a clear governmental articulation of an appreciation for
the importance of encouraging investment and rewarding risktaking
could go far to improve the psychological attitude and confidence of
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the marketplace and of potential investors, many of whom have been
on the sidelines for years.

REDUCING THE CORPORATE TAX RATE

In emphasizing the importance of a reduction in the tax burden on
capital gains, I do not want to leave the impression that I oppose other
tax related steps which have been suggested as measures to stimulate
captial investment. In particular, I think that a reduction in the cor-
orate tax rate is also important to the capital problems I have described.
t must, however, be recognized that corporate tax relief would

serve purposes distinct from those which capital gains relief would
accomplish. Reducing the corporate tax rate will directly increase
aftertax profits and therefore should increase the capital available for
investment and the aftertax return estimates on those investment.
It may increase the market value of equities but probably not the
capitalization of earnings in the market as reflected in the price-
earnings ratio. Tax rate relief would not significantly benefit growth
companies in need of capital infusions disproportionate to what the
tax relief would provide.

With regard to a reduction in the corporate tax rate, there is another
point which I have emphasized in a series of talks over the last year and
which I would urge this committee to consider: In my view, the im-
pact of inflation on the level, in real terms, of corporate profits is
startling and itself a severe threat to the ability of many companies
to generate and retain adequate capital internally.

Inflation distorts reported corporate earnings upward in several
ways. One striking element is the consistent, substantial understate-
ment of depreciation in an inflationary environment. Similarly,
inflation-generated inventoryprofits also overstate income. Both of these
conditions erode the value of reported earnings while adding to taxable
income and thus generating tax liabilities which may, in fact, have to
be paid partly out of capital.

Let me illustrate briefly. If depreciation were recomputed based on
the current-cost, double-declining balance method, in order to charge
against revenues a sum Which more accurately reflected both the man-
ner in which capital equipment was consumed and the cost, in inflated,
current dollars of replacing it, and if inventory consumption charges,
as reflected in the cost of goods sold were converted from historical to
current costs, 1977 aftertax profits of nonfinancial corporations would
shrink to some $50 billion-from the $85 billion figure reported.
In effect, corporations reported as profit on the order of $35 billion
required to offset or restore capital consumption.

The results of adjusting corporate earnings for inflation also have
implications from the perspective of Federal tax policy. Not only is
business reporting the consumption of capital as income, but it is
paying taxes on it. Inflation has increased the real rate of corporate
taxation substantially because our tax system does not fully recognize
the impact of inflation on reported earnings. It would, therefore, in

10. Terhorgh, "Inflation and Profits," p. 4, table 3 (6th republication, 1978). Mr. Ter-
borgh's study is distributed by the Machinery and Allied Products Institute. The Federal
Reserve Board has apparently compiled similar data. See A. Burns, "The Need for Better
Profits," an address delivered at OGonzaga University, Spokane, Wash., Oct. 26. 197.



132

my view, be appropriate for Congress to consider ameliorating this
de facto tax increase by lowering the corporate tax rate.

CONCLUSION

In the 1960's, we convinced ourselves that we knew how to control
the economy and economic cycles. I believe the 1970's have corrected
that illusion. There is much we do not know and much we cannot
prove, but we must do those things which are fundamentally logical
to support and encourage investment, capital formation and the health
of the private economy. In my judgment, a reduction in the burden of
capital gains taxation of the type presently before this committee is
one such positive and logical step.

I appreciate this opportunity to present, my views to this committee
and, of course, I would be happy to respond to any questions you may
have.

Senator BYRD. Thank you, Chairman Williams.
May I say that I find your entire statement very interesting and

provocative one. I concur with most, if not all, of the comments you
have made.

I am most intrigued, however, by the latter part of your statement,
which I will quote: "In the 1960's, we convinced ourselves that we
knew how to control the economy in economic cycles. I believe the
1970's have corrected that illusion."

I think so, too.
Then you go on to say, "There is much we do not know and much

we cannot prove, but we must do those things which are fundamentally
logical to support and encourage investment capital."

Well, I concur in it. I think you are being overly optimistic if you
think Washington, D.C. is going to (1o something which is funda-
mentally logical any large percentage of the time. It will do it every
once in awhile, but I am not sure it will do it over any large percentage
of the cases.

Mr. Williams, you have been quoted as saying, "As each dollar of
corporate income becomes less potent in terms of real purchasing
power, business profits dwindle in their ability to meet capital
requirements."

Do you feel that inflation profits somehow should be disclosed to
investors, and how could this be accomplished?

Mr. WILLIAMS. Well, sir, I believe that the impact, of inflation on
corporate earnings is a matter that should be disclosed. The Commis-
sion has in place now an accounting rule which does require that
corporations, as supplemental information, indicate what the impact,
would have been if the assets of the corporation were restated on a
present cost basis, which would take into account the replacement cost
of a fixed asset and the impact of inflation on the value of inventory.
We require this only as supplementary disclosure because the tech-
niques and methodology are still being explored, and to require that
it be actually included in financial statements might imply that the
state of the art today is more sophisticated than it is in fact.

Senator BYRD. Would a reduction in capital gains rates help correct
the inflationary situation?
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Mr. WILLIAMis. A reduction in the capital gains rate would, in my
judgment, have a very real impact in terms of not taxing what is not,
in fact, a real gain. I think that one of the factors discouraging the
holding of capital assets is that appreciation which may only partially
coml)ensate investors for inflation is subject to a capital gains tax.

One example is that $100 invested in 1969 in securities, in order to
be at a break even point in terms of inflation, ought to be worth
$163 today. Unfortunately, that $100 is not worth the $163 today.
But if it were, and if the taxpayer were to sell that $163, he would
pay a capital gains tax on it, when in reality, in relation to inflation,
there is no real gain.

Senator BYRD. So the Government, under the present system, not
only the capital gains tax but with income taxes, actually gains from
inflation. If I remember the figure accurately, for every 1 percentage
point that inflation increases, the Government's revenue gains 1.6.

Mr. WILrIAMXS. I had not seen that.
Senator BYRD. Maybe that is one reason that there is not such a

great effort to reduce inflation. I do not know.Let me ask you another question. What is the effect of the capital
gains tax upon lioked-in equity capital?

Mr. WILLIAMS. I have to give you a qualitative answer on this, Mr.
Chairman. I expect that it is enormous.

Senator BYRD. You expect it is enormous?
Mr. WILLIAMS. Enormous.
Where you have large, locked-in profits, the tax burden, with State

taxes, might well amount easily to a 50-percent tax rate. I cannot
conceive of individuals, or investment advisers, for that matter,
taking what is left after that tax payment and having any sense of
confidence that they could invest in the market and do proportionately
better to the point where they make up for the tax payment. Thus, I
have no doubt at all that the rate of capital gains taxation at this
point in time discourages the taking of gain.

Now, the only data that I can give you that has provided me any
insight into this are two schedules that were produced by the Bureau
of National Affairs last week. One schedule talks about returns with
adjusted gross incomes of less than $50,000 as a percentage of total
net gains, and the other shows adjusted gross incomes over $50,000.
According to the just schedule, in 1969, 52.6 percent of the total net
gains were by taxpayers with adjusted gross incomes of less than
$50,000. In 1976, that percentage had grown to 62 percent. Now,
that is a rather significant increase, particularly when one must assume
that, with inflation at least, there are more people with adujsted gross
incomes of over $50,000 in 1976 than there were in 1969.

The total gains rep resented in these schedules grew from $31.4
billion in 1969 to $39 billion in 1976-that is unadjusted for inflation.
The tax payers who earned over $50,000 adjusted gross income in
1969 had $14.8 billion of capital gains. The taxpayers in 1976 who
earned $50,000 or more adjusted gross income had, identically, $14.8
billion in capital gains. The taxpayers under $50,000 went from $16.6
billion in gains to $24.2 billion, a 45 percent increase.

Now, that is telling us something. There have got to be a greater
percentage of taxpayers at the $50,000 and over level in 1976 as com-
pared with 1969. And we know that total gains increased in that
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period. Yet the gains attributable to taxpayers at the $50,000 and
over gross income category did not increase. These higher income
taxpayers are either not taking gains that they are able to take or
they are not going for gain. They are deploying their investment dollars
differently.

The lower-income people who do benefit from a continuation of the
old 25-percent rate are showing a significant increase in gains. Now, I
do not have any underlying data that would help us understand more
about this behavior-what the people under $50,000 are putting their
money in; what the alternative places in which those over $50,000 are
deploying their assets or how they are being deployed. But, at least,
on the level of the data I have available to me, it suggests that some-
thing very significant is occurring.

Senator BYRD. Thank you, sir.
Senator Packwood?
Senator PACKWOOD. Mr. Chairman, it is the first time I have heard

you testify and the first time I felt sorry that I left the Banking Com-
mittee where I heard you testify more often-the only thing that has
made me feel sorry that I left the Banking Committee.

There is a gem on every page. it is marvelous testimony.
Let me take something you said, together with something Bill

Steiger said. On page 8 of his testimony he is talking about new, high-
growth companies and says:

We should bear in mind that the growth companies, the ones that provide new
jobs, provide almost no dividends. The average is 1 percent. An American Elec-
tronics Association survey shows that new companies paid only .1 of 1 percent
dividends.

On page 9 of your testimony, you do not use those figures, but you
say almost the same thing. "As a rule of thumb, therefore"-is this
what you are saying? The closer the capital gain gets to being taxed
as rate of income, the less and less that anybody is going to invest in
these companies that have no dividends, or pay almost no dividends,
if they are going to have to wait years and years for appreciation and
then have it taxed as regular income?

Mr. WILLIAMS. At bottom, that is very close. I would qualify it
only one way. It is true that, the closer the capital gains tax rate gets
to the regular rate, ths less likely people are to invest. But if we go
back to Secretary Blumenthal's testimony and go back to his sched-
ule, it is interesting to me that, in table 4, half of the losses were from
financial assets, but only 29 percent of the gains. There is a risk involved
here-a substantial risk. And in the smaller, less-seasoned companies,
the risk is greater. And when the alternative is 7 percent tax-exempt
municipal bonds, the incentive has to be there. The capital gains
structure as it now stands does not provide such an incentive.

Senator PACKWOOD. Give me that figure again? I did not pick it up
during the Secretary's testimony.

Mr. WILLIAMS. It is on table 4.
Senator PACKWOOD. I know, and it just slipped by me. Interesting;

51.9 percent of the losses are from corporate stock?
Mr. WILLIAMS. Corporate stock.
Senator PACKWOOD. The top line of the schedule is financial assets-
Mr. WILLIAMS. Yes.
Senator PACKWOOD. That is very interesting. Thank you very much.

That is most revealing.
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I have no other questions.
Senator BYRD. Senator Hansen?
Senator HANSEN. Mr. Chairman, thank you very much for your

appearance here.
One related problem to the decline of new issues is the acquisition

of high technology, innovative firms by foreign interests. We will have
witnesses later on today who can relate, from firsthand experience,
how difficult it has been, given the increased tax rates on capital gains,
to generate capital for large new ventures.

What would be your analysis of both the cause of and the remedy
for this situation? As a matter of fact, we have written some of the
Defense officials seeing how pervasive this sale of American ingenuity
abroad may be. Clearly such a brain drain is not in our interest.

What do you think can be done to reverse the trend that is so dis-
turbing in this respect?

Mr. WILLIAMS. We have to recognize that, in many respects, though
our financial marketplaces are not as exciting and not as profitable as
they have been in other times, they continue to be the best in the
world relative to other places where one might invest dollars or other
currency. It is far safer here than it is elsewhere-politically and
otherwise-and I believe we will continue to attract, and increasingly
attract, foreign money for investment in this country. So, in that
sense, I think we can anticipate seeing more of the type of foreign
investment that you are talking about.

However, there is another kind of problem. Many of the companies
that you are talking about, back in the 1960's, would have had alterna-
tive places to go for capital. They could have gone to the equity
markets. They could have gone to private placements, to venture
capitalists. Today, they do not have those alternatives. It is now a
seller's market for money, as far as those companies are concerned, and
the terms are high. And I would say, in some cases at least, that
foreign sources of money may offer better terms than domestic
sources might offer, or be willing to pay more relative to their invest-
ment opportunities, either at home or elsewhere in the world. So I
would say that, to the extent that we can free up and encourage equity
investment and provide additional sources of capital, and alternative
places to which these young growing companies can turn for equity,
we will decrease the foreign investment.

Senator HANSEN. And this bill would do that, in your judgment?
Mr. WILLIAMS. In my judgment, it would work in that direction.
Senator HANSEN. It would move us in that direction?
Mr. WILLIAMS. Yes, sir.
Senator HANSEN. I have no further questions, Mr. Chairman.
Senator BYRD. Thank you, Senator Hansen.
I have just three questions, Mr. Williams. Would a reduction in

capital gains rates benefit new, high-growth technology firms, in your
judgment?

Mr. WILLIAMS. My sense is that such firms would benefit most from
such a reduction.

Senator BYRD. There seems to be a concern that the individual
investor is staying out of the stock market and the market is being
taken over by large institutions. Is this what is happening?
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M r. WILLIAMS. IncreasinAgly that is what is happening. I am sub-
mitting, Mr. Chairman, for the record a schedule which shows that
complexion of the marketplace has shifted enormously from w,,hat it
was in the early 1960's-essentially an individual investor market-
place-to one which is, today, predominantly institutional. If I recall
the (lata, correctly, I think we will find that, in 1960, 61 percent of the
dollar volume of trading on the New York Stock Exchange was by
individuals. In 1976, it was 30 percent.

[The following was subsequently supplied for the record:]
TABLE NO. I.-DISTRIBUTION OF NYSE PUBLIC VOLUME BY INVESTOR

lin percent

Of dollar value of trading Of shares traded

Individuals Institutions Individuals Institutions

1960 ............................................... 60.7 39.3 68.6 31.4
1961 ............................................... 61.3 38.7 66.7 33.3
1966 ............................................... 52.6 47.5 57.0 43.0
1969 ............................................... 38.1 61.9 44.1 55.9
1970 ............................................... 38.1 61.9 44.1 55.9
1971 ............................................... 31.8 68,2 40.3 59.7
1974 ............................................... 31.0 69.0 41.1 58.9
1976 ............................................... 29.7 70.3 42.7 57.3

Note: All data for first quarters of indicated years. Public volume is all volume less exchange member trading for
members' accounts.

Source: New York Stock Exchange Fact Book, various years.

Senator BYRD. It dropped by half?
Mr. WILLIAMS. It dropped by half in 16 years. I think we are

seeing increasingly an institutionalized market. That lends some back-
ground to one of the observations I made earlier in my testimony-
that the capital gains tax structure today, in many ways, discriminates
a ainst the individual as an investor. Many of the other institutions,
w ether they be pension funds or insurance companies or foreign
investors are not subject to the same capital gains rates as individuals.

Senator BYRD. It seems to me-and I do not pose as an expert on
it at all-but it seems to me that that is a rather dangerous, or un-
desirable situation, to have the market dominated to the extent that
it is now by the institutional investor vis-a-vis the individual investor.

It occurs to me that we would have a much more stable and healthy
market if we had 61-percent individual investors and the other 39
percent in institutional funds.

That, is an outsider's viewpoint. I do not know whether that would
coincide with your thinking or not.

Nil'. WILLIAMS. I would like to see the investor more significantly
in the marketplace. With the growth of institutional funds, partic-
ularly pension funds-as important as pension funds are-I think the
lay of the 60-40, with the individuals being the 60, are probably gone

forever. The New York Stock Exchange did a study, I believe a year
ago, which indicated that, since about 1970, some 6 million people
have left the market. I cannot say that that is all attributable to the
level of capital gains taxation, by any means. And, of course, that
does deal with the question of the rates of investment over the period.
I would venture to say, however, that individuals are not invested
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as heavily as they were 8 years ago, and probably are invested more
conservatively. Thus, at least in part I think for reasons of taxation
and alternative opportunities for investment, people are not in the
market.

Senator BYRD. It is a trend to bigness, I gather, which is, to my way
of thinking, is not a good trend. I happen t.o think that government,
is too big and I am not keen on too many big businesses. I think we
have too much big business and too much big government, too much
big labor. Now we have gotten too much bigness in the stock market,
none of which is particularly appealing to this Senator.

I just have one final question. How do you see the implications of
this trend to institutional buying. Will the institutions be more con-
servative in their investments andless likely to invest in new and grow-
ing companies than has been the case in the past?

\11r. WILLIAMS. I would think that, generally speaking, institu-
tions of the type we are talking about are less venturesome and less
risk-oriented, and the trend of the law, both case law and, if yoti will,
legislation, is to discourage risk taking.

Senator BYRD. And if we discourage risk taking, it seems to me we
have discouraged a very important element that has made this country
the great country that it is, from an economic point of view, and many
other points of view.

Mr. WILLIAMS. Right.
Senator BYRD. Thank you, Mr. Williams.
Mr. WILLIAMS. Thank you, Senator.
Senator BYRD. Next is a panel. There are two witnesses on this

panel: Dr. Richard Musgrave and Mr. Michael Graetz.
I want to say welcome to both of you and I would like to point out

that Mr. Graetz, as I understand it, is a professor of law at the
University of Virginia, and as a Virginian, I am very proud that the
University of Virginia Law School is recognized as one of the finest
law schools in our Nation.

We are glad to have you, Mr. Graetz and also you, Dr. Musgrave.
I do not know which of you would prefer to proceed first, but you

can decide among yourselves.
Mr. GRAETZ. Perhaps, as a constituent, I should go first.
Senator BYRD. Fine. I do not want to discriminate against a non-

stituent, but I am delighted to have you.
Mr. GRAETZ. Perhaps, as a constituent, I should go last.
Senator BYRD. Go ahead, Professor.

STATEMENT OF MICHAEL GRAETZ, PROFESSOR, UNIVERSITY OF
VIRGINIA LAW SCHOOL

Mr. GRAETZ. Mr. Chairman, it is a pleasure to be here today to
discuss with you this important proposal which would return the
capital gains taxes to the maximum 25-percent rate that existed prior
to the Tax Reform Act of 1969.

Let me say at the outset that I think there is a grave danger that
the Congress will misread the message of California's proposition 13
and regard that vote as a signal to enact tax reduction in any form
without carefully considering whether the tax reduction provided will
be fair or effective in achieving its stated goals and without first
carefully analyzing alternative forms of tax relief.
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Such a view, in effect, would portray the American people as
vigilant and concerned that direct public assistance to the poor and
infirm not, be wasteful or unfair, but inattentive and unconcerned
when a $2.2 billion tax reduction for high-income individuals is at
stake. I simply do not believe this to be the case.

In California, people were faced with a ballot measure which they
had to vote for or against. Many were concerned about the form of
tax relief provided by proposition 13, for example, that much of the
relief would go to out-of-State landowners or corporations.

Proposition 13, however, offered homeowners a substantial reduction
in their property taxes and a unique opportunity to convey the heart-
felt message to the Government that it must be more restrained, more
careful about its spending policies.

An overwhelming majority who voted for proposition 13 should not
be regarded as signaling legislators to vote in favor of any tax reduc-
tion, no matter how wasteful and inequitable and without regard to
the may serious alternatives which exist.

The proponents of proposition 13 argue that it would benefit three
classes of persons. The first, and most important, homowners who are
being squeezed by increased property taxes, payable without regard to
their cash position.

Second, renters who expected that lower rents might result from a
reduction of their landlord's property taxes.

Third, shareholders and consumers of corporate products for whom
the benefits of lower property taxes on corporate landholdings might
be passed.

The Steiger amendment would cost $2.2 billion of Federal revenue.
How would this money be spent to benefit those who supported
proposition 13?

First, the Steiger amendment would do virtually nothing to benefit
homeowners. Practically all of the capital gains on the sale of a resi-
dence is currently exempt from income tax through reinvestment pro-
visions. If homeowners are to be benefited, why not simply exempt
an individual's personal residence from the capital gains tax?

Second, renters would not benefit. In general, renters realize very
little in terms of capital gains themselves and it is hard to imagine how
they would benefit from a reduced tax paid by their landlord if he were
to sell the building they are now living in.

Third, consumers and shareholders will benefit only to the extent
that reduced taxes on realized capital gains will stimulate investment.
But, since less than 30 percent of annual capital gains relate to cor-
porate investments, this class of individuals will realize only a relative-
ly small portion of the benefits of the Steiger amendment..

If stimulating business investment is the goal, there are fairer and
more efficient alternatives. What will happen to the other two-thirds
of the revenue lost by the Steiger amendment?

Most of it will reduce taxes on the sale of land, timber, cattle, et
cetera. Lawyers and accountants who can devise ways of diverting
ordinary income into capital gains will benefit and those who promote
and invest in tax shelters will benefit.

The pay-off to high-income taxpayers from converting ordinary
income into capital gains will be significantly increased. This opportu-
nity for conversions has, over the years, been among the most impor-
tant structural problems in the Internal Revenue Code.
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The continuing struggle of the Congress with the recapture provi-
sions of the Internal Revenue Code, relating to depreciation deduc-
tions on both real and personal property and also those enacted in 1976
relating to intangible drilling expenses and player contracts when
sports franchises are sold, are important examples of congressional
efforts to restrict this problem.

Likewise, the limitation on the deduction for investment interest,
enacted in 1969, is but a limited solution to conversion opportunities
which arise when taxpayers borrow to invest in land or growth stocks
and deduct their interest and other expenses against ordinary income
under conditions where they will realize any gain as capital gain.

Similar problems have been recognized by the Congress in the con-
text of citrus groves, motion pictures, books and records, interest and
taxes during construction of real property and with respect to the
syndication and organization of limited partnerships. And, in each of
these cases, Congress has enacted new captalization requirements to
restrict somewhat the opportunities for conversion.

The Steiger amendment will exacerbate the conversion problem. A
rollback of the capital gains tax will be wasteful as a stimulus to busi-
ness investment, will generate new pressures for tax shelters and will
increase the complexity of the income tax laws.

Mr. Chairman, in the short time available to me in preparation for
these hearing, I have become confident that there are at least 11
alternatives preferable to the Steiger amendment. If the Congress is
concerned with stimulating business investment in the corporate sec-
tor, at least five alternatives are superior to the Steiger amendment.

First, corporate taxes on earnings distributed as dividends could be
reduced along the lines proposed by Chairman Ullman of the House
Ways and Means Committee.

Second, corporate tax rates could be cut generally.
Third, the investment credit could be increased.
Fourth, depreciation allowances could be increased.
Fifth, small businesses could be relieved entirely of the corporate

income tax by amendments to simplify and expand the application of
subchapter S of the Internal Revenue Code.

If the Congress desires to reduce the tax burden on individuals to
induce greater investment, dividends, and interest, or some portion
thereof, could be made eligible for the maximum 50 percent rate of
tax available for earned income under section 1348 of the Internal
Revenue Code. This would benefit the same class of taxpayers as the
Steiger amendment, those with marginal rates above 50 percent, and
would increase returns from investments without increasing the pres-
sures on the capital gains/ordinary income distinction.

Or, deductions could be permitted for individuals who increase their
savin gsor who invest in growth stocks, perhaps through liberalization
of provisions governing individual retirement accounts along the lines
proposed by Secretary Simons in 1975.

If the Congress is concerned with the over-taxation of inflationary
gains under the income tax, first a general system of indexing for infla-
tion could be adopted. This would be the most comprehensive and fair
solution.

Or, if relief for inflation is to be focused only on capital assets, an
additional exclusion of capital gains tied to inflation and the length of
time assets are held could be provided.
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The best, approach could be along the lines of a tentative decision
of the House Ways and Means Committee in 1974 which would have
provided, in addition to the normal 50 percent capital gains exclusion,
an additional exclusion of 1 percent of an asset's cost for each year an
asset is held by a taxpayer up to a maximum exclusion of 75 percent.

In fact a return to section 117(a) of the Revenue Act of 1934, which
provided a sliding scale for exclusion of capital gain depending on the
length of time assets are held, would be an improvement over the
Steiger amendment.

If Congress desires to stimulate new investment in risky ventures,
the rules for deductibility of capital losses on future investment could
be significantly liberalized or a new benefit could be provided for in-
vestments in venture capital stock.

The Treasury Department, for example, outlined such a proposal
to provide a tax credit on venture capital stock in its tax option mem-
orandums to President Carter last fall.

Mr. Chairman, support for the Steiger amendment seems to emanate
from three principal concerns. First, the operation of the maximum
tax offset for capital gains produces undue complexity and is often
haphazard in operation.

Second, President Carter's proposal to eliminate deduction of regu-
lar income taxes in computing the minimum tax was properly recog-
nized as an indirect increase in capital gain, taxes which would add
complexity, by making the minimum tax more broadly applicable
and which would often simply result in an additional flat 7.5 percent
tax on capital gains.

Third, there is wide agreement that some portion of this year's tax
reductions should be designed to stimulate greater investment. Each
of these concerns is genuine, and should be addressed. The capital
gain offset should be eliminated from the maximum tax and President
Carter's minimum tax proposal should be rejected.

Direct reduction of the capital gains tax, including a rollback to
pre-1969 levels should be considered and weighed against alternatives
in terms of both efficiency and equity.

I am confident, Mr. Chairman, that careful reflection will reveal
many alternative tax reductions which would accomplish more ef-
ficiently and more equitably the capital formation goals which are
asserted on behalf of the Steiger amendment.

I have attempted to outline some of these today. Several of these
may require considerable deliberation in order to be enacted. Pro-
posals such as these-indexing for inflation, for example, or reducing
the corporate tax on dividends, offer great promise and deserve the
committee's attention even if such study delays their enactment until
next year.

If an interim measure is desired, many simple options are available.
Among the best would be a general rate reduction applicable to
individuals and corporations, perhaps coupled with a special reduction
in the maximum tax on dividends and interest to 50 percent. Such a
measure would benefit investments and, in direct contrast to the
Steiger amendment would reduce pressures to structure transactions
so as to convert ordinary income into capital gains.

Perhaps, at the outset, the 50-percent maximum rate on interest
and dividends should be limited to the total of an individual's earned
income.
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Finally, increased depreciation deductions or investment credits are
to be preferred over the Steiger amendment. There are siml)ly many
better alternatives.

Surely it is the obligation of the U.S. Senate to explore alternatives
which are more efficient, less wasteful. It. would seem shortsighted
indeed to expect the American public to applau(d a tax reduction
which is both inefficient and inequitable. The people of California
had but one alternative: Vote "Yes" or vote "No" on proposition 13.
They were not sitting as legislators to consider a range of tax reduction
measures an(i to select the best.

The message of proposition 13 is that tax dollars are limited, that
governments must assess priorities in spending and must dispose of
the people's money in a more efficient and equitable manner and the
people well know that tax reductions are also limited and must like-
wise be enacted to produce maximum efficiency and tax justice.

Dr. Musgrave, we would be very happy to hear from you.
Mr. MUcSGRAVE. Senator, if I may, I have a prepared statement

which I would like to submit for the record.
Senator HANSEN. It will be included in its entirety in the record and

if you would like to speak off the cuff or summarize, that would be
perfectly all right.

Mr. MUSGRAVE. Would it be appropriate if I, in proceeding, make
some cross comments on the testimony that we have heard today?

Senator HANSEN. That would be helpful.

STATEMENT OF RICHARD MUSGRAVE, H. H. BURBANK PROFESSOR
OF POLITICAL ECONOMY, HARVARD UNIVERSITY

Mr. MUSGRAVE. While most of your panel members will not be
happy to hear this, I start squarely from the premise that capital
gains are income which I think practically all scholars of taxation
share. Equity of taxation therefore requires that capital gains be
treated like other income. To be sure, there are all sorts of difficulties
involved. It is not an easy matter to handle.

For instance, I recognize that an inflation adjustment is in order.
I recognize that taxing, not only realized, but also accrued gains,
involve some technical difficulty. Still I think it can and ought to be
done. Eventually tax reform ought to move in that direction.

I therefore feel that the Steiger amendment is a turnaround toward
reform "unreform," path which it would be most unfortunate to
embark on.

I am also aware that equity in taxation is not the only considera-
tion. We do have tax expenditures. Some )f them are worth making.
But if capital gains are given preferential treatment, this has to be
justified as a superior form of tax expenditures. I do not wish to rule
out such a use of taxation, but it has to be justified as accomplishing
a particular purpose of tax policy, say to stimulate investment, and
to do so better than can be (one otherwise.

Now, without question, the Steiger proposal ranks very low on
equity grounds. Therefore, a very strong defense would have to be
established on incentive grounds.

The amendment ranks low because it treats, more even than now,
capital income differently from wage income. It ranks low also because
very largely it just benefits people with high income.

33-578--78---10
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I would say on that point, in response to the question by the
chairman, that the use of the expanded income is totally correct.
In fact, it should not only be expanded as it is now expanded, but it
should be expanded further to include unrealized gains, in my opinion.
At the same time, the chairman had a good point in saying what
about someone who has this large gain in a particular year. Well, the
answer to that is not to exclude capitalgains from income, but to put
it on a basis of, say, a 5-year average. You would expand the income
base, which would be the average of 5 years, so as to get around this
particular problem which the chairman mentioned. I suggest the
Treasury be asked to prepare such a table.

Now, with regard to Senator Danforth's question, is it fair to call
this a tax relief for millionaires, or is it fair to call it a tax policy
measure which will strengthen the American economy? To get away
from charges of demagoguery, one must recognize that as our economy
is organized, investment decisions are very largely made by high-
income people. That is simply a fact, as anyone can observe. It is also
the case that investment income figures very highly in the income of
high-incone people. Therefore, more or less by necessity, tax measures
which are aimed at stimulating investment and, through investment
growth turn out to be measures which benefit high-income taxpayers
thus comes about without anybody having any evil intentions. But
we should recognize that. There is a conflict.

I would suggest that much more could be (lone, by the Treasury
and this committee, to try to cut this nexus between measures which
are helpful to growth on the one side and measures that will cut the
tax burden much more on high income than low income.

If you could break this nexus then the whole party line-up in dis-
cussing such tax policy proposals would be changed. It is not the
easiest thing to do, but more can be done, and certainly the Steiger
measure is about the worst from that point of view.

Now, let me just comment briefly on a point which Senator Hansen
raise.d. The Laffer curve, of course, is nothng new. The principle under-
lyiug the Laffer curve can be found in any elementary textbook on
public finance. It simply is a proposition that if you impose a tax, a
commodity tax, then over the range over which demand is elastic
raising the rate of tax increases revenue, beyond the point of unit
elasticity it lowers it..

But there is a difference between considering the effects on tax
revenue and the effect on effort. Most any tax will reduce the activity
which is being taxed.

But we do need public service. This economy, this society, could
not exist without public services. Therefore, we need taxes to finance
them. The question is to have an arrangement of taxes which will do
it as best as possible-and, by best I mean both from the point of
view of equity and from the point of view of the effect on the economy.

To say that let's avoid taxes if they reduce economic incentives,
really is to that let's have no public sector, and that is not very helpful.
Now with regard to tax reduction, we must distinguish here between
two points. One is that the effect of a tax reduction will stimulate the
economy via increasing aggregate demend. That is to say, via increas-
ing the defect at least initially, and holding expenditures constant.
The charm of causation is reducing taxes, increasing demand, stimulat-
ing the economy and then hopefully increasing revenue.
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The other point considers the effects on the economy from the supply
side, through effects on incentives. Now, I think the Senator ought
to point out which of the two he argues. The Kennedy tax cut in the
midsixties was clearly the first case. I think everyone agrees, especially
the Congress, that a massive tax reduction of that kind is not now in
order. But if he means the supply side, then he cannot point to the
Kennedy tax cut as part of his case.

I must add that if he wishes to take the late President Kennedy as
his mentor on capital gains taxes, then he should read President
Kennedy's first tax message in which full taxation of capital gains,
including taxation of unrealized gains, was recommended.

Turning to the matter of growth, the reasoning behind the Steiger
proposal appears that, by lowering capital gains taxation you would
increase the effect on investment in the stock market, that that
would raise share prices, that that would reduce the cost of capital
and that that, in turn, will stimulate investment. So it is much the
same thing as reducing the cost of investment by an investment credit.
So one ought to think of what kind of investment credit would be
equivalent to that kind of production of capital gains.

It seems to me that you might come out with a credit of 4 or 5
percent but, to my mind, the investment credit is much less objec-
tionable, especially on equity grounds. The chairman has asked
whether the investment credit is not just as bad because it goes to a
few large corporations?

My answer would be that equity in taxation has to do with the
distribution of the tax burden among individuals, not with distribu-
tion among corporations. It is simply not a comparable issue. As the
Secretary pointed out, these few corportions are owned by many
individuals.

If, on the other hand, the intention is to make equity investment
more attractive to the investor, then I would think that the proposal
for tax integration--Mr. Ullman's formulation and others-would
be much more attractive.

Finally, just a word on this business of estimating the revenue.
I think the congressional people were right telling the Treasury, that
we (1o not just want to have static estimates. 'We want to have a
dynamic estimate. Although, of course, making these dynamic esti-
mates are extremely difficult.

The econometric models we have to date are all right for predicting
GNP in the next quarter, but they just do not stand up very well
for this kind of analysis.

But the revenue effect is really that important. We do want to have
a tax stimulation of growth. We do want to give that stimulus in a
way which does the least damage to the equity of the tax structure,
which does the least to distort resource allocation in the economy,
and that is the way we are going to do it.

I do not think that the Steiger amendment ranks very well on
either of these.

Senator IANSEN. Thank you very much, Dr. Musgrave.
Just a few points, Dr. Musgrave, if I may respond first to you. I

think it was Senator Packwood who mentioned the Laffer curve.
Second, when I was talking about what happened between the

years 1963 and 1968 and what happened in the seventies, I was not
trying to hold out as an ideal what any particular President may have

M
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said or what the Congress said, but simply to underscore the fact that
the track record of the Treasury is pretty darned lousy. They have
come forward with statements as to what is going to happen and they
have badly missed.

Secretary Blumenthal stated that all they had to go on were the
basic facts, that is, if you assume that there are business transactions
which would reflect, say, $20 billion a year of capital gains sales and1
the rate is at a certain level and you reduce it to a lower level, then
Treasury income will decrease. I thought the Secretary was forthright
in saying that they were not going much beyond that.

Now, I think Mr. Steiger and I and a number of other people
believe that our economy is not static, that people do change their
minds. As Congressman Kemp pointed out, it is generally believed
that if you want to encourage some kind of an activity, there are ways
by which you can do that. ou can provide various kinds of incentives,
of which subsidies would be one.

On the other hand, if you want to discourage something, you put a
tax on it. I would assume, maybe you would agree with that-do you
agree with that?Mr. MUSGRAVE. Yes, I certainly agree that the economy is dynamic
and that dynamic effects should be taken into account in estimating
the revenue implications. Now, in some instances that is simpler than
in others if we have a reduction in the income tax, for instance, it is
relatively easy to predict what will be effective on consumption.

If we have an investment credit, it is more difficult to predict what
will be the level on investment. If we have a reduction in the capital
gains tax, as proposed by Congressman Steiger, it is certainly very
difficult to predict how the stock market will react, because
if only for the reason, you see, that we do not have many past historic
cases. We do not, in our past history, have many comparable situations.

The whole idea of an econometric forecast is based on the notion
that there have been such situations in the past, and these past
responses tell us what the loss was, and they will tell us in the future.
But in the stock market case, it is just extremely difficult.

Senator HANSEN. Well, I asked you if you agreed or disagreed with
the premise that, generally speaking, if you tax something you will
discourage that kind of activity; if you subsidize it, you will encourage
it.

I think that, if you recall, in the final years of World War Il there
was great concern about the ability of the United States to produce
enough wheat for our own use and provide what was necessary for
our allies. As we all know, the Congress granted a guaranteed price,
on wheat and we had the greatest outpouring of wheat that we have
ever had, despite the fact that there was practically no help left on
the farms of America. We found, to our sad regret, that the same
thing would happen with potatoes. If you want to have too many
potatoes produced, just put the price up.

On the other hand, we have had some experiences from which we
seem to have learned very little from the oil business, and we have
changed a number of laws around in oil, including lowering the de-
pletion allowance, including other tax changes that made it generally
less profitable than it had been to be in the business.
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As a consequence the number of independents in this country
dropped from about 40,000 down to about 10,000. Now it is going
up back that way a little because we have changed so much our
treatment of oil companies. Despite the efforts of Congress to see
that the oil business does not become any more profitable, the forces
of worldwide demand has forced the price up and, as a consequence,
there is a rejuvenation of interest.

What I am trying to say, Dr. Musgrave, is that I believe most of
us who support this tax proposal think that, while we give credit to,
and greatly respect your recommendations that the tax laws be made
just as fair as they possibly can be, we will never get a perfect system.
It, is one thing to say how small each piece of the pie can be cut in
order to see that no one gets more than his share. It is another thing
to contemplate a bigger pie and, while I may not get as much as you
or someone else gets, if I get a piece that is bigger than the piece I
got. last year, I think generally I am going to like the plan.

Mr. MUSoRAVE. There may be a trade-off here. You may find that
in introducing certain inequalities of tax treatment for various people
which, you damage tax equity and you would rather not do that. We
may find that the pay-off might be-we may have a situation where,
if we treat certain types of incomes unequally, say tax capital gaiuz
very much lower than wages, or vice versa, that this would have a
stimulating effect on the economy and that, in the end, everybody
would gain. That is quite possible.

Confronted with that kind of situation, no one would say no, you
must not do this, even though it is helpful to the economy, because
it is bad on equity grounds. One must be flexible and recognize some
tradeoff here.

I am with you on this, but in my view, the Steiger amendment is
not a good trade-off.

Senator HANSEN. I certainly appreciate your view.
Mr. GRAETZ. Senator Hansen, if I could make two comments. First

about the revenue estimating problem. This is comething that I came
into contact with at the Teasury in 1971 when we were increasing de-
preciation allowances and reducing corporate taxes, and within the
Treasury there was a great deal of sentiment that these changes would
have a stimulative effect on the economy and therefore increase the
revenues. Nevertheless, the actual revenue estimate which was used
was in accordance with the Treasury practice throughout the years
of showing only the first-level impact of tax provisions and showed
a $3.8 billion revenue loss, as I recall it.

Accelerated depreciation increased the depreciation allowances and
Treasury showed a tax reduction initially, even though there was a lot
of thought that that would have a stimulative effect and that the feed-
back might produce greater revenue than the initial loss.

Senator HANSEN. Yes.
'Mr. GRAETZ. But the difficulty was that Treasury has over the

years made its estimates, not only of the aggregate revenue, but also
of the distribution of tax changes by looking at the first level effects
without taking feedback into account.

I think that it is important that the Congress is now interested in
feedback numbers, and I am sympathetic to that, although I share
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some of Dr. Musgrave's views about the reliability of those numbers as
you move further and further into speculation.

My difficulty is that this bill seems either an odd place to start, or, at
a minimum, it seems to me that you ought to look to the feedback effect
with respect to the alternatives, some of which I have outlined. That is
to say, what is the initial cost, how is it distributed, and what are the
feedback effects of things like reducing the maximum rate of tax on
dividends or interest, or what are the effects of adopting Chairman
Ullman's dividend relief proposal.

It seems to me that if you are going to make these sorts of compari-
sons, you really ought to try to be very careful to be consistent in
either looking at feedback or not looking at, feedback and, in the
Treasury's defense, the Treasury and the Congress in its revenue
estimates of tax reforms and tax relief, consistently have shown first
level revenue estimates without trying to quantify the feedback effects.
Instead in the committee reports and in statements of Secretaries of
the Treasury, comments have appeared that this change or that might
be stimulative to the economy generally, but because of the difficulty
of getting a precise number-and I think this debate over particular
numbers is reflective of the difficulty-the difficulty of getting a
precise number has meant that the revenue effect is typically shown
without feedback estimates.

And I think that that is not a bad policy to continue until you can
generally quantify feedback effects.

Senator HANSEN. I appreciate your comments, Mr. Graetz, and I
share with you the realization of the difficulties, although I have not
been exposed in as much detail as I am certain you have. I do know how
difficult it is to try to to come up with positions that will guarantee a
short-end result. I do not minimize at all the problems that the Treas-
ury had in that respect.

I would say, in response to your observations, that you find it
strange or unusual or at least unexpected that we would take the
particular tack we have in pushing the Steiger amendment. I think
there were a number of reasons why it was rather natural that we might
have done it.

I happen to have, for your possible interest, a proposal which has
been cosponsored by a number of members of the Finance Committee
that would index capital gains which would reflect the period of time
in which an asset has been held, which I think has merit.

But if I could just continue with the observation I wanted to make
about this Steiger bill, a number of things, I think, have called atten-
tion to it.

No.1, the dramatic decline in stock market prices. The number of
of investors who have gotten out of the market. The acutal decline in
Treasury receipt from capital gains.

The inability of new corporations, new companies, to generate
capital to invest in their ideas in this country and the increasing
requirement that they go abroad and find the kind of venture capital
that they were able at one time to find here, the drain that it brings
upon our America tradition of innovation.

These are some of the things that, I think, account for the fact
that there just seems to be a coalescing of sentiment that this was
the way to go.
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I note that my colleague from Colorado, my very good friend,
Senator Haskell is here. I would be happy to yield to you at this
point.

Senator HASKELL. Thank you very much, Senator Hansen, but,
not having been here when they tesitfied, I do not think I should
ask questions. Thank you very much.

If I may, then, let me thank you gentlemen for your-
Mr. GRAETZ. Senator, could I just comment briefly on that last

point you made? It seems to me that, as you keep in mind this ques-
tion of corporate growth, that the dividend problem is much more
pressing, I think, than the capital gains problem. You have seen a
great many tender offers by companies taking over other companies.
There apparently is a good deal of liquidity in the corporate commu-
nity and, in part, because of the tax burden of paying dividends,
there is great reluctance to pay that money out to shareholders who
might well invest in new enterprises or other enterprises, and so you
have a lot of situations where you are having companies use that
money by. purchasing their own stock or that of other companies rather
than paying it out to their shareholders, in part, because of the
problem of dividend taxation.

I think that if you reduce the tax on capital gains, you increase
that pressure and you also increase pressure for gamesmanship in
tax practice. There'has been very little attention to the lawyers in
these hearings, and rightly so. This is basically an economic and
political problem.

But I assure you that the ability to convert. ordinary income into
capital gains and the benefits from so doing, the games that will be
played with various kinds of assets because of the capital assets
definition are terribly important to this issue and there will be an
enormous amount of waste and inequity that will result if the Steiger
amendment is passed, and I hope that you will keep that in mind.

Senator HANSEN. Thank you both very much. e appreciate your
appearance here.

[The prepared statement of Mr. Musgrave follows :]
STATEMENT OF RICHARD A. MUSORAVE, H. 1I. BURBANK, PROFESSOR OF

POLITICAL ECONOMY, HARVARD UNIVERSITY

Capital gains, like other forms of accretion, add to the recipient's ability to
pay. Therefore, as a matter of tax equity, they should be treated like other
income. The direction of tax reform, accordingly, should be to narrow the differ-
ential in the treatment of gains and other income and not to widen it as proposed
in the Steiger Amendment. At the same time, I recognize that it may be necessary
on occasion to grant tax incentives in support of policy objectives even though
this offends against equity standards. Such incentives, however, should be de-
signed to minimize the resulting damage to tax equity and to maximize the
particular policy gain. The Steiger Amendment meets neither test.

EQUITY ASPECTS

Consider first its implications for tax equity. One basic requirement of equity
is for people with equal income to pay equal taxes. But restoration of the pre-'69
law would leave a taxpayer with an earned income of, say, $100,000 paying nearly
$44,000 in tax whereas his counterpart with a similar income in capital gains
would pay $25,000 only. His liability under present law would be $32,000, so
that the Steiger Amendment widens the gap by 50 percent. The damage to
horizontal equity would be substantial.



148

It is also agreed widely that an equitable income tax should be progressive.
Yet the Steiger Amendment would return us to the disgraceful (to use the Presi-
(tent's term) pre-'69 situation when effective tax rates (ratio of tax to income)
actually declined from the $100,000 to $200,000 range on up. As has been pointed
out by Secretary Blumenthal, over four-fifths of the Steiger benefits would go to
taxpayers with incomes above $100 6.0 with the capital gains rate at thet0p
of the scale cut by over 35 percent. The reason is that capital gains as a share of
income rise sharply when moving up the income scale and that the provisions of
the Amendment would become generally significant only above the $100,000 level.

All this highlights a dilemma which has concerned me for quite some time.
Tax proposals for economic growth usually turn out to involve high-income relief
and one wonders what is the basic intent-more growth or less progression? I
realize that investment decisions are made typically by high-income people, that
these people provide an important share of investible funds and that capital
income weighs most heavily in their receipts. There is thus a natural tendency
for a linkage between tax incentives to growth and high-income benefits. Yet I
Believe that too little attention has been paid to designing incentives which are
less subject to this nexus. More could be done to reconcile growth with tax equity.
Clearly the Steiger Amendment goes all in the wrong direction. Its provisions are
of little or no significance for the small and middle-sized investor, while granting
substantial and growing tax reduction with rising levels of income.

GROWTH EFFECTS

Turning now to the effectiveness of the Steiger Amendment as a growth incen-
live, the question is not whether there would be a favorable investment response.
Of course there would. The question is, by how much and with what implications
for the structure of investment and at what cost to equity? In each of these
respects, the Steiger Amendment to my mind, ranks poorly with avialable al-
ternatives. Indeed, it ranks so poorly that in last year's DRI study of the problem,
where six alternative plans were considered, this particular approach was not even
included.'

I begin with the structural aspects. By widening the gap between the taxation
of dividends and of capital gains, the Amendment further distorts the relative
prices of retained earnings and dividends. Low dividend payments and finance by
retention with by-passing of the capital market would be encouraged. As distinct
from other approaches, such as corporate tax integration or even corporate rate
reduction, the Amendment would-do nothing to remove the existing distortion
in the cost of equity versus debt finance, or in the return on stock versus other
assets held by the individual investor. Instead, the Amendment would give
further inducement to seek investments the income from which lends itself to
translation into capital gains. All the difficulties in the Code arising from the
preferential treatment of gains would be worsened.

Next note that the benefits from the Steiger Amendment would apply to capital
gains from all assets and not from growth investment in plant and equipment only.
Less than 30 percent of gains are realized from stocks and bonds (1973 data) and a
substantial share accrues to residential real estate and other forms of property
which do not involve growth investment and which are hardly in need of further
tax support. Clearly, the Steiger plan is less efficient in this respect than other
measures such as corporate tax integration and especially the investment credit
which can be targeted at growth investment. Moreover, by inducing a general rise
in the value of capital assets, including housing, the inflation problem would be
worsened.

Reduction in the capital gains tax may be expected to increase investment in
plant and equipment, but the question is by how much? We may expect that there
would be a rise in stock prices especially in the longer run after previously locked-
in assets are liquidated. This expectation, however, should not be exaggerated by
blaming the poor market record since '69 entirely or largely on the capital gains
legislation of that year, or focusing on the maximum rate of 49 percent which
may now be payable but which in fact is paid in very few cases only. Clearly,
inflation, high interest rates and other factors were major influences on the lagging
market. Nevertheless I grant that the Amendment would have a favorable effect
on share prices. Combined with reduced pressure for dividend distribution (due to
reduced taxation of gains), this would reduce the cost of equity capital. As a
result, the rate of return would rise and investment may be expected to expand.

' See C. Caton. 0. Eckstein, and A. Sinai, "Tax Reform and Capital Formation In the
U.S. Economy," Data Resources Review, August 1977, Data Resources, Inc., Lexington,
Mass.
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The signs are in the right direction but it is difficult to predict the magnitudes.
The recent debate on this point shows how ill-equipped econometric models are
as yet to deal with problems of this sort.2 In my judgment, the effect on invest-
ment will fall short of what might be expected from an investment credit of,
say, 10 percent and the cost in lost equity would be much larger.

While I feel very critical of a broadside approach to capital gains relief, some
such measure might well be especially effective with regard to attracting risk
capital to small and new ventures. If so, it should be possible to work out a pro-
vision, perhaps along the lines of S. 2428, but this would be rather different from
the Steiger Amendment and much more limited in its impact.

OTHER CAPITAL GAINS REFORMS

Nor do I believe that aproposed step-down in rates for longer held assets (S.
2428) would be desirable. For one thing, there is no particular economic virtue in
longer holding. For another, longer held assets already benefit especially from tax
deferral, a distortion which would be accentuated by the step-down approach.
There are, however, some changes which I would favor at this point.

The first of these relates to the treatment of losses. Economic analysis tells us
that effects on risk-taking depend greatly on the treatment of losses. It is not at
all certain that a tax with full loss offset will have an unfavorable effect on risk-
taking: it may be favorable as well. Certainly, liberalizing the allowance for losses
will have a favorable effect. Strangely enough, this important point has fallen into
total disregard in the more recent analysis of taxation effects on investment and is
by-passed in the formulation of investment functions currently used in econo-
metric models. Economic theorists are subject to fashion like everyone else. Liberal-
ized allowance for losses, including offset against other income, is the first thing
which should be done to improve the growth effects of the capital gains tax.

I also believe some form of inflation adjustment is called for. Anyone who takes
tax equity seriously, as I do must be aware that what matter is the level of real
and not of nominal income. inflation adjustments in determining capital gains are
thus in order. This is the case the more so since it appears that inflationary gains
are most likely to accrue in the holdings of small- and middle-income investors. The
only question is, whether it is desirable to apply such an adjustment to capital
gains made in the sale of assets without at the same time making similar adjust-
ments in the debtor-creditor relationship, depreciation allowances, and other parts
of the corporate balance sheet. This being a second-best world, I am inclined to
accept adjustment in the sale of real assets without going all the way in inflation-
proofing the income tax system, but I will do so only if the gains thus adjusted are
then treated as ordinary income. Clearly this would strengthen the attractiveness
of equity investment in an inflationary period.

Finally, I see no objection to eliminating the "poisoning" of the maximum rate on
earned income by requiring deduction of the untaxed half of capital gains from
earnings eligible for the ceiling rate. To say the least, an adjustment could be made
to exclude gains from sale of first residences from this provision. Rumor has it
that some members of the Ways and Means Committee were unexpectedly caught
by this requirement and the same should not happen here. The concept of prefer-
ence income belongs to the murky realm of the minimum tax and should be left
out of the maximum rate on earnings.

CONCLUSION

I conclude that passage of the Steiger Amendment would be most unfortunate.
If indeed we are entering a Prop. 13 age of public sector retrenchment and tax
opposition, I would hope that its strictures can be directed at tightening and
weeding (be it on the spending or taxing side) rather than be taken as an occasion
for loosening preferences and sowing new inefficiencies. The Steiger Amendment, I
fear, does just that. It carries to an extreme past tendencies to link growth incen-
tives with high-income relief. Among available alternatives, it is about the least
equitable, nor does it rank especially high as stimulus to growth investment. Tax
distortions in the pattern of capital information would be worsened rather than
relieved. Other and preferable approaches are available. Finally, capital gains
taxation should be viewed as an integral part of the entire system of capital income
taxation of which it accounts for only 10 percent. Capital gains reform, therefore,
should not be dealt with in isolation, but as part of a broader reform package.

2 See the contributions by R. B. Bristol, M. K. Evans, 0. Eckstein, and R. B. Bristol in
Tax Notes May 15, May 29, and June 5, 1978.
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Such a package might contain full taxation of gains with unlimited loss offset and
inflation adjustment combined with integration of the corporation tax and, pro-
vided all these things are done, a reduction in the top bracket rate on capitalin-
come to 50 percent. Premature action in the capital gains field at this time would
foreclose this more comprehensive approach.

Senator HANSEN. Our next witness will be William C. Penick,
representing Arthur Andersen & Co.

Mr. Penick, I apologize that we are this far along in the afternoon
before you have been called to the witness desk and I am just sorry that
it has been necessary for members to go to attend other duties.

I say to my friend from Colorado, I think I should yield the Chair.
I happen to be a Republican and my friend from Colorado is a Demo-
crat and, under the rules of the Senate, he is now the acting chairman
of the Finance Committee, so I yield to him.

Senator HASKELL. I think, Senator Hansen, you are doing a great
job, so why do you not continue, and I will assist.

Senator HANsEN. Mr. Penick, it is good to have you here, sir.

STATEMENT OF WILLIAM C. PENICK, MANAGING DIRECTOR, TAX
POLICY, ARTHUR ANDERSEN & CO.

Mr. PENICK. Thank you, Mr. Chairman, I am William C. Penick
and I am the managing director of tax policy for my firm, Arthur
Andersen & Co. With me on my left is Mr. William Barth who is our
director of industry competence for small business. We are particularly
concerned about the proposals you are considering here today, as they
do affect small business.

The appropriate method of taxing capital gains has been a subject
of debate for a long time. The changes made in the 1969 act, which
have been discussed quite a bit this morning, and subsequent changes,
when combined with the very high rate of inflation we have experienced
in the last 5 years, have refocused attention on this very important
subject.

We commend your subcommittee for scheduling these hearings to
determine what changes should be considered at this time.

While we are concerned with most of the major issues that have
been discussed this morning relating to capital gains, we would like
to concentrate our remarks on Senate bill 2428 which was introduced
by Senator Haskell in January of this year.

This proposal would adopt the so-called tax deferral rollover ap-
proach for the disposition of an interest in a small business concern
so long as the proceeds of such disposition are reinvested in similar
types of small business activities.

This approach is consistent with one suggested by our firm about
3 years ago when Mr. Barth testified at a joint hearing of the Senate
Select Small Business Committee and the Finance Committee and we
are delighted that it is receiving serious attention at this time.

Before talking about this bill, however, I would like to make a few
general comments about the other two specific bills that are the
subject of these hearings.

First, Senate bill 3065, your bill and Mr. Steiger's bill would, in
effect, roll back capital gains to pre-1969 levels and impose a 25-percent
ceiling. In our view, the impact of this change, which would reduce
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the maximum effective rate by about one-half, would eliminate some
of the disincentive to capital investment under present law, particu-
larly in equity securities and in venture capital entities. The testimony
you heard this morning, I think, is directly in line with that point.

By eliminating capital gains as a preference item, this change would
also have the very desirable effect of simplifying tax reporting for the
thousands of U.S. citizens who must now go through the time-
consuming ordeal of preparing the schedules and making the complex
preference tax calculations. fo be more correct, I guess I should say
that they either go through the ordeal themselves or suffer the agony,
of paying our professional fees for doing it for them, but, nevertheless
it is a very burdensome thing.

This problem is compounded by the preference income offset
against personal service income for purposes of the maximum tax,
and again, by eliminating capital gains as a perference item, consid-
erable simplification of tax reporting will have been achieved.

I would ike to talk for a moment about Senate bill 2608, which wvas
introduced by Senator Bentsen several months ago, and I believe you,
Senator Hansen, were one of the cosponsors of that bill. We agree
with the concern expressed in that bil about the impact of inflation
on assets that are held for long periods of time. The proposal in this
bill would increase the income exclusion on gains on sales of assets
held in excess of 1 year from the present 50 percent by 2 percentage
points a year until a maximum of 80 percent has been reached. This
)roposal would also provide for a decreased recognition of capital

losses on assets held for long periods of time, but we really don't
understand the rationale behindthis change.

We believe that a more appropriate way of recognizing the infla-
tionary element in long-term capital asset transactions is to apply a
l)rice level index to the taxpayer's investment in the asset and then
let this be the base from which gain or loss is calculated.

As indicated on pages 9 through 11 of our written statement, this
approach would create quite a different answer from that under Senate
bill 2608, and would more nearly recognize the taxpayer's true economic
gain or loss from the sale of an asset which we think should be the
appropriate basis for taxation.

Now let's switch for a moment to what I think are some particular
problems and perhaps peculiar problems relating to samll business
entities. Some of the unusually severe capital problems faced by small
business concerns were documented in testimony before the Small
Business Committee by the American Electronics Association on
February 18 of this year. I won't repeat all of the details of the find-
ings of that study, but the American Electronics Association surveyed
roughly 600 manufacturers of electronics components and other com-
panies involved in information processing industries, and received
responses from over 300 of them. The survey highlighted the problems
faced by young, growing companies in this industry, which is certainly
quite concerned with technology, and the significant opportunities
that exist for creating more employment in growing small business
entities.

The surveys showed that the employment growth rate in 1976 for
young companies-and for the purpose of this study, those were
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defined as companies between 10 and 20 years old-was between 20
and 40 times the growth rate in employment for more mature com-
panies. It also showed that for young companies founded since 1955
nearly $32,000 of assets were required to create each job. To obtain
the funds needed to finance these assets, an average of $14,000 of
risk capital was required to create each of the 130,000 jobs that were
generated by these companies during that period.

On the negative side, however, and I think some of Chairman
Williams' remarks this morning would bear this out, the survey showed
that risk capital is becoming more scarce all the lime.

Senator PACKWOOD. Let me interrupt you just a moment if I can.
Senator Hansen and I have conferred, and if it is all right with Senator
Haskell, we will finish with this witness and break for a short lunch
and come back.

Is that all right with you?
The committee has been going since 9 o'clock this morning.
Senator HASKELL. In view of the time, I think that is very wise.

In other words, we will finish with this witness?
Senator HANSEN. We have been here since 9 and a number of wit-

nesses have been. I know I have seen IQem out, here.
Senator HASKELL. I think that is probably not only wise, but you

might say humanitarian.
Senator PACKWOOD. OK, go ahead.
Mr. PENICK. OK, fine, thank you.
During the 5-year period from 1966 to 1970, 135 companies raised

an average of slightly over $1 million each of new risk capital. During
the next 5-year period, ending in 1975, however, this amount had
(lrol)l)e(l to slightly over $500,000, and these were obviously in reduced
dollars in terms of purchasing power, for the 77 new companies which
had risk capital offerings during that period. Perhaps more alarming,
however, is the fact that the group of new companies raising new
capital from 1966 through 1970, had a debt-to-equity ratio of roughly
1 to 1. For those commencing in 1971 through 1975, however, the
debt-to-equity ratio was well over 2 to 1.

Increased reliance on debt has led to tile failure of many businesses,
both large and small, when there are downturns in the economy or
other business troubles emerge.

The point of this survey was to demonstrate the great needs for
equity capital of young, growing businesses. Since most of these
businesses cannot generate enough cash flow to pay substantial divi-
dends to shareholders, the chance for appreciation in the value of the
stock which translates to capital gains potential for the shareholders
is critical to their ability to finance growth. They can't offer high
dividends like A.T. & T. and GM. They have to look toward tle
capital appreciation in the value of the stock.

Accordingly, changes that would decrease the burden of capital
gains taxation or those that would provide tax deferral rollover pos-
sibilities such as Senate bill 2428, should make equity investments
much more attractive, and should help alleviate some of the problems
faced by small business concerns.

Now let's talk specifically about Senate bill 2428. This would
provide a unique change in the tax treatment of sales of small business
investments where the proceeds of such sales are reinvested in similar
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types of investments. As I mentioned earlier, about 3 years ago Mr.arth testified before the Small Business Committee and the Finance
Committee concerning a very real problem that many of our clients
were facing. Let's use the example that he used.

An ambitious entrepreneur by the name of John Heath developed
a thriving small company. Plant facilities were expanding, new jobs
were being created, the economic well-being of his community was
enhanced by the operation of this company.

After about 30 years or so of hard work, John decided for various
reasons that he needed to improve the liquidity of his estate, and he
decided to sell his company. Several prospective buyers expressed
interest. The first purchaser was an individual who shared John's
interest and pride in operating a small business entity, and he offered
a good cash price for his stock. If he had been the successful bidder,
it was likely that few changes in persolnel or in the nature of its
operations and its present location would have occurred.

Another prospective l)urchaser was another small business company
which wished to acquire John's product line and l)roductive capacity
to complement its own. Much the same as the individual purchaser,
this company offered a cash price and looked forward to continuing
the operation with as little change as possible.

The third purchaser, and I think this is really the essential point in
the story, was XYZ compnay, a publicly held company, and its
representative emphasized the fact that there was a very significant
tax advantage if John negotiated an exchange of his stock for stock
of the acquiring company.

The alternatives that John faced were not at all unique. le could
either make a taxable sale to the first two purchasers who would be
likely to continue the operations as John had wanted them, or on the
other hand, he could exchange on a tax free basis with XYZ, and it
was quite likely that the operation of his company would eventually
disaI)pear into the larger company.

Purely from a tax viewpoint, he would probably be better off to
make the tax-free swap, but we think there is a basic inequity in this
situation which is addressed by this bill, that really puts the firxt
two purchssers at a substantial disadvantage in negotiating for the
acquisition of John's stock. The only consideration they could offer
was cash or a promise to pay some other type of consideration, and
present law would clearly hold that this would be taxable. On the
other hand, XYZ can offer its stock on a tax deferred basis.

Senator Haskell's proposal would alleviate this problem to a con-
siderable extent. It would permit John to sell his sotck to either of
the first two purchasers, receive cash or similar types of consideration
without paying current taxes, but it would require that he reinvest
the proceeds in another small business concern to avoid current
taxation.

We support, the objective of this bill but do question whether the
reinvestment should be limited to other small business concerns. If
the major purpose of this legislation is to put purchasers who are not
in a position to negotiate a tax free exchange on the same basis as a
large company which can, we do not think a limitation like that now
contained in the bill is appropriate.
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We. are running out of time. Two final points here. We do under-
stand that certain modifications are under consideration to the original
proposal. I would like to express our views on them We understand.
that consideration is being given to extending the benefits of the bill
to venture capital companies and small business investment compa-
nies. in addition to individual taxpayers as it now reads. We concur
in the expansion of the proposal since the objectives of these two
types of tax payers seem to us consistent with the intent of the pro-
posal. We also understand that a qualification that would limit the
benefits of the proposal to shareholders who own 10 percent or more
of the small business concern would be added. We would generally
agree with this change because we think the rationale behind the
proposal is to permit persons who wish to acquire control of a small

business company to negotiate on an equal basis with a large cor-
porate purchaser.

We appreciate very much the chance to appear before you this
morning, and will try to answer any questions you might have.

Senator HANSEN. Senator Haskelf.
Senator HASKELL. Mr. Penick, the reinvestment provision of the bill

provides that to defer taxation you must reinvest in a small business
asset. Now, the purpose, obviously, is to try and keep as much capital
as possible in the small business sector. That is the purpose.

Do you think that if the bill were enacted with that type of provi-
sion it might be possible to develop a mutual fund market in small
business concerns?

Mr. PENICK. I am going to defer to Mr. Barth. He is really our
small business expert.

Senator HASKELL. Mr. Barth?
Mr. BARTH. I think it would be possible, yes.
Senator HASKELL. Let's go a little further. Do you think it would

be probable?
Mr. BARTH. I believe the type of person that we are really concerned

about is the owner of the business who has put his whole life into it
and it has been hard work. Now he would like to see the business
continue the character that he has established.

For that individual at a late stage in life, he might well be better
off to go into securities of large companies or investments where there
is more stability. I am thinking of the man in the retirement years.
We know that for investments in small companies the risk is greater,
and that is one of the reasons I feel a little hesitant to say that the
client we spoke of here would be anxious to invest in a mutual fund
where he is going back into the risk game. He has passed that period
of life.

Senator HASKELL. Well, you, I gather, Mr. Penick, would really
just forget about taxing the gain on the sale of the small business.

Is that your viewpoint?
Mr. PENICK. No, not at all. I think there should be some reinvest-

ment requirement and perhaps it should be limited to securities, but
I go back to

Senator HASKELL. Then what is your objection? I guess I missed it.
Mr. PENICK. My objection really is limiting the reinvestment to

securities of another small business.
Senator HASKELL. So you would merely treat a sale for cash the

same as a stock swap with only the proviso that the seller for cash
go into the securities market in one form or another.
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Mr., PENICK. And keep it there. If he pulled it out he should be
taxed.

Senator IASKELL. Well, I am concerned about the younger man
who is starting up a new small business,who has an almost impossible
time getting equity capital or even debt at a decent interest rate.
I am interested in trying to find a larger pool of debt or equity capital
for that man, and that is why I limited the reinvestment.

But you gentlemen would not think that very meritorious, I gather.
Mr. PENICK. Well, we think it is meritorious, and we think the

concept behind the proposal is highly desirable, but we think it would
be more meritorious, if that is a good way to describe it, if it were
expanded to permit an investment in other than small business
concerns.

I think you really have conflicting objectives here, to some extent.
Senator HASKELL. The only trouble is, if you do it your way, you

are not increasing the pool of investment ca ital available for the
younger man in the small business. Now, that, I think you would have
to admit.

Mr. BARTH. That would be true unless the man who sold out found
a small business operated by a younger man whom he was willing to
support.

Senator HASKELL. I see.
Well, let me ask you this.
One of the things that concerns me is that, the present law which

provides a tax free stock swap, clearly favors concentration of industry.
Mr. BARTH. There is no question.
Mr. PENICK. Absolutely.
Senator HASKELL. And that is one of the things I am trying to get

away from because I don't happen to feel that concentration is a de-
sirable economic result.

On the other hand, if we allow the seller of a small business to sell
out and then invest in what you call more secure equity securities, I
presume that would unfortunately dilute one of the basic purposes of
the bill. So I don't know whether the objective would be accomplished
or not.

Mr. BARTH. Senator, it would under your concept somewhat dilute
the purposes of the bill. I would suggest. this, however. Our proposal
would make is possible for the individual who wants to see his com-
pany continue as a small business and who wants his plant and the
employment it represents to remain in the same community to achieve
these objectives; it will permit the company to be sold to another
small proprietor on an equitable basis. We are not suggesting any
special favors for investors in small businesses. We are merely sug-
gesting equal treatment.

Senator HASKELL. Well, of course, you are correct. It would allow
the plant to be sold to another individual who would operate it in the
same way, and it would keep the local character. So your suggestion
as an amendment is a deferral of tax, even though the transaction is
cash, provided there is a reinvestment in "the securities market".
Then, of course, when you start selling those reinvested securities,
I suppose that ends the tax deferral?

Mr. BARTH. Right.
Senator HASKELL. I-get your viewpoint. I am not sure I concur with

it, but I get it.
Thank you very much indeed.
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Senator HANSEN. Thank you, Senator Haskell, and thank you,
gentlemen, for your appearance here. I should have noted that any
written testimony will be printed in its entirety in the record, and we
appreciated your summarizing your statement.

[The prepared statement of Arthur Anderson & Co. follows:]

STATEMENT OF ARTHUR ANDERSEN & CO.

INTRODUCTION

The appropriate method for taxing gains on sales of assets held for investment
has been a subject for debate for many years. The impact of changes enacted in
1969 and subsequeontly, when combined with the high rates of inflation we have
experienced in the last five years, have recently refocused attention on this im-
portant subject of taxation. We commend the Subcommittee on Taxation and
iDht Managenent for scheduling these hearings to determine what changes should
be considered at this time.

SUMMARY OF ARTHUR ANDERSEN POSITION

In our Firm'. testimony before Congressional Tax Comnittecs over the last
several years, including hearings by this Subcommittee on April 24 of this
year, we have expressed our great concern about the combined effects of inflation
and taxation on the capital needs of the United States. Inflation has significant
impact on many aspects of our tax system, but it is particularly important in the
taxation of gains on sales of ass ts held for long periods of time. This is one of the
most important problems to hc considered in determining the appropriate method
for taxing capital gains in the U.S. tax system.

Three are two fundamental issues in the taxation of capital gains. First is the
determination of the appropriate amount of gains to he taxed. This is where the
inflation-ry element in such gains become so important. We believe that, in any
system for taxing capital gains, the starting point should be the determination of
the economic gain realized by the taxpayer, and then to decide what taxes should
apply to that gain.

Second, because of the importance of capital gains taxation to a taxpayer who is
considering making an investment, particularly in equity securities or venture
capital entitie.- where there is a high degree of risk, the amount of tax to be applied
to the gain should recognize some incentive for the taxpayer to invest or at least
minimize the disincentive created by high taxation of such gains.

It app(ars, therefore, that our tax policy in the area of capital gains should
consider thone two factors, the determination of the amount of gain to be taxed,
and the type of tax incentive to be provided for the investment that may ultimately
create that gain.

While the specific bills under consideration at these hearings would not in our
view completely recognize these factors, nevertheless, they do relieve partially the
burden of capital gains taxation which has acted as a deterrent to many invest-
ments, and we generally support them.

We are particularly pleased to support the proposal that would permit tax
deferral treatment on sales of investments in small business concerns so long as
proceeds are reinvested. Small business entities have unusually severe problems
in meeting their capital needs and our present system of taxing capital gains is
particularly burdensome on them. The approach advocated by Senate Bill 2428,
introduced by Senator Iaskell, is somewhat similar to a proposal made by our
Firm nearly three years ago, and we are gratified that this concept is now being
given serious consideration by your Subcommittee and by the Congress.

IMPACT OF CAPITAL GAINS TAXATION ON CAPITAL NEEDS

The needs for capital in the United States in the next few years have been well
documented, frequently reported and widely discussed. Studies of capital avail-
ability to meet these needs indicate a very substantial "capital gap" for most of
the foreseeable future. Aside from the need to stimulate the development of new
sources of capital, and in particular to encourage people who own capital to
invest it for productive purposes, sound tax policy requires that we be concerned
about preserving the pool of capital already available. The present U.S. system
for taxing capital gains both erodes the existing pool of capital and acts as a
deterrent to switches in capital from one form of investment to another more
productive use.
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Our present system for taxing capital gains to an individual may involve three
levels of taxes. First, the gain itself is taxed at rates that reach 35%. Second, one-
half of the gain may be taxed as preference income at a 15% rate. Finally, the
preference element may be offset against personal service income, causing it to
be taxed at rates up to 70% rather than 50%. As changed by the Tax Reform
Act of 1976, a reduction in preference income is permitted for one-half of the
regular taxes paid. The combination of these three elements results in an effec-
tive Federal capital gains tax rate on individual taxpayers that can reacA nearly
50%.

Furthermore, if a taxpayer lives in a high-tax location such as New York City,
additional state and city taxes on capital gains of nearly 14% may be imposed.
If the taxpayer is in the maximum Federal tax bracket of 70%, the deduction for
state and city income taxes could reduce his Federal taxes by about 10% of the
gains, but an added effective tax of 4% on such gains would result.

These high levels of taxes have served as a deterrent to new capital investment,
particularly in equity securities and high risk ventures. Furthermore, no adjust-
ment is presently permitted to recognize the inflation element in gains on sales
of assets held for long periods of time, and this is not sound tax policy.

The present Administration has proposed that our system for taxing capital
gains be made even more burdensome. It proposes (1) the elimination of the
alternative capital gains tax (presently limited to 25% of the first $50,000 of
gains) and (2) the complete elimination of the offset against preference income for
one-half of the regular taxes paid. A maximum offset of $10 000 would be per-
mitted. These changes would increase the maximum effective Federal tax rate on
capital gains to roughly 52%.

At a time when there are concerns about capital requirements and particularly
the need to encourage investment in equity securities with the risks that are in-
herent in them, it does not seem appropriate to increase taxes on capital gains. If
anything, particularly for assets subject to inflationary pressures over Ion period
of time, prudent tax policy would require that capital gains taxes should be de-
creased rather than increased. Accordingly, we support the objectives of bills such
as those under consideration by this committee that would in one manner or
another decrease the overall burden of capital gains taxation.

TAXATION OF CAPITAL GAINS BY OTHER COUNTRIES

While the tax policies of other countries should not control those in the United
States, they should be of some interest to persons concerned with U.S. tax rules
It is interesting to note that most major countries that do have relatively low effec-
tive taxes on capital gains generally enjoy a much higher rate of savings and capital
investment in relation to the size of their economies than does the United States.

Attached as Appendix A is a brief summary of the methods of taxing gains on
sale of securities and real estate in Belgium, Brazil, Canada, West Germany,
Japan and the United Kingdom.

Gain on sales of securities
Belgium, West Germany, and Japan generally exempt capital gains on sales of

securities from individual income taxes. Brazil applies a 10% tax to such gains
while Canada and the United Kingdom tax them at reduced rates.
Gain on sales of real estate

Brazil exempts from tax gains from "casual" sales of real estate, while Belgium
and West Germany cxcntpt such gains if the property has been held more than
eight years or two years, respectively. Canada, Japan, and the United Kingdom
.xempt the gain on the sale of a private residence although Japan places a ceiling
(currently 30 million yen, or about $145,000) on the amount of gain that is exempt.

PARTICULAR NEEDS OF SMALL BUSINESS ENTITIES

Small businesses have for generations been the backbone of the American
economic system. It is presently estimated that small business entities provide
jobs for well over 50% of our non-public workers. Although it is often character-
ized as labor intensive in contrast with the capital intensive nature of larger
companies, small business must attract enough capital to provide employment
opportunities. In most small business entities a little capital may go along way
towards keeping citizens off the unemployment rolls. Alarmingly, however, the
Small Business Administration has reported that a steadily decreasing percentage
of total capital investments is being directed to the small company sector.

33-578 O-8-----11
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With the combined impact of increasing capital gains taxes and the fact that our
present system for taxing capital gains does not adjust for or eliminate the in-
flationary element in such gains, it is little wonder that the small business sector
has particular difficulty in attracting and retaining the capital needed to start
new business entities and finance the expansion of mature ones.

DISCUSSION OF SPECIFIC LEGISLATIVE PROPOSALS

Investment Incentive Act of 1978 (S. 3066)
This proposal would change completely the current U.S. system for taxing

capital gains and would in effect return to the rules that were applicable prior to
adoption of the preference tax system enacted in 1969. For both individuals and
corporations, it would (1) eliminate capital gains as a preference item, and (2)
impose a top tax rate on such gains of 25%. We favor the reduction of the impact
of capital gains taxes, and proposals like those contained in S. 3065 clearly work
in that direction. Accordingly, we are pleased to support this proposal.

As noted earlier, present law would tax capital gains at rates that can reach
nearly 50c. By cutting that rate in half, a significant stimulus to business invest-
ment will have been provided. In particular, investment in equity securities
should be more attractive and the alarming trend toward greater reliance on debt
financing should be reversed. While econometrics analyses are not within our
area of practice and competence, commonsense tells one that increased invest-
ment activity would tend to increase long-term tax revenues. It seems most
unlikely that taxpayer behavior after a major tax change such as this would be
the same as before.

The substantial reduction in capital gains taxation would assist greatly in en-
couraging investment in new equity securities and in venture capital activities
where substantial risks are involved. A potential investor is concerned with the
likely return on an investment in choosing among alternative investment opportu-
nities. Investments in new equity securities and in venture capital situations do
involve greater risks and investors expect higher rates of return in an attempt to
compensate for that factor. A significant element in determining rate of return is
the amount of taxes that will have to be paid both on current income from the
investment and on the gain on its disposition when the taxpayer decides to dispose
of it. Capital gains taxation is a very significant factor in this equation, and a
reduction in the effective tax rate such as would result from proposals like Senate
Bill 3065 should make these types of investments much more attractive.

Another important benefit of this legislative change would be to greatly simplify
the tax laws,- particularly the preparation of tax returns, for many thousands of
taxpayers who have capital gains each year. The principal impact of the pref-
erence tax system has simply been to increase the effective tax rate on capital
gains. Since its enactment in 1969, more than 80% of all preference items subject
to the tax have been represented by capital gains.

Furthermore, preference items are required to be offset against personal service
income in determining the maximum tax to be applied to that income. The com-
bination of preference tax reporting and the calculation of tax on personal service
income results in a highly complex reporting system for many taxpayers. Pro-
posals like S. 3065 that would remove capital gains as a preference item would
greatly simplify tax reporting for the thousands of taxpayers who are affected.
Graduated exclusion for long-term gains and graduated nonrecognition of long-term

losses for individuals (S. 2608)
Present law permits individuals to exclude from gross income 50% of the net

gains from sales of capital assets held for more than twelve months. S. 2608 would
increase this exclusion percentage by 2 percentage points per year for each year
after the first twelve month holding period but not to exceed 80%. The proposal
would also provide for non recognition of an equal percentage of losses on sales
of assets held for more than twelve months. The purpose of these provi-
sions is to provide some relief from the taxation of gains on sales of assets held for
long periods of time which" are particularly vulnerable to the impact of inflation.
The proposal affecting capital gains works toward this objective,but the change
with respect to capital losses does not appear to do so.

Inflation has significant impact on investments generally but in particular
on those that are held for long periods of time. If a person invests $10,000 in year
one and, by the end of year five, the purchasing power of those dollars has de-
clined by 40%, even though the value at the end of the fifth year may be greater
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than $10,000, he has not realized an economic gain based on his initial investment
of $10,000. For example, if he sells the asset at the end of the fifth year for $18,000,
present law starts from the base on an $8,000 gain, and one-half of that amount,
or $4,000 ,would be taxed. Under S. 2608, the starting point is again an $8,000
gain of which 58% would be excluded and 42%, or $3,360, would be taxed.

A more appropriate method of recognizing the impact of inflation would appear
to be an adjustment to basis for the change in the value of the currency in which
the investment is stated. Specifically, the $10,000 invested in year one would
have increased to $14,000 by the end of the fifth year, based on the change in the
purchasing power of those dollars. If the asset is sold for $18,000, the "economic
gain" would therefore be $4,000 and applying the present 50% exclusion factor
to that amount would result in the taxation of $2,000.

Several different methods of calculating the inflation element in the gain on
sales of assets have been proposed, including the use of current value or replace-
ment cost data and applying a different type of inflation factor (or index) for dif-
ferent types of assets. From a theoretical viewpoint, these approaches might be
more accurate, but they would introduce highly complicating and subjective
factors into the determination of the appropriate amount of gain to be taxed.
Accordingly, some type of index that is generally available and is recognized as a
reasonable measure of the amount of inflation that has occurred, such as changes
in the Consumer Price Index or the GNP deflator, would be workable and useful
in reaching a practical solution to the problem of determining the gair. that should
be subject to tax.

Accordingly, while we agree with the objective of proposals such as S. 2608
that attempt to eliminate from taxation gains caused by inflation, we believe that
a procedure that would adjust the basis of the ssset, which rem-esents the tax-
payer's investment in it, would more appropriately recognize the inflationary
element than an increasing scale of exclusions applied to the amount of gain
realized.

Furthermore, since the objective of this proposal is to recognize the inflationary
element in capital asset transactions, we do not understand the rationale support-
ing lesser recognition of losses on assets held for long periods of time. Referring to
the example noted above, the taxpayer's original investment of $10,000 in year
one currency represents an investment of $14,000 in year five currency. If he sells
the asset for $8,000 at the end of year five, he has really suffered an economic loss
of $6,000. Neither present law nor the proposed amendments to Code Sections
1202 (b) and (c) contained in S. 2608 give appropriate recognition to this situation.
S. 2608 would reduce the amount of loss recognized to $840 rather than $1,000
under present law.
Small Business and Farms Capital Preservation Act of 1978 (S. 998)

This bill, which was introduced by Senator Haskell in January of this year,
proposes a unique change in the tax treatment of sales of small business invest-
ments, where the proceeds of such sales are reinvested in similar types of invest-
ments. This is sometimes referred to as a tax free rollover approach. We favor
legislation of this type since it recognizes an increasingly serious problem for small
business entities and for our economic system.

Attached as Appendix B to this statement is a copy of testimony submitted by
Mr. William D. Barth, Director of Industry Competence-Small Business for
our Firm, before a joint meeting of the Senate Select Committee on Small Business
and the Senate Finance Committee on September 24, 1975. In that statement,
Mr. Barth discussed a hypothetical situation involving a small company which
has reached the stage in its development where the founder and principal owner
has decided to dispose of his investment primarily for personal reasons. He has
basically two options, first a sale for cash or similar consideration that would
generate taxable gain. Second would be a merger transaction with a major com-
pany which could be structured on a tax-free basis. For various reasons, the owner
would be attracted to a tax-free transaction so that the total value of his invest-
ment could remain intact without the erosion of current taxation.

The suggestion made in that testimony was for a tax deferral privilege on an
otherwise taxable sale of a small business investment, so long as the proceeds of
the sale were reinvested within a limited period of time. That is the essence of
S. 2428, and we are pleased to support it.

The present tax rules encourage dispositions of businesses like these on a tax-
free basis, and this has resulted in greater concentration of smaller businesses
into larger entities. This places others who want to invest in existing small business
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entities at a serious disadvantage, particularly for employee groups who may wish
to carry on a business when the founder and principal shareholder decides that
he wants to dispose of his interest.

In the typical situation where the founder and principal shareholder of a small
business concern wishes to dispose of his stock, employee groups or other "entre-
preneurs" who might be interested in continuing the small business activity are
not in a position to offer readily marketable securities in exchange for such stock.
Generally speaking, the only consideration they can offer is cash and/or promises
to pay for the investment over a period of years. From the seller's viewpoint, the
receipt of cash and other consideration like notes does under present law create a
taxable profit, even though under certain conditions taxation of that profit may
be deferred under the installment reporting method until cash has actually been
received. This is usually not as attractive to the seller as an exchange of assets or
securities for securities of a listed company where tax can be deferred as long as
those securities are held. This places the employee group or the small business
entrepreneur who wishes to acquire the business at a significant competitive dis-
advantage in negotiating the transaction. This seems bad tax policy, since as
noted above it creates a strong incentive for the merger of small companies into
large ones and a greater concentration of economic wealth into larger entities.

Looking more specifically at S. 2428, we urge that the definition of a "small
business concern" be included directly in this legislation rather than by reference
to Small Business Administration regulations. Since this is such an important
part of the concept, it is desirable that the requirements for qualification under
this section be clearly set out in the statute. Regulations and interpretations of
laws administered by another government agency may change from time to time,
and we believe that the tax statute controlling these transactions should be specific
on this point.

While we agree with the concept of the proposal that would extend nonrecogni-
tion treatment to reinvestment in similar types of small business concerns, we
question whether it should be limited to that extent. An underlying problem ad-
dressed in our original proposal nearly three years ago was that, in disposing of a
small business interest, an entrepreneur could obtain nonrecognition treatment by
entering into a tax-free reorganization in which his small business is acquired by a
publicly traded corporation. The objective was to provide similar nonrecognition
on the sale of a small business interest to another entrepreneur in a transaction that
would probably involve cash and notes, because this is usually the only form of
consideration available to such a purchaser. We continue to believe that this con-
cept is valid and that a limitation of nonrecognition treatment to situations where
the reinvestment is in another small business concern is based on the inappropriate
merging of differing tax objectives.

APPENDIX A

CAPITAL GAINS TAXATION BY SELECTED OTHER COUNTRIES
Belgium

1. Gains from sales of securities are generally exempt from personal income tax,
except for shares of Belgian companies when a taxpayer alone or through his
immediate relatives, owns or owned at any time during the five preceding years
at least 25% of the shares of the company which are being sold.

2. Capital gain from a sale of land is tax exempt if the real property is held for
more than eight years. In the case of land located in a residential area, the holding
period is 16 years.
Brazil

1. Capital gains from the sale of securities are generally subject to 10%
withholding.

2. Gains from casual sales of real estate are not taxable. Casual sales occur when
there are less than three sales in one year and less than six in the current plus
prior two years.

Canada
1. The first $1,000 of interest, dividends and capital gains (aggregated) received

by an individual is exempt from the individual income tax. Related interest
expense is deducted from interest and dividends to determine the net amount
qualifying for exemption.

2. One-half of capital gains is included in income and one-half of capital losses
may be offset against the portion of capital gains included in income.

3. Gain realized on the sale of a taxpayer's principal residence is tax exempt.
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West Germany
I. Gains from the sale of privately owned securities held more than six months

are generally exempt from the individual income tax. Partnership interests or
securities of a corporation in which the taxpayer has owned more than 25% at
one time (luring the last five years before the sale do not quality for exemption.

2. Gains from the sale of real estate held for two years or more are generally
exempt from the individual income tax.

Japan
1. Capital gains on the sale of securities are generally exempt from the indi-

vidual income tax.
2. The gain realized on the sale of the taxpayer's residence can be offset by a

deduction of 30 million yen, or about $145,000.
United Kin qdom

1. Capital gains are generally taxed at 30%, but relief from this tax is available
for persons with small incomes and small realized gains. Their tax is assessed
at only one-half the basic tax rate or 34% instead of the normal 30% capital
gains tax.

2. On the sale of an interest in a unit or investment trust, a credit of 17% of
the realized gain applies against the tax payable. The combination of this incen-
tive (1) above means that gains on the sale of interests in unit or investment
trusts, an investment medium traditionally popular with the small saver, are
not taxed.

3. Gains realized on the sale of government securities held for more than one
year are exempt from income tax.

4. Gain realized on the sale of a taxpayer's principal residence is tax free.
5. Gains on the sale of a private business by an individual upon retirement are

exempt from tax. The amount of exemption is dependent upon the age of the
retiree; the maximum is $20,000, or about $37,000, at age 65.

APPENDIX B

STATEMENT OF WILLIAM D. BARTH, DIRECTOR OF INDUSTRY COMPETENCE-
SMALL BUSINESS, ARTHUR ANDERSEN & CO.

Before: Joint meeting of Senate Select Committee on Small Business and Senate
Finance Committee.

Subject: Small Business Tax Reform.
Date: September 24, 1975.

Utilizing his entrepreneurial talents supported by an intimate knowledge of
each facet of his business, John Health developed a thriving small company. Plant
facilities were expanded, new jobs were created, and the economic well-being of
the community was enhanced by the presence of this successful closely held
company.

John's desire to enjoy the rewards of nearly thirty years of hard work and to
improve the liquidity of his estate led him to the decision to sell his company.
Once this decision bee.tme known, three prospective buyers indicated a desire to
enter into negotiate ,ns for its purchase.

The first purchaser, an individual, found John's company much to his liking,
and offered a good cash price for it. It was his intent to continue the operation in
its present location, wishing to avoid changes in personnel at all levels of the
organization.

The second prospective purchaser was a small, closely held company which
wished to acquire Jchn's product line and productive capacity to complement its
own. Much the san-e as the individual purchaser, the small acquiring company
offered a cash price, and looked forward to continuing the operations which John
developed with as little change as possible.

A third prospective purchaser was XYZ Incorporated, a publicly held company
whose representative emphasized that there was a significant tax advantage which
John could realize should he dispose of his company for stock of XYZ.

Seeking counsel, John learned that the sale of his company to the individual
purchaser for cash would trigger a substantial capital gains tax; thus, such a sale
would be costly. The same consequences would result should John receive cash
as consideration from any other purchaser, and since there was no market
available for the disposition of the stock of a closely held company, cash was the
only practical medium of exchange should John sell to a small company, the
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second prospective purchaser. John then learned that by transferring his stock to
XYZ in exchange for shares of that company, he would not effect a taxable trans-
action as the stock he received would take the cost basis of the stock he sur-
rendered. Clearly, the representative of XYZ was correct when he indicated that
he held a significant competitive advantage over the individual or the small
cornp any.

The foregoing information was particularly distressing to John as for years he
had planned to pass-on his business to a purchaser who would continue the charac-
ter of the business as John had molded it. His concern for his long-time employees
in the plant and for the members of his management team, which is common
among the proprietors of closely held companies, caused him to fear that XYZ
might decide to combine the operations of his small company with one of
XYZ's divisions, thus uprooting the company from the community and from its
labor base.

If the story of John Heath represented merely an isolated incident, the conse-
quences would not be very important to our total business community. But John
Heath's predicament is being experienced each day of the year in every state of our
nation. My associates and I routinely counsel the owners of small companies faced
with the same painful decision that John encountered. Abandoned plants and local
pockets of unemployed bear witness to the possible consequences of an ill-advised
transfer of company ownership.

Simply stated, our tax rules relating to the disposition of corporate interests
militate against small companies perpetuating themselves; on the contrary, they
contribute significantly to the concentration of power in fewer companies which
thus become even larger with the passage of time. If you believe, as I do, that small
business is the cornerstone of our free enterprise system, then it is blatantly
incongruous to continue to make it disadvantageous for the owner of a small
business to convey the ownership of his business to another small businessman
simply because he must pay for his purchase in cash, rather than stock. Isn't it
ironic that the advocacy of employee ownership is in vogue, yet the employees,
whether in a small group or represented collectively by an ESOP, must bargain at
the same disadvantage as any other purchaser who has only cash to offer.

As a means of correcting this inequity, may I suggest that the selling share-
holders of a closely held company be permitted to carry over the tax basis of their
respective interests to such assets as are acquired within a limited time frame by
application of the proceeds received from the sale. (You may recognize the simi-
larity between such a Ilan and the opportunity now available to defer the pay-
ment of taxes on the sae of a personal residence.) It is further suggested that pro-
ceeds of sale of a closely held company not reinvested within the allowable time
period would be subject to tax at reduced capital gains rates, the lesser rates
giving recognition to the impact of inflation. In the event cash proceeds of sales
are invested in another closely held business, the tax-deferral privilege should
again be present upon the disposition of the succeeding business.

While the term "closely held" requires definition and other circumstances
requisite to the transaction require formalization, the objective of this proposal
should be self-evident. My belief that a successful small business means jobs and
industry within a community often without a larger employer, my belief that small
business should not be the victim of tax discrimination, my belief that to maintain
our position as a leading industrialized nation we cannot afford to suppress the
entrepreneurial talents of our people-these are but some of the more obvious
reasons for asking for equal opportunity for the small entrepreneur.

Senator HANSEN. The committee will stand in recess, and we will
convene at 2 p.m. in this room.

[Whereupon, at 1:09 p.m., the subcommittee recessed, to recon-
vene at 2 p.m. the same day.]

AFTERNOON SESSION

Senator HANSEN. The hearing will come to order.
A very distinguished citizen and a person who has been active in

government and involved in this country's important, actions for
many, many years, involving both Republicans and Democrats
alike, is our next witness, and we are very pleased to welcome to the
witness table the Honorable Thomas Corcoran.
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STATEMENT OF HON. THOMAS G. CORCORAN, ACCOMPANIED BY
ALLEN E. THROOP

Mr. CORCORAN. Thank you, Senator, and thank you for letting
me testify before the committee.

My name is Thomas G. Corcoran, a practicing lawyer in Wash-
ington, D.C. For this appearance I am not on retainer for a particular
client.

I am cutting my prepared statement in order to save time, and
also because many witnesses, particularly the Chairman of the
Securities and Exchange Commission, have in substance agreed with
what I have had to say and have supplemented the testimony I would
give.

Senator HANSEN. Your entire statement will appear in the printed
record, as I am certain you know, and we wouldbe pleased to have
you proceed in whatever fashion best suits your purposes.

Mr. CORCORAN. Thank you very much, Senator.
Mr. CORcORAN. I appear in support of the principle of S. 2608,

introduced in the Senate by Senator Hansen and Senator Bentsen.
This bill would amend the Internal Revenue Code of 1954 to provide
for individuals, not corporations, a graduated exclusion from gross
income for long-term capital gains, and a graduated nonrecognition
of long-term capital losses, increasing by 2 percent a year the present
exclusion from taxable income of 50 percent of a capital gain.

Affected would be all capital assets, representing long-range earn-
ings of the average man, including farms, ranches, homes, personally
owned businesses, employee's ownership of any kind in an employer's
business, like the Sears, Roebuck employee stock ownership plan,
and securities in publicly owned businesses, and it applies by its
terms only to "taxpayers other than corporations."

Senator Hansen, I think this bill would answer exactly the problem
that was presented by you today as to that lady from Wyoming who
sold her ranch. Although S. 2608, as submitted, provides for increas-
ing by 2 percent a year after 1 year the present exclusion from taxable
income of 50 percent of a capital gain, I would suggest, in view of
criticisms that have been made, that the beginning of a scale down
begin at the end of 5 years, with proper gradations of say 3 percent a
year to achieve whatever results for subsequent years your committee
may decide. This downward gradation, beginning only after 5 years
of holding, greatly reduces the ultimate cost of the Treasury, if there
is any, over the cost suggested by your staff, and it meets the objec-
tion that, if the holding were only 1 year, it would be easier for people
to try to contrive the transformation of short-term income into
capital gains.

This committee is no stranger to the concept of the Hansen-Bentsen
bill, providing for a downward gradation in the percentage of recogni-
tion of long-term capital gains. When the Tax Reform Act of 1976
was under consideration, the Senate Finance Committee, your com-
mittee, agreed to an amendment proposed by Senator Long which
would provide a sliding scale for capital gains whereby capital assets
held for more than 5 years, as we now suggest, would be taxed on
successively smaller amounts of realized gains. The Senate did not
accept that committee amendment in 1976. But now, 2 years later,
the reasons for such an amendment are much more apparently
compelling.
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And might I say that I do not think there was any President of the
United States under whom 1 served who was more concerned with
equity as between big cats and little cats than Franklin Roosevelt.
And yet in the 8 years before the war came on, just such a long-term
graduated capital gains tax was enacted in the time of Roosevelt
and continued until ended by the war. So that I don't see how any
President of the United States could object to this principle of capital
gains reform unless he thinks he is in a more sympathetic mood to
the needs of the country than was Franklin Roosevelt.

I recognize that this hearing has been called to consider both S. 2608
and your other bill, Senator Hansen, S. 3065. Regardless of the
merits of S. 3065, with which I agree, S. 2608 has independent merit.
S. 2608 benefits both the past and the future of true long-range in-
vestor, whether he is a fat cat or a thin cat. S. 2608 offsets the inroads
of inflation on capital already invested. Its treatment of long-range
gains, beginning at the end of at least 5 years of holding and ending
possibly at 20 or 25 years, would in part avoid penalizing the seller of a
past or a future long term investment for the continuing decline in the
purchasing power of the dollar invested, as compared with the dollar
received on the sale.

S. 3065, the Hansen bill, not only reduces by 50 percent the taxable
portion of any gain realized after 1 year, but also places a tax ceiling
of 25 percent on all such capital gains without the present limit of
$50,000. If this committee, in approving the across the board 50-
percent provision of S. 3065, should still determinee, although I hope
they will not, that a ceiling of 25 percent should not be established,
urge that the committee consider combining the 50-percent exclusion
of S. 3065 with a graduated increase of that exclusion as provided in
S. 2608. This will provide some current incentive to long-range invest-
ment in the future, and provide a partial offset to the inroads of
inflation on capital already invested.

Such incentive for future long-range investment is important
because of the time required for the building of a plant and the taking
of the bugs out of any new process.

The benefits to the economy from such long-term investment
legislation would be:

(A) to remove any tax barrier to the mobility of capital upon the
owner's exercise of his option to sell; at the same time encouraging
voluntary long-term investment of equity capital in developing
venture enterprises, so that an investor's transactions are determine
investment considerations rather by inflation and tax considerations.

(B) To maintain the waninng supremacy of United States indus-
trial technology-the export of whose products must increasingly
compensate for growing dependence on foreign raw materials-with
particular encouragement of the investment of equity capital in new
industrial research and technology, where the United States faces
increasing competition from foreign nations who have little or no
capital gains tax. The Secretary of the Treasury himself, within the
last month, faced this problem and said, "Our technological supremacy
is not mandated by heaven," and recognized that something would
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have to be done to maintain such supremacy. The problem is how
much time is there in which to do it.

(C) Another benefit would be to provide correlative protection of
United States labor's job opportunities in United States industry
against foreign competition.

(D) A fourth benefit would be to encourage investment in equity
capital so as to further the creation of new plants and of research by
American industry, thereby expanding its efficiency and productivity
and so by increasing the amount of goods available benefiting the
consumer in his fight against inflation.

(E) And a final benefit would be to provide the American long-
range investor with an incentive comparable to that provided foreign
investors.

No matter what other considerations have to be taken into account
in the review of tax policy, there are two areas which are of top concern.

First, there is the certainty that if the United States, unlike Eng-
land-once an industrial nation-is going to remain an industrial
nation with increasing employment opportunity, rather than a service
nation with decreasing employment opportunity, we have to begin
thinking now about the mules that pull the wagon of jobs and labor
productivity under the conditions of modern and international
economic life. In the industrial field the relation of capital investment
to everything else has completely changed in 10 years. Once it was
understandable to say that money earned by money should not be
taxed more favorably than money earned with hands. But the in-
dustrial technology and its labor correlative have now passed the
point where, in the beginnings of our industry, immigrant hands
could produce steel with comparatively modest investment in ma-
chinery.

The displacement of U.S. manufactured goods by products of tech-
nologically superior factories created by adequate capital investment
and research, in countries like Germany and Japan, shows clearly
that the disappearance of work for hands is a consequence of insuffi-
cient capital investment in plants and research. Unused labor in U.S.
plants today may be substantially related to the unused capacity of
plants which are technologically inadequate if not obsolete.

Now, the mule that pulls the wagon is any American who saves
and invests money; and any investor who in any field creates capital
is somehow adding to the economic strength of this country. Foreign
countries who are competing so successfully with us in technology
much of which has been acquired from us, suffer little or no impedi-
ment in the obtaining of venture capital by reason of any impact of
their tax laws. As shown by the attached schedule, most of the world's
industrial countries have no capital gains tax, and the tax rates of
the others, the United Kingdom, Sweden, and Canada, are much
less than ours.

Such tax treatment obviously fosters long-term capital investment
in those countries.
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[The following was subsequently supplied for the record :]
CAPITAL GAINS TAXES IN OTHER COUNTRIES

Holding
Country Top rate period

United States ............................................. Just over 49 percent I ------- - - - --- I yr.
Australia ................................................. Exempt ------------------------------- I yr.
Belgium ------------------------------------------------------ do -------------------------------- None.
Canada -------------------------------------------------- 22 percent' .---------------------...... Do.
Germany ------------------------------------------------- Exempt ------------------------------- 6 mo.
Italy ......................................................... do -------------------------------- None.
Japan --------------------.----------------------------------- do ------------------------ o.
Netherlands -------------------------------------------------- do ------------------------ Do.
Sweden -------------------------------------------------- 2 3 percent ' ............................. 2 yr.
United Kingdom ------------------------------------------ 30 percent --------------------------- _ None.

I Excluding State and local taxes.
Note: An editorial in the Wall Street Journal of May 8, 1978, had the above information as to capital gains taxes In

other countries.

Mr. CORCORAN. The second area of concern is the effect of inflation,
as related both to the fairness of treatment of long-term investment
already made and its relation to the willingness of the future in-
vestor to incur the risks involved in new long-term investment, with
the consequent effect, upon future employment and labor productivity.
Irrespective of administration hopes and efforts, the American in-
vestor remains uneasy at the prospect of continuing inflation. It
takes years to build a new plant or to bring a new enterprise to the
profit, stage. A risk which is tolerable at present costs is therefore likely
to be avoided by the prudent entrepreneur, whether he is a small man
risking his everything or the conservative research department of
a big corporation.

Certainly, if in the deliberations of this committee, there is no in-
flation relief for the existing long-term investor, there is going to be
little enthusiasm for long-term ventures by new investors. Therefore,
I urge that S. 2608, Senator Bentsen's bill, in which you, Senator
Hansen joined, with the suggested revision under which benefit would
begin only after 5 years of holding, be considered a starting point in
combating inflation by providing incentive to increasing long-term
investment for greater U.S. employment and labor productivity to com-
bat inflation.
. Senator HANSEN. Thank you very much, Mr. Corcoran. I think
that is a very impressive statement.

I know Senator Packwood has joined us here, and do you have any
questions?

Senator PACKWOOD. I have nothing to add to that statement. I
like it.

Senator HANSEN. I don't have anything, either. I just hope every-
body in America gets to hear it. It is excellent.

I know with you is Mr. Allen Throop. Does he have any statement
he would like to make?

Mr. THROOP. Thank you very much. No, thank you.
Senator HANSEN. Well, I appreciate tremendously, more than I can

say, your appearance here today.
Mr. CORCORAN. Thank you, sir.
Senator HANSEN. Thank you, sir.
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[The prepared statement of Mr. Corcoran follows:1

STATEMENT OF THOMAS G. CORCORAN

SUMMARY

Along the lines of Senator Bentsen's bill, S. 2608, this testimony suggests a
graduated decrease in the capital gains tax depending upon the years an asset is
held, which it is proposed would begin in the fifth year and end in the 20th year.
The principle of such graduated treatment for long-term capital gains has earlier
been accepted by this Committee in an earlier introduction of Senator Bentsen's
bill revised by Senator Long in a proposed amendment to H.R. 10612 and con-
sidered in the Tax Reform Bill of 1976. The ideas incorporated in S. 2608 are a
re-utilization of provisions of an act of 1934 which taxed capital gains on a scale
graduated downward to 30 percent after a ten year holding pEriod. Such Bentsen
bill, with such amendments and such correlation as the Committee considers
appropriate with the Hansen bill, S. 3065, and the Steiger bill in the House,
HR. 12111, is supported for the following reasons:

(1) Affected would be all capital assets representing the average man's long
range ravings, including farms, homes, personally owned businesses, employees
ownership of any kind in an employer's business, and securities in publicly owned
businesses.

(2) Such long term treatment would in part compensate the seller for the con-
tinuing decline in the purchasing power of the dollar he invested as compared with
the dollar he will receive on his sale.

(3) The benefits to the economy from such legislation would be:
(a) Removal of any tax barrier to the mobility of capital upon the owner's

exercise of his option to sell; at the same time encouraging voluntary long
term investment of equity capital in developing venture enterprises so that
an investor's transactions are determined by investment considerations rather
than by inflation and tax considerations.

(b) To maintain the waning supremacy of U.S. industrial technology whose
export products have increasingly to compensate for growing dependence on
foreign raw material, with particular encouragement of investment in equity
capital in new industrial research and technology where the U.S. faces
increasing competition from foreign nations (who have little or no capital
gains tax).

(c) Correlative protection against such foreign competition of U.S. labor's
job opportunities in U.S. industry.

(d) Protection of U.S. industrial and agricultural resources against acquisi-
tion by foreign investors whose subsequent sales will not be subject to
capital gains taxation by the United States.

STATEM ENT

My name is Thomas G. Corcoran, a practising lawyer in Washington, D.C. For
this appearance I am not on retainer for a particular client. But I am deeply
interested in this hearing. As an Assistant with Mr. Jrsse Jones' Reconstruction
Finance Corporation and as Assistant to the Secretary of the Treasury, I was a
White House observer in Congressional deliberations during an attempt to meet
the capital markets crisis from 1932 until the outbreak of the War. Thereafter I
was involved in the work of the Board of Economic Warfare which introduced me
to the strategy of raw materials. Simultaneously heading Lend-Lease for China, I
was enlightened to the economic potentialities of Asia.

I appear in support of the principle of S. 2608 introduced in the Senate by
Senator Bentsen for himself and Senator Hansen. This bil would amend the
Internal Revenue Code of 1954 to provide a graduated exclusion from gross in-
come for long-term capital gains and a graduated nonrecognition of long-term
capital losses for individuals, increasing by 2 percent a year the present exclusion
from taxable income of 50 percent of a capital gain.

Affected would be all capital assets representing the average man's long range
savings, including farms, homes, personally owned businesses, employees' owner-
ship of any kind in an employer's business like the Sears, Roebuck plan, and
securities in publicly owned businesses.
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In 1934, just after I had left the Treasury, there was a recognition of the long-
term graduated gain principle on a scale-down which is appended to this statement.
It was an attempt to get investment moving again after the first financial measures
of the Roosevelt Administration in 1933 and 1934. It was supplanted in 1942 in
view of the needs of the emergency wartime financing. But since it was based on a
sharp 20 percent reduction after one year, with another similar reduction at the
end of the second year, it tempted an investor to exercise ingenuity to turn short-
term trading gains into long-term capital gains.

Accordingly, to inhibit that temptation, although S. 2608 provides for increasing
by 2 percent a year after one year the present exclusion from taxable income of
50 percent of a capital gain, I would suggest that the beginning of a scale-down
begin at the end of five years, with proper gradations to achieve the same end
results for subsequent years as provided in S. 2608.

Such treatment of long-term gains beginning at the end of at least five years of
holding and ending at 20 or 25 years would in part avoid penalizing the seller for
the continuing decline in the purchasing power of the dollar he invested as com-
pared with the dollar he will receive on his sale.

The benefits to the economy from such legislation would be:
(a) To remove any tax barrier to the mobility of capital upon the owner's

exercise of his option to sell; at the same time encouraging voluntary long-term
investment of equity capital in developing venture enterprises so that an investor's
transactions are determined by investment considerations rather than by inflation
and tax considerations.

(b) To maintain the waning supremacy of U.S. industrial technology, the export
of whose products must increasingly compensate for growing dependence on foreign
raw materials with particular encouragement of investment in equity capital in
new industrial research and technology, where the United States faces increasing
competition from foreign nations who have little or no capital gains tax).

(c) To provide correlative protection of U.S. labor's job opportunities in U.S.
industry against such foreign competition.

The next, to encourage investment in equity capital so as to further the creation
of new plants and of reseach by American industry, thereby expanding its efficiency
and productivity and benefitting the consumer in the fight against inflation.

And the last is to provide the American long-range investor with an incentive
comparable to that provided foreign investors.

No matter what other considerations have to be taken into account in the re-
view of tax policy, there are two areas which are of top concern.

First is the certainty that if the United States, unlike England, once an in-
dustrial nation is going to remain an industrial nation with increasing employment
opportunity rather than a service nation with decreasing employment opportunity
we have to begin thinking about the mules that pull the wagon of jobs and labor
productivity under the conditions of modern -,d international economic life. In
the industrial field the relation of capital in, estment to everything else has com-
pletely changed in ten years. Once it was understandable to say that money earned
by money should not be taxed more favorably than money earned with hands. But
industrial technology and its labor correlative have now passed the point where
the beginnings of our industrial immigrant hands could produce steel with com-
paratively modest investment in machinery.

Modern technology to provide work for hands demands enormous amounts of
capital. Someone has estimated that it could cost $100,000 per worker to bring
an important American steel mill up to the technological competence of its Japa-
nese or other overseas competitor. Also, it has been estimated that it costs over
$30,000 of capital investment to provide employment for even one worker in a
service industry. The figures can be high but they may not be impossible.

The export of our technology has gone abroad at an unbelievable pace to com-
petitors both in Asia and in Europe. This began with the decision to provide for
rehabilitation of those areas, not with our partially depreciated machinery which
U.S. factories had to continue to use but with the very best in our newest
technology.

The displacement of U.S. manufactured goods by products of technologically
superior factories created by adequate capital investment and research in countries
like Germany and Japan shows clearly that the disappearance of work for hands is
a consequence of insufficient capital investment in plants and research. Unused
labor in U.S. plants today may be substantially related to the unused capacity of
plants which are technologically inadequate if not obsolete.

Within our own economy, as stated in a Department of Commerce report in
1977, high technology companies from 1957 to 1973 created jobs 88% faster than
other businesses; and the Defelopment Fund of M.I.T., after comparing job forma-
tion from 19d9 to 1974 of six giant corporations to that of five smaller technological
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concerns, found that the five companies, which were one-fortieth in size, created
35 000 new jobs, compared to only 25,000 for the six corporate giants.

it is not only a matter of capital to build plants. It is a matter of capital for re-
search. The era of government supported research has faded rapidly since the trip
to the moon. For individuals and private corporations venturing on new paths, the
budget for research as well as capital expansion is diminished with the prospect of
diminished earnings because of the risks due to inflation.

It is reliably stated (Business Week, July 3, 1978) that the federal dollar com-
mitment to research and development has dropped from 3% of the GNP in
1963 to 2.2% and that the amount of basic research that industry performs has
dropped to 16% in 1977 from 38% of the national total in 1956. Herbert Holloman
of the Massachusetts Institute of Technology states that as much as two-thirds
of all R&D is now conducted by foreign laboratories.

The Secretary of the Treasury himself realizes this danger. In his recent meeting
with security analysts about a month ago he stated that our technological su-
premacy is "not mandated by Heaven" and that unless we pay close attention
to it and invest in it, it will disappear. Even in biological research, a recent visitor
from Japan informed me that after visiting five Japanese hospitals, he was con-
vinced that the Japanese were ahead of us in the biological field which since the
War we have considered our own and on which for the last 20 years our pharma-
ceutical companies have greatly relied for their profit margin.

One of the resaons for this slowdown in our own technological supremacy has
been the near impossibility of small imagination-originating business to obtain
capital-particularly that second and third stage of capital necessary to work the
bugs out of an inventive idea over a long period of five or ten years.

The current issue of Business Week (July 3, 1978) tells of a relatively small
technological California company with a newly invented process which found
that in order to obtain equity risk capital for the marketing and development of
the process, it was necessary to give a Japanese camera manufacturer a 51%
interest in the project.

This increasing difficulty of such companies in obtaining risk capital is not
unique. A Department of Commerce survey shows that 698 small technology-
oriented companies obtained $1.367 billion in public financing in 1969 as against
four in 1975 and 30 in 1977. Their counterparts in foreign countries who are
competing so successfully with us with technology, much of which has been
acquired from us, suffer little or no impediment in the obtaining of venture capital
by reason of any impact of their tax laws. As shown by the attached schedule,
most of the world's industrial countries have no capital gains tax and the tax
rates of the others (the United Kingdom, Sweden and Canada) are much less
than ours. Such tax treatment obviously fosters long-term capital investment in
those countries.

The second area of concern is the effect of inflation as related both to the fairness
of long-term investment already made and the willingness to incur the risks
involved in new long-term investment and its self-sustaining effect upon employ-
ment and labor productivity. Irrespective of Administration hopes and efforts,
the American investor remains uneasy at the prospect of continuing inflation.
It takes years to build a new plant or bring a new enterprise to the profit stage.
A risk tolerable at present costs is therefore likely to be avoided by the prudent
entrepreneur, whether a small man risking his everything or the conservative
research department of a big corporation.

A recent Dow Theory Letter summarizes what a dollar at the time of Roosevelt's
death in 1947 was worth at the end of each succeeding President's term:

$1 at term end
President Oates (cents)

Truman .............................................. January 1949 to January 1953 ............. 90.2
Eisenhower ........................................... January 1953 to January 1961 ............. 80.7
Kennedy/Johnson .................................... January 1961 to January 1965 ............. 77.0
Johnson .............................................. January 1965 to January 1969 ............. 67.6
Nixon................................................ January 1969 to August 1974.............. . 48.0
Ford ................................................. August 1974 to January 1977 .............. 41.0

By the same computation today the 1978 dollar is worth 38.7 cents.
Senator Bentsen points out in his statement in introducing S. 2608, $100

invested ten years ago in 1967 is worth approximately $60 today and $100 invested
in 1947, 30 years ago, has a real value of approximately $40 today.



170

A high capital gains tax rate when coupled with continuing high rate of infla-
tion results in a confiscatory tax on assets sold after a long time period. Certainly
if in your deliberations there is no inflation relief for the existing long-term
investor, there is going to be little enthusiasm for long-term ventures by new
investors.

Therefore, I urge that S. 2608, with the suggested revision under which benefit
would begin only after five years of holding, be considered a starting point in
combating inflation through providing incentive to increased investment for
greater employment and productivity.

I recognize that this hearing has been called to consider both S. 2608 and S.
3065. Although the provisions of these bills could readily be correlated and both
represent needed and helpful legislation, S. 2608 has independent merit.

S. 3065 not only reduces by 50% the taxable portion of a realized capital gain
but also places a tax ceiling of 25% on all such capital gain (without limitation
to $50,000 as at present). If by any chance this Committee concludes that although
thc 50 percent provision is needed, a tax ceiling for all capital gains fo 25 percent
should not be established, I urge that the Committee consider combining the 50
percent exclusion of the S. 3065 with the graduated increases of that exclusion as
provided in S. 2608. This will provide some current incentive to long-term cur-
rent investment and at least a partial offset to the inroads of inflation on capital
already invested.

The Committee is no stranger to the concept of the Bentsen-Hansen bill
providing for a downward graduation in the percentage of recognition of long-
ternt capital gains. When the Tax Reform Act of 1976 was under consideration,
the Senate Finance Committee agreed to an amendment proposed by Senator
Long to provide a sliding scale for capital gains whereby capital assets held for
more than five years, as we now suggest, would be taxed on successive smaller
amounts of realized gains. The Senate did not accept that Committee amendment
in 1976. But now, two years later, the reasons for such an amendment are more
apparently compelling. The inflation is worse, the international competition is
worse, the equity market is worse-and the unemployment problem has not
ended.

REVENUE AcT OF 1934
Sec.
117(a) SEC. 117. CAPITAL GAINS AND LOSSES.

(a) GENERAL RULE. In the case of a taxpayer, other than a corporation only
the following percentages of the gain or loss recognized upon the sale or exchange
of a capital asset shall be taken into account in computing net income:

100 per centum if the capital asset has been held for not more than 1 year;
80 per centum if the capital asset has been held for more than 1 year but not

for more than 2 years;
60 per centum if the capital asset has been held for more than 2 years but not

for more than 5 years;
40 per centum if the capital asset has been held for more than 5 years but not

for more than 10 years;
30 per centum if the capital asset has been held for more than 10 years.

CAPITAL GAINS TAXES IN OTHER COUNTRIES

An editorial in the Wall Street Journal of May 8, 1978, has the following in-
formation as to capital gains taxes in other countries:

Holding
Country Top rate period

United States ............................................. Just over 49 percent I .................... I yr.
Australia ................................................. Exempt ................................ Do.
Belgium ...................................................... n ................................ None.
Canada .................................................. 22 percent I ............................. Do.
Germany ................................................. Exempt ................................ 6 mo.
Italy .......................................................... do ................................. None.
Japan ......................................................... do ................................. D0.
Netherlands ................................................... do ..................... Do.
Sweden ................................................. 23 percent, ............................ 2 yr.
United Kingdom .......................................... 30 percent .............................. None.

SExcluding State and local taxes.
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Senator HANSEN. Our next witness is Dr. Jack Carlson of the U.S.
Chamber of Commerce.

Mr. Carlson, we are pleased to have you here. You are well known
to the members of this committee and to most members of the Con-
gress, having served in the very important capacity down at the
interior Department.

I am glad to welcome you back again.
Mr. CARLSON. Thank you very much, Mr. Chairman. If I may

insert my longer statement in the record and just excerpt from it.
Senator HANSEN. You may indeed.

STATEMENT OF TACK CARLSON, VICE PRESIDENT AND CHIEF
ECONOMIST, CHAMBER OF COMMERCE OF THE UNITED STATES

Mr. CARLSON. Let me summarize our position. The National Cham-
ber recommends tax relief to encourage job-creating investment.
Such tax relief should include reduction in capital gains taxes, which
coulh include proposals in S. 2608, S. 2428, and S. 3065, the bills
being considered by this committee.

The chamber supports capital gains tax relief in the form of tax
rate relief, tax relief based on the holding period, or allowance for
rolling over small business assets, such as is allowed for homes. For
example, a $1 billion capital gains tax relief within 4 years would in-
crease wages $4 billion to $8 billion, primarily for lower and middle
income workers; add 100,000 to 180,000 jobs; increase business fixed
investment by $2 billion to $4 billion; reduce long-term interest rates
by 0.2 to 0.4 percentage points; increase after tax income for the
average family by $35 to $60; generate additional tax receipts of
$0.8 billion to $1.5 billion, which would help to lower the deficit; help
small business; help farmers, timber, energy and mineral producers;
and increase individual freedom.

I would endorse Harold Williams' comments about the fact that
we have had a phenomenal growth in jobs, but we have had a very
slow growth in productivity since the recession of 1975 and in com-
p arison with other economic recoveries. At the same time, we have

ad a very slow growth of general investment and particularly venture
capital investment, slower than any other business recovery, and still
we are not at the same real level of investment as we were in 1975.

We are thereby asking workers, the larger number of workers, to
work with less modem, less efficient, and less foreign competitive tools
to produce the goods that we require.

he policies have been anti-investment not only in terms of tax
policies stemming from 1968 and 1969, but also some of the acts that
were passed just last year in the Congress are anti-investment in
nature. I refer to the increase in the minimum wage, increase in
social security taxes, increase in farm price supports, and increase in
Federal pay.

So investment is not discouraged just by the large tax measures,
but also by many other policies being considered by the Congress.

I might add to that list, if you are looking at pending legislation,
energy tax increases, regulation of intrastate natural gas, and labor
law reform measures that were pending at the end of the Congress
last year, as having anti-investment features, even though the atten-
tion had been focused elsewhere as far as those bills were concerned.
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It is clear from our preferences that taxpayers lose, especially in
the area of stimulating investment. The President, in January of this
year, proposed a $38 billion increase in spending and a $25 billion tax
relief program. This spending increase was increased to $47 billion
in March and then to $50 billion in June, and to make room for the
deficit, reducing the deficit, not having it grow so fast, the tax relief
was sacrificed and reduced from $25 billion to $15 billion. In compari-
son with past tax relief measures that were aimed at investment, in
terms of today's economy, the tax cut of 1963-64 would be $18 billion
for investment today, the tax cut of 1975 would be equivalent to
$7 billion, and the initial proposals this year were a net $5 billion,
clearly a downward trend.

Also, tax relief for stimulating investment has declined as a propor-
tion of total tax relief, from one-third of the tax relief provided in
1963-64 for investment to one-fourth in 1975 and to one-fifth proposed
by the Administration in January. This is in sharp contrast to the
situation where citizens have decided to be decisionmakers as opposed
to working through their representatives, as is the case with proposi-
tion 13 in California, where the tax relief turned out to allocate about
two-thirds in the direction of business, and thereby will have some
impact upon stimulating investment.

In fact, it is interesting to note that the tax relief passed by citizens
in California, if it were applied at the Federal Government level,
would be equivalent to a $90 billion tax relief, and the part that went
to business would be equivalent to $60 billion of tax relief. And to
give some other comparable figures, if other states follow suit, tax
relief would be $55 billion. In comparison with the tax relief of 1963-64
in the larger economy today, it would be $52 billion, and the tax cut
of 1975, would be $32 billion.

So we are actually talking about a very anemic tax relief, both in
its total amount and also that proportion that is associated with
investment, in both houses of the Congress and proposed by the
administration.

I draw your attention to some figures that we are comfortable with
in terms of estimating what $1 billion worth of capital gains tax relief
will produce within 4 years, recognizing as Dr. Musgrave pointed
out, that our models are not as well suited for estimating what will
happen with capital gains tax relief as they are for other kinds of
economic phenomena. Consequently, on page 9 of my testimony,
table 5, I have both a low estimate and a high estimate of what might
happen if reductions in capital gains taxes of the order of magnitude
of $1 billion were provided.

And to give some idea as to the impact across the country, not just
the aggregate, I have on table 6 on page 10 what the impact would
mean in terms of the State of Oregon and the State of Wyoming, as
well as the other 48 States.

In the State of Oregon, this capital gains tax relief would mean that
from 1,184 up to 2,110 additional jobs would be created, there would
be $26.4 billion to $52 billion additional investment, and an increase
in family income in the State of Oregon of $33 up to $56 per family,
realizing these are orders of magnitude and not intended to be abso-
lutely correct, that we may find out from experience if we should pass
this legislation.

While President Carter stresses that the initial capital gains tax
relief would go to upper income families, he fails to state that first,



173

taxpayers are driven into upper income brackets when they must sell
an asset, the example of your farm, Senator Hansen, that you referred
to earlier, and second, he fails to state that the initial offsetting in-
creases in tax receipts will disproportionately come from upper income
families.

But most important, the greater growth of investment, jobs and
income will disproportionately benefit middle and lower income
families because a large proportion of the $4 billion to $8 billion of
additional wages and salaries will be paid to semiskilled and unskilled
workers as the economy continues to grow.

Over 70 percent of the growth of GNP is for labor income. There-
fore, the President should have said that more than half of the total
benefits of capital gains tax relief would accrue to middle and lower
income families, although it may initially appear that a large propor-
tion will go to upper income families. The President is wrong to state
that only two bits, or 25 cents goes to middle and lower income families.
Capital gains tax relief clearly helps the disadvantaged, older people,
minorities, women, teenagers, and those in proverty, as well as other
Americans in other economic or demographic conditions.

Also it is clear the capital gains will have particular impact, favorable
impact for individuals, disproportionately for individuals and small
business people, farmers, those in the timber industry, and coal and
iron ore producers. And it is interesting to note that we are concerned
about the structurally unemployed. Certainly we must do something
about it. Table 10 on page 14 of my statement shows the cost, through
a capital gains tax relief, for creating jobs. It turns out capital gains
tax reduction will cost in terms of tax relief $5,000 to $10,000 per job.
The public sector job spending program is $8,300 at the present time,
estimated to go up as high as $12,000 in the years ahead. The labor
intensive public works spending proposal, by the administration,
would cost $25,000 to $35,000 per job. And the local public works
spending program is a little higher cost per job.

So even when you are thinking about job creation, a capital gains
tax reduction is a much cheaper way to create jobs than many of the
other proposals that we are now pushing.

This represents my formal comments.
I wouldbe pleased to answer any questions.
Senator HANSEN. We appreciate very much your appearance here,

Dr. Carlson. I know that the charts and the information contained
in the statement that you summarized will be most intersting, and I
am particularly impressed with the last chart to which you formally
referred, calling attention to the accomplishment of capital investment.
As I understand your presentation, were this capital gains tax re-
duction proposal to become law, a job achieved by private capital
investment would cost between $5,000 and $10,000. In contrast, pub-
lic sector job spending would be $8,000 to $12,000 per job, labor
intensive public work spending at $25,000 to $35,000, and proposed
local public works spending $25,000 to $50,000 per job. I should think
those figures would be of extreme interest to all of us as we grope for
ways in which to expand job opportunities.

Mr. CARLSON. Senator, I would like to point out that that did not
include the additional tax revenues that are generated because of a
faster growing economy, tending to make the net tax relief much
smaller, and in some cases, under some conditions, you could actually

33-578 0-78----12
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generate additional tax revenue. So these costs should be on the high
side instead of the low side.

Senator HANSEN. Thank you very much, Mr. Carlson.
[The prepared statement of Mr. Carlson follows:]

STATEMENT OF THE CHAMBER OF COMMERCE OF THE UNITED STATES,
BY DR. JACK CARLSON

I am Jack Carlson, Vice President and Chief Economist for the Chamber of
Commerce of the United States. We greatly appreciate the opportunity on behalf
of the National Chamber's 74,000 members to present our views on S. 2608,
S. 2428, and S. 3065.

POSITION

The National Chamber recommends tax relief to encourage job-creating invest-
ment. Such tax relief should include reduction in capital gains taxes, which could
include proposals in S. 2608, S. 2428, and S. 3065, the bills being considered by
this Committee.

The Chamber supports capital gains tax relief in the form of tax rate relief,
tax relief based on the holding period, or allowance for rolling over smell business
assets, such as is allowed for homes. For example, a $1 billion capital gains tax
relief within four years would: Increase wages $4 to $8 billion, primarily for lower
and middle income workers; add 100,000 to 180,000 jobs; increase business fixed
investment by $2 to $4 billion; reduce long-term interest rates by 0.2 to 0.4 per-
centage points; increase after tax income for the average family by $35 to $60;
generate additional tax receipts of $0.8 to $1.5 billion which would help to lower
the deficit; help small business; help farmers, timber, energy and mineral pro-
ducers; and increase individual freedom.

The Chamber also recommends other forms of tax relief such as: making the
investment tax credit permanent and exteuding it to structures: more adequate
depreciation; lower corporate income tax rates; and lower tax rates for small
business on the first $200,000 of corporate income taxes.

Any tax relief should include at least one-third for encouraging investment.

NEED FOR JOB-CREATING INVESTMENT

The need for providing American workers with the most modern tools is greater
today than at any time during the last two decades. Employment has grown at
a phenomenal pace since the recession of 1975, much more rapidly than in any
other economic recovery including the vcry long recovery of the 1960's (see
Graph 1).
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In sharp contrast, productivity of the average worker hns only slowly recovered
from the 1975 recession and has grown more slowly than in any business recovery
including the extended recovery of the 1960's (see Graph 2).

GRAPH 2
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The major reason why workers are less productive now than in the past is
that they are working with less efficient tools. Business investment in plant
capacity and equipment continues to track well below previous business recoveries,
including the long 1960's recovery, and has not yet reached the same real dollar
level that it achieved in 1973, five years ago (see Graph 3).
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This can be shown over a longer period of time. The growth in real investment,
adjusting for inflation, which was about 3% during most of the post war period,
has grown much more slowly since 1973. Consequently, capital per labor hour has
been cut nearly in half, from 3.1% to 1.7%. This in turn has meant that productiv-
ity growth has been cut from 3.3% to 1.3% in recent years (see Table 1).

TABLE I.-GROWTH IN INVESTMENT IN PLANT AND EQUIPMENT AND PRODUCTIVITY

(in percent

Investment
growth

after
adjusting

for Capital per Productivity
inflation labor hour growth

1948 to 1966 ..................................................... 3.4 3.1 3.3
1966 to 1973 ..................................................... 3.0 2.8 2.1
1973 to 1978 ...................................................... -. 2 1.7 1.3

The Federal government has encouraged this undesirable trend by discouraging
investment and thereby making workers less productive, and in turn causing their'
living standards to be lower. For example, most of the economic legislation enacted
during 1977 discouraged investment. Increases in the minimum wage, social
security, farm price supports and the federal pay caused investment per new
worker to decline. The economic stimulus program caused investment to increase.
More specifically, policies recommended by the President and passed by the
Congress during 1977, will cause investment per new worker to decline by $950
in 1979, $2,000 by 1980 and $3,750 by 1985. If legislation pending at the end of
1977 were included, then the loss of tools for each new worker would be $2,150
by 1979, $5,200 by 1980 and $11,350 by 1985 compared with conditions that would
have occurred otherwise (see Table 2).

TABLE 2

Impact on investment for each new worker

1978 1979 1980 1985

Legislation enacted during 1977:
Economic stimulus ....................................... 1,450 850 350 250
Minimum wage .......................................... -150 -2,350 -2,600 -2,400Social security taxes ............................................. 0 -200 -600 -2 750
Farm price supports ............................................. -150 -250 -200 -250
Federal pay increase ............................................ -50 -100 -100 -100
Gross impact ................................................... 1,050 -2,050 -3,200 -5,250

Net impact (after removing overlapping policy effects) ............. 550 -950 -2,000 -3,750

Pending legislation:
Energy taxes ................................................... -550 -1,800 -3, 350 -7,100
Regulation of intrastate natural gas ........................... -600 -800 -, 150 -2,350
Labor law reform ...................................... 0 -100 -550 -3,600
Gross impact of enacted and pending legislation .................... -100 -4,500 -8,300 -18,450

Net impact of enacted and pending legislation (after removing over-
lapping policy effects) ....................................... -50 -2,150 -5,200 -11,350

One of the major reasons for the discouragement of investment since 1970
must be the increase in capital gains tax rates in 1969. Even with the inflation
that prevailed then, such a move was of dubious value and each worker has, is
and will suffer lower productivity and lower growth in their standard of living
because of it.

Since inflation has accelerated, capital gains taxes are positively harmful. It is
understandable why six other advanced industrial countries do not tax capital
gains: Australia, Belgium, West Germany, Italy, Japan and the Netherlands.
(Inflation causes not only excessive taxation of capital gains but also under-
depreciation of business assets and built-in inflation premiums in interest rates.)
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While there has been legitimate concern about the high Federal Unified Budget
deficit, the steps taken to reduce the size of the budget have discriminated against
tax relief including tax relief to stimulate investment, indicating that spending
advocates tend to win over taxpayers. For example, during January 1978 Presi-
dent Carter proposed a $38 billion increase in spending and a $25 billion tax relief
for FY 1979. l)uring March the President proposed a higher spending increase
of $47 billion, after estimating a shortfall in spending during 1978. By June both
the President and the Congress accepted an even higher $50 billion increase in
spending and agreed that tax relief should be sacrificed and lowered to $15 billion
to limit the size of the deficit. Taxpayers lose and spending advocates win in the
Federal government, in sharp contrast to the tax revolt in California and spending
among the other States (see Chart 1).
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Tax relief for stimulating investment has been shrinking in size, $5 billion
proposed for FY 79 compared to $7 billion in 1975 and $18 billion in 1963-64
(see Chart 2).
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Also, tax relief for stimulating investment has declined as a proportion of total
tax relief, from one-third in 1963-64 and one-fourth in 1975 to one-fifth initially
proposed by President Carter for 1979 (see Table 3).

TABLE 3.-Proportion of taz relief for investment
19 6 3 -6 4 ------ ---- -- -- -- -- ---- -- ---- ---- -- -------- -- ------ ---- -- --
1975 Psed -----------------------------------------------------P rop osed ----- -- -- -- ---- -- ------ -- -- ------ ---- ---- --- --- -- -- -- -- -- V4

Y5
American citizens sense the nature of the problem and are taking action that

their representatives have not taken. The tax cut provided under Proposition 13
in California will allocate about two-thirds of the cut for business. This in turn
will cause investment to increase, new jobs to be created, and consumer prices to
decline as lower property taxes reduce the cost of home ownership, renting, or
building new office buildings, plant capacity and other structures (see Table 4).

TABLE 4.-U.S. ECONOMIC IMPACT FROM PROPOSITION 13

(Change In levels

2d half 1978 1979 1980

Real GNP (billions 1977 dollars) .................................... 0.8 2.5 3.6
Em ployment (jobs) ................................................ 30,000 110,000 150,000
Real business fixed Investment (billion 1977 dollars) ................... 3 .7 1. 2
Consumer prices (percent) ......................................... -. 2 -. 3 -. 4

Also, citizen lawmakers are not anemic. The single-state California tax cut of
$7.2 billion is about one-half of the entire tax relief now recommended by the
President. It is comparable to a $90 billion federal tax relief including about $60
billion tax relief for investment, and $55 billion if all states followed the Cali-
fornia example. It is nearly twice as large as the $52 billion tax relief of 1963-64,
3 times as large as the 1975 tax relief and 6 times larger than the President's
newly supported $15 billion "no frills" tax program (see Chart 3).
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ECONOMIC BENEFITS FROM CAPITAL GAINS TAX RELIEF

The tax relief that this Committee is considering will help the economy in many
ways. For each one billion of reduced capital gains taxes, within four years the
economy would respond in the following way: Gross National Product, after ad-
justing for inflation, would increase by $5 billion to $9 billion; wages and salaries,
after adjusting for inflation, would increase by $4 to $8 billion; business fixed
investment would increase by $2 to $4 billion: employment would increase by
100,000 to 180,000; family income would increase by $35 to $60; consumer prices
would not increase significantly; long-term interest rates would decline; and Fed-
eral tax receipts would likely increase by more than enough to offset the initial
tax cut (see Table 5).

TABLE 5.-IMPACT OF $1 BILLION OF CAPITAL GAINS TAX RELIEF WITHIN 4 YEARS

Low estimate I High estimate '

Gross national product (billions 1977 dollars) ....................................... $5 $9
Wages and salaries (billions 1977 dollars) ......................................... $4 $8
Investment-Business fixed (billions) ............................................. 1
Jobs (thousands) ................................................................
Family income .................................................................. $.0
Consumer prices (percent) ........................................................
Long-term interest (AAA corporate bonds) (percent) ................................ --. 2 -. 4
Federal taxes (billions) .......................................................... $.8 $1.5

'Stock market reaction assumed less than 1 percent and only modestly restraining monetary policy.
2 Stock market reaction assumed to raise by 5 percent by the 4th year and an accommodating monetary policy; assumption

of larger stock market response or stimulating monetary policy could cause the results to be higher.

Each state would benefit. For example, from $1 billion of capital gains tax
reduction the State of Virginia could expect 2,556 to 4,556 additional jobs, $46.2 to
$91.3 million additional investment and $36 to $62 increase in the average Virginia
family income within four years (see Table 6).

TABLE 6.-U.S. AND STATE BENEFITS FROM $1,000,000,000 OF CAPITAL GAINS TAX RELIEF"i

[4th year impact-change in levels)

Additional family after
Additional jobs Additional investment tax income

(millions $77) ($77 per family)

Low esti- High esti- Low esti- High esti- Low esti- High esti-
mate mate mate mate mate mate

United States .......................

Alabama .......................
Alaska .........................
Arizona ........................
Arkansas .......................
California ......................
Colorado ----------------------
Connecticut ....................
Delaware .......................
District of Columbia .............
Florida .........................
Georgia .......................
Hawaii ...............
Idaho ..........................
Illinois .........................
Indiana -----------------------
Iowa .........................
Kansas .......................
Kentucky ....................
Louisiana ......................
Maine ........................
Maryland .....................
Massachusetts ..................
Michigan ....................

101,000 180,000 2,200.0 4,350.0

1,549 2,761
175 312

1,138 2,029
959 1,710

10,557 18,8151,426 2,541
1,441 2 568

290 516
758 1,351

4 218 7,5182: 485 4:428
412 735
386 689

5,026 8,956
2,507 4,468
1,417 2,525
1, 110 1 979
1,491 2,657
1,615 2,878

461 8221, 915 3 413
2, 575 4,589
4,006 7,139

52. 8
3.3

17.6
19.8

154.0
22.0
33.0
8.8
1.3

48.4
52.8
3.1
6.6

136.4
85.8
30.8
17.6
33.0
61.6
11.0
26. 4
44.0

156.2

104.4
6.5

34.8
39.1

304.5
43.5
65.3
17.4
2.6

95.7
104.4

6.1
13.0

269. 7
169.7
60.9
34.8
65. 3

121.8
21.8
52.2
87.0

308.8

35 60

27 46
58 99
33 56
27 46
39 67
36 62
41 70
40 69
46 78
32 56
31 53
45 76
30 52
41 70
33 56
35 60
36 61
28 48
30 52
28 47
39 67
31 53
36 61
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TABLE 6.-U.S. AND STATE BENEFITS FROM $1,000,000,000 OF CAPITAL GAINS TAX RELIEFi 2-Continued

[4th year impact-change in levels)

Additional family after
Additional jobs Additional investment tax income

(millions $77) ($77 per family)

Low esti- High esti- Low esti- High esti- Low esti. High esti-
mate mate mate mate mate mate

Minnesota ..................... 1,946 3,469 28.6 56.6 36 61
Mississippi ..................... 1034 1,843 19.8 39.1 25 43
Missouri ....................... 2,251 4,011 35.2 69.6 33 56
Montana --------------------- 345 614 6.6 13.0 32 54
Nebraska ....................... 800 1,425 8.8 17.4 37 63
Nevada ........................ 352 627 1.8 3.5 38 65
New Hampshire ----------------- 394 703 6.6 13.0 32 55
New Jersey ..................... 3,261 5,811 77.0 152.3 40 69
New Mexico .................... 519 924 6.6 13.0 27 46
New York ...........----------- 7,690 13,706 126.5 250.1 39 67
North Carolina...-------------- 2,795 4,980 79.2 156.6 29 49
North Dakota -- _---------------- 298 532 2.2 4.4 36 62
Ohio -------------------------- 5,040 8,982 151.8 300.1 33 56
Oklahoma ---------------------- 1, 262 2,249 19.8 39.1 30 51
Oregon ........................ 1, 184 2,110 26.4 52.2 33 56
Pennsylvania ----------------- 5,243 9, 344 123.2 243.6 34 59
Rhode Island ------------------- 416 742 8.8 17.4 35 60
South Carolina ------------------ 1,381 2,460 48.4 95.7 28 48
South Dakota ................... 331 590 1.5 3.0 30 52
Tennessee ............ ....... 2, 228 3 971 52.8 104.4 28 48
Texas .......................... 6,248 11 136 176.0 348.0 34 58
Utah ..........---------------- 613 1,093 6.6 13.0 44 75
Vermont ----------------------- 203 362 4.4 8.7 29 50
Virginia ........................ 2,556 4,556 46.2 91.3 36 62
Washington ..................... 1,541 2,746 37.4 74.0 36 62
West Virginia ................... 719 1 281 19.8 39.1 28 47
V'Isconsin ---------------------- 2,219 3:955 50.6 100.0 35 59
Wyoming ........-------------- 212 379 1. 1 2.2 35 60

1 Static tax revenue assumptions for both the low and high estimates were $350,000,000 decrease for corporations and
$650,000,000 for indivudals. Stock market prices for the low estimates were assumed to increase only modestly (less than

percentt. For the high estimates, stock market prices were allowed to increase 5 percent by the end of the 4th year in the
simulation period.

2 State estimates were obtained by simulating the DRI State Area Forecasting Service (SAFS) model and applying
trend data from the National Planning Association.

Source: U.S. Chamber of Commerce, Forecast and Survey Center, Assumptions and modeling by Or. Jack Carloson and
George Tresnak using the Data Resources, Inc. Macroeconomic Model and the DRI SAFS model.

HELPS MIDDLE AND LOW INCOME FAMILIES AND SEMI-SKILLED WORKERS

While President Carter stresses that the initial capital gains tax relief would go
to upper income families, he fails to state that, first, taxpayers are driven into
upper income brackets when they must sell an asset (residence, small business or
family farm) and, second, he fails to state that the initial offsetting increases in
tax receipts will disproportionately come from upper income families.

Also, in time, the greater growth of investment, jobs and incomes will dis-
proportionately benefit middle and lower income families, because a large pro-
portion of the $4 to $8 billion of additional wages and salaries will be paid to semi-
skilled and unskilled workers as the economy continues to grow (see Table 5).

Over 70 percent of the growth of GNP is for labor income. Therefore the Presi-
dent should have said that more than half of the total benefits of capital gains tax
relief would accrue to middle and lower income families, although it may initially
appear that a large proportion will go to upper income families. The President
is wrong to state that only "two-bits" or 250 goes to middle and lower income
families. Capitol gains tax relief clearly helps the disadvantaged, older people,
minorities, women, teenagers, and those in poverty, as well as other Americans
in other economic or demographic conditions.

BENEFITS FOR INDIVIDUALS AND SMALL BUSINESS

Capital gains tax relief would directly benefit individuals rather than corpora-
tions (see Table 7).
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TABLE 7.-TAX RELIEF FROM $1,000,000,000 CAPITAL GAINS REDUCTION BY 1982

Billions of
dollars Percent

Individuals ------------------------------------------------------- ------------ 1.2 86
Corporations ...................................................................... 2 14

Total ......... ................................... ...................... 1.4 100

Source: Based upon 5-yr budget projects: Fiscal years 1979-83, Supplement on Tax Expenditures, June 1978, Congressional
Budget Office.

This would directly benefit individual investors and small businesses of which
85% are taxed as individuals and not corporations.

Particularly, family farmers would benefit (see Table 8).

TABLE 8.-Benefits to farmers from $1 billion capital gains tax relief by 1982 within
4 years

Million
Individuals --------------------------------------------------- $51
Corporations ---------------------------------------------------- 2

Total farm ----------------------------------------------- 53
Source: Based on 5-year budget projects: Fiscal years 1979-83, supplement on tax expenditures, June

1978, Congressional Budget Office.
Timber, coal and iron ore producers would benefit and subsequently cause

housing, energy and products from iron ore to cost less than otherwise (see Table 9).

TABLE 9.-Benefits to timber, coal and iron ore producers from $1 billion capital
gains tax relief by 1982 within 4 years

Millionsr
Timber ----------------------------------------------------- $460
Coal --------------------------------------------------------- 126
Iron ore ------------------------------------------------------- 24

Source: Based on 5-year budget projects: Fiscal years 1979-83, supplement on tax expenditures, June
1978, Congressional Budget Office.

Capital gains tax reduction is a preferable way to create jobs, particularly
productive and permanent jobs, in comparison with billions spent on public sector
jobs, local public works and the Administration proposed Labor Intensive Public
Works (see Table 10).

TABLE 10.-INCREASED EMPLOYMENT FROM CAPITAL GAIN TAX RELIEF COMPARED TO OTHER POLICY
ALTERNATIVES

Tax relief or
spending cost per job

Capital gains tax reduction ................................................................ $5, 0 0-$10, 000
Public sector jobs spendng ....................------- 8.................................... 8, 000- 12, 000
Labor-intensive public works si.ending ...... .............................................. 25,000- 35,000
Proposed local public works spending ....................................................... 25, 000- 50, 000

SURVEY INDICATES MORE INVESTMENT

The Chamber-Gallup Business Confidence Survey indicates that one-half of
American business would increase their investment in eqiupment and structures if
tax relief were provided to stimulate investment. Moreover, the investment would
occur in all regions of the country, including central cities in which are distressed
economic treas.

EVALUATION OF THREE BILLS

Although the benefits from capital gains tax relief can he generalized, each of the
three bills under consideration before this Committee are unique.
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Reduction in capital gains taxes
The U.S. Chamber opposed the minimum tax; supports a reduction in the captial

gains tax as set forth in S. 3065; and opposes repeal of the alternative tax.
Capital gain rollover

S. 2428 provides for the deferral of tax on the gain from the scale of certain
stocks if the gain Is reinvested in other stocks within the requisite time period.
The U.S. Chamber, as part of its eleven-point tax reform program for small
businesses, supports capital gains rollover for closely held securities. Presently, the
tax code discriminates against sales of stocks and securities by denying nonrecogni-
tion treatment to sales of securities while granting nonrecognition treatment to
the following transactions, which are deemed to be mere changes in form of
investment: corporate reorganizations under section 368 of the Internal Revenue
Code; stocks for stock exchanges of the same corporation; like-kind exchanges of
property held for investment or for productive use; reinvestment of the proceeds
of involuntary conversions; and sale of a principal residence if the proceeds are
reinvested in another principal residence.

Like the gradual stepdown in capital gains taxes, the need for rollover is more
important to small businesses now that the carryover basis provisions have taken
effect.

The U.S. Chamber urges this Committee not to stop with rollover, but to enact
additional tax relief for small business, in conjunction with the rollover legislation.
The U.S. Chamber's eleven-point tax program for small business includes: Increas-
ing the corporate surtax exemption to $200,000; prompt capital cost recovery
allowances; increasing the investment tax credit; increasing the minimum accumu-
lated earnings credit; expanding the net operating loss carryback rules; expediting
refunds of estimated tax overpayments; and enlarging the effects of section 1244.
Step-down capital gains tax based on length of holding period

S. 2608 provides for a gradual reduction of the amount of gain included in income
in the case of assets held for more than one year. S. 2608 also provides for a step-
down in the amount of losses used to offset long-term capital gains.

The U.S. Chamber supports reducing capital gains taxes in proportion to the
length of time an asset is held. In many cases, capital only reflects inflation.
What a appears to be a monetary gain is a reflection of the decreasing value of the
dollar. In addition, a gradual reduction in taxes helps solve the problem of "bunch-
ing" of income, which penalizes illiquid businesses and farms.

Because of the changes in carryover basis rules resulting from the Tax Reform
Act of 1976, small firms and farms can no longer avoid the effects of inflation-
caused gains by a step-up of basis at death. Thus, the need for a gradual step-down
in capital gain taxes is needed by small businesses now more than ever.

In 1934, the Internal Revenue Code was amended to vary the percentage of
taxable gain and deductible loss according to the length of time property was held.
If held for less than one year, the asset would produce gain includible at the rate
of 100%. If the asset was held for more than 10 years, the gain would be includible
at the rate of 30%. Other gradations were as follows: 1 to 2 years, 80%; 2-5 years,
60%; and 5-10 years, 40%.

In 1934, the number of returns showing net capital gain for individuals was
around 21,000.1 In 1935, after this change was enacted, the number of returns
showing net capital gain had jumped to 504,847 2 which is a strong indication that
gradual exclusion does not promote lock-in of capital assets.

CONCLUSION

The U.S. economy is faced with a major need for capital which we can no longer
afford to ignore. It is essential that our tax policy be remolded to encourage capital
formation. The three bills discussed above while they are excellent proposals must
not be viewed alone but must be viewed as one piece of a larger strategy. The
larger strategy is to (1) liberalize capital cash recovery allowances, (2) to reduce
corporate and individual taxes, (3) to simplify small business tax policy, (4) to
increase the investment tax credit, and (5) to reduce capital gain taxes.

Senator HANSEN. Our final witness will be Dr. Charls Walker,
representing the American Council for Capital Formation.

Dr. Walker, we are very pleased to have you here.
Source: U.S. Treas., Statistics of Income for 1934 of Individual Income Tax Returns,

Table 3, p. 6.
$Source: U.S. Treas., Statistics of Income for 1935 of Individual Income Tax Returns,

Table 3. p. 7.
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STATEMENT OF DR. CHARLS E. WALKER, CHAIRMAN, AMERICAN
COUNCIL FOR CAPITAL FORMATION

Mr. WALKER. Thank you very much, Mr. Chairman. I am very
pleased to be here and I am delighted that this subcommittee is holding
these hearings. I also want to say that I think that you and your 61-
if that is the correct count now-cosponsors of S. 3065 are to be
strongly commended by the American people, especially those who
want to reverse the direction we have been heading with respect to
capital formation. That means economic growth, job creation, in-
flation control, and more international competitiveness.

I have a statement which I would like to submit for the record,
and use the time allotted to me today to comment upon a handout
from the office of the Press Secretary to the President. The title of it
is the White House "Fact Sheet" on the Steiger proposal, or what
should be called the Steiger-Jenkins-Hansen bill, the Investment
Incentive Act of 1978. It is put together in a rather interesting fashion,
and if you would like I would submit a copy for the record.

Senator HANSEN. I am sure that it would be worthwhile. We ap-
preciate that, and we will take you up on your offer.

[The information referred to follows:]

THE WHITE HOUSE FACT SHEET ON STEIGER PROPOSAL

DESCRIPTION OF PROPOSAL

Tax reform legislation in 1969 and 1976 addressed some of the worst inequities
in the tax system. That legislation placed limitations on the use of excessive loop-
holes and tax preferences by high-income individuals and corporation. The Steiger
proposal would repeal those reforms as they relate to capital gains preferences and
would thereby reduce the maximum capital gains rate for both individuals and
oorporations to 25 percent.
0 Most individual taxpayers with modest amounts of preferred income now pay a
capital gains tax at one-half of their ordinary rate. The capital gains tax for these
ordinary investors would not be reduced by the Steiger proposal.
: Individuals in tax brackets above 50 percent now enjoy an additional prefer-
ence. Rather than being taxed at one-half their ordinary rate, they can pay a spe-
cial 25 percent "alternative tax" rate on the first $50,000 of capital gain annually.
Steiger would extend the alternative tax preference to an unlimited amount of
capital gains of these high-income taxpayers. Virtually all the revenue lost by this
part of the Steiger proposal would go to taxpayers making above $100,000.
• Capital gains would no longer be subject to the minimum tax on excessive pref-
erences. As a result, the effectiveness of the minimum tax would be substantially
eroded.
* Steiger would remove capital gains as a preference item that offsets the amount
of wages eligible for another preference-the special 50 percent "maximum tax"
ceiling on wages and salaries. The maximum tax offset, in combination with the
minimum tax, theoretically can raise the top capital gains rate to 49.1 percent; but
a rate above 45 percent actually applies to fewer than 20 taxpayers. In fact, in
1978 only 7 percent of the tax returns with capital gains will have a marginal
capital gains rate above 25 percent.
• Corporate capital gains would be eligible for a maximum rate of 25 percent, as
opposed to the current 30 percent "alternate tax" rate. If the Steiger proposal
were enacted, a wealthy investor who makes millions of dollars in capital gain.
could pay a lower marginal tax rate than the average worker who has $20,000 in
taxable income from wages or salary. On the other hand, the Steiger prorosal
would not lower the capital gains rates paid by average investors.

IMPACT OF STEIGER ON TAX FAIRNESS

Twenty percent of the benefits of the Steiger proposal would go to corporations.
The remaining benefits are skewed heavily toward high-income individuals.
* Over 80 percent of the benefits for individuals would go to perons with incomes
exceeding $100,000, or less than one half of 1 percent of all taxpayers.



184

* 3,000 millionaire taxpayers would receive cuts averaging $214,000. Individuals
earning over $200,000 and currently paying the minimum tax would enjoy cuts
amounting to almost $50,000 apiece. Few taxpayers with incomes under $50,000
would receive any tax savings at all.
* 110 taxpayers with incomes over $200,000 would be removed completely from
the tax rolls.
* Less than 30 percent of the benefits of Steiger would be attributable to owners
of corporate stock. Tax savings would also flow to such persons as commodity spec-
ulators, large lumber product companies, owners of coal and iron ore mineral rights,
and real estate developers.

IMPACT OF STEIGER ON FEDERAL REVENUES

The Treasury Department estimates that Steiger would result in an annual
revenue loss of $2.4 billion based on "first-order" estimates (assuming no
behavioral changes and no "feedback" revenues).
" Although Steiger, like any tax reduction, would generate some feedback revenues

through economic stimulus, there is no reason to believe that it would create
more offsetting tax revenue over the long run than other forms of tax cuts that
are vastly more equitable.

* Projections of net long-term revenue gains to the Treasury, offered by some
proponents of the proposal, are indefensible estimates based on extremely
unrealistic economic assumptions and inaccurate specifications fed through
large-scale econometric models.

IMPACT OF STEIGER ON CAPITAL FORMATION

There is little evidence that Steiger would provide an efficient incentive for the
creation of new productive capital.
* In the short run, one of the major effects of Steiger would be to provide windfall

benefits attributable to gains that have already accrued on existing assets-
benefits far removed from the creation of new capital in the form of plant and
equipment.

i Relief would also be directed inefficiently toward enterprises which, for various
technical reasons, can convert their ordinary income into capital gains. Steiger
would divert much taxpayer effort into the complex maze of capital gains tax
provisions and perpetuate an inefficient and wasteful allocation of economic
resources.

COMPARISON OF STEIGER WITH PRESIDENT'S TAX PROGRAM

One of the effects of Steiger would be to waste revenues urgently needed to
provide more efficient and equitable incentives for business investment.
* The President has proposed a $7 billion reduction in the tax burden on capital

income. This would be achieved through a direct reduction in corporate and
individual tax rates and a liberalization of the investment credit.

" The President's proposals would apply to middle-class investors as well as
wealthy investors, and to small businesses as well as large businesses.

* The President's proposals direct relief broadly to capital income and not just to
the income that happeihs to be classified as "capital gains." Only 10 percent of
the current taxes on capital income is attributable to capital gains taxation.

* If it adopts Steiger, Congress will sacrifice widespread tax relief proposed by
the President for benefits applying to a small group of taxpayers and a limited
range of capital income. That tradeoff is unacceptable on tax equity grounds
and inefficient on capital formation grounds.

DISTRIBUTION OF INDIVIDUAL TAX REDUCTIONS UNDER THE STEIGER CAPITAL GAINS TAX PROPOSAL

[1978 income levels

Percentage
Average distribution

Expanded income class tax beneht of tax benefit

Less than $15,000 _------------.----------------------------------------------- $0 12 0.4
$15,000 to $20,000 ------------------------------------------------------------- .25 .2

20,000 to $30,000 - -------------------.------------------------------------ 1.00 .8
30,000 to $50,000 ............................................................... 11.00 4.0
50.000 to $100,000 .......................................................... . 158. 0 13.7

$100,000 to $200,000 .......................... ---------------------------------- 783.00 14.2
SiD0,000 to $500,000 ----------------------------------------- _----------- 4,000.00 15.7
$500,000 to $I000,000 ---------------------------------------------------------- 21,540.00 11.3
$1000,000 and over ----------------------------------------------------------- 145, 302.00 39.7

Total ------------------------------------------------------------------- 19.00 100.0
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Mr. WALKER. I would like to comment on some of the allegations
made in the "Fact Sheet."

Point No. 1: "Most individual taxpayers with modest amounts
of preferred income now pay a capital gains tax at one-half of the
ordinary rate. T'he capital gains tax for these ordinary investors would
not be reduced by the Steiger proposal."

We all know that you can drown in a stream or a lake that on
average is only 3 inches deep because it may be a half inch deep in
one place and 20 feet deep in another. Here again we are dealing with
averages, and I think this morning's editorial in the Wall Street
Journal, which I submit for the record, is instructive. It is entitled
"Two Bit Politics" and sets forth three examl)les which show how
more or less typical Americans would save a great deal of tax money
under your legislation. A New York cab driver who sells his medallion,
$1,050; a California construction project manager who sells a house
and rents an apartment, $4,050; an Iowan who sells a hardware store,
$5,250; and I believe in the Monday Washington Star, Sylvia Porter
had an example in her column of a $20,000 income family selling a
property with $40,000 in capital gains. That family would save $1,500
in taxes under your legislation.

[The editorial referred to follows:1

Two-BIT POLITICS

In a press conference reminiscent of the "war profiteering" attack on the oil
companies last fall, President Carter Monday aimed his populist heavy cannons
at the Steiger amendment, calling it a plan that provides "huge tax windfalls for
millionaires and two bits for the average American."

When you consider that 60-odd Senators and a sizable chunk of the House are
backing the Steigcr-Hansen capital gains rollback, the President's claim takes on
a burden of political implausibility. Millionaires don't have that many friends in
Congress in an election year.

Matters gEt worse for the President when you cxaminc the numbers he used in
support of his populist rhetoric. For example, he again trotted out the estimate
that the Steiger cut would "add more than $2 billion" to the federal budget
deficit. This is based on the improbable assumption that cutting the maximum
capital gains rate roughly in half would not encourage people to take more capital
gains. Considering the beating that assumption has taken from tax analysts and
economists, we thought it had been hidden away in a dark closet somewhere.
As we have said here before, a good case can be made that revenues would rise,
not fall, because of renewed investment incentives.

We are newly fascinated by the President's assertion that 80% of the tax
benefits from the Steiger cut would go to taxpayers who "make" more than
$100,000 a year. We've learned what that $100,000 figure really means, and you
don't have to be a big shot to "make" that much under the President's definition.

The $100,000 figure is what the Treasury has defined as "expanded income," a
description developed by tax reformers some time ago for political purposes.
Expanded income means ordinary income plus the full amount of any capital
gain. Thus, it would be possible for a family with an ordinary income of $25,000
and a capital gain of, say, $75,000 on the sale of a long-term residence to be part
of that illustrious group "making" $100,000. We wonder why that point wasn't
made clearer.

As to that "average" American who only gets two bits from Steiger, it is
certainly true that you have to have a capital gain to benefit from a capital gains
tax cut. And when you average all taxpayers the average benefit doesn't look
very large. Indeed, the yield to the Treasury itself from the capital gains tax
isn't very large, particularly in relation to the damage the tax does to capital
formation.

But none of this means that the Steiger amendment would not yield major
benefits to ordinary, nonrich Americans who have to cash a major asset and find
themselves, mainly because of inflation, realizing a sizable capital gain.

By way of illustration, we asked accountants Price Waterhouse & Co. and
Oscar Pollack of the Ingalls and Snyder securities house in New York to work up
some examples:
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A New York cabbie paid $24,000 for his licensing medallion five years ago and
now sells it for $58,000. His total long-term capital gain is $34,000. His earned
income was $13,200, excluding the capital gain. He has a wife and two children.
Under the present law his federal income tax liability would be $8,850. With the
Steiger amendment, it would be $7,800, a saving of $1,050;

A California construction project manager and his wife, in their early 60s with
a taxable earned income of $25,000, want toretire on a pension and Social Security.
They sell their house and rent an apartment. They bought their house 20 years
ago for $24,000 and now sell it for $100,000, for a long-term capital gain of $76,000.
They don't qualify for income averaging because of higher earned income in
prior years. Their total tax liability under present provisions would be $26,064.
Under the Steiger amendment it would be $22,014, for a saving of $4,050;

An Iowan who helped build a successful hardware retailing business wants to
sell his half-interest to his partner for $100,000. His original capital contribution
was $10,000 and the full $90,000 difference qualifies as a capital gain. He will
have investment income of $15,000 in the year he sells. He does not qualify for
income averaging because of higher income in prior years. His present liability
would be $25,650. His tax under Steiger would be $20,400, a savings of $5,250.

It will be noted that none of the above are millionaires. They are ordinary
individuals forced by circumstances to take a capital gain in grossly inflated
dollars, and who, under present law, would pay a heavy tax on inflation. Ob-
viously, the Congress understands all this better than the President. Backers of the
Steiger amendment might be forgiven if they categorized the statements at the
Monday press conference as two-bit politics.

Mr. WALKER. So a lot of hard working, typical Americans are being
hit hard by the capital gains tax burden.

Point No. 2: "Individuals in tax brackets above 50 percent now
enjoy an additional tax preference. Rather than being taxed at one-
half of the ordinary rate, they can pay a special 25-percent 'alternative
tax' rate on the first $50,000 of capital gain annually."

Well, you know and I know that this omits the impact of the mini-
mum tax which would hit the family that Ms. Porter was referring to.
It also ignores the impact from reducing income subject to the maxitax
by the amount of preference income. So the rate can be more than the
25percent in many instances.

Point No. 3: "Steiger would extend the alternative tax preference to
an unlimited amount of capital gains of these high-income taxpayers.
Virtually all the revenue lost by this part of the Steiger proposal would
go to taxpayers making above $100,000."

But again, this is a "statistic" that ignores individual "people"-
eople who pay capital gains taxes-and many are not earning six
gures year after year.
Point No. 4: "Capital gains would no longer be subject to the mini-

mum tax on excessive preferences. As a result, the effectiveness of the
minimum tax would be substantially eroded."

I say, hip, hip, hooray! The minimum income tax is a very bad
tax. It is an add-on tax, little more than a disguised tax on capital
gains. I would hope that this Congress would move toward an al-
ternative tax approach as it considers major tax reform and reduction
this year.

Point No. 5: S. 3065 "would remove capital gains as a preference
item that offsets the amount of wages eligible for another preference-
the special 50 percent 'maximum tax' ceiling on wages and salaries.
The 'maximum tax' offset, in combination with the minimum tax,
theoretically can raise the top capital gains rate to 49.1 percent, but a
rate above 45 percent actually applies to fewer than 20 taxpayers. In
fact, in 1978, only 7 percent of tWe tax returns with capital gains will
have a marginal capital gains rate above 25 percent."
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Remember last. year, when administration officials were saying to
businessmen and others, "Since the top rate on capital gains is now
over 49 percent, what, do you have to lose in taxing capital gains as
ordinary income-raising the top rate to 50 percent-along with a
reduction in the 70 percent maximum to 50 percent?"

The rhetoric used today in attacking your bill is exactly the opposite
of what we were hearing a year ago.

Point No. 6: "If the Steiger proposal were enacted, a wealthy
investor who makes millions of dollars in capital gains could pay a
lower marginal tax rate than the average worker who has $20,000 in
taxable income from wages or salaries. On the other hand, that proposal
would not lower the capital gains rate paid by average investors."

That is refuted by the Pollack study. But the basic argument here is
"soak the rich" with high marginal tax rates and ignore the impact on
jobs, economic growth, and control of inflation that results from more
capital formation.

In addition, the tremendous "unlocking" effect of your legislation
would cause many more realizations of capital gains, just as the in-
crease in the tax in 1969 decreased realizations. Therefore, these
wealthy people may pay lower rates on each dollar of assets sold, but
sell so many more that they pay more taxes. They would thus bear a
higher portion of the Federal tax burden. We shouldn't get hung up
on the question of what rate they pay.

Point, No. 7: "Over 80 percent of the benefits for individuals would
go to persons with incomes exceeding $100,000 * * * 3,000 million-
aires would receive cuts averaging $214,000 * * * 110 taxpayers
with incomes over $200,000 would be removed completely from the tax
rolls."

Well, here again we have the average concept; second, we have
greatly increased taxes on these people since 1969. At least 62 Members
of the Senate, and I think a majority in the House, are saying that
was wrong, we shouldn't have done so. Let's turn it around and go
back.

Let us suppose that Congress-well, do you-
Back in the days of John Kennedy, when he became President, the

maximum marginal individual tax rate was above 90 percent. It was
reduced to 70 percent,, and then later the 50-percent MIaxiTax came
in. Let us suppose that next week you decided in Congress to raise
that marginal rate back to 80 percent, and a few years later you saidwe made a big mistake, let's goback to 50 percent. Should people say,
oh, no, you can't do that-the rich people would benefit from that
sort of cut.

We socked it to the capital gains people over the last 9 years, and
now we try to undo that; critics say, no, you can't do that because only
the rich people would benefit from it.

Point No. 8: "Less than 30 percent of the benefits of the bill would
be attributable to owners of corporate stock."

Only if other things remain equal-and they won't. High taxes
have driven people out of the stock market. One purpose of your
legislation is to bring them back. The market has tended to (try up.
A recent study showed that, people are getting out of the market, or
don't want to get into the market, because you can't make a bang for
the buck when you consider the risk plus high taxes.
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Point No. 9: "Tax savings would also flow to such persons as com-
modity speculators, large lumber product companies, owners of coal
and iron ore mineral rights, and real estate developers."

Commodity speculators play a very important role in this economy.
[he price of bread is lower to you and me because these risk-takers
are willing to speculate in wheat and therefore provide a hedge for
millers. They shouldn't be looked down upon. They provide a very
important service.

Large lumber product companies supply the wood for the houses
that the American people want. More capital formation in this indus-
try could hell) keel) housing prices from rising so fast. The coal people
are helping solve the energy problem; real estate developers provide
homes.

I don't think we should dump over all the people that are trying to
provide these important services.Point No. 10: "Although Steiger, like any tax reduction, would
generate some feedback * * *, there is no reason to believe that it
would create more offsetting tax revenue * * * than other forms of
tax cuts * * *."

I disagree. Dr. Feldstein of the National Bureau of Economic
Research disagrees. People I talk to in markets disagree. There a.,i
billions of dollars in "locked-in" assets out there, and I feel certain
that the realizations would go up, just as they went down in 1970,
drastically, when the capital gains rate went up.

Point No. 11: "Projections of net long-term revenue gains to the
Treasury offered by some proponents are indefensible estimates based
on extremely unrealistic economic assumptions and inaccurate speci-
fications fed through large-scale econometric models."

The Chase Econometric Study lays out the assumptions-one, two,
three, four. They are just as clear as they can be. But yet some people
say Chase experts use a "black box." If there is a "black box" around,
I think the administration has it. All they will tell us is that people
won't change their ways of behaving. And I think that that-to put
it mildly-is an unwarranted assumption.

Point No. 12: "In the short run, one of the major effects of Steiger
would be to provide windfall benefits * * * on existing assets."

But if what we have been doing is wrong, righting that wrong is
fully justified.

Point No. 13: The "Fact Sheet" argues that the President's own
tax proposals are far superior to S. 3065 because they "provide for a
$7 billion reduction in the tax burden on capital income * *, would
apply to middle-class investors as well as wealthy investors * * *, and
directt relief broadly to capital income and not just * * * 'capital
gainsf"

And finally, "if it adopts Steiger, Congress will sacrifice widespread
tax relief * * *. That trade-off is unacceptable on tax equity grounds
and inefficient on capital formation grounds."

These charges are difficult to answer because the "Fact Sheet" does
not tell us which Presidential tax proposals it is talking about-the
$25 billion of January, $19/ billion of May, or $15 billion of last
week. But in any event, it misses the point--the alternative being
discussed in the House is not the Steiger-Jenkins-Hansen Act versus
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the President's proposals. It is instead the so-called Jones compromise,
which would do all of the constructive things proposed by the admin-
istration and drop most, "reforms." It cuts individual, business, and
capital gains taxes across the board, and does so in a much more
balanced and evenhanded way. It is strongly pro-capital formation.

Mr. Chairman, there are other points I could comment on but time
has run out. Thank you very much.

Senator HANSEN. Thank you very much, Dr. Walker.
In the June 26 issue of U.S. News & World Report, you and Secre-

tary Lubick debate the merits of capital gains tax cuts. In that ex-
change, MIr. Lubick discredits the notion that there are any secondary
effects or multipliers which result from changes in the tax laws.

Would you care to comment on his assertion?
Mr. WALKER. Yes, I would.
What he said precisely was that we all know and agree that any

tax cut has a second-order effect. He went on to say that if Treasury
considers the "feedback effect" from the impact of a tax cut-the
growing taxable income as a result of the cut itself-the Treasury
would be accused, in effect, of rinky-dinking the estimates to promote
its own end. Therefore, the Treasury ignores second-order efforts and
assumes other things to remain equal.

The implication is that the second-order effect of every tax cut is
the same, and that just flies in the fact of commonsense. A tax cut on
an individual in the lowest, bracket will primarily affect consumption.
The second-order effect will be small. It will be a "trickle-up" effect.
But a tax cut on an individual in a high-marginal bracket who saves
most of his income will provide a lot of mon, r for savings and capital
formation.

Capital gains is a very special case. On my salary or your salary,
you have to pay the total tax and there is no avoiding it. On capital
gains, you or I don't have to pay a cent. It is strictly up to you or
me. We make the decisions as to whether we pay a capital gains tax
because we don't have to sell the assets.

So the second-order effect of a capital gains tax reduction has to be
taken into consideration if revenue estimates are to be anywhere
close. Both commonsense and econometric studies indicate that the
second-order effects of a cut in capital gains taxes would be strongly
positive.

Senator HANSEN. I noted in yesterday's paper that I think the
President came pretty close to indicating that he would veto legislation
such as is contemplated by S. 3065.

Would you care to comment on that press report?
If you choose not to, that is just fine. I am just curious to know what

might be the reaction of the Congress or of people, if you would like
to speculate?

Mr. WALKER. Well, I will give you an economic comment and a
political comment.

The economic comment, is that more and more economists are
fearing a recession. I fear a recession. In fact, I think we are going to
have one unless we get inflation under control. That is not a point to
discuss here right, at the moment, although this bill would help control
inflation in the long run through more capital formation and more
efficiency.

33-578 0-78- 13
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The secorid aspect is in terms of equity. A lot of people have been
squeezed by inflation and, given the narrow tax brackets, have moved
up into-higher ranges quickly. So there is a very strong case for cutting
taxes and holding expenditures so that the people who have suffered
such a blow, particularly in the middle-income ranges, can recapture
some real income.

If I reasoned strictly as a Republican, I would say that I hope the
President does veto this well-balanced tax cut, say, on October 10,
shortly before the election. That would assure more Republicans in
Congress next year.

However, I'm a citizen first, and I simply cannot conceive-given
the overall pressing argument for a well-structured, balanced tax cut
on individuals, on business, on capital gains-I simply cannot con-
ceive that if the bill moves through as it promises, that the President
will veto it. Maybe he will, but if so, his party-and more important,
the country-will be the loser.

Senator HANSEN. Thank you very .much, Dr. Walker. I certainly
do appreciate your being here, and I want to thank again those
witnesses-Dr. Carlson, the Honorable Tommy Corcoran, and you-
for your appearance here.

[The prepared statement of Dr. Walker follows:]

STATEMENT OF DR. CHARLs E. WALKER CHAIRMAN, AMERICAN COUNCIL FOR
CAPITAL FORMATION

Mr. Chairman and Members of the Committee: My name is Charls E. Walker,
I app ear before this committee as voluntary chairman of the American Council
for Capital Formation. I am grateful for this opportunity to express the strong
support of the American Council for legislation to reduce the Federal tax burden
on capital gains. Of the several measures now under consideration, we urge
enactment of S. 3065, "The Investment Incentive Act of 1978" (also referred to as
"The Steiger-Jenkins-Hansen Act"). The legislation would, in effect, reduce the
top tax rate on capital gains from 49.125 percent to the 1969 level of 25 percent.

The American Council for Capital Formation is supported by a diverse and
growing group of individuals, business, trade and union organizations. We are
deeply concerned about the lagging rate of capital formation in this country-
a rate that falls short of our own past performance and is also low relative to our
major competitors abroad. Productive investment must rise sharply if this nation
is to create adequate jobs for a growing labor force, foster higher living standards
through sustained economic growth, and limit inflationary pressures by increasing
efficiency in the industrial sector.

We are convinced that a major factor impeding capital formation is a bias in the
Federal tax system strongly in favor of consumption and against saving and pro-
ductive investment. We therefore favor tax measures that would help eliminate the
bias.

Speaking of S. 3065, I can think of no single piece of legislation whose enactment
would do more, psychologically and substantively, to indicate that this nation is at
long last facing up to the capital formation challenge. And this enactment would
provide a substantive bonus by ieducing-immediately-the Federal deficit.
Administration officials profess to believe otherwise, despite the dictates of
common sense and overwhelming evidence from reputable econometric models.
And, since revenues would rise, legislation to cut capital gains taxes need not
"crowd out" sensible and long-overdue reductions in other individual and busi-
ness taxes. Indeed, revenue-raising capital gains reductions can help "pay" for
those cuts.

Mr. Chairman, I could discuss at length the positive case for early enactment of
S. 3065-the great benefits to homeowners; stimulation of the stock market;
freeing up badly needed venture capital; a reduction in the debt/equity ratio and,
therefore, less upward pressure on interest rates; greater parity with fast-growing
economies such as those in Japan and West Germany, where capital gains are not
taxed at all; greater mobility and therefore efficiency in the use of scarce capital
funds; and so on.
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But perhaps it would be better if I used my time to respond to critics of the
proposed reduction. They argue that the reduction would "cost" the Treasury
more than $2 billion annually; sharply erode the progressivity and horizontal
equity of the income tax system; and do little for capital formation.

"COST i TO THE TREASURY

More and more observers-including many members of Congress-are beginning
to question the view of Administration officials that enactment of S. 3065 would
lose instead of gain revenues. To be sure, lower tax rates mean lower taxes per
dollar of asset taxed. But if more dollars are available to be taxed, the second-order
effects can offset and even exceed the first-order impact. Controversy still rages
with respect to the size of second-order effects of individual income tax cuts
corporate rate reductions, etc. But the argument with respect to the proposed
cut in capital gains taxes, if submitted to a jury of reasonable men and women,
would doubtless be settled promptly.

The first point to emphasize is that a significant portion of the billions of dollars
of existing "locked-in" capital gains are likely to be realized quickly if the tax take
on the sales is reduced. How can one know this? Easy-talk to people, they'll tell
you, and in no uncertain terms. People who know markets are convinced that a
reduction along the lines of Steiger-Jenkins-Hansen would result in a tremendous"unlocking effect," with sales so large that the volume of realizations would much
more than offset the cut in rates. History supports this view. When rates were
raised in 1969, realizations dropped sharply, and so did receipts of taxes on capital
gains.

What also needs emphasis is the fact that taxes on capital gains are very different
from taxes on salaries and corporate profits. An individual does not have to pay
capital gains taxes; the decision is up to him, not the Government. No sale, no
tax-and more and more are electing not to sell.

Clearly, S. 3065 would not "cost" the Treasury one red cent. In fact, it would
gain revenue-in the short run, as the "unlocking effect" swelled revenues; and
in the long run, as capital formation promoted jobs and growth, and a consequent
rise in taxable income.

IMPACT ON PROGRESSIVITY OF THE TAX SYSTEM

Few quarrel with the basic objective of progressivity in the tax system. In fact,
the tax system in the United States is nicely progressive, ranging from average
effective rates (not marginal rates) of less than zero for some of those who claim
the earned income credit, to around 10 percent in the lowest bracket, up to 30-to-40
percent or more in the highest bracket. That the Steiger-Jenkins-Hansen bill
would slightly decrease the progressivity of the tax system is apparent. But this
loss is more than ameliorated by its impact on the economy-greater job creation,
economic growth and investment. The benefits to be derived are too important
and too widespread to forego-and they will be shared by all taxpayers and
potential taxpayers.

As a recent editorial in the Washington Star pointed out:
"Admittedly, most capital transactions likely to be taxable as capital gains are

indeed engaged in and of primary benefit to, those with significant capital to
invest. There are those who still entertain the quaint view that this is, in essence,
what "capitalism" means. It is an economic system that offers special incentives
to those who save their money and invest it in productive and profitable enter-
prises, hoping to enrich themselves thereby.

"When you anchor tax policy entirely to your approval or disapproval of the
income style of the 'rich,' you leave a lot out * * *.

"A more intelligent approach to tax policy, and one that may even point the
way to greater general economic benefits, is to ask 'macroeconomic' questions
about the capital gains tax. What effect do significant changes in the capital-gains
tax rate have on the way investing people handle their funds? Is it true (as
reliable figures suggest) that the higher rates since 1970 have lesened federal rev-
enues from that source? Is it true (as again seems to be the case) that the post-1970
rates have made equity capital less mobile and less flexible, with the ultimate
effect of creating capital shortages and driving businesses to rely the more on
borrowing for expansions and acquisitions? There are those who say so; and they
have impressive figures to back their claim."

It is also worth noting that-assuming our common sense assumption that
S. 3065 would gain and not lose revenue-the well-to-do would be paying more
taxes to help support the Government, albeit at lower rates per dollar of asset
sold.
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The tax system of the United States is progressive; it is not and should not be
designed to "level" incomes. The goal is to raise revenues in a way that does the
least damage to-and indeed promotes-social and economic goals. To be sure a
reduction in tax rates on capital gains will boost the net worth of some wealthy
people-a result thoroughly distasteful to those in favor of promoting income
equality by "levelling down."

But the Free World's experience with the "levelling down" theory of Income
redistribution shows that it actually results in a smaller overall "economic pie"
with little relative change in shares of the pie. Everyone receives less. That process
supports inflation and poverty-not economic growth.

IMPACT ON CAPITAL FORMATION

Capital formation is lagging badly in the United States. As Treasury Secretary
W. Michael Blumenthal stated recently:

"The facts are inescapable: we are not saving enough; our financial system is
providing insufficient equity capital; we are not investing near enough in pro-
ductive plant, equipment, and technological innovation; profits are too low, and
they are too uncertain."

There is general agreement that an increase in the rate of capital formation will
provide jobs for a growing labor force; foster faster and more sustainable economic

owth; and, by raising productivity, provide the best long-run answer to inflation.
utthe question is raised: Will a significant reduction in tax rates on capital

gains-in effect a reversal of a decade-old policy of raising those rates-promote
capital formation? -

A growing number of people believe it will. This includes small businessmen,
venture capitalists, those concerned with high technology enterprises, investors
in stocks, farmers, ranchers-and many others. The risk capital needed in these
sectors is sadly lacking. Because the needed funds are not available in domestic
capital markets, many smaller firms now obtain such financing in foreign capital
markets. Over the next few years, the United States may well pay a high price
for having exported some if its high technology without having a new generation
of technology coming along to replace it.

That a significant reduction in the tax on capital gains would stimulate capital
formation has been supported by analyses undertaken by several leading econo-
metric analysts. They include Chase Econometrics, Merrill Lynch Economics,
and Norman B. Ture, Inc. And the result of increased capital formation is more
jobs, faster economic growth and a lower Federal deficit.

CONCLUSION

The American Council for Capital Formation does not view enactment of S.
3065 (along with a cut in the corporate rate and liberalization 'of the investment
tax credit) as the end-all and be-all of legislation to remove the bias against saving
and productive investment in the Tax Code. It would instead be a first step. But
after so many years of marching in the wrong direction, a first step is precisely
what is needed at this time. The favorable impact, both here and abroad, will be
rapid and widespread.

We can think of no better "first step" at this time and strongly urge this Com-
mittee and the Congress to approve S. 3065.

Thank you very much.

Senator HANSEN. Does anyone else have anything to say? Would
anyone else like to offer a few words before we adjourn this hearing?

If not, thank you very, very much, gentlemen and ladies.
The hearing will be reconvened tomorrow morning at 9 o'clock in

this room. At that time we will hear from Dr. Michael Evans, Gary
Ciminero, Dr. Otto Eckstein, the Honorable Daniel Brill, Dr. Edwin
Zschau, Dr. Martin Feldstein, Dr. Arthur Laffer, and a panel con-
sisting of James Davant, A. A. Milligan, Arthur Levitt, and our final
witness will be Andrew J. Biemiller of the AFL-CIO.

The hearing is recessed until tomorrow morning at 9 o'clock.
[Whereupon, at 2:54 p.m., the subcommittee recessed, to reconvene

at 9 a.m., Thursday, June 29, 1978.1
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THURSDAY, TUNE 29, 1978

U.S. SENATE,
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

GENERALLY OF THE COMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to recess, at 9 a.m. in room 2221,
Dirksen Senate Office Building, Hon. Harry F. Byrd, Jr. (chairman
of the subcommittee) presiding.

Present: Senators Byrd, Jr., of Virginia, Packwood, Hansen, Roth,
Jr., and Dole.

Senator BYRD. The hour of 9 o'clock having arrived, the committee
will come to order.

The impact of a reduction in the capital gains tax rates on Govern-
ment revenues is a matter of some controversy. Treasury estimates of
revenue losses do not take into account the feedback effect. Other
studies by noted and able econometricians have pointed to a positive
rather than a negative revenue effect in reduction of capital gains
rates. The Treasury does not totally agree with this.

Today, we will examine this controversy in some detail.
The first witnesses are a panel of three: One from Chase Econo-

metrics Associates; one from Merrill Lynch Economics, Inc., and one
from Data Resources, Inc.

Will Dr. Michael Evans from Chase, Gary Ciminero from Merrill
Lynch and Dr. Otto Eckstein please come to the witness table?

Welcome, gentlemen. The committee is very pleased to have you
this morning and you may proceed as you wish.

I do not know who will be the spokesman for the panel, but you
can work that out for yourselves.

Mr. CIMINERO. Shall we do it alphabetically?
Senator BYRD. That is fine.

STATEMENT OF GARY CIMINERO, MERRILL LYNCH ECONOMICS,
INC.

Mr. CIMINERO. I guess I will go first.
Mr. Chairman, my name is Gary Ciminero. I am a vice president

and manager of econometrics for Merrill Lynch Economics.
Mr. Chairman and members of the subcommittee, this testimony is

based on a study conducted by Merrill Lynch Economics, Inc., which
assessed the quantifiable economic impacts of reducing the capital
gains tax rates as put forth in bills proposed by Representative Steiger
and Senator Clifford Hansen.

(193)
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A copy of that study entitled: "Economic Impact Analysis of the
Capital Gains Tax Reduction" is attached to the documents I am
submitting today, and I would like for them to be a part of the testi-
mony.

Senator BYRD. Yes. That will be made a part of the record.
Mr.- CIMINERO. My remarks will be limited to a summary section

of a rather extended statement of testimony and I will only highlight
the major results and touch on some of the controversy. Other mem-
bers of the panel will probably elaborate on some of these controversies
that have arisen.

The proposed rollback of the maximum tax rate on long-term capital
gains from current levels to 25 percent for both individuals and
corporations would enhance near-term prospects for economic growth
by ultimately improving economy-wide production capacity and
productivity. Assuming the tax rate to be effective in the first quarter
of 1978, the aforementioned study assessed the economic impact
through 1980, as measured by the Merrill Lynch Economics econo-
metric model.

As an aside, the precise time at which the tax cut would become
effective does not have any substantial impact on the beneficial results
recorded here, out 1 to 2 years.

In a comparison with the Merrill Lynch Economics basic forecast
as a standard, the key economic impacts of the tax reduction simula-
tion included an acceleration in GNP growth of about 0.2 percentage
points-that is, GNP over the 10 quarter period increased by about
3.5 percent versus about a 3.3 percent growth under the standard
forecast

The unemployment rate falls by approximately 0.2 percentage
points, from 5.7 percent to 5.5 percent, essentially through the creation
of over 200,000 additional jobs by 1980 which the enhanced economic
activity creates.

The major channel of impact of the capital gains tax reduction, as
simulated in the model, is via fixed real business investment. This
indicator increases by $3.2 billion over the entire period; $2.9 billion
of this goes into plant and equipment spending, and about $300 million
goes into residential fixed investment, which is to say that the enhanced
business fixed investment in plant and equipment does not come at
the net expense of housing.

The Federal budget deficit itself declines by $2.3 billion in the termi-
nal year 1980. This decline results from the enhanced economic
activity- which increases taxable income and, therefore, Treasury
revenues on corporate income and individual income taxes. As we
discuss later, the revenue impacts of the capital gains tax reduction
itself, are essentially revenue neutral to revenue positive and therefore
are a wash in the analysis of the Federal budget deficit.

The stock market increases by 4 to 6 percent above levels forecast
under the baseline. This calculated increase is based on a highly
conservative stock market evaluation calculation, which causes the
cost of equity capital to the firm to fall by 0.25 to 0.3 percent.

Long-term bond rates declined 5 to 10 basis points.
Virtually every economic indicator in the model improved under the

tax reduction simulation. However, a few of the economic indicators
recorded adverse reactions to the tax-rate rollback. These adverse
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reactions were relatively minor. The rate of inflation increased by
about a tenth of a percent over the standard forecast in 1980, mainly
the result of enhanced real activity, and the Federal funds rate, a key,
short-term interest rate on which other short-term interest rates are
based, increased by about 10 basis points by 1980, mainly the result of
the assumption that the monetary policy does not accommodate the
increased economic activity with increased growth in monetary
aggregates.

Longer term economic benefits can be assessed beyond the 1980
time horizon. These result mainly from the increase in real business
investment. Heightened plant and equipment investment outlays
serve to improve productivity, the well-spring of an improving
standard of living, by expanding the overall capacity of the economy
to produce goods and services. As a bonus, both of these effects com-
bine to ameliorate the inflation problem in the longer term.

Now, some of the controversy surrounding these studies has in-
volved the capital gains tax and revenue neutrality. As is well known,
the Treasury, by assuming a fixed amount of capital gains realizations,
calculates that a reduction in the tax rate would reduce Treasury
revenues by about $2.2 billion.

In our study, we found that the decline in the tax rate is essentially
offset by the increase in capital gains realizations allowing total tax
revenues to improve, these total tax revenues arising from the increase
in taxable income and profits, as I mentioned earlier.

Because of limitations in data availability, capital gains and asso-
ciated tax revenue data are not explicitly included in the quarterly
national income accounts data which underlie econometric models.
However, it is fairly easy to demonstrate that, even with the under-
stated stock market price increase of 4 to 6 percent above the standard
forecast, the incremental paper gains on equities alone amount to
about $42 billion over the 10-quarter forecast period. Making conserva-
tive assumptions as to what the average marginal tax rate on capital
gains would be before and after the Steiger tax rate reduction, one
obtains a potential revenue estimate from the $42 billion of about $2.7
billion on an annual basis.

This potential revenue estimate exceeds the $2.2 billion static
revenue loss estimated by the Treasury Department.

Therefore, the understated incremental equities market gain alone
involves potential tax liabilities that exceed the static revenue loss
estimate. In addition to the immediate incremental gains estimated
above, liquidation of longer-term unrealized locked-in gains on equities
are likely. Assets other than equities should also experience incre-
mental gains and liquidation of locked-in gain.

It is therefore easy to conclude that the incremental total capital
gains on tax revenues could well exceed the statically estimated $2.2

illion revenue shortfall. However, the numbers that I have given
assume that it is only a wash.

Understatement of economic benefits has been the guiding principle
by which this study was condijeted, and which may explain some of
the differences achieved here versus the results achieved by other
members of the panel.

Throughout the analysis, certain nonquantifiable or at least difficult-
to-assess factors have been gaged so that the analysis would err on
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the side of understating the beneficial impacts. First of all, the poten-
tial stock market strength has been minimized to that which was
quantifiable from the tax-rate decline alone. Accordingly, stock prices
rise by only 4 to 6 percent. An even stronger stock market, with higher
economic benefits than estimated here, could easily ensue by relaxing
this assumption.

The potential decline in long-term corporate bond rates that could
result from lower capital gains taxes and the improvement in balance
sheets as more equity is issued has also been minimized. Accordingly,
the average new-issue bond rate declines by no more than 10 basic
points.

Finally, we have explicitly ignored the beneficial effects of rising
values of other capital assets, aside from stocks and bonds.

In conclusion, leaving aside such politically important questions as
income distribution, economic opportunity and the fairness and pro-
gressiveness of the income tax, all of which are beyond the scope of
this quantitative assessment, one is led inexorably to the conclusion
that the proposed capital gains tax reduction would increase economic
benefits pervasively and improve the allocation of capital while in-
creasing tax revenues and improving the Federal deficit. The only
quantifiable economic costs involve a slight increase in inflation and
other short-term interest rates.

Obversely, leaving the current capital gains tax structure unchanged
would be to continue levying considerable opportunity costs on all
segments of the economy: fewer jobs; lower incomes; less production
capacity and less productive capital; lower Government revenues even
from the capital gains tax itself, and larger deficits; less efficient allo-
cation of capital and lower capital gains income and portfolio values
both for capitalists and wage earners who invest directly in stocks or
have their pension savings invested in financial assets.

Senator YRD. Before calling on Dr. Eckstein, I would like to say
that while I have a great interest in this hearing and want to be
present, at this time the Senate is now considering the New York
City bail-out, or financial assistance, anyway one wants to express it.
The New York City bill is a very important measure. I must oppose
it for two basic reasons.

No. 1: New York City has not balanced its budget, although 3
years ago it promised the Congress of the United States that it would.

Second, I think it is a very dangerous and undesirable precedent for
the Federal Government to begin to guarantee bonds of the munici-
palities or States of our Nation.

So I will need to go to the Senate to participate in the discussion of
that proposed legislation. Otherwise, I would be present the entire
time. I will get back as quickly as I can.

Dr. Eckstein.

STATEMENT OF OTTO ECKSTEIN, PRESIDENT, DATA RESOURCES,
INC., AND PAUL M. WARBURG, PROFESSOR OF ECONOMICS,
HARVARD UNIVERSITY

Mr. ECKSTEIN. Thank you, Senator Byrd, and members of this
distinguished committee.

The question that you have before you is one of the most difficult in
the whole tax field, and in my lengthy testimony today, I have tried to
review these basic issues. The statement is much too long to read, and
I ask you that you place it in the record as I submitted it.
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Senator BYRD. Your full statement will be placed in the record.
M Nr. ECKSTEIN. I will quickly summarize it.
Capital gains were a central concern of tax reform since the personal

income tax took its modern form. After many years of impasse, in
1969, the log jam on tax reform finally broke anda major increase in
capital gains taxation was enacted. Then in 1976, another more
dramatic-and still little recognized change-in taxation of capital
gains and of estate and gift was brought into the tax law which had
the effect of substantially raising the effective rate of taxation on
capital gains and the effective taxation on property.

Xow, indeed, the President's recent proposals would have pursued
these lines even further and raised the rates some more.

Now, while the tax reform community was at least halfway pleased
with these measures, the subsequent events have cast a good deal of
doubt on the wisdom of everything that has been done and we now are
at a moment where we are considering undoing part of it.

The things that have happened are these:
First, the inflation became much more severe. It has always been

recognized by public finance specialists that it was inappropriate to
tax capital gains created by inflation. Now, when the inflation rate
was 1.9 percent, as it was from 1952 to 1969, and the rate of increase
of stock prices was 8.5 percent as in those years, it did not matter all
that much, and the fact that half of the gains were excluded was a
more or less adequate offset to this improper taxation of inflation-
created capital gains.

But, since 1969, the inflation is 6.5 percent and the stock market is
not up at all and so the gains that have occurred since then are largely
unreal.

Table 1 and chart 1 summarize that matter.
Second, after all of these reforms were enacted, the stock market

began to act very badly and the price-earnings multiples fell from
about 17 to about 9. Of course, there were many other reasons includ-
ing the general economic environment, the inflation, the high interest
rates, the business cycle, OPEC and all the rest; but, nonetheless, it
must be faced that for the high-income individuals, who are the main
subject of the tax reforms, the true situation really is one that if they
invest in stocks they face a 49-percent tax if the investment is success-
ful and the writeoffs are very small if the investment is unsuccessful.

As a result, these individuals either keep their old investments and
do not realize them, or have looked for other forms of investment, in
either real estate or other fields, or tax-exempt securities. They simply
have left the stock market, leaving the stock market principally to
tax-exempt institutions and pension funds, insurance reserves and such
as that.

The third thing that, happened was that the rate of capital forma-
tion fell very dramatically from about 10.5 percent of GNP to 9 percent
and 9.5 percent of GNP and we are now suffering some of the results
in less productivity advancements.

Well, given these unfortunate events, the question then becomes,
Should we undo some of these moves and are the bills that are in front
of us the right way to do it?

Well, we have run these matters through our computers, through
our 800 equation econometric model, and that analysis is summarized
in table 2.

I should tell you that, in some regards, the econometric models are
really, as far as policy is concerned, a kind of antimiracle pill. The
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policy we are analyzing here is a $2 billion reduction in capital gains
taxation and, of course, any $2 billion move in a $2,000 billion econ-
omy cannot be expected to cure all of the ills of our society, to balance
the Federal budget or to achieve dramatic results in any regard. It is
just too small a matter.

But when you analyze table 2, you see several things. First of all,
let me preface it by saying that this analysis does not assume that the
Federal Reserve really goes along with it, so there is no extra increase
in bank reserves that allows the interest rates to stay unchanged de-
spite this stimulus to the economy.

So, after a few years, the extra activity that is created is largely
chewed up by higher interest rates which gradually crowd out a cer-
tain amount, particularly of housing activity.

In other studies that we have performed, we have made the other
assumption. We have assumed the Federal Reserve does accommodate,
lets the money supply go up extra. But those studies were done before
Chairman Miller took over at the Federal Reserve and he does not
look to me as if he were the kind of man who would accommodate
these moves.

So we have now adopted, realistically, perhaps, a nonaccommodating
Federal Reserve posture.

Now, if you then look forward at these impacts, of course, it does
depend, as everybody now recognizes, on what the stock market
would do.

Let me give you three cases and then I will analyze which one,
perhaps, is correct.

The cases are first, that the stock market goes up 1 percent; second,
that it goes up 4 percent; and third, that it goes up 10 percent, in
response to this not really carefully specified $2 billion move. This
would not attempt to identify whether this is exactly the Steiger bill
or some other bill. This is just an average reduction in capital gains
taxation, including a fifth of it accruing to corporations.

What you see is some nice benefit. Business fixed investment in
the extreme case, case 3, does rise 2.3 percent, which is a very major
impact and is an impact larger than the initial $2 billion that is spent.
So the GNP as a whole is up by half a percent which, again, implies
a kind of multiplier on this particular tax change which is among
the larger.

The reason why the move is as beneficial as it is is because it affects
the cost of capital rather substantially and allows business to raise,
not only equity capital more cheaply, but to allow debt capital more
cheaply because it has a better balance sheet.. Our model does represent
that process.

Because consumers benefit from the greater wealth of the better
stock market, and because of other minor indirect effects within the
model, the result is a little reduction in unemployment, a little increase
in consumer spending and, all in all, it is quite beneficial.

The impact on the Federal budget depends very much on the stock
market assumption. In the most favorable case, you do gain at the
peak an improvement-and it does pay for itself, in the most favorable
case, with receipts of $5 billion, ultimately, and a surplus of $3.7
billion before the tight money undoes it and the Federal Reserve
finally takes it away from the Treasury.



199

Of course, that only occurs if the stock market moves up as much
as 10 percent. If the stock market goes up 4 percent, then the revenue
effects still, after a couple of minus years, turns moderately positive,
which is better than most tax changes. If the stock market only budges
by 1 percent, there is nothing in it. Then the budget simply becomes
worse.

The next question then is, what really is a probable outcome for the
stock market? It is a very difficult question and I would not pretend
that it is possible to come to very specific answers, but I give you
some overall, commonsense quantitative perspectives on it.

Let's take the extreme case. Let's assume that everybody is in the
50 percent-that 49.1 percent bracket. If that is brought down to
25 percent you have reduced the taxation of capital gains by 25
percent. Keep in mind that half of the total return on the stock market,
in the very long run-not from 1969, but from the twenties or the
forties-is capital gains; the other half, roughly, is dividends. So
you have reduced the taxation of the stock market as a whole by 12.5
percent which is a very major move.

But now you must chip away at that some more. By now, about a
quarter to 30 percent of all of the stocks are held by people who do
not pay any tax-pension funds, life insurance reserves. Keep also in
mind that actually the average effective rate is not 50 percent, but 25
percent because many of the shares are still held by middle- and upper-
income people who do not pay these absolute maximum rates.

So, in effect, when you go through that whole arithmetic and trace
it down, what you find is that the taxation of the stock market is
reduced by 3.7 percent if you enact a $2 billion capital gains tax
reduction.

Now, that is only a quarter of the total tax. The $2 billion is roughly
a quarter of all the capital gains taxation there is and if you enact that
$2 billion move you will lower the taxation of total return on stock by
3.7 percent which, if that were the only factor affecting the stock
market, in some simple, rational scheme, the stock market would go up
about 3.7 percent.

So we feel that the 4 percent is, on some rationality, a reasonable
assumption. It could conceivably be as high as 10 percent. We have
made assumptions of that sort in past studies, assuming that there is
a psychological effect, that there is importance to the marginal role
of the individual high-income investor in the overall picture.

But let me now deal with two other questions which are, perhaps,
more fundamental. I will do it very briefly.

On the question of the fairness of this particular bill versus other
bills that would reduce capital gains taxation, I think you do have to do
something also for middle-income people. These bills really do focus
the benefit at the top of the income scale and, in fact if you ask who
is really being treated most unfairly, it is the middle-iicome group
because this is the group where the inflation impact of the overstate-
ment of capital gains has been the greatest.

My testimony cites the two major studies by Brinner and Feld-
stein which show that the inflation impact has been the most severe
on the midd!e-income people, not those at the very top, because of the
kinds of assets they hold and how long they hold them.
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So if you are going to be fair in your measure, I would urge you
strongly to give some relief to home owmership-perhaps remove the
single family home altogether from capital gains taxation-and, if not
that, then to begin to inject into the capital gains tax some inflation
adjustment.

One final point, and then I will close. There is one other issue here
that is perhaps as fundamental as any other in the entire matter,
and that is this.

Since 1954, we have stimulated investment again and again and
again by Presidents Eisenhower, Kennedy, Johnson, Nixon, and Ford
and, in every single case, we have done it by encouraging the reten-
tion of earnings in large, capital intensive companies.

On the individual investor, on capital formation through the
marketplace, we have essentially been punitive. Every measure, except
the across-the-board reduction, has raised the tax on capital formed
through the market.

So my own belief is that this is a good time to begin to reverse that
strategy and to begin to divert a little of the money that we are divert-
ing to investment stimulation to the market, rather than to the large
corporation retained earnings approach.

Thank you.
Senator BYRD. Thank you, Dr. Eckstein.
Dr. Evans.

STATEMENT OF MICHAEL EVANS, CHASE ECONOMETRICS
ASSOCIATES

Mr. EVANS. I thank you, Mr. Chairman, panel.
I would like to summarize my results briefly and concentrate on

the economics without going into the econometrics too much.
I have done so with the four major points which are listed in the

executive summary of my testimony.
The first point which I would like to make is that the ratio of capital

spending to GNP is closely correlated to the ratio of- stock market
prices to construction costs by 1 year. In other words, the higher
the stock market is, the better this will be for the investment climate.

This fact is generally agreed on, and, as a matter of fact, I think
we could say it commands bipartisan support. In fact, the figures
supporting this argument appeared in both the Republican 1977
Council of Economic Advisers report and the Democratic 1978 council
report.

So I believe that the relationship between stock market prices and
capital formation is well established. The reason for such a relationship
is that when equity capital is relatively cheap, firms expand by
creating new plant and equipment. Whereas, when equity capital is
expensive and stock market prices are depreseed, firms expand by
buying existing businesses which does not add to the productive stock
of the economy.

And, in fact, we note that, under the present depressed stock market,
mergers and acquisition activity has risen to a peak in each of the las.
several quarters.

So I think that those who would stimulate capital spending, which
would include a wide panoply of economists of all political persuasions,
would certainly argue that a higher stock market would aid in this
particular endeavor.
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My second point has become somewhat more controversial, which is
that the maximum capital gains tax rate is one of the principal de-
terminants of fluctuations in stock market prices.

In order to explain this, I think a little background information
might be useful. For the past decade, GNP has risen at an average
rate of 9 percent per year. Corporate profits have risen at an average
rate of 11 percent per year. The stock market, however, has not risen
at all.

A typical index-for example, the Standard and Poor's 500-is no
higher than it was in 1969, the last year in which capital gains were
taxed at a maximum rate of 25 percent.

So we have had this increase in GNP in profits and yet no increase
in the stock market. It seems to me that those who would argue the
relationship certainly would have to come up with some other reasons
why the stock market has not appreciated.

Some people have suggested that inflation has cut into stock market
gains, and, to a certain extent, that is true because corporate profits
are now overstated because depreciation allowances which are valued
at historical rather than replacement terms, are understated.

However, that does not account for very much of the increase.
Some people have suggested that interest rates' rising has had an

effect but, in fact, interest rates at current levels are lower than they
were in 1969, so that cannot be much of a factor.

The major change in the economic situation between now and 10
years ago has, indeed, been the increase in the capital gains rate from
a maximum of 25 percent to 49.1 percent and, as a result, this has
seriously injured the stock market and, according to our calculations,
has resulted in a decline in the stock market relative to what otherwise
would have happened at about 4.3 percent a year, or a 40 percent
figure over the last 8 years.

In other words, if the Steiger-Hansen bill were to be enacted and
the maximum capital gains tax rolled back to 25 percent, the stock
market would rise approximately 40 percent over the next 2 years.

Even this increase would still result in a far lower price-earnings mul-
tiple than occurred during the middle and late 1960's but would cer-
tainly be a major step in the right direction.

As a result, the studies which we have undertaken show this very
important result. It is based on a relationship between stock market
prices and a number of key economic indicators, including profits,
dividends, interest rates, the rate of inflation, and other economic
variables.

The next point which I would make-point three. in my executive
summary-is that lowering the capital gains tax rate will reduce the
Federal budget deficit. Now, of course, this finding is directly in op-
position to the Treasury finding which says that it would increase
the deficit by some $2.2 billion.

The Treasury analysis is a clear case of static analysis in which,
as unbelievable as it may seem,, the assumption is made that nothing
would change, that somehow, individuals and corporations would
not be attracted back in the stock market even though the rate on
capital gains tax was halved.

This seems to be a wholly unrealistic assumption, particularly
in view of the fact that capital gains taxes in 1968 reached an alltime
peak and have never recovered that level, even in 1976, when the
price level was approximately twice as high.
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As a result, there seems to be very little question that the reduction
in capital gains taxes would draw money from other sources, partic-
ularly tax-free municipal bonds and these funds would, instead, be
invested in the stock market.

The Treasury has also pointed out that only 28 percent of capital
gains relate to the stock market and that, from their point of view,
appears to be an argument that we should not cut the capital gains
tax. And I say exactly the reverse.

The reason that only 28 percent of the capital gains are in the stock
market is because the punitive rate on capital gains has driven people
out of the stock market and into other types of investment and the
reversal of this would very much increase the flow of funds into the
stock market and our most efficient use of capital.

My fourth point and the one that the Treasury has taken the focus
on is that somehow the reduction in capital gains will only benefit
"the rich." I do not know how one defines the rich. I suppose it is
anybody with capital gains, these days, but, in any case, their argu-
ment is wholly falacious.

What the Treasury has done is prepare some tables showing that
most of the capital gains would go to people with incomes of over
$100,000 a year.

What the Treasury completely fails to realize are that many of
the people in these upper income brackets do not make that amount
of money every year, but they are in the upper income brackets
that year only because they had a large capital gain.

The individual who makes perhaps $25,000 to $30,000 a year has a
large capital gain one year because he sold his principal residence,
because he sold a family farm, because he sold a small business,
and that, and that alone, pushes him into these so-called rich tax-
payer bracket.

As a result, the study is definitely skewed, and innumerable studies
of income distribution have shown that those people in the very top
income brackets are not the same people year in and year out but,
in fact, those people who are pushed up by higher capital gains taxes.

As a result of this, the Treasury's argument that this bill would
benefit only the rich is untrue. It would benefit only those people
who have invested in capital assets who have saved some of their
income and put it to use in the productive sector of the economy.
Once this fact is brought out, I think that the Treasury should re-
verse its position.

In conclusion, I have been quite surprised by the response of the
Treasury and its lack of effort ,o come to grips with the facts, and its
lack of sophistication in terms of economic arguments.

The very lack of sophistication suggests to me, at least, that the
Treasury is on very weak ground. They would certainly muster the
facts to dispute these arguments if they were available and the fact
that they have turned to rhetoric instead of facts suggests, at least
to me, that the facts to dispute this argument simply do not exist.

As a result of this, I think that the capital gains tax is one of the
most important moves that could be taken to spur capital spending
in this economy. As a result of this, the growth rate of the economy
would increase 0.2 percent per year, an extra 440,000 jobs would be
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created over a 5-year period, and because of the additional economic
activity, the Federal budget deficit at the end of 5 years would
actually be reduced by some $16 billion.

Thank you very much, Mr. Chairman.
Senator BYRD. Thank you, gentlemen.
Just one or two brief questions, and then I will yield to Senator

Packwood. Is it the consensus of the panel that the proposed changes
in the capital gains rates would be the most efficient way to encourage
risk capital, or would a reduction in corporate tax rates be a better
alternative?

Mr. EVANS. I think that the capital gains reduction would be the
best way, particularly where risk capital is involved. I think the
corporate tax reduction would also stimulate investment, but if I
would have to rank them, I would rate the reduction of capital gains
tax ahead of reduction of corporate income tax.

Senator BYRD. Would the other members of the panel concur?
Mr. ECKSTEIN. Well, I do not think there is any question that a

capital gains reduction would be more helpful to risk ventures than
reduction in the corporate rates. However, this is not the only form of
capital gains reduction which is open to the Congress, and I really do
not see how you can focus the tax relief so exclusively on the upper
income component of the capital gains recipient.

Mr. CIMINERO. I would concur that it is surely a way of fostering
increased venture capital. As to the incidence across income brackets,
that is outside the realm of analysis that we can quantify, being
rather in the realm of political discourse.

Senator BYRD. Thank you, gentlemen. I yield to Senator Packwood.
Senator PACKWOOD. Gentlemen, let me read a colloquy between

Secretary Blumenthal and myself yesterday relating to your studies
and then ask you to comment on it. This was after I had indicated to
the Treasury that I had predicted in 1969 that revenues would go up
when we increased the capital gains tax, and they did not, and indeed
Treasury had been wrong and, indeed, SIA had testified at the time
that revenues would go down, and they turned out to be right.

Senator PACKWOOD. "You have seen the studies of Chase, Merrill Lynch, SIA-
and, as I understand, Dr. Eckstein, that is your study-and Turay, all of which
show revenue increases in the second year ranging from $7.3 billion to $1 billion,
but all of them increases. In your estimation, they are all wrong?"

Secretary BLUMENTHAL. "That is correct, because they assume stock market
increases of 40 percent in one instance and 20 percent in another."

Senator PACKWOOD. "Only 4 to 6 percent in the case of Merrill Lynch."
Secretary BLUMENTHAL. "And 4 to 6 in the third."
Senator PACKWOOD. "That is not an exorbitant increase in stock market

prices."
Secretary BLUMENTHAL. "Well, the fact is, Senator, nobody knows. These are

assertions. Nobody knows that they are. Therefore, we can come up with any
result we want if we are willing to assume that the stock market will go."

"We looked at the stock market and we saw that, in the past, there was no
correlation."

Senator PACKWOOD. "Nobody knows then, including Treasury."
Secretary BLUMENTHAL. "We looked at the past. In effect, the past has shown

no correlation, so we certainly know it is wrong to assume a correlation that never
existed in the past."

Senator PACKWOOD. "What information are these other studies based on-
referring to your three studies?"
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Secretary BLUMENTHAL. "I do not know what they looked at. I think they just
programmed their computer to cope out with a certain result."

Senator PACKWOOD. 'You think they programmed their computers to come up
with a certain result?"

Secretary BLUMENTHAL. "That seems to be the case."
Senator PACKWOOD. "They had a conclusion they wanted to reach and they

skewed the figures to make sure they reached that result?"
Secretary BLUMENTHAL. "They have to speak for themselves as to how they

get the 40 percent."
Senator TACKWOOD. "No, you've spoken for yourself, and I understand now

what you are saying. These are to be dismissed because of the deliberate factual
inaccuracies programmed to reach a preconceived conclusion."

I am curious about your comments on the Secretary's charges on
your study.

Mr. EVANS. In general, I would say that I did not agreee with
everything that the Secretary said.

First of all, I would like to point out that the claim that the Treasury
does not know what we are doing is a direct flaunting of the facts. I
think someone from the Treasury Department has called Chase
Econometrics every day for the past 2 months-where did we get
our data, and what were the data series and how come they were not
up on time sharing; well, actually, they were; well, we will go on to
the next question, and how did you run the regression?

The point is that they went through our data and they duplicated
our results exactly and they called back and checked on it about 15
times, so-"t not correct to say that they did not know what went into
it.

Not, it seems to me that if the Treasury was on firm ground-they
ran hundreds of regressions to test this thing out and they would have
presented some alternative formulations which indicated the lack of
importance of the stock market. But my guess is that they were not
able to do this, so they just dismissed it and said, well, we cannot find
any correlation and we do not know what is in there-which is not
true, because, as I said, they called and checked on every facet of our
equation and ran in 100 times.

So, in my opinion, the colloquy which you read is more or less an
admission of defeat, that even though they tried to get rid of the
capital gains term, it would not go away.

Senator PACKWOOD. Well, it is more than that. The Secretary is
basically saying that you are all hired guns and that you have been
paid to come to the conclusion that the decrease in the capital gains
tax will produce more revenue because the people who have hired you
stand to earn lots of money if that conclusion is justified.

Mr. EVANS. Well, I guess that is one man's view. It certainly would
not be my view.

I think that Secretary Blumenthal has changed his opinion. When he
was at Bendix view; when he was at Treasury, he took the opposite
view until Eizenstat got to him. If you want to talk about changing
one's mind for political purposes, I think Secretary Blumenthal might
have to stand accused in that very same dock.

As far as my own work on capital gains and productivity, my views
on the slowdown in productivity because of a lowering in the invest-
ment ratio, because of higher taxation rates and capital gains have
been known for at least 5 years. If Blumenthal did not care to read my
earlier work, this is up to him, but this is not a Johnny-come-lately view
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of mine. It has been in the work for many years. And I think that any
reasonable economist would come to the conclusion that investment
has slowed down because of higher tax rates and that this has had a
negative effect on the economy.

'rhe productivity rate is only half of what it used to be before we
raised capital gains taxes. You cannot get away from that.

As far as the hired gun goes, I guess that is a gratuitious comment,
and I-

Senator PACKWOOD. That is my description. He did not say that.
Mr. EVANS. He did not say that.
Senator PACKWOOD. He just simply said you took the conclusion

you wanted to reach and then just put the figures into your computer
to make sure that that conclusion was reached.

Mr. EVANS. Well, we ran a careful statistical analysis and the
results might'have come out otherwise. A lot of the results that we
come out with do not agree with various political affiliations that
we have, and this happened to be one that was in favor of capital
gains.

Furthermore, the fact is that Blumenthal himself used to be in
favor of this, and it is only recently that he has changed his mind.

Senator PACKWOOD. I guess the thing that galls me is that I have
been 6 years on this committee and I was 8 years on the Banking
Committee and I have listened to Treasury over the years-this
Treasury and the Republican Treasury, it does not matter which
Treasury. They have one endemic economic disease and that is they
are usually wrong.

How Treasury can come here year after year in the light of their
past estimates and continue to say that they are the only ones that
are right is beyond comprehension. I have no other statement.

Senator BYRD. Senator Hansen?
Mr. ECKSTEIN. Senator, may I respond to that question as well?
Senator PACKWOOD. Yes. It was levied at all of your studies.
Mr. ECKSTEIN. In our own case, in none of the studies with which

DRI has been associated have we asserted that the stock market
would respond by as much as 40 percent, even if capital gains taxation
were completely terminated. We really do believe that that is an un-
reasonable viewpoint which really, in essence, implies that the only
thing that went wrong in our economy since 1965 is the change in the
tax law.

Now, we also fought in Vietnam and Cambodia. We had OPEC.
We had inflation going from 1 to 7 percent. And all of these matters
also impacted upon the correct choice of price-earnings multiple.

The basic DRI studies were done at our own expense in August of
1977. My own testimony here is strictly my own doing and I really-I
think the Secretary got carried away a bit.

Senator BYRD. May I make a comment at this point? It is a very
serious charge, that the Secretary of the Treasury has made against
you three gentlemen when he says "I think they just programed their
computers to come out with a certain result."

Did you want to comment on that?
Mr. CIMINERO. Yes. May I have an opportunity to respond to that?
That is a serious allegation and it .implies that we plugged in the

results and solved for the assumptions, which is quite the opposite of
what was done.

33-578 0-78--- 14
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This study was done for Merrill Lynch and Co., but at no point was
I, in any way, coerced or given any guidance on what the results

could, should might or would otherwise be. I suppose if the results
came out to be insignificant I would not be here testifying today,
however. Throughout the study we attempted to minimize the impact
of the capital gains tax reduction, yet, because of the treatment-the
explicit treatment of the cost of equity capital in the Merrill Lynch
Economics model-the effects are on fairly solid economic grounds,
certainly.

In general, the market increase of only 4 to 6 percent results
largely from the fact that it is assumed that the market value, the
present value, will only increase by an amount that represents the
increased discounted present value of future after-tax capital gains.
If the taxrate is lowered, the yield from any future after-tax capital
gain will be higher. And it is only this understated revenue differential
fow to the investor that is allowed to affect current market values.
No attempt is made to assess any follow-on effects-follow-on effects
of the type which have been discussed here-which would increase
stock market values above those levels.

As a further point, we, too, at Merrill Lynch Economics have been
called several times over the last few weeks concerning the details
and the methodology used. And I might add that there was a general
indication from Treasury staff that the techniques we used were both
on fairly solid grounds and on grounds on which they had no partic-
ular technical quarrel.

Now, finally, I would guess that one could say that the static
revenue estimation procedures used by the Treasury would themselves
result in a foreordained conclusion. You need not go through any
elaborate calculation to discover that, leaving realizations unchanged,
if the Government were to decrease the tax rate, revenues would fall.
That is a preordained result. On the other hand, such a technique
would indicate that if capital gains tax rates were increased to 100
percent, capital gains tax revenues would rise to the full amount of
realization, an absurd conclusion.

Senator BYRD. Dr. Evans, did I understand you to say that
Secretary Blumenthal favored the reduction in the capital gains tax
until his mind was changed by Mr. Eizenstat?

Mr. EVANS. I drew that conclusion from various statements that
he ,made in the last few weeks, and earlier than that, yes, he did say
that.

Senator BYRD. Thank you.
Senator Hansen.
Senator HANSEN. Assistant Secretary Lubick in an interview

in the June 26 issue of U.S. News and World Report noted that if
Treasury in its analysis of revenues did anything but assume a static
economy it would be accused of doctoring the numbers, or some kind
of bad faith.

Do you think it is a correct approach to assume that behavior
does not change when a variable as significant as a tax law changes?

Dr. Evans, do you want to comment on that?
Mr. EVANS. Yes, thank you.
I have also heard that said, that the Treasury tax people say that

their sole aim is to simply perform a static analysis, but I believe
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that that is a bad rule in general, but in the case of the capital gains
it is even worse, because here we are talking about a unique situation,
which is to say that the owner of the capital asset has an option of
whether to sell or not.

If you are talking about taxing personal income, if you make more
income, basically, you have to pay higher taxes; you have no option.
But in this case, there is a very definite trade-off. If capital gains
taxes rise, then the owner of the asset simply holds onto it. And that,
really, is the fundamental determinant of capital gains taxes, just as
important as the value of the stock market or the value of real estate.

Ignoring that completely begs all analysis. If you are going to
assume that away at the beginning, I say you may as well not do the
rest of the analysis.

Senator HANSEN. Mr. Ciminero, would you like to comment?
Mr. CIMINERO. Well, I am in general agreement with what has

been said here. I am not sure what I can add to it except, again, no
attempt was made in our study to assess any kind of follow-on reali-
zations of longer term capital gains that may result from positions
that may have been established a year or so rior to the enactment of
the legislation and certainly that sort of follow-on gain would occur.
And I would agree that the reportable income, in this case from capital
gains realizations themselves, are highly at the discretion of the
taxpayer.

Senator HANSEN. Dr. Eckstein, I think it was you who observed
that Presidents Eisenhower, Kennedy, Johnson, and Ford each, at
some time or another, had recommended a change in the tax law and
there were some consequences that followed on that would seem to me
to be at variance with the static assumption that Assistant Secretary
Lubick takes in that context. Would you care to comment?

Mr. ECKSTEIN. The changes, not only recommended but enacted
under those Presidents, all stimulated investment by reducing cor-
porate income tax, principally for capital-intensive large companies.
None of these Presidents recommended any legislation, to my knowl-
edge, that would have encouraged the use of the market for invest-
ment, or the private investor or private capital formation.

Let me add one other point. On this question of the Treasury's own
tax studies, our whole society is dependent upon the basic work that
the Treasury staff does, and it is a very high quality staff. Now, on
this question of revenue and this capital gains change, it really is
impossible to determine what the realization response will be and what
the indirect repercussion effects of revenues will be.

The Treasury cannot serve the Congress properly, or the Joint
Committee on Taxation, if it makes some completely arbitrary as-
sumption about what happens to the stock market volume. I think it
is good that there are outside viewpoints, along with the Treasury's
viewpoint, that the Congress can consider and I would urge you not
always to follow the Treasury's advice, but we really all are depend-
ent on the basic work of the Treasury.

Senator HANSEN. I had one other question, Mr. Chairman.
Much of the Treasury's objection to this bill is based on the fact

that the average effective tax on capital gains is well below the 25-
percent maximum we seek-I think yesterday Secretary Blumenthal
spoke about 15 percent as being something like the average.
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From an individual investor's point of view, does it do any good to
consider the national average tax rate?

If I could just add one further word, I think that the point has been
made here, l)erhaps repeatedly, that in these expanded income analy-
ses which Treasury uses, a person may become a taxpayer in the
$100,000 income bracket only once in his life-I called attention
yesterday to that fact.

So in that context, or whatever context you would like to respond,
I would ask you if, insofar as an individual taxpayer is concerned,
the fact that the national average may be 15 percent may, indeed,
not apply to him. That would be my personal feeling. Would you care
to comment?

1Ir. EVANS. Yes. Well, I think economists of all political persua-
sions and stripes have usually agreed that the marginal analysis is the
correct way to proceed and that we have to look at the tax rates on
the margin and, in fact, we have to look at wage costs on the margin,
interest rates on the margins and factor prices of all sorts. Until quite
recently-until, in fact, yesterday-this was the way in which eco-
nomic analysis was usually done. So I see no grounds to suddenly
switch over to a new mode of analysis and -I would continue to believe
the marginal rates are the important one.

Mr. CIMINERO. I would concur. The question is, for the next dollar
of capital gain, how much do I pay in taxes? And that is the key
comparison. Similarly, the firm has the question of for the next dollar
investment, how much return results?

As an aside, the calculations given, I believe, in table 1 of the
Secretary's testimony compute mean tax rates. A preferable calcula-
tion would be an average marginal tax rate.

Third, the weighted mean tax rate that is used there is based on a
realizations profile across income categories that are presumably based
on realizations at the upper income levels. If the tax law were changed,
realizations at the upper income levels would increase; therefore, the
weight given to their higher marginal tax rate would increase.

Senator HANSEN. Mr. Chairman, I wonder if Dr. Eckstein would
be also permitted to respond?

Senator BYRD. Yes, fine.
Mr. ECKSTEIN. To me, the heart of the matter is that the taxed

individual has really left the stock market. The public has been a net
seller of stocks for at least 10 years and it has become, really, largely
in the hands of untaxed institutional money.

Now, they have a marginal rate also which is zero. At least there is
a chance, if there is some kind of capital gains relief, that the public
will begin to come back and take an interest in the stock market.

Senator IhANsEN. Thank you very much.
Thank you, Mr. Chairman.
Senator BYRD. Senator Packwood?
Senator PACKWOOD. I just wanted to ask the panel to do one thing.

I want to make sure you have a copy of Secretary Brill's testimony,
which will come later. In his appendix on methodology are his com-
ments Upon the assumptions that you gentlemen have made. I would
appreciate it if you could respond in writing to the committee, respond-
ing to his attacks on your methodology. Thank you.
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[The following was subsequently supplied for the record :]
RESPONSE TO THE TESTIMONY OF THE HONORABLE DANIEL H. BRILL ASSISTANT

SECRETARY OF THE TREASURY FOR ECONOMIC POLICY, BY OTTO ICKSTEIN

This statement is submitted in response to a request by Senator Packwood
made during the hearings of June 29, 1978.

Secretary Brill's statement does not deal with DRI's tax analyses of September
1977, nor could it deal with the testimony presented before the Committee since
this material was not available. Secretary Brill reviewed the Securities Industry
Association (SIA) study which was conducted on the DRI model.

The SIA assumption is generally consistent with the analyses in my testimony.
SIA assumes a 20% increase in the stock market for a complete abolition of the
capital gains tax. My own calculation for the effect of a $2 billion reduction of
capital gains tax, a reduction of about one-fifth to one-quarter, shows that a 4%
rise in the stock market would be rational. This corresponds roughly to the SIA's
20% assumption for a complete termination of the tax. My testimony goes one
step further in showing the impact of alternative stock price assumptions, both
if the market over- and under-reacts.

The aggregate effect of the stock market change on the economy was fully
presented in the SIA study on two bases: with an accommodating monetary policy
and without an accommodating monetary policy. The results without the accom-
modating monetary policy in thd SIA study are dramatically smaller. The tech-
nical appendix attached to my testimony explores three monetary assumptions:
full accommodation defined as unchanged interest rates, accommodation in terms
of unchanged bank reserves (which Would allow the economy to increase the actual
demand and supply of money through higher activity levels and prices), and
finally a completely non-accommodative policy in which the Federal Reserve
tightens up its interest rates to leave the money supply unchanged despite the
tax cut. The range of outcomes can be seen to be quite wide, depending on the
assumption. One cannot reach a completely firm conclusion on this matter becau.;e
the Federal Reserve has expressed sympathy for increased capital formation.
Chairman Miller's preferred strategy is more generous depreciation allowanct-s,
which falls in the tradition of the Eisenhower-Kennedy-Johnson-Nixon-Ford-
Carter approach of betting all of the investment stimulative resources on the
retained earnings of large, capital intensive corporations, rejecting the market
approach to capital formation. Apparently, if the Congress wants to foster a
stronger capital market, it will have to do so without the benefit of Administration
or Federal Reserve support.

R ESPONSE TO SECRETARY BRILL'S COMMENTS ON THE CAPITAL GAINS TAX
ANALYSIS OF MERRILL LYNCH ECONOMICS, INC.

Mr. Chairman and Members of the Sub-Committee: This response was re-
quested by Senator Packwood during my testimony before the Senate Finance
Sub-Committee on Taxation and Debt Management of June 29, 1978. In the
course of the hearings on reductions in the capital gains tax, rate, Secretary
Brill elaborated on charges, made by Secretary Blumenthal the prior day, that
three separate studies of S. 3065 were, at best, tainted and perhaps even
deliberately misleading.

I cannot answer for the other two studies he referred to but will limit my dis-
cussion to charges directly leveled at the Merrill Lynch Economics study. Gener-
ally these charges can be summarized as follows:

The Merrill Lynch Economics study "assumes" a rise in the stock market of
4 to 6 percent

The study also "assumes" that the cost of equity capital declines by 25 to 30
basis points

The historical record shows no correlated effect of changes in capital gains tax
rates on stock prices

Thus the initial "assumption" of the stock market effect is spurious
hus the entire subsequent analysis of economic impact collapses.
he first two "assumptions" listed above were never assumptions in the Merril

Lynch Economics study. The "Methodology and Assumptions" section of my
written testimony delivered June 29 makes clear that the stock market effects
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were calculated from a carefully constructed discounted present value analysis
of after-tax capital gains accruals. The resultant stock market effects were not
assumed but the result of the detailed analysis presented there. In persisting to
characterize the stock market effects we calculated as "assumptions ', Secretary
Brill must be, at best, uninformed regarding this information which we carefully
conveyed to his staff in the course of at least a dozen telephone calls we received
during June.

Also in the course of these telephone conversations, staff members made it
clear that they agreed with the methodologies we employed and, furthermore,
even agreed with the magnitude of the stock market effect we calculated.

The staff's implicit agreement with our methodology is also indicated on page 4
of the appendix of Secretary Brill's testimony where our methodology is used to
compute the stock market effect of eliminating the capital gains tax (up 9 to 12
percent). This point was used to " * * * cast further doubt on the reasonableness
of the 20 percent rate assumed by SIA and the 40 percent rate derived from the
Chase equation." The point here is that if his staff knows our methodology can
be used to calculate the stock market effect of eliminating the tax why does the
verbal testimony characterize our market analysis as an assumption-simply to
convey the impression that the magnitude of the market effect is arbitrarily
pulled out of the air?

The assertion that there is no relationship between the stock market and changes
in capital gains taxes is, itself, groundless. How can the value of a stock certifi-
cate be entirely unrelated to the future tax one must pay wlien one sells it?
In my testimony, Exhibits I and II show that the effects of capital gains tax
changes on the market historically is significant, though modest. The lack of
historical correlation asserted by Treasury might result from the fact that this
modest effect is usually "swamped" by other factors that swing the market to
extremes. Nevertheless, its effect is significant and of sufficient magnitude to
lead to the beneficial economic impacts recorded in the Merrill Lynch Economics
study.

A more important point to be noted is that, for the range of reduction recom-
mended in S. 3065, the stock niarket gain alone creates more in potential capital
gains tax liability than the statically-estimated $2.2 billion shortfall calculated by
the Treasury. Importantly, the testimony of Dr. Martin Feldstein stated that,
even if one assumes no market increase, the tax rate reduction alone would cause
initial and follow-on additional capital gains realizations sufficient to exceed the
statically-estimated revenue loss.

Senator BYRD. Serrator Roth.
Senator ROTH. Thank you Mr. Chairman.
I was very much interested in your recommendation that we try to

broaden the capital gains tax relief to include housing.
As a matter of fact, I have a bill which I am dropping in today that

would exempt the sale of homes from taxation to accomplish exactly
what you are proposing. I might say any of my colleagues here who
want to join me in this, I would be happy to have them as cosponsors.
I think it is an important change and one that, as I understand it, is
followed in many countries abroad, including Germany and Japan.

The other aspect of your statement that is of great interest,, I think,
to a number of us here on this side of the aisle has been indexing.
Senator Dole and myself have both talked a great deal about this.

As I understand it, what you are proposing is the indexing of capital
gains taxation. Is that correct?

Mr. EVANS. Yes, Senator.
Senator ROTH. I would say that I have great sympathy for that.

One of the problems I have with our tax system is that much of our
taxes are due solely to inflation. Just take the average person today
who makes $20,000. Ten years ago, that was the equivalent of $11,000
or $12,000, so he has been pushed into a much higher tax bracket.

One question I have of you, do you think that this indexing should
be across the board or just limited to capital gains, or what?
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Mr. ECKSTEIN. We cannot really afford a full across-the-board
indexing because the revenue loss is very large and it is a very massive
change in our tax system. There is a special case for capital gains
because most forms of income by now really do respond to inflation,
whereas in the case of capital gains, in recent years, there really have
not been any on average, so the tax is entirely levied, at the moment-
virtually entirely levied-on inflation created changes in valuation.

Also, the Government has really been remiss in not giving the
ordinary person a way to hedge against inflation. It has never issued
a bond that is escalated. It has made it very difficult. And so the
ordinary person has no way to hedge against inflation and the value
of his or her savings is destroyed, gradually.

Well, here is a way, at least a small beginning, especially if you
begin with the individual home, perhaps.if you extend it to a capital
gains adjustment of perhaps, initially, limited amounts of capital
gains, that they be valued at the Consumer Price Index. Here would
be way that the individual could protect his savings.

Mr. EVANS. I certainly agree that it should apply to capital gains.
I have to say that, to me, it is very unfair to people in the private
sector who many times do not even get full cost of living adjustments,
and yet they are finding themselves being pushed to a higher tax
bracket. To me, this is one of the greatest inequities to the working
people of America.

Mr. ECKSTEIN. Well, we feel strongly that the personal income tax
must be lowered periodically, including, hopefully, this January 1. But
in the personal income tax, we are doing it informally with a periodic
tax bill. It is not that we are leaving it completely unchanged.

In the case of capital gains, we have run the other way. We have
raised the taxes as inflation really destroyed the capital value.

Senator ROTH. One of the most serious problems this country is
facing is, of course, this question of productivity. Yesterday in discus-
sions with the Secretary of the Treasury, he admitted that there was a
need of capital formation, but in what seems to be true too often with
the administration, they are only studying it. I am always suspicious
when people talk about studies, because I suspect that means they are
not going to do anything.

I would like to have your recommendations as to one, what can we
do about productivity and, to the extent that includes capital forma-
tion, what other measures the panel would recommend to make this
country more competitive with our foreign competition?

Mr. EVANS. First, Senator Roth, I would like to say just a word
about indexation. I have long been in favor of complete indexation of
taxes, from personal income taxes to evaluation of depreciation allow-
ances and replacement of historical costs and indexation of capital
gains. I just think that all of this cannot be accomplished all at once.
It would result, in a very substantial revenue loss and it would have to
to be accompanied either by other forms of taxation or by much stricter
limits on Government spending that are currently in existence.

So I think we ought to concentrate our efforts on the capital gains
tax now and move to the indexation in future years.

As far as productivity goes, I think that, besides increasing the
investment ratio, another factor which, in my opinion, has contributed
to the decline in productivity growth in the last decade has been the
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very sharI reduction n in research and development spending relative
to the GNP and, in iact, literally, funded R. & D. spending is no higher
in constant prices in 1978 than it wvas in 1966, even though the economy
has more than doubled in real terms.

And so I think that the priorities should be realined to give more
weight to federally funded R. & D. and also to provide investment tax
writeoffs for R. & D. in the private sector. I think that would help our
productivity growth substantially.

Mr. CIMINERO. I would say also that it is not just a question of
aggregate productivity growth but that the real question is the long-
term sustainable growth of the economy which depends on the con-
tinuous creation of new innovations and new industries.

The question is, where will the growth industries of tomorrow come
from? Where are these incipient industries today?

The answer is, their prospects are probably much depressed com-
pared to what they would be. Most of the questions as to the cost
of capital are hidden in the national income accounts when it comes to
focusing on venture capital, and the kinds of productivity analysis
done in aggregate focuses on the economywide concepts cutting across
many industries, some of them quite old and mature.

So there are other hidden benefits here, hidden from a strictly
quantitative viewpoint, that are fairly well known in terms of the in-
novation requirement, to keel) the economy productive and to keep
its products competitive, especially in the international marketplace.

Senator ROTH. Thank you.
Senator PACKWOOD. Senator Dole.
Senator DOLE. 'Most of the questions that, I had have been answered.

The increased capital gain rates became effective after the 1969 act.
In the 3-year period following 1969, there was a very significant rise
in the stock market.

How does that fit with the statements I have heard that by decreas-
ing the tax rate we are going to pump up the stock markets when we
had just the opposite effect?

"Mr. EVANS. Well, as a matter of fact, the stock market actually
declined very sharply in 1970, which was the first year--

Senator DOLE. The market reached its peak in 1973?
Mr. EVANS. Well, it reached its peak because of the tremendous

growth in the economy starting in 1971, which was fueled, in part,, by
the reinstatement of the investment tax credit and1 the liberalization
of (lel)reciation allowances which resulted in 20 percent taxes.

But the stock market ws pumped up, unfortunately, by the arti-
ficial growth which was generated for a short time by wage and price
controls, which resulted in a very rapid rate of growth in 1972 in real
terms when the price was artificially depressed; this resulted in lower
interest, rates which, again, gave an artificial boost to the market.

And once controls were taken off, as you are well aware, the stock
market collapsed, the economy collapsed, and inflation went to a
double-digit rate.

So we bought some time for a number of years, only at the expense
of a great dislocation later on.

Senator DOLE. Is that your view?
Mr. ECKSTEIN. Senator, there are many other influences on the

market besides the tax laws, and that is why I really fell back upon
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a kind of a simple calculation of the value that is created. And, given
a certain earnings and dividends stream and a certain interest rate
which you value it and a certain tax which you impose on that, you
can do a crude arithmetic of what the market ought to do, if it were
rational and there were no other disturbances.

And if you reduce the taxation of the income from stocks in all
forms by, say, 4 percent, then if the people, in the long run are rational
and these other erratic forces wash themselves out, you would expect
the market to respond by about 4 percent.

So I think it is really an untenable position to say that the market
will not respond to a change in tax law. People would have to be com-
pletely irrational to take that approach. On the other hand, once you
do that arithmetic, you realize that the stock market is not going to
jump by 40 to 50 percent if you change the tax by $2 billion.

Mr. CIMINERO. Theic are, of course, many factors affecting the
stock market. Our macromodel treats the spread between the return
on the S. & P. and the key new issue, AAA utility bond rate. The
variation in that, spread is explained by such factors as nominal cash
flow as a percent of replacement value of capital stock outstanding-
which attempts to capture the bias effects of not restating profits for
the effects of inflation en inventory valuation and current replacement
value of depreciation.

There are also indicators in this relationship for the capital gains
tax rate. We have intentionally assessed the effect of this tax rate at a
minimum, as an operating assumption for the study done here.

Obviously, the market can occasionally run to extremes and it
often does so, based on the effect of announcements of tax law changes
and the like. There is a iot of variance in the market itself that cannot be
explained by anything in particular other than some imputed running-
to-extremes based on changing expectations on the economic outlook.

But the analysis used here attempted to grapple with, and quantify,
on a rational, economic basis what true values in the market could
ravitate toward, given the tax law change. And the effect, as you
now, that we estimated was about 4 to 6 percent.
Senator DOLE. I am not sure I understand all of that, but that is

not a requirement around here.
President Carter said he would veto the bill if we change the

capital gains tax, and lie might. I do not have any indication, but
there is widespread sul)port for a change. The Senate bill has 60-plus
sponsors including, I imagine, everyone in this room. You are probably
talking to the saved this morning.

I would like to put a statement in the record, Mr. Chairman.
Senator PACKWOOD. Without objection.
Senator. DOLE. Thank you.
[The prepared statement of Senator Bob Dole follows:]

STATEMENT OF SENATOR BOB DOIE
Mr. Chairman, the hearings called by the committee today are to discuss

legislation which, if enacted, will have a dramatic effect upon our economic
growth. I commend the chairman for convening these hearings and for the
leadership of the Senator from Wyoming, Mr. Hansen, and the originator of the
capital gains tax roll-back, Mr. Steiger.

For too many years, the Federal Government has been trying to manipulate
the economy and individual investor decisions. We have seen the small investor
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abandon the stock market. Because of the small rate of return on investment
many small companies are being driven from business. Risk capital is difficult,
if not impossible, to obtain.

The roll-back of capital gains tax has been criticized by the administration as a
give away to the rich. However, I believe that in order to stimulate the stock
market, generate capital, and produce thousands of new jobs, the Federal govern-
ment must allow an individual to earn a profit. The anit-profit mentality on the
part of the administration in the long-run will bring our economy to a screeching
halt.

Mr. Chairman, for the past twenty years we have been trying to generate
investment and employment by simply priming the Federal pump. This has
been an obvious error. The Federal budget has increased 500% in the last 15
y ears. We have been haunted by nearly double-digit inflation for the entire decade.
It seems that every time the Federal government seeks to stimulate the economy,
the only thing which it achieves is to increase inflation.

The so-called Steiger amendment is quite imple. It would roll-back to 25%
the maximum tax on capital gains by eliminating capital gains from the list of
tax preference items subject to the minimum tax and by providing the 25% top
rate for all gains, rather than just for the first $50 000. For corporations, the top
rate would be reduced to 25% from 30%. The Congress should take note that
while the maximum tax on capital gains has doubled since 1969, the economy
has suffered from a combination of slow growth and fast inflation. I believe that
these ills have been caused by insufficient investment.

I think the President is making a serious mistake by threatening the Congress
with a veto on any legislation which contains added incentive for investment. A
roll-back of the capital gains tax in in the best interest for inflation weary Amer-
cans. I look forward to hearing the comments of the witnesses today.

Senator PACKWOOD. Are there any further questions?
Gentlemen, thank you very much, and doubly thanks for this infor-

mation. We are going to the floor and we will have a debate. The facts
you have presented to us will be most helpful.

[The prepared statements of the preceding panel follow:]
STATEMENT OF GARY L. CIMINERO, VICE PRESIDENT, MERRILL LYNCH ECONOMICS,

INC.

ECONOMIC IMPACT ANALYSIS OF THE INVESTMENT INCENTIVE ACT OF 1978 (s. 300)

Mr. Cairman and members of the subcommittee: This testimony is based on a
study conducted by Merrill Lynch Economics, Inc. which assessed the quantifiable
economic impacts of reducing the capital gains tax rate as put forth in bills pro-
posed by Representative William A. Steiger (HR 12111) and Senator Clifford P.
Vansen (S 3065)

A copy of that study entitled "Economic Impact Analysis of a Capital Gains
Tax Reduction", datedMay 4, 1978, is attached hereto, as part of the documenta-
tion for this testimony.

I. SUMMARY OF RESULTS

A. Key near-term economic impacts of the proposed capital gains tax rate reduction
The proposed rollback of the maximum tax rate on long-term capital gains from

current levels to 25 percent for both individuals and corporations would enhance
near-term prospects for economic growth while ultimately improving economy-
wide production capacity and productivity. Assuming the tax cut to be effective
in the third quarter of 1978, the aforementioned study assessed the near-term
economic impacts through 1980 as measured by the Merrill Lynch Economics
Macro Econometric Model. In a comparison with the Merrill Lynch Economics
Basic Forecast as a standard, the key economic impacts of the tax reduction
simulation included:

An acceleration in real GNP growth of 0.2 percentage points (3% percent versus
3.3 percent annual average growth).

A reduction in the unemployment rate from 5.7 percent to 5.5 percent through
the creation of 205,000 additional jobs by 1980.

A $3.2 billion increase in real business fixed investment of which $2.9 billion goes
into plant and equipment spending and $0.3 billion into residential investment.
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A decline in the Federal budget deficit of $2.3 billion in 1980.
A stock market increase of 4 to 6 percent based on a highly conservative stock

market valuation calculation, causing the cost of equity capital to the firm to fall
by 25 to 30 basis points.

A decline in long-term bond rates of 5 to 10 basis points.
Virtually every economic indicator in the model improved under the tax rate

reduction simulation. However, a few of the economic indicators recorded adverse
reactions to the tax rate rollback, including:

A slightly increased rate of inflation (up 0.1 percent over the standard forecast
in 1980) resulting from increased real demand.

A small increase in the Federal Funds Rate (up 10 basis points in 1980) re-
sulting from the assumption that Federal Reserve monetary policy does not ac-
commodate the heightened real activity with increased growth in monetary
aggregates.
B. Longer-term economic benefits

In addition to these near-term impacts, longer term beneficial impacts can be
inferred from the enhancement of real business investment. Heightened plant
and equipment investment outlays serve to improve productivity-the well-spring
of an improving standard of living-while expanding the overall capacity of the
economy to produce goods and services. As a bonus, both these effects would
combine to ameliorate the inflation problem in the longer term.
C. The capital gains tax and revenue-neutrality

A peculiar aspect of the.capital gains tax rate decrease is that, for the range
of decline proposed in the Hansen/Steiger bills, the tax cut is essentially revenue-
neutral. That is, the decline in the tax rate is essentially offset by the increase in
capital gains realizations allowing total tax revenues to improve as taxable income
and profits increase.

Because of limitations in data availability, capital gains and associated tax
revenue data are not explicitly included in the quarterly National Income Accounts
data which underlie econometric models. However, it is fairly easy to demonstrate
that, even with the understated stock market price increase of 4 to 6 percent above
the standard forecast, the incremental paper gains on equities alone amount to
$42 billion by the end of the 10-quarter forecast period. Using a conservative
estimate that the average (across income classes) of the marginal capital gains
tax rate could be as much as 36 percent below the maximum rate of 25 percent,
this yields a total incremental tax liability of $6.72 billion over the 10-quarter
period or $2.69 billion on an annual basis. This potential revenue estimate exceeds
the $2.2 billion static revenue loss estimated by the Treasury Department. Thus,
the understated incremental equities market gain alone involves potential tax
liabilities that exceed the static revenue loss estimate. In addition to the immediate
incremental gains estimated above, liquidation of longer term unrealized (locked-
in) gains in equities are likely. Assets other than equities should also experience
incremental gains and liquidation of locked-in gains. It is, therefore, easy to con-
clude that incremental total capital gains tax revenues could easily exceed the
statically-estimated $2.2 billion revenue short-fall.
D. Understatement of Economic benefits

The results presented here ultimately depend on assumptions made about
factors which are either nonquantifiable or, at best, difficult to assess. Throughout
the analysis, these factors have been gauged so as to err on the side of under-
stating the beneficial results:

The potential stock market strength has been minimized to that which is
quantifiable from the tax rate decline alone. Accordingly, stock prices rise only 4
to 6 percent above the level calculated without a capital gains tax reduction. An
even stronger stock market-with higher economic benefits than estimated here-
could ensue if a very large volume of capital gains realizations unfolds resulting
in a heightened "bull market" psychology as locked-in positions are liquidated.

The potential decline in long-term corporate bond rates, that could result from
the lower capital gains taxes and the improvement in balance sheets as more
equity is issued, has also been minimized. Accordingly, the average new issue
bond rate declines by no more than 10 basis points (0.1%).

The beneficial effects of rising values of other capital assets aside from stocks
and bonds has been explicitly omitted.
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R. Conclusion
Leaving aside such politically important questions as income distribution,

economic opportunity and the "fairness" and progressiveness of the income
tax-all of which are beyond the scope of this quantitative assessment-one is
led inexorably to the conclusion that the proposed capital gains tax rate reduction
would increase economic benefits pervasively and improve the allocation of
capital while increasing tax revenues and improving the Federal deficit. The only
quantifiable economic costs involve a slight increase in inflation and short-term
interest rates.

Obversely, leaving the current capital gains tax structure unchanged would
be to continue levying considerable opportunity costs on all segments of the
economy: fewer jobs; lower incomes; less production capacity and less productive
capital; lower government revenues-even from the capital gains tax itself-and
larger deficits; less efficient allocation of capital and lower capital gains income and
portfolio values both for capitalists and wage earners who invest directly in stocks
or have their pension savings invested in financial assets.

II. METHODOLOGY AND ASSUMPTIONS

A. Major channels of economic impact
The connecting causal thread running from the tax rate reduction to detailed

economic interactions and ultimately to measures of resultant aggregate economic
impact involves several key analytical stages:

I. A reduced capital gains tax will tend to increase current market prices for
capital assets.

II. In particular, the prices of financial assets-especially equity-will tend to
increase.

III. Increased equity and bond values reduce the cost of capital to corporations
and other private sector issuers.

IV. This reduction in capital costs stimulates investment in plant and equip-
ment.

V. The increased plant and equipment spending stimulates the economy leading
to enhanced real GNP growth, more jobs, higher tax revenues via ordinary income
and profits taxes, and greater productivity.

VI. The decline in the Federal deficit results from increased tax revenues and
reduced transfer payments-both effects arising from the stimulated economy.

VII. The decline in the capital gains tax rate should be substantially offset, in
revenue terms, by the expected increased capital gains realizations accompanying
a stronger equities market.

Of the stages listed above, the first two and the last are accomplished outside
the Macro Model while the other steps characterized the essential flows and
interactions within the Macro Model.

In particular, stages I and II involve an explicit valuation analysis of stock
prices. The current market portfolio price is viewed as the discounted present
value of: 1) expected future dividends net of income taxes and 2) a terminal sale of
capital representing a capital gain net of the capital gains tax (or a capital loss).
The market portfolio and corresponding dividends are taken as the Standard &
Poors Index of 500 Common Stocks. In the first stage of analysis, the historical
internal rate of return is calculated as that "yield to maturity" which equates the
price index to, the expected future after-tax flows. The resultant time series
represents the (after-tax) rate of return required by investors in equities.

On the other side of the equities market, the firm faces a current equity price
which its future expected dividends support. The corporate cost of equity capital
is that internal rate of return which equates the market price to future dividend
payments. This cost of capital is conceptually identical to the yield to maturity
concept calculated for bonds and is treated in the Macro Model as a higher risZ
class of long-term interest rate. Specifically, its equation in the Macro Mode
relates the "yield" spread (versus new issue AAA utility bond yields) to measures
of differential risk and return including after-tax cash flow return on replacement
value of net plant and equipment stock outstanding. Ultimately, the corporate
cost of equity capital together with bond yields are major determinants of business
fixed investment spending. As an aside, much of the deterioration in the stock
market in 1970 and after 1972 is explained by rapid increases in the cost of equity
capital which, in turn reflect large increases in return on competing long-term
securities: in the model, this is represented by the yield on new issue AAA utility
bonds. A much smaller role in recent "bear" markets can be ascribed to capital
gains tax increases. This is quantified later.
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To calculate the effect of a lower capital gains tax rate on the stock market
and equity capital costs, the following steps were applied:

Given the after-tax investors' required rate of return compute the stock market
index as the discounted present value of after-tax dividends and terminal after-tax
capital gains. The market index so-computed will be higher since the lower
capital gains tax rate will result in a larger after-tax capital gain.

Given the higher market value computed from the first step, computed the new
corporate cost of equity capital as the internal rate of return which equates the
new higher market price with the expected dividend payments. Since these
dividend payments were left unchanged in the first step, the higher market price
causes the cost of equity capital to fa!l.

At this point, the lowered cost of equity capital is entered as a downward
adjustment to the corporate cost of capital equation in the Macro Model (an
autonomous shift add factor). The resultant downward shift in equity and debt
cost is the key lever which leads to enhanced business fixed investment and
ultimately, leads to the economy-wide effects calculated in the Macro Model
simulation. This part of the analysis corresponds to stages III to VI presented
earlier.

As an aside, the direct effects of lowered equity capital costs are limited to the
business investment sector. That is, the higher stock market does not directly
affect the consumption functions since there are no wealth variables in these
functions that explicitly consider the equity component. Also, since results of the
last stage (VII)--which concerns the revenue-neutral calculation done outside
the model-indicates that the capital gains tax rate cut is more than offset, in
revenue terms, by increased capital gains and capital gains realizations, the
required autonomous adjustment for personal and corporate capital gains tax
payments in the Macro Model is zeo: i.e., it is a "wash". Therefore, the stimula-
tion apparent in the economic outlook under reduced capital gains tax rates does
not result from the "multiplier" properties of a tax cut per se, since the tax cut is
essentially zero-in fact, tax revenues rise on net. Rather, the stimulation results
from increased investment incentives which lead to enhanced business fixed
investment. The "multiplier" properties are, essentially, those of the business
fixed investment multiplier.

B. Assumptions on tax law change
The study determines the economic impacts of a roll-back to 25 percent in the

maximum long-term capital gains tax rates for both corporations and individuals.
In effect, such a reduction would be accomplished by: 1) removing the 50 percent
of the long-term capital gains item from the "'list of preferences" for the minimum
tax calculation and by 2) dropping the maximum rate from 35 percent (30% for
corporations) to 25 percent. This would lower the maximum rate to the level in
force before 1970.

The actual drop in tax rate for a given taxpayer would, of course, depend on
the amount of long-term capital gain, the tax bracket, and other preference totals
for the minimum tax calculation. In the extreme case, the current maximum tax
can approach 50 percent I but tax data suggest that the amount of gains taxed at
this rate must be very small. In fact, the weighted average of marginal tax rates
on individual capital gains has been computed to be as much as 36 percent below
the maximum rate.2 This implies that a very large number of taxpayers are in the
tax brackets with marginal rates below the maximum.

Also in support of this contention is the fact that only about 31 percent of the
estimated individual capital gain tax revenues collected in 1968 were computed at
the maximum rate; However, in 1969, the last year before the stepped increases in
maximum rates began, maximum rate revenues were 56 percent of total individual
capital gains, suggesting that high income investors were liquidating long-term
gains before the tax rates increased. 3

The 1969 surge in capital gains tax revenues computed at the maximum rate
also suggests that the upper income taxpayers can (and do) significantly adjust
the timing of capital gains realizations, at their discretion, in reaction to changes
in the legislated maximum rate. This "announcement" effect which tends to

'James W. Wetzler in Joseph A. Pechman, ed., "Comprehensive Income Taxation," The
Brookin gs Institution. Washington, D.C., 1977: 1p 115f.

2 Luigi Tambini in Ilarberger and Bailey, eds.. "The Taxation of Income from Capital,"
The Brookings Institution, Washington, D.C., 1969: p. 206, table 2 (for 1965).

3 Estimates of total individual capital gains tax revenues taken from Joseph A. Pechman,
"Federal Tax Policy" (third edition) table C-13, p. 352. Estimates of capital gains revenues
at maximum tax rates taken from "Statistics of Income, Individual Income Tax Returns,"
1968: p. 92, chart 3A ; 1969: p. 120, chart 3A.
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increase long-term capital gains realizations in the period immediately prior to a
tax rate increase, would tend to postpone capital gains realizations in the period
immediately prior to a forthcoming tax rate decrease. However, after the rate
decrease is in effect, postponed capital gains would come to realization in a surge
which would increase tax revenues collected at the maximum rate. This would
also tend to foster higher stock market volume, increasing the market above the
levels already enhanced by the improved future after-tax long-term gains which
the lowered tax rates generate.
C. Effects on the S. & P. 600 market index and the corporate cost of equity capital

Exhibit I, shows the calculated historical effect, on the S. & P. 500 stock price
index, of the phased increase in the maximum capital gains tax rate over the period:
1970-first quarter through 1978-first quarter. As can be seen, the average effect of
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the lower tax rate serves to increase the market index a relatively modest 2-3%
percent above the actual levels. This effect captures the increase in market value
that would have arisen only from the reduced tax on future capital gains proceeds.
For a given future selling price, the lower capital gains tax will increase after-tax
proceeds from a future sale of the asset. Since present market price is the discounted
present value of all net proceeds anticipated from owning an asset, the lower tax
will tend to increase the current price of that asset. The current increase would be
all the greater if the tax reduction also increased future expected (speculative)
selling prices. It is in this sense that the current analysis conservatively states the
effect on current market value of a lower capital gains tax rate since it explicitly
ignores the potential enhancement of future selling price expectations.

Exhibit I1 presents the corresponding effects on the corporate cost of equity
capital. As can be seen the higher market price (under the lower tax rate alter-
native) results in a correspondingly lower cost of equity capital. As conservatively
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calculated here, the historical effect would have reduced this key capital cost rate
by about 10-20 basis points (that is, by about 0.1 to 0.2 percentage points).

It is via this reduced cost of capital that the main stimulative effects on business
fixed investment occur in the forecast period. This can be seen in the forecast
periods of Exhibits I and I wherein the reduced capital gains tax rate respectively
increases the market price by about 4-6 percent and decreases the cost of capital
by about 25 to 30 basis points.
D. Effect on long-term corporate bond yields

The reduced cost of equity cap italwould tend to increase new stock issues and/or
raise earnings retention rates. As a result, debt/equity positions of corporations
would tend to decline, thus having some attenuating effect on market bond yields.
This effect is relatively minor, however, as bond yields are reduced by no more
than 10 basis points in the forecast interval. However, this decline in bond yield
combines with the more substantial decline in equity cost to reduce the weighted
marginal cost of capital which fosters the enhanced capital expenditures.

III. SUMMARY OF ECONOMY-WIDE IMPACTS

Exhibit III presents a comparison, for several key economic indicators, of the
Merrill Lynch Economics May Basic Forecast through 1980 versus the lower
Capital Gains Taxes simulation. The tax rate decrease is assumed to be effective
as of the third quarter of 1978.

EXHIBIT III.-KEY ECONOMIC INDICATORS; COMPARISON OF FORECASTS: LOWER CAPITAL GAINS TAXES
VERSUS BASIC FORECAST

[All dollar values in billions of 1972 dollars unless otherwise noted

1978 1979 1980

Real GNP:
May basic forecast ------------------------------------------- $1, 381.2 $1,415. 1 $1, 474.5
Lower capital gains taxes ....................................... 1,381.4 1,417.9 1,478.7

Difference ---------------------------------------------- . 2 2.8 4.2
Percent difference ......................................... 0 .2 .3

Percent change in real GNP:
May basic forecast ------------------------------------------- 3.3 2.5 4.2
Lower capital gains taxes ....................................... 3.3 2.6 4.3

Difference .............------------------ "------------- 0 .1 .
Employment (1,000 of employees):

May basic forecast ........................................... 93,748 95,286 98. 460
Lower capital gains taxes................-------------_-------- 93. 753 95,380 98, 665

Difference ........................................... 5 94 205
Percent difference ......................................... 0 1 .2

Unemployment rate (percent):
May basic forecast ............................................ 6.3 6.6 5.7
Lower capital gains taxes ....................................... 6.3 6.5 5.5

Difference ................................................ 0 -. 1 -. 2
FRB industrial production index (1967 equals 100):

May basic forecast. ...................................... 14?.3 144.9 154.8
Lower capital gains taxes...--.....-"--------------------- 142.4 145.4 155.6

Difference --------------------------------------------- .1 .5 .8
Percent difference ......................................... 1 .3 .5

Federal defkit (billions of dollars):
May basic forecast ....................................... (59.0) (71.9) (60.3)
Lower capital gains taxes ................................... (59.0) (71.0) (58.0)

Difference ................................................ 0 .9 2.3
Percent change in GNP deflator:

May basic forecast ......................................... 6.6 6. 3 6.2
Lower capital gains taxes. .................... 6.6 6.3 6.3

Difference ........................................... 0 0
Percent change in the Wholesale Price Index:

May basic forecast........................................ 6.8 5.6 5.9
Lower capital gains taxes.................................... 6.8 5.5 6.0

Difference ............................................. 1 .1
Fixed business investment:

May basic forecast. ----_---_--------- .................. 190.8 191.9 203.6
Lower capital gains taxes..................................----- 190.0 193.1 205.5

Difference .............................................. .1 1.2 1.9
Percent difference ........................................ 0 .6 .9
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EXHIBIT I11.-KEY ECONOMIC INDICATORS; COMPARISON OF FORECASTS: LOWER CAPITAL GAINS TAXES
VERSUS BASIC FORECAST-Continued

IAII dollar values in billions of 1972 dollars unless otherwise noted]

1978 1979 1980

Investment, producers' durable equipment:
May basic forecast-------------------------. 91.7 93.4 96.3
Lower capital gains taxes------------------------------91.8 94.2 97.8

Difference ----------------------------------------------. 1 .8 1.5
Percent difference --------------------------------------- . 1 .9 .2

Investment, nonresidential structures:
May basic forecast ------------------------------------------- 41.3 44.2 44.8
Lower capital gains taxes .............................. 41.3 44.4 45.1

Difference ------------------------------------------------
Percent difference .........................................

Real consumption expenditures:
May basic forecast ............................................
Lower capital gains taxes .......................................

Difference -----------------------------------------------
Percent difference .........................................

Standard & Poor's 500 stock price index (end.of-year level):
M a y b a s ic fo re c a s t . . . . . . . . . . . . . .... . . . . . . . . . . . . . . . . . . . . . . . . . . .
Lower capital gains taxes ......................................

Difference ................................................
Percent difference .........................................

New issue rate, AAA utilities (percent):
May basic forecast ............................................
Lower capital gains taxes --------------------------------------

Difference ---------------------------------------------
Federal funds rate (percent):

M ay basic forecast... .. .. .. .. .. .. . .. .. .. .. .. ..
Lower capital gains taxes .......................

Difference ------------------------------------------------

0
0

.2

.5

891.2 917.3
891.3 918.2

.1
0

85. 0
88.8

.9

.1

101.4
107. 1

.3

.7

953.2
954.8

1.6
.2

110.0
114.7

3.8 5.7 4.7
4.5 5.6 4.3
8.93 8.83 8.18
8.91 8.73 8.12
-. 02 -. 10 -. 06

7.25 6.47 6.34
7.22 6.46 6.44

-. 03 -. 01 +.10

M11ERRILL LYNCH ECONOMICS, INC., ECONOMIC IMPACT ANALYSIS OF A
CAPITAL GAINS TAX REDUCTION, MAY 4, 1978

I. SUMMARY OF RESULTS

A roll-back in the maximum capital gains tax rates from current levels to 25%
for both individuals and corporations, effective in the third quarter of 1978, would
have the following beneficial effects on the economic outlook through 1980: Im-
proves the average rate of growth of real GNP to 3.5% as compared with the
3.3% rate forecast under the current tax law, reduces the unemployment rate from
5.7% to 5.5% through the creation of 205,000 additional jobs by 1980, reduces
the Federal budget deficit by $2.3 billion in 1980, and instills an additional $3.2
billion in real fixed business investment over the period.

These economic impacts have been simulated with the Merrill Lynch Economics
Macro Econometric Model which traces the primary causal flows from tax rate
roll-back to economic benefits as follows:

A reduced capital gains tax will tend to increase current market prices for
capital assets.

In particular, the prices of financial assets-especially equity-will tend to
increase.

Increased equity and bond values reduce the cost of capital to the corporation.
This reduction in capital costs stimulates investment in plant and equipment.
The increased plant and equipment spending stimulates the economy leading to

enhanced real GNP growth, more jobs, higher tax revenues via ordinary income
and profits taxes, and greater productivity.

The decline in the Federal deficit results from increased tax revenues and re-
duced transfer payments-both effects arising from the stimulated economy.

The decline in the capital gains tax rate should be essentially offset, in revenue
terms, by the expected increased capital gains realizations accompanying a
stronger equities market.

33-578 0 - 79 - 15
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Any impact analysis of this sort ultimately depends on assumptions made abou t
factors which are either nonquantifiable or, at best, difficult to assess. Throughout
the analysis, we have attempted to gauge these factors so as to err on the side of
understating the beneficial results:

We have miniinizedi the potential stock market strength to that which is quanti-
fiable from the tax rate decline alone. Accordingly, stock prices rise only 4 to 6
percent above the level calculated without a capital gains tax reduction. An even
stronger stock market-with higher economic benefits than estimated here-
could ensue if a very large volume of capital gains realizations unfolds resulting in
a heightened "bull market" psychology as locked-in positions are liquidated.

We have minimized the potential decline in long-term corporate bond rates
that could result from the lower capital gains taxes and the improvement in balance
sheets as more equity is issued. lHere the average new issue bond rate declines by
no more th!n 10 basis points (0.1%).

We have ignored the beneficial effects that rising values of other capital assets
aside from stocks and bonds) could bring to the economy.

II. STOCK MARKET ANALYSIS AND DETAILED ECONOMIC IMPACTS

1. Exhibits I and II: Standard & Poor8 500-Stock Price Index and The Corporate
Cost of Equity Capital-Standard & Poors 500

The dashed line from 1970 to 1978 in Exhibit I shows that the stock market (as
measured by the S&P 500) would have been about 2 to 3% percent higher if the
maximum capital gains tax had not been increased beginning in 1970. The maxi-
mum rate for individuals (excluding minimum tax) was actually increased in
steps from 25 to 29.5 percent in 1970, 32.5 in 1971 and to the full 35 percent in
1972. For corporations, the maximum rate increased to 28 percent in 1971 and
to 30 percent thereafter. Increases in the minimum tax, holding periods, and other
provisions further heightened the capital gains tax burden. In terms of the cost
of equity capital to the firm, the higher tax increased this cost by 10 to 20 basis

poits over the period. Comparisons of the cost of equity capital are presented inExhibit II.
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EXHIBIT Ill.-KEY ECONOMIC INDICATORS; COMPARISON OF FORECAST: LOWER CAPITAL GAIN" TAXES VERSUS
BASIC FORECAST

fAll dollar values in billi.ns of 1972 dollars unless otherwise noted]

1978 1979 1980

Real GNP:
May basic forecast ............................................ $1, 381.2 $1, 415.1 $1,474.5
Lowir capital gains taxes ....................................... 1,381.4 1,417 9 1,478.7

Difference ................................................. 2 2.8 4. 2
Percent difference ......................................... 0 .2 .3

Percent change in real GNP:
May basic forecast--------------------------. 3.3 2.5 4. 2
Lower capital gains taxes ................................ 3.3 2.6 4. 3

Difference ............................................. .0 .1 .1
Employment (1,000 of employees):

May basic forecast ........................................... 93, 748 95, 286 98,460
Lower capital gains taxes ....................................... 93. 753 95, 380 98,665

Difference ................................................ 5 94 205
Percent difference ......................................... 0 .1 .2

Unemployment rate (percent):
May basic forecast ............................................ 6.3 6.6 5.7
Lower capital gains taxes ....................................... 6.3 6.5 5.5

Difference ............................................... 0 -. 1 -. 2
FRB industrial production index (1967 equals 100);

May basic forecast ................................... 142.3 144.9 154.8
Lower capital gains taxes ............................... 142.4 145.4 155.6

Difference .............................. .................. 1 .5 .8
Per cnt difference ........................................ . 1 .3 .5

Federal deficit (billions of dollars):
May baslc forecast ................................... (59. 0) (71.9) (60. 3)
Lower capital gains taxes ............................... (59.0) (71.0) (58.0)

Difference ................................................ 0 .9 2.3
Percent change in GNP deflator:

May basic forecast ............................................. 6.6 6.3 6.2
Lower capital gains taxes ....................................... 6.6 6.3 6.3

Difference ................................................ 0 0 .1
Percent change in the Wholesale Price Index:

May basic forecast ........................................... 6.8 5.6 5.9
Lower capital gains taxes ------------------------------------- 6.8 5.5 6.0

Difference ----------------------------------------------- 0 -,1 .1
Fixed business investment:

May basic forecast ------------------------------------------- $190.8 $191.9 $203.6
Lower capital gains taxes ...................................... 190.0 193.1 205.5

Difference ----------------------------------------------- .1 1.2 1.9
Percent difference ---------------------------------------- 0 .6 .9

Investment, producers' durable equipment:
May basic forecast ------------------------------------------- $91. 7 $93.4 $96. 3
Lwer capital gains taxes -------------------------------------- 91.8 94.2 97.8

Difference ----------------------------------------------- .1 .8 1.5
Percent difference --------------------------------------- . 1 .9 .2

Investment, nonresidential structures:
May basic forecast ------------------------------------------- $41.3 $44.2 $44.8
Lower capital gains taxes ------------------------------- 41.3 44.4 45.1

Difference ----------------------------------------------- 0 .2 .3
Percent difference ......................................... 0 .5 .7

Real consumption expenditures:
May basic forecast ------------------------------------------- $891.2 $917.3 $953.2
Lower capital gains taxes -------------------------------------- 891.3 918.2 954.8

Difference ----------------------------------------------- . .9 1.6
Percent difference -------------------------------------- 0 .1 ,2

Standard & Poor's 500 stock price index (end-of-year level):
May bask forecast ------------------------------------------- 85.0 101.4 110.0
Lower capital gains taxes ...................................... 88.8 107.1 114.7

Difference ................................................ 3.8 5.7 4.7
Percent difference ---------------------------------------- 4.5 5.6 4. 3

New issue rate, AAA utilities (percent):
May basic forecast ------------------------------------------- 8.93 8.83 8.18
Lower capital gains taxes ............................ . 8.91 8.73 8.12

Difference ........................................------- -. 20 -. 10 -. 06
Federal funds rate (percent):

May basic forecast ----------------------------------- 7.25 6.47 6. 34
Lower capital gains taxes ------------------------------------- 7.22 6.46 6. 44

Difference ................................................ - -. 03 -. 01 +. 10
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STATEMENT OF OTTO ECKSTEIN PRESIDENT, DATA RESOURCES, INC., PAUL M.
WARBURG, PROFESSOR OF ECONOMICS, HARVARD UNIVERSITY, AND ROGER
BRINNER, DIRECTOR OF RESEARCH, DATA RESOURCES, INC.

CAPITAL GAINS AND TAX REFORM

The question of capital gains taxation is one of the most difficult in terms of
economic structure and performance. Issues of capital formation and competition
quickly run up against issues of taxpayer equity and social justice. The long.term
development strategy for the American economy-just how we intend to accom-
plish the necessary process of innovation and capital formation-is at stake in
the current debate.

Ever since personal income tax rates were boosted to their moden peak levels in
World War It, preferential capital gains rates have been the central feature of the
tax code which brought down the effective tax rates for middle and high income
individuals, and have therefore been at the center of the struggle for tax reform.
Quite apart from their relation to normal capital gains realized on common stock,
real estate and homes, the capital gains rates are an essential part of various tax
shelters, many of which consisted, essentially, in transforming ordinary income into
capital gains.

Tie tax reform movement got nowhere from World War II until the Nixon
presidency, when the public became thoroughly aroused and the political impasse
in the Congress was broken, As a result, major tax reform legislation was passed in
1969 and 1976, closing much of the capital gains "loophole" and reducing the
benefits of the associated tax shelters. As a result, the maximum rate of taxation
on capital gains increased from 25 to 49.1%. State and local income taxes also rose
sharply during this period. The President's 1978 tax proposals would have pursued
this line of reform further, aiming to bring the Federal maximum rate on capital
gains to 52.5% and the aggregate rate in the typical industrial state close to
60%.

CHART I
Postwar Stock Market Performance:
Observed and Adjusted for Inflation

I
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Stock Price Index
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Index
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WHAT WENT WRONG?

Instead of providing general satisfaction, the reform of capital gains taxation
has increasingly raised questions which have now brought us to a point where this
trend is likely to be reversed. The surprises have iticluded the following quote:

1. Inflation became severe. It was always recognized that inflation-created
increases in nominal values of capital assets should not be taxed. When inflation
averaged 1.9% as it did from 1952 to 1969, and the rate of increase of stock prices
was 8.5%, the inaccuracy of taxing capital gains without inflation ad-
justment was a minor matter more than offset by the exclusion of half of capital
gains from the tax base.' But inflation since 1969 has averaged 6.5%, and the
stock market has failed to rise at all, so the effective capital gains tax burden has
become confiscatory in many circumstances. Chart I and table I highlight the
progressively worsening real appreciation in assets achieved by holders of common
stock during the past two decades. In nominal terms, the stock market peaked in
1968 and then began to oscillate in a horizontal band; in real terms, deflating the
stock price index by the consumer price index, the peak is seen in 1965 with fluc-
tuations about a downtrend thereafter. Furthermore, the protection of capital
for middle income families against inflation has proven particularly difficult, and
the government has chosen not to offer any vehicle to make it easier.

TABLE I.-STOCK PRICE GROWTH, 1955-77

Real Nominal
appreciation appreciation

rate rate

1955-59 ---------------------------------------------------------------------- 0. 120 0. 137
1960-64 --------------------------------------------------------------------- .063 .079
1965-69 ---------------------------------------------------------------------- .043 .065
1970-74 ----------------------------------------------------------------------- -. 033 .012
1975-77 ---------------------------------------------------------------------- -. 071 -. 055

1955-77 ----------------------------------------------------------------- .033 .063

Note: The rate of return are compound annual values assuming an average holding period of 5 yr.

2. The stock market acted badly after the capital gains reforms and dried up as a
source of capital. To be sure, the worsening economic environment was the principal
factor in the dramatic downward revaluation of earnings. Inflation brought high
interest rates and lower multiples. But the increase in taxation was also a major
factor. For the typical individual in income brackets that are affected by the post-
1968 tax reforms, the stock market became a "tails-you-win, heads-I-lose"
proposition with real gains taxed more heavily and loss offset severely limited.
Institutional investors which pay no tax became the principal actors in the stock
market.

The decline in the stock market was particularly important to new and smaller
companies. Many large companies do not issue stock beyond the modest sales
through stock option and employee purchase plans. The utility industry, always
the biggest issuer of stock, has regulated prices and so, within limits, is able to
pass the high cost of equity capital forward to the consumer. But the stock market
is of importance for new companies and to those growing particularly rapidly. The
virtual disappearance of the "new issues" market during the 1970's has meant that
this avenue for financing new enterprises has been virtually closed. Since these
units are the source of much of our technological progress, this is a serious loss to
economic development. Large institutions managing pension funds have no inter-
est in small new enterprises, and even if they did, ERISA would make them
supercautious.

3. The rate of capital formation fell sharply, to inadequate levels. There are many
reasons for the drop in investment. The business cycles became more volatile and

I Roger Brinner, "Inflation and the Definition of Taxable Personal Income," in Inflation
and the Income Tax, ed. by Henry Aaron, The Brookings Institution, 1976; and R. Brinner,
"Inflation, Deferral and the Neutral Taxation of Capital Gains," National Tax Journal,
December 1973.
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the utilization rate of industry has been at abnormally low levels since 1973. The
profit share and the rate of return on capital have fallen, largely as a result. The
expectations of future output reflect a lessened degree of optimism, and conse-
quently companies have marked down their long-run capital expansion plans.
But the cost of capital has also been an important element in creating the low-
investment situation. Debt capital, correctedfor inflation, has not been expensive
nor has it been scarce since the credit crunches of 1973-74. But equity capital,
which for many companies is an essential ingredient to external financing in order
to hold down the degree of leverage of their balance sheets, has been very difficult
to accomplish and has been very costly. The volume of new issues has fallen
sharply. The present earnings multiple on stocks as a whole has fallen very sharply
as Chart 2 shows, and the multiples on smaller, higher risk companies are down
a lot more.

CHART 2
Price and Earnings Ratio,
Standard and Poors Index for

00 Common Stocks
25

20

in

1.940 1950 1960 1.970

3
DOES THE STOCK MARKET MATTER?

The accumulating research of the 1960's and 1970's points quite strongly toward
important effects of stock market behavior on the economy.2 3 Reflecting the
general body of research as well as our own work, the DRI model of the U.S.
economy has the following principal channels from the stock market to general
economic performance.

1. It is an important determinant of the cost of capital which enters into business
fixed investment decisions;

' For example, see (1) Barry Bosworth, "The Stock Market and the Economy," Brookings
Paper on Economic Activity, 1975: 2; (2) Consumer Spending and Monetary Policy : The
Linkages, Federal Reserve Bank of Boston, 1971.

S John J. Arena, "Postwar Stock Market Changes and Consumer Spending," Review of
Economics and Statistics, November 1965, and the many other references cited in these
studies.
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2. It is a large and volatile component of household financial assets, and thereby
substantially affects consumer spending;

3. It affects a choice in the portfolio decisions between bonds and stocks.
The stock market affects the economy in many other ways that are difficult to

model. For example, we have seen in recent years that its behavior determines the
attractiveness of foreign financial investment in the United States, and that a
rising stock market strengthens the dollar and reduces inflation. Equally im-
portant, it affects the rate of technological progress through its provision of
venture capital to innovative enterprises. Finally, the stock market affects the
degree of concentration of the economy: a broad stock market facilitates capital
formation by smaller companies; an excessive stock market creates a wave of
mergers and monopolization.

DOES CAPITAL GAINS TAXATION AFFECT THE STOCK MARKET?

The behavior of the stock market has defied much logical analysis. In the absence
of a generally accepted quantitative model of behavior, it is impossible to achieve
definitive answers to the impact of any policy move--or of anything else--on the
stock market.

While there is no precise theory, there are some generally agreed upon ideas with
which virtually any serious student of the subject would agree. The behavior of the
stock market depends upon (1) the expected future path of earnings and/or
dividends; (2) interest rates to discount the future earnings/dividends streams; (3)
the riskiness of the returns; (4) the returns and riskiness of alternative investments;
(5) expectations about the economic and political environment and a model of their
relation to returns and their valuation; (6) internal, technical factors in the market
which may accentuate price swings; and (7) the tax structures, now and expected
for the future, which apply to the principal participants in the market.

The potential importance of the tax factor in the stock market cannot be assessed
precisely, but some general quantitative magnitudes can be identified. Over
intervals as long as several decades, nominal capital gains represent about half of
the total nominal return on common stocks. Therefore, as an outer limit, a
universal capital gains tax of 50% could lower the after tax return by as much as
25%. However, the impact must be scaled down substantially for several factors.

First, many of the institutional participants in the stock market, typified by
the pension funds and some insurance reserves, are not taxable, while others
such as individual Keogh plans and IRA's are not taxable until the owner has
retired and is in a lower tax bracket. Because of the existence of capital gains
taxation at meaningful levels since 1941 and rapidly rising levels since 1969, the
share of stocks held by nontaxable entities has risen sharply, of course. At this
time, about 25% of stocks are held by them, and of the taxable holdings, a
substantial percentage is not traded.' Second, while stock ownership is highly
concentrated, about 40% of all individually held stocks are in the hands of
families that are not in the 50+ % tax brackets, and whose capital gains tax
therefore is below 25%.6 A crude calculation of the distribution of common stock
holdings by income class suggests that the average effective tax rate, at the margin
on capital gains, is approximately 25%. Finally, because the tax is levied only
upon the realization of capital gains, nie average effective rate is reduced through
delay and, even after the important tax reforms of 1976, through partial escape
at death.

The combined impa;* of delay, current rates less than the 49.1% maximum
and substantial tax-exempt ownership is an effective marginal rate for all partici-
pants averaging only 14%.6

A ceiling rate of 25% on realized gains would only reduce this effective rate by
2.7% to 11.3%. This translates into a 3% increase in shareholder income (net
gains plus net dividends), and a "rational" long-run stock market response would
be of the same order of magnitude, though perhaps slightly higher to reflect
feedback effects of the fiscal stimulus.

'Estimate based on the 1971 distribution of dividends to tax-exempt entities reported in
Marshall E. Blume et al., "Stock Ownership In the United States: Characteristics and
Trends," Survey of Current Business, November 1974.

5 Blume, et al., estimate that tax paying units with a 1971 adjusted gross income (AGI) of
$25,000 or less controlled 40.2% of the market value of all stocks. A $25,000 AGI implies
a marginal tax rate equal to or slightly below 50%.

I 14% =26.3% average marginal rate on gains where realized, X.70 reduction in implicit
tax due to delay, x.75 share held by taxable units.
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Even if one had confidence in the precision of the stock market response esti-
mate (e.g., the 3% just cited), tax receipt estimates would still be precarious.
Revenue effects are particularly difficult to calculate because the tax affects the
public's willingness to realize capital gains. The amount of realization incurred
by individuals in the upper capital gains tax brackets is extremely small, so that
the principal effect of the current tax is not to raise revenue but to reduce realiza-
tions. To the extent the look-in effect is reduced, greater revenue will be received
by the Treasury.
TABLE 2.-MACROECONOMIC AND BUDGETARY IMPACTS OF A $2,000,000,000 REDUCTION IN CAPITAL GAINS

1979 1980 1981 1982 1983

Economic impact (percentage change from baseline):
Average common stock price:

Case I ----------------------------------------- .07 1.0 0.8 0.6 0.6
Case2 ------------------------------------------ 2.9 3.9 3.7 3.1 2.8
Case3 ------------------------------------------ 7.1 9.7 9.2 8.1 7.5

Gross national product (at 1972 prices):
Case I --------------------------------- .1 .1 .1 .1 .1
Case2 ------------------------------------------ .1 .3 .4 .3 .3
Case3 ------------------------------------------ .1 .5 .7 .6 .5

Unemployment rate:
Case I ----------------------------------------- 0 -0 - -. 1 -0 -0
Case 2 ------------------------------------------ -0 -. 1 -. 1 -. 1 -.
Case 3 ------------------------------------------ -0 -. 2 -. 2 -. 2 -. 1

Consumer spending (at 1972 prices):
Casel ..........--------------------------------- .1 .2 .2 .2 .2
Case2 ------------------------------------------ .1 .3 .4 .4 .4
Case3 ------------------------------------------ .2 .6 .7 .8 .8

Business fixed investment (at 1972 prices):
Case I ----------------------------------------- .1 .3 .4 .4 .3
Case ...........---------------------------------- . .7 1.3 1.5 1.5
Case ----------------------------------------- .2 1.4 2.6 2.8 2.3

BudCtary impact (change relative to baseline, billions):Federal surplus:
................... $1.5 -$1.3 -$1.3 -$1.7 -$2.2

Case 2 ------------------------------------------ -14 -. 2 .5 0 -. 8
Case ----------------------------------------- -1.0 1.9 3.7 2.8 1.1

Federal receipts:
Case ! ----------------------------------------- i -LI -. 8 -. 7 -. 6
Case2 ------------------------------------------ -1.4 -0 1.3 2.0 2.4
Case3 ------------------------------------------ -1.0 2.2 5.2 6.4 7.0

Note: The impact is quite sensitive to the estimated stock market response and the corresponding impacts on capita
costs and household wealth. Three cases were evaluated: Case 1-1 percent near-term increase In the stock market 1
percent reduction in dividends. Case 2-4 percent near-term increase in the stock market, 4 percent reduction in
dividends. Case 3-10 percent near-term increase in the stock market 10 percent reduction in dividends. The stock
market changes were phased in over 1 yr. the dividend changes over 4 yrs.

ECONOMETRIC MODEL ANALYSIS UNDER VARIOUS STOCK MARKET ASSUMPTIONS

To cast some light on the impact of a reduction in capital gains taxes on the
economy, a series of simulations have been run with the DRI model under alter-
native stock market assumptions. The capital gains tax reduction, assuming
realizations to be unaffected, is assumed to be equal to $2 billion, about the mag-
nitude of some of the current proposals. Some 50% of this reduction is assumed
to benefit owners of common stock, directly through changes in personal taxes
and indirectly through changes in corporate gains taxes. If the reform focuses on
fuller capital gains tax relief for homeowners or real estate investments, some of
the economic effects of the solution would not materialize, particularly those
aiding business fixed investment. On the other hand, construction demand would
presumably strengthen.

A $2 billion reduction in capital gains taxation would represent a 20%-25%
reduction in the total gains tax. Table 2 summarizes the economy-wide results
under various assumptions about the stock market.' In the most favorable case,
where the stock market rises by a full 10% after one year in response to the tax
move, business fixed investment would be boosted by 2.6% by the third year,
consumer spending would be up 0.7% in response to the greater household wealth

I The central case (case 2) is based on a "purely rational" response to the market to
the change in aftertax profits, which we estimate will rise 3.6% in response to a change
such as is embodied In Steiger-Hansen legislation. The dividend payout ratio is adjusted
by 4% to reflect the estimated change In the opportunity cost of dividends relative to
retained earnings from the shareholder's perspective. The other cases reflect hypothetical.
"emotional" over- or under-reaction to the tax change.
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and the stronger economy, and unemployment would be reduced by 0.2%. On the
other hand, there would be some crowding out of housing activity. The Federal
deficit would not be significantly affected because a stronger economy would briag
in additional revenue to offset the initial loss, while simultaneously raising the cost
of Federal purchases and interest payments.

The macroeconomic effects of a limited change in captial gains taxation are
themselves of a rather small ordev of magnitude. If the only goal is to stimulate
investment as a whole, about equally good, perhaps even slightly betf,er results can
be achieved by the traditional tax incentives of ever more liberal depreciation
allowances and larger investment tax credits. The issue of capital gains tax relief,
therefore, is not primarily a question of macroeconomic effects in the short or
intermediate term. The issues are really of two sorts: first, taxpayer equity,
income and wealth distribution; second, the strategy of capital formation in the
evolution of the economy's industrial structure.

THE QUESTION OF INCOME DISTRIBUTION

While the increases in capital gains taxation of 1969 and 1976 principally affected
the high income taxpayers, this is not sufficient reason to impost the same dis-
tributional pattern in reverse if some tax relief is to be granted. The injustice
growing out of the accelerated inflation is an important factor to be considered.

consequently, from the point of view of taxpayer equity and income distribution, a
capital gains tax reduction program should include a reduction of taxation of the
inflation component of capital gains.

The inflation distortion of nominal capital income is greatest for low-to-middle
income groups. In the area of corporate securities, high income groups have
typically invested in low-payout, rapid-appreciation stocks, so that the illusory
inflation share of their gains has been relatively small. In contrast, low-to-middle
income taxpayers have not been able to shield their investments against inflation;
their "gains" on corporate stocks and other securities largely vanish after adjusting
the purchase price of their assets for the inflation which occurs between time of
purchase and time of sale. Table 3 demonstrates that the distortion of income
measurement caused by inflation has been greatest for low-to-middle income
groups is firmly established by detailed IRS data for 1962 and 1973 (the only two
years for which such data exists).

TABLE 3.-ESTIMATED NOMINAL AND INFLATION-ADJUSTED GAINS ON CORPORATE STOCK

Corporate stock capital gains

Inflation Adjusted
Nominal gain adjusted gain as percent

(millions) (millions) of nominal

1962 results:'
All taxable returns ........................................... $3, 216 2,096 65
AGI under $10,000 ............................................ -91 -319 (349)
AGI $10,000 to $50,000 --------------------------------- 718 182 25
AGI $50,000 to $100,000 -------------------------------- 593 426 72
AGI $100,000 or more -------------------------------- 1,997 1,809 91

1973 results: 2
All taxable returns ............................................ 4,624 -910 (-19.7)
AGI under $10,000 ........................................... 163 -741 -4546
AGI $10,000 to $50,000 --------------------------------------- 390 -2,315 -593.6
AGI $50,000 to $100,000 -------------------------------------- 719 -255 (-35.5)
AGI $100,000 to $200,000 ------------------------------------- 942 437 46.4
AGI $200,000 and over ........................................ 2,415 1,964 81.3

t Roger E. Brinner, "Inflation and the Definition o1 Taxable Personal Income," in Henry J. Aaron, ed., "Inflation and
the Income Tax," Washington, 1976.

tMartin Feldstein "Inflation and the Excess Taxation of Capital Gains on Corporate Stock," National Bureau of Economic
Research Working Paper No. 234.

Similar results are obtained for capital gains on residences and other real
estate. The 1962 data indicated that the lower income groups actually suffer
losses on an inflation-adjusted basis, while the well-to-do lost only approximately
one quarter of their apparent gains to inflation The stronger housing market of
recent years may have improved the picture for the middle class. Of course, this
strength is itself principally due to the desperate effort of many Americans to

s Brinner, "Inflation and the Definition of Taxable Personal Income."
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rotect their savings-a transition of American attitudes to treat housing as a
edge against inflation. In effect, for most middle-class families, owning a home

has been the only effective means of protecting their savings. Yet when those
homes are sold, the "roll-over" provisions that are open to them require home-
ownership until death, which is impossible for many older people es their incomes
and their ability to manage separate households dwindles.

The simplest measure to help middle-class families would be to relieve them of
capital gains tax on the residences even if there is no "roll-over" into a new
residence. A more general relief measure would introduce an inflation step-up of
the capital gains basis for tax purposes, a step-up which could be applied to all
tax entities, perhaps only to certain portions, perhaps only partially. The weak-
ness of this approach is that a similar correction is equally justifiable for the net
interest received or paid on other assets and liabilities.

In summary, the proposals now most widely discussed, introduced by Con-
gressmen Steiger and Jones and by Senator Hansen, focus too much of the
attention on undoing the increases of 1969 and 1976, and do not deal sufficiently
with the urgent and substantial problem of capital gains relief for middle income
taxpayers who are particularly hurt by capital gains taxes applied to value
changes created by inflation.

WHAT STRATEGY FOR CAPITAL FORMATION?

The proposals to reduce capital gains taxation must be partly viewed as one
particular strategy for improving the country's rate of capital formation. Ever
since 1954, tax policy has encouraged the retention of earnings, particularly by
large, capital-intensive corporations. As Exhibit 1 shows, the principal tax changes
have, with few exception, been favorable to capital formation within corporations,
and iunfavorable to capital formation that has to pass the test of the market.
President Eisenhower liberalized depreciation practices. President Kennedy insti-
tuted the investment tax credit and liberalized depreciation once more. President
Johnson reduced both personal and corporate tax rates, the only measure that
can be interpreted as having at least one favorable component to market-based
capital formation. In the Nixon-Ford years, depreciation was liberalized once
more, the investment credit was made more generous, while the major tax reforms
of 1969 and 1975 were enacted to greatly increase the taxation of individual
return on capital.

EXHIBIT I.-TAX MEASURES AND CAPITAL FORMATION

Stotegy

Retained
corporate Capital

Effective in year measure earnings market

1954: Depreciation methods ....................--------------------------------- +
1962:

Depreciation guidelines ------------------------------------------------------ +
Investment tax credit -------------------------------------------------------- +

1964: Tax cut-personal, corporate ---------- _--.---------------_----------+ +
1970: Capital gains peak rate to 35 percent; minimum tax at 10 percent ............... .......
1975: Tax reductions .---------------------------------------------------------- + +
1977: Tax reform various ........................................ ----------------------------

The repeated encouragement of earnings retention was of major benefit to
capital formation. The preponderant body of scientific opinion accepts the effec-
tiveness of such tax incentive measures as investment credits and depreciation
allowances. This viewpoint is reflected in President Carter's proposals to apply the
investment credit to industrial buildings and to the proposed corporate rate
reduction.

However, unending pursuit of the earnings retention strategy gradually does
change the pattern of capital formation. While the average effective rate of corpo-
rate taxation has fallen from 44.5% in 1951 to approximately 30% today,' the cost
of externally obtained equity capital has become very high due to the stock market
decline, and the availability of equity capital to new and snialler enterprises has
been virtually lost.

' Joseph A. Pechman, Federal Tax Policy, The Brookings Institution, 1977, p. 138.



In the long run, this one-sided strategy creates an economy dominated by large,
well-established enterprises, whose managements are little dependent upon their
stockholders or on sources of external debt capital. A shrinking proportion of all
investment is required to pass the rest of the capital market, as we rely increasingly
on the plowing back of the retained earnings and depreciation flows.

If a step up in capital formation is accepted as a goal of policy-and I am aware
of few observers who do not accept that premise-then there is a strong case that
at least a portion of the tax resources to be devoted to that purpose be flowed
through the market channel, rather than exclusively poured once more into re-
tained earnings. The results will be difficult to assess econometrically because there
has been so little experience with the market approach. But the poor behavior of
the stock market since 1969 and the virtual disappearance of new common stock
issues to help the smaller and newer enterprise are pretty strong evidence that
increases in these taxes had a significant negative effect, and therefore raise a real-
istic promise that reductions in these taxes would be comparably helpful.

CONCLUSION

There is a good case for some reduction in capital gains taxation. It could be the
beginning of a market-based strategy of aiding capital formation. It would also be
a recognition that the recent inflation has made a portion of capital gains illusory,
and therefore properly subject to some tax relief.

The exact form of the capital gains tax relief is a more difficult issue. The Steiger-
Jones-Hansen proposals would limit the reductions almost entirely to the high
income individuals who were affected by the tax reforms of 1969 and 1975. Capital
gains relief should be applied to a broader segment of the capital-owning public. A
more equitable capital gains package would include a change in the treatment of a
family's home, perhaps terminating its capital gains taxation altogether. A broader
reduction in capital gains taxation that would enhance the fairness of the tax
system would allow an inflation adjustment of the basis of property for the tax,
t ereby limiting the tax to real increases in value. The administration of an infla-
tion adjustment would be relatively simple, requiring only the addition of one
easily-calculated column on the capital gains tax form and a simple table of infla-
tion factors.

The proposed method of dealing with the inflation distortion of capital gains by
writing-up the purchase price of capital assets is decidedly superior to the alterna-
tives, mechanically changing the share of the gain included in AGI as the holdirg
period increases. A graduated, rising exclusion, in fact, runs counter to the logic of
adjustment for inflation. For example, it should be clear that the relatively high
consumer price inflation and low stock price growth in recent years indicate that
most appreciation in recently purchased shares is illusory, whereas long-held assets
reflect substantial real increases. Related inflation adjustments could also be
extended to savings accounts and other assets generating ordinary income and, on
the reverse side, to interest payments by consumers and business.

The proposals now before the Congress pose the conflict between the question of
capital formation and the question of a fair distribution of income and wealth too
strongly. There are better proposals, and we would urge both the Administration
and the Congress to come forth with them.

STATEMENT OF MICHAEL K. EVANS, CHASE ECONOMETRICS

EXECUTIVE SUMMARY

(1) The ratio of capital spending to GNP is closely correlated to the ratio of
stock market prices to construction costs, lagged one year.

This is shown in Figure 6. The underlying data are taken from the 1978 Eco-
nomic Report of the President.

(2) The maximum capital gains tax rate is one of the principal determinants of
fluctuations in stock market prices.

During the past decade, GNP and corporate profits have increased at average
annual rates of 9% and 11% respectively, yet the stock market has not risen at
all. This can only be explained by two factors: the overstatement of profits
due to higher inflation, and the doubling of the maximum rate of taxation on
capital gains. Thus reducing this rate from 49% to 25% will raise stock market
prices 40% over the next two years.
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(3) Lowering the capital gains tax rate will reduce the Federal budget deficit.
This move will create 440,000 more jobs over the next five years, thereby

raising personal and corporate income. It will draw investable funds from many
other sources, particularly tax-free municipal bonds. It will also encourage
investors to unlock many of their capital gains and reinvest the proceeds. As a
result of all these factors, the deficit will be diminished by $16 billion.

(4) The reduction in capital gains taxes will not only benefit the "rich."
While it is true that most of the gains will go to those taxpayers with incomes

over $100,000 a year, it is a grave mistake that to infer that such taxpayers have
long-term average incomes above this amount. In fact, many taxpayers are in
this bracket only because they realized a large capital gain that year from the sale
of assets such as a principal residence, small business, or family farm.

STATEMENT

During the past decade, productivity growth has declined from 2.8% to 1.3%
per year, the average rate of inflation has increased from 3% to 6%, and the
unemployment rate has risen from 31% to 6%. While the causes contributing to
this striking decline are many and varied, the most important single factor is the
reduction in the investment ratio from 11% to 9M2%. This slippage can in
turn be tied to the decline in the expected rate of profitability on new investment,
some of which is due to the doubling of the maximum rate of taxation on capital
gains since 1969.

Legislation has been proposed to return the maximum rate on capital gains to
its earlier level of 25% on January 1, 1980 for both individuals and corporations.
Such legislation would be quite beneficial to the overall economy. The rate of
growth in constant-dollar GNP for the period 1980-1985 would average 3.6%,
compared to a 3.4% annual average growth rate otherwise. An additional 440,000
new jobs would be created by 1985. Expenditures for plant and equipment would
rise 5.7% per year in constantprices, compared to 4.7% otherwise. In addition,
the Federal budget deficit would be $16 billion leas by 1985 than would be the case
without this reduction in capital gains taxes. These numerical comparisons are
given in Table 1 and in Figures 1 through 4.

TABLE I.--COMPARISON OF KEY ECONOMIC INDICATORS

1980 1981 1982 1983 1984 1985

Real GNP billions of 1978 dollars:
Baseline ...............................................
Lower capital gains taxes ...............................
Difference ..............................................
Cumulative difference .................................

Real GNP annual percent increase:
Baseline -----------------------------------------------
Lower capital gains taxes ...............................
D ifference ----------------------------------------------
Cumulative difference ----------------------------------

Employment, millions, total nonfarm:
Baseline .........................................
Lower capital gains taxes ...............................
Difference ..............................................
Cumulative difference ..................................

Fixed business investment, billions of 1978 dollars:
B aseline -- ---------------------------------------------
Lower capital gains taxes ...............................
D iff erence ----------------------------------------------
Cumulative difference ----------------------------------

Federal budget deficit, billions of current dollars:
Baseline ...............................................
Lower capital gains taxes --------------------------------
Difference ..............................................
Cum ulative difference -----------------------------------

2,244 2,231 2,395
2,247 2,331 2,410

3 10 15
3 13 28

3.9
4.0.1
.1

3.4
3.8
.4
.5

3.2
3.4
.2
.7

2, 475 2,562 2,647
2,492 2,593 2,673

17 21 26
45 66 92

3.4
3.4
0
.7

3.5
3.7

.2

.9

89.3 91.4 93.4 95.5 97.7
89.3 91.6 93.7 95.8 98.1
0 .2 .3 .3 .4
0 .2 .5 .8 1.2

236
239

3
3

77.2
76.5

.7
.7

251
256

5
8

62.7
58.8
3.9
4.6

262
269

7
15

60.3
53. 9
6.4

11.0

271
280

9
24

283
292

9
33

3.3
3.5
.2

1. 1
100.2
100.6

.4
1.6

294
304
10
43

59.2 52.2 49.4
51.4 41.5 33.8
7.8 10.7 15.6

18.8 29.5 45.1
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The reduction in capital gains taxes stimulates economic activity through the
following combination of events:

(1) A reduction in capital gains taxes raises stock prices.
(2) Higher stock prices lead to a faster rate of growth in capital spending.
(3) Higher stock prices lead to more equity financing, which reduces the debt/

equity ratios of corporations. As a result, interest rates are lower than would
otherwise be the case.

(4) More investment creates higher levels of output, employment, and income,
and reduces inflationary pressures by increasing productivity and raising maximum
potential GNP.

(5) The increase in economic activity raises Federal government rdvenucs,
hence reducing the budget deficit. This in turn leads to lower interest rates and
lower rates of inflation.

We now examine each of these linkages in greater detail.
Economists generally agree that an increase in capital gains taxes will depress the

stock market, while a reduction will raise stock prices. However, the link between
these two variables has not often been measured. Some studies which purport
to show a link between capital gains taxes and economic activity merely assert
that such a relationship does exist without providing empirical justification.
However, as shown in Figure 5, the relationship is extremely important. The sharp
declines in the stock market in 1970 and 1977 are due in large part to the Tax
Reform Acts of 1969 and 19V-.
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Figure 5

The latest version of the CEAI model contains an equation relating stock prices
to capital gains and five other variables: corporate profits, disposable income,
the ratio of dividends to profits, the prime interest rate, and the overstatement of
profits due to inflation (CCA adjustment). The capital gains tax rate figures prom-
inently in this equation, and the coefficient of this term indicates that a 10%
change in the capital gains tax rate will result in a 17% change in stock prices.
This result is empirically determined from multiple regression analysis and is not
simply an assumption generated in order to emphasize the beneficial aspects of
capital gains tax reduction.

Some economists have indicated that the 40% increase in stock prices over the
next two years which we claim results from a 25% reduction in the maximum
capital gains tax rate far overstates what would actually happen. Since this appears
to be a fairly common misconception, we explore the matter in greater detail.

To put the reduction in average stock market prices in perspective, the average
price/earnings ratio for the 1964-1968 period-after the reduction in the maximum
personal income tax rate but before the increase in the capital gains rate-was
17.4; in 1977 it was only slightly above 9. This discrepancy cannot be explained
without recourse to the change in capital gains taxes.

In 1969, the last year that capital gains were taxed at a maximum rate of 25%,
the Standard & Poor's 500-stock price index averaged 97.8 (1941-1943= 10). In
1977, it averaged 98.2, for a decidedly inferior growth rate of 0.0%. During the
same period, GNP and aftertax corporate profits advanced at average annual
rates of 9% and 11% respectively. Interest rates were not a factor, since the
prime rate averaged 8.0% in 1969 compared to 6.8% in 1977. Two factors appear
to have caused this stagnation in the stock market. First the sharp increase in
inflation led to an understatement in depreciation allowances and hence an over-
statement of book profits. Second, the maximum rate on capital gains is now
49.1% instead of z5%.
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The econometric analysis which we have performed indicates that if capital
gains taxes had remained at pre-1970 rates the stock market would be some 40 %

higher. Over an eight-year period that means that stock prices would have risen
only 4.3% per year, compared to the nogrowth situation which actually existed.
Even this figure would be way below the average increase in either GNP or
profits. Seen in this light, the 40% figure does not seem so remarkable after all.

The total change in stock prices caused by a change in capital gains taxes does
not occur instantaneously because of the lock-in effect. Higher capital gains taxes
reduce the number of individuals willing to sell their stock at any given time;
since these capital gains remain unrealized, less new funds are available for
purchases of other stock and hence prices gradually decline. We have found that
this effect usually takes about two years to become fully operative. Similarly, a
reduction in capital gains taxes will not cause all individuals to sell their assets
immediately. However, many investors will sell sooner; as this ha pens, more
funds will be committed to purchases of equities. This will raise stock prices and
cause an increasing number of investors to realize their capital gains, thus provid-
ing even more funds for equity financing. Hence we would expect the full effect
of a reduction in capital gains taxes on stock prices to occur in 1981 and 1982.

Some economists have claimed that to make capital gains rate cuts revenue
neutral, sellers would have to liquidate large parts of their portfolios and these
liquidations would act as a dampener on asset price increases. The trouble with
this analysis is that it overlooks one blade of the scissors. It concentrates solely
on supply without realizing the massive increase in demand that would result from
a lowering of capital gains taxes. Since investors would unlock their capital gains
and use these funds to purchase additional equities, market performance would
improve. In addition, billions of dollars would flow from sources such as tax-free
municipal bonds into the stock market, hence raising the demand still farther.

The effect of higher stock market prices on fixed business investment has been
well documented in previous issues of these reports. Figure 6 shows the exceedingly
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close relationship between the ratio of fixed business investment to GNP and the
ratio of equity prices to construction costs lagged one year. The one-year lag
reflects both the decision lag by entrepreneurs and corporate executives and the
time necessary for actual construction and delivery of capital goods.

The third linkage is between stock market prices and interest rates, or between
the debt and equity cost of capital. The declines in the stock market over the
past decade have been mirrored in the sharp increase in the amount of debt
financing, as shown in Figure 7. This graph shows the comparison between (a)
the ratio of the market value (i.e. stock prices) to replacement cost of net assets I

SOLID, LEFT AXIS

DASH, RIGHT AXIS

RATIO OF MARKET VALUES TO
REPLACEMENT COST OF NET ASSETS
VOLUME OF NEW CORPORATE DEBT
ISSUES
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Figure 7
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and (b) the volume of new corporate debt issues. In particular one should note
the sharp increase in debt financing whenever this ratio dips below unity. That
should come as no surprise, since firms are extremely unlikely to issue new equity
issues when their stock price is below book value-as has been the case since 1974.

Our analysis indicates that a 40% increase in stock market prices, which would
raise this ratio slightly above unity, would lower the volume of new corporate
issus by about $5 billion per year, which would reduce long-term bond yields by
about 50 basis points at any given level of economic activity. Since demand for
loanable funds by both consumers and investors would rise because of the
heightened level of economic activity, interest rates would not actually decline
this much, but the switch from debt to equity capital would lighten the burden
in financial markets and would be critical in preventing crowding out from oc-
curring. In other words, a significant increase in the investment ratio cannot be
supported in the capital markets unless the aggregate debt/equity ratio were to
diminish dramatically, which in turn cannot be accomplished at present levels of
capital gains tax rates.

' These figures are taken from Table 8, p. 68 of the 1978 "Economic Report of the
President."
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The fourth linkage incorporates the multiplier effects. An increase of $1 billion
in spending will result in the creation of more jobs, which will raise individual
and corporate incomes and hence result in more purchases of consumer and capital
goods. Most economists agree that the investment multiplier is about two, which
means that every $1 billion increase in capital spending caused by higher stock
market prices will result in about $2 billion more in real GNP.

It should be mentioned that the multiplier is much smaller for increases in
spending which are inflationary, for the increase in prices and interest rates has a
negative impact on consumer and capital spending. In general, increases in spend-
ing which do not raise productivity tend to have much smaller ultimate effects on
economic activity because of the backlash of higher inflation. For this reason, the
investment multiplier is usually higher than the spending multiplier for either
consumption or government purchases. An increase in the amount of capital per
unit of output improves the rate of growth in productivity and expands the pro-
duction possibility frontier of the economy, hence lessening the probability of
bottlenecks and shortages. Since goods and services are now produced more effici-
ently, the rate of inflation does not rise as rapidly, and the gains in individual and
corporate income stemming from more jobs and higher output are not eroded by
higher inflation.

For this reason, changes in fiscal and monetary policy which stimulate invest-
ment give a bigger "bang for the buck" than d' other types of economic policies.
The only drawback to policies that stimulate investment is that the lag is some-
what longer, since investment decisions take time to inplemevt and investment
goods take time to produce or construct. Thus the first-year effect is often not as
large, although the effects in all succeeding years are significantly larger per dollar
of increased stimulus.

We now turn to the critical issue of the effect of a reduction in capital gains
taxes on the Federal budget deficit. Economists, businessmen and politicians are
in general agreement that reducing tax rates has some positive effect on economic
growth and employment. The major drawback to tax cuts is that they increase
the size of the Federal budget deficit, which is thought to lead to higher interest
rates and a faster rate of inflation.

Some economists have argued that the Federal budget deficit can actually be
decreased through a reduction in personal or corporate income tax rates. The logic
supporting this hypothesis suggests that the economic effects stemming from these
tax cuts will be so large that the increase in revenue will offset the initial decline.
However, this claim is unsupported by empirical evidence. In 1977, Federal govern-
ment revenues accounted for exactly 20% of total GNP. Thus in order for an
income tax cut to leave the deficit unchanged, the implicit spending multiplier
would have to be about five, far greater than the investment multiplier of about
two. While we have often argued for a reduction in personal and corporate income
tax rates because of their positive effects on productivity and incentives and their
beneficial long-term effects in widening the private sector tax base. we have never
claimed that such a move would actually decrease the size of the Federal budget
deficit.

The capital gains tax, however, is unique in its leveraged effect on the economy.
The major reason for this, and the factor which distinguishes the capital gains tax
from all other levies, is that the taxpayer can in large part determine whether or
not he wishes to pay the tax. For most individuals who are unhappy with their
high marginal tax bracket, the only (legal) option is to earn less income. Tax
avoidance and tax shelters provide some limited relief, but the options are sharply
constrained. However, the owner of a capital asset can delay his tax indefinitely by
simple expedient of not selling the asset. Such a decision is economically inefficient,
for it restrains capital from flowing to its most productive use and hence retards
growth in )roductivity and output. However, this option is available to taxpayers
with capital assets, and most of them use it.

As a result, the revenue raised from capital gains taxes is miniscule relative to
the levels of Federal personal and corporate income taxes. Figures for capital gains
taxes are not readily available, but Joseph A. Pechman has prepared estimates
through 1973 for both personal and corporate taxpayers, which are given in Table 2.
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TABLE 2.-ESTIMATES OF CAPITAL GAINS TAXES

[Dollar amounts in billions]

Total
capital

gains
Pechman estimates individual Percent

income tax change,
Individual I Corporation Total returns stock prices

(1) (2) (3) (4) (5)

Year:
1960 -------------------------- $1.9 $0. 6 $2.5 $5.1 -2.7
1961 --------------------------- 2.9 .8 3.7 7.6 18.7
1962 ------------------------- 2.1 .7 2.8 5.8 -5.9
1963 .......................... 2.3 .7 3.0 6.4 12.0
1964 ------------------------- 2.7 .7 3.4 7.9 16.5
1965 ------------------------- 3.4 .8 4.2 10.0 8.4
1966 --- _---------------------- 3.4 .9 4.3 9.7 -3.3
1967 ........................... 5.0 1.0 6.0 13.5 7.8
1968 -------------------------- 7.2 1.3 8.5 17.7 7.4
1969 --------------------------- 4.8 1.4 6.2 14.3 -. 9
1970 --------------------------- 2.3 1. 1 3.4 8.7 -14.1
1971 ............................ 3.8 1.3 5.1 13.1 18.1
1972 ............................ 5.3 1.8 7.1 16.7 11.1
1973 --------------------------- 5.0 2.0 7.0 16.1 -1.6
1974 -------------------------------------------------------- ' 5.6 13.5 -22.9
1975 -------------------------------------------------------- ' 5.5 13.7 4.0

'Including fiduciaries.
'Preliminary.
Sources: Cols. (1)-(3), Joseph A. Pechman: "Federal Tax Policy," 3d edition, table C-13, p. 352; col. (4). "Statistical

Abstract."

Two facts are immediately apparent from these figures. First, the amount of
tax collected is relatively small, generally less than 5% of Federal income tax.
Second, and of particular interest for this study, the amount of capital gains tax
paid in 1970, when rates were increased to a maximum of 35%, was less than in
1968 and 1969, the last years of 25% maximum rates. Furthermore, tax collections
have remained below 1968 peaks through 1975 and are unlikely to be higher for
1976 and 1977 in view of the dismal prformance of the stock market.

The counterargument to be made is that capital gains taxes have declined since
1968 because of the relatively poor performance of the market since that date.
This argument is not well taken, however, for two reasons. First, the stagnation
of the market itself is due to the higher capital gains taxes, as we have already
shown. Second, the amount of capital gains taxes is relatively insensitive to the
yearly fluctuations in the market, as can also be seen from the figures presented
in Table 2. The capital gains taxes in 1971 and 1972, which were relatively good
years for the market, were only about $1 billion greater than in 1974, which was
a disastrous year.

Treasury Secretary Blumenthal has argued that the rollback in capital gains
taxes would benefit almost exclusively those taxpayers with income in excess of
$100,000 per year. However, this analysis completely overlooks the fact that
many upper-income taxpayers are in these lofty brackets only because of large
capital gains in that year-due perhaps to the sale of a residence, small business,
or family farm. Previous income and tax studies have indicated that the same tax-
payers do not inhabit the upper income brackets every year.

Senator PACKWOOD. Next, we will go to Daniel Brill, Assistant
Secretary of the Treasury.

Mr. Secretary.

STATEMENT OF HON. DANIEL H. BRILL, ASSISTANT SECRETARY
FOR ECONOMIC POLICY OF THE DEPARTMENT OF THE TREASURY

.r. BRILL. Thank you, Mr. Chairman, and thank you for inviting
me to participate in this dialog. I have submitted to the committee a
moderately lengthy and, unfortunately, somewhat technical paper
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which I would like to submit for the record this morning. I will sum-
marize the paper briefly and then make myself available for such
questions that you may have.

Inasmuch as there has been so much controversy swirling around
the subject matter of these hearings, I thought it might be useful first
to underscore certain basic areas of agreement.

As Secretary Blumenthal indicated yesterday, we are in full agree-
ment on the need to spur investment in new, more efficient and pro-
ductive facilities, and this is something we have made very clear. Since
coming into office, we have emphasized our dedication to increasing
investment in basic productive capital.

Indeed, my first assignment on joining the Treasury team was to
assist the Secretary in preparation of a major address which he gave-
on March 3 of last year-on the imperative need for increasing
investment.

This was an assignment that I took on with much relish, coming into
Government service from the business sector, I was then, and still am,
acutely aware of the need to provide greater incentives for investment.

Further, I think we are all in agreement on the principal mechanism
by which these incentives can be provided; namely, by lowering the
cost of capital. By lowering the cost of capital, we increase profit-
ability. We are all in agreement that profits are what make the econ-
omy go round.

We are in agreement on the need to control and reduce inflation,
because inflation breeds higher interest rates. 'Higher interest rates,
again, raise the cost of capital and hinder investment.

We are in agreement on the need to restrain and reduce Government
demands on our physical and financial resources, for Government
competition for these resources increases the cost of capital to the
private sector.

And we are in agreement on the proposition that changes in our tax
laws to lower the cost of capital can induce more investment. I think
there are more substantial areas of agreement that tend to get over-
looked in the controversy over a specific form of reducing the cost
of capital; namely, the proposal to reduce the taxes on capital gains.

The three major studies addressed to this issue, on which I focused
my attention-there are others, which I have not had'as much oppor-
tunity to explore in detail-are before us this morning. They are that
conducted by the Securities Industries Association, that by Merrill
Lynch and that by Chase Econometrics. All three of these studies
follow roughly the same path in tracing the influence of the change
in capital gains taxes on the economy.

First, the influence of a change in taxation would be felt on the
price of assets, particularly on stock prices. As stock prices rise, the
cost of business financing would decline, therefore, stimulating business
investment.

In at least one of the studies, an additional path was traced whereby
the higher stock prices increased consumer wealth. This greater af-
fluence encourages more consumption which, in turn, encourages more
investment to meet the greater consumer demand.

But, basically, they are in agreement on the fundamental path. It
is a plausible path. The critical question, however, is quantitative.
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By how much will a change in the capital gains tax law really
effect these variables and influence the total economy?

The first element in the analysis is the influence of changes in the
tax on stock prices. This first step on the path is handled by two of
those studies, conducted by the Securities Industry Association and
by Merrill Lynch, by an assumption. There is nothing wrong with that
procedure. It is a standard operating procedure in most analyses to
make assumptions.

The SIA assumes that the effect of complete elimination of the
capital gains tax would be a 20-percent rise in stock prices. The Merrill
Lynch study assumes a stock price rise of only 4 to 6 percent as a
result of partial elimination.

My reading of the history of the effects of changes in taxation on
stock prices, at least over the past quarter century, does not reveal
any close relationships between capital gains tax changes and changes
in the stock market. Admittedly, we have no experience in this period
with reductions in capital gains taxes, because in this period there have
only been increases.

But even there, in analyzing the effect of increases, it is h to
read into the evidence available any marked, close relatic', ship.
In fact, the question I have is precisely that which Senator Dole
has just raised. If one looks at the period surrounding the time when
capital gains taxes were raised, we find that stock prices began to
decline in December 1968. This was a full 6 months before there was
any congressional discussion of the possibilty of raising capital gains
taxes and 12 months before any legislation was enacted.

In 1968 there was a substantial decline in stock prices. The Tax
Reform Act of 1969 became effective on January 1, 1970, and there
was a phasing-in of higher tax rates on capital gains. But, in this
period when the higher taxes were being phased in, stock prices
increased. They increased some 46 percent from mid-1970 to the end
of 1972.

Thereafter, the stock market has behaved poorly. To attribute the
behavior of the stock market in 1973 until very recently to one factor,
the capital gains tax, (toes stretch credulity. When we consider that
there was a period of double-digit inflation, the worst recession since
the thirties, the oil embargo, and the quintupling of oil prices-a host
of factors which, I am sure, swamped the effect of the capital gains tax.

Therefore, I find it hard to accept the basic assumption as plausible.
The third study we are addressing, that conducted by Chase,

does not assume a stock price response. It derives the expected stock
price change as a result of an equation that relates fluctuations in
stock prices to many variables, such as profits, cash flow, and other
factors.

I have, in my testimony, indicated that ther6 are serious method-
ological problems with this equation, problems that have such jaw-
breaking names as multicollinearity and serial correlation. I will not
bother the committee this morning with a technical discussion.
It appears in an appendix to my statement.

But I think it is important to note that in many elementary texts
on econometric analysis, one will find the statement that equations
suffering from this problem give results that are subject to very wide
statistical error.
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In addition, there are standard procedures for correcting these
methodological defects. When one applies these standard correction
procedures, the results of the equations do, indeed, change radically.

For example, if one applies a correctior4 for the problem of serial
correlation-a standard correction technique identified in any text-
book-the results of this equation are changed. The corrected results
yield a rise in stock prices of only 9 percent instead of the 40 percent
found in the original equation.

What this means, in my judgment, sir, is that the 40 percent esti-
mate is no more and no less an assumption than the 20 percent that
was the frank assumption in the SIA study, or the 4 to 6 percent
that, was assumed in the Merrill Lynch study.

There has been reference this morning to the need to look at facts.
I submit that the 40 percent estimate is not a fact.

Basically, we are going on hunch. Therefore, I suggest, that it is
probably inadvisable to go overboard just because some hunches are
run through a computer model. Computers do not make hunches scien-
tific. Perhaps the results of most computer models-and I have had
some years of experience in both developing and using them-should
bear a label, "For external use only. Dangerous if swallowed."

Not, only (1o the hunches about the effect on stock prices vary widely,
so, too, (to the results of the stock price change on the total economy.
Now, this is a very important difference we see among the studies,
because it is the difference between the effect on the economy that in-
fluences the conclusions as to what Federal i evenues will be. The result-
ing revenues, in a sense, define whether or not this reduction could be
characterized as a free lunch. Are we getting back more than we are
giving away?

The answer to that depends, very much, on What, in the jargon is
called, a multiplier-simply, how much reaction will there be in the
economy to a given change in stock prices. This assumes; first that we
agree on how much stock prices would change. And here, again, the
studies differ widely.

On one extreme, the Merrill Lynch study says the multiplier of
total economic output to the change in stock prices is a multiple of 2.
At the other extreme, the multiple in the Chase study is 9.

Thus, we find that the studies submitted for fact-
Senator PACKWOOD. Mr. Secretary, let me interrupt you for a

moment and ask you if you could win(d ul). Senator Cranston had been
waiting to testify and he has come back. If you could wrap up in just
a couple of minutes-we have some questions for you, but I would like
to put Senator Cranston on.

Mir. BRILL. I would be most happy if I could have a minute and a
half to finish my point.

Senator PACKWOOD. That's fine.
Mr. BRILL. The basic point is a rather simple one. The studies differ

widely in assuml)tions. They differ widely in the way in which they
track these assumptions through to the end effect on the economy.

I think it is a very useful exercise to run basic assumptions through
a variety of models. We do this all the time in our analysis. Mr. Evans
was referring to the fact this morning that the Treasury staff is a very
interested user of his product, and we are. We subscribe to all of them.
We look at every one of the models.
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In the end, we have to evaluate the results in terms of what we see
as the basic assumptions and the basic flaws in these models.

Our position is that the case has not been proven that changes in
the capital gains tax are, indeed, a cost-effective way of encouraging
investment. We think the evidence is much more robust for the
techniques in the President's tax proposals. Extending the investment
tax credit and reducing the corporate tax rate, gives you a lot more
investment bang for a buck; and I am sure we are all interested in the
most cost-effective way of achieving the agreed-upon objective of
encouraging more business investment.

Thank you, sir.
Senator PACKWOOD. Thank you, sir, and if you would just hold

until Senator Cranston is finished.
Mr. BRILL. I would be most happy to.
Senator PACKWOOD. Alan.
Senator CRANSTON. Thank you very much. I appreciate very much

the opportunity to testify this morning and I appreciate very much
your accommodation of my schedule. I have several other things I
have to do.

STATEMENT OF HON. ALAN M. CRANSTON, A U.S. SENATOR FROM
THE STATE OF CALIFORNIA

Senator CRANSTON. I am delighted to have this opportunity to
support Senator Hansen's bill, S. 3065. I cosponsored this measure in
good part because I am convinced of the critical need for the additonal
jobs that can be created through more risk capital investment. Now,
more than ever, our private economy is being asked to provide millions
of jobs for American workers. There are different ways to provide jobs,
but in the past decade, a major source of those jobs-risk capital
investment-has virtually disappeared from our economy.

California companies were able to rise more than $360 million in
risk capital to finance new ventures and businesses back in 1969. That
was under the old capital gains tax rate.

Last year, under the current higher rate, which approached 50
percent, California companies were able to raise only $6 million in
risk capital.

I would like to point out that last year was a very good year for the
California economy. It outperformed the economies of the other 15
leading industrial States. Nevertheless, only $6 million was raised in
venture capital for new small businesses.

The money was there, but the rewards for the risks taken were not
there. Investors, instead, turned to less venturesome, more secure,
investment. Others were attracted to fast, secure turnovers at low
profitability. Others went into tax shelters.

Risk venture investments are not q'iickie, fast buck, tax shelter
gimmicks based on funny money or schemes to evade taxation. Risk
venture investments are something q jite different from that. The
venture capitalist decides to risk all. There is little or no security for
his investment, other than a share of ownership or preferred de-
bentures. He backs individual entrepreneurs who look as if they have
innovative ideas and the ability to turn their ideas into reality.
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The venture capitalist provides the money. The entrepreneur
provides the know how and the desire to succee in business. The risks
are great, and if the venture capitalist is patient and can wait 5 or 7
years and if the venture turns out to be successful, the venture
capitalist may-and, I repeat, may-obtain great rewards by selling
his interest in the business.

But the time it takes to start up a new business, to make it successful
and attractive to others, costs money. Money will erode from inflation
during the development period. So when the venture capitalist's ship
finally comes in, what reward is there if the gain realized is taken
away by taxes? Very, very little.

Rhe Iacts speak eloquently for themselves. That is why there is a
scarcity of venture capital for new enterprises and that is why venture
capitalists have become less venturesome and have chosen to place
their money in second and third stage companies seeking expansion.

In my view, the greatest danger in the loss of risk capital investment
is that it is chilling the adventuresome inventive spirit which has been
the genius of our economic system for so many years. People with
creative ideas are constantly coming into my office-and I am sure
that each of you have had this experience and it is, I think, a very
disturbing experience. These people with creative ideas come into our
offices seeking Government financing, not private financing, but
Government financing of inventions and projects that private sources
should be able to finance and have financed in the past when the
capital gains laws were different-I am speaking of the time before we
changed them in 1969.

Other entrepreneurs find that the only way that they can develop
their ideas is to sign them over to huge corporations. Others just say,
"oh, forget it; it is hopeless."

That is a loss to our country and a loss to our economy.
At this point, I would like to emphasize that changing capital gains

tax rates will not solve all of our problems in producing jobs for
people who need jobs. It is only one piece in the total economic
picture. But I think it is a critically important piece.

What has been ignored in discussions of capital formation has been
the need for so-called outside capital, raised by f business from
investors who seek their reward at the end of the line, not from a
phony tax write off or other gimmicks, but from their share of the
success of the enterprise.

As a member of the Banking Committee with responsibility for
small business and minority business loan programs, I know first hand
that loans are not the answer for the brightest and most creative of
our businessmen ard women. They desperately need risk venture
capital. They need an investor who is willing to lose his investment.

The bank is not prepared to lose its loan and the Federal Govern-
ment is not prepared to give grants to businesses simply on the basis
that the entrepreneur seems to have a good idea. These small business
people must look to the private sector. When they do, they find few
investors venturesome enough to risk capital in new businesses under
present law. Our economy needs a healthy mix of investment and
capital formation.

S. 3065, I believe, will restore a more favorable balance of invest-
ment in our national economy. This is not tax relief for the rich. Its
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purpose is to stimulate investment in the capital requirements of our
economy. This is a constant and major concern of Congress and the
administration. Tax relief for individuals should not be tied with the
need for investment in the capital sector of the economy.

I support the President's request for personal income tax cuts and,
in fact, I- voted for a more substantial tax cut in the Budget Com-
mittee. I felt then, and I think now, that our economy requires a
lessening in the amount of resources that the Government takes from
the people.

S. 3065 will not be a drain on the Treasury. I am confident that the
spur given to a long-neglected sector of our economy will generate
sufficient economic activity to pay for the capital gains tax cut, and
more. I have argued on other occasions that increased spending for
public jobs would produce savings in revenue to Government to off-
set our outlays.

This continues to be a valid argument. But, if it is valid in the
public sector, it must be even more valid in the private sector.

Insufficient investment encourages inflation by causing substandard
productivity, unfavorable trade balances and continued budget
deficits.

The way to increase productivity and exports is through research
and development of new technology and by improving plants and
equipment. All of that requires incentives for risk capital, along with
the other capital formation incentives now in the tax code.

The shortage of home-grown risk capital has forced many American
companies to turn to foreign capital sources. How much better to
encourage American investment. S. 3065 will do that. It is time we
gave our own investor the benefits many foreign investors now have.

Not many realize this, but our tax law has the effect of taxing at
low rates foreign investors where treaties so provide. That is one
reason why so many American businesses with high technology are
being purchased by foreigners presently. Placing American capital on
an even footing with foreign capital is most certainly in the interests
of all.

S. 3065 will do exactly that. For these, and other reasons, I support
the bill and I urge very prompt action by the committee and hope
that we can pass this and enact it into law before the year is done.

I thank you.
Senator PACKWOOD. You know, Alan, we spent a lot of time this

morning arguing about revenue estimates. What you say about
venture capital was also brought home very clearly in testimony
yesterday. Most of these small venture capital companies do not pay
any dividends, or they pay such slight dividends that nobody would
invest in them on that basis.

So the only other way you get your money out is on capital appre-
ciation, and if we start taxing capital at almost the same level that
we tax income, there is no point in putting your money in it at all.

Senator CRANSTON. That is exactly right. We are forced into a situ-
ation where we turn to Government, not only seeking money from the
Government for inventive ideas, but also for the jobs through public
service employment and other programs-which I support-but
which I would like to have secondary to efforts to get the -private
economy to do it.
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Senator PACKWOOD. I have no questions.
Senator Hansen.
Senator HANSEN. I first want to compliment you and express my

appreciation to you very, very sincerely for your excellent statement,
Senator Cranston. I think you can understand, more clearly than
most do, the important relationship between the availability of capital
in the hands of people who can afford to take the risks. You said it
in these words, that these small companies desperately need risk
venture capital. They need an investor who is willing to lose his
investment.

Of course, no one anticipates losing an investment with any jubila-
tion or glee, but in order to find people who will put their dough on
the line and take the chance, the rewards must be commensurate
with that risk. They are not going to take the risk if the chances are
just even-Stephen that they are going to lose.

Senator CRANSTON. Absolutely.
Senator HANSEN. And that is the reason that you think that if we

lower the capital gains rates we will expand the amount of money
that can go into these ventres that will stimulate companies such
as you will find in such great abundance in Califonia and some of
which, unfortunately, have had to go out of the country to find capital
to underwrite their operations.

Senator CRANSTON. Right.
I think this is a particular problem in California, but it exists across

the Nation, and we see declining investment all across the land in ways
that I think have inhibited our economy very, very badly; and I just
think that we made a mistake in 1969.

Senator HANSEN. Now, Treasury has testified-they have changed
the figures-up until yesterday I think it was $2.2 billion they figured
would be lost by this bill. I suppose since we may be in double digit
inflation, I think it is up to $2.4 billion. I mean to ask Secretary Brill
about that.

Senator CRANSTON. You mean between yesterday and today?
Senator HANSEN. Well, between a week ago and yesterday. I think

Secretary Blumenthal had the $2.4 billion. I do not know where they
got the extra $200 million.

Do you feel, from the experience you have had and the studies you
have made of the investment pattern in America that reducing the
capital gains tax rates will result in a Treasury loss or wash or gain?

Senator CRANSTON. I am quite confident that it would, in not too
long a time, lead to a Ti easury gain. It would lead toward a more
balanced budget, towards a far healthier economic situation in this
country, less dependency on Government for money to stimulate the
economy and less dependence on the Government for money directly
to provide jobs for those who cannot find them now in the private
economy.

Senator HANSEN. Thank you very much, Senator Cranston, for
your support and for your excellent statement.

Senator CRANSTON. And thank you for your leadership in this
matter.

Senator PACKWOOD. Bill.
Senator ROTH. I have no questions.
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Senator PACKWOOD. Mr. Secretary, if you would please come back
for some questions. We want to take Dr. Laffer next after you are
done, but I think we have some questions for you.

STATEMENT OF DANIEL H. BRILL [RESUMED]

Senator PACKWOOD. Mr. Secretary, I am curious about Don Lubick's
answer where he says he feels that Treasury is forced to use static es-
timates. "If we did not use static estimates, people would say we are
doctoring our revenue figure to arrive at the results we wanted."

Are you saying that Treasury is simply going to stick with static
estimates no matter what, no matter if we double the income tax or
halve it, you would just double or halve the revenue estimates based
on that? That there will be no effects that is unstatic?

Mr. BRILL. Senator, let me distinguish between assessing the initial
effect of one specific tax against assessing the effects on the economy
of an entire package of tax bills.

Senator PACKWOOD. No, that is not the question I am asking.
If you want to answer a different question, that is fine, but that is not
what I am asking you.

Mr. BRILL. I just wanted to make such a distinction because I think
it is unfair to say that we do only static analysis. In our analysis of
the effect of a specific tax change, we do not attempt to bring in the
feedback estimates. I think the wisdom of this was well demonstrated
this morning. There are evident problems involved. We have three
distinguished economists, each of whom had different assumptions,
plausible or not, about the effect and the path through which these
results would be felt on the economy.

We do not feel that it is appropriate, in measuring the impact of a
single tax change, to try to judge the entire effect on the economy
including all of the feedback, particularly when there is such wide
disagreement among economists on what this effect would be.

We think it would be equally incorrect to try to analyze the effect
of a given expenditure in a dynamic manner. On that basis almost any
Federal expenditure could be justified, because, sooner or later, the
expenditure is going to come back to the Treasury as revenue.

Senator PACKWOOD. Do you mean to say, then, that if we were deal-
ing with the personal income tax and we were considering a bill to
raise it, to 80, 85, or 90 percent that Treasury would not, presume any
difference in personal behavior based upon those rates. You would
just say it would be unfair to try to guess what personal behavior
would be, so we will presume that a 90-percent rate will raise an
infinitely greater amount of money than at a 70-percent rate?

Mr. BRILL. No, I do not think the Treasury would make such an
assumption. It has not done that in these presentations. Our contri-
butions to the analysis of the budget were explained in the Secretary's
testimony along with that of the chairman of the Council on Eco-
nomic Advisors and the Director of the Office of Management, and
Budget-

Senator PACKWOOD. Then there are circumstances where you are not
just going to project on a static basis.

Mr. BRILL. That is exactly the point that I started to make. There
is a difference between analyzing the effect on the economy of a total
tax package and trying to analyze the effects of a very narrow, specific
change. We do both kinds.
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Senator HANSEN. One matter in which we seem to agree with the
Treasury and with the White House is that there is a tremendous need
for massive infusions of capital in high-risk innovative technology. It is
my personal belief that that kind of capital is a scarce resource.

Where do you and Secretary Blumenthal think we are going to get all
of the capital unless we provide a way for the people who own the
resources to put it to work?

The Secretary's chart 2 which shows benefit to expanded income
classes-and I call attention, again, that expanded income puts some
people in the $100,000 income tax class when they may be that way
only 1 year out of a 70-year lifetime. Do you agree with that., Mr. Brill?

Mr. BRILL,. That is possible.
Senator HANSEN. Well, it is not only possible but, as a matter of

fact, would you not say that a lot of those people who are in that
$100,000 income, expanded income class, are there because of the sale
of a capital asset, not because of regularly earned income. Is that not a
fact?

Mr. BRILL. I (1o not have the numbers with me to substantiate
your statement. I believe there are some tabulations that show how
many people are in that income class as the result of the sale of a
capital asset. I will try to get that information for you.

Senator HANSEN. Well, would you agree or disagree with my
statement?

Mr. BRILL. The only thing I have any qualification on is whether
there are a lot of people in these upper brackets who are there only
because, in that given year, they happen to have a capital gain.
There are some I am sure. I just do not know how many.

Senator HANSEN. Well, the point I am trying to make is, if Treasury
goes through its table, I make the categorical statement that they are
not going to find the same taxpayers, essentially, being in the $100,000
expanded income class year after year. There is going to be John Jones
who sold his store in 1965 and Mr. Smith who sold some other property
in 1966 and someone else who sold a house in 1967.

You are giving the illusion, by your statement, to the people of
America that this is a fat cat's bill when, in fact, the situation is that
a lot of people are there maybe only once or twice in their lifetime.

Now, do you agree or disagree with that statement?
Mr. BRILL. Senator, I am trying not to equivocate. However, I

(1o not know how to answer the question about "a lot" without
evidence. I will try to find out for you, but I cannot.

[The following was subsequently supplied for the record :]
For 1978 we estimate that there will be 378,000 tax returns with expanded

incomes of $100,000 and over. Of these, 28,000, or about 7 percent of all such
returns, would be classified in lower income groups if the various tax preference
items were excluded when computing their income. Another 31,000 would be
classified in lower income groups if all capital gain income were removed.

The Treasury Department now uses the "expanded income" concept for its
tax analyses since we feel that income should be defined in a way that closely
approximates an analytical measure of total income. Since expanded income is
equal to "adjusted gross income" (AGI) plus tax preference items excluded
from AGI less investment interest to the extent that it does not exceed invest-
ment income, the expanded income concept is clearly a more appropriate way
to examine the effects of tax legislation on taxpayers.

We believe that Congress generally agrees with this view since the Treasury is
required to use the expanded income concept for its annual report on high-income
individuals mandated by the Tax Reform Act of 1976.
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Senator HANSEN. All right. That is satisfactory.
Where is this venture capital going to come from if we do not take

the approach, or an approach such as Senator Cranston has sug-
gested we now take?

Mr. BRILL. At the aggregate level, I think the most important
thing we can do is to reduce the demands on the available funds that
come from both private, and particularly from public, consumption.
In other words, we have to restrain the Federal Government's de-
mand on our financial resources to permit more funds to be available
for the financing of private investment.

That, of course, is part of our budgetary policy. We are trying to
move in that direction.

Senator HANSEN. Are you suggesting an across-the-board cut on our
Federal budgets?

Mr. BRILL. I am suggesting the kinds of restraint that the President
has asked for in the fiscal 1979 budget. That budget has the smallest
real increase in spending in the last 5 years and a commitment to keep
our spending in 1980 under very tight control. So I think we are moving
in that direction, to reduce the demands on output and resources
which are absorbed by the Federal Government. I think this is one
important step in insuring that we will have capital available to
finance the risk ventures that we are all interested in seeing pursued.

Senator HANSEN. Would not. a tax cut on capital achieve the same
result as a budget cut insofar as making more money available?

Mr. BRILL. No, sir, I do not see the linkage as being that tight, and
that goes to the heart of the analysis that was mentoned this morning.
I do not see the linkage between the change in the capital gains tax and
the change in stock prices. I think that point has not been proven.

Second, I am not sure that I agree with the magnitude of the so-
called multipliers that have been applied to the effects of stock prices
on the total economy.

Therefore, I think that a capital gains tax cut is a far less certain
approach to encouraging capital formation than would be a cut in the
corporate tax rate or expansion of the investment tax credit; each of
which goes directly to the financing of business capital.

Senator HANSEN. My time is up, Mr. Chairman.
Senator PACKWOOD. Senator Roth.
Senator ROTH. I have no questions.
Senator HANSEN. I would like to ask one further questio-i, if I may

then,- Mr. Chairman.
The Secretary yesterday disparaged the use of assertions in the

formulation of tax policy. One of his primary targets is the Chase
study figure of an increase of 40 percent in stock value.

Yet a regression analysis of Treasury's own projections of capital
gains revenues for this year show an increase of 31 percent in stock
value.

How do you explain that?
Mr. BRILL. I am sorry, sir. I am not aware of the Treasury regres-

sion to which you refer.
Senator HANSEN. By a regression, I meant an examination of the

end result and then coming back to the primary assumption. It seems
to me that what Treasury has done in taking these two positions is
to wind up in a very inconsistent position for itself.

Could you get Treasury out of that hole?
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Mr. BRILL. I would like very much to do so, if I could understand
the nature of the hole. I must confess I have not seen this analysis.
If this is an analysis that uses the Chase equation to say that capital
gains receipts as estimated by Treasury for the year 1978 would,
being put into the equation, result in a 31 percent increase in stock
prices, I find that very difficult to understand.

Senator HANSEN. I have in my hand the Ingalls and Snyder
research report of June 16, 1978.

The concluding sentence on page 17, exhibit 1, reads this way:
"The same analysis indicates that the Treasury Department's projection o

net capital gains of $20.2 billion for 1978 would require an average monthly
closing price of $1162.19, for 1978, an increase of over 31 percent over the average
monthly closing price for 1977."

And yet, this is the same Department that earlier had criticized,
had castigated, Chase's study for an increase of 40 percent in stock
values asbeing totally unrealistic.

Mr. BRILL. It seems to me that if this estimate is right, if we had
estimated $20.2 billion of capital gains this year, all of that would
not necessarily come from changes in the stock market. Actually,
as the Secretary indicated yesterday, only a quarter of gross capital
gains last year, when the study was conducted, resulted from stock
transactions. One should not expect to arrive at the $20 billion solely
as a result of a given change in the stock market.

That may be one deficiency in the analysis, However, until I see
what equation they were using to provide that figure, this is the only
comment I can make.

It sounds to me like there is a cog missing somewhere in the ex-
l)lanation. It may be a valid explanation, but not enough is known for
me to be sure I understand it.

Senator HANSEN. If you would like to have more time, Mr. Secre-
tary, I would be happy to have you submit further explanation for
the record.

Mr. BRILL. I would be most happy to.
[The following was subsequently supplied for the record:]
As indicated by Senator Hansen, the report prepared by Oscar Pollock for

Ingalls & Snyder does allege that the $20.2 billion Treasury estimate of capital
gains for 1978 would imply a 31 percent increase in stock prices. This results from
a simple regression analysis with an equation that relates net capital gains and
the Dow Jones Industrial Average.

The reason that the equation predicts such a large increase in the Dow Jones
Index is that the 1977 capital gains estimate used as input to the model is too
low. As stated on page 17 of the report, "the regression analysis would indicate
net capital gains of $13.57 billion in 1977," whereas we now know that the actual
figure for 1977 was $18.8 billion.

In other words, in this analysis it is necessary to go from an estimate of $13.57
of capital gains in 1977 to the $20.2 billion Treasury estimate for 1978-a change
which requires a very large increase in stock prices. In fact, since we know that
capital gains in 1977 were really close to $19 billion, reaching a level of $20.2 in
1979 would not require very much of an increase in stock prices if the correct
figure were used in the Pollock/Ingalls & Snyder regression analysis.

Senator HANSEN. One other point, Mr. Chairman.
Treasury had repeatedly used the figure $2.2 billion as its estimate

of the revenue loss that would result from the change in these tax
laws as a result of the Steiger-Hansen bill. Now, as of yesterday at
least-possibly before, but that is the first time I was aware of it-
Treasury estimates a $2.4 billion loss.

Does this reflect your anticipated double digit inflation?
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Mr. BRILL. The $2.4 billion is an estimate of the revenue loss
a plying to 1980, the first year the amendment would be effective.
Te $2.2 billion number is an estimate of the revenue loss based on
1979 income.

This difference is a reflection of all changes in the economy, in-
cluding the changes in inflation.

Senator HANSEN. I have no further questions.
Senator PACKWOOD. Mr. Secretary, thank you very much. No further

questions.
Mr. BRILL. Thank you, Senator.
[The prepared statement of Mr. Brill follows:)

STATEMENT OF DANIEL 11. BRILL, ASSISTANT SECRETARY OF THE
TREASURY FOR ECONOMIC POLICY

Mr. Chairman and members of this distinguished Committee: The issue before
us today is that of determining the most effective way of encouraging more
investment.

There is no disagreement among us as to the importance of this objective. It
is clear, from many perspectives, that too much of our output of goods and
services is devoted to current consumption, and too little to investment in new
and more efficient tools of production-investment that will permit future growth
in consumption.

Even after three years of recovery, real business fixed investment remains
below its prerecession peak. As a result, our capacity to produce is growing too
slowly, at less than a 3 percent annual rate compared with over 4% percent in
the first two postwar decades.

Paralleling this sluggish growth in investment and capacily has been a decelera-
tion in the rate of growth of productivity, the factor responsible for a major share
of U.S. economic growth. This slowdown in productivity growth adversely affects
our ability to achieve price stability and our ability to remain competitive with
producers abroad.

We are all dedicated, therefore, to the search for the most effective ways of
promoting increased capital formation. There are before us specific proposals to
encourage capital formation by reducing the tax on capital gains. Fundamentally,
these proposals rest on the premise that reduction in the capital gains tax will
have a very favorable effect on stock prices, and that the resulting enhancement
of stock prices will, by increasing the wealth of investors and/or reducing the cost
of raising equity capital, encourage a higher rate of investment.

Admittedly, the argument appears intuitively plausible. One might indeed
expect some favorable reaction in stock prices if the capital gains tax were reduced.
And one might also expect that a reduction in the cost of equity capital-the
result of rising stock prices-would encourage some additional investment, since
the inability to obtain equity funds is generally recognized as one of the barriers
to investment, particularly for smaller companies.

The critical question is by how much. Ne have only a limited amount of re-
sources to devote to tax preferences for investment. Is this use-a reduction in
revenues from lower capital gains taxes-a cost-effective way of promoting
investment?

Unfortunately, there is little direct historical evidence on which to base an
analysis. There has been no reduction in capital gains tax rates in the past quarter-
century, only increases.

One must, therefore, argue the case for capital gains tax reduction by assertion
or anaolgy, which is just what has been done in three major studies of the problem-
the study sponsored by the Securities Industry Association (SIA), the study
conducted by Merrill Lynch (ML) and the study conducted by Chase Econo-
metric Services, Inc. (Chase). I would like to comment on the methodology em-
ployed in each of the surveys, particularly with respect to those variables critical
to a determination of the effectiveness of capital gains tax changes in influencing
investment.

In the study sponsored by the Securities Industry Association, the argument is
made by assertion. A specific and arbitrary assumption is made that complete
elimination of the capital gains tax would result in a 20 percent increase in stock
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prices over the first five quarters after the tax change is implemented. This as-
sertion, along with other assumptions about the extent to which higher prices will
encourage shareholders to realize their gains, are inserted into the economic model
constructed by Data Resources, Inc. (DRI), and the model is run to produce
estimates of the resultant growth in GNP, in business investment, and in Federal
revenues resulting from the higher GNP.

The results are not surprising: higher stock prices, resulting in a greater amount
of realization of capital gains, will increase incomes, investment and Federal
revenues-all by substantial amounts. For example, two years after the elimination
of the capital gains tax, real GNP in the SIA simulation would be about $47.5
billion (1978 $) higher, nonresidential fixed investment nearly $18 billion higher,
the Federal budget deficit (NIA basis) about $10.5 billion lower, and the un-
employment rate 0.7 percentage points lower.

All delightful outcomes, devoutly to be wished. But all resting very heavily on an
a8unption that stock prices would increase by 20 percent in response to the
postulated change in capital gains tax, and questionable econometric relation-
ships implying that the higher level of stock prices would spur consumption and
investment to such dramatically higher levels.

Another study of the potential effect of capital gains tax reduction was under-
taken by Merrill Lynch. In this study, it was assumed that the capital gains tax
would be reduced in the third quarter of 1978, not to zero but to a new maximum
rate of 25 percent. The result of such a tax change is assumed to reduce the cost of
new equity capital by some 25 to 30 basis points. This assumption is traced
through an econometric model to show the effect on overall stock prices, on in-
vestment and on gross national product. The results indicate a potential rise in
stock prices of only 4 to 6 percent, an increase in 1980 GNP of only 0.3 percent,
and increased Federal revenues sufficient to result in about a $2.5 billion smaller
deficit despite an initial tax cut of about $2 billion.

It is most important to emphasize again that this study, as did the SIA study,
rests on assumptions about the effects of capital gains tax rate changes on stock
prices, not on any empirical evidence of the effects. In the ML case, the effects
assumed are those on the cost of new equity capital, which is translated into the
prices of all equity issues. The Mil, assumptions about stock price response are
more modest than those used in the SIA study, and the projected benefits to the
economy and on the Federal deficit are correspondingly more modest. But they
still rest on assumptions.

The third study which we reference today is that undertaken by Chase Econo-
metric services, Inc. Here, the effect on stock prices of a reduction of capital
gains taxation to a 25 percent maximum rate is stated to be a rise of nearly 40
percent in stock prices over the next two years which, in turn, increases gross
national product, investment and Federal revenues.

The Chase analysis does not rest on an assumption about the stock price
response to capital gains tax reduction. Rather it is based on an equation
".. . empirically determined from multiple regression analysis and is not simply
an assumption pulled out of thin air."

It is worth examining this statement further, for any equation that can
adequately explain stock price behavior is likely to be of interest to a wider
audience than only those concerned with capital gains tax provisions.

The Chase study states that fluctuations in stock prices can be explained by
seven factors, or variables. These variables include interest rates, corporate
profits, replacement cost adjustment to capital consumption allowances, dividend
payments, disposable personal income and two variables relating to maximum
tax rates: the maximum tax rate on capital gains, and a variable apparently
intended to capture the effect of legislated changes in the maximum tax rate on
earned income. The latter is set at zero from 1955 through 1968, and at 20 for the
years after 1968.

The results of the Chase equation purport to tell us that (a) changes in the
capital gains tax rate explain about one-fourth of the fluctuation in stock prices
over the period from 1955 to 1977 and (b) a reduction in the maximum capital
gains tax rate to 25 percent would result in a 40 percent rise in stock prices within
a two-year period. This is a far more dramatic effect on stock prices than is
assumed in either the SIA or the Merrill Lynch study.

Are there results derived from the Chase equation statistically valid? I'm afraid
they must be regarded as suspect. The methodology used commits several grievous
statistical sins. In the parlance of the statistical profession, the Chase equation
is guilty of multicollinearity and serial correlation, as well as improper
specification.

33 -578 0 79 o 17
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I will not take up the Committee's time with methodological points; these are
covered in a brief technical note attached to my statement. It is important to note,
however, that the existence of such a defect as multicollinearity (technical jargon
for the case where two of the factors used to explain fluctuations in a third are in
themselves highly interrelated) means that the measure of the relative importance
of the capital gains tax in explaining stock prices is subject to large statistical
error. This is borne out by the fact that if one of the redundant variables is dropped
from the equation, the results change dramatically; in this case, the rise in stock
prices resulting from reduction in the capital gains tax falls to 9 percent, from the
40 percent claimed for the original equation.

The existence of serial correlation-condition where differences between actual
observations and the values estimated by an equation show a persistent pattern-
also means that the equation is not statistically reliable. This can easily be con-
firmed by applying one of the standard techniques for correcting for serial correla-
tion. When one applies this correction to the Chase equation, the importance of
changes in the capital gains tax rate in explaining stock price behavior is reduced
significantly.

The major point to be made about the three studies relating to the effect of
capital gains taxes is that in two of them, the results rest very heavily on assump-
tions about the critical factor of the response of stock prices, and in the third
study, the attempt to use analytic techniques instead of assumptions suffers from
such serious methodological flaws as to vitiate the results. On the stock price
response factor, the studies differ widely: one study asserts that complete elimina-
tion of the capital gains tax would result in a 20 percent rise in stock prices,
another that only partial elimination of the tax would yield a 40 percent rise, and
the third that partial elimination would result in only a 4 to 6 percent stock
price increase.

The second point to be made about these studies is that they yield widely
different results as to the economic benefits to be expected from a capital gains
tax reduction and the ensuing rise in stock prices. The 20 percent rise in prices
assumed for the SIA study would, in their calculation, produce a rise in total
output-GNP-some 9 times as great as the initial tax reduction. The Merrill
Lynch calculations yield a multiplier of only 2, and the Chase calculations a
multiplier of about 3 . It should also be noted that most of the projected increase
in GNP in the SIA study develops in consumption, not investment; the Chase
study has more of the benefits accruing to investment and the Merrill Lycnh
study splits its modest effects more evenly between consumption and investment.
Thus, the studies are all over the map not only with respect to stock price impacts
but also as to the purported benefits flowing from tax reduction.

How reasonable are the assumptions about the effect of a capital gains tax
reduction on stock prices? As noted earlier, there is little directly relevant histor-
ical experience, so the argument has to be made-if at all-by analogy. Thus,
some proponents of capital gains tax reductions have simply cited the record of
stock prices before and after the Tax Reform Act of 1969, which raised the maxi-
mum rates payable on realized capital gains. In the eight years after enactment
of higher capital gains rates (from 1969 to the end of 1977), stock prices rose
only 0.4 percent, compared with a 47.6 percent rise in the eight years preceding
the imposition of higher taxes. Q.E.D.: raising capital gains taxes has tended to
reduce stock price gains and, therefore, the converse must be true; lowering the
capital gains tax rate would raise stock prices.

But when one looks behind thisglib, rather superficial analysis, a different and
more puzzling story emerges. The Tax Reform Act of 1969 was signed on Decem-
ber 30, 1969, and most provisions became effective on January 1, 1970. Since it
may have been anticipated that the capital gains tax rate would be increased,
even before the change was formally enacted, one might have expected a rise in
stock market volume and a decline in prices in 1969, as investors hurried to realize
capital gains before the new higher tax rates were imposed. But stock prices
started their decline at the end of 1968-long before any expectation of higher
tax rates-and both trading volume and the volume of realized gains declined
in 1969.

After the new tax rates became effective, stock prices rose from mid-70, until
they reached a peak in January 1973. In the two and a half year period after
higher tax rates were in effect, the stock price index rose by 46 percent.

It is difficult to explain why prices and realizations went tp after the effective
date, and it certainly raises doubts about the significance of the maximum tax
rate on investor decisions, at least in the 1969-73 period.



255

Of course, since 1973, stock prices have behaved poorly. But it does strain cre-
dulity to attribute the behavior of stock prices to continued high capital gains
taxation alone in a period marked by such events a. an oil embargo, a quintupling
of oil prices, a worldwide investment boom accompanied by double-digit inflation
and double-digit interest rates, followed by the worst recession since 1930's. To
explain stock price behavior since 1973 exclusively in terms of a higher capital gains
tax, in the midst of such sweeping economic trauma, requires some stretching.

Where docs this leave the analysis? I submit that the verdict any jury would
deliver is "case not, proven". Reductions in capital gains taxation rnight-and I
emphasize might-influence stock prices by some indeterminate amount, and this
change in stock prices might-and again I emphasize might-be conducive to some
rise in investment. But none of the studies discussed today provides a sound
basis-only assertion or imperfect statistical analysis-for determining what
quantities would result from such tax policy changes.

Tax preferences for specific forms of income must essentially be classed as sub-
sidies, whatever euphemism is used to disguise the subsidy. It would appear to me,
therefore, a rather risky venture to dispense public funds for subsidies to invest-
ment on the basis of such meager analytical evidence as has been submitted. And
the risk is particularly great when this form of sub' 'idy would result in a significant
distortion in the equity of our tax structure. Equity in our tax system is no trivial
matter, in a society where every citizen is expected to pay his fair share of the cost
of public services.

Moreover, it is an unnecessary risk, since other incentives to capital formation,
such as extension of the investment tax credit and/or a reduction in corporate
income tax rates have a more direct relationship to business investment decisions.
I would urge the Committee, therefore, to devote its attention to the proposals for
investment credits and tax rate reductions in the prograin submitted by the Pres-
ident, rather than to divert its attention to unproven and inequitable remedies.

APPENDIX ON METHODOLOGY

This appendix considers certain technical details affecting the results of the
analyses of the impact of a capital gains tax reduction prepared by the Securities
Industry Association (SIA), Merrill Lynch (ML) and Chase Econometric Services,
Inc. (Chase).

SECRUITIES INDUSTRY ASSOCIATION STUDY

Method of simulation
The Data Resources Inc. (DRI) model used in the SIA study is not readily

amenable to answering questions concerning the impact of changes in capital
gains taxation on economic activity. Tax rates on capital gains do not appear as
explicit exogenous variables in the model. In using the DRI model, SIA simulated
the impact of a complete elimination of capital gains taxation by decreasing
personal and corporate income tax rates by an equivalent amount (initially $5.1
billion). The appropriateness of lowering the personal tax rate for all consumers is
dubious, in that it is largely individuals in the upper income tax classes who would
benefit from a capital gains reduction, rather than the public-at-large. As a con-
sequence, the net effect of the SIA procedure is probably to over-estimate the
effect on consumption, and hence the induced effect on investment, of cuts in the
maximum capital gains tax rate.

The SIA study found that a complete elimination of capital gains taxes would
result in a $47.7 increase in real GNP over about a two-year period. This result
implies tax multipliers of about nine-four to five times as high as the empiri-
cally-derived personal and corporate income tax multipliers traditionally used in
assessing the likely impact of tax changes on GNP.
Assumed increase in stock prices

The very large multiplier effect of the SIA study reflects not only the question-
able manner in which the tax reduction is introduced into the simulation, but also
the Pssumed 20 percent stock price increase which feeds back, via a household
wealth equation, to consumption and investment. If smaller increases in stock
market prices are assumed, much smaller GNP, consumption and investment
multipliers result.

It is iateresting to note that ,tock prices are endogenous in the DRI model and
need not be specified exogenously. When oae leaves stock prices endogenous and
simulates a capital gains tax reduction, or elimination, the DII model shows only
very modest stock price changes.
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Stock price equation

Stock prices are endogenous in the Chase model. The Chase stock market
prediction equation treats stock prices as a function of seven explanatory variables:

(1) the maximum capital gains tax rate (six quarter weighted average);
(2) a dummy variable set at zero from 1955 through 1968, and set at 20 for

the years after 1968 intended to capture the effect of the 20-point change in the
maximum rate on earned income;

(3) r'rime commercial bank loan rate (percent);
(4) corporate profits, after tax, with adjustments for capital consumption and

inventory valuation (billions of current dollars);
(5) corporate capital consumption adjustment (billions of current dollars);
(6) dividend payout ratio; and
(7) disposable income less transfer payments to persons (billions of current

dollars).
The Chase equation has several serious methodological and specification flaws

which cast doubts about the credibility of its predictions.

Serial correlation
The Chase stock market equation suffers from "serial correlation." Serial

correlation is a technical term to describe the situation in which differences be-
tween the actual and the estimated values derived from an equation show'a
persistent pattern. The presence of serial correlation in the Chase equation is
indicated by the low Durbin-Watson ratio (0.69), a standard measure used by
econometricians to test for this problem.

There are statistical techniques for correcting for serial correlation, e.g., the
Cochrane-Orcutt correction. When one applies this particular correction to the
Chase equation, then the coefficients-the values attributed to each explanatory
variable-change radically. In particular, the importance of the capital gains tax
rate in explaining stock price behavior drops sharply. The presence of serial
correlation means, to technical workers in the field, that results derived from an
equation suffering from this malady are essentially "inefficient" and hence, par-
ticularly unreliable in forecasting.
Multicollinearity

The maximum tax rate variable and the dummy variable included in the Case
stock market equation are highly correlated-a 0.97 correlation out of a possib'e
1.00. Largely as a result, the equation suffers from "multicollinearity", an ailment
that saps the strength of statistical results. Johnston points out that when multi-
collinearitv is present in an equation.

"The precision of estimation falls so that it becomes very difficult, if not im-
ossible, to disentagle the relative influences of the various . . . variables. This
oss of precision has three aspects: specific estimates may have very large errors;
these errors may be highly correlated, one with another; and the sampling vari-
ances of the coefficients will be very large ... Estimates of coefficients become very
sensitive to particular sets of sample data, and the addition of a few more obser-
vations can sometimes produce dramatic shifts in some of the coefficients."
(Econometric Methods, 2nd Edition, 1972, p. 160).

A standard way of treating an equation for multicollinearity is to omit one of the
collinear variable from the equation. When the dummy variable is dropped, the
coefficient of the capital gains tax rate drops substantially, implying a stock
market rise of only 9 percent instead of the nearly 40 percent implied by the
uncorrected Chase stock market prediction equation.

In addition to the methodological flaws discussed above, the Chase equation
has specification defects-such as the use of the maximum tax rate on capital
gains instead of the much lower actual effective rates paid by most taxpayers.

MERRILL LYNCH STUDY

In the methodology used by ML to analyze the impact of the Steiger Amend-
ment, calculations of pre-tax and after-tax rates of returns to investors were
made outside of the ML macro-model. Assumptions regarding the extent that
the firm's cost of equity financing would decrease were made based upon these
calculations. These assumed cost decreases were then fed into the NIL model
and the impacts upon the general economy observed. A 4-6 percent increase in
stock prices were predicted. When one uses the ML methodology to simulate the
impact of a complete elimination of capital gains taxation the results are a stock
price increase of 9 to 12 percent. These results cast further doubt on the reasona-
bleness of the 20 percent rate assumed by SIA and the 40 percent rate derived
from the Chase equation.
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Senator PACKWOOD. Next, we will take Dr. Arthur Laffer. Doctor,
glad to have you with us.

Mr. LAFFER. If I might, could I just have my testimony read into
the record? I would just like to cover it, if I could.

Senator PACKWOOD. It will all be in the record.
Mr. LAFFER. All right.

STATEMENT OF ARTHUR LAFFER, PROFESSOR OF BUSINESS ECO-
NOMICS, UNIVERSITY OF SOUTHERN CALIFORNIA

Mr. LAFFER. Two points with regard to the Hansen-Steiger bill.
Basically, people do not work to pay taxes. People basically work to
get an after-tax income. Likewise, businesses do not locate their
plants as a matter of social conscience. They basically locate their
plants in order to make an after-tax return.

A good example of the changes in incentives from the change in tax
rates can be seen by using the analog of the Kennedy tax cuts in
1963. Let me just show you how the incentives work.

When Kennedy came into office, the lowest tax rate was 20 percent
and the highest marginal tax rate was 91 percent.. For a person earning
income in the lowest tax bracket, of every dollar earned he paid 20
cents out in taxes and his incentive was 80 cents.

In the highest tax bracket, if a person earned $1 on the margin, he
paid 91 cents out, in taxes and his incentive was the 9 cents. They
worked to get the 9 cents and the 80 cents.

What Kennedy did in his tax rate cuts was he cut the lowest bracket
by 30 percent and he cut the highest bracket by a lesser figure, by
23 percent. lie lowered the tax rate from 20 percent to 14 percent in
the lowest bracket.

It is clear what happened to incentives. While the guy before used to
make $1, paid 20 cents in taxes and kept 80 cents, now if he earned
$1 he paid only 14 cents in taxes and kept 86 cents. His incentives
weie increased from 80 to 86 cents, or a 7y -percent increase.

But now, if you go the highest tax bracket, you can see what hap-
pens there. The tax rate cut was less. It went from 91 to 70 percent,
a 23-percent cut in rates. But, look what happens to incentives.

The person before who made $1 paid 91 cents out in taxes and his
incentive was 9 cents. Now if he earned $1 he paid 70 cents out in
taxes and lie kept 30 cents. His incentive for working and producing
went from 9 to 30 cents, or a 233-percent increase in incentive.

The point of the example is, given the same tax rate cut, the higher
tax rates are, the greater the increase in after-tax incentives. So the
higher the level of taxes the more likely it is you will get a large increase
in incentives and a subsequent large increase in output and production.

Senator PACKWOOD. Would you say that again?
Mr. LAFFER. The higher tax rates are, the greater will be the increase

in incentives given a tax rate cut of a common percent. So, in other
words, if you get up to a 100-percent tax rate you have zero incentive
to work. As you lower that rax rate by only 1 percent, your incentive
increases from zero to 1 percent.

Now, looking at the Ilansen-Steiger bill, it is important to note
just how high the marginal tax rates are on economic return to capital.
Let me just go through an analog here. If you imagine a machine for
a moment that has $1 of economic profit, under our current accounting
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system and tax system the company does not report $1 at its account-
ing income for tax purposes. They underreport depreciation, they
underreport the cost of inventories. The accounting profits will be
far higher than $1 on which they will have to pay taxes. The company
will also be subject to capital gains taxation. There also are sales
taxes, excise taxes, property taxes, restrictions on the uses of re-
sources, et cetera.

There are all sort of other obstacles, just to get the profit outside
the corporation. Once outside the corporation, this profit is subject to
personal income tax which can go as high as 70 percent and also is
subject to individual capital gains taxation.

Going through all these calculations, one can easily imagine the
average marginal tax rate on capital being somewhere in the neigh-
borhood of 90 and 90-plus percent.

If you lower tax rates on capital by a small amount, you increase
the incentives substantially, and this is why I think the Hansen-
Steiger bill would do an amazing amount for increasing incentives for
capital formation and would increase output quite substantially. As
far as I can tell, there is a reasonable chance that it would not only
increase capital formation but could very well increase Treasury
revenues because of the expansion of tax base.

But that is number one. The higher tax rates are, the more likely
a cut in tax rates will lead to an increase in revenues, not a reduction,
because it increases incentives so very much.

There is a notion in a lot of statements I read in the press and a lot
of statements in other testimony that somehow the incidence of a tax
is the same as the burden of a tax. That is, if you cut the tax rates on
capital gains that the benefits of that cut on tax rates of capital gains
will fall only to those people who have capital gains. I think, this
notion is a totally misleading position.

The incidence, as we know in economics, is completely different
from the burden of taxation, because supplies respond. Let me just
give you an example back from my home State of Ohio.

Truckdrivers' wages, for some reason, are not very high when there
are no trucks around to drive. If there are no trucks around to drive,
truckdrivers' wages fall to zero. When there are trucks around to
drive, the wages of truckdrivers increase.

In order to entice people to either work harder or to abstain from
consumption, in order to get the requisite capital to have truck forma-
tion, tobe able to accumulate capital and acquire trucks, you have to
pay the savers an after-tax rate of return and if that after-tax rate
of return is taxed too heavily the volume of trucks in the system will
fall and not only will the vo ume of trucks in the system fall, but the
wages of truck(irivers will also fall.

Senator PACKWOOD. Let me ask you a question. We are goixg to
have to vote, but I hope that we can split our time so that one of us
can stay here all the time.

I have been going around explaining your theory, and I hope I am
explaining it correctly. Basically you are saying there is an optimum
rate of taxation that will return an optimum amount of revenue to the
Government. If you have a zero rate of taxation, no revenue; 100 per-
cent, rate of taxation, very likely not much revenue, because not many
people will work and pay it all to the Government..

Mr. LAFFER. Yes, sir.
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Senator PACKWOOD. How do you determine where the optimum is?
Mr. LAFFER. Well, there are several things that go into the opti-

mum, at least in the calculation of what'the optimum is. Henry
George's theorem long ago was what you want to do for revenue pur-
poses is tax those factors the most-those factors of production the
most-that can escape the tax the least.

Senator PACKWOOD. Say that again?
Mr. LAFFER. You want to tax those factors the most-
Senator PACKWOOD. That can escape the taxation the least?
Mr. LAFFER. The least.
And you want to tax those factors the least that can escape the

most.
Senator PACKWOOD. Is that why his heavy emphasis on land?
Mr. LAFFER. That is why he had a land tax, exactly, because-
Senator PACKWOOD. Because it is very hard to hide it.
Mr. LAFFER. There is no way of getting rid of land. That is why I

worry about our exceptionally high marginal tax rates on capital.
Capital is fungible both across time and space.

The factor which bothers me very much, which we are not address-
ing today, but it is the very, very burdensome tax rates on the inner
city. The marginal tax rates on the inner city-I did some calculations
for Los Angeles-for an inner-city family of four. If the earnings of the
family go from zero to $1,000 a month earnings, the family's spending
power increases by a mere $140 because of the needs test, means test,
income test, as well as taxes. That is an 86 percent average tax rate.
That is excessive.

The inner-city dwellers, as you know, can go into the subterranean
economy.

Senator PACKWOOD. Is this because you include all of the other
taxes in addition to income taxes? Their local property taxes and ex-
cise taxes, and whatever else in the inner city?

Mr. LAFFER. The whole structure, yes, and especially the means
test, needs test, and income test. Every time they earn a little bit
more, they lose their social welfare benefits.

Senator PACKWOOD. All right.
Now, let's go back to finding this optimum again, because obviously,

if indeed you can define it and we can arrive at it
Mr. LAFFER. I cannot measure it, frankly, but I can describe to

you what the characteristics of it are; yes, sir.
Senator PACKWOOD. OK.
Mr. LAFFER. Basically, the more elastic the factor of production is,

the lower you will want that tax rate to be, and if you look at capital,
it appears to be quite a highly elastic factor.

The next thing that is also important here is that the longer the
time horizon the lower the tax should be.

Senator PACKWOOD. The longer the time horizon for what?
Mr. LAFFER. For looking at revenues, increasing revenues. Let's

say a person builds a plant based on a presumed 10-percent corporate
tax rate. The (lay after he is finished building the plant, the corporate
tax rate is raised to 90 percent. The plant owner is not going to throw
that plant away. More revenues are going to be collected for a while,
but when something wears out, the plant owner will not replace it
and, in due course, that plant Will disappear.

Revenues will go up for a while and then, over time, start falling.
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The question is not what happens to revenues; it is what happens
to them and when. The longer the period, the more likely the effect
that you will increase revenues from lowering tax rates and that you
will lower revenues from increasing tax rates.

Those are the two points I wanted to mention.
Senator PACKWOOD. I don't know what to ask. You have the capac-

ity to make it sound like the salt box at the bottom of the sea that
perpetually turns out salt.

Mr LAFFER. It spreads all over the oceans, too.
Senator PACKWWOD. Is it fair to say that you are reasonably con-

vinced on bath capital gains and general tax rates, individual tax rates,
that we are on the high side of the curve and we would move more
toward the optimum by lowering both capital gains and personal
taxes?

Mr. LAFFER. With regard to capital gains taxation, I feel very
certain about that, yes. With regard to income taxes in the upper
brackets, I think it is much the same as the capital gains tax. .

With regard to tax rates in the very lowest tax brackets, I feel quite
confident of that, too.

I do not feel it is true in every tax category-in fact, far from it.
There are a lot of taxes that, if you lowered them, revenues would not
increase.

Senator PACKWOOD. But basically you support the concept of the
Roth-Kemp tax cut?

Mr. LAFFER. Yes, I do.
Senator PACKWOOD. Which is, of course, an across-the-board tax

cut-upper rate, middle rate, lower rate?
Mr. LAFFER. Yes.
Senator PACKWOOD. What you are saying or, at least, perhaps

what I am saying, is at the lower rate, it may not be quite as
productive?

Mr. LAFFER. I think at the very lowest rates it will be productive
because those are the rates that are faced by the inner-city'dwellers,
for example, and if you look at them, they pay exceptionally high
tax rates. And if you lower their tax rates, their incentives to work,
produce, et cetera--

Senator PACKWOOD. Why do they pay more tax rates than some-
body in the suburbs?

Mr. LAFFER. Well, let me describe a study we did out in California.
I took an inner-city family of four, two adults and two children. One
of the adults was assumed either disabled or unemployed. And I took
that famiy--of four, which is in the city of Los Angeles, county of
Los Angeles, State of California, United States, and said, let's assume
that the one adult who can work does not work. What is the maximum
amount of legally available social welfare benefits that that family of
four can get in any 1 month.

Then assume that that one member who can work goes out and
earns $100. Now the $100 is not only gross pay, but I added in the
employer's contribution to social security and also the employer's
contribution to unemployment insurance. So I got $100 that the firm
pays for this employee.
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I then went through and calculated all of the taxes, and then went
through and recalculated all of the social welfare benefits. The final
figure was the family of four's net spending per month.

I did it at zero, $100, $200, $300, $400, on up to $1,000 a month
which, as you know in the inner city, that is no small income for a
family of four. And then I calculated the total spending power per
month of that family of four.

Senator PACKWOOD. Yes.
Mr. LAFFER. If you look at the increase in spending power that

family of four can have from going from zero earnings to $1,000 a
month, the total is $140 increase in spending power.

Senator PACKWOOD. You mean they can get $860 in miscellaneous
supplements?

Mr. LAFFER. The $860 will be reduced because they lose welfare
benefits as they earn higher, and they pay taxes. But that is an 86-
percent effective tax rate.

Between $400 and $800 a month, the effective tax rate is 100 per-
cent or higher. Incentives are badly needed in the inner city.

As I look at it, it does not come as any surprise to me why black
unemployment rates have increased so much relative to whites in the
last 15 years, why black participation rates have fallen so dramatically
relative to whites, why the mean earnings of full employed black
males have not increased relative to those of white males.

Senator PACKWOOD. Isn't it because most blacks live in the inner
city?

Mr. LAFFER. Also because the incentive effects in the inner city are
very, very antiwork production and income itself. That is one of the
areas where I believe we have to increase the incentives, or you will
get people moving into the subterranian economy and you will lose
revenues. Besides, it costs you a lot in spendinio

If you were to look at my ex-neighborhoog in Chicago, where I
used to live, a black teenager Would love to work for $1.50 or $1.75
an hour. It is against the law in the United States to employ a black
teenager at those wages. After being unemployed for 2 or 3 years, he
basically becomes unemployable.

Senator PACKWOOD. Let me ask you another question.
When 2 years ago, we were considering the Tax Reform Act of

1976, we had Charles Schultze and three other economists before us.
I asked them about the Laffer curve and they all laughed. They said
that was ridiculous.

Are you finding greater credence among economists today?
Mr. LAFFER. I don't think there is anyone who questions the con-

ceptual nature of what Jude Wanniski called the "Laffer" curve-I
did not name it. The question is: Where are we on it? which is the
question you asked. To date we don't have specific estimates on
exactly where we are.

Senator PACKWOOD. You know, it is interesting. I asked Secretary
Blumenthal yesterday, and he is convinced that on capital gains we
are on the bottom side, that we could raise the capital gains tax and
produce more revenue.
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I didn't pursue it as to how much more we could raise it in his
estimation and continue to increase the revenue, but he thinks we
are on the low side.

Mr. LAFFER. When I look at the other studies and the estimates
and at some of the preliminary findings that we have done, it doesn't
look like he is right on that.

Senator PACKWOOD. Well, to the best of my knowledge, there is no
other estimate but Treasury's that says that.

Mr. LAFFER. I thought that Chase did some estimates of it; that
is, Evans at Chase Econometrics.

Senator PACKWOOD. Oh, they did. There is no other study that
comes to the conclusion that you can raise the tax to get more revenue.

Mr. LAFFER. Oh, I agree with that, yes.
Senator PACKWOOD. We had Otto Eckstein and Chase in, and what

Treasury Secretary Blumenthal said yesterday was that their studies
were all wrong because they had presumed a conclusion and then had
programed their computers to reach the conclusion.

Now I have to run because I have 4 minutes left to cast my vote.
Senator Hansen will be back and I will be back shortly.

[A brief recess was taken.]
Senator HANSEN [presiding]. The hearing will please come to order.
I am awfully sorry, Dr. Laffer, that I had to miss even a single word

of your testimony. I think Senator Packwood will be back very
shortly, too.

Were you responding to questions asked by Senator Packwood?
Just where were you?

Mr. LAFFER. He bad asked some questions about the other models
and about what I gather are some complaints about the models.
To paraphrase his question, I believe he said that the Secretary had
stated that they basically put in their conclusions and he asked me to
comment on that. Then he left.

Senator HANSEN. I remember, before I left, Senator Packwood was
explaining his understanding of your very widely publicized curve.
One of the questions I have is prompted by a statement made by
Secretary Blumenthal yesterday. The record will disclose precisely
what he said, but as I recall the thrust of it, it was to this effect, that
we could increase the taxes on capital gains even more than they now
are and that Treasury receipts would go even higher than they are now.

If anyone is here who thinks that I misunderstood or misstated that
position, please let me know.

Mr. LAFFER. I heard that, yes.
Senator HANSEN. Was that your understanding, too?
Mr. LAFFER. Yes, I believe so.
Senator HANSEN. Well, as I understand your curve, no one can say

precisely ahead of time where that magic point is. It may be reached
where the heavier burden of taxation will result in a diminution of
activity so as to make the total tax take even less than it is at that
point.

Would you please comment on Secretary Blumenthal's statement of
yesterday?

Mr. LAFFER. Let me just answer the same question from my own
standpoint.
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This is my perception of what is happening with regard to the tax
rates on capital, an(l especially the average marginal rates on pro-
(luctive capital in this country. I think they are exceptionally high.
As we know from theory, the higher tax rates are, the more likely a
cut in those rates will increase revenues.

As far as I can tell, capital is both very elastic and the tax rates on it
are very, very high. Therefore, my ju(lgment is if you cut tax rates on
capital' 'let's say in the tIansen-Steiger bill-I think you would in-
crease revenues. You would increase Federal revenues. But I think
even more importantly, because there is a lot else going on in the
system, I think you would increase the wages of workers; I think you
would help the distribution of income.

The example I used earlier was truckdrivers, you would increase
their wages. I think also you would increase the fiscal solvency of
State and local governments, because clearly, if you tax capital too
heavily on a Federal level there is less capital around, and if there is
less capital around, the State and local revenues are lower. So, it
has a lot of feedback effects throughout the entire system. But I
think even on Federal revenues, if you cut tax rates on capital gains,
you would increase revenues very quickly in the United States, from
what they otherwise would have been.

Senator HANSEN. I appreciate that answer very much. I was
impressed with your observation that the hourly wage paid to truck-
drivers is of little concern to a city with absolutely no trucks because
they would not be affected. They become interested only where they
have trucks.

Having that in mind, and having in mind the systems of major
nations in the world, ours is based on a capital intensive economy:
You have spoken about not only the direct effects insofar as Treasury
receipts may be concerned if we were to lower the taxes on capital
gains, but I understood you to say also that many peripheral events
could take place, all of which could have a salutary effect on the
economy and on Treasury receipts. Did I understand you correctly?

Mr. LAFFER. That's correct, sir. In fact, a lot of the revenue effects
on Treasury receipts would not be directly in capital gains. In fact,
if you cut the capital gains tax rates and you got more capital forma-
tion, which clearly would occur, you would increase total incomes,
total wages, and Treasury receipts from the Federal income tax on
wages, et cetera.

The example I used in my testimony was if you confiscated all the
returns to capital, there would be no capital, and wages would go to
zero. Treasury receipts would be zero, even if there were no tax on
income.

Now, if you lower that tax on capital, you get some capital, you
collect some revenues from that tax, but not only that, the wages
rise and you collect all the other benefits around. There is one other
point, too, which should not be overlooked. If you cut the tax rates
on capital, you get an increase in capital formation, you get a reduc-
tion in unemployment, you get a reduction of people in the poverty
categories, which will end to have the effects of reducing unemploy-
ment compensation-not because you cut the unemployment com-
pensation per person unemployed; it would cut welfare payments-
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not because you cut the amount per person in need, but because
there are less people in need and there are less people unemployed.

I can't hell) but believe iu would have a major positive effect on
the U.S. budget.

In spite of all that, it is still a good policy because we still want to
reduce unemployment and reduce poverty, even if it costs a dollar or
two in the deficit.

Frankly, as far as I can tell, the major objectives of policy should
be eliminating unemployment and getting rid of poverty, even if it
(lid cost some in the deficit.

Senator HA NSEN. Even above the goals of income redistribution
and other egalitarian theories.

Mr. LAFFER. I believe very much in income distribution and re-
distribution. But I don't think you do it by raising tax rates on the
upper income groups. Frankly, this is the mistake of what we call the
"Robin Hood theorems." The "Robin Hood theorems" assume that
if you raise tax rates in the upper income groups and you lower them
in the lower income groups, output stays the same, or so they argue.
That is just not true.

In order to tax the rich, frankly, there have to be some rich around
to tax. [General laughter.]

Rich people do have capital which raises the wages of workers.
There are serious problems with a lot of the income distribution efforts
that was done when I was here in Washington. There are two ways
of redistributing income. You have upper income people and lower
income people. The way we have been following for so long, especially
with our capital gains taxation since 1969, is to lower the rich. What
I think we should be doing is to raise the poor. We have been doing
very little on that line. We have always had soak-the-rich policies as
opposed to help-the-poor policies.

Senator HANSEN. Thank you very much, Dr. Laffer.
Mr. LAFFER. Thank you, sir.
Senator PACKWOOD [presiding]. In your estimation, in comparison

to the present tax, would the Roth-Kemp tax cut increase or decrease
revenue?

Mr. LAFFER. In what time period? Over the next 2 or 3 years, yes,
I think it would start to increase revenues. If you took it the first
week, no.

Senator PACKwVOOD. All right, for a year or two and beyond.
Mr. LAFFER. Yes. I think it would raise it in perpetuity, clearly. I

think you would have a period, as they call it in Minnesota in the sum-
mer, a period of rough sledding. [General laughter.]

But it has future prospects. Let's take the example of the Common-
wealth of Puerto Rico. The Commonwealth of Puerto Rico in Janu-
ary, 1977, cut tax rates across the board by 5 percent. This was Carlos
Romero, the Governor of the Commonwealth of Puerto Rico.

Just take a look at what has happened to their tax revenues. They
were running a deficit before and their bond yields were tax exempt
for around 12 percent. That puts them in a pretty high category.

They cut tax rates across the board by 5 percent. Today I think
they have a little surplus and their bond yields are down around
8 percent.
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Senator PACKWOOD. This was just January 1977.
Mr. LAFFER. I believe Governor Romero was elected when he

defeated the incumbent, Col6n, in November 1976, and he came in
in January 1977. His first act was to get rid of what they called in
Puerto Rican, "]a vamparita," which is the little vampire, which is
the 5 percent surcharge they had put across the board on personal
income taxes under Governor Col6n.

Senator IIANSEN. Mr. Chairman, would you yield for a question
at that point?

Senator PACKWOOD. Yes.
Senator HANSEN. I have just a corollary of your observation.
From the Treasury approach I would assume that the cigarette

tax revenues in New 'Iork and other States really ought to have
zoomed way up because they are several times higher than they are
in several other places. But apparently those States which have
imposed that extra heavy tax on cigarettes have found out what we
found out during Prohibition, which is that people react in different
ways.

Isn't that true?
Mr. LAFFER. Yes. Let's just use another analog.
If you look at New York City, is there any question in anyone's

mind that New York City should spend more money repairing roads?
Is there any question in anyone's mind that they should spend more
money getting more sanitation and more garbage pickup, or on their
schools or on their zoo? If you go to the Bronx Zoo and compare it
to what it was 10 or 20 years ago, you can see that it has deteriorated
substantially. If you look at the wages of the employees of New York
City, part of those wages are held in assets that are of somewhat
questionable form.

The question is how do you get more spending in New York City?
Do you raise the tax rates and drive the last two businesses out, or
(1o you lower the tax rates and get some businesses coming in, get
some employment there, get some people out of the poverty categories
to get the city going again?

If you look at what has been happening in New York City, it is a
classic case of what we have been talking about today. They have
been raising tax rates to get more revenue. In fact, if you look at what
has been happening, their budget is in worse and worse shape. Just
compare New Hampshire with Vermont.

Senator PACKWOOD. That is very relevent to what we are voting
on on the floor, right now.

,Vr. LAFFER. Oh-I didn't mean to make it relevent. [General
laughter.]

I must not forget to keep my professional image.
Senator PACKWOOD. Do you have any more questions, Senator

Hansen?
Senator IANS E N. No, thank you, Mr. Chairman.
Senator PACKWOOD. I have no more questions either. Mr. Laffer,

thank you very, very much.Mr. LAFFER. Thank you, Mr. Chairman.
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[The prepared statement of Mr. Laffer follows:]

STATEMENT BY ARTHUR B. LAFFER, PROFESSOR OF BUSINESS ECONOMICS, UNI-
VERSITY OF SOUTHERN CALIFORNIA

Mr. Chairman and Members of the Committee: It is an honor to be invited to
testify before you today regarding S 3065, "The Investment Incentive Act of
1978." This bill, in my professional judgment, is an integral part of a much-
needed tax reform. Over the last decade, U.S. real economic growth has been far
too slow. Needed social programs have been postponed or diverted into stopgap
welfare plans which can only attempt to temper the effects of high unemployment
rates, reduced after-tax incomes and generally poor economic performance.

The most debilitating act a government can perpetrate on its citizens is to
adopt policies that destroy the economy's production base, for it is the production
base that generates any prosperity to be found in the society. U.S. tax policies
over the last decade have had the effect of damaging this base by removing many
of the incentives to economic advancement. It is necessary to restore those in-
centives to economic advancement. It is necessary to restore those incentives if we
are to cure our economic palsy.

The resources spent by the government come from the total tax burden on the
economy's productive sector. Whether government spending translates into public
services, transfer payments or purc waste, government resources must come from
the economy's workers and producers. As such, th(se resources comprise a major
part of the wedge driven between the payments made for factor services and the
payment received by the factors themselves. Increases in this wedge, taken alone,
raise wages paid for factor services, lower wages received by the factors themselves,
and thereby lower the demand for and the supply of productive factor inputs.
As a consequence, output falls.

The Hansen-Steiger bill does nothing directly to impact this aggregate wedge. To
stop at this apparent conclusion, however, would miss not only the essence of
Ilansen-Steiger, but many of the lessons from the history of taxation as well.

Output depends as much on an individual factor's tax rates as it does on the
overall tax burden. If one productive factor is faced with exceptionally burden-
some tax rates, it will withdraw from the marketplace. Its departure will lower
output by its production potential and, in turn, reduce the production potential
of all other factors with which it is complementary.

For example, high productivity and high wages for truck drivers require the
existence of trucks to drive. If trucks are taxed excessively, there simply won't
be as many trucks, and thus the wages and productivity of truck drivers will
decline. Output will be doubly impacted. In the limiting case, when all the returns
to trucks are confiscated, no trucks will exist, and the wages accruing to truck
drivers will be zero. Output, too, will be zero, as will tax receipts-even though
there are no taxe- on the earnings of the drivers.

As a pedogogic device, imagine that we reduce the tax rate in the example by
one-half. The earnings of truck drivers remain untaxed, but now the earnings ac-
cruing to trucks are taxed on 50 percent instead of the previous 100 percent.
Savers who either abstain from consumption or work harder can now obtain an
after-tax rate of return by accumulating trucks. There will be more trucks, higher
wages, more output, and tax receipts will rise. The increase in tax receipts is an
exclusive result of the increase in production and the lowering of tax rates.

The Hansen-Steiger bill, armed with the experience of the past decade, addresses
the current counter-productive constellation of individual factor tax rates. By
partially correcting the stagnatory structures of current tax rates, the bill will
most likely lead to a substantial increase In output and in very short order, will

probably reduce the size of government deficits from what they otherwise would
have been. Net revenues could also expand, even though the rate at which capital
gains are taxes is reduced. Part of the stated effect on the deficit will occur be-
cause higher output means less unemployment, less poverty and therefore lower
total spending on unemployment benefits and poverty programs. In this sense, the
Hansen-Steiger bill will actually reduce government spending and the overall
wedge, albeit indirectly.

People don't work and save merely to pay taxes. Businesses do not acquire
capital investment as a matter of social conscience. As the Durants pointed out in
Li6880 f from History, it is the after-tax incentive that drives production, savings
and employment. Other than the taxes levied on the innercity poor, I know of no
factor more discriminated against by our tax structure than is productive capital.
The Hansen-Steiger bill will catalyze the incentive effects of capital whose current
tax structures are prohibitively high.
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It is not difficult to see the effects of our layering of taxes on capital. Take the
example of a machne that earns one dollar of economic profit. Under current re-
fquired accounting procedures, the actual reported profits for tax purposes will be
ar higher than one dollar, because of the rules regulating allowable depreciation
and inventory valuation adjustments. This machine incurs additional expenses to
comply with mandated standards, and for account reporting and other legal
services. Most firms feel compelled to monitor various government activities and
these staff costs, too, are partially deducted from the returns to the machine.
None of these costs directly contributes to the company's main purpose for
existence, its product.

Yet the story has only begun here. The company's capital must also contribute
its share to sales, excise, payroll, capital gains and corporate profits taxes. On the
same stream of capital, individuals are required to pay personal income taxes
ranging in rates up to 70 percent, as well as personal capital gains taxes. It should
be noted that a large part of these capital gains are due purely and simply to rises
in the general price level, and thus do not represent an increase in real values.

The effects of the tax policy changes of the Kennedy era are an excellent ex-
ample of the type of impact we could expect from tax reductions along the lines of
the Hansen-Steiger and Roth-Kemp bills. The Kennedy tax program, instituted
over a several-year period, included an across-the-board cut in personal income
tax rates, reduced the corporate tax rate from 52 percent to 48 percent, shortened
depreciable lives for legal purposes, and instituted the investment tax credit. In
addition, major tax rate reductions were carried out under the Kennedy tariff cuts.

The numbers look like this. From 1961 through 1966, real GNP grew on average
at a 5.4 percent annual rate. Unemployment rates fell from 6.7 percent in 1961 to
3.8 percent in 1966. Capacity utilization (as measured by the Federal Reserve
Board) rose from 77.3 percent in 1961, to 91.1 percent in 1966. Annual inflation
averaged 2.1 percent, 1.6 percent and 1.1 percent for the GNP price deflator, con-
sumer price index and wholesale price index respectively. If stock prices are any
indicator of growth, the ratio of S+P 600 to GNP went from .110 in 1960 to
.115 in 1967. The low was the 1960 ratio, but the peak occurred in 1965 when the
ratio hit .128.

During the 1961-1966 period, Federal spending rose at a rate lower than GNP
growth; 6.2 percent versus 7.5 percent. As a consequence, the overall Federal
wedge fell from 18.75 percent in 1961 to 17.62 percent in 1966. There was a $3.1
billion Federal deficit in 1961, a surplus of $1.4 billion in 1965, and literal balance
in 1966. defensee spending increases during this era were less than nondefense
increases. Obviously, the dire consequences predicted for these shocking tax rate
cuts (lid not materialize.

In many ways, we are being visited today by a situation similar to that of
1960. Unemployment is high; currently sitting a little above 6.0 percent. Federal
spending, or the aggregate wedge, stands at about 22.6 percent; 8 & P stock
prices relative to GNP are at .045. The Federal deficit in the most recent period is
about $45 billion. Inflation, though, is the real kicker today, hitting well over 6
percent at annual rates.

In addition to the beneficial effects already mentioned, the Hansen-Steiger
bill should have a positive impact on inflation. Inflation is primarily a consequence
of too much money chasing too few goods. Excessive money growth has long been
recognized as a cause of inflation. It is equally true, however, that too few goods
will also cause prices to rise.

To put the relationship into clear focus, imagine the following: What would
happen to prices in the United States if oiutput were reduced to, say, the output
level of Luxembourg, and the amount of money stayed unchanged? Prices would
skyrocket, as would unemployment. Higher unemployment means lower output.
As such, high unemployment is, by itself, a cause of high prices.

In debating the Hanisen-Steiger bill, it is important to recognize that it i.
beginning to meaningful tax reform-not an end. Passage of Hansen-Steiger v ill
not, cure our economic ills by itself. Additional legislation such as the Roth-
Kemp and Stockman bills would be complementary to the "Investment Incentive
Act of 1978." Looking into the future, legislation proposing indexing and full
integration of the corporate tax structure with personal income taxes is highly
desirable. A more distant goal would be a proposal for the substitution. of a value-
added tax for other, less efficient taxes. Social Security tax and benefl reforms are
also badly needed.

This view has two very attractive characteristics. First and foremost, it is
supported by a large body of experience. Secondly, the policy implications offer
some hope to a world badly affected by economic malaise. In the complex arena
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of tax legislation, the best cannot be allowed to eclipse the good, nor should the
good be allowed to wither for lack of understanding. It is fairly obviously that our
economy is in trouble. Passage of the Hansen-Steiger bill, for the reasons stated, is
an important step in our return to economic advancement.

Thank you.

Senator PACKWOOD. Our next witness is Dr. Edwin V. W. Zschau,
representing the American Electronics Association.

Did I pronounce your name correctly, sir?
Mr. ZSCIIAU. It is "Tchow."
Senator PACKWOOD. Thank you.
Please go right ahead.

STATEMENT OF EDWIN V. W. ZSCHAU, CHAIRMAN, CAPITAL
FORMATION TASK FORCE OF THE AMERICAN ELECTRONICS
ASSOCIATION

Mr. ZSCHAu. Thank you, Mr. Chairman.
I am Ed Zschau. I am chairman of the Board of System Industries

of Sunnyvale, Calif. System Industries is about 10 years old and
employs about 250 people in the United States.

Today I am representing the American Electronics Association
which is a group of more than 950 high technology companies in 38
States.

The high technology companies of the American Electronics
Association strongly support the Investment Incentive Act of 1978,
introduced by Senator Hansen recently. We feel it would stimulate
more risk capital investment and result in extraordinary benefits to
our economy.

We realize that this isn't an ultimate solution, but we believe that it
is a major first step in the right direction. In fact, our experiences and
our analyses indicate that eliminating all taxes on income from risk
capital investments would significantly magnify the benefits of the
current proposal, and we urge Congress to consider that extension of
the Hansen bill.

Mr. Chairman, we commend this subcommittee for conducting these
timely hearings. Not only has the debate escalated a lot this week,
but also the economic problems that the Hansen bill would hell) to
solve have reached new reported levels of intensity.

Just this week major articles in Business Week, Time, and the
The Wall Street Journal have told us that the U.S. leadership in
science and technology has slipped badly, growth in U.S. worker
productivity has declined alarmingly, our trade deficit in the first
quarter of this year has reached a new record.

These problems are closely interrelated and they all seem to stem
from the same cause-insufficient risk capital investment. Today we
will provide you with some concrete evidence that documents that
relationship and, I hope, provides some insight in this issue.

That evidence is based on a recent AEA survey of 325 electronic
companies. Since we hoped that this survey would make an honest
contribution to the dialog on the capital formation issue, all of the
results of the survey were compiled by a public accounting firm ant
are contained in detail in my written statement, which I request be
entered into the record.
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Senator PACKWOOD. Your entire statement will be entered into the
record.

Mr. ZSCHAU. Thank you.
This morning, I will highlight the major results and conclusions

of the survey. I will be referring to five exhibits that were distributed
to you and I will also be providing some specific examples.

As shown in exhibit 1, our survey proved that young companies
create jobs faster than mature companies. In 1976, the employment
growth rate of young companies, those that were less than 20 years old
was 46 times greater than the mature companies.

Even more startling is the fact that these young companies created
more jobs per firm than the mature companies, even though the older
firms were on the average 27 times larger.

Although the young companies can create jobs faster, they need
constant injections of risk capital in order to do that. Our survey
showed that it takes about $14,000 of new risk capital investment in
order to create each new job in the electronics industry.

Risk capital does more than create jobs. Our survey shows that a
risk capital investment generates streams of benefits in the form of
exports, new technology, and tax revenues. The magnitudes of these
annual benefits are surprisingly large and they start very quickly
after the investment.

For exam ple, exhibit 2 shows the benefits generated in 1976 by
companies that were founded between 1971 and 1975. Those corn-
)anies averaged just 4 years of age at the time, but for each $100 that

had been invested in them, they were already generating $70 a year
in export sales, spending $33 annually in R. & D., and generating an
incredible $30 a year in Federal tax revenues. This is due to the feed-
back effects that Dr. Laffer was just talking about. This is a specific
example of those effects.

I think the survey helps us realize that investment is unique. It is
like the goose that lays the golden eggs. But, unfortunately, increases
in the capital gains tax in recent years have unwittingly been killing
the goose that lays those golden eggs. Senator Cranston's remarks
described that very eloquently this morning.

Here are the facts from our survey.
Look at, exhibit 3. It shows that companies founded since 1970

were able to raise only one-half as much capital per firm as companies
founded in the late 1960's. When you take inflation into account, as
exhibit 4 ,hows, in terms of purchasing power, the companies founded
since 1970 raised less capital per firm in their early years than com-
panies founded at any time in the past 22 years.

With risk capital so scarce, the young companies have had to pur-
sue undesirable financing strategies in order to survive. Our survey
indicates that companies founded since 1971 have borrowed too
much, making them vulnerable to economic downturn. Also, several
companies, including my own, have turned to foreign companies for
capital. However, since these investments also include the sale of
technology, as well as partial ownership, such transactions reduce our
technological leadership. If they persist, they will make us less com-
petitive in the world markets. In addition, if they persist, and we fail
to maintain dominance in science and technology, our defense posture
will be weakened.

33-578 0 - 7P - 18
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In the )ublic debate on the Hansen-Steiger bill, the question is
often asked: Who benefits most from a capital gains tax reduction?
Exhibit 5 helps us answer that.

For each $100 invested in the 276 companies founded since 1955,
the average annual potential gain to investors was estimated to be
$22. Kee) in mind that this is before any capital gains tax has been
levied. , lost of these gains are unrealized. In fact, much of them are
in private companies where it is very difficult to sell the stock. This
estimate also neglects inflation and ingores all the losses that the
investors may have incurred in other investment.

This potential gain per year is small when compared to the annual
stream of benefits that those investments produce. For example, the
total taxes being paid annually per $100 investment to Federal, State,
and local agencies, exceeds the potential payoff to the investor, and
the jobs created by the investment pay more than three times in
salary and wages what the investor can potentially earn.

Senator HAXSEN. If I may interrupt', would'you please repeat
your last two statements. I didn't get their full thrust.

"Mr. ZscHAu. I was comparing the $22, the potential annual gain
that the investor may receive, as indicated in our survey, to the
annual stream of benefits that government and wage earners receive
from that same $100. The total amount of taxes being paid to govern-
ments on an annual basis is now $26 per year per $100 investment,
compared to the $22. The wage earner is getting in salary and wages
about $70 a year per $100 investment. So, both the wage earners and
the governments are getting more on an annualize( basis than the
potential return of the individual investor.

I guess that leads us to the answer to the question of who benefitsmost from the capital gains tax reduction. Our survey says all of us.
Really, It is the Anerican people. We have here a specific example of
the feedback effects that Dr. Laffer was talking about.. It is not just
capital gains we are talking about here, but the benefits that our
country gets from the increased investment resulting from the reduc-
tion in capital gains taxation.

Finally, the AEA survey provides additional evidence that a signi-
ficant, reduction in capital gains tax rates will increase tax revenues.
This evidence does not depend upon stock price assumptions or
econometric models.

Our survey shows that on the average, the 276 companies founded
since 1955 are generating $22 a year in Federal income taxes for each
$100 invested.

If we assume that a complete elimination of the capital gains tax
rate would increase the amount of risk capital investment by just 50
percent over what is being invested today, the income tax increases
from these feedback effects that we mentioned would exceed the
capital gains taxes lost. In addition, the economy would benefit by
the jobs, increased R. & D., and exports that would result from the
increased investment.

Clearly, this isn't conclusive evidence of a revenue gain from a
capital gains tax cut., but it is another (lata point that I think should
be considered in this analysis.

Mr. Chairman, what we have tried to present today isn't just
theory or conjecture. It is data, based on real entrepreneurs and real
investors taking risks in order to create companies that have produced
real jobs and pay real taxes.
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To supplement the data, I am submitting for the record five letters-
three from entrepreneurs antl two from venture capital investors.
They illustrate what we have been saying and provide further insight
on this issue.

I would like to mention three of them, if I could.
In his letter, Ed De Castro, President of Data General, describes

how his company, founded in 1968, has created 11,000 jobs in the
past 10 years and paid $82 million in Federal taxes since then. He
says that, Data General couldn't get started in today's investment
climate and he urges a zero tax on capital gains for that reason.

Bob Noyce, chairman of Intel, the pioneer of microprocessors,
describes how his company, founded 10 years ago, has created 8,100
jobs since then and has paid $105 million in taxes over that period.
In fact, they are currently paying a dollarr a year in taxes for every
dollar that, has been invested in the company tip until this time, He
says that Intel couldn't get started in today's investment climate and
he urges a zero tax on capital gains.

Ned Heizer, chairman and president of the Ileizer Corp., the
largest venture capital firm in the United States, describes how his
firm got started in 1969 and has financed 33 companies since then.
Those 33 companies have created 36,500 jobs and are generating
nearly $300 million in taxable income in 1978.

Senator PACKWOOD. Let me ask you to please wind down, if you
can.

Mr. ZSCHAU. Yes, sir.
Mr. Iteizer says that it is doubtful that the Heizer Corp. could be

formed today, and he recommends passage of the Hansen-Steiger
bill.

[The five letters referred to follow:]
INTEL CORP.,

Santa Clara. Calif., June 26, 1978.
Subject: S-3065
Senator HARRY F. BYRD, Jr.,
Chairman, Subcommitteeon Taxation and Debt Manageonent, Senate Finance Committee,

U.S. Senate, Washington, D.C.
DEAR CHAIRMAN BYRD: I strongly support the testimony of Ed Zschau.
Intel Corporation is but one of a number of companies which could serve as a

case study of the effectiveness of venture capital investments in providing jobs,
exports, and tax revenues to the government.

Intel was founded in 1968. with an initial paid-in capital of $3,000,000. Later,
private offerings increased that figure to $7,000,000, and in 1971 we made a
public offering of $7,000,000. An additional $30,500,000 has been invested by
employees through stock purchase and stock option plans.

From its founding in 1968 through 1977, Intel has accrued Federal and State
corporate income taxes alone of $105,592,000. By the end of 1977, we had 8,100
en)loyees, most of whom paid Federal and State income taxes as well.

Intel has pioneered in the advanced technology of semiconductor memories and
introduced the concept of the microprocessor, or computer-on-a-chip. Export sales
have historically amounted to about 35% of our sales, or approximately $85,000,-
000 last year.

We were fortunate in founding our company at a time before the 1969 Tax Law
was passed, when venture capital was readily available for new companies. I
doubt that the same could be done today, since most of our stockholders have
invested in what must be regarded as a high risk situation rather tha'n in a mature
company in anticipation of significant capital gain.

Approximately two-thirds of the total paid-in capital of the company has been
furnished by employees, under stock option or stock purchase plans. These plans
have been essential in the recruitment of qualified employees in our rapid growth
situation.
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Surely there are few investments which return to the Federal government alone
twice the investment within a period of a few years, and will continue to bring in
tax revenues of nearly $1/year for each dollar invested in the future. We believe
everything possible should be done to encourage this employment of capital. In
short, we believe that capital gains should not be taxed for the investor and
encourage the enactment of Senate 3065 as a step in the right direction.

Sincerely,.
ROBERT N. NoycE, Chairman.

CARDIAC RESUSCITATOR CORP.,
Portland, Oreg., June 26, 1978.

lion. tH.ARRY S. BYRD, Jr.,

U.S. Senator, Chairmnan, Subconmittee on Taxation and Debt Management, U.S.
Senate Finance Committee, Washington, D.C.

I)EAR SENATOR BYRD: This letter and the enclosed material has been prepared
in support of a change in the United States tax treatment of capital gains. Dr.
Zschau and many knowledgeable Americans have marshalled a strong economic
case that capital gains rates must be lowered if the United States is to meet its
need for capital and new job formation.

I trust that you and the members of your Committee will support this reform
of the United States tax system and will recognize the disadvantages of the
Administration's reliance on investment tax credits and excelerated depreciation
as the incentive vehicles for our much needed capital investment requirements.

I regret that your hearing's schedule does not allow for a personal appearance
before you and your Committee, but I am grateful that you have advised 1Dr.
Z'chau that the enclosed material will be entered into the official record.

Thank you for your willingness to give us an opportunity to be heard on this
important national issue.

Yours sincerely,
CRAIG L. BERKMAN,

Vice-Pres ide nt, Marketing and Fina ncr.
Enclosures.

TEXT OF TESTIMONY GIVEN BY CRAIG BERKMAN, VICE PRESIDENT OF CARDIAC
RESUSCITATOR CORP., PORTLAND, OREG., BEFORE THE U.S. SENATE FINANCE

COMMITTEE, JUNE 29, 1978
In the U.S. approximately 600,000 people (lie annually from cardiac arrest.

Many of these sudden death victims could have been saved if immediate and effec-
tive resuscitative measures were available.

In the early 1970, two Portland, Oregon physicians began to research the possi-
bility of developing a cardiac resuscitator that could be used quickly and safely
by laymen during a cardiac emergency.

The results of l)r. Welborn's and Dr. I)iack's research confirmed that they had
found a unique technical and clinically superior method to help solve a world-wide

Ilecical problem. Before you, is the productize(d result of their pioneering work.
This emergency device, called Ieart*Aid, has the capability, when properly

applied to a collapsed victim, of diagnosing and automatically delivering an ap-
propriate electrical pulse to a victim of a ventricular fibrilation, ventricular
tachycardia, or an asystolic arythmia. The time frame from diagnosis to treatment
is only 12 seconds-far less than the average emergency medical response time.

Unfortunately, Ileart*Aid's significant potential for saving human life came
perilously close'to non-existence due to the difficulties in finding c.ipital resources
to engineer, test, manufacture and market the device.

In 1973 1 was asked by the inventors to raise the seed money for early engi-
neering design and animal experimentation. An intrastate offering was prepared
and $90,000 was raised from Oregon investors in exchange for 18 percent of the
company. The results of this work were so promising that the corporation decided
to seek further financing. My associates and I believed that we needed $750,000 to
$1,000,000 of capital in order to properly develop, manufacture and market our
new product.

The overall economic climate in 1974 and 1975 presented some serious obstacles
for Cardiac Resuscitator Corporation. First, the United States was simultaneously
experiencing double digit inflation and a recession. Second, it was financially
imprudent and practically impossible to obtain Security Exchange Commission
approval for a start-up S-I or S-2 filing. Even if the Security Exchange Commis-
sion obstacle could have been overcome, it would have been most difficult to ob-
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tain an underwriter, even on a best efforts basis because proven listed securities of
established businesses even at a premium, were difficult to sell. Third, theprivate
sources of risk capital, were neither "venturesome" or "capitalists". 'Many of
these individuals and organizations had lost money during the early 70's and were
re-assessing their role in our society.

Even though the S-I and S-2 options did not appear available, we were per-
suaded that the investing public wanted registered securities. As a result the
Corporation decided to file a regulation A offering which I as its financial Vice
President would sell, as the Company's agent. As you know, this filing limits the
amount of capital that a company can raise to $500,000 in any one calendar year.

It took me approximately 18 months to raise $500,000 in exchange for 20 per-
cent of Cardiac Resuscitator Corporation. While many potential investors were
impressed with the product concept, they questioned the success in relation to
the hazards of attempting to operate a company in the highly regulated medical
field with only $500,000. A large number of potential investors who did not invest
told me that the new and proposed tax treatment of capital gains in addition to
the risks inherent in a start-up company, discouraged their investment.

The current Administration needs to rethink its tax policy with regard to
capital gains; instead of eliminating capital gains, as the Carter Administration
once proposed, we need to encourage capital investment. If the Administration's
proposal is enacted into law, it will not only adversely affect new companies such
as Cardiac Resuscitator Corporation, but will have a devastating impact on the
forest product industry, which accounts for a large portion of the Pacific North-
west's economy.

In summary, I would propose that your committee consider decreasing the tax
for long term investors, perhaps on a sliding, downward scale as the investment
matures. I believe that this tax incentive would precipitate additional investment
create new jobs, improve our competitive position in world markets, and would
restore confidence in the free enterprise system. To do otherwise will, I regret to
say, discourage the inventor, inhibit the development of new technologies and
slow down long-term investment, which will put this nation in an uncompetitive
and therefore weakened economic position.

I trust that an Administration, whose rhetoric speaks of quality, i.e. "Why
not the Bcst?", will recognize that the capital gain treatment portion of its "tax
reform package" will result in economic stagnation and technological mediocracy.
I am hopeful that this Committee will use its expertise and influence to persuade
the Executive Branch to excercise political courage and responsible financial
judgment in reconsidering and redirecting its current tax position on capital
gains.

HEIZER CORPORATION,
June 27, 1978.

Senator HARRY F. BYRD, Jr.,
Chairman, Subcommittee on Taxation and Debt Mfanagement, Senate Finance Com-

mittee, U.S. Senate, Washington, D.C.
DEAR CHAIRMAN BYRD: An abundance of convincing testimony, letters and

reports have been written in support of the Steiger Amendment. This letter sets
forth some highly relevant facts covering Heizer Corporation and its investees in
further support of the Steiger Amendment.

Heizer Corporation, which is located in Chicago, Illinois, is the largest Venture
Capital Firm in the United States. Heizer Corporation was founded in 1969
and has financed 33 early stage growth companies. The economic impact of these
young companies is impressive beyond the money invested or the years they have
been in business.

Operating companies financed by Heizer Corp.

Where Heizer
Which would Corp. support

not exist without important but All companies
Heizer Corp. not critical supported by

support to survival Heizer Corp.

Number of companies -------------------------------- 23 10 33
1978 sales (estimated) ................................. $1, 059,000,000 $1,005, 000 000 $2 064, 000, 000
1978 taxable income (estimated)-------------------.... $151, 700. 000 $134, 250: 000 t2&5: 950, 000
Number of employees (estimated)...... ............ 20.000 16,500 36,500
Heizer Corp. investment per employee for "permanent"

tob created ......................................... $16, 600 $8,500 $14, 350
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It is highly doubtful that Heizer Corporation or firms like Heizer Corporation
could be formed today or that the money could be found to support the 33 operating
companies financed by Ileizer Corporation. The 1969 Tax Reform Act struck a
devastating blow to new capital formation by raising the capital gains tax from
25 percent to 50 percent. This was immediately clear to those of us devoting our
lives to new company formation and is belatedly becoming clearer to economists,
legislators and perhaps someday to the Treasury Department.

The Treasury Department and the Carter Administration have stated that the
Steiger Amendment would cause the U.S. Government to lose tax revenue, is
not necessary to capital formation and represents an unfair tax loophole.

THE STEIGER AMENDMENT WILL INCREASE TAX REVENUE

Several economic studies have been done by highly reliable organizations show-
ing that the Steiger Amendment would ,ctually increase Federal Tax Revenue
even in the short run. Common seILse says that in the long term the Steiger Amend-
, Rent would increase tax revenues.

It is self evident that on a dynamic basis (as contrasted to static basis) there is
no way the U.S. Government can lose a tax revenue by passing the Steiger Amend-
ment. No one can have a capital gain without first creating many jobs, personal
income taxes, employee taxes, etc., for a number of years before any capital gains
tax becomes a reality. These other taxes are collected first and mathematically
have to exceed the difference between a 50 percent and a 25 percent capital gains
tax.

The following real world facts on two of Heizer Coporation's most successful
investees are submitted in support of this position.

Amdahl Cnrp. Fotomat Corp

Taxes already collected by U.S. Government (estimated) ............... ....... $48, 300,000 $97, 00,000
Current annual rate of tax collecton by U.S. Government ...................... 50, 000,000 22,5)0,000
Total gross capital gain by investors from inception to date ...................... 352,700,000 37,700, 000
Maximum reduction in taxes due to Steiger amendment ...................... 88, 175, 000 9, 500 000

A CAPITAL GAINS TAX INCENTIVE IS ESSENTIAL TO CAPITAL FORMATION

Critics of the Steiger Amefidment say that little capital formation process will
go on irrespective of the capital gains tax rate due to the natural greed of investors.
We urge you not to fall into this line of theoretical thinking. New investment in
young and start-up companies was abruptly cut off by the 1969 Tax Reform Act
and the flow of funds to new and growing companies today is a small fraction of
that available in the 1950's and 1960's when a 25 percent capital gains tax pre-
vailed. Unfortunately, investors pay more attention to tax rates than they do to
basics and thus are more interested today in investing in tax shelters then in new
capital formation under current tax laws. This is leading to economic stagnation
and high unemployment rates.

IT IS UNFAIR TO TAX CAPITAL GAINS AT THE SAME RATE AS ORDINARY INCOME

Critics of the Steiger Amendment also say that a lower tax on capital gains is
unfair. We submit that it is unfair to tax long term investors at the same rate rs
ordinary income. It takes ten to twenty years to grow a young company into a
successful enterprise which can be profitably sold for a capital gain. Often this
process represents a lifetime's work and a person's entire estate. In recent years,
inflation has also played a major role in the increases in value. It i not fair to tax
these long term gains at the same rate in the year of sale as a big company execu-
tive is taxed on his ordinary income year to year while he accrues large-tax-free
pension benefits. A high capital gains tax rate encourages mergers and concen-
tration of economic power and control.

For the above reasons, we urge you to fully support the Steiger Amendment and
will be pleased to assist you in any way possible.

Sincerely,r E. F. HEIZER, Jr.,
Chairman and President.
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BRENTWOOD ASSOCIATES,
Los Angeles, Calif., June 27, 1978.hA.RRY F. BYRD, Jr.,

Chairman, Subcommittee on Taxation and Debt Management, Committee on Finance,
U.S. Senate, Washington, D.C.

DEAR CHAIRMAN BYRD, I am a General Partner of Brentwood Associates, a
venture capital investment partnership which invests primarily in new and
developing companies. I am also privileged to be a director of the National Venture
Capital Association (which includes 76 of the country's largest venture capital
firms), and a member of the Task Force on Capital Formation of the American
Electronics Association (which consists of about 1,000 high technology companies,
approximately 70 percent of which are small businesses).

Senator Hansen's Bill, to roll back the capital gains tax is, in my opinion, one
of the most sensible and urgently needed pieces of tax legislation proposed in
several years. I am pleased, therefore, to be allowed to offer this letter in its
support.

I believe we may have passed a highly significant milestone in our efforts to
treat the economic malaise that currently afflicts our country: a national con-
sensus has emerged regarding the need for a substantial increase in investment in
the private sector in order to increase jobs and reduce inflation. Perhaps the most
obvious means by which investment can be stimulated is simply to increase the
potential rewards to those with capital to invest. The Hansen Bill is designed to
accomplish this.

Much has already been written on the substantial economic benefits to the
public that could result from a capital gains tax reduction. It is noteworthy that
there has been almost no opposition to Senator Hansen's proposal on the grounds
that it would not accomplish its intended purpose. Instead, the Bill's detractors,
led by the Carter Administration, argue only that a cut in capital gains taxes
would, in their view, produce disproportionate-and therefore "unfair "-benefits
to some wealthy taxpayers. While I support the President's commitment to
fairness and his desire to assure the public that our income tax system will be
administered equitably, I believe that tax policy must also be considered in terms
of its long range benefits to the public at large. To do otherwise is at best short-
sighted, and may be truly unfair to Americans collectively.

In any event, I believe that Senator hansen's proposed reduction in the capital
gains tax is not unfair, and that the Adrr',istration's position is not well considered.
Since the question of "fairness" seems to be the principal obstacle to adoption of
this critical legislati ,n, I have focused my remarks on this issue.

In opposing the Hlansen Bill the President and his spokesmen have repeatedly
described favorable treatment of capital gain income as "a loophole that shelters
the rich". In fact the Hansen Bill does not provide shelter for the rich; it simply
provides for a lower rate of tax (one-half of the earned income rate) for anyone,
rich or poor, who has the fortitude to risk his precious capital, and is fortunate
enough to have his investment increase in value.

The notion that capital gains are only available to the very wealthy is not
correct. In fact, one-half of the taxpayers who report capital gains have adjusted
gross income of $15,000 or less. Moreover, fifty percent of the dollar amount of
capital gain!, are realized by persons with adjusted gross income of $25,000 or less.
While it is true that a disproportionate amount of capital gains are realized by
more affluent persons, this should be neither surprising nor disturbing. These per-
sons simply incest (risk) more capital, just as they give more to charity, and pay
a disproportionate share of the personal income taxes. (In 1977, persons with
$23,000 or above in adjusted gross income, represented only 10 percent of the tax-
payers, paid 50 percent of the total personal income taxes-including capital gains
taxes.)

Notwithstanding the foregoing, the Administration suggests that a lower capital
gains is somehow unjust. I strongly submit that for at least two reasons a lower
capital gains rate (relative to the earned income rate) in not unjust; in fact, a
logical case can be made that the Hansen Bill does not go far enough. I reason as
follows:

First, the Bill would not truly provide for more favorab'e tax treatment of
capital gains than for ordinary income. The capital gains tax, just like the tax on
corporate dividends, is basically a double tax on corporate profits. Presently the
stream of income generated from the employment of capital in a corporation is
taxed once at about 50 percent when the profit is earned by the company, and then
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a second time at rates as high as 70 percent (if it is distributed to the shareholders
as dividends), or as high as 49.1 percent (if it is retained and reinvested in the
business). In the latter case, the 49.1 percent represents the maximum capital
gains tax rate that would be applied to the appreciation of a shareholder's stock,
the principal component of which (over the long term) would be the value of ac-
cumulated undistributed after-tax earning. In the aggregate, then, taxes on share-
holders' profits range to about 85 percent if all earnings are distributed, and to
almost 75 percent if all earnings are retained and the holder sells his stock at a
p rice approximating net worth. In the case where earnings are retained, the Hansen
Bill would reduce this .second tax (namely, the capital gains tax) to a maximum of
25 percent (one-half the maximum earned income rate), thereby reducing the
total tax on income earned from capital to a maximum of 62.5 percent. By contrast
income earned from the "sweat of the brow" is taxed at a maximum of 50 percent.

Second capital gains income is different from personal services income, and as
such is should be treated differently. The essential difference is that to realize
capital gain income a risk of loss must be assumed. Accordingly, it is both ap-
propriate and fair that an additional reward be offered the investor (whether he
be rich or poor) as an incentive to invest his capital in American industry.

The irony of this debate over the proper way to stimulate capit.1 formation is
that the Carter Administration, while opposing the Hansen Bill, advocates an
elimination or reduction of the tax on corporate dividends as an acceptable (rind
apparently "fair") means of stimulating capital formation, thinking perhaps that
taxing income twice is unfair, even if the people being taxed are wealthy. The logical
inconsistencies here should be apparent. First, since high-bracket taxpayers
recei ve a disproportionate amount of the dividends paid (As they do capital gains),
they would also receive a disproportionate amount of the benefit from such a
policy. Second, the only substantive difference between Carter's dividend proposal
and the Hansen Bill would be that, in the former case, corporations would be

ressured by shareholders to distribute their profits, while in the latter they would
ave substantial incentive to retain and reinvest them-clearly the preferred

result, Third, the companies which pay dividends are generally larger, slower grow-
ing, and therefore in substanitally less need of capital than non-dividend payers or
they would retain their earnings rather than distribute them. It is the smaller,
more rapidly growing companies which are in greatest need of capital and which
have proven to be most effective at increasing employment and productivity.

Of course this entire issue should be overwhelmed by consideration of the Bill
in terms of its benefits to the public. In this regard, Hansen can offer studies by
several of the most highly respected independent economic "think tanks" in
the country. Using econometric models, these groups predict substantial benefits
to the economy in terms of higher employment, higher GNP, higher (not lower)
tax revenue, lower government deficits, and a lower inflation rate as a result of
this legislation. In opposition, the Administration has offered only its specious
"fairness" argument, and the Treasury's curious contention that there would
be no stimulative effect from the cut and therefore a reduction in rate would
produce a commensurate reduction in tax revenue. With all of the economic theory
and evidence to the contrary, it is very difficult to accept the Treasury's position.
The critical fact is that even if the Treasury were right, this bill would represent
less than a 1 percent reduction in total federal tax revenues. If, on the other
hand, Hansen and the highly learned economists who have studied the issue are
correct, the benefits to the public would be great.

With so little to lose and so much to gain, it is hard to understand the Admin-
istration's apparent obsession with defeating this Bill. President Carter's position
raises serious questions' Who will make the needed investments if not those with
capital?

Iow can we stimulate those with capital to invest greater sums if we don't
offer them the potential for higher rewards? Why should we care if, in the process
of serving the overall public interest, a few wealthy persons also benefit?

I strongly urge the Senate to move quickly toward adoption of this critically
needed legislation.

Very truly yours,
B. KIPLING HAGOPIAN,

General Partner.
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DATA GENERAL,
Westboro, Mass., June 27, 1978.

lion. Harry F. Byrd, Jr.,
Chairman, Subcommittee on Taxation and Debt Management, Senate Finance Cot-

mittee, Dirksen Senate Office Building, Washington, D.C.
)EAR CHAIRMAN BYRD: In April 1968, I started a computer company along

with another engineer, a programmer, a salesman, and a lawyer. The programmer
was 23 years old and a Princeton drop-out. The salesman had never sold a
computer and I had never been president of anything. We were not close boyhood
friends, we did not all grow up together. We did not even know each other very
well. But we did have some things in common. We were willing to work hard
and did. We were competitive, knowing full well that someone else would lose
when we won. And we were willing to run risks because we assumed there might
be rewards for doing so.

As time went on, we gathered people around us who had these things in common.
We assembled our first computer in a former beauty parlor in Hudson, Massachu-
setts. Our engineering department was located on two kitchen tables; our manu-
facturing shop on other kitchen tables in the same room. We shipped our first
computer to the University of Texas. Ten years later, we are building a 280,000
square foot manufacturing plant and development laboratory in Austin that will
eventually employ some 1,500 people.

The risks we and a few other start-up investors took have brought us rewards,
both financial and personal. Those risks have also brought considerable rewards to
Massachusetts, New England and the nation.

We have created some 11,000 jobs along the way, 4,000 of them in Massachu-
setts. We have paid over $82 million in taxes since 1968 and over $4 million to
the Massachusetts unemployment compensation fund, although we have yet to
lay off anybody. Over 30 percent of our revenues come from the export of com-
puters manufactured in the U.S. We spend over 10 percent of our revenues on

&), among the highest in U.S. industry, and pay no dividends. We cannot
afford to. Our II&D expenditures for any year are about the same as our net
income. In addition, we have produced more than 50,000 Data General computers
that work somewhere helping to cut inflation and the drudgery out of some-
body's life. The price per function of our product has gone down about 20 percent
a year, one of the few complex products left on earth to do so.

But Data General would not exlst today under the current capital gain tax
rates. There is little likelihood that the $750,000 in high-risk capital we needed to
get started could have been obtained at any time after 1969. We were fortunate
enough to be formed in 1968. A year later the Tax Reform Act raised the capital
gains tax to the 49.1 percent maximum level. Later changes in the tax treatment
of capital gains made the situation even worse.

In Massachusetts more than 200 high-techonlogy companies similar to Data
General were formed between 1964 and 1969. Less than 50 have been formed
since then. These firms account for some 200,000 jobs in the state or one-third of
all manufacturing jobs today. And they are growing 20 percent a year on average.
For New England and especially for Massachusetts. which already has h6avy
geographic and social costs, these high-technology, brain-power industries are
the only source of private sector job growth left to the area.

German and Japanese high-technology industries are prime competitors of
these New England firms in the world marketplace. They have been growing
as rapidly, and creating at least as many jobs, especially in computers and electron-
ics. Ir, 1974, for example, Japan had 22 scientists and engineers engaged in
'cl&D per 10,000 population. Germany had 16. The United States had 24. The
JSSR had 38. Germany, Japan, and the USSR have been growing since then.
'['he U.S. has been declining since then.

Both German and Japanese exports of computers and electronics to world
markets have been increasing at a more rapid rate over the past five years than
U.S. exports in these industries. The significant issue is not that Germany or
Japan today have superior technology. They do not. But they do have superior
stimulus to financing such ventures. Neither Germany nor Japan tax capital gains.
And both German and Japanese capital has invested in or acquired U.S. computer
and electronic-based firms in increasing munbers since 1969, particularly in
California and Massachusetts where many of these firms are located.
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The evidence is clear, simple and overwhelming. If you tax risk-taking at the
current levels, you won't have these enterprises, nor the jobs nor the taxes nor the
exports they produce.

The argument that special treatment of capital gains allows a few wealthy
people to escape their share of the tax burden or that it increases speculation is
1)oth specious and irrelevant. The wealthy will pay more taxes through a reduced
capital gains tax because they will receive more gross income from the gains they
receive. Thus, Federal tax revenues will increase, not decline. If some risk-takers
invest in Data General and gain from it by our performance, they will pay more
taxes at a lower capital gains rate. They could have invested in the phone company.

The largest job producers of the past 10 years in the U.S. have been smaller
companies investing all of their profits in new ideas, not the large, mature industries
paying dividends to stockholders. Since 1969 a number of small enterprises never
got created simply because they couldn't get the money.

The result is that we have caused what we were trying to prevent. We have
reduced the tax revenues we set out to increase by the increased tax on capital
gains. Tax revenues from capital gains have never equalled what they were In
1968. We choked off job-creating new business that would have produced far more
tax revenues, that would have lowered unemployment and individual taxes.
There has been less investment in new ideas, lewer small companies that made it,
and greater concentration of investment in larger, mature industries that grow
slower.

If Congress wishes to accelerate the concentration of capital in fewer hands,
and create industrial oligopolies and monopolies, I recommend you defeat the
Steiger/Hansen bills. If the Congress wishes to stimulate competition and the
inevitable benefits to consumers and the economy it brings, then I recommend
you support these bills.

A reduction of the capital gains tax to zero is called for by the evidence. It
might make us competitive with Germany and Japan. The Hansen/Steiger bills
are compromises already since they roll back the maximum tax only to the 25
percent level. Weak as they are, these bills present a unique opportunity to help
create jobs, support our technological leadership and stimulate entrepreneurial
risk-taking. They are unique in that they are the only tax-cuts being considered
that can accomplish these things at no cost to the US. Treasury and may well
increase tax revenues.

I urge your support.
Sincerely, EDSON D. DE CASTRO

President.

Mr. ZSCHAU. I think the essential point here is that there is an
overwhelming body of evidence that is being generated that indicates
the economic benefits of the capital gains tax cut, as proposed by
Senator Hansen. But we can't be sure. We can't be sure of what the
fairness of the issue is and we can't be sure of the economic effects.

What I propose is that Congress, like the entrepreneurs who made
this country great, take a calculated risk on this issue. If we are
right, the economic benefits we predict will accrue to the country. If
we are wrong and if the Treasury figures are right, in the worst case
it would be less than a 1-percent loss in Federal tax revenue.

So, let's take the risk. I think it is a good one. Let's pass the Hansen-
Steiger bill.

Thank you very much, Mr. Chairman.
Senator PACKWOOD. Thank you very much.
Let me say to the other witnesses that it is our intention to work

right through lunch without taking a break so that we can finish up
with our agenda this morning.

I have no questions of this witness.
Senator Hansen.
Senator HANSEN. Thank you, Mr. Chairman.
First let me say that I appreciate Dr. Zschau's being here.
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I do have one question that I think has relevance to this Nation,
above and beyond the issue of jobs and taxes paid to the Treasury
and so forth. That relates to the acquisition of high technology
industry, of the small, young burgeoning company, by foreign interests.

Would you expand on the significance of that trend, as you see it?
Mr. ZSCHAU. I can comment in two ways. One is a personal way. I

think it might be helpful to the committee to have a specific example.
Then I can talk in general about what we see happening in our
industry.

About 92 years ago, our company invented a new technology for
making images, pictures, or characters on plain paper from electrical
signals, much like a copy machine.

As a small company, it was very difficult to do the development.
We obviously needed capital in order to do that.

We found it impossible to get money in the United States to do
that research program which has now cost our company nearly $9
million. The reason is that it was a long-term development program
and very risky. Also, it was not clear whether the technology would
ever be successful, and even if it were, whether it could be brought to
market successfully.

In order to get financing for this enterprise and this project', which
I felt would be a dominant technology in the 1980's in the imaging
field, we went to Japan. We sought investment from a Japanese
company. I am happy to say that we received that investment. If
we hadn't been able to do that, the project would have terminated
and this technology might not have been developed.

But, in raising the capital-which has come to a total of nearly
$7 million from the Japanese company so far-we sold not only 51
percent of ownership in our subsidiary company that owns the rights
to this technology, but we also sold an exclusive license to Southeast
Asia to the technology and continuing cross-license agreements so
that new developments that we might make would be given to the
Japanese company.

This transaction was good for us. It enabled us to bring our product
to market.. I am happy to say that last month we introduced the first
product using this technology to the marketplace. But the fact that
we couldn't get the money in the United States and the fact that by
selling the technology as well as ownership, we enabled a company
in a foreign country to achieve technical parity with us is disturbing
to me, not only in the commercial markets, but in the noncommercial
markets as weL

That is a specific instance.
We see the same kind of thing happening throughout the electronics

industry. I think we have to be very concerned that with our defense
posture being wedded so closely to dominance in the technology
fields, the United States really must maintain technological superior-
ity if it, is going to continue to be strong, not to mention the need for
technological superiority if we want to compete effectively in the
world markets, including in the United States. The sellout of owner-
ship and the sale of technologies to foreign companies as a result of
risk capital drying up, as evidenced by this particular survey, is a
serious matter. It is one of the major factors that Senator Cranston
alluded to and one of the major reasons that I believe a bill such as
this is necessary at this time.
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Senator HANSEN. Thank you, Dr. Zschau.
Senator PACKWOOD. Bob.
Senator DOLE. Thank you.
I have just one question and a brief answer will suffice because I

know we have other witnesses.
As I understand it, the European capital gains tax rates are either

lower than ours or nonexistent. Yet, there is a scarcity of capital in
Europe. How do you explain that?

Mr. ZSCHAU. I am not an expert on the tax structures of the various
countries. I have been told and have read about some countries.
The ones that I know about in particular are West Germany and
Japan. I know there that the individual capital gains tax rates, as
opposed to corporate rates, are zero or near zero. There are some
exceptions to that, but very small exceptions.

In looking at the statistics, those countries seem to be doing very
well in all of the measures of an economy. I don't have information
on all of the countries, but I certainly don't have the feeling that
capital scarcity exists in Japan and West Germany.

Senator DOLE. Thank you.
Thank you, Mr. Chairman.
Senator PACKWOOD. If there are no other questions, we thank you

very much, Dr. Zschau. We appreciate your waiting.
Mr. ZscHAu. Thank you, Mr. Chairman.
IThe prepared statement of Dr. Zschau follows:]

STATEMENT OF DR. EDWIN V. W. ZSCHAU, CHAIRMAN, CAPITAL FORMATION
TASK FORCE OF THE AMERICAN ELECTRONICS ASSOCIATION

Mr. Chairman and Members of this distinguished Subcommittee: I'm Edwin
V. W. Zschau, Chairman of the Board of System Industries of Sunnyvale, Cali-
fornia. System Industries, founded in 1968, is a manufacturer of minicomputer
peripheral equipment. We employ about 250 people in the United States and
sell about 25 percent of out total volume abroad.

Before founding System Industries, I was an Assistant Professor of Manage-
ment Science in the Graduate School of Business at Stanford University and a
Visiting Assistant Professor of Business Administration at Harvard University.
Currently, I am a Lecturer in Business Policy at Stanford.

I am appearing before you this morning in my capacity as Chairman of the
Capital ormation Task Force of the American Electronics Association (AEA),
which was formerly known as WEMA.

AEA is an association of more than 950 high-technology companies in 38 states.
Its members are manufacturers of electronic components and equipment or sup-
pliers of products and services in the information processing industries. While
our member companies employ more than one million Americans and include
some of the nation's largest companies, two-thirds of our member companies are
small, employing fewer than 200 people.

Mr. Chairman, the high-technology companies of the American Electronics
Association strongly support the Investment Incentive Act or 1978 which was
introduced as S. 3065 on May 11, 1978, by Senator Clifford P. Hansen of this
Subcommittee and 59 Senate cosponsors. We believe that restoring the tax treat-
ient for capital gains to what it was prior to 1969 will stimulate more risk capital

investment and result in extraordinary benefits to our economy. Still, we do not
view this proposal as the ultimate solution to our country's capital formation
problems. Rather, it is a major step in the right direction. We believe that elimi-
nating all taxes on income from risk capital investments would significantly
magnify the benefits resulting from the current proposal. We urge Congress to
consider that extension of the Hansen bill since it would bring our tax treatment
of capital gains into line with Japan and West Germany-our major competitors
in world markets.
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As members of this Committee are well aware, this hearing is focusing on an
extremely timely issue. Just last week major articles in Business Week, Time, and
the Wall Street Journal told us:

"The U.S. leadership in science and technology, which for decades has been
our chief source of economic and military strength, has slipped so badly that the
White House has had to order a massive 28-agency review of the problem;

"The growth in worker productivity in the United States has declined alarm-
ingly to a meager 2.2 percent; and

"Our trade deficit in the first quarter, 1978, reached a record $6.95 billion,
topping the old record set in fourth quarter, 1977."

Heading these articles separately, it's easy to lose sight of how closely these
problems are interrelated. Without sufficient advances in technology, productivity
suffers and U.S. companies become less competitive not only in foreign markets
but also here at home.

In the opinion of many experts, these problems all stem from the same funda-
mental cause-insufficient risk capital investment. Today, we will provide you
concrete evidence documenting that relationship.

THE AEA SURVEY

Our testimony today in support of the Investment Incentive Act of 1978 is
based on the results of a major survey of the capital formation experience of U.S.
electronic companies recently conducted by the American Electronics Association.
It is the most extensive survey of its kind ever conducted and provides startling
new information and valuable insight in four areas important to an understanding
of S3065.

First, it documents and quantifies the benefits to the United States of a tax
policy that stimulates more risk capital investment. The principal benefits would

{e-.

More jobs-
Increased R&D expenditures to develop new technologies which, by extending

the powers of the human body and intellect, can improve productivity and the
quality of life;

Increased exports to lessen our record foreign trade deficits;
Increased tax revenues which result from the rapid growth for which small,

high-technology companies have become famous.
Second, the survey provides additional documentation that there is a serious

capital shortage today, particularly for starting and growing young companies
It shows that shortage has worsened sharply since 1969 when capital gains taxes
were increased. As a result, small companies are not getting started or are badly
undercapitalized. Another result of this shortage of homegrown capital has been a
flow of foreign capital into U.S. companies which is resulting in foreign com-
panies gaining control of U.S. companies and their most promising new
technologies.

Third, we conclude from the survey that the most direct and perhaps the only
solution to this risk capital shortage is to reduce significantly the tax rate on
capital gains. The survey shows that the benefits of such tax reductions to the
investors would be small in comparison to the benefits to the economy that their
investments produce.

Finally, the survey provides additional evidence that reducing the capital gains
tax rates should increase rather than decrease federal tax revenues. This evidence,
rather than being based up on macroeconomic analyses, is based upon data of the
surveyed companies which documents the remarkable capability of relatively
modest investments to generate large federal tax revenues year after year.

The data in the survey comes from 325 companies which accounted for more
than $45 billion in revenues in 1976. More than one third-16.4 billion-of this
came from exports and overseas operations. These companies employed nearly
750,000 people in the United States in 1976, spent $2.2 billion on R&D, and paid
$1.8 billion in federal corporate income taxes and nearly $700 million in state and
local taxes. Most of the companies in the survey are young companies-85 percent
were founded in the past 22 years-and about 60 percent are still privately held.
Their data is usually unavailable to the public.
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Methodology of the AEA survey
The survey form contained in Appendix I was sent to all 905 members of AEA

at the time. Of those, 230 were actually operating units of parent companies.
Eliminating such duplication, a total of 675 separate companies were surveyed.
Responses were received from 269 of these, yielding a survey response ratio of 40
percent. Also, survey forms were sent to a number of nonmember electronics
companies; 56 responses were received from those.

All of the responses were sent directly to the public accounting firm of Coopers &
Lybrand in Palo Alto, California. Coopers & Lybrand held the raw data in strict
confidence but reviewed each response to check for apparent errors. In such cases,
the firm contacted the company to clarify or correct the data.

Once the authenticity of the data had been verified, Coopers & Lybrand pre-
pared various data summaries and performed certain statistical analyses on which
our testimony is based. The data summaries are contained in Appendix II.

WHAT THE AEA SURVEY SHOWS

Young companies create jobs faster
The AEA survey documents the importance of young companies In solving the

nation's unemployment problem. It shows that young companies create jobs much
faster than mature companies.

Exhlbit 1

YOUNG COMPANIES CREATE JOBS MUCH FASTER THAN MATURE COMPANIES

Employment Growth Rates In 1976
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Jobs Added 3,260 8,499 2,715 10,546 2,572

(Companies In Sample) (47) (26) (38) (135) (77)
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If we divide the companies in the sample into four categories-"mature" (more
than 20 years old), "teenage" (between 10 and 20 years old), "developing" (5 to
10 years old), and "start up" (less than 5 years old)-the survey shows that the
employment growth rate in 1976 for the teenage companies was about 20-40 times
time growth rate in employment of mature companies. The developing companies
had an employment growth rate in 1976 that was nearly 55 times the growth rate
in employment of the mature companies, and the employment growth rate for the
start ups in 1976 was 115 times that of the mature companies.

Even more startling is the fact that, although the mature companies averaged
27 times more employees than the younger companies founded since 1955, in
1976 those young companies created an average of 88 new jobs per company
versus an average of only 69 new jobs per mature company.

57.7%
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New jobs require risk capital
The AEA survey data shows that new jobs require risk capital investment.
On the average, the young companies in the survey founded since 1955 required

$32,720 of assets for each job created. Moreover, detailed statistical analyses
indicate a high correlation between increases in jobs and increases in assets,
proving that growth in assets is necessary for growth in employment.

Asset growth can be financed by debt, retained earnings, or injections of new
risk capital. Different companies use different mixes of these financial sources.
However, for all companies, the amount of debt that can be used and the retained
earning generated are limited. Therefore, all rapidly growing companies require
new infusions of risk capital to support employment increases. For the 276 young
companies in the survey, an average of $14,000 of risk capital was required to
create each of the 131,000 new jobs generated since 1955.

Risk capital investmnents generate streams of other benefits
The creation of jobs is not the only benefit that the country reaps from risk

capital investments. The AEA survey shows that, risk capital investment in a
high-technology company generates annual streams of export sales, R&D expendi-
tures, and tax revenues to Federal, state and local governments. The AEA survey
documents for the first time the magnitudes of these benefits. They are surpris-
ingly large and they begin quickly.

Let's take, for example, the 77 companies founded most recently in the 1971-75
time period and look at the benefits that those companies were already providing
in 1976 even though they were, on the average, just four years old. In 1976, for
each $100 of equity capital that had been invested in these companies, they
generated export sales of $70, spent $33 on R&D, paid $15 in federal corporate
income taxes, paid $5 in state and local taxes, and generated $15 of personal
federal income tax revenue through the jobs created by that investment. Notice
that the Federal Government received an incredible $30 of tax revenue in 1976
for every $100 invested in these companies founded during 1971-75.

Exhibit R.-Benefits in 1976 per $100 invested in the companies founded during
1971-76

$70 in exports.
$33 on R&D.
$15 in federal corporate taxes.
$15 in personal income tax revenues.
$5 in state and local taxes.
The table below compares the benefits generated in 1976 for every $100 of risk

capital invested in companies founded during each of the time periods in the
survey. Although the amounts vary somewhat, the conclusion is clear: risk
capital investment is like the goose that lays golden eggs. An investment made
once generates streams of benefits year after year. These benefits are large and
they start soon after the investment.

BENEFITS IN 1976 PER $100 INVESTED

Federal Tota I
Companies Foreign R. & D. corporate State and Personal Federal tax

Yr. founded in sample sales expense tax local tax income lx revenue

1956-60 .... ... 26 $91 $19 $7 $3 $12 $19
1961-65 ............... 38 89 18 9 5 13 22
1966-70 ................ 135 57 29 12 4 11 23
1971-75 ................ 77 70 33 15 5 15 30

1956-75 ---------- 276 76 20 10 4 12 22

Since 1970, risk capital has become scarce
Increases in tax rates on capital gains, which have made risk capital investments

less attractive in recent years, have unwittingly been killing the goose that lays
these golden eggs. The AEA survey documents that capital has become severely
scarce even for high-growth electronics companies. The chart below, stated in
current dollars not adjusted for inflation, shows that in the first years of their
existence, the companies founded during 1971-75 were able to raise only one half
as much equity capital on the average as those firms founded during 1966-70.
By 1970, the 135 firms founded in the 1966-70 period had raised an average of
$1,039,000 in risk capital, while by 1975 the 77 companies founded during 1971-75
had raised only $522,000 per firm. That was even less than the capital the
companies founded during 1961-65 raised in 1961-65.
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Exhibit 3

RISK CAPITAL HAS BECOME SCARCE
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When inflation is taken into account, though, the true magnitude of the capital
scarcity problem is revealed.

The chart below, stated in constant 1972 dollars, shows the firms founded in
1971-75 were able to raise on the average lees than 30 percent as much capital as
firms founded during 1966-70 raised during the 1966-70 period. In fact, in terms
of purchasing power, the new companies formed since 1971 raised less capital
per firm in their early years than firms founded at any time in the past 20 years.

Exhibit 4
RISK CAPITAL HAS BECOME SCARCE

(Constant 1972 Dollars)

Average Capital Raised
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0
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By Companies Founded In The Period
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(26) (38) (135) (77)

-9-
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Capital scarcity makes young companies vulnerable
Some effects of capital scarcity are obvious: Firms that. would get started

don't, and firms that do get started may be unable to grow as rapidly as is
desirable. However, the AEA survey also documents a hidden problem: The
capital shortage makes the young companies that do get started more vulnerable to
adverse situations in the economy and their markets.

2.5

Average 2.0

Debt/Equity Ratio 1.5

At End of Period 1.0 2.12

0.
Period of Founding 1956-60 1961-65 1966-70 1971-75

(Companies in Sample) (26) (38) (135) (77)

The chart above compares debt-to-equity ratios of firms founded since 1955.
For the 15 years up through 1970, the debt-to-equity ratio of the firms founded
during those years was about 1:1, putting them in a relatively good position to
withstand adverse circumstances. However, in 1976 the capital-starved firms
founded in the period 1971-75 had an average debt-to-equity ratio of more than
2:1, making them far more susceptible to adverse events and economic fluctuations.
In fact, because such highly leveraged companies often go bankrupt in economic
downturns, they tend to amplify such economic fluctuations and, therefore,
represent an unstable element in the economy.

This hidden effect of capital scarcity will magnify the next economic downturn
unless steps are taken immediately to improve the availability of risk capital.

Risk capital investors seek capital gains
In determining how to solve the capital scarcity problem, it is important to

understand the motivation of the investors that contribute risk capital to young
growth companies. The AEA survey suggests that investors who invested the
equity capital that permitted the young companies to get started and grow made
their investments to obtain appreciation on their invested capital rather than to
obtain dividends. Specifically, the survey showed that dividends paid in 1976 as
a percentage of the equity capital invested were less than 0.8 percent on the
average of all companies founded since 1955. Moreover, for the new companies
formed during 1971-75 the dividends paid as a percent of equity invested were
less than 0.1 percent. o investor would be attracted by such a low dividend
yield.

There are two reasons why risk capital investors must seek capital gains in
making their investments. First, since high-growth companies can't generate
enough retained earnings to finance their growth, they need constant injections
of new equity capital. Therefore, they can ill afford to pay out a portion of their
scarce equity in dividends. Second, the risks of Investing in a young high-technol-
ogy company are extremely high. These risks are particularly severe in the elec-
tr.,nics industries where the possibility of R & D failures and paid technological.
obsolescence are added to the many challenges that other small companies face.
In order to justify investing In such high risk ventures, the investor requires a
high potential rate of return. Such high returns don't come from dividends.
They are only possible from capital gains.

As members of this Subcomimittee are well aware, the Tax Reform Act in 1969
and subsequent tax legislation have increased the maximum tax rate on capital
gains from 5 percent to more than 49 percent. This has significantly and adversely
altered the risk/reward ratio in making risk capital Investments. The rewards
have been reduced, but the risks of such investments have remained the same or
have perhaps even Increased in today's uncertain economy plagued with inflation.

33-576 0 o 7/9 - 19
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As a result, people have become unwilling to risk losing their money in new ven-
tures. The AA survey shows that. The goose that lays the golden eggs is dying.

Investor gains are small compared to benefit. generated by their investments
AEA survey data provides important new Insights into the question of who

benefits most from tax legislation that stimulates risk capital investment. The
table below summarizes calculations used in estimating the average annual gain
to investors per $100 invested In the survey companies.'

ESTIMATING THE AVERAGE ANNUAL INVESTOR GAIN PER $100 INVESTED

Estimated
total Averap Average

market Total Total Total Aeaei annual
value invested pin 0ain 06Z ni

Years founded (millions) (millions) millso) (per $(e)ar) (per $ 00

1964........$1,266.7 $700.6 $566.1196145 .............. 1,004.2 360.1 644.1 9
1966-70 ................ 1.204.7 708. 5 496.2 70 3.7 19
1971-75 ................ 86.5 66.8 19.7 29 2.2 13

These estimates of potential investor gains are certainly much higher than what
the investors could actually realize from their investments. Specifically:

Many of these investments are in private companies, so the investors are either
unable to realize their gain through sale of the stock or the sale must be made at
a discount price in a private placement;

These gains are prior to any capital gains taxes being levied;
All calculations are in current dollars, so that much of these apparent gains

are nothing more than the result of inflation;
Since our survey only reached companies still in existence, these estimated

gains ignore investments which were unsuccessful and in which the capital risked
by these same investors was lost.

The table below summarizes these pre-tax average annual gains per $100
invested compared to the benefits to the economy that the investments produced
in 1976.

COMPARING INVESTOR GAINS TO BENEFITS THEIR INVESTMENTS PRODUCE (PER $100 INVESTED)

Beneits in 1976 lo U.S. economy
Inveslo

Svorae Esimated
annual Total taxes W a R. & D. Exp

Years founded Pretax gain paid p ai expenses sales

195 6 .$................ $72 $19
1961-65 .............................. 27
1966-70 ............................. i 27 66 20 57
1971-75 .............................. 13 35 U 33 70

1956-75 ....................... 22 2 72 20 70

'Fede'al, State, local, and personal income taxes. (Sea tabe on p. 7).

I These estimates were made by multiplying the profits earned by the companies in 1916
by a price/earnings multiple of 10-an appropriate multiple In today's market for com-
panies like these. The total Investor gain Is the dlerence between this market valtue and
the amount of Investment made in the companies since their inception. Dividing the total
gain per $100 invested by the average holding period of the Investments yields the average
annual gain to the investor per $100 invested.
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It's clear that the benefits our country reaps from the risks these investors take
far exceed the gain they can hope to receive. It's startling to seee that, even if
capital gains were not taxed at all, the annual tax revenues flowing to government
as a result of these investments are about the same or even greater than the max-
imum potential gains of the investors. The investors took the risk but the federal,
state and local governments can get an even larger return than he can!

We should also keep in mind that many of these benefits from risk capital invest-
ment, such as jobs, technology development, export sales and even tax revenues,
are realized even i the companies fail. In those cases, the investors lose, but our
country is still better off because the possibility of a reward motivated them to try.

CONCLUSIONS OF THE AEA SURVEY

Since 1970, risk capital has become scarce
The survey documents the risk capital scarcity problem. It shows that in recent

years this needed capital has become extremely difficult to raise. The capital short-
age has not only stifled formation and growth of young companies but has made
those companies that were able to get started vulnerable to economic fluctuations.
The Investment Incentive Ac of 1978 would stimulate more investment

Based on the results of this survey we conclude that a substantial and lasting re-
duction in the capital gains tax rate is the most direct and perhaps the only way to
stimulate needed investment. Investors put their money into young companies for
potential capital appreciation. The Investment Incentive Act of 1978, by increas-
ing that potential after tax returns would stimulate more investment. Of course,
reducing the capital gains tax rate still further would be even more effective.
More risk capital would enable new companies to qe started and grow

The survey shows that young companies need constant injections of risk capital
in order to get started and grow. In their formative years, they are investing heav-
ily in development of new products and the establishment of their organizations
before they begin generating profits. Later, when they are profitable, their poten-
tial growth Is greater than they can finance through retained earnings and borrow-
ings. The availability of adequate risk capital would result in many new companies
being formed and growing to their full potential.
More risk capital would finance new jobs

The data in the AEA survey indicates that the young, high-rowth companies
are the most effective in creating new jobs. Improved availability of risk capital
would enable more of these companies to get started and expand. The new jobs
that would be created would be high-quality positions with a future both for the
workers and their communities rather than make-work, "public service" type
jobs.
More risk capital would result in advances in technology

The survey documents the relationships between invested risk capital and
R&D expenditures in the high-technology industries. We need increased R&D ex-
penditures if we are to maintain our technological leadership and to improve the
productivity of our workers.

If the availability of risk capital does not improve, the young, high-technology
companies will continue to seek and obtain investment from foreign sources. AS
in the case of my own company, System Industries, such investments from foreign
sources often result in the sale of technology as well as ownership in the U.S. com-
pany, enabling foreign competitors to reach a technical parity with their U.S.
counterparts. Such transactions which have been occurring more frequently in the
electronics industry recently , will reduce the favorable trade balaices that the U.S.
high-technology industries have enjoyed in the past, and breed increased competi-
tion from foreign companies in the U.S. market. What has oecu:red with television
sets and now calculators will certainly occur with semiconductors and computers
unless incentives for investment are improved and improved quickly. "



Our failure to maintain dominance in science and technology also weakens our
defense posture. This nation's strategic position in the world today is based in-
creasingly on our ability to maintain technological rather than numerical superior-
ity over our adversaries. Since the fields of important technology have become so
broad and R&D appropriations have shrunk, our defense capabilities have become
increasingly dependent on commercially-developed innovations rather than relying
primarily on government funded R&D .The private sector in the United States
must continue to provide the needed technology, but it needs more risk capital
to do it.
Lower capital gains taxes don't mean revenue los

Mr. Chairman, we realize that this Subcommittee must be concerned with gen-
erating adequate federal tax revenues. We also realize that tax rate reductions
are usually expected to result in revenue loss. However, because of the unique
ability of long-term investment to generate jobs and economic growth, reducing
capital gains taxes may not decrease the federal tax revenues at all. In fact, data
from the AEA survey indicates that a significant reduction in the capital gains
tax rate could actually increase rather than decrease federal tax revenues.

This assertion is based on two factors that have been ignored by the "static"
analyses that you have been provided by the Treasury Department. First, sub-
stantially lower tax rates on capital gains will increase the potential after-tax
returns from risk capital investments, and stimulate investment of more funds.
Allowing the investor to retain more of the gains will also put more capital at his
disposal. Second, as the AEA survey has documented, a surprisingly large annual
flow of federal tax revenues results from capital investment. The additional invest-
ment stimulated by the rate reduction would generate ordinary income tax reve-
nues that would offset and surpass the revenue lost from the lower tax rate. More-
over, that additional investment would also result in more jobs, increased exports
and new technology.
An example

An example, based on the survey data, and some reasonable assumptions, may
clarify how this would occur.

Let's suppose that the average return on successful risk capital investments is
about 15 percent per year compounded. At that rate, a $100 investment today
would be worth $200 -n 5 years. If we assume a capital gains tax rate of 40 percent,
then the tax revenue on the $100 capital gain earned after 5 years would be $40.

If, however, enlightened new tax legislation were enacted eliminating all fed-
eral taxes on capital gains, the Treasury would lose the $40 of capital gains tax
revenue.

But eliminating the capital gains tax would increase the after-tax return on the
$100 capital investment by 67 percent (old return equal $60; new return equal
$100; gain equal $40; 40 divided by 60 equal 67 percent). Given this increase in
returns from investments; it's reasonable to suppose that investors would increase
their investments to some extent. Let's assume for this example that the level
of investments increased by 50 percent.

The AE survey has shown that for companies founded since 1955, the average
annual federal taxes generated by $100 of investment is $22. Therefore, we would
expect that the total federal tax revenues over 5 years resulting from each addi-
tional $50 investment would be $55 ($50 divided by $100 times $22 times 5 years).
This more than offsets the $40 revenue loss.
The investor's gains from investments are small compared to the benefit.

The AEA survey enables us to measure the gains received by investors for riskin g
their capital in comparison to the benefits to the economy from those investments.
In the case of tax revenues, the survey shows that the investor's potential annua l
gains are less than the annual tax revenues to federal, state, and local government a
generated by those investments. In addition, those investments generate the jobs,
technological developments, and export sales needed to combat our economic
problems.



EXHIBIT 5.-nvestor gains compared to benefits their investments produce

(Per $100 invested in companies founded since 1955)

Investor: Average annual gain equals ------------------------------- $22
But this gain:

Is pre-tax.
Is often not liquid-can't be realized.
Is largely due to inflation.
Ignores unsuccessful investments that also produce benefits.

Economy:
Benefits in 1976:

Total taxes paid equals ------------------------------------ $26
Salary and wages paid equals ------------------------------- 72
R. & D. expenditures equals -------------------------------- 20
Export sales equals ---------------------------------------- 78

Mr. Chairman, we believe that the essential point to be learned from the AEA
survey data is that invested capital is unique in its ability to create benefits to
this nation. A one-time investment can generate a stream of annual benefits.

For that reason, gains from investments should be viewed differently than ordi-
nary income. The gains are incentives for individuals to risk their capital and make
those investments. Taxes on those gains aren't just revenues to the government.
They're also disincentives that discourage individuals from making such invest-
ments. Substantially reducing or eliminating those disincentives would be the most
direct and perha ps the only way to stimulate the risk capital investment that this
country needs sc desperately.

Mr. Chairman, we hope that the AEA survey data will help this Subcommittee
and the Senate Finance Committee in formulating and analyzing tax policy
alternatives. In addition to the data summaries contained in this testimony, the
Association would be pleased to perform further analyses of the raw data or to
solicit other information from our membership that you might request.

I thank you for your attention and would welcome your questions.

APPENDIX I

WEMA CAPITAL FORMATION SURVEY OF HIGH-TECHNOLOGY COMPANIES

INSTRUCTIONS

While the form is self-explanatory, the following comments are included to
help avoid any misunderstanding.

1. Each column should contain information for a single year, except for "Equity
Capital Raised" which, as explained in footnote 3, should show aggregate raised
during the five-year periods 1956-1960, 1961-1965, 1966-1970, and 1971-1975.

2. The first five line items all refer to income statement items. Thus, "Federal
Corporate Income Taxes" (including the total of current and deferred), "State
and Local Taxes," and "Company Funded R&D" should reflect the expense for
the year. If R&D amounts were capitalized prior to 1975, please show the R&D
expenditures actually made during the year (equivalent to the restated amounts
required under SFAS #2).

3. Line items for "Total Assets," "Shareholders' Equ-t.y," "Retained Earnings,"
and "Total U.S. Employees" refer to balances or amom-ts at the end of the year.

4. "Employee Federal Income Taxes Withheld" should be the amount withheld
during the year.

5. "Equity Capital Raised" should include the exercise of stock options and
warrants as well as company-sponsored stock purchase plans. Companies that are
subsidiaries should consider equity provided by the parent as 'From Private
Sources".

Divisional organizations should send this questionnaire and enclosed material
to the parent company with the recommendation that the corporate office respond.



CAPITAL FORMATION SURVEY OF HIGH-TECHNOLOGY COMPANIES

(Foca or Calendar Yew End Figures in Thousands of Dollars)

Toa a.1960 196, 1970 1975 1976

Tooal Forein Rvenu ..

Cwww m Funded R&D

Federal Corliorm Incom Taxes (*=(rus[ basis) ,,..

State and Loced Tom (1)...

Tot amm

Total $havlooldert" Equity (2)

Equity Capta R...d During Perod (2) (3) ...
-Frorn Private So.urce....s

-From the Pubalic ... .

Tota U.S. EmPloy .. . ..... "

7 .7-7--,_
..ly aemlcomTxsWthl

Yw company w- founded.
Yew company first sol equity securities to outside
(nonmangement) investors.

Yew company stock was first publicly traded.

Nane of Company

Name Of Preparer _

Telephone #

SEND DIRECTLY TO: Nicholas G. Moore
Coopen & Lybrend
Two Palo Alto Square
Palo Alto, CA 94304
(415) 493-1552

This date is subrmtted awth the wdevnrding tMt it wll he hafd in confidence, wder
Me CPA Code of Ethiz ft wll be smd ony in g reW t industry complegions

(I) induding bol become and p e rn taxes; rWe bam.
(2) m l m a ocntme comwtible into eqity

W for Y01 a on 197 then17 sb ew * emd dung
te i n fma penod.
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APPENDIX II

AEA SURVEY DATA

The data from the 325 survey respondents are summarized on the following
pages. The data are summarized in total and by period of company foundings.

All dollar amounts are in thousands of dollars. However, all ratios involving
dollars are in dollars. All other numbers are as they a pear in the summaries.

The following abbreviations were used for identifying data line items.

Abbreviation
Tot Revenue.
Tot Foreign Revenue - - -
Funded R&D_
Fed Inc Tax----------
S and L Taken----------
Tot Assets_ -
S/H Equity-----------
Ret Earning_
Div Paid-------------
Equity Raised---------

Private ------------
Public -----------

Tot US Employee -------
Emp Fit W/H ........
Cum Tot Equity ....

Private (dollars)
Private (percent) --

Public (dollars) ------
Public (percent)

Rev/Cum Equity -....

R&D/Cum Equity -------

Fed Tax/Cum Equ ------

S&L Tax/Cum Equ ------

T Asset/Cum Equ .......
Employees ------------
Period Incr __
T Asset/Job-----------
Revenue/Job----------
Cum Equity/Job --------

Heading-
Total revenues.
Total Foreign revenue.
Research and development expense.
Total Federal income tax expense.
Total State and local tax expense.
Total assets.
Total shareholder equity (total net assets).
Retained earnings.
Dividends paid.
Equity raised.
From private sources.
From public sources.
Total U.S. employees.
Total Federal income taxes withheld from employees.
Cumulative Total equity raised.
From private sources ($000's).
From. private sources as a percentage of total

cumulative equity.
From public source ($000's).
From public source as a percentage of total cumula-

tive equity.
Revenues reported per dollar of cumulative equity

raised.
Research and development expense per dollar of

cumulative equity raised.
Federal income tax expense per dollar of cumulative

equity raised
State and local tax expense per dollar of cumulative

equity raised.
Total assets per dollar of cumulative equity raised.
Total U.S. employees.
Increase in total U.S. employees.
Total assets per U.S. employee (in dollars).
Total revenue per U.S. Employee (in dollars).
Cumulative equity raised per U.S. employee.

For companies founded prior to 1955, the equity raised prior to 1955 was not
submitted in the survey data. The employee taxes withheld were only submitted
for the years 1960 and later. Therefore, data regarding these items does not appear
on the following summary sheets.
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ALL RESPONSES-ALL SALES (NUMBER OF RESPONSES, 325)

1960 1965 1970 1975 1976

Total revenue ............-------------- 6,411,434 11,457,221 22,487,095 40,347,910 45,262,982
Total foreign revenue ----------------- 873, 975 2, 213, 450 5,941, 056 14,871,016 16, 392, 510
Funded R. & D ----------------------- 218,232 431, 437 1,010,159 2,027,570 2.228,119
Federal Income tax ------------------- 325, 763 611,512 ,909, 411 1,304,076 1,798. 109
State and local taxes ----------------- 64, 197 215, 15 328 761 645,602 689,980
Total assets - --------------------- 4,564,14 9,257,122 22 70, 467 37,495,305 41,630,910
Stockholders equity ------------------ 2,692,853 5,503,596 12,75 246 21,427,309 24,366,325Retained earnings-------------------1,215, 5 3,126,75 6,801 380 12,910,481 15, .97088
Dividend pid -------------------- 169,985 326,896 778 167 1,251,362 1,510,622
Equity raised ----------------------- 501,884 520,807 2,744,987 2,757,907 563,092

Private ------------------------- 103,842 127,345 224,657 391,135 75, 145
Public ---------------------- 398,042 395 664 2,520 203 2,365,981 487,990

Total U.S. employee ------------------ 330,612 511,780 700 '95 719, 174 746,851
Employee Federal income tax withholding ---------.---------------- 291 665 690,804 782,708
Cumulative total equity --------------- 501,884 1,022,691 3,767.678 6, 525,585 7,088,677

Private:
Dollars ---------------------- 1 03,842 231 187 455 844 846 979 922,124
Percent --------------------- 20.69 2k.61 1k.10 - .98 13.01

Public:
Dollars ---------------------- 398,042 793 706 3 313 909 5, 679 890 6 167 880
Percent -------------------- 79.31 7W.61 8.96 8.04 0 7.01

Employees -------------------------- 330,612 511,780 700,985 719,174 746,351
Period increase ------------------------------------ 181,168 189,205 18,189 27,677
Total asset/job ----------------------- 13,805 18, 088 32,389 52,136 55, 741
Revenue/job ------------------------- 19,392 22,387 32,079 56,103 60,605

FOUNDED PRIOR TO 1955-ALL SALES (NUMBER OF RESPONSES, 47)

- 1960 1965 1970 1975 1976

Total revenue ---------------------- 6,378,827 11, 268,278 21,379,349 36,108,725 39,820,822
Total foreign revenue .................. 873.821 2,208,009 5,753,787 13, 745,599 14,982,796
Funded R. & D ------------------- 2 475 420, 781 915, 315 1,735,316 1,857,403
Federal income tax ................... 324,816 603,593 877,994 1, 189,281 1, 612,451

State and local taxes --------------- - 64,025 213 355 316,555 598, 515 618, 165
Total assets .......................... 4,544,458 9,05,009 21,456,617 34 138,680 37,339,004
Stockholders equity ................... 2,683,280 5,423,603 12,222,313 19,783,214 22,046,341
R etained earnings ------------------ 1, 214,030 3,107,298 6,787,420 12,603,072 14,533,466
Dividend paid ........................ 169,818 326,651 776,896 1,247,166 1,503,295
E quity raised ......................... 495,517 461,607 2,191,931 1,931,176 271. 914

-Pf4vat-.-.................-....... 99,919 94,242 6,314 7 3387 15,642
Public ........................... 395,598 367,365 2,125,617 1,757,789 256,272

Total U.S. employee ................... 329, 179 503, 411 657,943 612 394 615, 654
Employee Federal income tax withholding ---------------------- 248, 499 515851 557,409
Cumulative total equity ................ 495, 517 957, 124 3,149, 055 4,980,231 5, 252,145

Private:
Dollars ...................... 99,919 194,161 260, 475 333, 862 349,504
Percent --------------------- 20. 16 20.29 8.27 6. 70 6.65

Public:
Dollars ...................... 395,598 762,963 2, 888, 580 4,646,369 4,902, 641
Percent ...................... 79.84 79.71 91.73 93.30 93. 35

Enpoyees ................... . 329,179 503,411 657,943 612,394 615,654
Period increase ---------------------------- 174232 154,532 -45,549 3,260
Total asset/job ........................ 13,805 17, 991 32,611 55,746 60,649
Revenue/job .......................... 19, 377 22, 383 32, 494 58, 963 64,680
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FOUNDED 1956 TO 1960--ALL SALES (NUMBER OF RESPONSES, 26)

1960 1965 1970 1975 1976

Total revenue ....................... 32,607 120, 217 535,263 1,588,638 1,978,533Total foreign revenue ................ 154 3,960 103,120 525,741 636,727Funded R. & O ........................ 807 5,106 29,386 115.179 135 550Federal income tax .................... 947 5,136 15,224 35,830 50:994State and local taxes .................. 172 1,569 6,540 17,306 21,961Total assets .......................... 19,690 153,142 519,721 1,329,257 1,715, 945Stockholders equity ................... 9, 573 59,893 242,596 733,947 1,030,316
Retained earnings .................... ), 472 20,536 39,942 297, 630 424,3Dividend paid ........................ 167 185 192 1,013 2,068Equity raised ........................ 6,367 35,874 203.822 304,179 150,310Private ......................... 3,923 25,592 52,081 83,488 7,794

Public ........................... 2,444 10,282 151,741 220,691 142,516
Total U.S. employee ................... 1,433 5,251 18 483 40,270 48, 769Employee Federal income tax withhold-

ing .................................................. 15,413 69,303 86,590Cumulative total equity ................ 6, 367 42. 241 246, 063 550,242 700, 552
Private:Dollars ....................... 3,923 29 515 81,596 165,084 172,878

Percent ...................... 61.61 6b.87 33.16 30.00 24.68
Public:

Dollari------------------. 2,444 12, 726 164, 467 385,158 527 674
Percent.-"-----..------- 38.39 30.13 66.84 70.00 A.32

Revenue:

Cumulative equity .................... 5. 12 2.85 2.18 2.89 2.82
R. & D ................................ 13 .12 .12 .21 .19Fede.sl tax ............................ 15 .12 .06 .07 .07State and local tax ..................... 03 .04 .03 .03 .03Total asset ....................... 3.09 3.63 2.11 2.42 2.45
Employees ........................... 1,433 5,251 18,483 40,270 48,769Period increase ..................................... 3,818 13,232 21,787 8,499Total asset/job ........................ 13, 740 29, 164 28, 118 33, 008 35, 185Revenue/job ........................ . 22 754 22, 894 28,959 39, 449 40,569Cumulative equity job ............... .4, 443 8,044 13,312 13,663 14,364

FOUNDED 1961 TO 1965-ALL SALES (NUMBER OF RESPONSES, 38)

1960 1965 1970 1975 1976

Total revenue ........................ 0 68,726 395,909 1,012,574 1,196,164
Total foreign revenue .................. 0 1,481 67,984 280,201 320,303Funded R. & D ....................... 0 5,550 38,907 50,253 64,152Federal income tax .................... 0 2, 783 9,980 22,685 32,535
State and local taxes .................. 0 261 3,685 9,340 18,625Total assets .......................... 0 46,971 551,272 749, 917 876, 243Stockholders equity ................... 0 20,100 202,475 294,821 407,833Retained earnings ..................... 0 -1, 129 25,368 -7,535 92,882Dividend paid ........................ 0 60 1,079 1,931 2,480Equity raised ......................... 0 23,326 208,948 116,999 10,798

Private .......................... 0 7,511 18,614 21,925 6,036Public ........................... 0 18,017 190, 334 95,074 4,762
Total U.S. employee ................... 3,118 16,627 23520 2235
Employee Federal income tax withhold-

in- -.... .- ------------------ - -.............. 20,282 37,127 47 965Cum ulative total equity ................ 0 23,326 232,274 349,273 360,071
Private:

Dollars ....................... 0 7 511 26,125 48 050 54 086
Percent ...................... 0 3.20 11.25 15. 76 1.02

Public:
Dollars ...................... 0 18,017 208,351 303 425 308,187Percent ...................... 0 77.24 89.70 86.87 85.59

Cumulative equity:
Revenue .......................... 0 2.95 1.70 2.90 . 3.32
R.&D ........................... 0 .24 .17 .14 .18
Federaltax ....................... 0 .12 .04 .06 .09State and local tax ................ 0 01 .02 .03 .05Total assets ...................... 0 2.01 2.37 2.15 2.43Employees ........................... 0 3,118 16,627 23,520 26,235Period increase ....................... 0 3,118 13,509 6,893 2,715

Total asset/job ........................ 0 15 064 33,155 31, 884 33,399Revenue/job ......................... 0 22:041 23, ll 43,051 45.594
Cumulative equity/job ................. 0 7,481 13, 969 14,850 13,724
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FOUNDED 1966 TO 1970-ALL SALES (NUMBER OF RESPONSES, 135)

1960 1965 1970 1975 1976

Total revenue ......................... 0 0 176, 574 1, 482,998 2,019, 745
Total foreign revenue .................. 0 0 16,165 292,316 406,101
Funded R.& D ................ ... 0 0 26,551 111,931 143,769
Federal income tax .................... 0 0 6,213 52,461 86,93
State and local taxes .................. 0 0 1,981 18,900 28,123
Total assets-------------------------..0 0 176, 857 1,198,264 1, 550,499
Stockholders equity ................... 0 0 91,872 584,935 823,837
Retained earnings ..................... 0 0 -51,350 29,761 150,234
OD v id en d p aid ....... ..... .. .. .... .... . 0 0 .......... 1,2 52 2 ,7 16
Equity raised ......................... 0 0 140,286 465,287 102,953

private. 0 0 87,648 180,871 1,9558
Public ........................... 0 0 52, 511 283, 625 84, 438

Total U.S. emplo ee ................... 0 0 7, 932 38,531 49 077
Employee FederarIncome tax withholding- 0 0 7:471 61:723 80,873
Cumulative total equity ................ 0 0 140,286 605,573 708, 526

Private:
Dollars ....................... 0 0 87,648 268,519 287,077
Percent ...................... 0 0 62.48 44.34 40.52

Public:
Dollars ....................... 0 0 52 511 336 136 420 574
Percent ...................... 0 - 0 3. 48 5. 51 59. 36

Cumulative equity:
Revenue ......................... 0 0 1.26 2.45 2.85
R.&D ............................ 0 0 .19 .18 .20
Federal tax ....................... 0 0 .04 .09 .12
State and local tax ................ 0 0 .01 .03 .04
Total asset ....................... 0 0 1.26 1.98 2.19

Employees ........................... 0 0 7,932 38,531 49,077
Period increase ....................... 0 0 7,932 30,599 10,546
Total asset/job ........................ 0 0 22,296 31,098 31,591
Revenue/job .......................... 0 0 22,260 38,488 41,154
Cumulative equity/job ................. 0 0 17,686 15,716 14, 437

FOUNDED 1971 TO 1975-ALL SALES (NUMBER OF RESPONSES: 77)

1960 1965 1970 1975 1976

Total revenue ......................... 0 0 0 14, 980 246,787
Total foreign revenue .................. 0 0 0 27,159 46, 583
Funded R. & D ....................... 0 0 0 14,891 21,833
Federal Income tax .................... 0 0 0 3,819 10,246
State and local taxes .................. 0 0 0 1,541 3,062
Total assets .......................... 0 0 0 79,187 147, 570
Stockholders equity ................... 0 0 0 25, 392 57, 539
Retained earnings ..................... 0 0 0 -12,447 -3,79
Dividend paid ........................ 0 0 0.............. 63
Equity raised ........................ 0 0 0 40,266 26,517

PrIvate .......................... 0 0 0 31,464 26,515
Public ........................... 0 0 0 8,802 2

Total U.S. employee ................... 0 0 0 4,459 7,031
Employee Federal income tax with.

holding ............................ 0 0 0 6,404 9,735
Cumulative total equity ................ 0 0 0 40,266 66,783

Private:
Dollars ....................... 0 0 0 31,464 57,979
Percent ...................... 0 0 0 78.14 86.82

Public:
Dollars...................... 0 0 0 8802 4
Percent ....................... 0 0 0 2.86

Cumulative equity:
Revenue ......................... 0 0 0 3.85 3.69
R. & D ........................... 0 0 0 .37 .33
Federal tax ....................... 0 0 0 .09 .15
State and Local tax ................ 0 0 0 .04 .05
Total asset ....................... 0 0 0 1.97 2.21

Em ployes ........................... 0 0 0 4,459 7,031
Period Increase ....................... 0 0 0 . 4,459 2,572
Total asset/job ........................ 0 0 0 17,758 20 98
Revenue/job .......................... 0 0 0 34, 756 35,092
C u m ulative equ ity/job ................. 0 0 0 9,030 9,498
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FOUNDED 1976-ALL SALES (NUMBER OF RESPONSES: 2)

1960 1965 1970 1975 1976

Total revenue ......................... 0 0 0 0 981
Total foreign revenue .................. 0 0 0 0 0
Funded R. & 0 ........................ 0 0 0 0 412
Federal income tax .................... 0 0 0 0 0
State and local taxes ................... 0 0 0 0 44
Total assets .......................... 0 0 0 0 1,709
Stockholders equity ................... 0 0 0 0 459
Retained earnings ..................... 0 0 0 0 1
Dividend paid ........................ 0 0 0 0 0
Equi raised ......................... 0 0 0 0 600

Private .......................... 0 0 0 0 600
Public ........................... 0 0 0 0 0

Total U.S. employee ................... 0 0 0 0 85
Employee Federal income tax with- 0 0 0 136hding.
Cumulative total equity ................ 0 0 0 0 600

Private:
Dollars ....................... 0 0 0 0 600
Percent ...................... 0 0 0 0 100

Public:
Dollars ....................... 0 0 0 0 0
Percent ...................... 0 0 0 0 0

Cumulative equity:
Revenue ......................... 0 0 0 0 1.64
R.&D ........................... 0 0 0 0 .69
Federal tax ....................... 0 0 0 0 0
State and local tax ................ 0 0 0 0 .07
Total asset ....................... 0 0 0 0 2.85

Employees ............................ 0 0 0 0 85
Period increase ....................... 0 0 0 O 95
Total assetlob ........................ 0 0 0 0 20,105
Revenuefiob .......................... 0 0 0 0 11,541
Cumulative equityljob ................. 0 0 0 0 7,058

Senator PACKWOOD. The next witness is Dr. Martin Feldstein
Doctor, it is good to have you with us again.

STATEMENT OF MARTIN FELDSTEIN, PRESIDENT,
REAU OF ECONOMIC RESEARCH AND PROFESSOR
HARVARD UNIVERSITY, CAMBRIDGE, MASS.

NATIONAL BU-
OF ECONOMICS,

Mr. FELDSTEIN. Thank you, Senator.
I am very pleased to have this chance to talk with you this morning.
During the past 3 years, I have been doing research on the taxation

of capital gains on corporate stocks. I think the findings of these
studies, which we are just finishing up now, bear directly on the pro-
posals that you are currently considering.

This morning I want to summarize briefly the results of two studies.
The first describes the way that inflation actually affects the taxation
of capital gains. The second deals with the impact of the capital gains
tax rate on the selling of corporate stock and the realizing of capital
gains. I think the latter study is the first bit of hard evidence on the
actual effect that the kinds of proposals you are considering would
have on the realizing of capital gains, and therefore on Treasury tax
revenue.

I am submitting for the record copies of two papers that provide
more complete reports of these studies.

Senator PACKWOOD. Those will be included in the record.
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[The information referred to follows:) (Hearing continues on p. 322.)

THE EFFECTS OF THE CAPITAL GAINS TAX ON THE SELLING AND SWITCHING OF
COMMON STOCK

(By Martin Feldstein,* Harvard University, Cambridge, MA 02138, U.S.A., and
the NBER; and Shlomo Yitzhaki, Rehovat University and the Falk Institute,
Jerusalem, Israel. Received February 1977)

I. INTRODUCTION

The present method of taxing capital gains is one of the most widely criticized
features of the U.S. tax system. Under current law, capital gains are taxed only
when an asset is sold and are generally subject to a special tax rate that is less
than or equal to half of the tax rate that would apply to ordinary income; the
tax applies to the nominal increase in value with no adjustment for Inflation.
Reformers in the Haig-Simons tradition advocate taxing all realized capital
gains at ordinary tax rates and regard the current system as a $5 billion tax
subsidy to wealthy investors. Other suggestions for reform include taxing capital
gains on an accrual basis (usually by adjusting the tax liability at a time when
gains are realized for the implicit postponement of taxes), adjusting the amount
of the capital gain for the effects of inflation, eliminating the 'alternative tax'
procedure that limits the tax rate to 25 percent, reducing the tax rate as a func-
tion of the holding period, taxing all capital gains at the death of the owner, or
abandoning the taxation of capital gains completely in favor of a tax on con-
sumption or wealth.'

The choice between the present tax law and any of the proposed reforms
should reflect the way in which the behavior of investors is affected by taxation.
For example, the criticism that the current rules keep investors 'locked into'
previously purchased securities (because taxes are postponed until the asset is
sold) would apply with even greater force to the proposal to tax realized gains
at ordinary tax rates but would be avoided by appropriate systems of accrual
taxation or by the substitution of a consumption tax. The importance of this
issue depends on the extent to which tax considerations do influence investors'
decisions to sell assets.

The present paper presents what we believe to be the first econometric estimates
of the effect of taxation on the selling of common stock.2 Our analysis indicates
that investors are quite sensitive to tax considerations in their decisions to sell
common stock. An important feature of our data is that it permits separating.
'switches' of common stock (i.e. sales followed by purchases of different stock or
other financial assets) from 'net sales' in which the proceeds are not reinvested;
the evidence indicates that the portfolio reallocation decisions ('switches') are
particularly sensitive to tax considerations.3

The first section of thq paper discusses the way in which taxes and other vari-
ables might be expected to affect the common stock sales of individual investors.
Section 2 describes the household survey data that is used in the current study.
The estimated parameters are discussed in sections 3 and 4 and simulations of
three alternative tax policies are presented in section 5. There is a brief concluding
section in which we indicate possible directions for future work.

*This work was done while Yitzhaki was a postdoctoral fellow in economics at Harvard
University. We are grateful to two referees of this Journal for their careful comments and
suggestions, to David Bradford, Harvey Galper, Nelson McClung and George Tolley for
helpful discussions and to the Office of Tax Analysis of the U.S. Treasury for financing this
research. The current paper is part of a larger study of the effects of taxation on capital
accumulation and income distribution that is supported by the National Science Foundation.

I Alternative proposals to reform the taxation of capital gains are discussed in (among
others: Andrews (1974), Break and Pechman (1975), Brlnner (1973), David (1968),
Diamond (1975), Feldstein (1976b), Fleming and Little (1974), Surrey et al. (1976). The
estimated tax subsidy is presented in U.S. Senate (1976).2 There have, of course, been previous studies of the likely elect of taxation on the sale of
stocks and other assets but none of these presented specific econometric evidence. See In
particular the valuable studies by Bailey (1969), David (1968), Holt and Shelton (1962),
MeClung (1966) and Barlow et at. (1966).

There is the further issue of how the tax treatment of capital gains affects the way that
investors allocate their wealth between common stock and other assets. Feldstein (1976a)
resents evIdence that the current rules substantially increase investment in common stock
y individuals with high marginal tax rates.
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2. TAXATION AND COMMON STOCK SALES

In considering how taxes are likely to affect the sales of common stock, it is
useful to begin with the prior question of why individuals sell the stock that they
own. Two quite different types of selling can be distinguished. First, individuals
sell stock to finance consumption during retirement or to pay for the college
education of children, the purchase of an automobile, or other large expenses. We
shall refer to such transactions as 'net sales' because the proceeds are not rein-
vested. Second, individuals sell stock to reallocate their portfolios into different
stocks and other financial assets. The data analyzed below indicate that most of
the proceeds of stock sales are in fact reinvested in other stock; we shall refer to
such sales as 'stock switches.' More generally, 'financial, switches' (i.e. sales of
common stock with the proceeds reinvested within one year in stocks or other
financial assets) account for about two thirds of the value of common stock sales.

Although the theory of efficient markets might at first seem to imply that indi-
viduals can do as well by holding their initial portfolios as they can by switching
securities,' there are two distinct reasons why a rational investor who believes in
the efficiency of the stock market would sell one stock and buy another. The
general theory of optimal portfolio selection implies that even with unchanged
expectations and tastes, individuals should continually rediversify their portfolios
by selling some of the stocks which have appreciated in value and buying more of
the stocks that have declined in value.5 In addition, the optimal portfolio of an
individual will change if there is a change in his risk aversion, induced for example
by a change in his wealth. In practice, of cojirse, individual investors frequently
believe that stocks do have different ex ante expected yields even with the same
risk characteristics; i.e. investors implicitly reject the idea that the stock market is
fully efficient and believe that their insights, judgments and tips are sufficient to
'beat the market.' Each of these reasons implies that, in the absence of transaction
costs and tax considerations, investors would engage in frequent and substantial
asset switches.

The current tax law should reduce 'switch sales' and may also reduce 'net
sales.' Switch sales are deterred because the seller cannot reinvest all of the pro-
ceeds but must pay some of his receipt s as a capital gains tax. This tax is an
increasing function of both the individual's marginal tax rate and of the fraction
of the sale proceeds that represents capital gain. More specifically, the rate of tax
on capital gains is one half of the individual's tax rate for ordinary income, up to
a maximum capital gains tax rate of 25 percent; no capital gains tax is due when
an investor dies and all assets are then revalued to the current market price,
thereby permanently eliminating any tax liability for previous gains.7 An example
will illustrate the potential importance of these rules. An individual with a
50 percent marginal tax rate who sells $100 worth of stock that has doubled in
price since he bought it I pays a capital gains tax of $12.50. This tax could be
postponed and therefore reduced in present value if the stock were instead sold
at a later date; the tax would be avoided completely if the individual died before
the stock was sold. The higher an individual's marginal tax rate on capital gains,
the greater the deterrent to switch selling. 0

The effect of the tax on net sales is ambiguous because of two countervailing9
effects that are similar to substitution and income Effects. The 'substitution
effect of the higher tax rate induces the investor to postpone consumption, to
reduce the size of major purchases, and to plan larger bequests. The olisetting
'income' effect occurs because a higher rate means that a larger gross sale must
be made to obtain any given amount of after tax revenue. If the expenditures
to be financed by selling assets cannot easily be postponed or reduced in size,
the effect of the tax will be to increase net selling. Since an increase in the in-
dividual's marginal tax rate on capital gains strengthens both the income and
substitution effects, the relation between net selling and the individual's marginal
tax rate is ambiguous.

4 For a brief summary of the theory of efficient markets and extensive references, see
Jensen (1972).

See, for example, the analyses of Merton (1969) and Samuelson (1969).
6 If money is not regarded as a riskless asset (because of uncertain inflation), a change in

r:sk aversion would in principle require a general reallocation of portfolio wealth and not
just changing the shares of money and non-money assets.

This was the rule prevailing in the year for which our data were collected (1963). The
maximum tax rate for ordinary income was then 92 percent. Assets held less than 6 months
were subject to tax at the ordinary income rate; we ignore the special 6 months rule in our
current analysis.

8 On average, stock bought in 1954 had more than doubled in price by 1963 (the year of
the survey).
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The special provision for revaluing assets when the investor dies (known as
'stepping up' the basis of the asset to market value) implies that the tax deterrent
to selling should increase with the investor's age. For any given positive marginal
tax rate, an older investor has a higher expected tax saving by postponing a
sale for a year. This is reinforced by the tendency for the assets of older Investors
to have a higher ratio of accrued gain to market value. Both of these reasons
should make selling and especially switching a decreasing function of age. We shall
refer to this as the pure age effect.

The effects of the Individual's age and margnal tax rate also interact to rein-
force each other. The greater deterrent to selling that Is associated with a higher
marginal tax rate is an increasing function of age. Similarly, the greater deterrent
to selling that is associated with older age is.an increasing function of the indivi-
dual's marginal tax rate. This suggests that we consider the possibility of a positive
age-tax interaction effect.

Age also has an effect on net selling that has nothing to do with taxes. Older
individuals are more likely to be net sellers in order to finance retirement con-
sumption. This makes the effect of age ambiguous for net selling but dows not
alter the implications for switch selling.

Two other variables are likely to affect the individual's decision to sell common
stock and the fraction of all such stock that he sells: the value of the stock in the
individual's portfolio and the level of the individual's income. To understand
the likely effect of the size of the portfolio or the probability and value of different
types of asset sales, it is useful to think of the portfolio as a collection of different
individual stock. A larger portfolio is likely to have a greater number of different
stocks so that the probability of selling at least one stock should be an increasing
function of portfolio size. Individuals with large portfolios may also be more likely
to switch securities because they can justify a greater investment of time and
resources in acquiring relevant information. Although the probability of selling
is therefore likely to be an increasing function of portfolio size, the ratio of sales
to portfolio value is likely for two reasons to vary inversely with the size of tl'e
portfolio. First, switching two of threelsecurities in a small portfolio could involve
switching 50 percent of the portfolio's market value. In addition, any net sale of
stock to finance a major consumption expenditure could more easily represent a
large fracton of a small portfolio.

The probability of switching at least some stock and the ratio of such switch
sales to the total value of stock should both, ceteris paribus, increase with the
investor's income. Higher income individuals can afford the risks of speculation,
generally have greater confidence in their own ability to make good investment
decisions, and are more likely to have access to relevant investment information.
Again net sales are not likely to follow the same pattern as switches; individuals
with lower money incomes are more likely to be retired or otherwise below their
permanent income and therefore more likely to want the proceeds of the net sales
of common stock.

3. DATA AND DEFINITIONS

In 1963 and 1964, the Board- of Governors of the Federal Reserve System
conducted a national survey of 2557 households.$ With the assistance of the
Internal Revenue Service, the survey was able to oversample greatly the high
income population; for example, 18 percent of the sample but less than one per-
cent of the population had incomes over $25,000. Although the survey was
done more than ten years ago, these data remain the best source of information
for the current analysis because they permit separate measurement of 'switch'
selling and 'net' selling.

The survey includes detailed information on the composition of assets, the
sources of income, and the sales and purchases of assets during 1963.10 Of the
2557 households, 646 usable observations had common stock at the end of 1962; 11
these 646 observations, representing a population of 7.7 million common stock
owners, 12 are the basic data used in our study.

9 See Projector and Weiss (1966) for a description of the survey methods and for counts
of the number of respondents by income, wealth etc. Ferber (1069) discusses the problems
of reporting errors in these data. Feldstein (1976a) used these data to analyze the effects
of taxation on portfolio composition.

20 There is no reliable information on the amount of gain realized on these common stock
sales.

It There were 751 observations with common stock but 105 of these lacked other Informa-
tion required for our study.

This estimate is based on the sampling weights in the survey. Note that it treats a
household as a single owner
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Based on our sample, 27 percent of stock owners in the population sold common
stock in 1963.13 The value of the shares sold by this group was 12 percent of the
total value of the common stock that they owned. A majority (56 percent) of
those who sold stock during the year also purchased other stock, i.e. were 'switch
sellers.' An additional 11 percent of stock sellers purchased financial assets other
than stock; 14 i.e. financial switch sellers consituted 67 percent of all stock sellers.
Half of this group (33 percent of all stock sellers) reinvested all of the proceeds
of their stock sales (net of tax) in stock or other financial assets.

Stock switches accounted for 58 percent of the value of common stock sales,
i.e. 58 percent of the value of common stock sale proceeds were reinvested in
common stock by the end of 1963.13 Using the broader concept of 'finarcial
switches,' i.e. reinvestment in stock or other financial assets, raises the value of
switches to 65 percent of stock sales. The stock sellers who reinvested all of their
proceeds in stocks or other financial assets accounted for 28 percent of stock sales.

The marginal tax rate that is relevant for decisions about the sale of common
stock is equal to the lesser of (1) one half of the individual's marginal tax rate
and (2) 0.25. To prevent simultaneity between common stock sales and the
marginal tax rate, we use the marginal tax rate applicable to the first dollar of
capital gains. The survey did not specifically ask for the individual's taxable
income or marginal tax rate. To estimate the relevant marginal tax rate, we first
calculated total income from all taxable sources excluding capital gains. We then
subtract the value of personal exemptions and an estimate of total deductions
based on the value of the individual's residence, his outstanding debt, and the
mean of the other itemized deductions in his income class. With this as an esti-
mate of taxable income before capital gains, we use the relevant tax schedule
to find the individual's marginal tax rate.16

The survey contains information about the age of the household head, the
value of common stock owned at the end of 1962, and the total income (including
tax free income but excluding capital gains) for 1962 and 1963. We average the
incomes of 1962 and 1963 to achieve a better measure of permanent income.
Finally, in our estimates we use classificatory dummy variables for age, wealth
and income to avoid imposing any unnecessary constraints on the form of the
functional relations.

4. COMMON STOCK SALES: BASIC ESTIMATES

Although we have emphasized the likely behavioral differences between switch
sales and net sales, we begin our econometric analysis by studying all sales
combined. This yields a measure of the overall tax impact and provides estimates
that can be compared with future results in other bodies of data that lack infor-
mation on reinvestment."

The estimates presented in table 1 imply that higher tax rates are a substantial
deterrent to the sale of common stock. To appreciate the magnitude of this
effect, it is useful to discuss the tax rate coefficient in equation (1) in some detail

13 This percentage and the other figures in this and the next paragraph are estimates of
population values based on the sampling probabilities associated with our 646 observations.

" That Is, made net investments in other financial assets. We exclude cash and demand
deposits in defining financial assets.

14 More formally, the value of "switch sales" is the minimum of the values of sales and
stock purchases, both in 1963. Since stock sold In 1963 and reinvested In stock in 1964 is
not counted, the 58 percent Is likely to be an underestimate.

Is The use of mean deductions by income class implies that the estimated marginal tax
rate for each individual will not be an exact measure but (to a linear approximation) the
mean value for such individuals. This type of measurement error Introduces no bias in the
estimated regression coefficients because the error is uncorrelated with the observed value.
A different problem results from our inability to observe accounting losses (e.g. oil depletion
allowances, accelerated depreciation. etc.) that reduce the adjusted gross income of high In-
come individuals. To the extent that such losses still leave the individual's marginal tax
rate above 50 percent (i.e. a taxable income of $36,000 for a married couple in 1963), they
have no effect on the estimated marginal tax rate for capital gains ; this is the likely effect
since investments with substantial accounting losses are generally unprofitable at lower tax
rates. Insofar as the actual capital gains tax rates of high income individuals are lower on
average than the values we have used, our estimated coefficient will understate the respon-
siveness of sales to the tax rate.

IT All of the equations in this study have been estimated by ordinary least squares: The
equations might have been estimated by a logit regression but, with nearly half of the
sample selling stock, there is likely to be little difference between logit and linear ordinary
least squares regression. A Two-bit procedure would be inappropriate for the equations
dealing wvith the ratio of sales to value since the total value of the Individual's common
stock has opposite effects on the probability of selling and the conditional value of the sales.
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before turning to the other equations. The dependent variable of this equation
is the ratio of the value of common stock sales to the value of the initial holding
of common stock.s The capital gains tax rate variable has a coefficient of -3.2
with a standard error of 1.0. This point estimate indicates that the capital
gains tax has a very powerful effect. It implies, for example, that a capital gains
marginal tax rate of 0.15 (based on an ordinary marginal tax rate of 0.30) reduces
the ratio of sales to value by 0.48.1" This is twice the sample mean of the sales-
value ratio (0.24), implying that in the absence of the capital gains tax the value
of common stock sales for individuals with this marginal rate would have been
about three times as large as it was in 1963.

Although this may seem a very large response to a seemingly small tax change,
two things should be borne in mind. First, many investors already sell very
much more than the average. Since the standard deviation of the sales-value
ratio in the sample is 0.82, the calculated change of 0.48 represents an increase of
about one-half a standard deviation. Second, the tax rate may not be small in
relation to the gains that would otherwise motivate individuals to sell assets.
An individual might well sell one stock and buy another for an expected gain
of 5 percent if there were on tax but would be dissuaded from making the switch
if a tax of as little as say 6 percent (i.e., a 15 percent tax on a gain equal to 40
percent of the value of the stock to be sold) had to be paid.

TABLE I.-THE EFFECTS OF TAXATION ON COMMON STOCK SALES.'

Ratio of sales to
Explanatory variables Ratio of sties to value Decision to sell value among sellers

(1) (2) (3) (4) (5) (6) (7) (8)

Tax rate on capital gains--------. -3.20 -3.16 -?. 15 -0.65 -0.84 +0.21 -4.93 -4.7
(1.04) (1.10) (1.36) (.58) (.62) (.76) (1.95) (2.04)

Ag:Less than 35 .................... .15 .--------- 1.10 .16 .......... 42 .01 .......(. 14)--------- . 34) (.0) --------- (.19) (.31).........
36 to 45 ........................ 04 .--------- 18 .......... .33 -.06.

(. 12) -------- (.29) (.06) -------- (.16) (.24) .......
46 to 55 ------------------------ ....... .31 .08...........28 -.03

(.11)---.......(.28) (.06)..........16) (.22) -.----
56,to -- -........................ :o0 .---------- -.1 ......... 0:3-- :07----.28

(.10) ......... (.28) (.06) ......... (.16) (.21) .........
Tax ratege interaction:

Less than 35 ............................. -. 16 -6.66 ......... ..61 -1.58 ......... -1.451(.84) (2.13) ......... (.47) (1 19) ........ (1 68)
36to45 ------------------------- 02 -. 78 ---------. 49 -1.09 ---------. 181(.62) (1. ......... (34) (.8)........ (113)

.to5 -------------------------. 23 - ......... . 22 -.22--------. 30(.55) (1.45) -------- (.30) (.8) ......... (100)
56 to 65 ---------------------------------. 03 -. 54 ---------. - -1.37 ......... 30

(.51) (1.42) -------- (.29) (.80) -------- (.95)
Value of common stock:

Less than $4,000 --------------- . 32 .36 .34 -. 46 -. 45 -. 46 1.71 1.75(.13) ( 13) (.13) (.07) (.07) (.07) (.29) (.28)
$4,000 to $10,000 ................ .42 .44 .45 -. 23 -. 22 -. 22 1.05 1.08

(.14) (. 15) (.14) (.08) (.08) _08) (.28) (.28)
$10,o000 to $50,000 ............... 16 .17 .19 -. 0 -. 30 29 .44 .44

(.12) (. 12) (.12) (.07) (.07) (.07) (.22) (.23)
$50,000 to $200,000 .............. .25 .26 .28 -. 18 -. 17 -. 17 .49 .51

(.12) (.12) (.12) (.06) (.07) (.07) (.21) (.21)
Income:

Less than $10,000 ............... -. 73 -. 73 -. 76 -. 25 -. 26 -. 27 -1. 11 -1.10(.19) (.19) (.19) (.11) (.10) (.11) (.40) (.39)
$10,00 to $25,00 ............... -. 53 -. 55 -. 15 -. 15 -. 17 -. 87 -. 8

(.15) (.15) (.15) (.08) (.08) (.08) (29) (.29)$25,000o $60,000 ............... -13 -:13 -:14 .01 :01 .01 -14 -:15(.10) (.10) (.10) (.06) (.06) (.06) 18) 1)
Constant .......................... .91 .93 .72 .82 .89 .67 18 HS

(.27) (27) (.32) (.15) (.15) (. 18) (51) (.49)
R2 -------------------------------- . 04 .04 .06 .17 .17 18 .19 .19
Sample size ----------------------- 646 646 646 646 646 646 263 263
Mean ----------------------------- . 24 .24 .24 .41 .41 .41 .59 .59
S.D ------------------------------- 82 .82 .82 .49 .49 .49 1.20 1.20
Population mean ..................... 12 .12 .12 .27 .27 .27 .22 -. 22

Coefficients of the omitted groups for age, tax-age interaction, value of common stock, and Income are all zero by
construction. Standard errors are shown in parentheses.

is Readers should note that a high sales-value ratio can indicate that a large fraction of
shares are sold or that a small fraction is subject to very frequent turnover or any com-
bination of these two.

if A marginal tax rate of 0.30 is approximately the weighted average of the marginal tax
rates for common stock owners at the present time, weighing by the amounts of dividends
that they receive.
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Equations (4) and (7) show that taxes affect both the decision to sell (i.e.
the probability that a stock owner will sell any positive amount) and the con-
ditional ratio of sales to value among those who do sell. The estimated effect
on the conditional sales-value ratio is both larger and statistically more signifi-
cant than the effect on the probability of selling. The difference between the two
coefficients and the fact that less than half of the stock owners sold anything
suggests that there may be three different types of investors: those who prefer
to sell nothing under the current tax rules and are not affected by variations
of tax rates within the observed sample; those whose decision of whether or
not to sell at all is sensitive to differences in the tax rate; and those who sell a
positive amount that varies with the tax rate. Only a different kind of longitudi-
nal data would permit a further analysis of this idea. In any case, the very power-
ful response of the conditional ratio of sales to value indicates either that the
effect of taxes on switch-selling dominates a countervailing effect on net-seling
or both effects operate in the same direction.

The coefficients of the age variables generally support the importance of the
tax effect. The ratio of sales to value decreases monotonically with age in equation
(1).20 This implies that the tax incentive not to sell that results from the stepped-
up basis at death and the likely increase in the gain-value ratio with age out-
weigh (or at least offset) the greater volume of net sales that would be expected
in older age to finance retirement consumption. Comparing equations (4) and
(7) shows that age affects the decision to sell rather than the ratio of sales to
value among sellers. The probability of selling in the youngest age group exceeds
the probability of those over age 65 by 0.16 (s.e. = 0.08) and the differential
declines monotonically with age.

The same picture emerges when the age and tax variables are allowed to
interact. In equation (5) the age dummy variables are each multiplied by the
individual's capital gains tax rate. This Implies that the coefficient of the tax
rate varies from -0.23 (=-0.84+0.61) for those under age 35 to -0.90
(= -0.84-0.06) for those age 55 to 64 and -0.84 for those over age 65. The
tax effect on the decision to sell thus changes from a rather mild deterrent in
the youngest age group to a quite powerful effect for those for whom the gain-
value ratio is higher and the stepped-up basis at death appears as a more signifi-
cant consideration; with a capital gain marginal tax rate of 0.15, the coefficient
of -0.23 implies a reduction in the probability of selling of 0.034 (about 13 percent
of the population's average probability of selling) while a coefficient of -0.90 im-
plies a reduction in the probability of 0.135 (about 50 percent of the population's
probability of selling). Equation 6 shows that the data are not rich enough to
yield useful separate estimates of a pure age effect and an age-tax interaction
effect. Equation (8) shows no age-tax interaction effects, just as equation (7)
had shown no pure age effect. An equation with both a pure age effect and an
age-tax interaction (not shown) provided no further indication of any age effect.

We indicate in section 1 why the probability of at least one sale is likely to
increase with the size of the common stock portfolio while the conditional ratio
of sales to value is likely to decrease. Equations 4 through 6 show that the
probability of a sale does increase substantially with portfolio size. The prob-
ability differs between the smallest and largest portfolio classes by 0.46, nearly
twice the mean probability for the population as a whole. Equations (7) and
(8) also conform to our expectations, registering a sharp drop in the conditional
ratio of sales to value with increasing portfolio size. The net effect, shown in
equations (1) through (3), is a relatively weak pattern in which the sales-value
ratio does not differ significantly among small and moderate size portfolios
but is significantly lower among the largest portfolios.

All of the equations show that the probability of selling and the conditional
value of sales increase with income. This seems to confirm that those with
higher income act as if they have more information, more confidence in their
ability to make choices, and a greater ability to bear risk. These effects appear
to dominate retirement and other departures from permanent income as
influences that would tend to increase selling at lower income levels."

20 Note that the coefficient of the omitted age group variable (age 65 and older) is zero by
construction. One such dummy variable must be omitted from each of the classificatory
variable groups to prevent complete collinearity.

S1 It is of course possible that the income and tax variables are not measured well enough
so that some of the observed pattern of the coefficlents reflects interdependent measurement
error. Differences in incomes and tax rates are so great that we doubt this but further anal-
ysis must await a better set of data.

33-578 0 - 79 - 20
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8. BWI'&CHING VERSUS N 'T SELLING

The estimates to which we now turn indicate that there is a substantial
difference between switching and net selling. As we should expect for the reasons
discussed in section 1, the tax has a much more powerful effect on switching
than on net selling.

For the equations in table 2, switching is defined as selling common stock
and buying other common stock. All sellers who are not switchers are classified-
as net sellers; i.e. a stock owner is classified as a net seller if he sold common
stock in 1963 but did not buy any. The value of switches for each individual is
the minimum of his sales and his purchases of common stock. Net sales are
defined as the value of sales since, by definition, net sellers buy no stock.

Equation (1) of table 2 shows that the ratio of switches to value is significantly
and substantially reduced by higher tax rates on capital gains.2 The coefficient
of-2.78 (s.e.=0.94) implies that a capital, gains tax rate of 0,15 reduces the
ratio of switches to total value by 0.42 .For comparison, the mean switch-value
ratio in the sample is 0.16 and in the population it is 0.07.23 The coefficients
of the age variables are not significantly different from zero but have such large
standard errors that they are also consistent with a variety of other possible
patterns.

TABLE 2.-EFFECTS OF TAXATION ON COMMON STOCK SWITCHING AND NET SELLING.&

Switching to common stock Net selling

Ratio of switches Decision to Ratio of net Decision to
to value switch sales to value sell net

ExIlanatory variables
(partial list) b (1) (2) (3) - (4) (5) (6) (7) (8)

Tax rats on capital gains ---------- -2.78 -2.63 -0.04 -0.42 0.02 0.01 -0.60 -0.42
S (.94) (1.00) (.53) (.56) (.32) (.34) (.42) (.44)

Less than 35 ------------------- -08 ---------. 16 ----------. 03 ----------- 0 ------(.07) ........ _6.04) .........36 to 45 -------------------- ....... -. 14 - - .-- -------- .. .0
46t-----------.0) -------- (.02) -------- (.04) ----- -- )------.

46to 55 -------------- - --......... 4--- --: . 12 ---------- 02- - - -- ""03 --(.10) ---------. 05)---------- (03)--------- 04)------(.4).
56 to 65 .-------------- . --- ...- ---------- - ----------. 02 .

(.09) -------- (.05) --------- (.03) .......-. (.04) ---------
Tax rate-age interaction:

Less than 35 --------------------........ -. 59 .---------.49 ......... .3 3 ....... 11
(.76) -------- (.43) --------. 26) -------- (.34)

36 to 45 -------------------------. 16 --------- .63 ---------. 06 ---------. 14
S (56)--------- (.32)---------(.19)--------- (.25)46to 55 ------------------------ 39--------- 52 --------- 05---------.30

(.49) --------. 2 ) _-------- (16) -------- (.22)
56.to.65----------------.-----------. 12 ---------. 22 --------- 03 ---------.28

(.46)--------- (.26)---------(.16)--------- (.21)
R3 -------------------------------- .03 :03 .18 .18 .12 :02 .02 .02
Sample size --------------------- 646 646 646 646 646 646 646 646
Mean ----------------------------. 16 .16 .29 .29 .06 .06 .12 .12
S.D -------------------------- .. 74 .74 .45 .45 .25 .25 .33 .33
Population mean ------------------- .07 .07 .15 .15 .02 .02 .12 .12

a A "switcher" Is anyone who sells common stock and also buys common stock. The value of "switches" is the lesser
of the values of the sales and the puichases. "Net sellers" are all others who sell common stock.

b The variables for the value of common stock and income and the constant term are not presented but were included
in the regression. The coefficients for the omitted groups for age and tax-age interaction variables are zero by construc-
tion. Standard errors are shown in parentheses. Population means in cols. 1, 2, 5, and 6 are weighted by value of common
stock. See text for more detailed definitions.

*Note that equation (1) of table 2 has exactly the same right-hand side explanatory
variables as equation (1) of table 1. To simplify presentation, the coefficients of the income
and wealth variables and the constant term are not shown. These coefficients are also
omitted in all of the remaining equations of tables 2 and 3. Tables with the missing co-
eflgclents are available from the authors on request.

The population mean of 0.07 weights observations by the value of common stock ; this
is equivalent to defining the population mean as the ratio of aggregate sales to aggregate
value.
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While the probability that an individual will switch some stock (equations (3)
and (4)) does not appear to be influenced by differences in tax rates, the coefficients
of the age variables do suggest that individuals are sensitive to the stepped-up
basis at death or the greater gain-value ratios that are associated with older age.
There is a slight fall in the probability of selling as age rises to about 50 years old,
followed by quite substantial and statistically significant reductions for investors
over age 55.

Table 2 does not present estimated equations for the conditional value of
switches (analogous to equations (7) and (8) of table 1). It is, however, clear from a
comparison of equation.s 1) and (3) that the powerful effect of taxes on the ratio
of switches to value is due to the effect that taxes have on the conditional value
of switches among those who do switch.

Equations (5) and (6) show that on balance taxes have no effect on the ratio of
net sales to value. Equations (7) and (8) show a small tax effect on the probability
of a net sale but the effect is statistically weak. Of course, this absence of any over-
all effect is not evidence that investors ignore tax considerations when deciding
whether and by how much to reduce the value of their common stock holdings. As
we explained in section 1, taxes have offsetting income and substitution type effects
which make the overall impact indeterminate even if each effect is substantial
separately. Similarly, while the substitution effect of the tax should be a more
powerful deterrent to net sales among older persons, sales of stock to finance re-
tirement consumption offset this pure tax effect; this could in principle account for
the essentially monotonic decrease in the probability of net selling until age 65
followed by a substantial increase.

Recall that 'financial switches'-i.e. sales of common stock in which the proceeds
are reinvested in stock or other financial assets (excluding cash and demand de-
posith) -account for about two-thirds of the value of all common stock sales. The
estimates of table 2 (as well as other equations not presented here in which net
selling is defined with respect to financial assets and not just stock) also indicate
that such financial switches are also the primary if not the sole way in which the
capital gains tax affects the actual value of assets sold. In the remainder of this sec-
tion we shall therefore examine the effect of taxes on financial switches in more
detail.

Table 3 distinguishes 'partial' switching to financial assets from 'total' switching
A 'partial switcher' is anyone who sells common stock but does not dissave the en-
tire amount of the sale, i.e. who reinvests some of the proceeds in stock or in the net
accumulation of other financial assets. The value of the partial twitch is the lesser
of the value of the stock sold and the sum of the purchases of common stock plus
other additions to net financial assets. A 'total switcher' is anyone who sells com-
mon stock and switcher all of the proceeds (net of tax) into either new common
stock or other financial assets.24 It is clear from these definitions that all 'total
switchers' are also partial switchers. The importance of 'total switchers, is that
they represent the pure case in which stock is sold to change the mix of portfolio
assets and not to finance any consumption or nonportfolio investment. Unfor-
tunately, such 'total switching' is relatively uncommon and therefore difficult to
study; only 20 percent of sample stock owners were total switchers in comparison
to the 41 percent who sold any stock. In the population, total switching accounted
for only one-fourth of the value of stock sales. Moreover, the line between total
switching and partial switching places too much emphasis on the discrete distinc-
tion of total reinvestment; this is bound to be a source of random variation that
weakens the estimated effect.

"4The tax is calculated on the assumption that 40 percent of the value of the sale Is
taxable gain.
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TABLE 3.-EFFECTS OF TAXATION ON SWITCHING TO ALL FINANCIAL ASSETS.'

Partial switching to financial assets Total switching to financial assets
Ratio of switches to Ratio of sales to

value Decision to switch value Decision to switch
Explanato variables

(partial st) b (1) (2) (3) (4) (5) (6) (7) (8)

Tax rate on capital gain ------------- -2.26 -2.29 -0.05 -0.27 -1.07 -0.90 0.27 0.26
(.85) (.90) (.55) (.59) (.67) (.71) (.49) (.52)

Less than 35 ------------------- .15 ------------.- 14 . . .12......... ..05 --
(.11) -------- (.07) --------- (.09) ......... 06) .......

36 to 45 -------------------. 10 ---------. 10 --------- -02 --------- . 03
(09) .0-------- (.06) --------- (..07) --------- (.05)

46 to 55 ----------------------- :.04 ----------. 09- .0.02 -
(.09) ........ (.06) ---------. 07) -------- (.05) ---------56 o 5 ---------------- 01 ----------. 03 ----------. 00 ----------. 02-----

Tax rte-ae Ineracion:(.08) --------- (.05) --------- (.07)--------- (.05)-----Tax rate-age Interaction:
Less than 35 ---------------------------- -. 25 ----------. 59 -------- -. 30 --------- -. 01

(.68) ---------. 45) -------- (.5) ----- (.40)
36 to 45 ----------------------------- 27---------- 27 --------- -.36 ----------. 02

6o5------------(50)--------- (.33)--------- (.39)--------- (.29)
46 to 55 -------------------------------- -:05 --------- . 33 ------ - - .20 .--------- -:04

( 44) .--------- (.29) -------- (.35) -------- (.25)
5 6 t o 6 5 ------- .-- -- .-- --------------- -- 1 9 . . . . . . . 0 3 - - - . 1 8 - - -- - - - -- ,-0 1

(. 42) ------ (.27)------ (.33) ------ (. 24)
R2 .............................. .03 .02 . .15 .6 .02 .W .09
Sample size ----------------------- 466 646 646 646 646 646 646 646
Mean ----------------.------------ . 15 .15 .31 .31 .10 .10 .20 .20
S.0 ------------------------------- .66 .66 .46 .46 .52 .52 .40 .40
Population mean ------------------- .08 .08 .18 .18 .03 .03 .09 .09

&A "partial switcher to financial assets" is anyone who sells common stock but does not dissave the entire amount of
the sale. The value of the switch is the lesser of the value of the stock sold and the sum of the purchases of common
stock plus other additions to net financial assets."A total switcher" is anyone who sells common stock but switches all of
the proceeds net of tax into either new common stock or other financial assets.

b he variables for the value of common stock and income and the constant term are not presented but were included
in the regression. The coefficients for the omitted groups for age and tax-age interaction variables are zero byconstruction.
Standard errors are shown in parentheses. Population means in cols. 1, 2, 5, and 6 are weighted by value of common stock.
See text for more detailed definitions.

The first four columns of table 3 describe the effects of taxes and age on partial
financial switching." These dependent variables are quite similar to the common
stock switching analyzed in table 2. The results are also quite similar and need not
be reviewed in detail. One difference might be noted: with the broader definition
of switching used in table 3, the pure age effect shows a clearer pattern of sales
that decrease monotonically with age.

The results for total switching are generally consistent with the corresponding
partial switching coefficients. The arbitrariness of the total switching classification
and the decrease in the number of nonzero observations make the coeffic'ents
rather unreliable. But, taken at face value, the point estimate of the tax variable
in equation 5 (-1.07 s.e.=0.67) implies a quite powerful effect relative to the
mean value of this ratio of total switch sales to market value; a 15 percent capital
gains tax rate reduces the ratio of sales to value by 0.10, more than 150 percent of
the current mean sample value of that ratio. In relation to the population mean
switch to value ratio of 0.03, the effect of the capital gains tax is relatively much
larger.

6. SIMULATIONS OF ALTERNATIVE CAPITAL GAINS TAX POLICIES

The parameter estimates described above can be used to simulate the possible
aggregate effects of alternative tax treatments of capital gains. In considering the
simulations that will be presented in this section, readers should bear in mind the
relatively small simulation sample to which we are restricted. For policies that will
reduce the selling of stock, the simulation can only make use of the 263 households
with sales in 1963. Moreover, the value of sales is highly concentrated; for ex-
ample, 50 percent of the value of common stock sales were from portfolios with

* As In table 2, the income and portfolio size variables were included in the regressions
but the coefficients are not presented here In order to save space.
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common stock of more than $200,000, a group represented by only 90 sellers in
the sample. In short, although the data can be used to estimate reliable regression
coefficients, the simulation results must be regarded as illustrative and indicative
rather than precise.

Three alternative policies have been simulated. The smallest change ('option 1')
is to remove the 25 percent ceiling on the capital gains tax rate 26 and tax capital
gains at one-half of the tax-payer's marginal tax rate. Since tax rates in 1963 rose
to 92 percent, this change could increase some investor's capital gain tax rate from
25 percent to 46 percent. Our 'option 2' change is the full Haig-Simons treatment
of capital gains; i.e. capital gains are taxed fully at the taxpayer's ordinary income
tax rate.2 7 Finally, our 'option 3' is to eliminate all taxation of capital gains. While
option 3 is no doubt politically as unviable as option 2, this simulation can indicate
the effect that the actual law had in 1963.

Our simulations use the effect of the tax rate estimated in equation (1) of table 1.
The change in each. individual's common stock sales is calculated as -3.2 times
the change in his marginal tax rate.2' To derive the individual's 'new' level of
sales, this change is added to the observed actual 1963 sales.3' If the calculated
decrease in sales is so large that the implied 'new' level is negative, the new sales
are set equal to zero. For option 3 we make the very conservative assumption that
all of the increased sales are made by individuals who were already selling under
the 1963 law. The stock sales of all the individuals in the sample are aggregated
to national totals by using the appropriate sampling weights as adjusted for non-
response and missing data. Since we are interested in the total effect of each pro-
posed tax change, we make no distinction in the simulations between switches and
net sales.30

The results of the simulations are presented in table 4. Although separate analy-
ses are presented by income and by common stock value, these figures must be
regarded with great caution since each group contains only about 60 sample ob-
servations. Note that the sample implies that there were 7.7 million households
with common stock worth $191 billion at the end of 1962.31 Of these, 2.1 million
households sold stock in 1963 worth $23 billion.

Removing the 25 percent ceiling'on the capital gains tax rate (option 1) is cal-
culated to reduce the number of sellers by only 4 percent (column (6)) but to
cut the value of sales by 23 percent (column (8)). Almost all of the reduction occurs
among high income individuals since they are the only ones for whom the 25 per-
cent ceiling is a binding constraint. Although the effect appears large, e.g. in-
dividuals with incomes over $60,000 cut sales by 74 percent, it must be remembered
that in 1963 a married couple reached the 50 percent tax rate with $36,000 of tax-
able income and a 75 percent rate with $100,000 of income.

" This 25 percent ceiling is known as the "alternative tax" method of calculating the tax
on capital gains. Since 1963, the tax law has been modified to restrict this 25 percent ceiling
to the first $50,000 of gains that a taxpayer realizes each year.

27 We do not, however, introduce constructive realization at death or when gifts are made.
28 The simulations thus take the initial value of the individual's common stock as given

even though over time investors would adjust their holding of common stock in response
to the change in the effective tax rate on the gains from common stock.

2 Note that this is equivalent to using equation (1) of table 1 to predict each individual's
level of sales for the specific tax option with the individual's constant term modified by
adding his residual from the initial regression equation.

3 Readers should note the simplification involved in applying a fixed tax coefficient to
large changes in the tax rate. Moreover, the capital gains tax rates involved in options
1 and 2 lie outside the range of experience.

31 This figure is lower than other estimates of the value of stock owned by individuals
[see e.g., Internal Revenue Service (1967)], perhaps reflecting response bias in the survey.
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TABLE 4.-SIMULATIONS OF ALTERNATIVE TAX POLICIES.'

Number of Value of common stock Ratio of pre-
common stock (millions) dicted number Ratio of predicted

of sellers to sales value to actual
Owners, Selters, Of sell- actual 1963 193

1962 1962 1962 er Sales
(thou- (thou- B92 106sands) sands) Option Option Option option option

1 2 1 2 3
(1) (2) (3) (4) (1) (6) (7) (8) (9) (tO)

Income:
Less than $10,000 .... 5,036 1,063 $62,429 $21,186 $6,976 1.00 .65 1.00 0.17 2.07
$10,000 to $2,000 ..... 2,193 7 28, 144 13,051 7,143 1.00 .41 1.00 .74 1.97
$25,000 to $60,000 ..... 403 185 36,539 22,761 3,428 .87 .13 .74 .15 6.15
$60,000 plus.......... 102 70 64,629 52,178 6,104 .23 .06 .26 .00 7.82

Value of common stock:
Less than $4,000 . 4,488 913 4,714 894 715 1.00 .85 1.00 .59 1.55
$4,000to$1000 ...... 1,087 433 6,480 2,720 2,142 1.00 .36 1.00 .69 1.54
$10,000to $50000 ..... 1,533 408 30,325 7,615 2,323 .99 .22 .98 .25 2.80
$50,00010 200,000 ---- 373 170 30,029 13,898 6,215 .94 .09 .95 .64 2.31
$20,Or0plus......... 251 173 119.194 84,049 12,256 .65 .02 .59 .04 5.88

All common stockowners.. 7,732 2,097 190,736 109,173 23,651 .96 .49 .77 .30 4.12

These simulations use the estimated tax parameter of equation (1) of table 1. Individual observations are weighted
to represent the entire 1963 population of common stock owners. Because these simulations are based on a total of only
646 observations with 264 sellers in 1963, the simulated predictions must be regarded as subject to substantial sampling
variation. The alternative policies are: Option i, remove 25 percent ceiling; option 2, tax capital gains at 1963 ordinary
income rates; option 3, no tax on capital gains.

Taxing all capital gains at ordinary rates (option 2) would entail a dramatic
rise in tax rates and results in a sharp fall in selling. The simulation (column
(7)) indicates that half of those who sold in 1963 would not sell anything in their
capital gains tax rate were increased by 100 percent or more as it would be under
option 2. Since the relative tax rate increase is greater for higher income individ-
uals (who would lose the 25 percent ceiling as well) the predicted value of sales
falls by an even greater percentage. With this treatment of realized gains, the
value of sales is predicted to fall to 30 percent of its 1963 level. The fall is par-
ticularly dramatic for investors with high incomes.32

Finally, the elimination of the capital gains tax is predicted to increase sales
to more than four times their 1963 level. Note that applying the factor of 4.12
to the 1963 sales of $23.7 billion implies sales of $97.6 billion, somewhat less than
the value of the common stock of those who sold in 1963 ($109.2 billion).

In concluding this section, we should reiterate that the simulations are based
on only 263 observations and must therefore be regarded as subject to substantial
sampling variations. The details are particularly unreliable. But the simulations
as a whole are indicative of the powerful effect that the current tax law and
alternative changes in the treatment of capital gains can have.

7. CONCLUSION

In this paper we have presented a first set of econometric estimates of the effect
of the capital gains tax on the selling of common stock. The evidence indicates
that there is a very substantial effect, especially on the 'switching' that constitutes
about two-thirds of all common stock sales.

There are several directions in which this empirical work might be extended as
appropriate data become available. A possible first step would be to analyze
how the distribution of holding periods varies among individuals with different
tax situations. A more complete analysis would include information on the extent
of capitl gains and losses as well as on the volume of sales. It would clearly be
useful if the effects of the tax could be analyzed within a model of investor behavior
that could be used to infer how such complex changes as varying the tax rate
with the holding period would affect selling decisions.

3 Such a fall in sales would actually decrease total tax revenue even though the tax rates
on capital gains would more than double.
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The present estimates do provide at least a preliminary basis for reexamining
the desirability of alternative changes in the taxation of capital gains. The ap-
parent sensitivity of investors to tax rules indicates the importance of considering
the incentive and efficiency consequences as well as equity criteria when redesign-
ing this aspect of the current taxlaw.

APPENDIX

The two tables presented in this appendix contain the regression coefficients
that were omitted in the presentation of tables 2 and 3.

SUPPLEMENT TO TABLE 2.-EFFECTS OF TAXATION ON COMMON STOCK SWITCHING AND NET SELLING.,

Switching to common stock Net selling

Ratio of switches Decision to Ratio of net Decision to
to value switch sales to value net

Expanatory variables
(partial list) (1) (2) (3) (4) (5) (6) (7) (8)

Value common stock:
Less than $4,000 ........

$4,000 to $10.000 ........

$10,000 to $50,000 .......

$50,000 to $200,000 ......

Income:
Less than $10,000 .......

$10,000 to $25,000 .......

$25,000 to $60,000 ......

Constant ...................

0.24 0.27 -0.42 -0.41 0.10 0.10 -0.04 -0.04(11) (.,11) (.06) (.06) (.04) (.04) (.05) (.05).36 .39 -.30 -.30 .06 :06 :07 :07(.13) (.13) (.07) (:07) (.04) (.04 (.06) (.06)
.12 .13 -. 32 -33 .05 .0 :02 .03

(.11) (.11) (.06) (.06) (.04) (.04) (.05) (.05)
.19 .21 -. 22) -. 21 .05 .05 .04 .04

(.10) (. 11) (.06) (.06) (.04) (.04) (.05) (.05)
-. 64 -. 64 -. 16 -. 17 -. 01 -. 01 - 09 -. 09(.17) (.17) (.10) (.10) (.06) (.06) (.0) (.08)
-. 45 -. 46 -08 -08 -4 -. 03 -. 07 -. 07

(.2) (.24) (.14) (.14) (.0) (.06) (.06) (. )(.9) (.09) (05) (03) _-0) _6.0) (:04) (04)
(.25) (.24) (.14) (.14) (.09) (.08) C(.1) (.10)

' A "switcher" is anyone who sells common stock and also buys common stock. The value of "switches" is the lesser
of the values of the sales and the purchases. "Net sellers" are all the others who sell common stock.

Note: These coefficients are from the equations presented in table 2 and omitted there to simplify presentation.

SUPPLEMENT TO TABLE 3.-ADDITIONAL COEFFICIENTS FOR EFFECTS OF TAXATION ON SWITCHING TO ALL
FINANCIAL ASSETS.'

Partial switching to financial assets Total switching to financial assets

Ratio of switches to Ratio of sales to
value Decision to switch value Decision to switch

Explanatory variables(partial list) (I) (2) (3) (4) (5) (6) (7) (8)

Value of common stock:
Less than $4.000 ......

$4,000 to $10,000 ........
$10,000 to $50,000 .......
$50,000 to $200,000 ......

Income:
Less than $10,000 .....

$10,000 to $25,000 .......

$25,000 to $60,000 .......
Constant ...................

0.04 0.08 -0-.38 -0.37 0.07 0.10 -0.20 -0.19(.10) (.10) (.07) (.07) (.08) (.08) (.06) (0.)
.17 .19 -. 24 -. 23 .17 .19 -13 -. 13(.12) (.12) (.08) (.08) ( 09) (:09) (:07) (.07)
.02 .03 -24 -24 .04 .05 -14 .13(.10) (10) (:06) - (.06) (.07) (:08) (.06) (606)
.21 .13 .18 -. 18 .02 .03 -14 -13

(.09) (.10) (.06) (.06) (.07) (.07) (.05) (.06)

-. 37 -. 38 -. 19 -. 20 -. 20 -. 20 -. 3 -. 13(.15) (.15) (.10) (.12) (.12) (.12) (05) (.09)
-. 23 -.23 -. 10 -. 10 -. 11 -. 12 -. 08(.12) (.12) (.08) (.08) (.10) (.10) (.07) (.07)

.03 0 -01 -01 -. 03 -03 0 0(.08) (08) (05) (.05) (.07) (.07) (.05) (.05)

.61 .65 .56 .62 .32 .31 .31 .33
(.22) (.22) (.14) (.14) (.17) (.17) (.13) (.13)

' These coefficients are from the equations presented in table 3 and omitted there to simplify presentation.
Note: A "partial switcher to financial assets" is anyone who sells common stock but does not dissave the entire amount

of the sale. The value of the switch is the lesser of the value of the stock sold and the sum of the purchases of common
stock plus other additions to net financial sets. A "total switcher" Is anyone who sells common stock but switches ali of
the proceeds net of tax into either new common stock or other financial assets.
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INFLATION AND THE EXCESS TAXATION OF CAPITAL GAINS ON CORPORATE STOCK

(By Martin Feldstein* and Joel Slemrod*)

SUMMARY

The present study shows that in 1973 individuals paid nearly $500 million of
extra tax on corporate stock capital gains because of the distorting effect of
inflation. A detailed analysis shows that the distortion was greatest for middle
income sellers of corporate stock.

0Harvard University and the National Bureau of Econoudk Research. This study Is part
of the NBER program of research on business taxation and finance. We are grateful to
Daniel Frisch, Sy Rottenberg, and Shlomo Yitzhakl for helpful discussions, to the U.S.
Treasury for providing the data, and to the National Science Foundation for financial
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In 1973, individuals paid capital gains tax on more than $4.5 billion of nominal
capital gains on corporate stock. If the costs of these shares are adjusted for the
increases in the consumer price level since they were purchased, the $4.5 billion
nominal gain becomes a real capital loss of nearly $1 billion. As a result of this
incorrect measurement of capital gains, individuals with similar real capital
gains were subject to very different total tax liabilities.

These findings are based on a new body of official tax return data on individual
sales of corporate stock.

Inflation distorts all aspects of the taxation of personal income but is particu-
larly harsh on the taxation of capital gains. When corporate stock or any other
asset is sold, current law requires that a capital gains tax be paid on the entire
difference between the selling price and the original cost even though much of
that nominal gain only offsets a general rise in the prices of consumer goods and
services. Taxing nominal gains in this way very substantially increases the effec-
tive tax rate on real price-adjusted capital gains. Indeed, many individuals pay a
substantial capital gains tax even though, when adjustment is made for the
change in the price level, they actually receive less from their sale than they hadoriginally paid.

he present study shows that in 1973 individuals paid nearly $500 million of
extra tax on corporate stock capital gains because of the distorting effect of
inflation. The detailed evidence presented below shows that this distortion is
greatest for middle income sellers of corporate stock.

More specifically, in 1973 individual's paid capital gains tax on more than $4.5
billion of nominal capital gains on corporate stock. If the costs of these shares are
adjusted for the increases in the consumer price level since they wcre purchased,
the $4.5 billion nominal gain becomes a real capital loss of nearly $1 billion.
As a result of thiE incorrect measurement of capitalgains, individuals with'sinilar
real capital gains were subject to very different total tax liabilities.

These findings are based on a new body of official tax return data on individual
sales of corporate stock. The first section of the paper describes the data and the
method of analysis. The basic results are presented in section 2. The third section
analyzes the extent to which equal real gains are taxed unequally under current
rules. Several alternatives to the current law are then examined in detail. A final
section examir.s how a permanent inflation rate of 6 percent would quadruple
the effective rate of tax on capital gains.'
1. The Data end estimation method

Each year the Treasury Department and the Internal Revenue Service select
a large scientific sample of tax returns' with which to study various aspects of
income sources and tax liabilities. In order to provide adequate information on
high income taxpayers, the sample contains a much larger fraction of high income
returns than of low and middle income returns. Since the sampling rates are
known, the sample can be used to construct accurate estimates for the entire
population.

In 1973, the information collected for the annual sample of tax returns was
extended in a special study to include detailed data on capital asset transactions.
The complete record on each sale of a capital asset (as recorded in Schedule D of
Form 1040) was combined with the other information from that taxpayer's
return. In the current study, we consider only the sales of corporate stock. Our
sample consists of information for 30,063 individuals and 234,974 individual
corp orate stock sales in 1973.2

We supplemented the record for each transaction by calculating a price indexed
capital gain. More specifically, we multiplied the acquisition p rice of the stock
by the ratio calculated by dividing the consumer price index (CPI) for 1973 by

I For previous discussions of the taxation of capital gains in an inflationary economy soe
Brinner (1973, 1076) and Diamond (1975). The theory of the effect of income taxation in an
inflationary economy, including the tax treatment of interest and capital gains, is developed
In Feldstein, Green and Sheshinski (1978).

2 In a relatively small number of transactions, there is a discrepancy between the reported
gain or loss and the difference between the reported purchase and sale prices. These non-
matching transactions were dropped from our sample, reducing the total capital gain on
corporate stock from $5.01 billion to $4.63 billion. Our sample also excludes transactions in
which the taxpa yer did not specify the asset type and transactions recorded on partnership
and fiduciary returns. Our estimate of the excess tax paid because of inflation is therefore
an underestimate of the true valve.
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the CPI for the year of purchase. This has the effect of restating the cost of the
stock in 1973 dollars. Subtracting this price-indexed cost from the amount for
which the stock was sold in 1973 yields a correct real capital gain in 1973 dollars.
Since the CPI was higher in 1973 than in any previous year, the real capital gain
is less than the nominal gain for all regular sales and greater than the nominal
gain for all short sales.$

Of the $4.63 billion in nominal capital gains, transactions representing $1.79
billion do not have a correctly coded year of purchase, presumably because the
taxpayer failed to provide this information on his tax return. In order to calculate
the price-adjusted cost of these stocks, we estimated the year of purchase by
using the adjusted gross inco me (AGI) of the taxpayer and the ratio of the selling
price to the original cost of the transaction. More specifically, all of the transactions
for which we have correctly coded years of purchase were classified into one of
eight AGI groups and one of 2F classes of the ratio of selling price to original cost.
For each of these 200 zsLegorit, the average holding period was calculated. This
average holding period was ti'.,a applied to each of the transactions that had no
purchase date on the basis of the taxpayer's AGI and the transaction's ratio
of sale price to purchase price. When the holding period predicted in this way
involved a fraction of a year, the price index was interpolated between the two
bordering years' indices.4

To assess the excess tax that resulted from the mismeasuring of the capital
gains, we must calculate the tax liability that individuals incurred In 1973 on
their nominal capital gain and the liability that they would have incurred if the
real capital gain had been included instead. To do this we use a special computer
program that incorporates the relevant features of the income tax law as of 1973
and that calculates each individual's total tax liability for different measures
of capital gain.' Comparing the total tax laibility based on the nominal capital
gain (or loss) as recorded for 1973 with the liability if there were no gain (or loss)
on corporate stocks provides the value for each individual of the actual capital
gains tax on nominal gains. Similarly, comparing the total tax liability with the
real capital gain for 1973 as described above with the liability if there were no
gain provides the value for each individual of the capital gains tax on real gains.
These tax calculations distinguish short-term and long-term capital gains in the
usual way.

All calculations are done using the provision of the law of 1973 that limited
the loss to be charged against current income to $1,000. Because using a real
capital gains measure makes capital losses much more common than they now
appear to be, we also show the effect of removing the loss limitation. Several
other changes in the tax law were also studied and will bg described below.'
2. The ezxess tax on capital gains

The current practice of taxing nominal capital gains resulted in a tax liability
of $1,138 million on the sales of corporate stock in 1973.' If capital gains were
measured instead in real terms, the tax liability would only have been $661

since the seller generally does not get the use of the proceeds of short sales, this also
tends to understate the true excess tax.

A Although there Is no reason to believe that our procedure introduces any bias in the
calculation of the excess tax, there Is no way to test this directly. As a partial test of our
method, the real gains of the transactions with known purchase dates were calculated using
the predicted holding period rather than the actual. The resulting distribution of real gains
Is very similar to the actual real gains. To the extent that the transactions with purchase
year missing are similar to those with a correctly coded date, our procedure will accurately
approximate the real gain.

IThe program Includes such features as the alternative tax, the preference tax and the
limit on tax losses as well as full information on each Individual's income deductions, etc.
This TAXSIM program is described and used in Feldstein and Frisch (1677).

'Because of the new Treasury data, our method represents a substantial improvement
over the estimation procedure used by Brinner (1976). He worked with published data on
capital gain in 1962 and did not have adequate measures of individual marginal tax rates
on capital gains. Moreover, 1962 came after a period of relative price stability; the CPI
rose at an average annual rate of less than 1.3 percent during the previous decade. Brinner
was of course careful to warn his readers of these limitations.

I Recall that our sample excludes sales in partnership and trusts and omits a small frac-
tion of sales In which the reported gain or loss did not correspond exactly to the dilference
between selling price and original basis.
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million.8 The excess tax was thus $477 million, an increase of more than 70 per-
cent. If the current limit on deducting capital losses were also eliminated, the
tax on real capital gains would only have been $117 million.

Table 1 shows the detailed calculations by income class that underlie these
total figures. The first row presents the net capital gain as defined by the current
law. For each of the eight adjusted gross income (AGI) classes, the net capital
gain figure is the weighted sum of all of the individual net capital gains of tax-
payers in that AGI class; the weights reflect the sampling probabilities, making
our total figure a valid estimate of the total net capital gain for all taxpayers
in that class.' Note that the current law's nominal measure of the capital gains
implies that there is a positive net gain in each income class. The sum of these
gains is $4.63 billion.

8 This calculation and all other calculations in the current paper are based on the actual
stock sales In 1973. Changing the law to tax only real capital gains would of course Increase
the amount of stock that Is sold. On the sensitivity of common stock sales to the taxation of
capital gains, see Feldstein and Yltzhaki (1978) and Feldstein, Slemrod and Yitzhakl
(1978).

9 See footnote 7 above.



1. Nominal capital gains -----.------------------------
2. Real capital gains ----------------------------------
3. Tax on nominal capital gains -----------------------
4. Tax on real capital gains -- . ... ..---------------------
5. Tax on nominal capital gains, no loss limit -----------
6. Tax on real capital gains, no loss limit ---------------
7. Total tax liability, those with corporate stock capital gain
8. Total tax liability, all individuals ---------------------

TABLE .- CAPITAL GAINS AND ASSOCIATED TAX LIABILITIES

lIn millions of dollars

Adjusted gross income class

Less than Zero to $10 000 to $20,000 to $50,000 to $100,000 to $200,000 to More than
zero $10,000 $20, 000 $50,000 $100,000 $200,000 $560,000 $500,000 All

86 77 21 369 719 942 1,135 1,280 4,629

------.------------ -15 -726 -895 -1,420 -255 437 839 1,125 -910

1 -5 23 80 159 215 291 374 1,138

0 -25 -34 -52 58 141 235 337 661

0 -7 -6 -31 91 191 288 372 897
- -1 -38 -94 -259 -97 72 209 325 117

10 224 1,556 5,492 3,986 2,467 1,582 1,133 16,450
16 15,490 40,895 32,275 10,367 4,922 2,480 1,638 10, 084

Note: See text for source and method. All figures rc!ate to capital gains on corporate stock sold in 1973.
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Row 2 presents the corresponding real net capital gains. This adjustment for
the rise in the price level changes the $4.63 billion nominal gain into a $910 million
real loss. Although adjusting for the price change reduces the gain at every in-
come level, the effect of the price level correction is far from uniform. For tax-
payers with AGI's below $100,000, the price adjustment indicates that real capital
gains were negative. This group had $1.27 billion of nominal capital gains but,
after adjusting for the rise in consumer prices, had a real capital loss of $3.31
billion. In contrast, taxpayers with AGI's above $100,000 had nominal gains of
$3.36 billion and real gains of $2.40 billion.

The tax liabilities corresponding to these two measures of capital gains are
compared in rows 3 and 4. In calculating these tax liabilities, individuals losses
are subject to the limit of $1,000. In each AGI class up to $50,000, recognizing
real gains makes the tax liability negative. At higher income levels, tax liabilities
are reduced but remain positive on average; the extent of the current excess tax-
both absolutely and relatively-decreases with income. Thus taxpayers with
AGI's between $50,000 and $100,000 paid an excess tax of $101 million or nearly
three times the appropriate tax on their real capital gains. By contrast, taxpayers
with AGI's over $500,000 paid an excess tax of $37 million or only 11 percent more
than the tax on their real capital gains. This pattern of capital gains and of tax
liabilities shows why the total tax on real capital gains remains positive even
though total real capital gains are negative.

The substantial real capital losses for taxpayers with AGI's below $100,000
that are shown in row 2 suggest that the limit on the deductability of capital losses
has a substantial effect on tax liabilities when capital gains are measured in real
terms. Lines 5 and 6 show the tax liabilities corresponding to nominal capital gains
if the loss limitation is disregarded. 10 For nominal capital gains there is only a
modest difference since the general rise in prices substantially reduces losses.
The total tax liability is reduced from $1.14 billion to $0.90 billion, with almost
all of the difference in the liabilities of taxpayers with AGI's between $20,000 and
$100,000. By contrast, with real capital gains the current loss limit raises tax
liabilities l)y $544 million or more than 80% of the $661 million tax liability.

The importance of the current excess taxation of capital gains can be seen by
comparing the excess tax with the total tax liabilities shown in rows 7 and 8.
Row 7 shows the total tax liabilities for taxpayers who had any capital gain or
loss on corporate stock. The excess tax liability can thus be compared with the
total liability for the same groups of individuals. With the current loss limitation
retained, this excess tax is roughly constant as a percentage of total tax for all
groups with AGI's over $20,000. For example, individuals with AG's between
$20,000 and $50,000 paid $132 million in excess tax or 2.4 percent of their total
tax liability of $5.49 billion. For individuals with AGI's between $100,000 and
$200,000 the extra tax is $74 million or 3.0 percent of their total tax of $2.47
billion. A maximum of 3.3 percent occurs for those with AGI's over $500,000.

3. Taxinq equal qains unequally
The mismeasurement of capital gains does more than raise the effective tax

rate on real capital gains. It also introduces an arbitrary randomness in the taxing
of capital gains. Two individuals with the same real capital gain can pay tax on
very different nominal gains. This section )resents striking evidence that equal
real capital gains are taxed unequally to a very substantial extent.

Table 2 compares the tax liability that would be due on real capital gains with
the tax liability that was actually assessed on nominal gains.1 There is very sub-
stantial variation among individuals in the ratio of the tax liability on real gains
to the liability on nominal gains. Consider for example the taxpayers with adjusted
gross incomes between $20,000 and $50,000. Only 26.5 percent of the actual tax
liability on nominal gains was incurred by taxpayers whose liabilities on real
gains were between 90 percent and 100 percent of these nominal liabilities. An
additional 18.4 percent of the actual tax liability was incurred by taxpayers whose
liabilities on real gains would have been between 80 and 90 percent of their actual
liabilities. The remaining 55 percent of actual tax liabilities were incurred by
individuals whose liabilities on real gains would have been less than 80 percent
of their actual statutory liabilities.

10 Recall that we are looking only at the stocks actually sold In 1973. Allowing unlimited
deduction for losses would induce more sales of stocks with accrued losses. Our estimates
should be interpreted as the extent of overtaxation of the stocks actually sold rather than
as estimates of the effect of changing the law to remove the limit.

It We have considered here only those returns with a positive nominal gain so as to avoid
ambiguity In interpreting the signi of the ratios.
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The disparities are even greater for taxpayers with lower AGI. Among those
with AGI's between $10,000 and $20,000, 27 percent of actual liabilities were incur-
red by taxpayers whose liabilities on real capital gains were less than 40 percent
of their actual statutory liabilities while an equally large amount (28.4 percent)
of liabilities were incurred by taxpayers whose liabilities on real gains would
have been nearly as large as their liabilities on nominal gains.

TABLE 2.-OISTRIBUTION OF ACTUAL TAX LIABILITIES BY TAX LIABILITY ON REAL GAINS AS A PERCENTAGE OF
TAX LIABILITY ON NOMINAL GAINS

Tax liability on real gains as 0to $10
percentage of tax liabil tyon nominal sains:

Adjusted gross Income (thousands)

$10 to $20 to $50 to $100 to $200 to $500 All tax-
$20 $50 $100 $200 $500 plus payers

Less th-an ..---------- 13.5 11.0 6.1 5.6 2.5 1.1 0.3 3.4
0 ...................... 21.7 8.8 3.8 4.1 1.6 1.1 .4 2.6
10 ..................... .8 1.7 .8 1.3 1.0 .4 .1 .7
20 ..................... 1.6 .8 1.7 2.1 1.8 .8 .8 1.3
30 -------------------- 3.8 4.5 5.0 4.1 1.7 1.2 .3 2.5
40 -------------------- 9.0 9.3 2.0 3.6 2.3 1.7 1.1 2.4
50 -------------------- 9.7 5.3 4.4 3.4 3.5 2.5 .6 2.9
60 ------------------ 8.5 5.1 17.1 6.2 7.0 4.1 2.0 6.7
70 ------------------- 2.3 9.2 14.1 12.9 11.7 8.5 3.9 9.6
80 -------------------- 16.0 16.0 18.4 20.3 18.6 16.2 11.2 16.4
90 ------------------ 24.5 28.4 26.5 36.3 48.2 62.3 79.3 51. 5

Note: Each entry Is the percentage of the tax liability on the nominal capital gains as actually incurred by taxpayers in
that AGI class. Computations consider only those returns which showed a positive nominal gain on corporate stock capital
gains.

Table 3 shows this pattern of unequal taxation of real capital gains in a different
way. This table shows the numbers of taxpayers at each level of liability on real
capital gains who pay quite different amounts on nominal gain.s Thus, more than
220,000 of the taxpayers with real capital losses paid tax on nominal capital gains.
Within this group, more than 3,000 paid capital-gain taxes of over $2,000 and
nearly 1,000 paid taxes of over $5,000. Similarly, among taxpayers who had real
gains but with corresponding tax liabilities of less than $1,000, more than 40,000
paid tax liabilities of more than $1,000 and nearly 1,000 paid tax liabilities of
more than $5,000.

The same sense of substantial and arbitrary randomness is evident if we look at
the rows of the table. For example, if we look at the 3,355 taxpayers who incurred -

tax liabilities of $20,000 to $30,000, we find that 463 would have had liabilities of
less than $10,000 on their real gains.

In short, the effect of taxing nominal gains rather than real gains is of very
little significance for some taxpayers but involves a very substantial distortion
for others.

12 Our calculation ignores the small number of taxpayers whose short sales meant that
their nominal gain would actually be less than their real gain.



TABLE 3.-NUMBERS OF TAXPAYERS CLASSIFIED BY TAX LIABILITIES ON REAL GAINS AND NOMINAL GAINS

Tax liability on real capital gains (thousands)

Negative 0 to $1 $1 to $2 $2 to $5 $5 to $10 $10 to $20 $20 to $30 $3 to $50 $50 to $100 Greater
than $100

Tax liability on nominal capital gins:Negative ...........
Oto$10ol .......................
$1,05~ o $, o............
$2000o to $5,oo............$50 00 to $1 ,000 ......................
$10,0 to $20,000 .....................
$20,000 to $30,000 -----................

$3M000 to $50,000-
W50000 to $100,000 ----------
Greater than $100,000 ---------

1,281,463
2 1 3 6 3 2 1.. . 0 8 3 , 0 8. . -- -. .

7,416 33,820 36,055 ---------------------------------------------- - _---------------------------------------
-212 7,033 19,269 29,083 -------- ----- ------- ----- ----- ...- "..-"- ... ...........................70 477 753 8,038 11453 --- ....-...-- -----------------------------------------------

196 174 49 616 2,617 6,402 --------------- ...............................
54 34 127 40 208 1,049 1,843"------------------------------------------23 13 10 19 30 135 722 2,111 -------------------------
12 9 4 5 6 13 42 359 1,804 ------ -
1 5 0 1 0 2 3 19 234 1,810

Note: Taxliabilityon norninal capital gains isthe actual 1973 liability. Thetaxliability on real gains is the corresponding liability if real gains were calculated by adjustingthe basis for the change in the CPI.

C&3
0'
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4. Alternative tax rules
This section examines the implication of price indexing the basis of capital gains

in combination with two other proposals that have been frequently advocated:
(1) taxing all corporate stock capital gains like short-term capital gains, i.e.,
eliminating the alternative tax method and the current exclusion of one-half of
long-term gain, and (2) limiting income tax rates to 50 percent on so-called"unearned income" as well as "earned income." 13 Again we limit our attention to
the tax consequences for the stocks actually sold in 1973 and thus disregard the
way in which portfolio selling would be altered by these tax changes.

he current treatment of capital gains could be modified in either of two differ-
ent ways. First, the current method of excluding one-half of long-term capital
gains and of allowing the alternative tax could be ended while still limiting the
deductible losses to $1,000. Alternatively, the limit on loss deductibility could be
suspended at the same time. Table 4 shows the effects of applying each of these
rules to the corporate stock sales in 1973.

"Tax rates can still be somewhat higher than this because of the minimum tax.



TABLE 4.--TAX LIABILITIES WHEN CAPITAL GAINS ARE TAXED LIKE ORDINARY INCOME

[in millions of dollars

Adjusted gross income class

Less than Zero to $10,000 to $20,000 to $50,000 to $100_000 to $200,000 to More than
zero $10,000 $20,000 $50,000 $100,000 $ o, 000 $500,000 $500,000 All

1. Tax on nominal capital gains --------------------------------------------
2. Tax on real capital p ins -- . . . . . . . ..----------------.--------------------
3. Tax on nominal capital gains; no loss limit -------------------------------
4. Tax on real capital gains; no loss limit- -----------------------------------
5. Tax on nominal capital gains with all gains treated as short-term pins --------
6. Tax on real capital gains with all gains treated as short-term gains ..........
7. Tax on nominal capital gains with all gains treated as short-term gains; no loss

limit ------- ------------------------------------------------
8,Tax on real capital gains with all gains treated as short-term gains; no loss limit-

-0
-0-0
-1

9
6

-5
-25
-7

-38
30

-8

23
-34
-6

-94
109
14

80
-52
-31

-259
406
174

159
58
91

-97
469
285

215
141
191
72

562
421

291
235
288
209
676
569

374337
372
325
804
736

1,138 1--
661 *4
897
117

3,065
2,196

7 19 44 183 340 514 665 799 2,571
4 -38 -112 -216 14 302 523 715 1,193

Note: See text for source and method. All figures relate to capital gains on corporate stock sold in 1973.

t"L'
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For convenience, the first four rows show the tax liabilities based on the current
exclusion and alternative tax rules. The next four rows show the corresponding
tax liabilities when the exclusion and alternative tax rules are eliminated. Simply
eliminating these features while retaining the use of nominal gains and the loss
limitation would have raised the tax liability from $1.14 billion (row 1) to $3.06
billion (row 5). Taxing only real gains but eliminating the exclusion and alternative
tax would nearly double the 1973 tax liability from $1.14 billion to $2.20 billion
(line 6). Only the combination of no loss limit and the taxation of real capital
gains (row 8) would leave the total tax essentially unchanged at $1.19 billion. Note
that the distribution of this tax burden would be very different from the actual
1973 tax liabilities: liabilities would almost double for those with AGI over
$200,000 with offsetting falls for those with incomes under $100,000.

A maximum tax rate of fifty percent would have little effect if the current
definition of taxable income is maintained. This is shown in rows 5 through 8 of
Table 5. The standard results for the current law and for price indexed capital
gains are shown for comparison in rows 1 through 4. The combination of a 50
percent maximum rate and the elimination of the capital gains exclusion and
alternative rate (row 9 and 10) significantly raises total tax liabilities. Only if
this is combined with the taxation of real gains only and a full offset of losses is
the total tax kept to its current level. Again, there is a substantial redistribution
within this total.



TABLE 5.-TAX LIABILITIES ON CAPITAL GAINS WHEN THE MAXIMUM TAX RATE IS 50 PERCENT

[In millions of dollars]

Adjusted gross income class

Less than
zero

1. Tax on nominal capital gains ............................---------- 12. Tax on real capital gains ---------------------------------------------- 03. Tax on nominal capital gains; no loss limit -------------------------------- 04. Tax on real capital gains; no loss limit ------------------------------- ---- 1

MAXIMUM TAX-RATE OF 50 PERCENT

5. Tax on nominal capital gains --------------------------------------------
6. Tax on real capital gains ------------------------------------------------
7. Tax on nominal capital gains; no loss limit ...............................
8, Tax on real capital gains; no loss limit ....................................

MAXIMUM TAX RATE OF 50 PERCENT-ALL CAPITAL GAINS TREATED
LIKE SHORT-TERM GAINS

21
0

-1

Zero to $10000 to
$10,000 $20, 000

-5
-25
-7

-38

-5
-25
-7

-38

23
-34
-6

-94

23
-34
-6
-94

$20,000 to $50,000 to $100.000 to $200,000 to More than
$50, 000 $100, 000 $200,000 $500, 000 $500,000

80
-52
-31

-259

80
-52
-31

-258

9. Tax on nominal capital gains ............................................ 7 29 109 40210. Tax on real capital gains ----------------------------------------------- 5 -9 13 17111. Tax on nominal capital gains; no loss limit -------------------------------- 6 18 44 18012. Tax on real capital gains; no loss limit ----------------------------------- 3 -38 -112 -218

Note: See text for source and method. All figures relate to capital gains on corporate stock sold in 1973.

159
58
91

-97

164
64
99

-85

453
276
329

15

215
141
191
72

211
142
190

81

494
374
452
296

291
235
288
209

255
207
252
187

537
455
529419

419 520 857

374
337
372
325

293
265
292
256

584
535
580520

All

1,138
661
897
711

1,022 CO
568789
49

2,615
1,819
2,137857

ANl
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5. Concluding comments
The evidence presented in this paper shows that the taxation of capital gains

is grossly distorted by inflation. In 1973, the tax paid on corporate stock capital
gains was $1,138 million, nearly twice the $661 million liability on real capital
gains. If the limit on the deduction of real capital losses is disregarded, the net
tax liability falls to only $117 million. By this standard, nearly all of the tax paid
on nominal capital gains represents an excess tax caused by inflation. Moreover,
our current tax rules introduce an arbitrary randomness in the taxing of capital
gains; with inflation, taxpayers with equal real capital gains are often required to
pay tax on very different nominal gains.

The taxation of capital gains is distorted because, when there is inflation, our
current tax rules mismeasure capital gains. Other aspects of capital income and
expenses, primarily interest and depreciation, are also mismeasured in the presence
of inflation. The taxation of capital income is therefore more severely distorted
than the taxation of wages and salaries which are correctly measured. All types of
personal income, including wages and salaries as well as capital income, are sub-
jected to artificially high tax rates because of the progressivity of the tax structure,
but this "bracket rate effect" is small in relation to the distortions that result
from mismeasurement.

Our estimates relate to 1973 because that is the only year for which data of the
type that we have analyzed is available. There is, however, no reason to think
that the tax distortion for 1973 was any greater than for other recent years.
Indeed, since share prices wore relatively high in 1973, the ratio of real capital
gains to nominal gains would also be expected to bc high. More generally, it is
useful to consider the effect of our current tax law on an individual who invested
twenty years ago in a diversified portfolio of common stock and sold this stock at
the end of 1977. According to the Standard and Poor's Index, the price of such a
portfolio approximately doubled betweeen 1957 and 1977. However, the CPI also
doubled in this twenty-year period, implying that there was no real increase in
the value of the stocks." If the investor pays a 25 percent tax on the nominal
capital gain when the stock is sold in 1977, he will actually have lost about 15
perch nt in real terms on his investment over the 20-year period.

The problem of excess taxation of capital gains when there is inflation in not
peculiar to the past 20 years but is inherent in our current tax system. Unless
this aspect of the tax law is changed, the problem will continue in the future. If we
abstract from fluctuations in the price-earnings ratio, the effect of retained earnings
should make the real value of common stock rise at about 2 percent a year. IS If
these accruing capital gains are taxed at an effective rate of 20 percent, the net
after-tax yield is 1.6 percent a year. With a 6 percent steady rate of inflation and a
constant price-earnings ratio, share prices would be expected to rise at 8 percent
a year. This still leaves the same real before-tax increase of 2 percent that would
occur without inflation.16 But a 20 percent capital gains tax on the 8 percent
nominal capital gain leaves an after-tax nominal gain of only 6.4 percent. After
subtracting the 6 percent inflation, the real after-tax gain is only 0.4 percent. The
effective tax on real capital gains is thus 80 percent when the inflation rate is 6 per-
cent. An 8 percent rate of inflation would make the effective tax rate equal to 100
percent!

The distorting effect of inflation on the taxation of capital gains could be remedied
by adjusting the original cost of assets for the rise in the general price level.'7 This
would reduce the effective rates of tax on real capital gains and would thereby re-
duce the loss in economic welfare that results from such taxation of capital in-
come.18 Measuring in real terms would capital gains have the futher advantage of
reducing the penalty for switching assets which currently distorts investor
behavior.

"4The increase in both the Standard and Poor's Index and the CPI was actually between
115 percent and 120 percent.

jIf we correct the measurement of retained earnings for the artificial depreciation and
inventory figures. the ratio of retained earnings to price averaged 1.8 percent for the period
from 1958 through 1977.le Our calculations show that the effective rate on realized nominal capital gain was 24.5
percent in 1973. Since then tax legislation has raised significantly this effective tax ratethrough changes in the minimum tax and maximum tax. We use a 20-percent effective rate
on accruing capital gains to reflect the advantages of postponement.

17 The substitution of a cash-flow or expenditure type income tax for our current system
would also eliminate all such problems. See Andrews (1974) and U.S. Treasury (1977).*Ree Feldstein (1978) for a discussion of the welfare loss of capital income taxation.
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Corporate Stock.

Mr. FELDSTEIN. Let me first discuss the impact of inflation on
the taxation of capital gains.

As you know, inflation distorts all aspects of the taxation of personal
income, but it is particularly harsh on the taxation of capital gains.

When corporate stock or any other asset is sold, current law re-
.quires that a capital gains tax be paid on the entire difference between
the selling price and the original cost, even though much of the nominal
gain only offsets a genera rise in the prices of consumer goods and
services.

Taxing nominal gains in this way very substantially increases the
-effective tax rate on the real price-adjusted gain. Indeed, many indi-
viduals pay a substantial capital gains tax now, even though, when
you adjust for the change in the price level since they bought their
stock, they actually receive less from their sale than they had origi-
nally paid.
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In a recent study at the National Bureau of Economic Research
we measured the total excess taxation or corporate stock capital
gains caused by inflation and the extent to which this distortion differs
among individuals. For this study, we used the Treasury Department's
sample of individual tax returns for 1973. Our sample therefore con-
sisted of over 30,000 individuals and more than 230,000 individual
stock sales for that year. Although the individuals aren't identified
in the Treasury sample, the sampling rates are known, so that the
sample can be used to make quite accurate estimates in the way the
Treasury does for all taxpayers.

What did we find?
We found that in 1973, individuals paid capital gains tax on $4.6

billion of nominal capital gains on corporate stock. But-and this is
the key thing--when the cost of these shares are adjusted for the
increase in the consumer price level since they were purchased, this
gain of $4.6 billion becomes a loss of nearly $1 billion.

The $4.6 billion of nominal capital gains resulted in a tax liability
in 1973 of $1.1 billion. The tax liability on the real capital gains would
only have been $661 million.

Inflation thus raised tax liabilities'on capital gains on corporate
stock alone by $500 million, approximately doubling the overall
effective tax rate on corporate stock capital gains.

Although adjusting for the price change would reduce the taxable
gain at every income level, the effect of the price level correction is
far from uniorm. In pai ticular, the mismeasurement of capital gains
under current law is most severe for taxpayers with incomes under
$100,000.

Exhibit 1, which is in the material that has been circulated, com-
pares the nominal and real capital gains and the corresponding tax
liabilities for each income class. Biiefly, the first row shows the net
capital gains in millions of dollars as defined under the current law.

The second row represents the corresponding real net capital gains.
In the highest income class, there is little difference between nominal

and real capital gains. In contrast, taxpayers with incomes below
$100,000 suffered real capital losses on average, even though they
were taxed on positive nominal gains.

The tax liabilities corresponding to these two different ways of
measuring capital gains are compared in the next two rows. In each
income clas,, up to $50,000, recognizing real capital gains instead of
the nominal gains that the current law looks to, would make the tax
liability negative. At higher income levels, tax liabilities are reduced,
but remain positive.

In short, our study showed that inflation has substantially in-
creased-roughly doubled-the overall effective tax rate on corporate
stock capital gains. Although this estimate relates to 1973, because
that is the only year for which the Treasury has this type of data, the
continuing high rate of inflation means that the tax distortion for
more recent years is likely to be even greater.

I will turn now to the effect of the differences in capital gains tax
rates on the selling of corporate stock and the amount of capital gains
that is actually realized for tax purposes.

There has long been speculation about the extent to which high tax
rates on capital gains deter individuals from selling stock, but there
has been little hard evidence on this lock -in question.
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In collaboration with two colleagues, I recently completed what I
believe are the first econometric estimates of the effect of capital
gains tax rates on the selling of corporate stock and the realizing of
capital gains.

We carried out two quite different studies of the same question using
two very different bodies of data. Both studies indicate the same thing,
that capital gains tax rates have a very substantial effect on indi-
viduals' decisions to sell corporate stock.

The first study analyzed the experience of a sample of high income
investors whose portfolio behavior was recorded in a special survey
carried out by the Federal Reserve Board in 1963. An important find-
ing in an analysis of that data was that two-thirds of the value of the
proceeds of corporate stock sales were reinvested in corporate stock
and other financial assets within the same year. Since some of the
remaining one-third of the proceeds were held in cash and reinvested
in the following year, the data indicate that less than one-third of the
proceeds of corporate stock sales were used to finance current
consumption.

The evidence in that study showed that the amount that individuals
sell is quite sensitive to their tax rate. For example, on the basis of
our statistical estimates of the tax rate sensitivity of individual
selling, we calculated the effect of removing the 25 percent ceiling
that was in effect in 1963 and taxing individuals at one-half of their
ordinary income rates. We found that this change would have reduced
the value of corporate stock sales by 23 percent.

Our second study used the same 1973 Treasury sample that I
referred to a few moments ago in discussing the effects of inflation.
This analysis again found that individuals' selling of corporate stock
is very sensitive to their tax rates.

We used this estimated behavior to calculate the effect of changes
in the 1973 law. We found, for example, that limiting the rate of tax
on long-term gains to 25 percent would have nearly doubled corporate
stock sales in that year, from $29.2 billion to $49.5 billion.

The Treasury data also permitted us to evaluate the impact of
differences in tax rates on the amount of capital gains that individuals
realize. I think this is really the crucial point for you.

We found that the realization of gains is even more sensitive to
taxes than the selling of stock.

Using the statistically estimated tax sensitivity, we calculated
that limiting the capital gains rate to 25 percent would have caused
an almost three-fold increase in the total value of net gains realized
in 1973.

Because of this great increase in the realization of gains, the reduc-
tion in tax rates would have substantially increased capital gains tax
revenues. Our calculation indicates that the tax revenues on corporate
stock capital gains would have more than doubled if the tax rate had
been limited to 25 percent.

Let me emphasize that the extra revenue does not come from
expanded business activity, greater profit, greater investment or
from higher share prices. This is all before that.

Senator PACKWOOD. This is just ur!ocking, basically.
Mr. FELDSTEIN. This is just unlocking, the release from being

locked-in.
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That alone, I think, is sufficient to more than offset the revenue loss
predicted by the Treasury.

Senator PACKWOOD. You just gave us this study-you apparently
just handed it in, though I do not have it now.

Has this study heen published? Was it out before?
Mr. FELDSTEIN. Two of the three studies have been published. The

third one has just been completed-the one I am just talking about.
Senator PACKWOOD. Is this the one on the revenue estimates?
Mr. FELDSTEIN. The one with the revenue estimates is just being

completed and is not yet published.
Senator PACKWOOD. How soon will it be ready?
Mr. FELDSTEIN. I can have a copy for you very soon.
[The following was subsequently supplied for the record:]

[From the National Bureau of Economic Research, Inc.1

THE EFFECTS OF TAXATION ON THE SELLING OF CORPORATE STOCK AND THE
REALIZATION OF CAPITAL GAINS

(By Martin Feldstein*, Joel Slemrod*, Shlomo Yitzhaki**)

SUMMARY

This study provides the first econometric analysis of the effect of taxation on the
realization of capital gains. The analysis thus extends and complements the earlier
study by Feldstein and Yitzhaki (1978) of the effect of taxation on the selling of
corporate stock. The present analysis, using a large, new body of data obtained
from individual tax returns, supports the earlier finding that corporate stock sales
are quite sensitive to tax rates and then shows that the effect on the realization
of capital gains is even stronger.

More specifically, the estimated tax sensitivity implies that limiting the capital
gains tax rate to 25 percent would have caused an almost three-fold increase in
the total value of the net gains realized in the 1973 sample year. As a result, the
reduction in tax rates would have substantially increased the revenue produced
by the capital gains tax rate.

The effective rates at which capital gains are taxed have increased very sub-
stantially in recent years. Debate continues on proposals to change the tax law
in ways that would further increase these tax rates as well as on proposals to re-
duce the effective tax on capital gains. The present paper uses a new, rich body
of inicroeconomic data to estimate how taxation effects the selling of corporate
stock and the realizing of capital gains. The results indicate that the current high
vates of tax on capital gains substantially reduce the selling of corporate stock,
particularly sales that would involve recognizing net, capital gains.

Until 1969, the tax rate on long-term capital gains,' was limited by a ceiling of
25 percent. Individuals whose marginal tax rates were below 50 percent could
exclude half of their gains, thereby paying a tax rate of less than 25 percent.
IIigher income individuals could use the "alternative tax" method that subjected
the entire gain to a 25 percent tax. Since then, several statutory changes have
combined to raise the tax on capital gains. The alternative tax method is now
limited to the first $50,000 of capital gains per taxpayer; since 50 percent of the
gains in excess of this amount are excluded from taxable income, the personal
tax rate on marginal capital gains can now be as high as 35 percent. A "minimum
tax," originally introduced in the Tax Reform Act of 1969, now subjects the
excluded half of capital gains for some taxpayers to an additional tax of 15 per-
cent. In 1969, the tax on capital gains was effectively raised further for some high
income individuals by a provision which made the tax rate that such individuals

*The National Bureau of Economic Research and Harvard University.
**Rehovath University and the Falk Institute, Jerusalem, Israel.
We are grateful to the Office of Tax Analysis of the U.S. Treasury for financing this

work, for making available the special data on which this research is based, and for
comments on an earlier version of this paper. This paper is part of the NBER Program of
Research on Business Taxation and Finance. The paper represents the views of the authors
and not necessarily of the NBRR.At this time, the long-term capital gain rate applied to assets held for at least 6 months.
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must pay on wage and salary income depend on the amount of capital gains that
they realize.2 The combination of these tax changes makes the current marginal
capital gains tax rate exceed 40 percent for many individuals, substantially more
than the previous 2.5 percent maximum.&

In addition to these statutory tax changes, the effective tax on real capital gains
has been raised substantially by inflation. Under current law, the capital gains tax
is levied on nominal capital gains with no adjustment for changes in the price level
since the stock was acquired. This not only overstates the value of real capital
gains but, by converting real losses to nominal gains, reduces investors' opportuni-
ties to offset capital losses against capital gains. Feldstein and Slemrod (1978)
analyzed the corporate stock sold by individuals in 1973; they found that adjusting
the costs of these stocks for the increase in consumer prices since they were acquired
would change the $4.6 billion gain on which taxes were paid to a loss of nearly $1
billion and would cut the corresponding tax liability in half.

A wide range of proposals to change the taxation of capital gains is being
actively discussed.4 The Treasury has proposed eliminating the alternative tax
completely. Other proposals to increase the tax on capital gains include raising
the minimum tax or even eliminating the 50 percent exclusion. The effective tax
rate would be lowered by proposals to tax only real gains or to decrease the tax
rate with the length of the holding period, or to repeal the minimum and maximum
tax rules related to capital gains. More radical proposals include extending the"rollover" provision (in which capital gains are not taxed if the proceeds are re-
invested) to corporate stock or a more general substitution of an expenditure tax
for the current income.

A prerequisite for sound policy decisions is an understanding of how alternative
tax rules would affect investor behavior. It is particularly important to know
whether high tax rates "lock investors in" existing stocks, thereby reducing the
efficiency of the capital market. Similarly, it is important to know whether in-
creasing the tax rate on capital gains would actually increase revenue or, by
substantially reducing the realization of gains, would decrease revenue.

This study provides the first econometric analysis of the effect of taxation on the
realization of capital gains. The analysis thus extends and complements the earlier
study by Feldstein and Yitzhaki (1978) of the effect of taxation on the selling of
corporate stock. The present analysis, using a large, new body of data obtained
from individual tax returns, supports the earlier finding that corporate stock
sales are quite sensitive to tax rates and then shows that the effect on the realization
of capital gains is even stronger.

The first section of the paper discusses the data used in this analysis. Section 2
presents estimates of the effect of the tax on common stock sales and compares
these results with those of the earlier Feldstein-Yitzhaki study. The third section
discusses the corresponding estimates of the response of realized capital gains.
Simulations of the effects of several alternative policies are presented in section 4.
There is a brief concluding section.
1. Data and definition.

Each year the Internal Revenue Service and the Treasury select a stratified
random sample of approximately 100,000 individual tax returns with which to
study income sources, deductions and tax liabilities. The information for each
taxpayer consists of the major items on the individual's tax return (form 1040).
The sample is drawn so that the sampling fraction increases to 100 percent for
for taxpayers with adjusted gross incomes over $200,000. As a result, the sample
can be used to make accurate estimates even for the high income groups which
consists of relatively small numbers of people. Moreover, because the sampling
probabilities are known, unbiased estimates for all taxpayers or for any subgroup
can be constructed.

Under the "maximum tax" provisions, the marginal tax rate on wages. salaries and
other personal services income is limited to 50 percent. The 1969 change provides that. for
each two dollars of capital gain, the individual must reduce the income that he subjects to
the 50 percent "maximum tax" by one dollar and subject that dollar to his ordinary tax.
This reclassified dollar may then be taxed at a personal rate of up to 70 percent. For an
individual with a 70-percent marginal tax rate, this reclassification adds 20 cents per two
dollars of capital gain.

3 Several other statutory changes have also raised the tax on capital gains : the holding
period required to qualify as long-term capital gains has increased; the bAsis of capital
assets transferred at death Is no longer increased to market value; the ability to donate
capital gain property to charities has been limited; etc. In addition, State income tax on
capital gains have become increasingly important.

'See, among others, Break and Pecbman (1975), Brinner (1973) and David (196S).
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In 1973, the Treasury collected more detailed information on the capital gains
and losses reported on these tax returns. In addition to the usual information on
each tax return, this special study recorded for each sale of a capital asset (as
reported on schedule D of form 1040) the nature of the asset (stock, real estate,
etc.), the purchase price, date acquired, sale price, and date sold. Our analysis
focuses exclusively on the sale of corporate stock.

In order to study the effect of tax rates on the selling of corporate stock, we
require a probability sample of all the taxpayers who own stock and not just those
who sold stock in 1973. Although the tax returns provide no direct information
about the ownership of corporate stock, we can use the receipt of dividends to
identify stockholders. Our sample consists of 53,523 taxpayers who received divi-
dends in 1973; the sample weights imply that this group represents a population
of 11.5 million taxpaying units which owned stock in 1973. All taxpayers without
dividend income are eliminated from the sample.

The analysis that we present in the following sections of this paper relates the
value of the stock sold and of the net capital gain realized by each stockowner in
the sample to his "capital gains tax rate" and to other determinants of sales and
gains. To calculate each individual's "capital gains tax rate" we use a sophisti-
cated computer program (TAXISM) that embodies the basic features of
the tax law as of 1973. This program calculates the effect on the individual's total
tax liability of another dollar of capital gains, including such calculations as the
use of the alternative tax, the extra "minimum tax," and the change in the stand-
ard deduction for those who do not itemize their deductions. The "capital gains tax
rate" is a marginal tax rate defined as the extra tax liability due on an additional
dollar of capital gain.

Since the capital gains tax rate of an individual can vary with the amount of
capital gain that he realizes, there are several possible ways of calculating our
capital gains tax rate variable.5 The simplest procedure is to use the capital gains
tax rate that would apply to the first dollar of corporate stock capital gain that
the individual realizes, i.e., the extra tax liability that would be due on a dollar
of capital gain if the individual had no other sales of corporate stock. This
"first dollar capital gains tax rate" has the statistical advantage of being exogenous
in the sense that it is independent of the individual's decision about how much
gain to realize.6

However, for very wealthy individuals who typically realize large gains, these
"first dollar" rates could differ substantially from the tax rates at which marginal
decisions were actually made in 1973. The most appropriate rate to use for each
individual is the "last dollar capital gains rate," i.e., the additional tax liability
that would be incurred if the individual increased his capital gain in 1973 by one
dollar. Because this tax rate is endogenous to the individual's decision, an equation
using this rate cannot be estimated by ordinary least squares. We therefore use a
consistent instrumental variable estimation procedure. 7 Fortunately, both defi-
nitions of the tax rate yield quite similar results.

The specification of the equations that we have estimated and the precise
definitions of the other variables will be discussed in the following section where
the estimates of selling behavior arc presented. Before turning to this, it is useful
to comment briefly on the difference between the data usd in the current study
and the data used in the earlier Feldstein-Yitzhaki analysis. That study was
based on the 1963-64 Federal Reserve Board survey of 646 households that
owned common stock at the end of 1962. The information collected for each house-
hold included the value of common stock owned at the end of 1962 and the amounts
sold and purchased during 1963. This permitted studying "stock switching" and"net selling" separately. There was no reliable information on the amount of gain
realized and tax rates had to be estimated on the basis of income data reported
in the survey. Despite these problems and the relatively small sample, the Feld-
stein-Yitzhaki analysis found clear evidence that the salc of corporate stock is
very sensitive to individual differences in capital gain tax rates.

5 In effect, the individual faces a schedule of captial gain tax rates rather than a single
rate.

6 There is, of course, the possibility thnt the individual adjusts his other taxable Income
during the year to the amount of gain that he realizes, thus making even this "first dollar"
tax rate endogenous. To reflect this would require a much more elaborate behavioral model
than we have.

7The instrumental variables are the exogenous "first dollar capital gains tax rate" and a
"predicted last dollar capital gains tax rate" based on the average caiptal gains of individ-
uals with that income and dividends.
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e. The selling of corporate stock
Our analysis of the selling of corporate stock focuses on the value of corporate

stock sales per dollar of dividends received during 1972. We use dividends in this
way to represent the value of the stock in each individual's portfolio since the tax
returns contain no direct measure of the portfolio value. There is some evidence
that the ratio of dividends to portfolio value varies inversely with the adjusted
gross income (Blume, Crockett, and Friend; 1974); this suggests that the tax rate
appears to have a smaller effect on the sale-dividend rAtio than it actually does
on the sales-value ratio and therefore that our parameter estimates understate
the effect of the tax on the selling of corporate stock.

The 1973, the average dividend yield on corporate stock was approximately
three percent.8 By restricting our sample to taxpayers with at least $3,000 of
dividends, we limit our attention to individuals with portfolio of approximately
$100,000 or more. Such taxpayers accounted for 79 percent of all dividends re-
ported by individuals for 1973. Restricting the sample in this way eliminates the
implausibly high ratios of sales to dividends that occur in smaller portfolios be-
cause of chance fluctuations and measurement errors. Taxpayers with larger
portfolios art also less likely to distort the estimates by altering the timing of
capital gains and losses to take advantage of the very small opportunities to offset
long-term losses against short-term gains, etc.

The age of the taxpayer affects the selling decisions in a number of ways.
The tax rules that prevailed in 1973 provided that the basis (or "cost") of assets
transferred at death would be revalued to the current market value. Tnis implies
that the tax deterrent to selling should increase with the taxpayer's age and should
be particularly strong for older taxpayers. Older taxpayers are also likely to have
held their stock for a longer time, thus increasing the ratio of gain to total share
value and increasing the incentive not to sell. These considerations apply to selling
in order to reinvest the proceeds in other assets. Fcldstein and Yitzhaki (1978)
tontrastcd this "switch selling "with the "net selling" used to finance consump-
tion. Older individuals are more likely to be net sellers in order to finance con-
sumption. Although the tax return data does not include an exact age, we can
.distinguish taxpayers who are age 65 or older; we include a dummy variable
wherever at least one individual is at least age 65. Since our data do not allow us
to distinguish switch selling from net selling, the overall effect of age is ambiguoust

Two other variables are likely to affect the individual's decision to sell common
stock: the value of the stock in his portfolio and the level of the individual's
income. Although the probability of selling at least some stock is likely to increase
with portfolio size, the ratio of sales to dividends is likely for two reasons to vary
inversely with the size of the portfolio. First, any net sale of stock to finance a
major consumption expenditure or nonportfolio investment could more easily
represent a l:rge fraction of a small portfolio. In addition, switching two or three
securities in a small portfolio could involve selling a very large fraction of the
total value of the portfolio. Although we do not have a direct measure of the
value of stock to include in the equation, we can again use the value of dividends
to represent the value of the stock. We include the logarithm of dividends so that
the variable will not be dominated by the larger portfolios.

Individuals with lower money incomes are more likely to be retired (or below
their permanent income for other reasons) and are therefore more likely to want
the proceeds of the net sales of common stock. Again, switch sales are not likely
to follow the same pattern as net sales. Higher income individuals are more likely
to switch stocks because they can better afford the risks of speculation and are
more likely to have access to relevant investment information. We include the
logarithm of adjusted gross income in our equation without any a priori theory
about its sign.8

Equation I of Table 1 presents the estimated coefficients for this equation.
The coefficient of the tax variable (-67.9 with a standard error of 4.05) indicates
that the taxation of capital gains has a very powerful effect on the selling of
corporate tax. For example, a ten percentage point increase in the tax rate on
capital gains reduces the sale-to-dividends ratio by 6.8.

8 The yield on the Standard and Poors 500 stocks was 0.031.
9 To eliminate the simultanpity of adjusted gross income and saleq we exclude the actual

capital gains included in AG from AGI but add back in a predicted value of "included"
capital gains based on a tabulation by income and dividends.
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"TABLE l-EFFECTS OF TAXATION ON TVE SELLING OF CORPOWAT T0CK AND THE REALIZATION OF
CAPITAL GAINS

Estimated coefficients

Logarithm
Logarithm of adjusted Sample

Equation-Dependent variable: Population Tax Age 65 of dividends net AGI Constant size

I-Sales dividends: All --------------------- -67.9 -1.38 -3.87 -0.505 71.4 27832roted standard error of estimate- (4.05) (.652) ..... 6 (., 117, (2 5
2-Probabihty of selling: All ----------------- -. 906 -. 0334 • 030 . 27832

Adjusted standard error of estimate ...... -(.0 393) (.100633) J00215) (.00191) (.0249)....
3-Sales dividends: Aged only ---------- ------ . ..........- - .35 -. 362 41. 1 934

Adjusted standard error of estimate --- (5.60) ----------- (. 148) (.192) (1.86)
4-Probability of selling: Aged only ----------- -1.25 ------------. 0106 .0391 .380 9.48Adjusted standard eror of estimate - 103) - (.00382) (.004965-Gains dividends: All ---------- ......... 513 -12--.3 A

Adjusted standard error of estimate - (2. 16) (.348) (.118) (.105) (1.37)
6-Gains dividends: Aged only --------------- -7.93 ----------- -. 643 -1. 41 28.0 9348

Adjusted standard error of estimate ---- (2.92) ----------- (.109) (.141) (1.37) --------

Note: In all cases the sample is limited to returns with at least $3 000 in dividends.

The negative coefficient on the age variable indicates that older taxpayers are
less likely to sell than younger taxpayers. The tax incentives to post pone switch
selling thus dominate the need to finance retirement consumption. The sales-to-
dividend ratio also varies inversely with portfolio size and income.

Several variants of equation I which have been estimated (but are not presented)
deserve comment. Using the "first dollar" marginal tax rate, i.e., the marginal
tax rate on capital gains that the individual would face before he realized any
capital gains, reduces the coefficient of the tax variable only slightly (from
-67.9 to -55.7) and leaves the other coefficients essentially unchanged.' 0 Ex-
tending the sample to all shareholders (and not just those with more than $3,000
of dividents) eliminates the estimated effect of the tax; the coefficient of the tax
variable is very small and less than its standard error. As we noted above, we
believe that this reflects the problems of measuring behavior of investors with
small protfolios but it may also indicate that such investors are less sensitive to
tax considerations.

In 1973, 50 percent of shareholders with more than $3,000 in dividends sold
some corporate stock. Equation 2 of Table 1 shows that the decision to sell
anything, as well as the amount of selling, is sensitive to the individuals tax
rate. The tax coefficient of -0.906 (with a standard error of .0393) implies that a
10 percentage point increase in the marginal tax rate reduces the probability of
selling something by 9.1 percentage points. The other estimated coefficients
show that older people are less likely to sell, that investors with larger portfolios
are more likely to sell something, and that higher income individuals are also more
likely to sell.

Equations 3 and 4 describe the selling behavior of taxpayers age 65 and over."
The tax coefficient in equation 3 is lower than in equation 1 but is still substantial.
The probability os selling (equation 4) shows an even greater sensitivity for older
taxpayers than for the population as a whole.

The evidence in this section confirms the earlier findings of Feldstein and
Yitzhaki (1978) that current tax laws have a very substantial effect on the selling
of corporate stock. Indeed, the basic tax coefficient estimate of -67.9 in our
sales-to-dividend equation is quite similar to the earlier estimate that the sales-
to-market value responds to the marginal tax rate with a coefficient of -3.20
(standard error= 1.04). Since the dividend-to-market value ratio is approximately
0.03, the current estimate of -67.9 is equivalent to -2.04 in the units of the
earlier study.

10 Using marginal tax rate based on "predicted capital gains" Introduces substantial
random error and results in a substantially reduced tax coefficient.12 More precisely, at least one "age exemption" was claimed by these taxpaying units.
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Two problems should be borne in mind in interpreting the current estimates
and the results presented in the next section. First, we have information on the
individual's tax rate only for 1973. An individual whose tax rate varies sub-
stantially from year to year will tend to sell more when his rate is low. To the
extent that low rates in 1973 are only temporarily low, our estimates will over-
state the sensitivity of selling to the tax rate. We have no way of knowing how
important this is. Second, our analysis is based on the 1973 experience and there-
fore on the bequest rules that applied then. In 1973, the tax rules provided for
a full revaluation of assets transferred at death. Current law provides only for a
carry-forward of the basis of assets that are bequeathed. Since this change reduces
the advantage of not selling, investor behavior may be somewhat less sensitive
to tax rates now than in 1973.

3. The Realizing of Capital Gains
A unique advantage of our current set of data is that it contains accurate

information on capital gains and losses. We are therefore able to make the first
estimates of the effects of the tax law on the realizing of net capital gains. This
section follows the structure of the previous one and focuses on the net capital
gains (positive or negative) realized in 1973 per dollar of dividends. We again
examine the effect of the marginal tax rate and the taxpayer's age, portfolio size
and income.

Equation 5 of Table 1 shows that the realizing of capital gains is very sensitive
to the marginal tax rate. The coefficient of -35.6 (with a standard error of 2.16)
implies that a ten percentage point change in the marginal tax rate changes the
gain-to-dividend ratio by 3.56. An important implication of this high coefficient
is that a reduction in the tax rate on capital gains would actually increase the
total revenue collected. 2

The realization of capital gains varies with portfolio size and income in the
same way that selling does. The effect of age is more difficult to interpret. Equation
5 indicates that age does not have a statistically significant effect when the tax
rate, income and portfolio size are taken into account. Comparing equations 1
and 5 thus suggests that the ratio of capital gains to sales rises with age, a quite
plausible implication since older taxpayers are likely to have held their assets
longer. Limiting the sample to older taxpayers (equation 6) indicates that they
are less responsive to the tax rate. This lower sensitivity to the tax suggests that
age per se may be more important than equation 5 indicates since older taxpayers
generally have lower marginal tax rates.
4. Simulating Alternative Tax Rules

The estimated coefficients imply that corporate stock sales and the recognition
of capital gains are both very sensitive to marginal tax rates. In this section, we
use the estimated parameter values to calculate the impact of alternative tax
rules on the aggregate volume of selling and the aggregate value of capital gains.
For this purpose, we contrast the observed behavior under the 1973 law with two
alternatives: Option 1 limits the rate of tax on long-term capital gains to 0.25
(and eliminates the minimum tax) while Option 2 taxes all capital gains as short-
term gains, thus eliminating both the alternative tax and the exclusion."

Our simulation of the effect of tax changes on selling uses the tax coefficient
in equation I of Table 1, -67.9. For each individual, we calculate the tax rate
change implied by going from the 1973 law to the option being studied.' 4 We
then multiply this difference between marginal tax rates by -67.9. This yields
the predicted change in the individual's ratio of sales-to-dividends. This is added
to his actual 1973 sales-to-dividend ratio to get a new predicted value. This new
predicted value is multiplied by the individual's actual 1973 dividends to get a
predicted sales for the individual. This predicted value (or zero if the predicted

is When this equation is re-estimated for the "first dollar" marginal tax rate. the co-
efficient estimates are very similar: the tax coefficient is -30.3 (standard error 1.84).
When the sample is extended to all dividend recipents, the standard errors are large and
the parameter estimates are unstable.

U For both options, net capital losses are constrained to be less than $3,000, the value
anticipated in the current (1978) tax rules. For the sake of comparison, this constraint
bas been imposed on the 1973 "current law" simulations as well.

"More specifically, we use the marginal tax rate on the last dollar of actual capital gain
under the two alternatives.
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value is negative) is aggregated over all individuals using the appropriate sampling
weights. This gives the total predicted sales for the particular option. A similar
calculation is clone for capital gains using the coefficient of -35.6 from equation
4. In both cases, the calculation is limited to individuals with dividends of at
least $3,000; this causes our calculations to understate the effect of tax changes,
but the understatement is small since these individuals represent 79 percent of
the dividends and, having generally higher incomes, are more sensitive to changes
in the tax rules.L5

The results of our simulation are presented in Table 2, for seven adjusted gross
income classes as well as for all taxpayers together.

Consider first the impact of the tax options on the value of corporate stock
sales. Limiting the long-term capital gains tax rate to 0.25 (option 1) nearly
doubles corporate stock sales to $49.5 billion from the $29.2 billion under the 1973
law. In contrast, treating all capital gains like short-term gains (option 2) reduces
selling to $16.6 billion, nearly one-half its 1973 level. Not surprisingly, the relative
changes are greatest for the higher-income taxpayers.

The changes in realized gains are even more dramatic than the changes in
sales. Limiting the tax rate to 25 percent causes a nearly three-fold increase in
realized gains, from $5.4 billion to $15.8 billion. The higher tax rates under option
2 would substantially contract the value of realized gains.

It is interesting to note the revenue effects of the tax changes. A decrease in the
tax rate causes a substantial increase in tax revenue while a rise in the tax rate
causes tax revenue to fall sharply.16

TABLE 2.-SIMULATIONS OF ALTERNATIVE TAX POLICIES

(Millions of dollars

Adjusted gross income class

$10,000 $20,000 $50,000 $100,000 $200,600 MoreLess than to to to to to than
110,090 $20,000 $50,000 $100,000 $200,000 $500,000 S500,0u0 Total

1973 LAW
Sales .................. , 652 2,149 7,337 6, 677 4,654 3, 730 3,050 29,249Net rains .................. 153 277 1,111 801 904 1, 016 1, 152 5,416Tax abilityy ................ 6 29 162 177 245 324 406 1,349

OPTION I
Sales................... 1,652 2,232 7,733 9,576 9, 601 10, 319 8,390 49, 503Net gains--- ............. 153 321 1,317 2,270 3,426 4,406 3,%S 15, 801Tax liabiIity ................ 6 40 314 540 840 1,093 971 3,704

OPTION 2
Sales ...................... 1,466 1,148 3,051 3,786 2,591 2, 418 2,128 16, 594Net gains .................. 158 120 258 356 484 660 829 2,869Tax liability ................ -6 7 40 84 150 254 369 8s9

Note: Option I limits the rate of tax on long-term corporate stock capital gains to 0.25. Option 2 taxes all corporate stock
capital gains as short-term gains. All figures refer to population with dividends greater than $3,000. For both options, netgains are constrained to be greater than -$3,000 for each return. For the sake of comparison, this constraint has been
imposed on the 1973 law estimates as well.

5. Conclusion
The estimates presented in this paper confirm the earlier finding of Feldstein

and Yitzhaki (1978) that the selling of corporate stock is sensitive to the tax
rates and show that the realizing of capital gains is even more responsive. More
generally, this study provides further evidence of the powerful effects that our
tax system has on the process of capital formation.

15 Note that we do not use all of the estimated coefficients of equations 1 and 5 to predictselling and gains under alternative tax rules. The very low explanatory power of the equa-tions would make sueh predictions very inaccurate. We use instead the quite preciselyestimated tax coefficient to calculate changes in selling and gains. An alternative way of
describli-g our procedure is to say that we add the calculated residual for each tndivliualto the predicted value based on all the coefficients. Predicted capital gains are constrained
to be zero whenever predicted sales are zero.

i6 Note that this calculation, like all the analysis in this paper, refers only to corporatestock. The total revenue effect for all capital gains cannot be determined without further
analysis of other asset types.

The revenue estimates that are presented in table 2 use the following approximations.For the 1973 law and option 1, the actual last dollar marginal tax rate oil short-term
capital gains is applied to all gains. More detailed simulations of the tax revenue effects
of alternative tax laws are to be the subject of future research.
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The results indicate that reducing the tax on capital gains would not only en-
courage a more active market in corporate stock but would also increase tax
revenue. There are a number of other proposals to alter the taxation of capital
gains that would also increase selling; adjusting the cost of assets for the general
rise in the consumer price level; constructive realization of gains at death; taxing
accrued gains directly or retroactively with interest; or allowing tax-free rollovers.
Analyzing the effects of such proposals requires a more complete model of the
decision to sell corporate stock. The development of such a model would be an
important extension of the current analysis.
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Senator PACKWOOD. Has Treasury seen it? Do they know of your
conclusions?

Mr. FELDSTEIN. They have seen preliminary versions.
Senator PACKWOOD. What do they say about it?
Mr. FELDSTEIN. One of the things that they point out, and I think

correctly, is that this relates only to corporate stock capital gain.
But, I think other than that, they have expressed no particular

reservation about the statistical estimates.
Senator PACKWOOD. They have expressed continual reservation

about any study so far that shows a revenue increase.
Mr. FELDSTEIN. This is a very different study from the ones done

by the first panel.

33-578--78-----22
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Senator PACKWOOD. Theirs have different estimates than yours
because you don't have to worry about stock prices or other variables.

M r. FELDSTEIN. Right. This is all before you even get to that.
Senator PACKWOOD. I understand that. So Treasury's argument

might be that it is an unlocking and, therefore, a short-term effect
rather than a long-term effect. But they still wouldn't even agree
with you that there would be a revenue effect justfrom unlocking.

Mr. FELDSTEIN. L am very glad you asked that question, Senator.
I think the right way to interpret these estimates is not as a short-run
unlocking, but as a permanent unlocking. After all, what we are
studying is differences among taxpayers that continue from year to
year. I think what we are estimating here is that there would contin-
ually be more turnover in the market, more realizing of gains, and
less postponement than there is today.

I think this is probably a slight overestimate of the permanent
extra revenue that would be produced but a substantial underesti-
mate of the immediate effect of unlocking.

Senator PACKWOOD. You (10 see how critical it is that you get this
stu(ly to me as quickly as you can. Indeed, if these studies are close
to u unassailable, it means the only justification for the high capital
gains rates is just for the sheer fun of taxing the rich-not for revenue,
not for any other purpose-iJust for the fun.

Now there are some who would support that theory. But I don't
think they are a majority in the Congress.

Mr. FELDSTEIN. I think that is why the issue of whether this is
more cost effective than changing the investment tax credit doesn't
really matter.

Senator PACKWOOD. It doesn't matter.
Mr. FELDSTEIN. That's right.
Senator PACKWOOD. There is nothing wrong with the investment

tax credit. It may have a perfectly desirable effect. It doesn't mean
that you have to trade-off that for this.

Mr. FELDSTEIN. I think that is correct.
Senator PACKWOOD. Thank you.
I have no other questions.
Senator Hansen.
Senator HANSEN. Thank you.
Dr. Feldstein, I, too, as I am sure Senator Dole, will look forward

to receiving a copy of your study. I would suggest that there may be
one other motive aside from the sheer fun of taxing the rich, and
that is in an election year there is a certain demogogic appeal to point-
ing your finger at someone who may be the envy of perhaps 51 percent
of the voters in this country.

I am not making this charge, but I cannot escape personally wonder-
ing if the fact that the President has dammed this particular approach
to tax reform may not have influenced some of the utterances made
by members of this administration. It just occurs to me that it may
not be healthy or may not create longevity in an official position if
you differ with your chief. Some members of the military, at least.,
have found that experience to be so.

I just wonder if, indeed, there may not have been some tilt in some
of the studies or the lack of studies that have been undertaken by the
Treasury to try to find some evidence to support the conclusion that
has been reached by the President.
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Mr. FELDSTEIN. They are very clear that their estimates assume no
behavioral response and that that is the general way in which they
talk about any specific tax change. But I think it has to be understood
as exactly that, and in this case that is a completely inappropriate
assumption.

Senator PACKWOOD. Would the Senator yield?
Senator HANSEN. Of COUr-Se.
Senator PACKWOOD. I don't know how anybody could come to the

conclusion, if he didn't do a study. If the capital gains rates were
lowered l)eople who now hold stocks might more readily sell them.

Mr. FELDSTEIN. rrhere is no question about the direction of the
effect. The question is quantitative-would it be large and would it
be large enough to offset the revenue loss?

Senator PACKWOOD. I mean, the Treasury would assume a static
effect.

Mr. FELDSTEIN. That's right.
They don't assume it and assert that it is true. They assume it,

tell you that they have assumed it, and tell you that that is the only
thing that they are prel)ared to offer as an estimate.

Ienator HANSEN. I think Secretary Brill, when he was testifying,
mia(de the assertion that a cut in the Federal budget would do more for
venture capital than a cut in the taxation of capital.

Would you care to comment on that?
Mr. FELDSTEIN. I think this is a much more targeted approach in

that this would have a clearer effect on venture capital than on capital
formation in ,eneral. Moreover, I am afraid that we may have gotten
to the l)oint where the willingness to invest, rather than the total
availability of capital, may be the constraining force in our economy.
If we don't increase the incentives to do that investment, merely
providing more funds will not be sufficient.

Senator HANSEN. Some people criticize a sliding scale on the ground
that it would create a lock-in of capital by giving people an incentive to
hold onto their assets loner than would be optimal for the economy.

What is your view of t&at, Dr. Feldstein?
Mr. FELDSTEIN. I think the sliding scale is clearly inferior to either

an outright reduction and/or a change in the treatment of inflationary
"1a1ns. I think that those who have invested for the last few years have
suffered substantial losses simply because of inflation and the sliding
scale wouldn't really undo that.

Senator HANSEN. Thank you. I think I should give Senator Dole a
chance to ask some questions.

Senator DOLE. Thank you.
I only want to pursue the one question I have, and that concerns a

statement on page 3 regarding inflation.
It was suggested earlier there should be an inflation adjustment for

capital gains. Do you subscribe to that theory?
Mr. } ELDSTEIN. I do, yes.
Senator DOLE. What about it?
Mr. FELDSTEIN. I think it would be very easy to do. I think it

would change the equity of the taxation of capital gains. You wouldn't
have an arbitrary taxation. It would simply reflect the inflationary
increases.
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I woull say one further thing. There has been so much talk about
this as a tax cut. for the rich. One of the implications of the estimates.
that there will be more tax revenue is that, in fact, the current holders.
of corporate stock, the current shareholders, will actually pay more
tax and not less tax. They will be happier. They will be better off.
They will be able to move their funds from less efficient to more effi-
cient uses in the market. But they will actually pay more taxes.

Senator PAdKWOOD. Mr. Feldstein, we have no further questions.
But please send your other study to us.

Thank you.
Mr. FELDSTEIN. Thank you, Mr. Chairman.
[The prepared statement of Mr. Feldstein follows:]

STATEMENT OF MARTIN FELDSTEIN, 1 PRESIDENT, NATIONAL BUREAU OF ECONOMIC
RESEARCH AND PROFESSOR OF ECONOMICS, HARVARD UNIVERSITY

THE TAXATION OF CAPITAL GAiNS

I am very pleased to be here thi-k morning. During the past three years, I have
been doing research on the taxation of capital gains on corporate stock. I think
the findings of that research bear directly on the proposals that your are currently
considering.

This morning I will summarize briefly the results of two studies. The Oi.st
describes the way that inflation affects the taxation of capital gains. The second
deals with the impact of the capital gains tax rate on the selling of corporate.
stock and the realization of capital gains. I am submitting copies for the record of'
two papers that provide more complete reports of these studies.2

INFLATION AND THE TAXATION OF CAPITAL GAINS

Inflation distorts all aspects of the taxation of personal income but is particu--
larly harsh on the taxation of capital gains. As you know, when corporate stock
or any other asset is sold, current law requires that a capital gains tax be paid'
on the entire difference between the selling price and the original cost even though
much of the nominal gain only offsets a general rise in the prices of consumer
goods and services. Taxing nominal gains in this way very substantially increases-
the effective tax rate on real price-adjusted gains. Indeed, many individuals pay
a substantial capital gains tax even though, when adjustment is made for the-
change in the price level, they actually receive less from their sale than they had'
originally paid.

In a recent study at the National Bureau of Economic Research, we measured
the total excess taxation of corporate stock capital gains caused by inflation and
the extent to which this distortion differs capriciously among individuals. For this
study we used the Treasury )epartment's sample of individual tax returns for-
1973. Our sample consisted of over 30,000 individuals and more than 230,000
stock sales in 1973. Although the individuals are not identified, the sampling
rates are known; the sample can therefore be used to construct accurate estimates
of totals for all taxpayers.

We found that in 1973 individuals paid capital gains tax on $4.6 billion of'
nominal capital gains on corporate stock. When the costs of these shares are
adjusted for the increase in the consumer price level since they were purchased,
this gain becomes a loss of nearly $1 billion.

The $4.6 billion of nominal capital gains resulted in a tax liability of $1.1 billion
The tax liability on the real capital gains would have been only $661 million.
Inflation thus raised tax liabilities by nearly $500 million, approximately doubling:
the overall effective tax rate on corporate stock capital gains.

I President. National Bureau of Economic Research. and Professor of Economics, Harvard
University. The viewpoints expressed here are ray own and not necessarily those of either-
the NBER or Harvard.

2M. Feldstein and T. Slernrod. "Inflation and the Excess Taxation of Capital Gains,"-
National Bureau of Economic Research (to be published in the National Tax Journal,.
June 1978) and M. Feldstein and S. Yitzhaki. "The Effects of the Capital Gains Tax oat
the Selling and Switching of Comomn Stock," Journal of Public Economics, 1978.
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Although adjusting for the price change reduces the gain at every income level,
the effect of the price level correction is far from uniform. In particular, the mis-
measurement of capital gains is most severe for taxpayers with incomes under
$100,000. Exhibit 1 compares the nominal and real capital gains and the corres-
ponding tax liabilities for each income class. The first row presents the net capital
gains as defined by the current law. Row 2 represents the corresponding real net
capital gains. In the highest income class, there is little difference between nominal
and real capital gains; in contrast, taxpayers with incomes below $100,000 suffered
real capital losses even though they were taxed on positive nominal gains.

The tax liabilities corresponding to these two measures are compared in rows 3
and 4. In each income class tip to $50,000, recognizing real capital gains makes the
tax liability negative. At higher income levels, tax liabilities are reduced but remain
positive on average; the extent of the current excess tax decreases with income.

Inflation not only raises the effective tax rate, but also makes the taxation of
capital gains arbitrary and capricious. Individuals who face the same statutory
rates have their real capital gains taxed at very different tax rates because of
differences in holding periods. For example, among taxpayers with adjusted
gross incomes of $20,000 to $50,000, we found that only half of the tax liability on
capital gains was incurred by taxpayers whose liabilities on real gains would have
been between 80 and 100 percent of their actual liabilities. The remaining half of
tax liabilities were incurred bv individuals whose liabilities on real gains would
have been less than 80 percent of their actual statutory liabilities.

In short, our study showed that inflation has substantially increased-roughly
doubled-the overall effective tax rate on corporate stock capital gains. Although
this estimate relates to 1973 (because that is the only year for whlch data of this
type is available), the continuing high rate of inflation means that the tax distor-
tion for more recent years is likely to be even greater.

CAPITAL GAINS TAX RATES AND THE SELLING OF CORPORATE STOCK

Although there has long been speculation about the extent to which high tax
ratos on capital gains deter individuals from selling stock, there has been little
hard evidence on the subject. In collaboration with two colleagues. I recently
completed what I believe are the first econometric estimates of the effect of capital
gains tax rates on the selling of corporate stock and the realization of capital
gains.

We actually carried out two studies using two quite different bodies of data.
Both studies indicate that capital gains tax rates have a very substantial effect on
individuals' decisions to sell corporate stock.

The first study analyzed the experience of a random sample of high income
investors whose 'portfolio behavior was recorded in a special survey carried out
1v the Federal Research Board in 1963. An important finding in an analysis of
that data was that two-thirds of the value of the proceeds of corporate stock
sales were reinvested in corporate stock and other financial assets within 1963.
Since some of the remaining one-third of the proceeds were held in cash and
reinvested in the following year, the data indicate that less than one-third of the
proeeeds of corporate stock sales were used to finance current consumption.

The evidence in that study showed that the amount that individuals sell is
quite sensitive to their tax rate. For example, on the basis of our statistical esti-
mates of the tax rate sensitivity of individual selling, we calculated the effect of
removing the 25 percent ceiling that was in effect in 1963 and taxing individuals
at one-half of their ordinary income rates. We found that this change would have
reduced the value of corporate stock sales by 23 percent.

Our second study used the same 1973 Treasury sample that I referred to a
few moments ago in discussing the effects of inflation.' This analysis again found
that individuals' selling of corporate stock is very sensitive to their tax rates.
We used this estimated behavior to calculate the effect of changes in the 1973
law. We found that limiting the rate of tax on long-term gains to 25 percent would
have nearly doubled corporate stock sales, from $29.2 billion to $49.5 billion.

The Treasury data also permitted us to evaluate the impact of differences in
tax rates on the amount of capital gains that individuals realize. We found that
the realization of gains is even more sensitive than the selling of stock. Using
the statistically estimated tax sensitivity, we calculated that limiting the capital
gains rate to 25 percent would have caused an almost three-fold increase in the

I This study iq reported in 'M. Feldatein. T. Slemrod and S. Yltzhaki. "The Effects of
Taxation on the Selling of Corporate Stock and the Realization of Capital Gains," National
Bureau of Economic Research, 1978.
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total value of net gains realized in 1973. Because of this great increase in the
realization of gains, the reduction in tax rates would have substantially increased
capital gains tax revenues. Our calculation indicates that the tax revenues on
corporate stock capital gains would have more than doubled if the tax rate had
been limited to 25 percent.

That concludes my summary of the studies of capital gains taxation. I hope
that you find that these facts are useful to you as you consider proposals to reduce
the taxation of capital gains.

EXHIBIT I

CAPITAL GAINS AND ASSOCIATED TAX LIABILITIES
[Millions of dollars

Adjusted gross income class

$10,000 $20,000 $50,000 $100.000 $200,000 More
Less 0 to to to to to to than

than 0 $10,000 $20,000 $50,000 $100,000 $200,000 $500,000 $500,000 All

1. Nominal capital
gains ........... 86 77 21 369 719 942 1,135 1,280 4,629

2. Real capital
gains ............ -15 -726 -895 -1,420 -255 437 839 1,125 -910

3. Tax on nominal
capital gains - 1 -5 23 80 159 215 291 374 1, 138

4. Tax on real
capital gains - 0 -25 -34 -52 58 141 235 337 66L

Senator PACKWOOD. Next we will have a panel consisting of MIt-.
James Davant, Mr. A. A. M[illigan, and Mr. Arthur Levitt.

Gentlemen, please come forward.
Excuse me.
Senator HANSEN [presiding]. Gentlemen, if you wouli be seated at.

the witness table and identify yourselves for the benefit of the reporter,
it would be helpful.

May I have your name, sir.
Mr. MILLIGAN. My name is Milligan, Senator.
Mr. LEVITT. I am Arthur Levitt, Senator.
Mr. DAVANT. James W. Davant, Mr. Chairman.
Senator hANSEN. Thank you very much, gentlemen. Who would

like to go first?
Mr. DAVANT. Well, since we are in competition with a ham sand-

wich, I guess I had better start and do it as fast as I can.
Senator HANSEN. As you undoubtedly know, there is a vote in

progress. Senator Packwood has just gone to vote, and before the
vote is completed, Senator Dole and I will be leaving here, too.
Hopefully Senator Packwood may have returned. If not, we will just
have to recess briefly until one of us gets back here.

Gentlemen, before you begin, let me say that your entire statements
will be included in the record. I can assure you that they will be
read. If you would like to summarize and take perhaps 5 minutes
each as a starter, that might get us off and running a little quicker.

STATEMENT OF JAMES W. DAVANT, CHAIRMAN OF THE BOARD,
PAINE WEBBER, INC., NEW YORK, N.Y.

Mr. DAVANT. I am James W. Davant. I am chairman of the board of
Paine Webber, Inc. Our firm serves about half a million individual
investors and we have some knowledge of their feeling.

Capital formation basically is our business and I am here because
I do sense and share a growing public concern about the falling rate
of capital formation in the United States.
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We are becoming what. I think someone has called a dis-developing
country'.

I believe the enactment of S. 3065 would be a major beginning to-
ward arresting anl reversing this trend. At the same time, it could
reduce unemployment without aggravating inflation. I would like to
concentrate by brief remarks on this proposal.

The Hansen bill deals directly with two major interrelated aspects
of the capital formation problem: The withdrawal of the individual
investor from our capital markets and the disproportionate impact of
capital scarcity on new and smaller businesses. I think we are just
beginning to understand the dimensions and the importance of these
twin trends.

The Nation's smaller businesses are suffering most, from the capital
shortage. This is crucial, because of the special character of their
contribution to economic growth.

There is a gathering body of evidence confirming that smaller
businesses are a principal source of new ideas, new jobs, and new
economic growth.

Yet, in the past decade, smaller companies have found it much more
difficult to obtain the capital they need to grow. I will illustrate the
point.

In 1969, for instance, companies with a net worth of less than
$5 million sold 548 new issues totaling $1.5 billion. In 1975, this type
of company cr'ered only four new issues for a total of $16 million.
Initial public offerings, which we can safely presume to come mainly
from smaller companies, declined from 646 in 1972 to just 46 last. year.

I think you will also find that larger companies can go to market
whereas smaller ones can't.

In 1972, we had quite a few initial public offerings. Last year, we
had none. These are the companies that are growing, idea companies.

The same thing is true in private placement areas. You need to be
larger now to go and get, private placement from institutions.

In the venture capital area, the same thing again is true. In 1968,
there were 300 high technology companies formed and none were
formed in 1976. This is consistent with our experience.

At the same time, the individual investor seems to be becoming
an en(iangered species. The number of individual investors, after
reaching an alltime high of 32 to 33 million in 1972, declined 18
)ercent in the next 5 years.

Traditionally these individuals have been the primary source of
equity capital for smaller businesses. They have been net sellers of
about $5 billion of corporate stock a year for the past 5 years.

The Treasury doesn't always gain from this. I know of a situation
just last week where a stockholder found that he could give away
his stock to an institution of higher learning. The Treasury got nothing
out of it and, of course, he came out better on his tax bill than he
would if lie hadn't given it away.

Today, more and more in(lividual savings flow into capital markets
through financial intermediaries, which are less and less willing to
invest in smaller businesses.

I don't think there is any real mystery behind these related trends.
They are largely the result of public policy. Individual investors are
abandoning the capital markets in part, because they feel abused,
ignored, and disenfranchised, and tax policy is a fundamental cause.
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In the name of tax reform, we have piled heavier and heavier pen-
alties on people who save and invest. The measures which provide in-
vestors with some limited protection from the full force of these pen-
alties are often called "loopholes." But these loopholes just did not
appear. They were written into the tax code to achieve specific pur-
poses. They are not part of some underhanded regressive income re-
distribution scheme designed to benefit the well-to-do. They were
specifically designed to encourage investment because investment
creates jobs and helps restrain inflationary pressures-and so is likely
to redistribute income more effectively than a dozen simple-minded
soak the rich schemes.

Somehow we have lost sight of these central public policy goals.
Since 1969, the maximum tax on capital gains has effectively been doubled.
This narrowing of the differential between tax rates on ordinary in-
come and the tax rate on capital gains is undoubtedly the single most
important factor inhibiting direct individual investment in equities.

Other penalties on capital gains were imposed at the same time. The
1969 act provided, for the first time, that $2 of long-term capital losses
would be required to offset $1 of ordinary income. The 1976 act ex-
tended the holding period for capital gains to 1 year.

No other major industrial country penalizes capital gains so severely.
Even in the U.K.-hardly an economic model-the top rate is 30 pe'r-
cent and there is no holding period. Our principal competitors in the
world markets-Japan and Germany-exempt capital gains from
taxes, as does Italy. Our rate is twice that of socialist Sweden.

These tax "reforms" have been advanced in the name of a plausible
principle, that all income, however derived, should be taxed equally.
Yet, the tax reformers want to enforce this equality unequally. They
want capital gains treated as ordinary income, but they don't want
capital losses to be fully offset against ordinary income.

It is more than coincidence, in my opinion, that the stagnation of
our equity markets and the decline in the number of individual in-
vestors (ate roughly from the passage of the 1969 Tax Reform Act.

The root cause of the investor's disenchantment may be that simple.
The contraction of the securities sales network-accelerated by other
governmental actions-has followed inevitably. As the number of
offices and salesmen has declined, the individual investor has further
tended to withdraw, in a kind of self-reinforcing spiral.

The capital problems of small businesses are the clear consequence
of these policy-induced trends. The final result is aggravated unem-
ployment, rates of inflation without precedent, and a declining rate of
productivity.

I think that the elimination of taxes on capital gains would be a
major factor toward solving virtually all these problems.

Senator HANsEX. If I could, let me observe that more than half
the time allotted for voting has expired. Mr. Davant, if you would
take just one more minute to wind ul), we will then leave to cast our
votes.

Mr. DAVANT. I will try.
Senator HANSEN. Please be assured that I will read your entire

statement.
Mr. DAVANT. Thank you.
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I think that the final word on progressivity and fairness belongs
to you, Senator Hansen. When you introduced S. 3065 last month,
you said, "It is both fair and right to offer the possibility of a meaning-
ful profit in return for assuring the risk of a new endeavor."

Messrs. Blumenthal, Eizenstat. Jordan, et. al. should be made to
write this on the blackboard about 100 times before they go home
from school.

The administration also tells us that the Hansen bill would cost, the
Treasury $2.2 billion annually, claiming this would add unacceptably
to the deficit.

But to accept this figure, we must accept an absurdity, that cutting
the capital gains tax will produce no changes in economic behavior.
The stock market will not go up; the rate of realization of capital
gains will not increase: the (ividend payout ratio will stay the same.

I think this is static analysis and it certainly doesn't bear scrutiny.
Surely the stock market went up 10 percent in the last 60 days.

I think that is not'beyond the realm of anticipation.
I (1 want to point out that the administration offers a slight reduc-

tion in the corporate tax rate and a boost in investment tax credit.
But a corporation must have profits to benefit from these proposals
and they would do little to relieve the capital raising problems of new
and smaller businesses and they would do nothing to stimulate the
entrepreneurial impulse. The largest corporations would stand to
benefit most.

Not long ago, Senator, I would like to say that Secretary Blumenthal
seemed to be thinking along the same lines.

"I find it hard to argue with common sense," he said in a speech in
Florida on the eighth of May. "The fall-off in equity capital, it seems
to me, can hardly help but encourage a trend toward dominance by
larger companies, a corporate sector abnormally skittish about eco-
nomic fluctuations, and a dearth of new, small companies dedicated
to testing, generating,and spreading technological innovations."

On the plane back from Florida, the Secretary must have been
reading Emerson, who tells us that "A foolish consistency is the
hobgoblin of little minds."

Senator HANSEN. I am going to have to run.
Mr. DAVANT. It, is difficult to think of any other explanation forhis

denunciations of the Hansen bill.
Thank you very much.
[The l)1'epared statement of Mr. Davant follows:]

STATEMENT OF JAMES W. DAVANT, CHAIRMAN OF THE BOARD, PAINE WEBBER, INC.

My name is James W. Davant. I am Chairman of the Board and Chief Executive
Officer of Paine Webber Incorporated and its largest operating subsidiary, Paine,
Webber, Jackson & Curtis Incorporated. Paine Webber is one of the largest full-
service securities and investment banking firms. We have 147 offices and more
than 2,400 registered representatives. Paine Webber provides a broad range of
financial products and services to individual and institutional investors, and to
corporations and public agencies. We serve about 500,000 individual investors.

Capital formation is our business, and I am here because I sense and share a
rowing public concern over the falling rate of capital formation in the United
states. We are becoming what someone has called a dis-developing country. I

believe the enactment of S. 3065 would be a major beginning toward arresting and
reversing this trend. At the same time, it could reduce unemployment without
aggravating inflation. I would like to concentrate my brief remarks on this
proposal.
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The Hansen bill deals directly with two major interelated aspects of the capital
formation problem-the withdrawal of the individual investor from our capital
markets and the disproportionate impact of capital scarcity on new and smaller
businesses. We are just beginning to understand the dimensions and the im-
portance of these twin trends.

'I ne nation's smaller businesses are suffering most from the capital shortage.
This is crucial, because of the special character of their contribution to economic
growth. There is a gathering body of evidence confirming that smaller businesses
are a principal source of new ideas, new jobs and new economic growth.

Yet, in the past decade, smaller companies have found it more and more
difficult to obtain the capital they need to grow. In 1969, for example, companies
with a net worth of less than $5 million sold 548 new issues totaling nearly $1,4
billion. In 1975, these companies offered only four new issues for a total of a little
over $16 million. Initial public offerings, which we can safely presume to come
mainly from smaller companies, declined from 646 in 1972 to 46 last year.

These aggregates are reflected clearly in the day-to-day activities of our com-
pany. Five years ago, for example, we were able to consider initial public offerings
for companies with after-tax earnings of $1 million or more. Today, we cannot
even discuss an initial public offering with a company unless it has after-tax
earnings of well over $2 million-plus unusual visibility or some exceptional
potential. In 1972, Paine Webber managed four initial public offerings. Last
y-ear, we managed none. In other words, most smaller, younger companies are
now effectively foreclosed from "going public"-the traditional first step for small
companies on the way to becoming bigger ones.

In the private placement market, too, the situation is particularly difficult for
smaller companies. Five years ago, a company with as little as half a million in
after-tax earnings could think in terms of a private placement. Now it must have
at least a million.

In the venture capital area, the situation is no better. Venture capital pools,
which once specialized in start-up situations, now seem to be focusing more and
more on later stage financings or re-financings of established companies. This
year, Paine Webber's venture capital operation is considering only one start-up
situation. It was reported recently that while 300 high-technology companies
were formed in the United States in 1968, none were formed in 1976. This is
consistent with our experience. From our vantage point, the business birth rate
seems to be approaching zero.

At the same time, the individual investor seems to be becoming an endangered
species. The number of individual investors, after reaching an all-time high of
32.5 million in 1972, declined 18 percent in the next five years. Now only about 25
million people own equities. Individuals-traditionally the principal source of
equity captial for smaller business-have been net sellers of about $5 billion of
corporate stock a year for the last five years.

Today, more and more individual savings flow into capital markets through
financial intermediaries, which are less and less willing to invest in smaller busi-
nesses. And the network of brokerage firm sales offices and salesmen serving
individual investors has been shrinking. I can tell you from personal experience
that when a securities firm closes a branch office, more often than not it is closing
the door to some sources of small business capital. The industry's branch office
network has been the life support system for the nation's smaller businesses.

There's no real mystery behind these related trends. They are largely the result
of public policy. Individual investors are abandoning the capital markets in part
because they feel abused and ignored and disenfranchised, and tax policy is a
fundamental cause.

In the name of tax reform, we have piled heavier and heavier penalties on people
who save and invest. The measures which provide investors some limited pro-
tection from the full force of these penalties are often called "loopholes", but these
"loopholes" didn't just appear. They were written into the Tax Code to achieve
specific purposes. They are not part of some underhanded regressive income re-
distribution scheme designed to benefit the well-to-do. They were specifically
designed to encourage investment, because investment creates j,)bs and helps
restrain inflationary pressures-and so is likely to redistribute income more
effectively than a dozen simple-minded "soak the rich" schemes.

Somehow we lost sight of these central public policy goals. Since 1969, the maxi-
mum tax on capital gains has effectively been doubled. This narrowing of the
differential between tax rates on ordinary income and the tax rate on capital gains
is undoubtedly the single most important factor inhibiting direct individual
investment in equities.
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Other penalties on capital gains were imposed at the same time. The 1969 Act
provided, for the first time, that $2 of long-term captial losses would be required
to offset $1 of ordinary income. The 1976 Act extended the holding period for
capital gains to one year.

No other major industrial country penalizes capital gains so severely. Even in
the U.K., the top rate is 30 percent and there is no holding period. Our principal
competitors in world markets-Japan and Germany-exempt capital gains from
tax, as does Italy. Our rate is twice that of socialist Sweden.

These tax "reforms" have been advanced in the name of a plausible principle-
that all income, however derived, should be taxed equally. Yet, the tax reformers
want to enforce this equally unequally. They want capital gains treated as
ordinary income, but they don't want capital losses to be fully offset against
ordinary income.

It is more than coincidence, in my opinion, that the stagnation of our equity
markets and the decline in the number if individual investors date roughly from
the passage of the 1969 Tax Reform Act. The root cause of the individual investor's
disenchantnent may be that simple. The contraction of the securities sales net-
work-accelerated by other Government actions-has followed inevitably. As
the number of brokerage offices and salesmen has declined, the individual inves-
tor has further tended to withdraw, in a kind of self-reinforcing spiral. The capital
problems of small businesses are the clear consequence of these policy-induced
trends. The final result is aggravated unemployment, rates of inflation without
precedent, and a declining rate of productivity.

The elimination of taxes on capital gains would be a major step toward solving
virtually all these problems. The egalitarian "reformers" would like us to see this
as a1 radical del)rture. In fact, it would do no more than bring the United States
into line with the majority of industrialized countries. According to the DRI/SIA
study, it would also bring a $200 billion gain in real GNP, create three million addi-
tional johs, and increase tax revenues by some $38 billion over the next five years.
The study conducted by Chase Econometrics arrives at similar conclusions.

I am told, however, that the outright elimination of the capital gains tax is a
political impossibility. If that is so, I strongly support the alternate proposal ema-
beo lied in the Hansen bill. The tax treatment of capital gains should be restored to
it. pre-1969 level. I believe this roll-back would produce such dramatic results that
an informed public debate on the merits of the outright elimination of the capital
gains tax would soon become politically feasible.

By providing incentive for the renewed participation of individual investors in
our equity markets, the Hansen bill would also help restore the flow of capital to
small businesses. Yet the Administration threatens to veto tax legislation contain-
ing such a provision, all the while assuring us of its concern for capital formation.
At best, this is naive. At worst, it is demagogic.

The Hansen bill imperils "progressivity" and "fairness", the Administration
tells us, pointing to the fact that a large portion of the "relief" would go to higher-
income taxpayers. Here the Administration has set itself against an intractable
reality: there is no way to increase investment that will not increase the rewards
to people who invest. If, to encourage growth, it is necessary to reduce taxes on the
returns from capital, the owners of capital will surely benefit.

Must we sacrifice economic growth to simplistic notions of what is progressive
and fair? When capital gains tax rates were raised in 1969, Government revenues
fell. Who kept the money the Treasury didn't get? These same higher-income tax-
payers, of course-by deferring the realization of capital gains or by shifting into
tax-free municipals and other assets that are less productive but harder to tax.

The fact is that while some higher-income taxpayers woulo be the most visible
beneficiaries of capital gains tax reform, they would not necessarily be the prin-
cipal beneficiaries. Workers would benefit as new jobs were created. Robert Strauss
might lose one of his jobs, but the rest of us would benefit significantly from a re-
duction in inflationary pressures.

The final word on "progressivity" and "fairness" belongs to Senator Hansen.
When he introduced S. 3065 last month, he said: "It is both fair and right to offer
the possibility of a meaningful profit in return for assuring the risk of a new en-
deavor." Messrs. Blumenthal, Eizenstat, Jordan, et. al. should be made to write
this on the blackboard one hundred times before they go home from school.

The Administration also tells us that the Hansen bill will cost the Treasury
$2.2 billion annually, claiming this would add unacceptably to the deficit. But
to accept this figure, we must accept an absurdity: that cutting the capital gains
tax will produce no changes in economic behavior. The stock market will not go
up; the rate of realization of capital gains will not increase; the dividend payout



344

ratio will stay the same. I believe the economists call this static analysis, and
I believe there is a growing awareness of its limitations. Static analysis also
produces the conclusion that higher tax rates on capital gains will bring higher
revenues. Yet when rates were raised in 1969, revenues fell. They are only now
approaching pre-1969 levels, and this in inflated dollars.

In contrast, a recent test of the Hansen proposal on the DRI model predicts
the following results for the period 1979-83: a $98 billion increase in real GNP;
a $46 billion increase in capital formation; 520,000 more jobs; an increase of $33
billion in Federal tax revenues. Such simulations, the Administration tells us, are
are based on unreasonable assumptions. The Administration objects, principally,
to the assumption that a cut in the capital gains tax rate will cause the stock
market to go up. Yet the 1)RI test assumed only a 10 percent market rise. The
stock market rose that much between mid-April and mid-May-in part, no doubt,
merely in anticipation of thepassage of some sort of capital gains tax relief. Is it
more reasonable to assume a modest rise in the stock market in response to a cut
in the capital gains tax, or to assume that nothing, including the stock market,
will change?

In lieu of the Hansen bill, the Administration offers a slight reduction in the
corporate tax rate and a boost in the investment tax credit. But a corporation
must have profits to benefit from these proposals. They would do little to relieve
the capital-raising problems of new and smaller businesses, and they would do
nothing to stimulate the entrepreneurial impulse. The largest corporations would
stand to benefit most from them.

Not so long ago, Secretary Blumenthal seemed to be thinking along the same
lines. "I find it hard to argue with common sense," he said in a speech in Florida
on the 8th of May. "The fall-off in equity capital, it seems to me, can hardly help
but encourage a trend toward dominance by larger companies, a corporate sector
abnormally skittish about economic fluctuations, and a dearth of new, snall
companies dedicated to testing, generating and spreading technological innova-
tions." On the plane back from Florida, the Secretary must have been reading
Emerson, who tells us that "A foolish consistency is the hobgoblin of little minds.'
It is difficult to think of another explanation for his denunciations of the Hansen
bill, which began just a few days later.

I believe the Hansen bill would provide relief where it is most needed, where
its effects would show up most promptly, and where its leverage would be greatest-
By providing direct incentives for the purchase of equities by individuals, it
would help restore the flow of capital to new and smaller businesses, our principal
source of new jobs and new economic growth. It would help improve productivity
and reduce inflationary pressures. I strongly support the Hansen bill and urge this
Committee to act favorably on it.

I thank the Committee for this opportunity to present my views. I will be
glad to try to answer any questions.

[A brief recess followed.]
Senator PACKWOOD. [presiding]. Gentlemen, please go ahead. Be

sure to talk into the microphone so that the people in the back can hear
you reasonably well.."

Mr. Levitt, are you next?
Mr. LEVITT. Yes, Mr. Chairman.

STATEMENT OF ARTHUR LEVITT, JR., CHAIRMAN, AMERICAN
STOCK EXCHANGE, NEW YORK, N.Y.

Mr. LEVITT. Mr, Chairman. my name is Arthur Levitt, Jr., and I
am chairman of the American Stock Exchange. I am here today
because of my firm conviction that private equity capital formation
within the American economy must be significantly" increased if we are
going to maintain our economic well-being and even our traditional
and cherished ways of life.

The administration, represented by what the Wall Street Journal
has called a "coterie of income levelers" at the Treasury Department,
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has taken an ideological position on what it calls "tax reform" which
becomes less and less defensible as the facts are brought forward.

The administration's inflammatory attacks on the proponents of a
reduction in -apital gains tax have )olarized the Nation on the basis
of arguments that I believe are totally unsupportable. I am here to
take a position on the other side of those arguments.

I am convinced that, the smaller corporation and the individual
investor must have the encouragement which would be symbolized by
a favorable change in our tax policy.

Furthermore, I believe that this issue cuts across the traditional
lines to reach not only the smaller corporation and the individual
investor, but also labor unions, minority groups, urban leaders, and
others who are interested in innovation, jobs, and economic growth.

The American Stock Exchange has recently mobilized representa-
tives of all of these groups to join us in presenting to the Congress
porposals for a sound and sensible Federal tax policy, which will
encourage the individual to return to the market to provide an im-
portant source of equity financing for the smaller corporation. Mayors
Tom Bradley of Los Angeles and Ed Koch of New York, as we~l as
former Governor Terry Sanford of North Carolina, a black business-
woman form Brooklyn, and a leader of a major national labor union
joined us in this testimony.

We are not talking about the needs of General Motors of duPont.-
we are talking about the grassroots of the American economy. We are
talking about companies like Drug Fair in Alexandria, Va.; Flowers
Industries in Thomasville, Ga.; the Golden Cycle Corp. in Colorado
Springs; Discount Fabrics, Inc., in Portland, Oreg.; Phoenix Steel in
Claymont, Del.; and the Wyoming Bancorporation in Cheyenne.
These are only a few of our nearly 1,100 listed companies whose
interests we are endeavoring to safeguard.

I strongly feel that the tax disincentives have played a significant
part in the decline of stock ownership that has occurred in the last
few years.

For years, American investors have endured burdensome taxes on
profitable investments without corresponding relief for losses.

The administration has talked about the urgent need to expand and
strengthen our economy by stimulating capital formation and pro-
ductivity, but its tax proposals on capital gains and losses would
have had the opposite effect.

I have spoken out against the administration's suggestion at every
opportunity, including a meeting this past Monday with top members
of Secretary Blumenthal's staff. The administration's proposals would,
in my opinion, worsen the already critical situation in the equity
capital markets without achieving any measure of tax equity.

Along with the bill's 60 cosponsors, I strongly support Senator
Hansen's bill which would restore the rate of tax on capital gains to
the 25 percent maximum which had been in effect for years.

I think the administration's efforts in opposition to the Hansen-
Steiger proposals have been totally misguided. Its economic analysis
demonstrates, in my judgment, a misleading negative bias against
these vital proposals. The Treasury predicts a $2.4 billion revenue
loss based upon a static analysis which assumes no increase in securi-
ties transactions or securities prices as the result of the tax decrease.
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Yesterday, Mr. Blumenthal told you that there is no credible evidence
permitting a projection of the bill's impact upon the stock market.
I think he is wrong. Commonsense and sophisticated econometric
studies predict a totally different result.

The administration's resort to an illusory tax "equity" to support
a hazardous alteration of our entire capital market structure is most
disturbing. Of course high tax bracket payers would be the direct,
beneficiaries of a rollback in capital gains taxes to pre-1969 levels-
they bore the entire brunt of the increase from those levels. The real
benefits we are talking about here are the benefits of increased employ-
ment and economic expansion. These benefits, which should vastly
overshadow any direct revenue loss to the Treasury, would go iii
large measure to low bracket taxpayers and to the general population.

The administration must be made to realize that productive capital
investment cannot be stimulated by modest tax cuts for individuals,
the bulk of which will only result in inflationary consumer spend'. ,,.
What we need-and I believe the public understands this despite L'Ile
administration's demagogery-are incentives to saving, not incen-
tives to spending. It is savings that will be translated into productive
investment and solid economic growth. The Companies and investors
that I represent are frustrated and discouraged by the administra-
tion's economic nit-picking of constructive tax proposals.

The administration claims that what it calls tax "equity" requires
a change in the manner in which cal)ital gains are taxed. Even if
this were true, the solution would not be to impose taxes which deter
high bracket taxpayers from capital investment. It would be vastly
more desirable to redu,,e taxes on capital gains of lower bracket tax-
payers and provide them with the incentive to make capital invest-
ments.

In my testimony before the House Ways and Mleans Committee
on March 7 of this year, I suggested a proposal which was designed
to accomplish precisely that goal. I proposed that a credit be allowed
to individuals against their tax liability of 10 percent of their invest-
ment during the year in new issues of common and preferred stock of
small- to medium-sized corporations. The credit would be limited to
$500.

Under the proposal, the benefits would also flow to small- and
medium-sized businesses, where they are most needed. The credit
would be allowed only in the case of new issues by corporations
with net equity of $25 million or less.

I would like to thank the committee for its time and patience.
I hope my testimony has been of assistance.
Senator PACKWOOD. Thank you very much. Your entire statement,

of course, will a pear in the record.
[The preparedstatement of Mr. Levitt follows:]

STATEMENT OF ARTHUR LEvITr, JR. OF THE AMERICAN STOCK EXCHANGE

Mr. Chairman and members of the Committee. My name is Arthur Levitt, Jr.
I am Chairman of the American Stock Exchange. I would like to thank the Com-
mittee for giving me the opportunity to testify on .a subject which I believe is of
crucial importance to the American economy-the taxation of capital gains and
losses.

More than one-half of the trading on the American Stock Exchange is done by
individual investors. The Exchange provides a market for the securities of more
than 1,000 small and medium-sized businesses. As Chairman of the Exchange I
am constantly in contact with the chief executive officers of numerous of these
businesses.



3,17

I am here today, 'Mr. Chairman, because I am of the firm conviction that pri-
vate equity capital formation within the American economy must be significantly
increased if we are to maintain our economic well-being and even our traditional
and cherished ways of life. The Administration-represented by what the Wall
Street Journal has called a "coterie of income levellers" at the Treasuiy l)epart-
ment-has taken an ideological position on what it calls "tax reform" which be-
come less and less defensible as the facts are brought forward.

I am here to take a position on the other side of that philosophical argument
I am convinced that the smaller corporation and the individual investor must have
the encouragement which would be symbolized by a favorable change in our tax
)olicy.

Furthermore, I believe that this issue cuts across traditional lines to reach not
only the smaller corporation and the individual investor but also labor unions,
minority group, urban leaders, and others who are interested in innovation, jobs,
and economic growth.

In the last few months the Amex has asked representatives of all of these groups
to join us in presenting to the Congress proposals for a sound and sensible fed-
eral tax policy which will encourage the individual to return to the market to pro-
vide an impoitant source of equity financing for the smaller corporation. Mayors
Tom Bradley of Los Angeles and Ed Koch of New York, recognizing the crucial
importance of younger, growing corporations to the revitalization of urban
areas, testified with us, as did former Governor Terry Sanford of North Carolina,
a black businesswoman from Brooklyn, a leading consumer advocate, a leader
of a major national labor union, and the heads of two Amex listed companies
who have had to look outside of the United States for the capital to expand.

We aren't talking about the needs of a General Motors or a duPont-we're
talking about the "grass roots" of the American economy.

We're talking about companies from your home states: companies like Drug
Fair in Alexandria, Virginia; Flowers Industries in Thomasville, Georgia; The
Golden Cycle Corporation in Colorado Springs; Discount Fabrics, Inc. in Portland,
Oregon; Phoenix Steel, in Claymont, Delaware; Alaska Airlines; and the Wyoming
Bancorporation in Cheyenne. These are only a few of the nearly 1100 companies
listed on the Amex whose interests we are attempting to safeguard. They are
interested, as I am, in bringing Main Street back to Wall Street.

In earlier years, businesses relied on equity capital as a major source of new
investment. Today, the situation has changed dramatically. Debt financing is
now the major source of capital. In 1977 the amount of debt financing was ten
times as large as equity financing. The debt-to-equity ratio of American companies,
particularly smaller companies, has become uncomfortably high, making them
increasingly vulnerable to changing credit conditions and more dependent on
banks and other lenders. Consequently, they are forced to emphasize caution at
the expense of initiative, innovation and expansion.

The decline of equity capital as a source of business expansion was described
by Secretary Blumenthal in a speech to the Bond Club of New York in November
of 1977. The Secretary noted that public offerings of equity securities by industrial
firms had fallen from an annual average of $7.4 billion in the period 1968 through
1972 to only $2.6 billion from 1973 to the present. Companies offering equity
securities for the first time were able to place only $230 million of equity capital
during the first six months of 1977, only a trickle compared to the $3.3 billion in
first issues which were placed in 1972.

In the last few years it has been virtually impossible for small and medium-
sized American businesses to raise adequate capital through the sale of common
stock. In 1969, the last year that the 2,5% maximum tax rate for long term capital
gains was in effect, companies with less than $5,000,000 in net worth raised $1.5
billion in 698 successful common stock offerings. In 1972, companies of this size
raised $918 million in 418 stock offering. In the entire four year period from 1974
through 1977, these equity-starved smaller companies were able to make only 80
successful offerings, raising an average of only $100 million a year.

Furthermore, I focus on equity capital because the American Stock Exchange
perceives that the participation of the average American citizen in equity invest-
ments in American enterprises has over the years been an essential factor in the
relative harmony of various groups within our economic system. Since 1970 we
have seen a drastic downturn in individual share ownership. By 1975, the United
States shareholder population had dropped from 30 to 25 million individuals, a
decline of more than 18 percent and the shareholder percentage of the entire
population was down to 11.8 percent, or scarcely one in eight. The percentage of
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shareholders with total investments of under $10,000 fell from 62 percent to less
than 50 percent; those with total investments of under $5,000 fell from 41 percent
to less than one-third.

Equally disturbing are the findings of a recent survey that there will be relatively
few new American stockholders in the immediate future. Of those who are former
owners of stock, only 8 percent indicated that they might again become share-
holders; and of those who had never owned sotck only 2 percent thought they
might acquire stock this year. Also, the fact that the average age of American
shareholders increased from 48 to 53 between 1970 and 1975 demonstrates that
America's young adults are not continuing in the tradition of citizen ownership
and that the shareholder population can be expected to continue to decline unless
effective measures are taken to make equity investment more attractive.

I strongly feel that tax disincentives have played a significant part in the decline
of stock ownership and the important source of equity capital which it represents,
particularly with respect to the kinds of small- and medium-sized businesses
listed on the American Stock Exchange. For years American investors endured
burdensome taxes on profitable investments without corresponding relief for
losses. Obviously such a system hits hardest at equity investment in small- and
medium-sized companies where the inherent risk of loss tends to be greater.
During recent years, limitations on the alternative tax and the imposition of the
minimum tax have created additional investment disincentives.

The President has talked about the urgent need to expand and strengthen
our economy by stimulating capital formation and productivity, but his tax
proposals on capital gains and losses would have had the opposite effect. I have
spoken out against the Administration's proposals at every opportunity, includ-
ing a meeting this past Monday with top members of Secretary Blumenthal's
staff. The Administration's proposals would in my opinion worsen the already
critical situation in the equity capital markets without achieving any measure
of tax equity.

On the other hand, I believe Senator Haskell's bill, S. 2428, would be a very
positive step in the right direction. The proposed "roll-over" should substant ally
improve the ability of qualified small businesses to raise equity capital without
a substantial direct revenue loss to the Treasury. This additional capital in the
hands of these innovative labor-intensive concerns would produce a very positive
overall impact on the economy.

Furthermore, along with the bill's sixty co-sponsors, I strongly support Senator
Hansen's bill, S. 3065, which would restore the rate of tax on capital gains to
the 25 percent maximum which had been in effect for years. Of course, any tax
on a transaction is a deterrent to those who would otherwise participate. Our
most successful economic competitors, including Germany and Japan, impose
no tax on long-term equity investments; a 25 percent maximum would merely
bring us in line with Canada, Great Britain, and Sweden. Our own experience
has proved that taxing capital gains at the rates currently in effect in the United
States sharply curtails equity investments.

I think the Administration's efforts in opposition to the Hansen/Steiger pro-
posals have been totally misguided. Its economic analysis demonstrates a mis-
leading negative bias against these important proposals. The Treasury predicts a
$2.4 billion revenue loss based upon on a static analysis which assumes no increase
in securities transactions or securities prices as the result of the tax decrease.
Sophisticated econometric studies, such as the ones undertaken by Data Re-
sources, Incorporated for the Securities Industry Association and by Chase
Econometric Associates, predict a totally different result.

The Administration's resort to an illusory tax "equity" to support a hazardous
alteration of our entire capital market structure is most disturbing. Of course
high bracket taxpayers would be the direct beneficiaries of a roll-back of capital
gains taxes to pre-1969 levels-they bore the entire brunt of the increase from
those levels. The real benefits we are talking about here, however, are the benefits
of increased employment and economic expansion. Those benefits, which should
vastly overshadow any direct revenue loss to the Treasury, would go in large
measure to low bracket taxpayers and to the general population.

The Administration must be made to realize that productive capital investment
cannot be stimulated by modest tax cuts for individuals, the bulk of which will
only result in inflationary consumer spending. What we need-and I believe the
public understands this despite the Administration's demagoguery-are incentives
to saving, not incentives to spending. It is savings that will be translated into
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productive investment and solid economic growth. The companies and investors
that I represent are completely frustrated and discouraged by the Administra-
tion's economic nitpicking of constructive tax proposals.

The Administration claims that tax "equity" requires a change in the manner in
which capital gains are taxed. Even if this were true, the solution should not be to
impose taxes which deter high bracket taxpayers from capital investments. It
would be vastly more desirable to reduce taxes on capital gains of lower bracket
taxpayers and provide them with the incentive to make capital investments.
Instead of stifling investment by those in a position to provide the capital which
is essential to our economy, let us encourage investment by those who are not
participating. We should provide incentives to bring the individual investor back
to the market and encourage investment in smaller corporations.

In my testimony before the House Ways and Means Committee on March 7th
of this year, I suggested a proposal which was designed to accomplish precisely
that goal. I proposed that a credit be allowed to individuals against their tax
liability of 10 percent of their investment during the year in new issues of common
and preferred stock of small to medium-sized corporations. The credit would be
limited to $500. Under the Amex proposal, the benefits would also flow to small
and medium-sized businesses, where they are most needed, since the credit would be
allowed only in the case of new issues by corporations with net equity of $25,000,-
000 or less.

Utilizing a credit, as opposed to a deduction, and limiting the credit to a specific
dollar amount, would assure that the benefits would flow primarily to the intended
recipients, middle income taxpayers. In essence, this would amount to a tax credit
for investors, a concept that the tax law has recognized as critical to stimulate
investment in other areas.

While it is difficult to assess the precise revenue impact of this proposal, a
preliminary study has indicated an initial direct revenue loss in the range of $25
million to $50 million. We are confident, however, that any direct revenue loss
would be minimal in relation to gains in employment and economic growth and to
the social utility of providing a broader base of ownership for the American
economy and strengthening the capital structure of America's small and medium
businesses.

I wish to thank the Committee for its time and patience. I sincerely hope that
my testimony has been of some assistance.

[From the American Stock Exchange Inc., June 29, 19781

AMEX CHAIRMAN LEVITT SAYS ADMINISTRATION'S STAND ON CAPITAL GAINS TAX-
ATION VILL CONTINUE To KEEP INDIVIDUAL INVESTOR OUT OF MARKETPLACE
AND DISREGARDS ESSENTIAL EQUITY CAPITAL NEED OF SMALL AND MEDIUM-
SIZED COMPANIES

Washington, June 29-American Stock Exchange Chairman Arthur Levitt, Jr.,
today warned that the Administration's stand on capital gains tax reductions
would continue to keep the individual investor out of the stock market and there-
fore would "worsen the already critical situation" for small and medium-sized
companies to raise equity capital--the key to maintaining this country's economic
well-being.

"The President has talked about the urgent need to expand and strengthen
our economy by stimulating capital formation and productivity, but the Admin-
istration's tax proposals on captial gains and losses would have had the opposite
effect," Levitt told a Congressional panel.

In voicing support for a bill introduced by Sen. Clifford P. Hansen (R-Wyo-
ming), which would restore the rate of tax on capital gains to the 25 percent maxi-
mum which had been in effect for years, the Amex chairman said that taxing gains
at the rates currently in effect in the United States sharply curtails equity invest-
ments and places the United States at a decided competitive disadvantage with
other countries. The Hansen bill is the Senate equivalent of a measure proposed
in the House by Rep. William A. Steiger (It-Wise.).

CITES COMPETITIVE ASPECTS

"Our most successful economic competitors, including Germany and Japan,"
said Levitt, "impose no tax on long-term equity investments. A 25 percent maxi-
mum would merely bring us in line with Canada, Great Britain and Sweden."

33-578 0 - 79 - 23
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STRONG VOICE BEFORE CONGRESS

Levitt testified before the Senate Subcommittee on Taxation and Debt Manage-
ment which is holding hearings on capital gains tax bills. Levitt's testimony marked
his third appearance before a congressional panel in less than four months in
which he has strongly urged lawmakers to pass tax legislation that will provide
investment incentives and stimulate equity capital formation.

In previous testimony before the House Ways and Means Committee and the
Senate Select Committee on Small Business, Levitt proposed that individuals be
allowed a 10 percent credit against their tax liability investments made during
the year in new issues of common and preferred stock of small and medium-sized
corporations.

CAPITAL FORMATION: HIGHEST PRIORITY

Additionally, Levitt has met in America's key financial centers with the invest-
ment community, municipal and labor leaders, chief executive officers of Amex
listed and prospect companies, and the news media to focus attention on the
problem of capital formation of this country and the need to attract the individual
investor back into the marketplace and to afford small and medium-sized com-
panies easier access to equity expansion capital.

Levitt also stated the case for elimination of tax disincentives to equity invest-
ment at a meeting this week with U.S. Treasury Secretary Michael Blumenthal
in Washington.

BENEFITS: MORE EMPLOYMENT, LOWER PRICES

Although noting that high bracket taxpayers would be the direct beneficiaries
of a roll back of capital gains taxes to pre-1969 levels, Levitt said "the real benefits
we are talking about here, however, are the benefits of increased employment and
economic expansion that a roll back to the capital gains tax would produce.
Those benefits, which should vastly overshadow the direct benefits, would go in
large measure to low bracket taxpayers and the general population," He added:

"If tax 'equity' is lacking in the taxation of capital gains, it is not necessary to
impose taxes which deter high bracket taxpayers from capital investments. It
would be vastly more desirable to reduce taxes on capital gains of lower bracket
taxpayers and provide them with the incentive to make capital investments.
Instead of stifling investment by those in a position to provide the capital which
is essential to our economy, let's encourage investment by those who are not
participating."

Levitt said participation of the average citizen in equity investments in Ameri-
can enterprises over the years has been an essential factor in the relative harmony
of various groups within our economic system. However, he said that studies have
shown that in recent years, middle income America has been dropping out of the
equity capital markets at an alarming rate. He cited these figures: in 1970, nearly
31 million individual Americans owned stock in America's corporations-over
15 percent of the population. By 1974, the United States shareholder population
had dropped to 25.3 million-less than 12 percent of the population.

SHAREHOLDER AGE RISING

Noting that the decline occurred principally among small investors, Levitt said
the percentage of shareholders with total investments of under $10,000 fell from
62 in 1970 to less than 50 in 1975, and those with total investment of under
$5,000 fell from 41 percent to less than one-third.

The average age of American shareholders increased from 48 to 53 during
those years, Levitt said, demonstrating that America's young adults are not
continuing in the tradition of citizen ownership and that the shareholder popula-
tion can be expected to continue to decline unless effective measures are taken
to make equity investment more attractive. He noted that this "disturbing"
expectation is further supported by the findings of a recent survey that there will
be very few new American shareholders in the immediate future.

The Amex chairman said the prospect of a continuing decline in the participa-
tion of American citizens in the equity capital markets "is as disruptive to our
social and economic system as are the direct economic consequences of this
decline on capital formation."
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RELIANCE ON EQUITY CAPITAL

In earlier years, he said, businesses relied on equity capital as the source for a
significant portion of new investments. Today he added, the situation has changed
dramatically with debt financing now the major source of capital. ie noted that
1977 companies borrowed about ten times as much as they obtained through the
sale of equity.

"The debt-to-equity ratio of American companies, particularly smaller com-
panies, has become uncomfortably high, making them increasingly vulnerable to
changing credit conditions and more dependent on banks and other lenders.
Consequently they are forced to emphasize caution at the expense of initiative,
innovation and expansion."

Citing government figures, Levitt said public offerings of equity securities by
industrial firms had fallen from an average of $7.4 billion in the period 1968
through 1972 to only $2.6 billion from 1973 to present, lie said companies offering
equity securities for the first time were able to place only $230 million of equity
capital during the first six months of 1977, "only a trickle compared with the $3.3
billion in first issues which were placed in 1972.

"In the last few years it has been virtually impossible for small and medium-
sized American businesses to raise adequate capital through the sale of common
stock," he said.

MIDDLE INCOME TAXPAYER TO BENEFIT

Levitt said his proposal for a tax credit, as opposed to a deduction, would
assure that the benefits would flow primarily to the intended recipients, middle
income taxpayers. "In essence, this would amount to a tax credit for investors,
a concept that the tax law has recognized as critical to stimulate investment in
other areas."

Under Levitt's proposal, which would carry a $500 credit limit for individuals,
the benefits also would flow to small and medium-sized businesses. Ile said this
is where they are most needed, since the credit would be allowed only in the case
of new issues by corporations with net equity of $25 million or less.

While he estimated the initial revenue loss to the government would be in the
$25 million to $50 million range, Levitt said any direct revenue loss would be
minimal in relation to gains in employment and economic growth and to the social
utility of providing a broader base of ownership for the American economy and
strengthening the capital structure of America's small and medium-sized
businesses.

Senator PACKWOOD. 2r. Milligan.

STATEMENT OF A. A. MILLIGAN, ON BEHALF OF THE AMERICAN
BANKERS ASSOCIATION

Mr. '\ILLIGAN. Mr. Chairman, I am here in my role as president of
the American Bankers Association. Our attitude and philosophy
was very appropriately and completely stated, quite by chance by a
fellow al ornian, Senator Cranston, this morning. We would sub-
scribe to his entire statement without any hesitation or qualification.
We have prepared remarks, but they would undoubtedly constitute
a redundancy and we will not inflict them on you. Our primary con-
cern here, is for the long-range economic health of the United States
and the problem that inflation poses for it. We feel very strongly that
this bill will attack that problem directly.

We are completely of the conviction that this proposal will, in fact,
encourage investment in risk captal, which will encourage investment
in new productive capacity. We believe this will give U.S. industry
the opportunity to grant noninflationary wage increases. It will re-
move the inflationary aspects of the wage increases which we are
presently experiencing, where wages are rising without appropriate
and commensurate increases in productivity.



352

We feel that one of the major effects of this bill will be attitudinal.
We think that this is very important, something that we cannot over-
look. The fact is, if a bill of this sort is passed by the Congress, it will
demonstrate to the business and industrial sectors of the United States
that the attitude of the Congress is constructive and that it means
what it says when it states that capital formation is of utmost impor-
tance to the Nation. We must do everything that we can to eliminate
what, has been an apparently adversary relationship, and this cer-
tainly would be one step along that route.

In rebuttal of the argument that this is a rich man's bill, we think
that the chance for the small man, if you will-small in current
economic circumstances-to have a rise in his prosperity does not lie
only in his ability to earn and save. Partially it does, but if he is going
to have any substantial rise, it is going to have to be on the basis of
capital gains. This has been the history of this country. It is what has
made it great economically. If the person who is currenty small in
total resources is deprived of this opportunity, it will not operate for
the long-range good of the country.

There is a further side effect here which we discuss in the testimony
we have submitted to the committee. There is a further benefit in
this bill to counteract some of the things included in the 1976 tax bill
that were not all that healthy or promotive of the economic well-being.
One of them was the carryover basis provision. The result of a lowering
of the capital gains tax would be to ameliorate the blow that has been
given to estates by that carryover basis provision. It would not, of
course, attack the carryover provision directly; it would simply serve
as an amelioration thereof.

Mr. Chairman, I think that will conclude my remarks. As I sad, we
did have formal remarks, but in the interest of time and by virtue of
the fact that it would be a redundancy to read them, we are very
grateful to you for the opportunity to be present here and to support
this bill.

Senator PACKWOOD. All of your statements will appear in the record.
You are all very tolerant to have sat here this long, especially while

we have to run off and vote occasionally.
Let me say that generally the information we have received so far

has been extraordinarily helpful. I know that on occasion witnesses
may wonder if politicians care about facts or pay any attention to
facts. I can tell you that when it comes time for politicians to argue
and convince other politicians, that the kind of facts that we have
reviewed this morning are absolutely critical. I appreciate your effort
very much.

I have no further questions.
Seuator Hansen?
Senator HANSEN. Thank you, Mr. Chairman. I have no questions.

I would just echo the well-thought-out statement made by the chair-
man and would add that I think politicians understand matters better
than they may generally be believed to understand them.

It is important to make the right decisions, because a lot of these
fixes, though they may be only temporary, if things don't work out
the way we hope they would work out, will come back to haunt us.
So, I subscribe entirely to the statement of my chairman in saying
that it is terribly important that we have the best advice we can get
in an area that is as esoterically filled with information as this one is.
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I appreciate very, very much the wisdom and experience you have all
brought here today. Thank you very much.

Senator PACKWOOD. Thank you again, gentlemen, very much.
Mr. MILLIGAN. Thank you, Mr. Ch airman. It has been very obvious

to those of us sitting here in the audience this morning that you Senators
have studied this issue quite well. There is no doubt lingering in any-
body's mind on that score.

Senator PACKWOOD. Thank you.
[The prepared statement of Mr. Milligan follows:j

STATEMENT OF A. A. MILLIGAN, ON BEHALF OF THE AMERICAN
BANKERS ASSOCIATION

Mr. Chairman and members of the Subcommittee, I am A. A. Milligan, Presi-
dent of the Bank of A. Levy, Oxnard, California, and President of the American
Bankers Association, a trade association whose membership includes more than
ninety-two percent of the nation's 14,383 insured full service banks. I am appear-
ing today on behalf of our Association to testify on S. 3065, a proposal introduced
by Senator Hansen to change the tax treatment of capital gains.

Since 1968, long term capital gains taxes have been raised to a maximum of
35p ercent and inclusion of the gains in computing minimum tax liability has
pushed the tax rate to nearly 50 percent for some taxpayers. In addition, the
holding period for assets to become taxable at the long term capital gains rate
has been extended to one year from six months. Under the Hansen proposal,
which has also been introduced in the House by Representative Steiger, the
holding period would remain one year but the maximum effective capital gains
tax rate would revert to 25 percent for individuals and corporations after Jan-
uary 1, 1980.

SUMMARY-AMERICAN BANKERS ASSOCIATION, STATEMENT BEFORET HE SUBCOM-
MITTEE ON TAXATION AND DEBT MANAGEMENT OF THE SENATE FINANCE
COMM ITTEE

We support the Ilansen/Steiger proposal because: It will encourage investment
in risk capital.

This in turn will encourage investment in new productive capacity which will
counter inflation.

The enhanced productive capacity will facilitate the granting of non-inflationary
wage increases.

The increased investment in productive capacity will stimulate incomes and
employment.

Much of the increased investment will be in equity capital which will counter
n. trend towards the use of debt and encourage sounder capital structures.

The proposal will move towards facilitating rather than hindering the sale of
appreciated assets.

The improved functioning of the capital markets resulting from the proposal
will aid newer businesses which, although risky in nature, have a high rate of
technological innovation and job creation.

Revenue losses to the Treasury are likely to be minimal because of the increased
incomes and sales of assets the proposal will generate.

Finally, since many capital gains have, in fact, been losses after adjustment for
inflation, the proposal will lessen the taxation of assets whose value is already
being substantially diminishedd by the hidden tax of inflation.

The Ilansen/Steiger proposal must be considered within the context of the
turbulent economic conditions that have buffeted our economy during the last
twelve years. The biggest problem has been roller coaster inflation and our in-
ability to come to grips with it. Price controls only made matters worse and the
various types of jawboning have only caused confusion and uncertainty. Re-
strictive monetary policies have helped, but they have had undesirable side effects.
The inability of the Goverment to curb deficit spending and come to grips with
inflation has diminished confidence in our leadership and prompted ordinary
citizens to ask their representatives for new approaches.
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Unemployment has also followed a roller coaster pattern but its long run average
seems to have increased. Demographic factors, including increased labor force
participation of second wage earners and the entry into the labor force of people
born during the baby boom of the fifties, account for some this trend. But eco-
nomic instability undoubtedly accounts for much of it. Some policymakers have
proposed to cure the unemployment problem by increased public sector jobs and
even making the government an "employer of last resort." To taxpayers, who
perceive mediocre performance in many government programs and increasing
numbers of stultifying government regulations, such a solution is clearly inade-
quate. They want the solution to be oriented towards the private sector.

Throughout the difficult ups and downs in the business cycle, longer term prob-
lems have been surfacing which have also disturbed ordinary citizens and policy-
makers. Our ability to grant noninflationary wage increases to our workers has
been limited by slow growth in the productivity and the amount of the capital
they have had to work with. We have been saving less of our income than our
major trading partners. We rank very low in terms of the percentage of tax reve-
nues received through taxes on consumption. Relative to other nations we are near
the top in terms of percentage of tax revenues received from corporate and house-
hold income. And we have one of the most burdensome capital gains taxes in the
world. These facts have led many to conclude that our economic problems stem
primarily from the restrictions and burdens Government places on private activ-
ity. Relief of the excessive burdens of the capital gains tax is a solution many are
finding increasingly attractive.

We are well aware of the concerns members of this Subcommittee have for the
effect tax reduction proposals have on revenues to the Federal Treasury. Public
debate between representatives of the Treasury and the proponents of S. 3065
on this aspect of the Hansen/Steiger proposal has been quite illuminating. The
Treasury initially focused only on its revenue loss, implicitly ignoring all other
behavioral changes that might occur in the private sector because of such a tax
reduction. This assumption is highly unrealistic for two reasons. First, this form of
tax reduction will lead to increases in investment in risk capital which in turn will
generate investment in plant and equipment, employment,, and increased incomes.
The increased incomes and employment will ultimately lead to additional reve-
nues for the Treasury. Second, the current high level of the capital gains tax
creates an incentive for many people to hold on to assets they would otherwise
want to sell. The reduction in the tax would prompt additional sales of such assets
thereby increasing Treasury revenues from the capital gains tax.

Some have even said the Hansen/Steiger proposal would involve no revenue loss
to the Treasury. While we are not I)relpard to endorse any particular study or
estimates, we do suggest, for reasons cited above, that this type of tax reduction
would have a significant feedback effect which would probably result in less
revenue loss to the Treasury than most other forms of tax reduction. Considera-
tion of feedback effects is most important for any tax reduction proposal and,
indeed, all forms of public interference in the private economy. Consideration of
only direct revenue effects is tantamount to assuming that government taxes have
little or no indirect influence on private behavior. In this case, the evidence seems
to point in exactly the opposite direction. Namely, that the structure of our tax
system and the economic instability brought on by our monetary and fiscal policies
have had a very deleterious effect on savings and capital formation.

Two of the most undesirable effects of the high level of the capital gains tax
have already been mentioned. The tax tends to penalize investment in new ven-
tures. In the past, such ventures have become highly productive. The tax also
encourages investors to hold on to assets long after they might have otherwise sold
them. The third, and perhaps most undesirable effect of all, is that it does not
distinguish between real and nominal capital gains. Recent research has indicated
that a substantial portion of the capital gains tax is being collected from people
whose gains, after adjustment for inflation, are, in fact, losses. Such taxes have
destroyed a substantial portion of the capital available for investment in risk
assets. Congress has sporadically recognized the deleterious effect inflation has
had on real incomes andi, from time to time, adjusted income tax rates downward
to some extent. No such adjustments have been made in capital gains tax rates.
In fact, the Tax Reform Act of 1969 adjusted these rates upward. The ensuing
eight years have been marked by turbulence and decline in stock prices andi sub-
stantial inflation. A more balanced approach to the adjustment of capital gains
tax rates for the effect of inflation would be most constructive.
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As managers of capital on a fiduciary basis, bank trust officers are acutely
aware of the problems caused by the capital gains tax because of its impact on
investment decisions. I would like to present three hypothetical situations which
illustrate the burdens the capital gains tax places on the management of capital
by trust departments.

The first situation, and one banks see constantly, is when a customer turns to a
bank trust department for investment management or advice on securities he has
acquired over a period of years. Upon analysis it becomes clear that while the
securities have appreciated substantially in dollar value, their dollar value falls
significantly short of the price paid for the securities if adjusted for inflation. In
the years between 1968 and 1978 the cumulative inflation has been approximately
87 percent but few investment portfolios have done that well. Despite the loss in
real dollars, if securities are sold, a capital gains tax which might amount to almost
50 percent will have to be paid on the nominal appreciation.

Another situation trust departments see involves the case of the successful
small businessman. As he reaches the age when he wishes to retire, he would like
to sell the stock of his company to someone and invest in a diversified portfolio to
protect his savings. Unless his prospective successor in the business can buy a
substantial interest in the company, he is unlikely to be interested in the business.
Unfortunately, our small businessman finds himself with a practically zero cost
basis and any sales of stock will mean a substantial capital gains tax. His alterna-
tives are to sell the business over a period of years if he can find a purchaser who
wants to run the business, or find a conglomerate which is interested in acquiring
his business in a tax free exchange of securities. This latter course is possibly a
good answer to his problems. lie would, in effect, achieve some diversification by
being able to invest in a conglomerate. However, it is unlikely that a small business-
man will find a conglomerate or any other corporation that is interested in a
securities exchange as opposed to outright purchase of the assets of the business.
There are also few purchasers available for installment sales. The only courses
usually available to the retiring small businessman is outright sale and payment of
the capital gains tax or holding on to the business while someone else runs it.

Thus, aside from being a strong disincentive for initial stock investment, the
capital gains tax also exerts a significant negative impact on capital preservation.
This iml)act has prompted some to suggest that capital gains should he taxed only
when they are consumed, and not when they are reinvested in other capital assets.

In 1976 Congress changed the law relating to the income tax basis of property
passing at death by adopting carryover basis. This change has further complicated
investment policies and practices in managing portfolios of estates and trusts.
Suppose a person (ties with an estate consisting primarily of a stock portfolio. The
decedent's cost basis information is necessary to ascertain gain or loss consequences
on prospective asset sales, and it is an important element in planning the most
advisable distribution program for heirs. The cost basis can only he determined
after difficult and lengthy research, but (luring this period liquidation of a',sets
will be necessary to cover estate taxes and liabilities. The Tax Reform Act has
placed many individuals and fiduciaries in the untenable position of having to
act on the incomplete information with unknown consequences, or not acting and
accepting uncertain market and financial risks. Tax consequences depend on
whether a gain or loss (and the amount) will occur on sales and to determine this
the executor must know the decedent's cost, December 31, 1976 value, and date
of death value of the assets to he sold. Also the executor needs to know the de-
cedent's acquisition (late to determine whether this would be a long-term or
short-term transaction. Obviously, until these data are available, which may take
years to determine with all the complications added by carryover basis, any
action to sell the stock would b~e based on incomplete information with unknown
potential financial impact (and liability) for the estate. The higher the capital
gains rate, of course, the greater the impact of any decision to sell a stock having
an uncertain basis. Carryover basis will also subject heirs to greater capital gains
tax burden on the sale of property they have received from a decedent. Lowering
the capital gains rate will not help to solve the massive paperwork and technical
burdens carryover basis has created, but it will lessen the heavy tax burden im-
posed on property passing through estates. Of course, the real solution to this prob-
lem is the complete repeal of carryover basis, a move we strongly recommend to the
Congress.



356

The changes in the capital gains tax in the Tax Reform Act of 1969 were based
on a particular type of tax philosophy that has economic implications that were
not completely anticipated at the time and perhaps shouldbe reviewed more
thoroughly by this subcommittee. An extreme form of this philosophy says that
capital gains should be treatedxas ordinary income and subject to the same pro-
gressive tax rates as other types of incomes. Coupled with this has been a movement
to indirectly eliminate the value of tax incentives for activities Congress has
deemed to be socially desirable. Thus, not only were capital gains tax rates increased
in response to theoretical arguments that the gains were no different from other
forms of income, but capital gains were put under minimum tax provisions under
the theory that such income, taxed at less than ordinary income tax rates, should
be subject to an additional minimum tax. We believe the evaluation of different
types of income for tax purposes is a decision of the Congress that should be
governed by economic realities and not abstract theories of taxation or the defini-
tion of income. Proponents of treating capital gains as ordinary income also stress
the need for a minimum tax. They frequently cite statistics indicating that small
numbers of people with high income pay no taxes. They rarely seem to discuss
the fact that consistent treatment of both capital gains and losses as ordinary
income could lead to increases in the number of people paying no taxes during
years of declining asset values. It is our opinion that Federal tax policy should
be determined by an assessment of economic realities and priorities determined
by the Congress. We believe the time is ripe for tax reduction that would stimulate
investment in risk capital.

Our strong endorsement of the Hansen/Steiger proposal does not indicate a
lack of recognition or support for the Carter Administration's attempt to deal
with the problem of capital formation and saving. The lower corporate tax rate
and extension of the investment tax credit are useful devices which should not be
viewed as substitutes for the Ilansen/Steiger proposal. The probability of strong
revenue feedbacks under the Ilansen/Steiger proposal indicates it should be con-
sidered separately. It should be noted that past tax changes have hed the effect
of reducing corporate rates while increasing capital gains rates. While a case can
be made for a general reduction in corporate taxes, specific treatment of capital
gains within the overall package will create a more balanced approach to tax
reduction as it affects capital formation and saving.

Senator PACKWOOD. Our next witness is Mr. Andrew J. Biemiller,
legislative director of the AFL-CIO.

Mr. Biemiller, welcome to the committee today.
Andy, thank you for your patience, also.

STATEMENT OF ANDREW J, BIEMILLER, LEGISLATIVE DIRECTOR,
AFL-CIO, ACCOMPANIED BY RUDOLPH OSWALD, DIRECTOR, DE-
PARTMENT OF RESEARCH, AFL-CIO

Mr. BIE.ILLER. Thank you, Senator. I am pleased we were able
to get here today.

I am accompanied by Dr. Rudolph Oswald, the director of the
department of research of the AFL-CIO.

\Ir. Chairman, we are pleased to have this opportunity to present
our views on the three bills before this subcommittee which in various
ways would reduce taxes on capital gains income.

We should like to state at the outset that we are opposed to all
three of the proposals.

All would widen a tax preference which we consider the most
serious inequity in the Nation's tax laws; each of the threB bills is
costly in terms of lost Federal revenue; each measure conveys its
benefits almost exclusively to wealthy individuals and/or corpora-
tions; and each would complicate the tax code even further. And, as
important, congressional approval of any of these loophole widening
measures would reinforce and intensify taxpayer unrest, cynicism,
and distrust.
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S. 3065, the Hansen-Steiger proposal, would undo the steps toward
capital gains reforms made in 1969 and at the same time would
remove the presently untaxed half of capital gains income from the
list of tax preference items that are subject to the minimum tax.

Since capital gains account for over 80 percent of the preference
items covered by the minimum tax, the measure would, in effect,
destroy the minimum tax, a measure put into law in 1969 as an attempt
to see that wealthy tax avoiders made some contribution to the
Nation's tax burden.

The measure has been estimated to amount to an annual loss to
the Treasury of some $2.4 billion. High income individuals would
receive $1.9 billion. The measure would also lower the tax on cor-
porate capital gains from 30 percent to 25 percent, providing an
estimated $500 million in benefits to corporations.

The data developed showing the distribution of the benefits of this
measure rank this proposal as one of the most regressive measures
we have ever seen. We have attached a table showing the distribution
of the benefits by income group. Among the features demonstrated
by the table are: (1) only a tiny minority, less than 0.5 percent, of
all the Nation's taxpayers receive any benefit; (2) the vast majority,
98 percent, of low-, middle, and upper-middle-income taxpayers
receive nothing from the proposal; (3) two-thirds of the revenue loss
would go to 37,000 taxpayers with incomes of over $200,000. Their
.verage cut would be over $33,000.

We would also like to call the committee's attention to a Treasury
analysis of an identical measure proposed by Congressman Steiger
in the Ways and Means Committee, H.R. 12111.

Treasury Secretary Blumenthal, in a May 11, 1978, letter to the
Ways and Means Committee pointed to the unfairness of the measure
and noted: "Proponents of these measures have said the, will gain
rather than lose revenues. These claims are based on extremely un-
realistic economic assumptions. For instance, the proponents assume
that the measures would produce an enormous boom in the stock
market-a 40-percent increase in stock values in one study-an
effect supported by neither evidence nor logic.

"Focusing tax relief in this limited area would severely unbalance
the allocation of resources within the investment sector. Great
amounts of relief would flow to existing assets rather than toward
stimulating new investment. Similarly, relief would be inefficiently
distorted toward those enterprises which, for various technical reasons,
can convert their income into the capital gains form. One result would
be an increase in the expensive charade of elaborately structuring
business deals so as to transform ordinary income into capital gains."

S. 2428 would permit individuals to avoid tax liability on profits
from the sale of a business investment if the investor reinvests at
least 80 percent of the proceeds within a 12-month period.

We assume from the bill's title, the "Small Business and Farms
Capital Preservation Act," that this is a device intended to help
small business. Yet, as we understand the measure, the tax benefits
go not to small business, but to investors and only to those investors
that can reap a profit from selling or exchanging "small" business
assets.
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While it is conceivable that such a measure might shift some in-
vestment funds in the direction of smaller businesses, the measure
would also encourage speculation and rapid investment turnover. At
the same time, it would not help small businesses that are just start-
ing up or are marginal. But it would encourage wealthy, successful"smaller businessmen" to sell out to large companise.

Moreover, there is really no way to evaluate the beneficiaries. The
bills' benefits are, for example, limited to "qualified small business
investments" which are "within the meaning of section 3 of the Small
Business Act."

Mr. Chairman, we have attached a copy of that particular section
of the Small Business Act, and would like to call this committee's
attention to the broad and extremely loose criteria for defining "small
business."

For example, section 3 of the Small Business Act defines a small
business as: "h'ficluding, but not limited to, enterprises that are
engaged in the business of production of food and fiber, ranching and
raising of livestock, aquaculture, and all other farming and agricultural
related industries, independently owned and operated, nut dominant
in its field of operation."

No specific criteria are given and even the general criteria are
hedged and vague.

Such a loose definition might be appropriate for the types of aid
available under the Small Business Act and the adTninistroti;e pro-
cedures established; but it is surely not an appropriate definition for
targeting a tax reduction.

The major feature of S. 2608 is to increase the present 50-percent
exclusion of capital gains income by as much as 80 percent, depending
on the len th of time the asset is held.

Under tKis bill, the present 50-percent exclusion would increase by
2 percent for each year the asset was held by the taxpayer. The
measure, therefore, increases the preferential tax treatment available
to those who receive capital gains.

The justification for such a measure completely escapes us. It is
our understanding that most advocates of even more liberalized
treatment of capital gains income claim that the capital gains tax
causes a so-called lock-in effect leading taxpayers to hold on to assets
longer than would be justified on pure economic or financial efficiency
grounds.

Increasing the tax benefits incrementally, as this measure does,
would, in our view, merely increase the effect of tax considerations
on decisions to buy, sell, invest, or reinvest.

Section 2 of S. 2608 would repeal the alternative tax for individuals.
Under current law, a 25-percent ceiling applies to the tax on the first
$50,000 of capital gains. Such a measure was proposed by the adminis-
tration last January; and though it represents only a modest step
toward capital gains reform, it is a step in the right direction.

Last December, the AFL-CIO convention spelled out a series of
tax reform measures to promote "tax justice."

The first item on the AFL-CIO's agenda was an end to the capital
gains loophole and the convention stated that the capital gains
preference "represents the single most significant impediment to tax
justice."
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This past February, the AFL-CIO Executive Council stated, "We
believe there is no justification for the capital gains loophole, the
most glaring loophole in the tax structure, benefitting mostly those
at the top of the economic ladder."

We urge you to consider the capital gains reform measure we
recently suggested to the Ways and Means Committee in our testi-
mony on the administration's tax proposal.

Specifically (o the following.
Reduce the present 50-percent exclusion for individual capital

gains in three steps so that in the first year only 33" percent of such
gains would be excluded; in the second year the exclusion would
drop to 16.7 percent; and in the third year such gains would be taxed
as ordinary income. We would support under such circumstances
appropriate liberalizations in the treatment of capital losses and meas-
ures to protect homeowners.

Establish a comparable phase-in for taxing the appreciated value
of gains passed on at death with appropriate exemptions and exclusions
for spouses, smaller estates and family farms. Such taxes should then
be allowed as a deduction for estate tax purposes.

For corporate capital gains, the present 30-percent tax could be
increased by 6 percentage points per year to bring it up to the full
corporate tax rate after a 3-year period.

Mr. Chairman, we urge you to reject S. 3605, S. 2428, and S. 2608
and any and all other attempts to widen the capital gains loophole
even further.

Mr. Chairman, may I request that we attach to our testimony a
copy of the letter which President Meany sent to President Carter
backstopping the President's point of view.

Senator Hansen [presiding]. That and your statement will be in-
cluded in the record.

Senator HANSEN. Mr. Biemiller, let me state first that Senator
Packwood just got word that a member of his family was seriously ill.
that is why he had to leave. He wanted me to tell you that and to
extend his appreciation for your appearance here today.

Mr. BIEMILLER. I am sorry to hear that.
Senator HANSEN. We know that these hearings have a way of

dragging on and keeping people longer than they earlier had believed
they would be here. We certainly do appreciate your appearance here
this morning and your testimony.

Would the ALF-CIO favor an absolute exclusion from taxation
of the proceeds of the sale of a home?

rI'. BIEMILLER. I will refer that to my colleague, Dr. Oswald.
Mr. OSWALD. Senator, the AFL-CIO feels that it would depend

upon the particular circumstances. If it is the sale of homes that have
been owner-occupied, particular accommodation woul(l have to be
made so that there would not be complete taxation on the increase
that might come about from selling that home.

As you know, currently tax law allows the postl)onement of taxing
gains that result when an owner sells his home-he does not pay a
capital gains tax if he reinvests in a new home of equal or greater
value. We would feel that at some time, which frequently takes
place prior to retirement, that a person sells his home and moves into
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either rental property or something else, some adjustment would then
have to be made to take account of the capital gains which has come
about as a result of that sale of owner-occupied home.

Senator HANSEN. If I could interrupt, you on that point, we have a
number of letters in my office which come not only from Wyoming
but from other places as well, which come from older persons whose
principal asset is a home. The present provision in the law I don't
think addresses their problem at all, because they would not be rein-
vesting in a home. They are moving out of a home which they own.
I do think they deserve better treatment than what they now receive.
Is that what you are saying, too?

Mr. OSWALD. Yes.
Mr. BIEMILLER. Yes.
Senator HANSEN. In your testimony, Mr. Biemiller, on page 4,

you speak with reference to the sliding scale provision in S. 2608--
that is on the top of the page. You spoke against the bill.

Part of the concept behind that provision was to take into account
the erosive effects that inflation has.

Now, in many of the adjustments that have been made in our
economy, as you know, wage increases, so far as people in the private
sector go, and wage increases being paid to government workers, the
salary increases, have reflected the fact that'inflation erodes the pur-
chasing power of everyone. I gather that you do not, not feel that this
same consideration is due a person who sells a capital asset. Is that
what, you are saying?

Mr. OSWALD. Senator, if I may respond, currently people selling
capital assets are already given the favorable treatment o paying a
tax on only half of the capital gain. You do give the example of the
Wage earner who pays a tax on his full wage. Today that is also not
indexed.

Obviously Congress periodically reconsiders the tax situation and
has made some adjustments to try to offset some of the drag on the
economy of just the higher inflation impact. But we feel that in terms
of this particular feature capital gains, it is already taken care of.

It, may be something to take into consideration if you moved into
direction that we urge, which would be to remove completely the capi-
tal gains preference. But in the current situation, which this would
build on, where capital gains are only taxed at a 50-percent rate,
you will find that capital gains are already more than adequately
compensated for.

Senator IIANsENs,. Back in the time of President Franklin Roosevelt,
he had a tax change brought into effect which reflected a long term
capital gains tax, that, is, reflecting the fact that the longer you have
had an asset, the more favorable should be the tax treatment on that
asset when it is sold.

What is your position on that concept, Mr. Biemiller?
Mr. OSWALD. Senator, if I may, at that time the whole tax struc-

ture was such that the tax rates were much different than they are
today. I think the response that we gave to the previous question is
significant in that, it would treat capital gains the same way.

As we said, if capital gains were taxed the same as ordinary income,
then some sort of consideration might be given for the real deprecia-
tion or appreciation of capital gain. But currently it is only taxed at
50 percent of the normal rate. The benefit is more than adequately
taken care of.
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Senator HANSEN. Does your answer imply that the tax rate, the
overall thrust of taxation, was even more oppressive in President
Roosevelt's day than it is now?

Mr. OSWALD. No.
Senator HANSEN. Would it, have been less then than now?
Mr. OSWALD. Senator, the tax rates that were in effect in the early

art of the President, Roosevelt's tenure were very low; but in the
matter )art, during World War II, obviously the rates were substan-

tially higher.
Senator HANSEN. After we got involved in the war I know that

we enacted a lot of war taxes.
Is it your understanding that this long term capital gains tax was

enacted in response to the heavy burden of wartime taxes?
Mr. OSWALD. No, sir. Capital gains were in existence far before

that.
The thrust of my response, Senator, is that at that time, most

working people paid no income tax whatsoever', because of the way
that the tax structure was set up.

What President Roosevelt was doing was he was looking at a
situation where effective tax rates were essentially only on, effectively,
the wealthy, and to that extent capital gains were a different situation.

I think today we are looking at a situation where the heaviest
tax burden is precisely on the working people, where capital gains
)rovisions treat those types of incomes substantially different than

earnings from wages and salaries.
I think one cannot make the comparison today where the tax

burden is so heavv on wage earners and say that we can apply the
same logic that President Roosevelt used in the thirties to today. That
situation doesn't exist anymore. In terms of equity, we need to look
at who is paying the heavy share of the taxes, and are we treating in-
come from two different sources, from capital gains, substantially dif-
ferent from income, from working. The answer is that today we do.

Senator HANSEN. It would be my belief that there were practically
no taxes, if any, during Roosevelt's (lay on the typical wage earner.
But there are a number of taxes on him'now, as I am certain you and
I would agree. It would seem as though this sliding scale for capital
gains wouId be of benefit to most workers today who do have some
property. At one time or other they are going to ;ell it.

Are you opl)osed to taking into account the effects of inflation?
Mr. OSWALD. Senator, we have indicated that for owner-occupied

homes there should be a separate type of consideration; but not for
all capital gains; and not as long as all capital gains are only treated
as being half-taxed, taxed on only half their value. We are making that
distinction between an owner-occul)ied home that is eventually ol
where there should be a separate consideration, versus the general
treatment.

Senator HANSEN. I think we have had a lot of testimony in the last
few days as to the merits of that insofar as the labor force is concerned,
because this is a capital intensive country and it takes money to create
jobs, at least, the kind of jobs that I know you people so successful
represent., I am interested in that, too. With that thought in mine,
wouldn't there be an inducement provided to the rank and file l)eople
in this country to save some of their income and to invest it in job-
creating op)oi'tunities or investments of one kind or another if there
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were a provision, a sliding scale provision, that there would be an ad-
vantage in making an investment and keeping it in there in that they
would pay a lower tax or have a hedge against inflation-whether it
might be a lot or an interest in a building or some stock? Does that
have no appeal to you?

Mr. OSWALD. Senator, we are very interested in investment. How-
ever, the bills' proposals, first of all, Would have no impact at all in
terms of working people being induced to invest. It only affects people
whose marginal tax is above 50 percent. That is not the worker.

What you are really proposing is to reestablish the 2. percent maxi-
mum tax.

Second, in terms of saving rates, the individual savings rate in terms
of disposable income for the whole country is higher today in the
seventies, since the 1969 amendments, than they were before the 1969
amendments. So, the savings rate in our economy by individuals is
higher than it was earlier.

In terms of the capital formation, we find that the activities of the
Federal Reserve Board today by their raising of interest rates have
more to do with the ability of corporations to attain funds than any-
thing that you will do in terms of the tax prol)osals you have before
you currently.

The Fed has raised interest rates substantially and reduced the
amounts of funds available for investment. This is having a substantial
(amlening effect on investment. More so the proposals that you have
before you and that have been addressed by the earlier discussants
here today, would not offset the dampening effect of the Fed's actions.

Senator HANSEN. Gentlemen, let me thank you for your appearance
here.

I want to thank all of the witnesses who have been so patient in
staying on and for the time you have taken in the preparation of your
testimony.

The hearing will remain open. I believe the chairman announced
yesterday, for the inclusion of written statements. Perhaps, Mr.
Biemiller, you or our other witnesses may want to have added testi-
mony a )l)ende(l to the record.

Mr. BIEMILLER. We may want to add some material.
Senator HANSEN. We would be very happy to have it, sir.
Mr. BIEMILLER. Thank you, Senator.
[The l)repared statement of Mr. Biemiller follows:]

STATEMENT OF ANDREW J. BIEMILLER, DIRECTOR, )EPARTMENT OF LEGISLATION,
AMERICAN FEDERATION OF LABOR AND CONGRESS OF INDUSTRIAL ORGA-
NIZATIONS

We are pleased to have this opportunity to present our views on the three bills
before this Subcommittee which in various ways would reduce taxes on capital
gains income.

We should like to state at the outset that we are opposed to all three of the
proposals. All would widen a tax preference which we consider the most serious
inequity in the nation's tax laws; each of the three bills is costly in terms of lost
Federal revenue; each measure conveys its benefits almost exclusively to wealthy
individuals and/or corporations; and, each would complicate the tax code even
further, And, as important, Congressional approval of any of these loophole-
widening measures would reinforce and intensify taxpayer unrest, cynicism and
distrust.
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S. 3065-the Hansen-Steiger Proposal-would undo the steps toward capital
gains reform made in 1969 and at the same time would remove the presently
untaxed half of capital gains income from the list of "tax preference" items that
are subject to the "Minimum Tax." Since capital gains account for over 80 percent
of the preference items covered by the minimum tax, the measure would, in effect,
destroy the minimum tax-a measure put into law in 1969 as an attempt to see
that wealthy tax avoiders made some contribution to the nation's tax burden.

The measure has been estimated to amount to an annual loss to the Treasury
of some $2.4 billion. High income individuals would receive $1.9 billion. The
measure would also lower the tax on corporate capital gains from 30 percent to 25
percent, providing an estimated $500 million in benefits to corporations.

The data developed showing the distribution of the benefits of this measure
ranks this proposal as one of the most regressive measures we have ever seen. We
have attached a table showing the distribution of the benefits by income group.
Among the features demonstrated by the table are:

(1) Only a tiny minority (less than .5 percent) of all the nation's taxpayers
receive any benefit.

(2) The vast majority (98 percent) of low, middle and upper middle income tax-
payers receive nothing from the proposal.

(3) Two-thirds of the revenue loss would go to 37,000 taxpayers with incomes
over $200,000. Their average cut would be over $33,000.

We would also like to call the Committee's attention to a Treasury analysis of an
identical measure proposed by Congressman Steiger in the Ways and Means
Committee (H.R. 12111). Treasury Secretary Blumenthal in a May 11, 1978
letter to the Ways and Means Committee pointed to the unfairness of the measure
and noted:

"Proponents of these measures have said they will gain rather than lose revenues.
These claims are based on extremely unrealistic economic assumptions. For in-
stance, the proponents assume that the measures would produce an enormous
boom in the stock market (a 40 percent increase in stock values in one study), an
effect supported by neither evidence nor logic ....

"Focusing tax relief in this limited area would severely unbalance the allocation
of resources within the investment sector. Great amounts of relief would flow to
existing assets rather than toward stimulating new investment. Similarly, relief
would be inefficiently distorted toward those enterprises which, for various technical
reasons, can convert their income into the capital gains form. One result would be
an increase in the expensive charade of elaborately structuring business deals so as
to transform ordinary income into capital gains."

S. 2428 would permit individuals to avoid tax liability on profits from the sale of
a business investment if the investor reinvests at least 80 percent of the proceeds
within a 12-month period. We assume from the bill's title, the "Small Business and
Farms Capital Preservation Act," that this is a device intended to help small
business. Yet, as we understand the measure, the tax benefits go not to the small
business, but (1) to investors and (2) only those investors that can reap a profit
from selling or exchanging "small" business assets. While it is conceivable that
such a measure m'ght shift some investment funds in the direction of smaller
businesses, the measure would also encourage speculation and rapid investment
turnover. At the same time, it would not help small businesses that are just
starting up or are marginal; but it would encourage wealthy, successful "smaller
businessmen" to sell out to large companies.

Moreover, there is really no way to evaluate the beneficiaries. The bills' benefits
are, for example, limited to "qualified small business investments" which are
"within the meaning of Sec. 3 of the Small Business Act." Mr. Chairman, we have
attached a copy of that particular section of the Small Business Act and would
like to call this committee's attention to the broad and extremely loose criteria for
defining "small business." For example, See. 3 of the Small Business Act defines a
small business as ". .. including but not limited to enterprises that are engaged in
business of production of food and fiber, ranching and raising of livestock, aqua-
culture, and all other farming and agricultural related industries ... independently
owned and operated ... not dominant in its field of operation." No specific criteria
are given and even the general criteria are hedged and vague.

Such a loose definition might be appropriate for the types of aid available under
the Small Business Act and the administrative procedures established, but it is
surely not an appropriate definition for targeting a tax reduction.



364

The major feature of S. 2608 is to increase the present 50 precent exclusion of
capital gains income by as much as 80 percent depending on the length of time
the asset is held. Under this bill, the present 50 percent exclusion would increase
by 2 percent for each year the asset was held by the taxpayer. The measure,
therefore, increases the preferential tax treatment available to those who receive
capital gains. The justification for such a measure completely escapes us. It is our
understanding that most advocates of even more liberalized treatment of capital
gains income claim that the capital gains tax causes a so-called "lock-in" effect
leading taxpayers to hold on to assets longer than would be justified on pre-
economic or financial efficiency grounds. Increasing the tax benefits incrementally
as this measure does would, in our view, merely increase the effect of tax consider-
ations on decisions to buy, sell, invest, or reinvest.

Sec. 2 of S. 2608 would repeal the alternative tax for individuals. Under current
law, a 25 percent ceiling applies to the tax on the first $50,000 of capital gains.
Such a measure was proposed by the Administration last January; and though it
represents only a modest step toward capital gains reform, it is a step in the right
direction.

Last December, the AFIL-CIO Convention spelled out a series of tax reform
measures to promote "tax justice." The first item on the AFL-CIO's agenda was
an end to the capital gains loophole and the Convention stated that the capital
gains preference "represents the single most significant impediment to tax jus-
tice." And this past February, the AFL-CIO Executive Council stated, "We
believe there is no justification for the capital gains loophole, the most glaring
loophole in the tax structure, benefiting mostly those at the top of the economic
ladder."

We urge you to consider the capital gains reform measure we recently suggested
to the Ways and Means Committee in our testimony on the Administration's
tax proposal. Specifically:

* Reduce the present 50 percent exclusion for individual capital gains in three
steps so that in the first year only 33., percent of such gains could be excluded,
in the second year the exclusion would drop to 16.7 percent, and in the third year
such gains would be taxed as ordinary income. We would support under such
circumstances appropriate liberalizations in the treatment of capital losses and
measures to protect homeowners.

* Establish a comparable phase-in for taxing the appreciated value of gains
passed on at death with appropriate exemptions and exclusions for spouses,
smaller estates and family farms. Such taxes should then be allowed as a deduc-
tion for estate tax purposes.

* For corporate capital gains, the present 30 percent tax could be increased by
6 percentage points per year to biing itup to the full corporate tax rate after a
three-year period.

Mr: Chairman, we urge you to reject S. 3605, S. 2428 and S. 2608 and any
and all other attempts to widen the capital gains loophole even further.

TABLE I.-DISTRIBUTION OF REVENUE LOSS OF S. 3065 BY INCOME CLASS

Average
amount per

Percent of Percent of Dollar amount Percent total taxpayer
total tax cut of reduction of taxpayers receiving

Income taxpayers from proposal (millions) benefting benefis

0 to $30,000 .......................... 88.7 0.5 $16 0 06 $356
$30,000 to $50,000 --------------------- 8.8 4.0 76 1.6 768
$50,000 to $100,000 .................... 2.1 13.7 260 8.8 2,063
$100,000 to $200,000 .................... 3 14.2 269 4.7 4,203
$200,000 and over ...................... 1 66.8 1,267 47.4 33, 342

Total .......................... 100.0 100. 0 11,898 .5 ..............

I Total estimated revenue loss equals $2,400,000,000 of which $1,900,000,000 is individual and $500,000,000 is corporate.
Source: AFL-CIO Research Department Joint Committee on Taxation Staff.

THE SMALL BUSINESS ACT OF 19,58 AS AMENDED

Sec. 3. For the purposes of this Act, a small-business concern, including but
not limited to the enterprises that are engaged in the business of production of
food and fiber, ranching and raising of livestock, aquaculture, and all other farm-
ing and agricultural related industries, shall be deemed to be one which is independ-
ently owned and operated and which is not dominant in its field of operation. In
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addition to the foregoing criteria the Administrator, in making a detailed defini-
tion may use these criteria among others: Number of employees and dollar volume
of business. Where the number of employees is used as one of the criteria in making
such definition for any of the purposes of this Act, the maximum number of em-
ployees which a small-business concern may have under the definition shall vary
from industry to industry to the extent necessary to reflect differing character-
istics of such industries and to take proper account of other relevant factors.

NEws FROM THE AFL-CIO, DEPARTMENT OF PUBLIC RELATIONS

AFL-CIO President George Meany today hailed President Carter's "strong
leadership in opposition to the proposed cut in capital gains taxes."

In a letter to the President released today, Meany agreed with the President's
description of the proposal as "a windfall for the rich." Meany pledged continued
AFL-CIO support for the basic thrust of President Carter's tax-cut proposals,
and said the labor federation would "strongly" oppose any widening of the capital
gains loophole.

Text of the Meany letter follows:
American workers applaud your strong leadership in opposition to the proposed

cut in capital gains taxes, which you correctly describe as a windfall for the rich.
Any reductions in capital gains taxes-which are already only half taxed-would

only encourage speculators, while denying equity to the vast majority of tax-
payers. We made that point in our letter last week to the members of the House
Ways and Means Committee opposing the capital gains tax cut.

The benefits of such a cut would go principally to the wealthiest individuals
who already enjoy tax loopholes not available to average taxpayers. The proposal
is little more than a continuation of the discredited "trickle-down" theory of
economics, where the rich get richer and maybe someday a few crumbs will reach
those at the lower economic rungs.

The AFL-CIO will continue to support the basic thrust of your tax-cut pro-
posals, since they provide the most benefit to the most people, and we will work
strongly to oppose any widening of the capital gains loophole.

Again, thank you for your forthright leadership on this vital issue.

AMERICAN FEDERATION OF LABOR AND
CONGRESS OF INDUSTRIAL ORGANIZATIONS,

Washington, D.C., July 11, 1978.
DEAR MR. CHAIRMAN: Mr. Chairman, we would like to supplement our remarks.
The supposition behind S. 3065 is that the reforms of 1969 decreased the will-

ingness of individuals to save and thus provide the funds for investment. The
data on individual savings do not support the hypothesis of S. 3065. Savings as a
percent of disposable personal income has been substantially higher in the eight
years since the 1969 reforms than in the previous 20 years. In the 20 years, 1950
to 1969, savings averaged 6.1 percent of disposable income, while in the eight
years, 1970 to 1977, savings averaged 6.8 percent. Clearly the 1969 reforms did
not decrease the willingness of individuals to save and thus provide funds for
investments.

A recent report (July 7, 1978) by the investment reporting service "The Value
Line," projects that capital growth will be easy to finance. I ask that their proj-
ects on pages 678 and 680 of their report be made a part of this record.

We also want to bring to the Committee's attention a recent poll (June 15,
1978) by Roger Seasonwein showing a shari. decline in the public's belief that a
capital shortage exists.

Thank you for the opportunity to supplement our remarks.
Sincerely,

RUDY OSWALD,

Director, Department of Research.
Enclosures.

[From the Value Line Selection & Opinion]

GROWTH WILL BE, EASY To FINANCE

The improved capital retention rate is significant because it means that while
corporations will increase the amount of long-term debt outstanding by an esti-
mated $90 billion over this period, the debt-to-cquity ratio is expected to decline
from 38.3 percent in 1977 to 36.5 percent in the years 1981-83.

33-578 0 - 79 - 24
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A better capitalization ratio is foreseen even though the companies comprising
the Industrial Composite are unlikely to seek out more than $5-$7 billion of new
equity financing in any one year. Nevertheless, the $20-$25 billion of common
equity financing projected through 1982 is significantly greater than the $13.7
billion of the last 5 years. (See Table 3 for a detailed record of the Composite's
flow of funds, income statement, and balance sheet.)

The healthier debt-to-equity ratio is important given the expectation that
inflation will remain a problem. It would be disheartening were the relationship of
debt to equity forecast lower in the future. Reason: too much leverage in an infla-
tionary environment can lead to too much risk being assumed by the debt holder
who would in that case be forced into the risk-taking position normally held by
stockholders. That greater risk would in turn require an escalation of the interestrate charged.Total ' cash flow" is expected to be strong in the years ahead. The sum of the

'cash flows" in each of the next five years is likely to be on the order of $740-$750
billion, far more than the $447.5 billion of the last 5 years, and-along with the
projected debt and equity financing-adequate to support plant spending on the
order of $590-$595 billion, dividend payments of a shade more than $180 billion,
additional working capital of $120 billion needed to support sales growth, and
retirement of old debt slated to come due. Fully $59.8 billion of long-term debt
matures over the 5-year span, but the companies in the aggregate are not expected
to have difficulty refinancing-especially if profitability and return rates rise as
projected here.

LIQUIDITY HAS STABILIZED

The sharp decline in liquidity that began about 1960 seems to have been halted.
It appears that American corporations cannot, currently, run with less than the
equivalent of 15 percent of sales in working capital. (See Chart 6.) The working
capital-to-sales ratio has been in the 15 percent to 16 percent range for four years,
now. While it may be that this lower ratio reflects only a technical-related to the
severe 1975 recession-halt in a long-term downtrend, we think the recent trend
of the ratio of "net" working capital to sales (where "net" working capital is
defined as working capital less long-term debt) suggests that it may be more
fundamental in nature. The "net" working capital-to-sales ratio is important
because it measures not only the company's current ability to support sales with
its working capital but also its ability to fully repay its creditors. As can be seen
in Chart 6, there was a steep slide in the "net" working capital-to-sales ratio
through 1970. Although low, the ratio has been fairly stable now for almost a
decade, and in Value Line's flow of funds analysis out to 1981-83 this particular
ratio i* not forecast any lower. In fact, a modest improvement is projected to a
little less than 3 percent by then.

An improving debt-to-equity ratio, coupled with stability or modest improve-
ment in liquidity over the long term, would be a favorable development. It
suggests that corporate need for funds will not be as demanding as it could be,
and therefore will be less inflationary.

Value Line projections do not provide for an explosion in plant and equipment
spending over the next 3 to 5 years. A substantial increase in plant and equipment
spending is forecast, but in terms of plant support to sales, corporate planner
are not expected to overbuild. The ratio of gross plant to sales was 53 percent
at the end of 1977. Plant modernization will allow this ratio to drift downward
modestly to 52 percent in the early 1980s. This improvement in capital turnover
is one reason for projecting a moderately higher operating profit margin on average
(13 percent to 18/2 percent) in the years 1981-83.

PROSPECTIVE AVERAGE ANNUAL TOTAL RETURN LOOKS GOOD

"Cash flow" per share is expected to grow more rapidly than sales per share
over the next 5 years with share earnings to grow even faster and, because of the
widening payout ratio, dividends to advance at an even more rapid annual rate:
13 percent. The projected average annual growth rate of dividends, 13 percent
is better than the average annual Gross National Product growth rate foreseen
over this period: 10.6 percent.

Current divident yield (4.9 percent) plus projected company growth through
1981-83 (11.1 percent) suggest an even more substantial potential total return of
16 percent a year. And if the trend In average annual P/E ratios takes a turn for
the better, as seems probable, the average annual total return could be enhanced
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by 4 to 14 percentage points-yielding a possible average annual return from
common stocks in the form of price appreciation and dividends of from 20 percent
to 30 percent. Even if this projection turns out to be on the high side and the total
return is limited to simply yield plus dividend growth (i.e., 16 percent a year), this
is significantly better than the interest income an investor can derive by placing
his money in bonds. (The yield on high grade quality bonds is currently between
8s/ percent and 9 percent.) Adjusted for a base inflation rate of 6 percent, the
return on stocks comes to 10 percent (assuming no improvement in the P/E
trend) vs. 2 percent-3 percent for bond issues similarly adjusted.

THE ROGER SEASONWEIN POLL,
New Rochelle, N.Y., June 15, 1978.

SHARP DECLINE IN PUBLIC'S BELIEF THAT CAPITAL SHORTAGE EXISTS

The public's belief that business faces a capital shortage has been sharply
reduced in the past two and a half years.

At the end of 1975, when this question was first asked, a majority felt there
was a shortage. In this year's survey, only a minority do. In both surveys, people
were asked whether they agree or disagree with this statement: "Right now,
business faces a shortage of capital."

lln percent

Now October 1975

Whether business faces capital shortage:
Agree ---------------------------------------------------------------------- 44 53
Disagree ..... . . . . . . . . ..--------------------------------------------------- 43 32
Don't know ------------------------------------------------------------- --- 13 15

Those who agree that business faces a capital shortage are now a 44 percent
minority of the public-9 points lower than the 53 percent majority that felt
this way in 1975.
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I. INTRODUCTION

The bills discussed in this pamphlet, S. 2428, S. 2608, and S. 3065,
have been scheduled for a hearing on June 28 and 29, 1978 by the
Subcommittee on Taxation and Debt Management of the Committee
on Finance. The bills relate to the tax treatment of capital gains and
losses.

In connection with this hearing, the staff of the Joint Committee
on Taxation has prepared a description of the bills. The description
indicates the present law treatment and its background, an explanation
of what changes each bill would make, its effective data, and its
possible revenue effect.

(1)
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II. SUMMARY

A. Nonrecognition of Gain on Sales of Certain Small Business
Investments (S. 2428)

The bill would provide for the elective nonrecognition of an indi-
vidual's long-term capital gain from the sale or exchange of certain
small business investments if at least 80 percent of tle proceeds are
reinvested in another small business within 12 months of the sale.
Under the election provided in the bill, gain would be recognized, and
the recapture rules would apply, to the extent that the amount realized
on the sale exceeds the total of the individual's qualified small business
investments made during the 12 months following the sale. Where a
taxpayer makes the nonrecognition election under the bill, the basis
of the acquired small business investment would be required to be
reduced by an amount equal to the unrecognized gain realized on the
sale.

To be eligible for the nonrecognition election, the bill would require
that both the interest sold and the interest subsequently acquired
constitute "qualified small business investments."

The provisions of the bill would apply to sales made after Decemi-
ber 31, 1977.

B. Graduated Exclusion of Capital Gains and Losses (S. 2608)

The bill would provide noncorporate taxpayers with a graduated
exclusion from gross income for a percentage of long-term capital
gains. The exclusion would start at 50 percent of the gain on the sale
or exchange of a capital asset held for more than one year, and would
increase by 2 percentage points for each additional 12-month period,
up to a maximum exclusion of 80 percent of gain on a capital asset
held for more than 192 months (16 years). Similarly, the bill would
provide a graduated nonrecognition of long-term capital losses for
noncorporate taxpayers-starting with 50 percent of the loss on the
sale or exchange of a capital asset held for more than one year, and
increasing by 2 percentage points for each 12-month period in excess
of one year, up to a maximum of 80 percent after 16 years.

In addition, the bill would repeal the present 25-percent alterna-
tive capital gains tax (applicable to the first $50,000 of net long-term
capital gain) for individuals.

The provisions of the bill would apply to taxable years beginning
after December 31, 1979.

C. Reduction in Maximum Capital Gains Tax Rate (S. 3605)

The bill would remove capital gains as an item of tax preference
subject to the minimum tax for both corporate and noncorporate tax-
payers. The bill also would provide that the present 25-percent al-
ternative capital gains tax on the first $50,000 of i)et long-term capital

(3)
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gains for individuals would be applicable to all such capital gains, and
it would reduce the alternative capital gains rate for corporations from
30 percent to 25 percent.

The provisions of the bill would apply to taxable years beginning
after December 31, 1979.

4



-373

III. DESCRIPTION OF BILLS

A. Nonrecognition of Gain on Sales of Certain Small Business
Investments (S. 2428)

Present law
Present law generally requires recognition of the entire amount of

gain or loss realized on the sale or exchange of property (sec. 1001(c)).
However, in a number of instances, the Code also provides for the non-
recognition of gain or loss, e.g., sec. 351 (relating to transfers to cor-
porations controlled by the transferor), sec. 354 (relating to exchanges
in certain reorganizations), sec. 721 (relating to certain partnership
contributions), sec. 1031 (relating to certain exchanges of business or
investment property), sec. 1033 (relating to certain involuntary con-
versions), sec. 1034 (relating to certain residential sales or exchanges),
and sec. 1039 (relating to certain sales of low-income housing projects).
Generally, none of these nonrecognition provisions would apply to
gain realized on the sale of a small business investment.'

Description of S. 2428
TPhe bill would provide for the elective nonrecognition of an indi-

vidual's long-term capital gain from the sale or exchange of certain
small business investments if at least 80 percent of the proceeds are
reinvested in another small business within 12 months of the sale.
Under the election provided in the bill, gain would be recognized, and
the recapture rates would apply, to the extAnt that the amount realized
on the sale exceeds the total of the individual's qualified small business
investments made during the 12 months following the sale. Where a
taxpayer makes the nonrecognition election under the bill, S. 2428
would require the reduction of the basis of the acquired small business
investment by an amount equal to the unrecognized gain realized on
the sale.

To be eligible for the nonrecognition election, the bill would require
that both the interest sold and the interest subsequently acquired
constitute "qualified small business investments." Under the bill, a
"qualified small business investment" is defined as any equity or
unsecured investment in any small business concern, within the
meaning of section 3 of the Small Business Act (15 U.S.C. sec. 632).2
In addition, the investment would have to be a capital asset with
respect to the taxpayer.

I Nonrecognition treatment would be available, of course, if the sale and acqui-
sition of the small business investments met the requirements of section 1039,
relating to certain sales of low-income housing projects.

2 A small business concern is one which is independently owned and operated,
and which is not dominant in its field of operation. The Small Business Act
charges the Administrator of the Small Business Administration with the formula-
tion of a definition of small business concerns. While the definition will vary from
industry to industry to reflect differing characteristics and other relevant factors,
the Administrator may take the number of employees and the dollar volume of
busine-s into account, among other items (15 U.S.C. sec. 632). A list of small
business concerns is contained in 15 C.F.R. sec. 121.3.

(5)



374

S. 2428 also would establish a special procedure under which the
statutory period for the assessment of any deficiency would not expire
until 3 years from the time that the taxpayer notifies the Secretary of
the Treasury of the qualified small business investments acquired or of
the failure to make such investments timely.

Effective date
The amendments made by S. 2428 would apply to sales made after

December 31, 1977.
Revenue effect

It is estimated that the provisions of S. 2428 would result in a
revenue reduction of $600 million annually. This estimate assumes
no changes in economic behavior in response to the tax change.

6
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B. Graduated Exclusion of Capital Gains and Losses (S. 2608)

Present law
Under present law, a noncorporate taxpayer generally deducts from

gross income 50 percent of the amount of any net capital gain for the
taxaple year (the excess of net long-term capital gains for the year
over net short-term capital losses for the same period). The remain-
ing 50 percent of the net capital gain is includible in gross income and
taxed at the regular tax rates. However, for noncorporate taxpayers,
an alternative 25-percent capital gains tax rate is available for the
first $50,000 of the taxpayer's net capital gain (see. 1201(b)). (This
is beneficial where the taxpayer's marginal tax rate exceeds 50 per-
cent.) Regardless of the manner in which the tax on capital gains
is computed, present law treats one-half of a noncorporate taxpayer's
net capital gain as an item of tax preference subject to the 15-percent
minimum tax (sec. 57(a) (9)). As an item of tax preference, one-half of
an individual's net capital gain reduces the amount of personal service
income eligible for the 50-percent maximum tax (see. 1348(b) (2)).

Under present law, the capital losses of noncorporate taxpayers
generally are deductible in full against capital gains. For taxable years
beginning after 1977, capital losses in excess of capital gains may be
deducted only against up to $3,000 of ordinary income each year.
However, only 50 percent of net long-term capital losses in excess of
net short-term capital gains may be deducted from ordinary income. As
a result, for example, $2,000 of net Iong-term capital losses is required
to offset $1,000 of ordinary income. capital losses in excess of the
applicable limitations may be carried forward to future years
indefinitely.

Present law does not require a graduated nonrecognition of capital
losses.

Background
While present law contains no provision which allows a graduated

exclusion of long-term capital gains, or which requires a graduated
nonrecognition of long-term capital losses, based on the length of the
taxpayer's holding period, such a provision was enacted by Congress
as part of the Revenue Act of 1934.1 Under this provision, which
rep aced the 12Y2 percent alternative rate capital gains tax which
Congress had enacted in 1921, progressively smaller percentages of
capital gains were included in a taxpayer's income, depending upon the
length of time that the asset had been held. Where gain was recognized
on the disposition of an asset which had been held for more than 10
years, taxpayers were permitted to exclude 70 percent of the gain.

Congress modified this "sliding scale" exclusion provision in the
Revenue Act of 1938, citing as reasons for change complexity and the

Revenue Act of 1934, sec. 117(a), 48 Stat. 680, 714 (1984).
(7)
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reluctance of some taxpayers to dispose of assets until the percentage
of gain includible in income was low enough. The 1938 Act provided a
15-percent alternative tax rate, and divided long-term capital gains
into two classes, with the percentage excludible from income depending
upon the length of the holding period. One-third of the gain from assets
held for more than 18 months but less than 2 years was excludible from
income, and 50 percent of gain from assets held for more than 2 years
was excludible. These two classes of gain were eliminated in 1942 when
Congress adopted the 50-percent deduction now contained in section
1202 of the Code, and the predecessor of the present alternative tax.

Prior to the Tax Reform Act of 1969, the 25-percent alternative tax
applied to all of a noncorporate taxpayer's net long-term capital
gains. Thus, where a noncorporate taxpayer's marginal tax rate was
over 50 percent, the alternative capital gains rate was more beneficial,
and such gains were subject, to a 25-percent tax rate. In the 1969 Act,
Congress limited the availability of the alternative tax to the first
$50,000 of a noncorporate taxpayer's net capital gain. Also, that Act
made capital gains eligible for income averaging, but only if the
taxpayer does not elect the alternative tax.

In addition, in 1969 Congress classified one-half of a noncorporate
taxpayer's net capital gain as an item of tax preference subject to the
minimum tax, and as an item which was to reduce the amount of
personal service income eligible for the 50-percent maximum tax.2
These changes were implemented because Congress felt that previ-
ously applicable rules, which allowed taxpayers to avoid tax on certain

options of their economic income, resulted both in an unfair distri-
ution of the tax burden, and in large variations in the tax burdens

placed on taxpayers who receive different kinds ot income.3
Prior to the Tax Reform Act of 1969, if a noncorporate taxpayer's

capital losses exceeded its capital gains, the taxpayer could deduct
on a (lollar-for-dollar basis up to $1,000 of the excess losses against
ordinary income. Any remaining excess loss could be carried forward
indefinitely and deducted against either capital gains or ordinary
income, subject to the applicable $1,000 annual limitation on deducti-
bility of capital losses against ordinary income. In the 1969 Act,
Congress provided that only 50 percent of net long-term capital losses
in excess of net short-term capital gains could be deducted from
ordinary income. This change was intended to provide parallel tax
treatment for net long-term capital losses and net long-term capital
gains, only 50 percent'if which are included in a noncorporate tax-
payerps income.

For taxable years beginning after 1977, the Tax Reform Act of
1976 increased to $3,000 the amount of ordinary income which could
be offset by excess capital losses.

]'he Finance Committee, in its consideration of the Tax Reform
Act of 1976, approved and reported a provision which was similar

2 Both the minimum and maximum tax provisions were amended by the Tax
Reform Act of 1976. The minimum tax rate was increased from 10 percent to
15 percent, and the $30,000 exemption and deduction for regular taxes of prior
law were replaced with an exemption equal to the greater of $10,000 or one-half
of regular tax liability. The Act also repealed the carryover of regular taxes paid

With respect to the maximum. tax, the 1976 Act eliminated both the $30,000
exemption to the prefieice offsEtt and the 5-year averaging provision.

3 Senate Report No. 91-552, 91st Cong., 1st Sess. 122 (1969).

8
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to S. 2608.1 The Finance Committee amendment would have pro-
vided a deduction, in addition to the existing 50-percent deduction,
equal to 1 percent of an individual's capital gain on an asset multiplied
by the number of years in excess of 5 years that the asset was held. The
additional deduction would have been limited to 20 percent of the gain
recognized on the disposition of a qualifying asset. Thus, the maximum
allowable deduction would have been 70 percent of the capital gain
recognized on the disposition of a property which had been held by the
taxpayer for more than 25 years. The 1976 provision also would have
limited a taxpayer's total capital gain deduction to 75 percent of the
net capital gain (the excess of net long-term capital gains over net
short-term capital losses) for the taxable year. In addition, the com-
mittee's 1976 amendment would have repealed the alternative tax rate
of 25 percent on the initial $50,000 of a noncorporate taxpayer's
net long-term capital gain.

This committee amendment was not adopted by the Senate.

Senate Report No. 94-938, Part II (H.R. 10612), 94th Cong., 2d Sess. 70
(1976).

.9
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Description of S. 2608
The bill would provide noncorporate taxpayers with a graduated

exclusion from gross income for long-term capital gains, and a grad-
uated nonrecognition of long-term capital losses. In addition, it would
repeal the alternative tax for individuals.

S. 2608 would provide noncorporate taxpayers with a graduated
exclusion from gross income for a percentage of their long-term capital
gain, i. e., recognized gain from the sale or exchange of a capital asset
held for more than 12 months. The excluded amount'would equal
50 percent of the gain from the sale or exchange of a capital asset which
has been held for more than 12 months. The excluded amount of gain
would increase by 2 p ercentage points for each 12-month perio in
excess of 1 year for which the taxpayer held the property from which
the gain was derived. 5 However, no more than 80 percent of the gain
from the sale or exchange of a capital asset would be excludible
under the bill. For example, 52 percent of the gain from the, sale of a
capital asset held for more than 2 years would be excluded under
S. 2608, and 80 percent of the gain derived from the sale of a capital
asset held for more than 16 years would be excluded. (See table 1.)
The balance of any gain not excluded from gross income, or offset by
capital losses, would be taxed at ordinary income rates.

TABLE 1.-APPLICABLE PERCENTAGE OF CAPITAL GAIN EXCLUDED
OR Loss UNRECOGNIZED UNDER S. 2608

Percentae p.0 gas
excluded or o8

Holding period in excess of the following number of yeasr: unreoogn#4ed
I ---------------------------------------------------------- 50
2 ----------------------------------------------------------- 52
3-------------------------------------------------------- 54

4 .- .- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -- - - - - - 5 6

5 ---------------------------------------------------------- 58
6 - - - - - - - - - - - - -- - - - - - - - - - - - - - - - - -- - - - - - - - - - - - - - - - - - - - - - - - - - - - - 6 0

7 ----------------------------------------------------------- 62
8-------------------------------------------------------- 68. 66
10--------------------------------------------------------- 66
10 ---------------------------------------------------------- 68
12 ------------------------------------------------------- 2

13 ---------------------------------------------------------- 74
14 ---------------------------------------------------------- 76
15 ---------------------------------------------------------- 78
16 ---------------------------------------------------------- 80

The bill would provide a graduated nonrecognition of a noncorporate
taxpayer's long-term capital losses. The amount of loss realized which
would not be recognized would be equal to 50 percent of the loss for
the taxable year from the sale or exchange of a capital asset which has
been held for more than one year. The amount of the unrecognized loss
would increase by 2 percentage points for each year in excess of 1 year
for which the taxpayer held the property on which the loss was
realized.6

& In the case of an estate or trust, S. 2608 would apply by excluding the applic-
able percentage from the beneficiary's gross income where capital gains are includ-
ible in the beneficiary's income pursuant to sections 652 or 662.

6 In the case of an estate or trust, S. 2608 would apply the same graduated
nonrecognition rule, subject, however, to the general provisions of subchapter J
which pertain to capital losses.

10



379

Under S. 2608, the maximum amount of any unrecognized loss would
be equal to 80 percent of the loss realized on the sale or exchange of
any capital asset. This point would be reached with respect to a loss
realized on the sale or exchange of a capital asset which had been held
for more than 192 months (16 years). (See table 1).

Recognized losses and included gains generally would remain sub-
ject to all other Code provisions presently applicable to capital gains
and losses.

S. 2608 also would repeal the alternative tax rate of 25 percent on
the initial $50,000 of a noncorporate taxpayer's net long-term capital
gain.

Effective date
The amendments made by S. 2608 would apply with respect to

taxable years beginning after December 31, 1979.
Revenue effect

It is estimated that the provisions of S. 2608 would result in an
annual revenue reduction of $1 billion. This estimate assumes no
change in economic activity as a result of the bill.

11
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C. Reduction in Maximum Capital Gains Tax Rate (S. 3605)

Present law
Noncorporate taxpayers

Under present law, a noncorporate taxpayer generally deducts from
gross income 50 percent of the amount ofany net capital gain for the
taxable year (the excess of net long-term capital gains for the year
over net short-term capital losses in the same period). The remaining
50 percent of the net capital gain is included in gross income and taxed
at the regular tax rates. This can lead to a capital gains tax rate of up
to 35 percent, i.e., one-half the maximum individual tax rate of 70
percent.

In lieu of taxing 50 percent of long-term capital gains at the regular
tax rates, an alternative tax applies if it results in alower tax rate than
that produced by the normal method (sec. 1201(b)). The alternative
tax consists of a 25 percent tax on the first $50,000 of net long-term
capital gain. Therefore, the alternative tax is applicable and beneficial
only to those noncorporate taxpayers whose income is subject to
marginal tax rates exceeding 50 percent. Taxpayers who elect the
alternative tax are not eligible for income averaging.

Regardless of the manner in which the tax on capital gains is
computed, present law treats one-half of a noncorporate taxpayer's
net capital gain as an item of tax preference subject to the 15-percent
minimum tax (sec. 57(a)(9)(A)). The minimum tax for individuals
equals 15 percent of a taxpayer's tax preferences, reduced by either
$10,000 or one-half of regular tax liability, whichever is greater. As
an item of tax preference, the excluded half of the capital gain reduces
the amount of personal service income eligible for the 50-percent
maximum tax (sec. 1348(b)(2)).

Generally, the effect of classifying one-half of a noncorporate
taxpayer's capital gains as an item of tax preference is to increase the
maximum rate of tax on capital gains to 39.875 percent. This is the
sum of the highest applicable rate of regular tax (35 percent), and a
4.875 percent minimum tax (the effective rate of the minimum tax
after giving effect to the deduction for regular taxes).' In some isolated
cases in which the taxpayer uses the $10,000 exemption instead of the
deduction for one-half of regular taxes, the combined minimum and
regular tax rates may equal 42.5 percent. If the impact of the 50-
percent maximum tax on earned income, under which the capital gain
preference reduces the amount of the income eligible for maximum tax,
is taken into account, the highest potential tax rate on capital gains
generally is 49.125 pel cent. This is the sum of a 35 percent reguair tax,
a tax increase in earned income equal to 10 percent of the capital gain
(a tax increase from 50 percent to 70 percent on an amount of earned
income equal to one-half the gain), and a 4.125 percent minimum

I On a $1 gain, the minimum tax is 15 percent of half the gain (50 cents),
reduced by one-half the regular tax on the gain (17, cents), or 4.875 cents.

(12)
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tax.2 In certain very unusual circumstances, the rate of tax on a
capital gain can be as high as 52.5 percent, i.e., where due to various
tax credits the minimum tax exemption is not increased by the
regular income tax on the capital gains because the taxpayer elects
the $10,000 exemption instead of the deduction for one-half of regular
taxes.
Corporate taxpayers

Under present law, the alternative tax on corporate capital gains
(the excess of net long-term capital gain over net short-term capital
loss) is 30 percent (sec. 1201(a)). No special deduction for 50 percent
of a long-term capital gain is available for corporations as is the case
with noncorporate taxpayers. Use of the corporate alternative tax will
not be advantageous to a corporation if its gain is subject only to the
normal corporate rate (which is less than 30 percent), rather than the
combined normal and surtax rate of 48 percent.

Under present law, 18/48ths of a corporation's net long-term capital
gain is treated as an item of tax preference subject to the 15-percent
minimum tax (sec. 57(a)(9)(B)). For corporations, the minimum
tax exemption equals the greater of $10,000 or all of regular tax
liability (instead of half as with noncorporate taxpayers). Also, a
series of special rules apply to capital gains from timber and reduce
the minimum tax on that item of tax preference.

Background
Noncorporate taxpayers

Prior to the Tax Reform Act of 1969, the 25-percent alternative
tax was not limited to the initial $50,000 of a noncorporate taxpayer's
net long-term capital gains. Thus, where a noncorporate taxpayer's
marginal tax rate was over 50 percent, the alternative capital gains
rate was applicable, and the entire amount of gain was subject to a
25-percent tax rate. In the 1969 Act, Congress limited the availability
of the alternative tax to the first $50,000 of a noncorporate taxpayer's
net capital gain, and made capital gains eligible for income averaging.

In addition, Congress classified one-ha f of a noncorporate tax-
payer's net capital gain as an item of tax preference subject to the
minimum tax, and as an item which reduces the amount of personal
service income eligible for the 50-percent maximum tax. 'rhese changes
were implemented because Congress felt that previously applicable
rules, which allowed taxpayers to avoid tax on certain portions of their
economic income, resulted both in an unfair distribution of the tax
burden, and in large variations in the tax burdens placed on taxpayers
who receive different kinds of income. 3 These changes generally were
effective for taxable years beginning after December 31, 1969.

Both the minimum and maximum tax provisions were amended by
the Tax Rei'orm Act of 1976. The minimum tax rate was increased from
10 percent to 15 percent, and the $30,000 exemption and deduction
for regular taxes of prior law were replaced with an exemption equal
to the greater of $10,000 or one-half of regular tax liability. The Act
also repealed the carryover of regular taxes paid. With respect to the

2 On a $1 gain, the minimum tax is 15 percent of half the gain (50 cents)
reduced by one-half the regular tax liability (one-half of 45 cents, or 222 cents),
or 4.125.

'Senate Report No. 95-552, 91st Cong., 1st Sess. 122 (1909).
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maximum tax, the 1976 Act eliminated both the $30,000 exemption
to the preference offset and the 5-year averaging provision.
Noncorporate taxpayers

Prior to the Tax Reform Act of 1969, the corporate alternative tax
on net long-term capital gains was 25 percent.

In the 1969 Act, Congress classified 18/48ths of corporate capital
gains as an item of tax preference. The denominator of this ratio is the
regular corporate tax rate (48 percent), and the numerator is the
regular corporate tax rate less the rate generally applicable to corporate
capital gains (48 percent minus 30 percent). The TIax Reform Act of
1976 increased the minimum tax rate from 10 percent to 15 percent,
and replaced the $30,000 exemption and deduction for regular taxes,
which were enacted in 1969, with an exemption equal to the greater of
$10,000 or regular taxcs. The 1976 Act also eliminated the carryover
of regular taxes paid.

Description of S. 3065
The bill would eliminate both corporate and noncorporate capital

gains as an item of tax preference subject to the 15-percent minimum
tax and, for individuals, the prefcrence offset to the maximum tax.

The bill also would amend the alternative tax for capital gains to
provide that the maximum tax rate applicable to any taxpayer's net
capital gain would be 25 percent.

Effective date
The amendments made by S. 3065 would apply with respect to

taxable years beginning after December 31, 1979.
Revenue effect

The Treasury estimates that S. 3065 would reduce receipts by
$2.2 billion at 1979 income levels and by $2.4 billion in 1980. Of the
projected 1979 revenue loss, $1.3 billion would result from removing
capital gains from the minimum and maximum taxes for individuals,
$0.4 billion from repealing the $50,000 ceiling on the alternative tax
rate for individuals, $0.1 billion from removing capital gains from the
minimum tax for corporations, and $0.3 billion from reducing the
corporate alternative capital gains rate from 30 percent to 25 percent.
These estimates assume no change in economic activity as a result
of the tax act.

Several private studie's 'have critized these revenue estimates.
These include studies by Chase Econometrics Associations, Inc.
(sponsored by the American Council for Capital Formation), the
Securities Industry Association (using the Data Resources, Inc.,
econometric model), Merrill Lynch Economics, Inc., and Norman
Ture (in conjunction with the National Association of Manufacturers).
Each of these studies attempts to quantify, the effects of the tax cut
on the economy and the "feedback" effect.on Federal revenues. The
estimated effects of S. 3065 on the Federal revenues in the second
year after the effective date derived by these studies are as follows:.

Billions
Chase ------------------------------------------------------------ $3. 9
Merrill Lynch ------------------------------------------------- 2. 3
SIA -------------------------------------------------------------- 7.3
Ture ------------------------------------------------------------- 1.0

14
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The Chase, Merrill Lynch and SIX studies are similar in many
respects. They each assume an increase in the extent to which tax-
payers realize their accrued capital gains in response to the tax cut.
The SIA study assumes a 10-percent increase in realizations, which
would cause ihe revenue gain from additional realizations by in-
dividtials to offset slightly more than half of the initial revenue loss.
The Chase and Merrill Lynch studies each assume sufficient additional
realizations to lead to no revenue loss (for individuals, about 18
percent more realizations).

Also, each study assumes a significant increase in stock prices as a
result of the bill-40 percent in the Chase study, 10 percent in the SLX
study and 4 to 6 percent in the -Merrill Lynch study. An increase in
stock prices would reduce the cost of raising equity capital, thereby
stimulating investment, and would raise each household's wealth,
thereby encouraging consumer sending. Each of these effects would
increase national income and, therefore, increase Federal revenues.

The Ture study is somewhat different. It assumes no change in
realizations, not because it does not believe that there will be some
increase, but rather because it believes there is insufficient evidence
to quantify this effect. Also, the Ture study assumes no increase in
stock prices on the grounds that sales of assets because of "unlocking"
in response to the reduction in cal)ital gains rates will reduce stock
prices, while additional purchases of stock in response to the greater
attractiveness of common stocks will increase them, so that the net
effect on stock prices will be indeterminate. Rather in the Ture study,
the main economic effect of lower capital gains taxes is to increase
savings, which is assumed to increase investment and gross national
product, thereby generating additional revenue.

The Treasury has disputed the conclusions of these studies, asserting
that they are based on unwarranted assumptions.

15
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APPENDIX B

Communications received by the committee showing an interest in these hearings

AIR PRODUCTS AND CHEMICALS, INC.,
Allentown, Pa., July 7, 1978.

Re S3065.
lion. HARRY F. BYRD, Jr.
Senate Finance Committee, Subcommittee on Taxation and Debt Management,

U.S. Senate, 0227 Dirksen Senate Office Building, Washington, D.C.
Attention: Michael Stern, Staff Director

l)EAR SIR: Air Products and Chemicals, Inc. supports the enactment of S3065.
It is believed that enactment of this provision will result in a significant long
term benefit to the economy.

The existing three-tier system of taxing capital gains at rates up to 50 percent
is a deterent to economic growth and increased national competitiveness because
it: (1) discourages equity investment in new companies attempting to develop
high-risk innovative concepts; (2) involves multi-layers of taxation of corporate
profits; and (3) constitutes a tax on inflation generated "gain".

The pending bill represents a practical and simple means of reducing these
disincentives to capital formation.

INVESTOR INTEREST IN HIGH-RISK INNOVATIVE COMPANIES

Innovative companies, especially those based on new technological ideas and
methods, have been a major force in the growth and competitiveness of American
industry.

Air Products and Chemicals, Inc. is a good example. In 1946, when the Com-
pany first offered equity capital to the public, it had a net worth of $300,000,
less than $600,000 in assets and less than one hundred employees. Company
assets now exceed $1,100,000.000 and it has in excess of 14,000 employees.

This growth was the result of application of innovative technological concepts
and a willingness of investors to accept the attendant risks. This then new small
company, challenged established companies and successfully brought about a
fundamental transformation in many of the practices of the industrial gas industry.
The result was a more efficient and productive industry to the benefit of the
entire economy.

The success of Air Products was dependent on the equity capital provided by
investors, many of modest means, who were willing to both assume high risk and
encourage reinvestment of earnings to satisfy the growing capital needs of the
then struggling company.

The prospect of eventual profit subject to a favorable capital gain tax rate was
the incentive.

If the present system of capital gain taxation existed 30 years ago, it is doubtful
that Air Products could have obtained the needed "venture" capital. Investors
are not willing to place funds in risk situations with the prospect of up to 50 per-
cent tax on both the real and inflationary gain. Evidence of this lack of willingness
to assume high risk has been pointed out by representatives of the security business
who indicate that in 1969 there were 540 stock offerings totaling nearly $1.5
billion by companies with a net worth of under $5 million. In 1975, there were
only four offerings, and they raised only $16 million.

tong-term solutions to the American energy problem will depend on develop-
ment of new and efficient ways to produce and use energy. This requirement when
added to the previously existing need for technological development provides new
and exciting demands for innovative solutions. However, statistics clearly show
that technological innovation is declining in the United States.

A lower capital gains tax rate will result in more equity capital becoming avail-
able to finance technological innovation, which in turn will benefit the entire
country.

TAX ON INFLATIONARY PROFITS

The present high tax on capital gains is a tax on capital, not income, to the
extent that appreciation reflects inflation. S3065 would not eliminate this problem,
but it would significantly reduce the adverse affect in a simple and practical
manner.
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ELIMINATION OF DOUBLE TAXATION ON CORPORATIONS AND SHAREHOLDERS

Multiple levels of taxation of the corporation and the shareholder are a deterrent
to capital formation. This has been recognized in various proposals for partial
elimination of double taxation through credits to be given shareholders receiving
dividends. These proposals have met opposition from many business sources. In
part, this opposition is attributable to the recognition that a credit at the share-
holder level on dividends will shift the relative attractiveness of investment from
the growth company that reinvests earnings to the mature company or the service
company in position to distribute current earnings Ps dividends.

As a matter of policy, we should encourage the growth company that is providing
new technology and less costly and improved methods of production.

While the bill does not eliminate double taxation, it would reduce the impact of
multiple layers of tax and would tend to reduce some of the opposition to the share-
holder dividend credit proposal.

The proposed bill is an imperfect solution to the problem of providing incentive
for capital formation and encouragement of companies with new technological
developments. Its enactment, however, would constitute a substantial positive
step. The bill would also simplify the taxation of capital gains. Enactment of the
proposed bill would constitute a substantial incentive for capital formation and
would result in more equity capital becoming available to the Company with new
innovative technology.

Sincerely,
EDWARD DONLEY.

AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS,

Mr. 'MICHAEL STERN, Washington, D.C., June 28, 1978.

Staff Director, Committee on Finance, Room 27 Dirksen Senate Office Building,
Washington, D.C.

DEAR MR. STERN: In connection with the hearings on various bills affecting the
taxation of capital gains to be held June 28 and 29, 1978 by the Senate Finance
Committee's Subcommittee on Taxation and Debt Management, the American
Institute of Certified Public Accountants is pleased to submit the following com-
mients.

Basically, the positions adopted by the Institute oppose any further erosion
of the capital gains preference. Indeed, we believe that the capital creation needs
of the country urgently require relief from the current heavy capital gains tax
burden. We are, therefore, very encouraged that significant relief is being considered
by the Congress.

Our detailed views are set forth in the AICPA's Statement of Tax Policy Num-
ber 1, Taxation of Capital Gains. Copies of this publication are enclosed as a part
of this written statement for the consideration of the Subcommittee in connection
with these hearings.* It is interesting to note that two of the recommendations
included have already been adopted, that is, extending the holding period for
long-term capital gains to 12 months and increasing the limit on capital loss
deductions.

The AICPA has also submitted its position on certain aspects of the taxation
of capital gains in its comments on the President's 1978 Tax Program. The Insti-
tute position on these aspects of capital gains taxation are reproduced as follows.

CAPITAL GAINS-REPEAL OF ALTERNATIVE TAX

The AICPA opposes any further increase in the Federal income tax burden on
long-term capital gains.

Retention of the alternative tax on the first $50,000 of annual long term capital
gains serves a particularly useful purpose. It must be remembered that the alter-
native computation provides a "ceiling" on the tax. The actual liability may, of
course, be lower-it can't be higher. In our judgment, this tax relief provides a
meaningful incentive for taxpayers with some investable funds to make the (eci-
sion to invest. There is, we believe, general recognition of the importance of in-
creasing the pool of investors in this country. The tax incentives for that purpose
should, if anything, be increased rather than diminished.

*Tbe booklet was made a part of the official committee file.
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MINIMUM TAX FOR INDIVIDUALS

The AICPA favors the elimination of the application of the minimum tax to
the capital gain recognized upon the sale of an individual's principal residence.

The AICPA is opposed to the elimination of the 50 percent of the regular taxes
paid reduction in determining tax preference items subject to the minimum tax.Such elimination broadens the scope of the minimum tax beyond what is neces-
sary to accomplish the intended purpose. The current proposal to completely
eliminate the reduction for a portion of regular tax converts the "minimum" tax
system into an "additional" tax system on preference items. This is particularly
notable in the area of tax preferences representing timing differences in that the
tax imposed in the year of preference is not offset by a reduction in tax liability
in the later year when the timing difference reverses. The Institute further be-
lieves that the broadening of the minimum tax would be counterproductive to the
President's goal of capital information by discouraging investments in certain
activities.

PURPOSE OF THE PREFERENCE TAX

The minimum tax provisions were enacted in the Tax Reform Act of 1969 to
ensure that high-income persons paid their fair share of taxes. As these provisions
were not fulfilling their intended purpose, the Tax Reform Act of 1976 substan-
tially revised the preference tax by (1) repealing the carryover of regular taxes
paid as a reduction of preference items, (2) increasing the minimum tax rate to
15 percent from 10 percent, (3) replacing the $30,000 exemption and reduction for
regular taxes with an exemption equal to the greater of $10,000 or one-half of the
regular tax liability, and (4) expanding the list of preference items subject to the
tax.

The changes, effective for taxable years beginning after December 31, 1975,
effectively ensure that most individuals pay at least a minimum tax on income each
year.

The complete elimination of the deduction for regular taxes paid would effec-
tively repeal the concept of a "minimum tax" on preference items and replace it
with the concept of an 'additional tax" of 15 percent on all items of tax preference.
If this is the intent of the Administration's proposals, then Congress should
consider confronting the particular preference item situations squarely and
directly change the tax consequences rather than attempt to achieve the same
result through the use of a device which no longer serves the objective for which
it was originally designed.

REVERSING PREFERENCE DIFFERENTIALS

The elimination of the 50 percent regular taxes paid deduction would, to a
much greater extent than under current law, effectively impose the minimum tax
twice on the same so-called tax shelter investment. For instance, accelerated
depreciation on leased personal property is a preference item subject to minimum
tax each year in which accelerated depreciation exceeds straight line depreciation.
Such accelerated depreciation also reduces an individual's basis in such property
for purposes of determining gain on the subsequent disposition of the leased
property. A portion of the subsequent gain will be ordinary income under the
depreciation recapture rules; however, some of the gain may qualify as a capital
gain and the minimum tax provisions would again apply. With no offset for 50
percent of the regular taxes paid, an individual would twice pay minimum tax
on the same piece of property. This same, or similar, rationale applies equally to
(1)Yaccelerated depreciation on real estate, (2) stock acquired by exercise of
qualified stock options, (3) percentage depletion, (4) amortization of child care
facilities, and (5) intangible drilling costs.

Clearly, such elimination of the 50 percent of regular taxes paid deduction
would produce an entirely inquitable result not intended by Congress.

We would appreciate the inclusion of this statement in the record.
Sincerely, ARTHUR J. DIXON.
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ARTHUR ANDERSEN & CO.,
Washington, D.C., July 7, 1978.

Hon. FLOYD K. HASKELL,
U.S. Senate, 4104 Dirksen Senate Office Building,
Washington, D.C.

DEAR SENATOR IASKELL: Bill Barth and I were pleased to appear before the
Senate Finance Subcommittee on Taxation and Debt Management on June 28,
1978, and we especially appreciated the opportunitity to discuss with you our firm's
position regarding the proposal to defer recognition of gain on the sale of a small
business. Such a proposal can serve a number of objectives, each related to main-
taining and expanding that amount of capital available to small businesses. We
perceive that the differences between the proposal we have supported and the one
encompassed in your recent bill (S. 2428) are largely matters of emphasis among
the various objectives. Accordingly, we would like to make a few additional
comments regarding the manner in which the various objectives might be covered
by a single proposal.

Our original proposal for the deferral of gain on the sale of a small business
(before the Select Committee on Small Business and the Finance Committee on
September 24, 1975) emphasized the bias in the current tax law toward the ac-
quisition of a small business by a large publicly-held corporation. Under the
reorganization provisions of the Internal Revenue Code, such transactions may be
accomplished in a manner which permits the "seller" to defer recognition of gain
on the sale of his business. On the other hand, should the entrepreneur desire to sell
his successful small business to another entrepreneur or a group of key employees
he will generally be required to recognize gain on the transaction, since the normal
consideration in such a transaction is cash or a combination of cash and debt.
Accordingly, we recommend that in a sale transaction, the seller be permitted
to obtain substantially the same results as in a tax-free reorganization; i.e., the
deferral of gain recognition coupled with a reduction in the basis of property
acquired with the proceeds from the sale of the business. Limiting our concern to
the achievement of tax equity with regard to dispositions of a small business, we
saw no need to limit the type of reinvestment by the selling entrepreneur and
contemplated that, in fact, the proceeds would generally be invested in stocks,
bonds, real estate, etc.

We believe such a change in the tax law would encourage small business capitrI
formation in two respects. First, there is the obvious ability to keep a small
business in the small business sector after the founder is ready to dispose of it
for whatever reason. Secondly, removal of the tax burden on the sale of a small
business will be an additional incentive for prospective entrepreneurs to create
small businesses in the first place.

A number of commentators, and more particularly Senate Bill 2428, have
taken this idea one step further and provided that the deferral of gain will apply
only when the proceeds, or a substantial part thereof, are reinvested in another
qualifying small business. This supplements the original objectives by providing
a level of assurance that the capital represented by these proceeds will also be
utilized in the small business community. Based upon your comments during our
recent discussion at the hearing, we understand that you would contemplate such
an investment to be (1) in either a specific small business, or (2) in a fund which
in turn invests in a number of small businesses.

We are reluctant to see such a requirement attached to the initial reinvestment
of the proceeds of a small business, since there are circumstances in which such
an investment might be inappropriate for the seller. For example, an elderly small
businessman wishing to retire may, from a purely investment standpoint, be
better served by investing in relatively safe, perhaps fixed income, securities. On
the other hand, there is a strong benefit to be obtained from a reinvestment in
the small business community and we agree that an additional incentive toward
this end is appropriate. Accordingly, we would suggest that while the initial
reinvestment be unrestricted, the subsequent investment in a qualifying small
business (or a small business fund) be included in the legislation as a means of
extending the nonrecognition benefit.
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Oir-original proposal provided that the sale of the replacement investment,
e.g., p'iblicl.-hed stock, would trigger the previously deferred gain. We suggest
that you incorporate in your proposal a provision that would provide that such
gain continues to be deterred so long as any reinvestment after the first such
transaction is made in the small business community. This would provide the
incentive to make investments in small businesses, but would not force the seller
who is approaching retirement to reinvest in high risk ventures.

In conjunction with this approach of merging several objectives in the legisla-
tion, we would point out that in our statement before the Select Committee on
Small Business on May 15, 1978, we recommended the creation of a new type of
security, the Small Bu.siness Participating Delenture, which we hope will provide
an excellent vehicle for reinvestment of the proceeds of a small business, partic-
ularly if a fund investing in the debentures issued by many small businesses were
to come into existence. We hope that you will give further consideration to our
proposal for the creation of such an instrument as a means of bringing together
the various small business proposals now before the Congress.

If we can be of further assistance to you in the consideration of this legislation,
please do not hesitate to contact us.

Very truly yours, By WILLIAM C. PENICK.

BODINE SOUNDRIVE Co.,
Los Angeles, Calif., July 7, 1978.

Re Capital Gains Tax.
SENATE FINANCE COMMITTEE,
Senate Office Building,
Washington, D.C.

HONORABLE SENATORS: Before the enactment of the 1954 tax code there was a
major problem as regards launching much needed new technology in American
industry. Those pre 1954 years had the problem that an inventor/developer of
new technology was almost forced to form a new venture company in order to
launch a new product design. This was about the only way we could finance the
developments.

I am an inventor, holding some 300 patents, primarily specializing in the indus-
trial application of a new technology of physics involving the use of low frequency
sound waves. Notable in these developments are our Sonic Oil Well Drill, Sonic
Pile Driver, Sonic Earth Moving Equipment, Sonic Foundry Equipment, Sonic
Plastics Working Equipment., Sonic Metal Working Machines, etc., all based upon
low frequency sonic technology, and all involving considerable development and
consequent need for venture financing. I have been in this segment of our industrial

picture for a number of years, and because of this experience I serve on the
advisory Committee to the United States Patent Office, the Planning Council of

the American Management Association, the Sonic Engineering Committee of
the American Institute of Physics, and an Associate of California Institute of
Technology. I have been hard at it since finishing at Cal Tech some years ago.

The pre 1954 tax and financing problems made it necessary that for each
venture we had to set up a separate, new, struggling, hardly able, little corporation
which would then try to grow and do its job of introducing the new technology.
We formed Soundrill Corporation, for the oil well drill; we formed Soundrive
Pump Company for the oil well pump; we formed Soundrive Engine Company for
the application of sonics to engines and their manufacture; Sonic Process Company
for the commercialization of foundry techniques, etc. These new companies, each
one a separate corporation, grew very slowly because of typical financing problems,
and their technologies were held back accordingly as regar(1s helping the industrial
picture in our Country.

Then came the 1954 tax code, with its section 1235 which establishes capital
gains position for inventors and holders. This of course made real sense because
in those days capital gains tax was held to 25 percent, as you know. Immediately
thereafter, because of this wisely written tax law, we Were able to launch a new
approach which simply involved making license arrangements with large corpora-
tions. The license royalties payable to our entity (Bodine Soundrive Company is
a sole proprietorship, and therefore I function as an individual inventor actually)
were subject to only 25 percent tax, for the years after 1954 until 1969, and there-
fore we had funds to move into further developments into other fields of applica-
tion. A really active new applications program was carried on during those years.
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It is significant that during those enlightened tax years from 1954 to 1969,
American technology really led the world. Since 1969 our United States picture
has slumped into technical doldrums, and foreign technology is now forging ahead
of us, leaving American export In a not-to-happy position.

In addition to being a great boon for United States technical leadership, the
enlightened tax years, 1954 to 1969 also effectively aided the industrial and em-
ployment picture within our Country itself. For example, because of the 1954
tax code (and the 25 percent limitation on capital gains tax) we were able to
license our Sonic Oil Well Drill to Borg-Warner Corporation, and Borg-Warner
expended close to $6,000,000 in the development of the Sonic Oil Well Drill.

This was about 100 times the financing we are able to accomplish on our own
before the 1954 tax code and the 25 percent tax limitation. These millions of dol-
lars created very substantial employment and very substantial purchases of
hardware, all of which resulted in payroll taxes, excise taxes, etc., which were of
course a great aid to our Country's tax financing. We licensed our Sonic Pile
Driver to Shell Oil Company, and they put out close to $8,000,000 in launching
that project, again a repeat of the type of benefit to our Country as was the Borg-
Warner situation with the drill. Another good example was our being able, be-
cause of the enlightened tax years, to license our manufacturing process patents
to General Motors. They too started millions of dollars moving right away.

So, it can be seen that the small concession of the 25 percent capital gains tax
to our own small entity resulted in some real money starting to move on the part
of large and abled companies. The net benefit to our Country was orders of mag-
nitude greater than the net concession to the small technical entrepeneur.

Then came 1969, and the devestating change in the tax picture. Since that
year our position has radically changed. No longer do we have the rapid introduc-
tion of our technology such as the Sonic Dental Tool, the Sonic Pile Driver,
Sonic Foundry Techniques, Sonic Drills, Sonic Pumps, and all of the other really
big goodies that occured before 1969.

We have subsequent developments that are just as big, but they pretty well
hang around in our files since the devastating effects of the 1969 tax revisions on
capital gains. We have had almost ten years now to see the bad effects on the
1969 enactment and subsequent similar trends in tax code. In order to try to
survive in spite of the devestating policies of the United States Tax Collector
we have been looking to companies outside the United States such as joint ven-
tures and God knows what all. And yet President Carter has a committee trying
to figure out what has gone wrong with United States technology leadership

There is a unhealthy lethargy, and the United States leadership is slipping
behind. Our little entity sincerely hopes that your Honorable Committee will be
able to turn things around, back to the 25 percent picture that really made the
wheels turn.

I would be more than pleased to provide further details in any manner you
might find desirable.

Very truly yours, ALBERT G. BODINE,

President.
Enclosure papers on new technologies.'

STATEMENT OF BARRY C. BRODEN, ASSOCIATE PROFEssOR, DEPARTMENT OF
AccoUNTING, UNIVERSITY OF MIAMI

The economic system in the United States has long been referred to as capital-
ism. Our country was founded on the principle of free enterprise for profit and
to such a system capital investment at risk is its heartbeat. In recent years the
federal, state and local government's role in our economy bas grown to such an
extent that a healthy partnership exists between the socialistic and capitalistic
aspects of our economy for mutual benefit.

Our system must be constantly monitored so that an adequate balance ex-ots
between private and public capital. To discourage private capital formation Nill
tend to lessen individual incentive and reduce our economic growth. Such action
would be counter to the basic ideals on which our Founding Fathers began our
country. Our country must always provide incentives and opportunities for the
individual to succeed on their own.

I Papers were made a part of the committee file.
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The 1969 Tax Reform Act and subsequent revenue acts had a number of

proviVions which narrowed the difference between the maximum tax on capital

gains (49.1 percent) and the maximum tax on professional service income (50

percent). This effectively eliminated the appearance of an incentive In the tax

rates for capital investment. Capital gain tax rates should be lowered for addi-

tional reasons. In many respects, effective tax rates on capital gains are higher

than on ordinary income sources. For example, capital gains are an aggregate

of increases in values produced or earned over a number of years and includes a

much larger increment of so-called "illusory profits" due to inflation. Such

"illusory profits" are taxed at even higher graduated rates because they are lumped

together in one year when recognized rather than taxed over the number of years
when realized. Although a small measure of relief may exist if one can Income

average, no provision exists for eliminating taxes on Illusory profits due to infla-

tion. Therefore, capital gain tax rates should be lower for three basic reasons;

the adverse tax effects of lumping the gain in one year, eliminating the tax on

inflation gains and providing an incentive for Investment. Additionally the ill

effects of the minimum tax on individuals that sell their personal residence or

receive lump sum pension distributions was not the original intent of Congress.

Furthermore, the elimination of one half of the individuals capital loss deduction

is unfair due to the yearly limitation on capital loss deductions, high inflation

rates and the full deductibility of ordinary losses. In fact5 President Carter's

tax package calls for eliminating sale of personal residences from the minimum

tax. The President also calls for the elimination of the alternative tax as a step

towards tax simplification. I support such Presidential recommendations but

feel that elimination of capital gains as tax preference item entirely would do

more good for tax equity and simplification in the long run.
Ideally, such eliminations: capital gains as a tax preference item, the alterna-

tive tax computation, and one half of the individuals' capital loss deduction, would

be a just compromise by lowering the effective maximum rate on capital gains

to 35 percent. Remember, one should not criticize provisions which on the surface

seem to be aiding the rich at the expense of the public but look to the long term

effects on the welfare of our society. The situation reminds me of the old principle

that in order to reap benefits for the many, you must incur what one group may

consider distasteful costs. After much thought, the so called "seasoned profes-

sional" will accept these costs as necessary.

STATEMENT BY IRA G. CORN, JR., CHAIRMAN MICHIGAN GENERAL CORP., ON

THE TAXATION OF CAPITAL GAINS, ON BEHALF OF THE COMMITTEE OF

PUBLICLY OWNED COMPANIES

Mr. Chairman and members of the subcommittee: I appreciate this opportunity

to file a statement on behalf of The Committee of Publicly Owned Companies.

This Committee is an organization of Chief Executives of about 700 companies

whose stock is publicly owned and traded on the New York or American Stock

Exchanges or over-the-counter. We have members in nearly every state of the

Union. Our primary focus is capital formation. Most of us are small or medium-

sized companies, although a growing number of large companies have joined forces

with us as the problems of raising equity capital have intensified.
I am a member of the Executive Committee of The Committee of Publicly

Owned Companies, and I am Chief Executive Officer and co-founder of Michigan

General Corporation which is traded on the American Stock Exchange, as well

as a director or officer of various other companies. I am the author of several books

and a number of articles, mostly relating to business, economic and financial mat-

ters; and I was for some years Assistant Professor of the School of Business Ad-

ministration, Southern Michigan University.
The Committee of Publicly Owned Companies strongly supports the bill in-

troduced by Senator Hansen vith 61 co-sponsors, the effect of which would be to

reduce the maximum tax rate on net capital gains to 25 percent. This is a pro-

posa], in speeches and articles, which I have advocated for a number of years. My

support of this position is based upon my own studies and my experience as the

founder and developer of 24 companies during the past 30 years.
I don't propose to burden you with a detailed statement of the statistical facts

and projections supporting our position. These are or will be in your record in

great detail. I really do not blieve there is much room for argument about economic
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facts. A roll-back of the capital gains tax to 25 percent will have a powerful, stim-
ulating effect on our economy. In my opinion the estimates of Dr. Norman Ture
who, I think, is well-known to you as a sound and reliable expert in the field are
about as accurate as estimates can be. Enactment of the Hansen bill, Dr. Ture
concluded, "would have a significant expansionary effect on the economy and
would modestly increase Federal tax revenues." Dr. Ture estimates that in the
third year after enactment of the Hansen bill, the effect of the roll-back would be
as follows (for that year alone): 100,000 additional jobs; $12 billion increase in
gross capital outlays for plant and equipment; $15 billion increase in GNP; and
$1 billion net increase in Federal tax revenues.

I think the economic benefits of the roll-back are so clear that its enactment
would be assured except for one thing: The argument that you shouldn't enact a
measure which will clearly and powerfully aid the Nation and all of its people be-
cause it would also benefit rich people who would receive a substantial part of the
tax reduction.

Now, with all respect, I submit to you that the facts do not support this type
of reasoning. The purpose of a roll-back of the capital gains tax is not to reduce
taxes, it's to create jobs and to encourage equity investment-the single most
critical aspect of the American economic system. A capital gains roll-back could
have the effect of (1) expanding the production of goods and the provision of
more services; (2) reducing inflation; (3) restoring to Americans the maximum
opportunity to start new businesses and to develop them into strong, thriving
concerns; and very importantly, (4) providing competition.

Under our American system, there's really only one way to accomplish this,
and that is to make it sensible and attractive for people to invest savings in the
equity-the common stock-of corporations. For come years now, because of
the sharp increases in the capital gains tax, inv,2..ment in common stock to
supply new and additional equity capital has been neither attractive nor sensible.
That's why the equity capital market, especially for smaller and newer enterprises,
has been practically non-existent. In my own companies, for example, we have
not been able to go'to the public market for equity since 1969--and that's true of
most if not all of the 700 members of our Committee. To be sure, we have enjoyed
rapid growth since 1969, but virtually all of it has been funded by debt.

Ve're not growingprudently. We wish to continue to expand plants and produc-
tion, to provide new jobs, new technology and more products and services to
fight inflation-and to do so on a strong foundation which will make the next ten
years successful. The real entrepreneurs-the smaller companies capable of growth
and vigorous competition-are not coming on-stream. They just can't raise equity
capital. They don't have retained earnings that they can use for capital. Most of
them are at or beyond the prudent limits of borrowing; and debt financing, when
available, has to be at high interest rates which threaten their very existence and
adds to inflation. The ratio of corporate debt to equity in our Nation's enterprises
is truly dangerous; since 1960, the ratio of debt to equity has deteriorated more
than 50 percent.

Now, if we're going to get equity capital, its got to come from public investors.
Government doesn't-and shouldn't,-supply the venture capital that's needed.
But with present capital gains rates, public investment in new equity capital is
practically non-existent. This is particularly true'with respect to the types of
equity investment most helpful to the Nation: that is, investment in the smaller,
growing, dynamic companies which provide most new jobs, new technology, and
real competition. The risk involved is so great that it is not prudent or sensible
to make the investment. Even if you are lucky and successful, you have to pay
a capital gains tax of 50 percent or more. In these days of galloping inflation, no
responsible government should tolerate a 49%t percent federal capital gains tax
rate, plus state rates that can go up to 8 or 9 percent (after federal deduction.)
It is an obvious absurdity for any government to claim that a gain which is sheer
inflation, and represents no real improvement in one's economic position, is
"income" to a person and should be the target of punitive taxation.

It has been estimated that more than 70 percent of all American businesses
lose money or barely break even. The only reason to take the risk of equity invest-
ment is the hope of substantial profits, after-tax, if and when you've been smart
enough and lucky enough to put your money on one of the winners.

If we can get the people of America back into the equity market-to invest in
the stock of companies, to become partners in America's growth-there is no

'doubt that the benefits to the Nation will be enormous, and everybody will share
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In it. President Kennedy, who certainly was not interested in conferring special
benefits on those in the higher income brackets, proposed in 1962 a reduction in
the then existing maximum 25 percent capital gains tax. He advocated this for
a very good reason which he summarized in this way:

"A rising tide", said President Kennedy, "lifts allboats."
Mr. Chairman and members of the Subcommittee, we earnestly hope that you

will approve the Hansen bill.

STATEMENT BY GEORGE E. JOHNSON, PRESIDENT, JOHNSON PRODUCTS CO., INC..
ON THE TAXATION OF CAPITAL GAINS, ON BEHALF OF THE COMMITTEE OF
PUBLICLY OWNED COMPANIES

Mr. Chairman and members of the subcommittee: My name is George E.
John an. I am the founder and President of Johnson Products Company. We
are the Nation's only predominantly Black-owned company whose shares are
public held. Our stock is traded on tie American Stock Exchange.

We are engaged in the manufacture and sale of hair products, cosmetics and
men's fragrances, designed primarily for Black consumers. Our products are
sold throughout the United States and in selected foreign markets.

We directly employ over 400 persons. In 1969, we were able, for the first time,
to raise some equity capital by a public offeringof our common stock. This made
it possible for us to expand our facilities and hire more employees. As a result,
both our sales and the number of jobs we were able to supply has more than
tri led.

W.e have long recognized that the best hope for Black enterprises in this coun-
try is access to the public, equity markets through purchase of our stock largely
by individual investors. It is for this reason that we became and still are a charter
member of The Committee of Publicly Owned Companies which has taken the
lead in promoting access to equity capital by small and medium-sized companies.

Black enterprises have the same problems that other small and new businesses
ha ve-only more so. We are Johnny-come-latelys. Very, very few of us have a
long earnings history-or any kind of long history, so we can't finance our busi-
nesses out of retained earnings. For example, of the top 100 Black owned or con-
trolled businesses in the Uhited States, 84 were started after 1965.

We are all appreciative of the policy of the Congress and the Administration
to aid Black and minority enterprises. This is -ood social policy, and it's good
economic policy. I'm confident that eventually we, the Black and minority
enterprises, will contribute greatly to the economic vitality and prosperity of
the Nation.

But giving us a chance to get government contracts, and giving us access to
loIns, however appropriate and desirable, won't do the job as it should be done.
These programs have to be supplemented by giving us, as well as all other busi-
nesses, no matter who owns or controls them, access to equity-to venture capital.
That's the only way that we can grow-the only way that many of us can survive.
We can't do it if our only access to capital is to borrow money. New enterprises,
new entrepreneurs, who are new entrants into the capitalist system, can't survive
the burden of debt and the threat of the sheriff if we miss a payment. We are too
vulnerable to economic adversity and management error to stand this.

We need stockholders-investors-partners. Without this, either we can't get
going at all; or if we borrow for our capital needs to build plants and employ people,
we're in hock over our heads. If there's a little i ecession, or a little setback because
of economic conditions or a slight management mistake, we can't handle it, and
our companies collapse. There's just no fat to absorb even a little shock.

Debt, of course, creates instability-and debt is pretty much all that some of
us-fortunately not my own company-have by way of capital. For example, in
just the last year, 17 Black companies were displaced from the list of 100 leading
companies in that category. This is to be compared with the fact that only 18
companies disappeared from last year's list of 500 top American companies.

We're not here requesting a handout. We're not asking for special treatment.
It's your policy to encourage small and medium-sized businesses, and especially
to give a long-denied chance to minority enterprises. It's a good policy because, as
your records show, those are the businesses that supply new 'obs and new tech-
nology, and open new markets, and provide competition, and give life to the great
American dream of upward mobility.
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And we're not asking for a chance to "con" the public. We're asking for a taK
reform which makes it sensible-and not foolish-for the public to invest in new
or young companies. Any company offering to sell stock to the public has to pro-
vide them with all the facts. But for investment in any of these companies to be
sensible, the public must have a reasonable basis to ant icipate that they've got a
chance to mnke enough profit, after taxes, to justify the risk that's always present
when you put money in young companies, and especially in companies whose
management, like that of most minority companies, has not necessarily got a
background of 20 yeais'as president of another company.

I respectfully submit that the only way to do this-the American way-is to
reduce the capital gains tax and to reduce it enough to provide the incentive that
is needed. The Hansen bill will do this, and we strongly support its approval.

In connection with this statement, I offer for the record an article which a -
peared in the New York Times of June 14, 1978, and a Wall-Street Journal vdi-
torial of June 9, 1978.

[The New York Times, Wed., June 14, 19781

BLACK BUSINESS: INSIDE VIEW

(By Winston Williams)

When the 100 leading black business executives gather at the White House
today for a meeting with President Carter, they will include 17 newcQmers
who will have replaced representatives of companies that have folded, merged
into larger companies or fallen behind the pack.

The changes in the top 100 list, published for the last six years by Black Enter-
prise magazine, highlight one of the biggest problems of black entreprenuers-
instability caused by management and financial problems. In comparison only 18
companies disappeared in the last year from the list of the 500 top American
industrial companies that are publicly held.

"The black business situation is still very fluid," said Earl G. Graves, pub-
lisher of Black Enterprise, "It took us 300 years to get to the White House," he
said, referring to black businessmen. "Its' going to take us a while longer to
master big business."

The combined sales of the entire group would place it 264th on the top 500
list, ahead of the Brown Group, a St. Louis shoe manufacturer.

TWO COMPANIES LIQUIDATED

In fact, last year was a fairly good one for the group. Only two companies
were liquidated. Group sales advanced 15.6 percent to $896 million. The cutoff
point for inclusion in the ranking rose to $3.6 million this year from $2.5 inil-
lion the year before and the sales of the largest company, Motown Industries,
jumped 22 percent to $61.4 million.

But concern about the takeover by white-controlled businessmen of last
year's seventh-and-ninth-ranked companies have raised new questions. Some
social activists view the development of healthy black-controlled business as an
important part of a larger plan to rebuild the black communities and to provi~le
work for the unemployed.

"A lot of blacks react to the idea of merger as if it's going to take something
away from them," said Mr. Graves, "I guess we're possessive because we're so new
at business."

Henry Parks, the chairman of H.G. Parks when it was No. 9 on the list, sold
his sausage company to the Canadian-based Norrin Company last year for $10
a share when it was trading over the counter in the $3-to-$4 range. He thinks.
the fear of takeover is unjustified.

"We started out from day one aimed at the general market. We were nov
selling exclusively in the black market," he said, "No one wants to fight social
problems over the breakfast table." Mr. Parks said that Parks management had
remained unchanged as a subsidiary of Norrin, a financial services company.
He said it has also created potential new corporate opportunities for Parks
executives. Norrin has also acquired a kosher sausage company, which the Parks
subsidiary is running.
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The management of Garland Foods Inc. of Dallas, which held the No. 7 place
last year with sales of $16 million, remained unchanged after a mixed racial group
bought the concern from the estate of the (lead owner.

Few of the businesses on the Black Enterprise list are candidates for take-over,
however. Only one company, Johnson's Products, a Chicago cosmetics company,
is publicly owned and most are burdened with heavy debt. The loans, according
to J. Bruce Llewellyn, chairman of Fedco Foods (No. 3 this year), are usually
short-term bank borrowings that can spell disaster when a little trouble comes.

VICTIM OF DROUGHT

Such was the case with Harris & Stroh, a San Francisco-area sporting goods
distributor, which ranked No. 20 on last year's list. International Fasteners is
now in the process of liquidating Harris & Stroh's inventory. The company, which
was highly leveraged, could not survive the recent drought in California, which
brought fishing and hunting to a near stop.

Bnt management problems made matters worse. The Urban National Corpora-
ti',an, a Boston-based small-business investment company that owned Harris &
Stroh and that specializes in minority businesses, delegated to a financial expert
the responsibility of running the company after Richard Banks, the former chair-
man, took an executive job at Levi Strauss & Company.

"What the company really needed was a marketing man to attract and keep
the chain-store business," Mr. Banks said. He left the company because Levi
Strauss offered him a vice president's title with responsibility for the women's
junior sizes division. "I found out I'm more of a corporate animal," he said.

Two of the companies delisted last year, Philadelphia International Records
and K.C. Buick of San Francisco, were erased because it could not be determined
if they were actually controlled by blacks. But most of the companies that did
not reappear on this year's list were outdistanced by the newcomers, most of whom
were automobile dealers.

TOP BLACK-OWNED/CONTROLLED BUSINESS IN THE UNITED STATES'

Ranking Sales (thousands)

This Last
year year Company and location Type of business 1976 1977

1 1 Motown Industries, Los Angeles .......... Entertainment ............... $50,000 161,400
2 2 Johnson Publishing Co., Inc., Chicago ........ Publishing ..................... 50,150
3 4 Fedco Foods Corp., Bronx .................. Supermarkets .................. 37,000 45, 000
4 3 Johnston Products Co., Inc., Chicago ......... Manufactures hair care products 43, 500 38;047

and cosmetics.
5...... Afro International Corp., New York .......... Exports ................................. 25,000
6 6 H. J. Russell Construction Co., Inc Atlanta Construction and development... 21,000 25,000
7 8 Wallace & Wallace Chemical & OJ Corp., $t Fue! oil import and distribution... 15476 17,540

Albans, N.Y.
8 9 Drummond Distributing Co., Inc., Compton, Liquor wholesaling .............. 13,500 14,500

Cal.
9 11 Dick GidronCadillac, Inc., Bronx ............ Auto sales and service ......... 12.130 13,900

10 20 Terry Brantley Groenbrier Lincoln-Mercury Auto sales and service .......... 9,000 13,000
Sales, Inc., Atlanta.

1 Based on gross sales. Excludes banks, savings and loan associations, life insurance companies, and firms with pro-
fessional orientation such as brokerages, architectural offices.

Source: Black Enterprise magazine.

IThs Wanl Stmet Journal June 9, 19783

REVIEW AND OUTLOOK

BLACK CAPITAL

At the 1976 Republican Convention in Kansas City, Wendell Gunn, a black
tice president at Chase Manhattan, argued before the platform committee that
blacks had struggled for decades for the right to buy a ticket to the train, and Just
when they won that right the train stopped running.

The thrust of his remarks was that just as blacks were finally breaking through
legal and social barriers to growth in the mid-1960s, the "peculiarly black tax of
discrimination" was being replaced by government tax and regulatory policies
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that stifle economic growth for black and white alike. The truly successful busi-
nesses and really significant fortunes were built prior to the mid-1960s and as a
result are exclusively white.

We're reminded of these observations by the June issue of Black Enterprise
which lists the top 100 black owned andlor controlled businesses in the United
States. Of these, 84 were started since 1965. The biggest, Motown Industries of
Los Angeles had only $61 million in sales last year. To make the Fortune 500 in
1977 took $W55 million in sales. It takes only $3.6 million in sales to make the top
100 as a black enterprise. And only one of Black Enterprise's 100 is publicly held.

Those blacks who share Mr. Gunn's views are growing in number and becoming
increasingly vocal, recognizing that the major obstacle to black capitalism is no
longer racial discrimination but the tax and regulatory structure. One of the major
reasons why there is so much steam behind the Steiger amendment to President
Carter's tax package is that it has been endorsed by black energy and banker
groups and by Mayor Tom Bradley of Los Angeles.

The tightening of capital gains taxation in 1969 is precisely the kind of barrier
to new growth that changed the rules just as blacks were getting into the game.
The Steiger measure would roll the tax back to where it was in 1969, at a top of
25% instead of the current roughly 50%. The principal beneficiaries would be
successful but small enterprises now ready to expand, like those on the Black
Enterprise list.

In retrospect, it is puzzling that such a destructive change in the tax laws could
be made in 1969, the first year of Richard Nixon's presidency, with his blessing
and with so few voices in the business and financial community raised against it.
But it becomes easier to understand when we reflect on the fact that in 1969 the
lower capital gains rate was perceived by the corporate bureaucracy not as a boon
but an irritant.

The Fortune 500, after all, have little to gain directly by a lower rate. Big busi-
ness has already gained most of the risk capital it needs and generates expansion
capital internally. What was happening in the late 1960s, spurred by the Kennedy
tax cuts of 1962-64, was an economic boom built on venture capital. The brightest
and most adventurous managers and engineers were leaving the Fortune 500 and
starting enterprises of their own. They could sell their ideas of better mousetraps to
investors who could see that with a 25% top rate on capital gains there would be
a potential payoff that would match the risks attendant on fledgling companies.
Corporate bureaucrats felt nothing but harassment from this vigorous new

- competition.
With the passage of the Steiger amendment in some form, there would almost

surely be a great burst of entrepreneurial activity, along with an exodus of talent
from the Fortune 500. Risk capital would be available for new ventures, allowing
more blacks to try their hand at forming businesses. The more successful of thiem-
the ones on the Black Enterprise list-would be able to raise money by going
public. This means the black entrepreneurs would take home a big capital gain
personally, have more money to expand their businesses, and still be chief execu-
tives. To realize their personal gains and get expansion capital under the current
tax structure they have to sell out to a white conglomerate, which is why this
year's Black enterprise list has lost H. G. Parks Inc., the Parks sausage people.

Those black leaders who still believe black enterprise can only be built via govern-
ment subsidies or contract favoritism have a pleasant surprise coming. There is a
vast population of talented, educated and adventurous blacks bottled up in corpo-
rate America for want of venture capital. They will be freed if only we can change
the rules to get the train moving again.

STATEMENT OF GEORGE A. STRICHMAN, CHAIRMAN,. COMMITTEE TO REFORM
DOUBLE TAXATION OF INVESTMENT

This statement supporting sound treatment of capital gains is submitted on
behalf of the Committee to Reform Double Taxation of Investment. The Com-
mittee has over 800 corporate members (representing over 31 million individual
shareholders), 17,000 individual members and others who participate in informa-
tional activities provided by the Committee.

The Committee was formed in 1976 to support legislative action to phase out
the inequitable and burdensome double taxation of distributed corporate earnings.
Its members urge such action as an essential ingredient in the formation of suffi-
cient capital to meet the needs of our economy now and in the years ahead,.
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But our purpose in this statement is not to dwell on the essentiality of action
on the double tax issue, since the occasion for these hearings is to examine the
alternatives to current law fixing treatment of capital gains. Because our Com-
mittee was organized to explain the need for improvement of the tax climate for
capital generation and because capital gains plays such a vital role In that process,
we believe reform of capital gains deserves high priority.

Since 1969-through the imposition of higher rates or through such "backdoor"
vehicles as the Minimum Tax on Tax Preference-there has been a steady increase
in the effective tax rates on capital gains. The maximum rate for individuals has
risen from 25 percent to almost 50 percent, when the minimum tax Is included. For
corporations, the differential between ordinary income and capital gains rates has
been narrowed from 23 percent to 18 percent, and the Minimum Tax has further
diminished the incentive for capital gains in the corporate sector.

Several alternatives have been proposed to restore needed incentives to the
capital gains tax structure. The most beneficial action would appear to be a roll-
back of capital gains rates to the pre-1969 levels, with a maximum of 25 percent
on both individual and corporate gain. Concurrently, the capital gains "rollover"
concept-which would provide a graduated exclusion of long-term capital gains
and graduated non-recognition of capital losses-as proposed by Dr. William F.
Ballhaus, President of Beckman Instruments, Inc.-also deserves full positive
consideration by the Congress.

As President Carter has pointed out, it is true thatthetax laws are outof balance;
but the problem is that they are tipped too heavily on the side of consumption
rather than savings and investment. This trend, along with the larger role of the
Federal Government in "income tranfer" programs, has combined to place the
United States in a subordinate position among the industrial nations of the world
in a ratio of savings to consumption. The trend in recent years in the treatment of
capital gains is the most glaring example of our inattention to vital capital
requirements.

It is ironic that reductions in the capital gains incentive has coincided with
startling growth in capital investment needs. Without sufficient capital, we have
been unable to keep pace with a growing labor supply, and as a consequence, our
economy suffers in many ways-through the burden of excessive unemployment
benefits and through the social prcblems that arise from youth idleness. Our
economy is struggling to cope with a phenomenal increase in financial resources
that must be diverted from production to protection and enhancement of the
environment, to improved safety and health standards, and to consumer protection.

Thus, your hearings are important. That is why it is essential that the true im-
pact of equitable capital gains tax rates must be impressed upon our national
consciousness. That is why it is also important to consider as early thereafter as
practical eliminating the double taxation of corporate earnings.

We wish to make it clear that the membership of the Committee to Reform
Double taxation of Investment fully recognizes the priority needs to revise capital
gains rates. The double tax and capital gains issues are not mutually exclusive;
they are interdependent, and the resolution of one problem cannot be viewed as a
total solution to the capital, shortage problem. It will require wise actions on both
of the above and on other elements of our tax laws if we are to fully realize the
potential of our economy to meet the needs of a growing population and a popula-
tion more sensitive to social and environmental advancements.

We commend the Subcommittee for providing the opportunity to bring these
issues to the forefront, and we thank you for permitting me to present our views.

STATEMENT OF MARTIN DAVID, UNIVERSITY OF WISCONSIN, MADISON, WIs.

I am qualified to speak authoritatively on capital gains taxation by my contri-
butions to study of the tax. I have authored the most recent comprehensive eco-
nomic analysis of the tax, Alternative Approaches to Capital Gains Taxation. I have
prepared the only analysis of the persistence of capital gains in taxpayer's reports
on income extending over several years (David, 1975). 1 have studied alternatives
to preferential capital gains rates, such as income averaging (David, 1969). 1 am
currently a member of the Governor's Commission on Tax Reform for the State of
Wisconsin. I teach economic analysis of tax systems and I have extensive experience
in studies of the distribution of income.

I oppose the legislation before you. My reasons follow. The taxpayer revolt of
this country is a revolt against capricious taxation, taxation that binds during
inflation, and taxation that entails professional intervention to comply with the
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burdens of the average citizen. The bills under consideration treat symptoms of
what is wrong with our tax structure, while failing to attack root causes' They will
not heal the frustration of taxpayers; indeed more complain can be predicted if
these bills become law.

I can demonstrate;
1. Alleviating capital gains taxation directs tax favors to groups who are not the

main target of increasing real tax burdens.
2. Alleviating capital gains taxes moves away from simplications.
3. Non-recognition of gains increases the distortion of investment decisions by

tax incentives.
Tax reform requires:
I. Broadening of the tax base, and a lowering of all rate schedules.
2. Indexation of personal exemptions, and the dollar values affecting the level

at which positive tax payments are required from nondependent individuals.
3. Withholding at the source on corporate income attributable to stockholders

plus increase in basis for taxes paid.
Each of these points is explained below.

TAX REFORM

The bills before you are destructive of the fabric of Federal Taxation. They
create incentives for tax-motivated behavior that have little to do with sound
capital accumulation, and will do a great deal to offer a few individuals the power
to manipulate the amount of income tax that they pay.

How can that be? It is because the definition of capital gains is an arbitrary
legal construct that cannot be clearly distinguished from ordinary gain or loss.
Tax shelters are largely skillful devices to convert ordinary gain or loss into it
receipt that can be labelled capital gain. The incentive to create such shelters
depends on the invidious distinction among types of income in the tax law. For
a decade the Congress has been moving towards reducing the value of that
invidious distinction-It is to be commended for that effort.

What Congress must recognize now is that the frustration of the American
taxpayer can be met by statesmanlike reform that will give all taxpayers an
incentive to participate in a creative economy, or it can be met by the current
bills which allow us the opportunity to return to a discarded legal structure, and
like the dog chasing its tail, realize that we are going nowhere. The product of a
statesmanlike reform will be to reach islands of income that are not now taxed
and thereby create an opportunity to lower tax rates. It will be a reform that
recognizes the impact of inflation 'and reduces the burden of inflation on the
lower and middle income taxpayer (not the high income taxpayer). It will be a
reform that eliminates widespread evasion of taxes by non-reporting of dividend
and interest income. The reform cannot be accomplished by piecemeal adjustment
of capital gains provisions.

1. The target group benefitting from capital gains tax provision
Much misplaced sympathy is tendered on recipients of capital gains. Capital

gains accrue on wealth. Recipients of such gains have wealth. Capital gains are
taxed when they are realized. Recipients of gains have cash to pay taxes wIen
gains are realized (in practically all cases). No crocodile tears need to be shed for
the taxpayer who realizes a $4,00Q -gI on hiM. reeidonce, or.his stack, orhis
small business. The fact is that such gains represent success and the accumulation
of gain merely reflects the fact that the government is tardy in keeping its records
straight with taxpayers who have wealth or property rights.

My own studies of capital gains (David, 1975) document the fact that capital
gains are regular sources of income for the taxpayers claiming them. Capital
gains are not the isolated result of a single transaction for an individual entre-
preneur, they are commonplace for persons reporting dividends, interest, or rent.
Finally, gains are selectively received by persons with five times the amount of
interest, seventeen times the amount of dividends, and five times the amount of
rent of non-recipients.

Alleviating the tax on capital gains is thus a device for allowing the wealthy
to prescribe themselves a cut in taxes. It is not an across-the-board cut in tax
rates that gives every individual the incentive to start a business (by increasing
his income from both labor and savings invested); it is a tax cut that favors those
who have arrived-Older persons with accumulated wealth who cry all the way
to the tax accountant when they file their returns.

38-57i---78---26
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The Treasury analysis of tax expenditures in 1977 provides devastating evi-
dence that capital gains provisions benefit high income persons. Nearly eighty
percent of the benefits from capital gains provisions went to taxpayers with in-
comes over $50,000. (The proposed legislation under S. 3065 operates primarily to
increase that percentage.) All capital gains provisions applying to individuals
account for more than one dollar out of every six dollars of tax expenditures.
Moreover, these dollars are the least defensible in view of their impact of the
performance of the economy and their erosion of equity. The non-recognition of
capital gains at the time of transfer of assets allows the accumulation of economic
privilege and its transmission to children without taxation. The non-recognition
of gain permits "double-dipping" and self-serving income increases to some tax-
payers who donate appreciated property to charity. It is possible for a taxpayer
to have a larger disposable income or disposable estate after giving to charity
because of the non-recognition feature. These opportunities are the exclusive
domain of the most wealthy in our society. A vote for preferential capital gains
taxation is a vote for the creation of caste in our democratic society.

If it is the wealthy who are liable for capital gains taxes, if it is a recurrent form
of income for those taxpayers why should we be concerned about the level of
capital gains taxation? Two legitimate concerns are raised: The discretionary
timing of taxation of capital gains allows taxpayers to choose when-taxes are paid
and a higher rate of tax may induce some postponement. The lumpiness of taxes
accumulated on gains that accrue over long periods of time may require averaging
to limit rate progression or installment payment to eliminate cash flow problems.
The obvious solution to both problems is to require the taxation of gains as they
accrue, not to tax gains when they are realized. Such a reform is possible and I am
on record favoring taxation on accrual nine years ago (David, 1969).

What concerns about capital gains taxation are not legitimate? Many persons
declare that because gains are the product of inflation and revaluation of assets,
therefore gain realized on sale of assets should be protected. This argument fails
on three counts:

1. There is no reason why the argument does not apply equally to the taxes
owing on earnings. A nominal increase in my wage without an increase in pur-
chasing power should not call forth more tax burden on my earnings, it can be
argued. It is surely inequitable to give the Wealthy a tax break on their inflation-
induced gains without at the same time giving the average citizen a break on his
cost of living increase in earnings. We conclude that inflation-related change in
the tax system must be more general than piecemeal changes affecting computa-
tion of capital gains taxes alone.

2. A second argument invalidates appeal to the capital gains provisionS as a
means of "inflation-proofing" gain or loss on the sale of assets: The preferential
capital gains tax has nothing to do with the rate of inflation. For some holding
periods the reduction in tax liability exceeds any reasonable allowance for infla-
tion; for other holding periods the reduction falls far short of an inflation adjust-
ment (Diamond, 1975)

3. The last argument destroying the assertion that preferential capital gais
should be used to "inflation-proof" the tax system comes from the pattern of benp-
fits. Pechman (1977) shows that the capital gains provisions begin slicing more
than one percentage point from.nominal tax rates at an income level of $50,000.
For persons with over $200,000 the nominal rate is reduced by 9.4 percentage,.,.
points, and for persons with over a million dollars of total income the nominal
rate is reduced by twenty percentage points. The result is that actual tax rates
peak at 32.7 percent for persons with incomes in the range $200,000 to $500,000
and decline thereafter. The real benefits to preferential gains are captured by very
high income persons.

Over time, we know that increasing nominal incomes push taxpayers into higher
rate brackets. This rate progression is most severe for taxpayers (married filing
joint returns) whose taxable income is in the range $10,000 to *50,000: The
marginal rate more than doubles in this range, from 22 to 50 percent. These people
feel the impact of inflation, but they benefit to a very limited extent (rom capital
gains provisions. Less than 20% of tax expenditures associated with capital gains
go to this group.
. The high-income taxpayers whose rates are substantially sliced by capital
gains feel little or no increase in rates because of hiflation' Yet they get the tax
preference.

Another argument for preferential capital gains that has'no validity pertains
to non-recognition of gain or loss. Non-recognition is required to protect the
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integrity of an investment in a particular line of business it is asserted. Non-
recognition is given to many types of real property exchanges, and homeownership.
It is argued that forcing the payment of tax at the time of realization of an ex-
change will withdraw essential risk capital from the enterprise and roll-over
should therefore be permitted. This specious argument can be restated: Since
taxation was deferred from the appropriate point in time (accrual), and present
value of tax payments are thereby reduced, we should exempt the property gener-
ating the income from tax indefinitely. Obviously this is a non sequitur. Existence
of the gain indicates an ability to pay; realization of the gain produces an oppor-
tunity to obtain cash; even full taxation of gain on realization does not create
parity between the owner of physical assets and the woner of fixed value assets
who is required to report all receipts as current income.

Non-recognition of gains for the roll-over of particular lines of investment
generally increases tax-distorted holding of investments as the ratio of tax-saving
to asset price also increases (Holt and Shelton, 1962).
2. Tax 8implificalion

Stanley Surrey has estimated that more than half of the present Internal
Revenue Code would fall away, if the present distinction between ordinary gain
and loss and gain and loss on capital assets were obliterated. Tax simplification
requires that we move towards a system in which transactions can be treated in
an obvious way and general rules can be made to apply to all situations. It is a
curiosity that the present capital gains provisions were enacted as a device to
minimize losses to the Treasury during the great depression when it was feared
that losses on capital assets would wipe out tax liabilities and revenue for the
government. The original conception of income taxation did not include special
provisions for some asset sales, and it is wise in the reform of the tax laws to return
to the simplicity of a general formulation for all asset transactions.

No value would accrue to tax shelters based on deferral of income to future
tax years if gains can be taxed as they accrue. Proponents of reduced taxes on
capital gains must accept the responsibility for the costs of making and admin-
istering the invidious distinction between these types of income and they must
accept the responsibility for a vastly more complex system of taxation.

A POSITIVE BASIS FOR TAX REFORM

The Tax expenditure analysis for 1977 indicates that over $80 billion Is estimated
to be released from tax liabilitites by comparison with a comprehensive income
tax base. Over half that amount can be identified as capricious and creating little
of social yalue. The implication is that tax rates could be cut by as much as
25 percent if base-broadening reform were undertaken. The several provisions
according capital gains tax privileges stand at the top of a list of excisions essential
to base-broadening reforms. With base-broadening that permits a reduction of
tax rates by 25-30 percent, it is realistic to make the top bracket rate a maximum
of under 50 percent. Such a reform will divert energy that is now tied to tax avoid-
ance towards productive and creative economic activity.

Beyond base-broadening and rate reduction, the major, and simple, measure
that can be taken to reduce inflation-induced rate progression is to tie the value
of personal exemptions to a cost of living index. This measure would do far mote
to assuage the frustrations of an over-taxed middle class than the prospect of
non-recognition of gains in a buisness or the lower rate of capital gains tax that
is offered by the bills before you.

Lastly I note that we still have a problem with compliance. A substantial
proportion of interest and dividends are not reported on personal income tax
returns. The Congress needs to provide for withholding at the source for these
payments. There is no excuse, in this day of automation, for letting the owner
of property escape tax payment on the yield on that property when we require
persons working at the minimum wage to be withheld on their earnings.

To summarize:
1. Wealth is required to produce capital gains.
2. Reduction in capital gains taxation allows the wealthy to manipulate their

property rights to produce income that is taxed at preferential rates.
3. The incentives for such manipulation increase with the tax differential.
4. Preferential capital gains provisions do not solve legitimate problems that

arise out of taxation at realization instead of taxation of accrual.
5. Capital gains provisions are not a suitable route for indexing the tax to

ameliorate tax increases in times of inflation.



400

The bills before you are asking you to endorse self-seeking tax reduction by the
wealthy. The bills before you aggravate our national crisis in perceived tax in-
equities. The bills before you create tax motivated avoidance behavior to a much
greater extent than they induce real productive investment activity.
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EMPLOYEE RELOCATION COUNCIL,
Washington, D.C., July 24, 1978.Hon. RussELL, B. LONG,

Chairman, Committee on Finance,
U.S. Senate, Washington, D.C.

DEAR SENATOR LONG: The Employee Relocation Council is--nonprofit orga-
nization concerned with the various problems surrounding the transfer of corporate
employees between various employment locations. We would like to call your
attention to what we feel is an unintended effect caused by the amendment of
section 1034 of the Internal Revenue Code of 1954, "Sale or Exchange of Resi-
dence", by the Tax Reduction Act of 1975 (1975 Act).

As you are aware, the 1975 Act amended section 1034 by lengthening the
replacement period from twelve months to eighteen months. Congress' intent in
lengthening the replacement period was to benefit taxpayers by allowing them
more time to replace their previous residences and still defer the tax upon any
gain. However, because of some parallel amendments to certain rules of detail of
sections 1034(c)(4) and 1034(d), the 1975 amendment has had the opposite and
unintended effect of increasing the tax burden of some relocating effect of increas-
ing the tax burden of some relocating employees. An example of this unintended
effect follows:

"Assume that an employee realizes a $5,000 gain on a sale of house A for
$30,000 in month 1, purchases and occupies house B for $30,000 in month 2, sells
house B for $45,000 in month 17, and purchases house C for $45,000 and occupies
it in the same month. In such event, the $15,000 gain with'respect to house B
would be taxable, pursuant to section 1034(d), while the $5,000 gain with respect
to house A would be deferred. Prior to the 1975 Act, the gain with respect to both
houses A and B would have been deferred."

Requiring tax payers who move to a new principal place of work to recognize
gain upon the sale of their homes is inequitable. Imposition of capital gains tax in"
such a situation may well result in a taxpayer not having sufficient aftertax funds
to afford a new residence of quality anywhere near comparable to his prior resi-
dence. This is clearly inequitable and a deterrent to the mobility of the American
worker.

We propose that a new subsection 1034(i) be added to the Code to read as
follows:

S"(i) Moving to a new principal place of work.--Subsection (d) shall not apply
with respect to the sale of a taxpayer's residence within the 18-month period
designated therein, provided such sale is in connection with a move resulting in an
allowable deduction to the taxpayer for moving expenses pursuant to section 217.



401

The sale of a residence satisfying the conditions of the preceding sentence shall
terminate the 18-month periods (or 2-year periods if paragraph (5) of subsection
(c) is applicable) of subsection (a) and of paragraph (4) of subsection (c) with
respect to the sale of a former old residence for which such periods have not
previously terminated and only the residence sold satisfying the conditions of the
preceding sentence may constitute the new residence with respect to such former
old residence."

As you can see, the above proposed amendment operates in conjunction with
section 217. It relieves a present inequity by permitting a taxpayer to receive the
benefits of section 1034(a) even If he has sold a prior residence within eighteen
months of the sale of his present home if he has incurred allowable moving ex-
pen.ses under section 217. We hope that in examining this proposed amendment
you will conclude that it is both an equitable and necessary correction to the
present law which you can and will actively support. Inasmuch as we intend to
seek the quick passage of an amendment such as the above, we would greatly
appreciate receiving your comments at the earliest possible time.

Sincerely yours, H. CRIS COLLIE,

Executive Director.
Enclosure: Technical explanation.

TECHNICAL EXPLANATION OF PROPOSED SECTION 1034(1) DEALING WITH THE SALE
OF A RESIDENCE IN CONNECTION WITH A MOVE GIVING RISE TO ALLOWABLE
MOVING EXPENSE DEDUCTIONS UNDER SECTION 217

The examples below illustrate the operation of new section 1034(i). In all the
examples it is assumed that all sales took place within 18 months of the first sale
and that a purchased residence :s used as a principal residence:
Example I

a. Sell residence No. 1.
b. Purchase residence No. 2.
c. Sell residence No. 2 not pursuant to a move.
d. Purchase residence No. 3.
e. Sell residence No. 3 pursuant to a move.
In this example, residence No. 1 receives §1034(a) treatment and is matched

with residence No. 3 irrespective of any subsequent purchases within 18 months
of the sale of residence No. 1 since the sale of residence No. 3 pursuant to a move
terminates the 18-month periods with respect to residence No. 1. Residence No. 2
does not receive §1034(a) treatment because of the limitation of §1034(d). Resi-
dence No. 3 is entitled to §1034(a) treatment if another residence is purchased
within 18 months of the sale of residence No. 3. (Residence No. 2 cannot be a new
residence with respect to residence No. 3 by reason of §1034(c)(3).)
Example 2

a. Sell residence No. 1.
b. Purchase residence No. 2.
c. Sell residence No. 2 pursuant to a move.
d. Purchase residence No. 3.
e. Sell residence No. 3 pursuant to a move.
Residence No. I receives §1034(a) treatment and is matched with residence No.

2 since the sale of residence No. 2 pursuant to a move cuts off the 18-month time
periods with respect to residence No. 1. Residence No. 2 also receives §1034(a)
treatment and is matched with residence No. 3. Residence No. 3 is likewise en-
titled to §1034(a) treatment if another residence is purchased within 18 months.

Example 3
a. Sell residence No. 1.
b. Purchase residence No. 2.
c. Purchase residence No. 3.
d. Sell residence No. 2 pursuant to a move.
Example 3 illustrates the reason for the language, "and only the residence sold

satisfying the conditions of the preceding sentence may constitute the new resi-
dence with respect to such former old residence". Without such language the sale
of residence No. 1 would be matched with the purchase of residence No. 3. There
would then be no purchase with which to match the sale of residence No. 2. The
above language would match the sale of residence No. 1 with the purchase of
residence No. 2. Thus, the sale of residence No. 2 could then be matched with the
purchase of residence No. 3.
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FIDELMAN, WOLFFE & WALDRON,
ATTORNEYS AT LAW

Hon. HARRY F. BYRD, Jr., Washington, D.C., March 10, 1973.

Chairman, Subcommittee on Taxation and Debt Management Senate Finance Com-
nittee, Dirksen Senate Office Building, Washington, D.6.

DEAR Sif: This letter is a personal plea for the Congress to look long and hard
at the current proposal to reform the tax laws by abolishing the optional tax
treatment of capital gains.

I oppose the change; I submit that legislative enactment of this "reform"
could well have disastrous economic and social consequences for this country.

Unfortunately, I represent nobody but myself, and write this letter because
organized defenders of the capital gains concept are too narrow in vision.

In this narrow area of which I now write, I am as expert as anyone. I invest
(in stocks) with moderate success. My legal calling is to secure patents for in-
ventors. From the sidelines I watch my inventors attempt to secure financial
backing. For years I have observed how the tax laws affect the roots and seedlings
of our economy. The outlook is already poor. Passage of the proposed reform will
make the outlook worse.

PREFACE

Legislation can guarantee an equality of opportunity to all. In addition, legisla-
tion can endeavor to distribute the fruits of our economy equitably.

However, it is beyond the capability of legislation to create any equality in
individual abilities. Therefore, the Congress should look at legislative proposals
posed in the name of fairness, and as attacks on special privileges etc. to see if the
legislation would discourage the able and competent members of our society from
working up to the full measure of their abilities. In this regard, Congress has
legislated poorly. To a significant degree the current malaise in the stock market
and our import-export imbalance are the fruits of past tax legislation.

The key to much of our economic problems is the tax treatment of capital gains.

THE CONCEPT OF A CAPITAL GAIN

For simplicity I will define a capital gain as an increase in the value of an
investment, i.e. money making money through appreciation (as distinct from
running income such as interest, rents and dividends). I also make the well known
point that throughout our economic structure are instances where no income
return on an investment can be forseen for many years. Traditionally, investors
are induced to invest by promises of substantial increases in the value of their
investment, i.e. the capital gain. This situation exists for every new enterprise,
but then again new enterprises offer hope for the greatest appreciation. Therefore
any decrease in the attractiveness of capital gains (as against running income)
distorts our entire economic structure. New enterprises abort for lack of seed
capital. Small and large corporations alike find themselves unable to raise equity
capital. (The attached article #1 from the Washington Post, March 1, 1978 reports
the current existence of such a distortion).

Almost everybody will accept capital gains, but those who avidly seek for
capital gains include disproportionately the well educated high income persons in
our society, i.e. the able and competent among us. Attached is an article #2 from
the Wall Street Journal of February 14, 1978 reporting on the present attitude
of investors; it also describes the investing public.

BACKGROUND OF THE CURRENT MALAISE

The current malaise among investors is a cumlination of many things, among
which are the (successive) increases in capital gains taxes and the reduction of
the maximum tax rate for earned income to their present levels.

I have always believed (and still do) that one of the forces which generated the
bull market of the 1950-1960 decade was the confiscatory taxes applied to high
earned incomes. At that time capital gains were taxed at a maximum rate of
25%. This favored tax treatment of capital gains skewed our entire economy
toward capital investment, new enterprises etc. Coincidentally (but not by co-
incidence) our unemployment rate 1950-1960 was at a peace time low. In that
era investment losses could be shurgged off as only money that would otherwise
have gone to the tax collector; in contract capital gains would become cash in hand.
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During the 1950-1960 decade major industries could trade upon the capital
gains attitude of investors. Utilities for example, offered only nominal cash divi-
dends, but did express assurances that their continued growth would generate
an ever higher value for their stock (i.e. capital gains). For a long time things
worked out exactly as promised. Utilities could issue stock without difficulty, and
in many instances at levels so far above book value that stock issues were less
costly to the utility than debt (e.g. bonds) even though dividends on the stock were
paid with after-tax dollars. The capital gains were received by stockholders only
when and as they sold the stock to (new) stockholders. (The utility and its cus-
tomers neither received nor paid any of the gains).

Since those halcyon days of 1950-1960 the maximum tax rate, on earned income
has dropped to 50% and, between Keogh tax plans, Individual Retirement Act
plans (IRA accounts), corporate retirement plans, whatever, and tax free Munici-
pal Bonds the need for high income individuals to seek out capital gains has
vanished. Besides, the high income individual investor knows full well that (except
for the alternative tax computation) the capital gains could exceed 40% on large
gains.

Individual investors are constantly reminded that their investments can produce
tax free income. Some of the material from municipal bond funds include elaborate
tables which factor in tax rates and purport to demonstrate how poorly taxable
investment income compares to a tax free income from municipal bonds. (See
Attachment #3). If the alternative tax computation for capital gains is abolished I
fully expect to see the bond funds add an additional table comparing after tax
capital gains income to tax free income (along with some text about the risk of loss
inherent in efforts to secure capital gains).

To demonstrate how far we have come since the halcyon days of 1950-1960 1
again allude to the utilities. They continue to be a highly rated investment vehicle.
They still need capital. In fact utilities are virtually the only industry group
presently raising equity capital. However, the stock now offered to the public is
priced at very close to book value and offers a high current rate of return. Instead
of the capital gains potential of an investment in utility stocks brokers talk about
what percentage of the annual dividend represents a (tax free) return of capital.

CAPITAL GAINS ARE A SNARE AND A DELUSION

In all likelihood everything I have written up to this point has been said before-
(by representatives of the securities industry, no doubt), but I can not conceive
that the Congress has been told flat out that most investors lose their shirts, or
skirts.

The slogan that "money makes money" is sheer nonsense insofar as the slogan
implies that capital gains are the ordinary results obtained from careful invest inent
of money. The usual result is a nominal to large loss, the extraordinary and rela-
tively rare result is a capital gain.

Most individual investors do in fact lose money. With prudent professional
management the loss is minimized. Attached #4 is a recent article from the Wall
Street Journal (page 43, January 25, 1978) describing the 5 and 9 year investment
results of equity funds. Prior to about 1970 apologists for the stock market quoted
9% compounded as the return 1880 to 1970 from an investment in the stocks that
make up the Dow Jones Industrials of The Standard and Poors Index. However,
the so called 9% return ignored many factors which created a significant upward
tilt to the Dow Jones Industrial Index and the Standard and Poors Index. My
estimate is that the past 5 and 9 year results of the equity funds are representative
of investment results 1880-date.

However, poor investment results are an overall phenomena. Some individual
investors do make money from investments in real estate, securities, art objects.
securities, art objects, whatever, and pay (capital gains) tax when and as the-
gain is realized. At least in stocks, they do. All too often the same investor loses
his or her gains in a future year. Certainly this happened to most of the pre-
1929 and pre-1972 winners in the stock market. In fact the stock market has been
critized as an enormous gambling institution. Since taxes are levied on gains,
but the deductability of lossess is limited, it would seem that the Treasury 1)epart-
ment recognizes the gaming aspects of the stock market. (Fair is fair, if money
makes money, and the present administration is doing no more than reform the
tax laws, how about a trade-off that abolishes both the alternative tax computation
and the limit on deductability of capital losses.)

Unfortunately the well being of the more innovative portions of American
industry are so tied to the continued existence of the stock market game that for
the Congress to misconceive the almost no-win character of the capital gains.
game is dangerous for the future of our country. Money does not make money;.
only people make money.
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CAPITAL GAIN TAXES ARE COUNTERPRODUCTIVE

The truth of the matter is that most new enterprises fail (a well documented
situation), and the capital investment therein becomes lost. Then most of the
corporations that survive long enoiygh to go public fail and equity capital raised
from the public is lost (the S.E.C. can provide hard statistics). Losses in moneys
invested in new enterprises and invested in "new issues", are, on a statistical
basis, surprisingly close to 100%

If memory serves me right a study made to ascertain who lost the some $2
billion dollars that vanished during the "new issue" madness of 1960-62 concluded
that the losers were doctors, lawyers, accountants and the like, people, the study
said, who could afford the losses. Parenthetically I note that saddened, perhaps
wiser too, these otherwise competent people had to work all the harder at their
calling, so that on the whole the country did not suffer from their losses. Still
some of the "new issue" companies stayed in business and remain in the business
community to this day. The investors in those companies had a capital gain.

However, remember also that success stories exist. Every once in a while a big
winner comes along (much like winning $100,000 or more in a lottery) for example
Xerox, Kodak, IBM, Boeing, Marriott. A few investors do become wealthy.
Excitement all out of proportion to the chances for repeating such an investment
success races through the investing community. Unfortunately, it has not hap-
pened lately.

For the past 10 or 15 years the flow of speculative funds into stocks has dimin-
ished almost year by year. Currently, seed money is almost non-existent. New
issues are very rare. Even established sound corporations find themselves unable
to secure equity capital. (I myself know of at least 3 reasonably good new-product
type of situations that are certain to abort for lack of access to seed capital.) Some
apologists for the stock market would blame the current lack of speculative
interest on the Congress. I do not.

I do, however, believe that the Congress should look closely to what will happen
if its treatment of capital gains becomes so severe speculative interest (in stocks)
never revives.

Losses suffered by investors and speculators year by year amount to a most
diffuse invisible voluntary tax paid (in some part) on behalf of American trade
and industry. The losses are large and recur year after year, even though the
losers are relatively sophisticated individuals, and even though investment
hankers (and the S.E.C.) screen out the worst of the seekers for investment money.
(The siren song of the entrepreneur is hard to resist.)

Entrepreneurs are a resourceful class of people. Attached No. 5, is a recent
letter to the Wall Street Journal (page 19 March 6, 1978) for its good capsule
description of entrepreneurs.

Already the Congress funds a Small Business Administration. States and local
communities are now in active competition for new businesses. If speculative
interest stays dormant, entrepreneurs will change their tune and pitch their siren
song to the appropriate government agencies. Then the tax will no longer be
selective to those able to pay the tax, and will become quite visible. (How much
money has the Small Business Administration made or lost to date?) The odds
against investment success will not change because the gamblers are different.

If anything investor losses will be all the larger. Traditional sources of specula-
tive/investment funds lose their own money. Investment bankers lose their
customer's money, then their customers. The traditional sources have a personal
interest in success for the business. Except at the height of a speculative boom,
entrepreneurs must convince some very hard nosed individuals of good chances for
business success. I cannot conceive of government administrators successfully
investing year by year, decade by decade where individuals and professional
money managers alike have failed.

My conclusion is that the proposed change in the tax treatment of capital gains
would become a very dangerous piece of legislation, legislation that is most likely
to bring in virtually no revenue, and engender billions of expense.

Yours very truly, MORRIS FIDELMAN.

Enclosures.
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UNDERWRITING DROUGHT HITS SECURITIES FERMS

(By Jack Egan, Washington Post Staff Writer)

Nuw YoRK.-In the throes of sinking stock and bond markets, Wall Street
securities firms have a new concern to add to their list of worries-the lightest
corporate underwriting calendar in recent memory.

The week of Feb. 13 was notable because not a single corporation came to the
market to raise money through a common stock, preferred stock or bond offering-
an occurrence that no one on Wall Street can recall in modern market history
except for the traditional lull during the Christmas-New Years holiday period.

A tabulation by the Investment Dealers' Digest for January shows total cor-
porate financing of $1.86 billion, down more than 40 percent from the same month
in 1977. Although totals for February are not yet in, the month is expected to
weigh in at least as light as January.

And the supply of announced new underwriting for the next 30 days totals a
slim $1.177 billion. That is about one-third of the monthly average in 1977 when
corporate underwritings for the year totaled $36.7 billion, in turn down 13 percent
from 1976.

Almost all of those corporate issuers who are coming to market are public
utilities which face the continuing and unavoidable need to finance large capital
projects. That merely emphasizes the almost total absence of industrial borrowers.

With many securities firms already under considerable profit pressure from the
low daily turnover in the stock market, cutthroat competition on institutional
brokerage rates, and trading losses on both stocks and bonds, the dearth of new
underwritings only is making matters worse.

Of last year's estimated $7 billion in brokerage industry revenues, about 20
percent came from the underwriting and distribution of corporate securities,
E.F. Htutton & Co. President George L. Ball estimated.

"Obviously the effect on any securities firm is adverse when there is such a
paucity of underwriting business being done," said Ball.

"For the last several months, conditions in the securities industry have not been
good," said Virgil Sherrill, president of Bache Halsey Stuart Shields Inc., whose
parent firm, the Bache Group Inc., last week sliced its dividend in half because of
a sharp drop in earnings.

Sherrill cited the renewed rise in interest which has depressed bond prices; the
general decline in stock prices which has affected brokerage commissions because,
for example, firms charge less to buy and sell a stock trading at $20 than at $30
a share; the decline in average stock market volume to well below the 20-million-
share-a-day level which is now considered break-even; the effects of the winter's
blizzards in further curtailing business; and the lack of corporate underwriting.

"The January calendar, from an underwriting and investment banking point
of view, was one of the worst we'd ever seen," commented Sherrill. "But we said
that before February came along. And March also looks pretty barren."

Sherrill said that although diversified firms such as his own-which is already
the product of several mergers-would ride out the current doldrums. "This kind
of period just accelerates the pace of mergers on the Street."

The current Wall Street slump is not yet as bleak as the darkest days of 1974.
Then, double-digit inflation and double-digit interest rates had the markets on
their knees and the securities industry, as a whole, in the red. But the pressure on
many firms is said to be intense, and merger talk is rampant. The only solid areas
of profitability are in the merger-acquisition and related risk-arbitrage field-
though this activity is limited to a handful of firms-as well as in municipal bond
underwritings which have held up better than corporate issues.

WallStreet experts meanwhile cite a number of reasons for the current corporate
underwriting drought, ranging from the depressed state of the securities markets
to a general lack of confidence.

"The stock market is down and companies are more inclined to do equity
financing when their shares are moving up," said H. Fred Krimendahl II, the
Goldman, Sachs & Co. partner in charge of corporate fina ce. "Interest rates have
also been increasing sharply since the end of last year and that has affected some
companies that would have come to market." Krimendahl said. "And most large
companies are also pretty well financed today."
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"There is a reluctance to make major commitments on the whole capital
spending side," said Richard B. Fisher, the Morgan Stanley & Co. managing

-director responsible for trading and sales. "I think it's a lack of confidence in the
entire business climate. Business is very uncertain about what will happen in

-some areas like energy and tax policy, and that in turn affects the returns they get
on new investments."

Fisher sees "no sign for the next 2 to 4 months" that the underwriting tempo
will pick up.

But others think that a turnaround could happen sooner. James W. Davant,
chairman of Paine Webber Inc., believes many corporations are waiting until they
have tallied all of their 1977 financial figures before proceeding to raise capital,
and that a pickup in underwriting filings therefore should become discernible by
the end of March.

"It's a bad period and business is not good, but we've seen a lot worse than this."
said Davant. "After all, it's a cyclical business."

FEW NEW CUSTOMERS WILL ENTER STOCK MARKET THIS YEAR, PUBLIC-ATTITUDE
SURVEY INDICATES

(By Charles J. Elia)

Brokers who yearn for a return of the days when much of the public wanted to
own "a share of America," to use a slogan out of the New York Stock Exchange's
past, may have a long wait.

One adult American in six, or 16%, currently owns corporate stock directly but,
for all the talk of how "cheap" stocks are at current levels, few new customers will

* enter brokerage houses this year. That's one of the findings of a survey completed
little more than a month ago by R. H. Bruskin Associates of New Brunswick, N.J.

The firm does market research and is a consultant to 175 corporations, most of
them on the Fortune 500 list of largest companies. Its survey of stock-market
attitudes was based on 2,508 personal interviews with adult men and women
representing what pollsters call a probability sample of U.S. households.

"I was somewhat surprised and disappointed that so many people were so nega-
tive about stock market investment," says Richard H. Bruskin, chairman. "This
tremendously negative attitude toward stocks gives me the feeling that no real at-
tempt has been made to talk to people about the merits of investment."

The Bruskin poll found that only 9% of the respondents plan to buy stock this
year. Of this group, many are people who already own stock. Among those who once

-owned stocks but don't any longer, only 8% think they may be enticed back to
the market this year, while only 2% of those who have never owned stock are
interested.

Fully 78% of the 2,508 persons interviewed have never owned stock directly.
Another 6% have sold off their holdings over recent years; 1% of the sample
group got out stocks in 1977 and another I% in 1975-76. "Past owners have been
selling off holdings at a fairly even rate for the past several years," says Mr.
Bruskin.

The exodus from stocks was evident in all geographic regions, age groups and
income levels covered by the survey. "Lower-income families, when they hold
stock at all, sold more often than those in the higher brackets." Mr. Bruskin says.
"Young adults sold off more often than older ones, men more often than women."

Why? Usually for financial reasons. The leading reason among those who don't
own stock any longer-given by 35% of the group-was that they can't afford it.
That was also the reason given by 52% of the 2,291 adults who haven't any
intention of buying stocks this year. Market risk and unreliability, disinterest and
a preference for other investments also were among reasons for staying out of

-stocks.
The survey indicates that interest in stocks remains most lively the further up

the income and education ladders people go; 33% of families with incomes of
$20,000 or more and 26% of the college-educated own stocks.

"The study suggests the existence of several large segments of the public." Mr.
Bruskin says. "There range from active stockholders, well-educated high-income
men and women who became interested in stocks when they were 30 to 40 years
old, to the 'can't-afford' group, perhaps 100 million people, who won't have money
to buy stocks in 1978. In between are the mildly interested, who invest only

-occasionally, the uninterested and the disillusioned."

Goldman Sachs & Co. is scaling down its 1978 profit expectations for the indus-
trial equipment sector. Analyst Terry L. Nagelvoort reduced his estimates on

-seven machinery companies.
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"Unless the (plant) utilization rate rises materially in the next few months,"
,he says in a report to clients, "1978 could be a year more similar to 1977 than we
had anticipated earlier." In addition, he expects Western Europe and Canada
to contribute little to growth in industry shipments this year.

The accompanying table lists 1977 results, actual or estimated, for the seven
-companies and the analyst's old and new 1978 per-share estimates.

Old 1978 ew 1978
1977 estimate estimate

Bucyrus.Erie ..................................................... $2.57 $2.80 $2.60
Clark Equipment .................................................. 4.39 5.25 5.05
Cummins Engine .................................................. 8.22 9.75 8.25
Ingersoll.Rand ................................................. 5.66 8.50 6.35
Joy Manufacturing .............................................. 13.92 4.25 3.65
.Parker-Han ....................................................... f33.25 4.00 3.75
Timken .......................................................... 6.65 8.45 7.15

1 Year ended Sept 30, 1977.
Estimate.a Year ending June 30, 1978.

Mr. Nagelvoort left unchanged his estimates for six other machinery companies.
They are Bearings Inc., $3.50 a share in the year ending June 30, 1979, up from an
estimated $3 a share in the year ending next June 30; Caterpillar, $6.05 a share, up
from $5.15 a share in 1977; Deere, $3.95 a share in the year ending Oct. 31, down
from $4.24 a share a year earlier; Gardner-Denver, $1.75 a share, up from an esti-
mated $1.15 a share in 1977, with both figures adjusted for sale of a foundry; Mas-
sey-Ferguson, $3 a share in the year ending Oct. 31, up from $1.26 a share a year
earlier, and Sundstrand, $5.60 a share, up from $4.62 a share in 1977.

Mr. Nagelvoort says he considers real volume the most critical variable for the
industry's outlook rather than the concern over balance sheets and foreign-currency
fluctuations on which investors have focused recently.

BACHE HALSEY STUART SHIELDS INC.,
Washington, D.C., March 1978.

DEAR INVESTOR: On March 31st, you will probably be credited with the first
quarter interest on your Savings and Loan or Credit Union passbook accounts at
the annual rate of 5%-62 percent.

At this "interest" juncture, you might want to seriously consider obtaining a
higher yield through quality tax-exempt bonds. In March, we have a municipal
vehicle coming to market on which we anticipate an approximate 6%+ per cent
return.1 The savings and loan interest is fully taxable at your current income tax
rate, while the municipals offer tax-free income which accrues on a daily basis.

If you'd like to receive additional facts and information regarding this subject,
please contact me on my direct line 293-4456. It's certainly worth your time to

get the facts" and then determine what action, if any, you should take.
Very truly yours, EDWARD T. BRITTON,

Registered Representative.

3 Please see table for equivalent taxable yields.



TAX-FREE VERSUS TAXABLE INCOME

[Example: A couple, filing a joint return with txable income between $36,000 and $40,000, would need to receive a 14.55 percent taxable return on their investment, to have the same spendable income that an
8 percent tax-free return would provide

Single return I --------- $12 $14 $16 $18 $20 $22 $26 $32 $38 $44 $50 $70
to to to to to to to to to to to to Over

$14 $16 $18 $20 $22 $26 $32 $38 $44 $50 $60 $8C $100

Joint return I---------- $16 $20 $24 $28 $36 $44 $64 $88 $100 $140
to to to to to to to to to to Over
$20 $24 $28 $32 $40 $52 $76 $100 $120 $160 $200

Percent tax bracket

28 29 31 32 34 36 38 39 40 45 50 55 60 62 66 70

Tax-exempt yields:
6.00 ------------
6.10 -------------
6.20 -------------
6.25 ------------
6.30 ------------
6.40 ...........
6.50 -----------
6.60 ------------
6.70 -------------
6.75 -------------
6.80 -------------
6.90 ...........
7.00 ............
7.10 -------------
7.20 ------------
7.25 ........
7.30 ...........
7.40 ------------
7.50 -------------
7.75 ---------...
8.00 ------------
8.10 -----------
8.20 ...........
8.25 -----------
8.30-----------
8.40 -------------
8.50 ............
8.75 -------------
9.00 ...........

8.33
8.47
8.61
8.68
8.75
8.89
9.03
9.17
9.31
9.37
9.44
9.58
9.72
9.86

10.00
10.07
10.14
10.28
10.42
10.76
11.11
11.25
11.39
11.46
11.53
11.67
11.81
12.15
12.50

8.45
8.59
8.73
8.80
8.87
9.01
9.15
9.30
9.44
9.51
9.58
9.72
9.86

10.00
10.14
10.21
10.28
10.42
10.56
10.92
11.27
11.41
11.55
11.62
11.69
11.83
11.97
12.32
12.68

8.708.84
8.99
9.06
9.13
9.28
9.42
9.57
9.71
9.78
9.86

10.00
10.14
10.29
10.43
10.51
10.58
10.72
10.87
11.23
11.59
11.74
11.88
11.96
12.03
12.17
12.32
12.68
13.04

8.82
8.97
9.12
9.19
9.26
9.41
9.56
9.71
9.85
9.93

10.00
10. 15
10.29
10.44
10.59
10.66
10.74
10.88
11.03
11.40
11.76
11.91
12.06
12.13
12.21
12.35
12.50
12.87
13.24

9.09
9.24
9.39
9.47
9.55
9.70
9.85

10.00
10.15
10.23
10.30
10.45
10.61
10.76
10.91
10.98
11.06
11.21
11.36
11.74
12.12
12.27
12.42
12.50
12.58
12.73
12.88
13.26
13.64

9.37 9.68 9.84
9.53 9.84 10.00
9.69 10.00 10.16
9.77 10.08 10.25
9.84 10.16 10.33

10.00 10.32 10.49
10.16 10.48 10.66
10.31 10.65 10.82
10.47 10.81 10.98
10.55 10.89 11.07
10.62 10.97 11.15
10.78 11.13 11.31
10.94 11.29 11.48
11.09 11.45 11.64
11.25 11.61 11.80
11.33 11.69 11.89
11.41 11.77 11.97
11.56 11.94 12.13
11.72 12.10 12.30
12.11 12.50 12.70
12.50 12.90 12.11
12.66 13.06 13.28
12.81 13.23 13.44
12.89 13.31 13.52
12.97 13.39 13.61
13.13 13.55 13.77
13.28 13.71 13.93
13.67 14.11 14.34
14.06 14.52 14.75

I'Taxable income in thousands.

10.00 10.91
10.17 11.09
10.33 11.27
10.42 11.36
10.50 11.45
10.67 11.64
10.83 11.82
11.00 12.00
11.17 12.18
i..25 12.27
11.33 12.36
11.50 12.56
11.67 12.73
11.83 12.91
12.00 13.09
12.08 13.18
12.17 13.27
12.33 13.45
12.50 13.64
12.92 14.09
13.33 14.55
13.50 14.73
13.67 14.91
13.75 15.00
13.83 15.09
14.00 15.27
14.17 15.45
14.58 15.91
15.00 16.36

12.00
12.20
12.40
12.50
12.60
12.80
13.00
13.20
13.40
13.50
13.60
13.80
14.00
14.20
14.40
14.50
14.60
14.80
15.00
15.50
16.00
16.20
16.40
16.50
16.60
16.80
17.00
17.50
18.00

13.33 15.00
13.56 15.25
13.78 15.50
13.89 15.63
14.00 15.75
14.22 16.00
14. 44 16.25
14.67 16.50
14.89 16.75
15.00 16.87
15.11 17.00
15.33 17.25
15.56 17.50
15.78 17.75
16.00 18.00
16.11 18.13
16.22 18.25
16.44 18.50
16.67 18.75
17.22 19.37
17.78 20.00
18.00 20.25
18.22 20.50
18.33 20.63
18.44 20.75
18. 67 21.00
18.89 21.25
19.44 21.87
20.00 22.50

15.79 17.65
16.05 17.94
16.32 18.24
16.45 18.38
16.58 18. 53
16.84 18. 82
17.11 19.12
17.37 19.41
17.63 19.71
17.76 19.85
17.89 20.00
18.16 20.29
18.42 20.59
18.68 20.88
18.95 21.18
19.08 21.32
19.21 21.47
19.47 21.76
19.74 22.06
20.39 22.79
21.05 23.53
21.32 23.82
21.58 24.12
21.71 24.26
21.84 24.41
22.11 24.71
22.37 25.00
23.03 25.74
23.68 26.47

20.03
20.37
20.60
20.83
21.00
21.33 0
21.67 00
22.00
22.33
22.50
22.67
23.00
23.33
23.67
24.00
24.17
24.33
24.67
25.00
25.83
26.67
27.00
27.33
27.50
27.67
28.00
28.33
29.17
30.00
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FEBRUARY 23, 1978.
From: Merrill Lynch, Pierce Fenner & Smith Inc.

If you consistently lose a good portion of your annual income in Federal income
taxes and you wouldlike to find out how to obtain current income that's all yours,
our FREE booklet "Investing In Municipal Bonds For Tax Free Income" is
must reading for you.

l)ealing with safety, liquidity and comparative investments, our booklet shows
why so many individuals are now enjoying the same tax advantage that has been
common to big institutions and estates for years.

In addition you'll read about how simple it is to buy and sell tax-exempts, the
top-notch quality they offer, types of bonds . . . and the possibilities of capital
gains!

This concise booklet is both useful and informative. To get your copy, without
obligation, just return the mailing label above. The possible benefits outlined
should not be overlooked.Sincerely, PAUL P. MEHLER.

MANY MANAGERS OF POOLED FUNDS FOR INSURERS, BANKS "BEAT THE MARKET

IN 1977,! SURVEY SHOWS

(By Charles J. Ella)

Few professional managers at banks and insurance companies can boast about
making money in the 1977 stock market decline, but many believe they had a good
year, nonetheless.

The reason: by one of the few available measures, more of these investment
managers "beat the market" in 1977 than have done so for some time. Among
161 pooled equity funds accounting for more than $14 billion in stock investments,
106 either ended the year with smaller losses than Standard & Poor's 500-stock
index or, in the case of 18 funds, were up for the year.

This picture of investment results for the pooled funds, used by banks and
insurers in managing part of their clients' pension-fund accounts, emerges from a
preliminary survey by Rogers, Casey & Barksdale, Stamford, Conn., financial
consultant to pension funds. It is a condensed version of a more detailed report
being prepared by the firm for a quarterly service of Pensions & Investments, a
Crain Communications publication.

In addition to pooled equity funds, the data cover 142 pooled fixed-income
funds with assets of $6.4 billion. Among the latter, more than 90% outperformed
the Salomon Brothers high-grade bond index last year.

"It was a year in which diversification, flexibility in raising cash reserves, and
stock selection outside the S&P-500 and among the smaller companies within the
index paid off for managers," says Edgar Barksdale of the consulting firm.

Some of the better gains in last year's fourth quarter and for the full year were
recorded by pooled equity funds that moved 25%, 35% or even more of assets
out of stocks and into cash or short-term investments.

"This kind of switch is substantial for pension accounts," says Mr. Barksdale,
"but there has been an increasing willingness to raise cash reserves."

In assessing their own relative performance, money managers were going up
against declines in the S&P-500, adjusted for dividends, of 7.2% for the full year
and 0.1% in the fourth quarter.

The best 1977 equity fund result in the Rogers Casey sample was turned in by
a $6 million fund managed by Guardian Insurance & Annuity Co., New York
City, up 7.9%; the worst was by a $42 million fund of U.S. Trust Co. of New
York, off 12.6%. The best fourth quarter reading was registered by a fund of the
Fifth Third Bank, Cincinnati, Ohio, up 4.9%; the lowest reading was a New
Jersey National Bank, Trenton, fund, off 5%.

Despite the relatively good marks for a majority of pooled funds last year, the
managers' results for longer periods still remain well below average. Only one in
five bank and insurance pooled equity funds has matched or exceeded the 2.8%
annual total return of the S&P-500 over the nine years since year-end 1968. The
split is about the same over the past three, five and seven years--about 80%
of the funds lag behind the S&P returns.

The accompanying table, compiled from Rogers Casey data, shows investment
results for selected bank and insurance equity funds for the fourth quarter and
full year 1977, and annual average rates of return over the five- and nine-year
spans.
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Percent change Average retirement (percent)
4th quarter 1977 5 yr 9 yr

Banks:
Bank of America ................................ +1.4 -3.3 -4.6
Bank of New York .............................. -1.0 -12.4 -1.7
Bankers Trust .................................. +2.0 -5.9 -7.6 -2.5
Chase Manhattan ............................... +.2 -11.9 -4.7 -2.0
Chemical Bank ol New York ..................... +1.5 -4.3 -2.3 -. 2
Citibank ....................................... -1.3 -11.1 -5.8 +.9
Continental Illinois .............................. -1.0 -10.4 -6.7 -2.1
Crocker National ............................... -. 2 -8.9 -1.6 .9,
First Pennsylvania .............................. +.9 3.3 +3.2 3.5
Harris Trust..... , ........................... -. -8.6 -2.7 +1.2
Irving Trust .................................... +1.1 -7.3 -6.8 -1.4
Manufacturer's Hanover ......................... +1.3 -7.9 -7.1 -. 2
Marine Midland' ............................... +.9 -1.9 +1.2
Mellon Bank .............................. ) -9.7 -6.1Morgan Guaranty........................... -1 -11.2 -4.4 1.
Provident National .............................. +2.6 -. 4 +. 1 3.0
U.S. Trust ...................................... 8 -12.6 -9.8 -3.4

Insurers:
Aetna .......................................... +.04 -5.9 -2.3 -1.5
Bankers Life ................................... +4.0 +.5 +5.2 +4.7
Connecticut General ............................. 4 -6.6 -2 3 +.9
College Retirement Equities Fund ........ . -6.4 -32 +. 0Equitable ...................................... +. 5 -10.3 -2.0 +2.8
Metropolitan Life ................................ (1) -8.4 -6.2 -. 1
Mutual of New York ........................... .+.7 -7.5 -5.2 +.
Prudential ................................ 1.- -. 3 -9.6 -1.7 +1.5
S. & P. 500 .................................... .1 -7.2 -. 2 +2.8

t Not available.
S Even.

In the fixed-income sector, all but a handful of the bank and insurer pooled
funds did better last year than the 1.7% return registered by Salomon Brothers
high-grade bond index. A $61 million fund managed by Pacific Mutual Life.
Newport Beach, Calif., led the fixed-income pack with a 7.9% gain. Over the past
nine years, about half the funds matched or exceeded the 6.4% average annual
return of the index.

FRINGE BENEFITS AND CORPORATE OWNERS

Your "Tax Report" of Feb. 15, regarding the proposed limit on fringe benefits
for people who own more than 10% of a corporation, points out our growing
national commitment to equality of result.

You quote a Treasury official as saying, "Something should be done about
owners who get 'free' medical and life coverage from their firms and give employees.
little or nothing."

Anyone who, like myself, spent the better part of the last 17 years involved in
designing employee benefit programs for owners and employes of closely held
corporations can tell you nothing is "free" for the owner. What Treasury and
Labor Department rulings have started over the last 17 years, ERISA finished.
It is simply not possible for an owner-employe of a closely held corporation to
take any significant fringe benefit from his corporation without offering a propor-
tionate benefit to his employes.

For example, an owner may establish a group life insurance program based upon
a multiple of salary, but he cannot establish one which would include just himself-
and a few favored employes. Similarly, he can establish a retirement plan which
is based upon earnings, but he must also include every employee who works at
least 1,000 hours a year, has reached age 25 and has completed a minimum of-
one year of service.

I continue to be astonished that "small businessman" President Carter shows
so little understanding of the psychology of the entrepreneur. A man becomes a
business owner because he likes risk and challenge and because there is an oppor-
tunity for reward as a result. The entrepreneur is not in business because he wants
to provide a job for his fellow man. He needs his fellow man to help him achieve
his goals, and he certainly should treat his fellow man employee ) fairly and
decently. However, if the owner's potential for reward is not commensurate with
his risk and labor the entrepreneurial incentive is lost.
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To be sure, there are those businessmen who attempt, sometimes successfully,.
to take undue advantage of their status. But to attempt to control the abusers
by punishing the innocent hardly seems morally justified. And it certainly is bad'
politics, and worse economics.

The small businessman is still the backbone of the American economy. If we
continue to discourage this man from investing his time and his money and his
energy, the millions of employes who are currently Working in these businesses
will soon find themselves on the welfare rolls. President Carter and his Georgia
playmates still need considerable toweling behind the ears.

DAVID F. WOODS.

INVESTOR RETURNS AND TAX POLICY

A STUDY BY MARILYN V. BROWN, C.F.A. FOR THE AD HOC TAX COMMITTEE OF THE
FINANCIAL ANALYSTS FEDERATION

The Financial Analysts Federation, founded in 1947, is a non-profit professional
organization devoted to the advancement of investment management. It is com-
posed of 48 Financial Analysts Societies located in the major cities in the United
States and Canada. These Societies have an aggregate of 14,500 members who are
engaged in security analysis, portfolio management, and executive direction of
the investment function. The affiliated Institute of Chartered Financial Analysts
awards the professional designation of "Chartered Financial Analyst" to qualified
members upon successful completion of three examinations.

Marilyn V. Brown, a chartered financial analyst, serves as a consultant to the
Financial Analysts Federation. In addition, she is President of Marilyn V. Brown,
Inc. which provides consulting services on changes affecting the investment
process: government legislation and regulation, accounting principles and cor-
porate disclosure.

FOREWORD

The 14,500 member Financial Analysts Federation (FAF) is the association of
investment professionals in the United States and Canada. As managers of invest-
ment portfolios and advisors to both individual and institutional investors, the
FAF's members play a vital role in the allocation of investment capital in our
economy.

The key element in the investment decision making process is the determination
of the rate of return expected from thft investment. This return is realized in.
the form of income or capital gains, or a combination of the two and is measured
on an annualized basis over the period the investment is to be held.

There has been widespread debate over the various tax proposals intended to
stimulate capital formation and numerous econometric studies of the effects on
the overall economy and tax revenues. Yet there had been no study of their effect
on investors' returns to determine which, if any, of these proposals would en-
courage investors to make new equity investments-which from the investors'
point of view would be most effective in stimulating capital investment.

The FAF, therefore, asked its consultant, Marilyn V. Brown, to conduct a
study of how each of the various proposals might affect investor returns. Spe-
cifically, the study examines the following tax proposals:

a. reducing the corporate tax rate from 48 to 440/.
b. reducing the maximum capital gains tax rate from approximately 50% to,

25%.
c. reducing double taxation of dividends under Congressman Ullman's 10%

dividend integration proposal.
The techniques of securities analysis are used to project the possible effects on

investors' returns from both dividends and capital gains, holding stock market
price relationships constant. The various proposals, singly and in combination,
are then compared for their impact on equity investments.

POLICY IMPLICATIONS OF THE STUDY'S CONCLUSIONS

RATES OF RETURN ANALYSIS

In measuring the effects of prospective tax changes on investor returns, the
study provides startling insights into the effects of present tax policy on equity
investment.
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At present tax rates the average equity investment opportunity does not offer
sufficient potential return to warrant undertaking the investment risk. As Treas-
ury Secretary Blumenthal said recently, "It no longer pays enough to invest
enough."

The study shows that at present tax rates prospective after tax returns for
higher tax bracket investors are, on average, lower on an absolute basis than those
offered by alternative investments such as municipal bonds. For lower tax bracket
investors equity investments provide a higher absolute return than investment
alternatives, but insufficient returns on a risk adjusted basis. These investors tend
to invest largely for dividend return and to be averse to risk.

Reducing the maximum capital gains tax rate from approximately 50% to 25%
would be the most effective inducement to equity investment among the tax
proposals examined.

While after tax returns from the average investment would remain below those
offered by investment alternatives, prospective returns from select equity oppor-
tunities, including those carrying higher risk, would likely bp increased by a level
sufficient to induce higher tax bracket investors to move meaningful amounts of
their capital back into the equity markets.

Reducing the corporate tax rate to 44% would improve investor returns
marginally.

For the higher tax bracket investor, returns on the average equity investment
would remain lower than those from alternative investments. For investors in all
tax brackets, dividend returns would remain below those offered -by lower risk
investments.

Reducing double taxation of dividends would raise investor returns slightly.
It would be of greatest benefit to lower tax bracket investors who tend to seek

dividend returns. It would provide only modest ificentive to higher tax bracket
investors.

If the lower tax brackets reducing double taxation of dividends would increase
after tax dividend returns more than would a cut in the corporate tax rate. At
higher tax bracket levels, it would have approximately the same effect as reducing
the corporate tax rate. For all tax brackets, reducing the corporate tax rate would
have a greater effect on total after tax returns.

The tables contained in the study provide a simple means for comparing the
effects of the specific proposals and possible combinations thereof.

WINDFALLL" PROFITS

The data on historical and prospective returns from equity investments speak
to the question of possible "windfall" profits. Capital gains occur (and can be taxed)
only when an investment is made and later sold at a profit. As Table XIV shows,
the compound annual capital gain over the 50 year period, 1927-1977, was only
3.4% pre tax.

In terms of the future, analysis of prospective returns based on three sets of
experience parameters hardly suggest these returns could be considered excessive.
If, as a result of changes in tax policy, actual returns do prove to be substantially
higher, it will be due to a significant rise in stock market prices caused by an increase
in demand for equity capital investment, exactly the result the tax changes were
intended to accomplish.

BENEFITS TO PUBLIC POLICY

A flow of capital back into equity investment would serve the public policy in
many ways. A few are enumerated below:

1. A revitalized equity market would enable corporations to increase their use
of equity capital vs. debt, thereby reducing their reliance on debt capital and their
leveraged exposure to economic downturns. Correspondingly, the risk associated
with equity capital investment would be reduced.

2. An improved environment for equity investment should generate a more
receptive market for the smaller and technologically innovative companies which
historically have provided the wellspring for new competition and technological
progress.

3. Studies show these same companies are also an important source of new jobs.
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CONCLUSION

Treasury Secretary Blumenthal gave a major address on capital formation
before the annual conference of the Financial Analysts Federation in Miami on
May 8, 1978. In that speech he said "Investment is lagging for the simple reason
that it has become less profitable. The rational investor, before he leaps, looks to
expected real returns and to the probability of getting them. This vista of return
and risk has been deteriorating."

We believe this study brings additional useful Information to the debate on tax
policy. We also believe it demonstrates that of the three major choices a reduction
in capital gains tax rate, possibly in combination with reduction in the corporate
tax rate and partial elimination of double taxation of dividends, is essential to
achieving an effective increase in equity capital formation.

THE FINANCIAL ANALYSTS FEDERATION.
ROBERT D. HEDBERG
MICHAEL F. CARR
FRANK T. PARRISH
DAVID L. UPSHAW

Ad Hoc Taz CommiUee.

INVESTOR RETURNS AND TAX POLICY

INTRODUCTION

The investment decision making process is a complex one, requiring assessment
of a lengthy list of variables. Ultimately, however, the rational investment deci-
sion is ma de on the basis of the prospective return from that investment and the
risks to be undertaken in achieving that return.

RETURN

For the investor in corporate equities, total return may be said to consist of
three parts: dividend return, i.e., cash dividend distributions; appreciation return,
i.e., an increase in the company's value based on some objective measure such as
book value or earnings; and speculation return, a function of the change in the
relationship of demand and supply for corporate equities.

RISK

Modern portfolio management theory attempts to determine risk by objective
measurement. Rating agencies such as Standard and Poor's and Moody's have
applied quality ratings to securities for many years. In general short term Treas-
ury bills are considered to be essentially risk free. Treasury bonds, municipal bonds
and corporate bonds are considered to carry respectively rising degrees of risk.
Equity investments, representing ownership participation in corporations are, in
general, assigned the highest degree of risk.

COMPARISON WITH ALTERNATIVE INVESTMENT OPPORTUNITIES

In making his investment decision the investor will assess not only the returns
and risk associated with one possible investment, but the risks and returns avail-
able from alternative investments as well. For the taxable investor, the return
measured is that remaining after taxes.

The equity investment decision then is affected by: changes in tax rates, changes
in the perceived level of risk and changes in the rates of return and associated
risk of other investment opportunities.

In recent years, the rates of return from lower risk non-equity investments have
risen almost steadily, while tax burdens on equity returns have been increased.
Now there are under consideration several proposals, each of which is intended
to reduce the tax burden on equity capital and enhance equity capital formation.

Numerous econometric studies have estimated the macroeconomic effects of
these various tax proposals. This study attempts to assess the effects from the
viewpoint of the individual investor: how changes in tax policy might affect the
rate of return portion of the investment decision making process.

33-578--78-----27
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SUMMARY AND CONCLUSIONS

Investor Returns and Tax Policy uszs the techniques of securities analysis to
isolate and assess the effects of various ia..: proposals on investment returns to the
taxable equity investor. Specifically, it examines and analyses the effects of:
reducing the corporate tax rate from 48% to 44%, reducing the maximum capital
gains tax rate from approximately 50% to 25%, and reducing double taxation
of dividends under Congressman Ullman's 10% dividend integration proposal. In
constructing its analysis the study uses three different data sets: non-financial
corporations as a whole, taken as a proxy for average investment returns; the
Standard and Poor's Index of 400 of the nation's largest corporations; and a cor-
porate model designed to facilitate specific examination of the corporate tax rate
cut.

Financial statement ratios for 1977 were used as a base for projections. These
ratios were then extended into the future and altered to incorporate the various
tax proposals. Since the 1977 financial ratios used represent the upper end of recent
business experience, it is believed that the return projections incorporate an
optimistic bias. However, the projections hold constant all elements other than the
tax-proposals. Therefore, they should not be viewed as estimates of experience
in a dynamic economy. Rather, they are intended to present orders of magnitude
as aids in tax policy decisions. Logically, the three data sets produce different rate
of return results, but all point to the same conclusions.

The study concludes that:
1. At present tax rates, prospective after tax appreciation and dividend returns

are not competitive with alternative investment opportunities. For higher tax
bracket investors, prospective returns from the average equity investment are
lower on an absolute basis. For lower tax bracket investors, who are risk averse
and invest largely for dividends, returns appear to be uncompetitive on a risk
adjusted basis.

2. Reducing the corporate tax rate from 48% to 44% would marginally im-
prove investor returns. Total returns on average would remain uncompetitive for
the higher tax bracket investor.

3. Reducing the maximum capital gains tax rate from approximately 50% to
25% would have a significant effect on after tax investment returns.

While returns from the average investment would remain lower than alternatives
for the higher tax bracket investor, prospective returns from above average in-
vestment opportunities should become sufficiently attractive to warrant a return
of some of their capital into equity markets.

4. Reducing double taxation of dividends would be of greatest benefit to lower
tax bracket investors. It would provide only modest incentive to higher tax
bracket investors.

5. On average, reducing the corporate tax rate to 44% would have greater im-
pact on investors' returns than reducing double taxation of dividends at the 10%
integration level. However, at the lower tax brackets, dividend integration would
increase after tax dividend returns more than a cut in the corporate tax rate. At
higher tax brackets levels, dividend integration and reducing the corporate tax
rate would affect after tax dividend returns about equally. For all tax brackets,
reducing the corporate tax rate would increase total after tax returns more than
dividend integration.

6. In a high interest rate environment a combination of tax cuts would be neces-
sary to bring equity investment returns in the average corporation up to a level
competitive with alternative investment opportunities such as government,
municipal or corporate bonds.

SUMMARY TABLE

The summary table displays the basic findings of the study, illustrating the
relative effects of the various tax proposals on investor after tax returns.

The table uses as a base for its projections two corporate models developed
from Department of Commerce and Federal Reserve Board data for non-financial
corporations in 1977. In Model A, 45% of after tax corporate earnings are paid
out In dividends, the dividend payout ratio of non-financial corporations in 1977.
In Model B, no dividends are paid and all earnings retained and reinvested.

A description of the methodology used in constructing return projections for
all three data sets follows:
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[in percent]

Equity investment

Fixed Income
48 percent corporate tax rate 46 percent corporate tax rate percent corporate tax rate investment alternatives

45 percent 45 percent 45 percent
dividend payout dividend payout dividend payout

With 10 With 10 With 10
Without percent Wifhout percent Without percent 3 mo Bell

dividend dividend No dividend dividend No dividend dividend No Treasury System Municipal
interest interest dividend interest interest dividend interest interest dividend bills bonds bonds

Pretax returns:
Capital gains return 2 

----
- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  

6.2 6.2 11.3 6.4 6.4 11.7 6.7 6.7 12.2 .............................
Dividend/interest return 3 ---- - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  

5.4 5.4 ---------- 5.6 5.6 ---------- 5.9 5.9 6.7 9.0 6.6 ----------
Total return ------------------------------------------- 11.6 11.6 11.3 12.0 12.0 11.7 12.6 12.6 12.2 6.7 9.0 6.6

After tax returns:
50 percent capital gains/70 percent dividend tax:

Capital gains return 2 --------------------------------- 3.2 3.2 6.0 3.3 3.3 6.2 3.5 3.5 6.4 ------------------------------
Dividend/interest return 3 ----------------------------- 1 . 6 1.8 ---------- 1.7 1.9 ---------- 1.8 2. 0---------- 2.0 2.7 6.6

Total return --------------------------------------- 4.8 5.0 6.0 5.0 5.2 6.2 5.3 5.5 6.4 2.0 2.7 6.6

35 percent capital gains/70 percent dividend tax:
Capital gains return2 

................................. 4.1 4.1 7.6 4.3 4.3 7.9 4.5 4.5 8.3 ------------------------------
Dividend/interest return 3 ------------------------------ 1.6 1.8 ---------- 1.7 1.9 ---------- 1.8 2.0 ---------- 2.0 2.7 6.6

Totalreturn ---------------.--------------------- 5.7 5.9 7.6 6.0 6.2 7.9 6.3 6.5 8.3 2.0 2.7 6.6

25 percent capital gains,70 percent dividend tax:
Capital gains return 2 .................................. 4.7 4.7 8.7 4.9 4.9 9.0 5.1 5.1 9.2 ------------------------------
Dividend/interest return 3 --- - - - - - - - - - - - - - - - - - - - - - - - - - -  

1.6 1.8 ---------- 1.7 1.9 ---------- 1.8 2.0 ---------- 2.0 2.7 6.6
Total return --------------------------------------- 6.3 6.5 8.7 6.6 6.8 9.0 6.9 7.1 9.2 2.0 2.7 6.6

25 percent capital gains/50 percent dividend tax:
Capital gains return- .................................. 4.7 4.7 8.7 4.9 4.9 9.0 5.1 5.1 9.2 ------------------------------
Dividend/interest return: ------------------------------ 2.7 3.0 ------- 2.8 3.1 ---------- 2.9 3.2 ---------- 3.4 4.5 6.6

Total return ------------------------------------ 7.4 7.7 8.7 7.7 8.0 9.0 8.0 8.3 9.2 3.4 4.5 6.6

12.5 percent captial gains,25 percent dividend tax:
Ital gains return 2 ---- - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  

5.5 5.5 10.0 5.7 5.7 10.4 5.9 5.9 10.8 ------------------------------
Dividendinterest return. ----------------------------- 4.1 4.5 ---------- 4.2 4.6 ---------- 4.4 4.8 ---------- 5.1 6.7 6.6

Totalreturn --------------------------------------- 9.6 10.0 10.0 9.9 10.3 10.4 10.3 10.7 10.8 5.1 6.7 6.6

Salomon Brothers estimates for bellwether issues, June 21, 1978.
2 Compound annual rate of return.
aAverage annual rate of return.

I

b-A
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DESCRIPTION OF METHODOLOGY

CRITERIA ESTABLISHED

Several different criteria were established in setting up the analytical procedures
for this study.

1. Isolation of the critical variables, i.e., the effects of tax changes on investor
returns, from exogeneous factors, such as changes in the economy and stock
market prices.

2. Use of real world experience, to the extent possible.
3. Simplification of presentation, to the extent possible.

METHODOLOGY USED

Three different bases were used to project investor rate of return experience
under the various tax proposals: data for non-financial corporations, the Standard
and Poor's list of 400 of the nation's largest corporations and a corporate model.
The results of these three sets of projections are shown in the section following.

For the non-financial corporations and the Standard and Poor's 400 list, 1977
financial statement data were used as a starting point. The corporate model was
constructed on the basis of non-financial corporation data and adjusted in order
to examine the effects of cutting the corporate tax rate from 48% to 46% or 44%.

For non-financial corporations and the Standard and Poor's 400 list, the projec-
tion process started with 1977 pre tax profits as a percentage of equity capital
(book value). This pre tax return on equity ratio was then held constant through-
out the projection period. It was assumed that the percentage of earnings paid
out as dividends remained constant and that retained earnings were reinvested to
maintain the base period pre tax return on equity. One set of projections was
made at present effective corporate tax rates, another incorporating Treasury
Department data on the corporate tax rate cut proposal.

The corporate model began with the non-financial corporations' after tax return
on equity capital and assumed that this return was earned after a 48% tax rate.
The new, higher pre tax return on equity was then held constant and the corporate
tax rate reduced to 46% and 44%.

Although equity investments are generally made with the anticipation that
these investments will be held for a considerable period of time, for ease of presenta-
tion a three-year time frame was selected. (Annual rates of return would not be
measurably affected by a longer holdingperiod.) It was assumed that investment
was made at the beginning of year one and sold at the end of year three.

Capital gains were totaled, taxed and then calculated on a compound annual
return basis. I)ividends were added, taxed and the average return calculated.

Rates of return for non-financial corporations and the S & P 400 list were
measured using two standards for purchase and sale price: book value and market
value. In projecting market value it was assumed that market value at the end
of year three bore the same relationship to book value at the end of the period
as beginning market value held to beginning book.

Separate calculations were made incorporating the effects of Congressman
Ullman's 10'f dividend integration proposal. In making the dividend integration
calculations it wLs assumed that all corporations in the data set would have a
tax base large enough to support the full 107, gross up and credit. To thet extent
the effects of dividend integration are overstated. However, since a 10% inte-
gration level is used throughout, and under the proposal the level would be in-
creased to 12% after two years, the effects may be slightly understated.

All of the projected returns were compared with those currently anticipated from
three investment alternatives: three month Treasury bills, Bell System bonds,
and municipal bonds.

VARIABLES OMITTED FROM THE METHODOLOGY

An investor in making his investment decisions will incorporate into this
investment decisionmaking process his predictions and assumptions on a very
lengthy list of variables. Tsolating the specific effects of changes in tax rates and
illustrating those effects in a sinil)le to understand format requires eliminating
some of those variables. Three very important variables which have heen elimi-
nated from the analysis are: the outlook for the economy, the effects of inflation on
corporate financial statements, and changes in demand and supply for securities,
i.e., stock price fluctuations. Since all are interrelated in terms of their real world
impact on investor returns, these variables are discussed briefly.
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In selecting results in 1977 as a basis for projections, and analysis uses a year
when after tax return on book value was at a record level for the data period
1965-77. Thus, projections of future return on equity, made on the basis of recent
period record levels, likely introduce an optimistic bias into the appreciation
return assumptions, particularly at this point in an aging economic cycle.

Secondly, using book value to establish purchase and sale price ignore the
effects of inflation on corporate financial statements and on the replacement costs
of assets recorded and depreciated on the basis of historic costs. Recent analyses
suggest that market value, set by demand and supply for equity investment, does
incorporate an adjustment for inflation. At the end of 1977, market value for
non-financial corporations was below book value. For the S & P 400 list, market
was some 20% higher than book value.

As stated earlier, stock market fluctuations i e. speculation returns, have been
omitted from the analysis. However as Tables KI'II and XIV show, recent ex-
perience has been largely negative. TLhose wishing to incorporate assumptions on
stock market prices may do so by adjusting end of year three market values and
calculating compound annual rates of appreciation return on their own bases.

ASSUMPTIONS

It was also necessary to make certain assumptions. Significant among these
were the matter of additional outside capital and a constant 45% dividend payout
ratio. The use of debt in the corporate capital structure rose steadily until 1974
when the recession vividly demonstrated the hazards of high financial leverage.
Since then, debt/equity ratios have declined slightly. Consequently, projecting
a stable debt/equity ratio into the future seemed reasonable and in line with the
real world environment. Using book value as a basis of purchase and sale elimi-
nated possible complications of additional equity financing. Neither appreciation
nor dividend returns would be affected. The market value calculations assume no
additional equity financing.

Non-financial corporations were selected because they were felt to present a
more typical investor experience than would including financial corporations. The
S & P 400 list likewise excludes financial corporations as well as transportation and
utility companies.

Because investment is a prospective process, precise projections of investment
returns are never possible. True results are known only in retrospect. This analysis
was not designed to achieve that impossible precision but rather to provide some
useful first order of magnitude parameters as guidance for tax policy decisions.

PROJECTIONS AND ANALYSES

(Nonfinancial corporations data base)

TABLE I
Description and analysis

Table I uses 1977 data for non-financial corporations as a whole to project
investor returns under present effective corporate tax rates.

In Table I-a it is assumed purchase was made at book value at the beginning of
year one, equal to actual book value at the end of 1977. Profits were projected by
assuming that each year retained earnings were reinvested to produce a pre tax
and after tax return on equity equal to that earned in 1977, i.e., 18.9% and 11.3%,
respectively. Thus, the $806.2 billion in capital produced pre tax profits of $152.4
in the first year following purchase and after tax profits of $91.1. It was assumed
that, as in 1977, 45% of after tax profits were paid out in dividends. Retained earn-
ings were added to equity and assumed reinvested to produce an 18.9% pre tax
return and an 11.3% after tax return. This same procedure was then continued to
the end of year three, at which time the investor sold his investment at the pro-
jected book valued of $966.0.

The difference between end of year three equity and beginning year one equity
of $159.8 billion was then taxed at various capital gains tax rates from 50% to
12.5%, and the compound annual after tax capital gains or appreciation return
calculated. At a 50% capital gains tax rate the compound annual appreciation
return was 3.2%, at a 12.5% capital gains tax rate, 5.5%.

Dividends for years one, two and three were added and then taxed at rates
ranging from 70% to 25%. After tax dividends were annualized and an average
annual dividend return calculated. At a 70% dividend tax rate, annual average
dividend return was 1.6%, at a 25% tax rate 4.1%.
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In Table I-b, purchase at market value, end of 1977, equal to beginning of year
one, was assumed. In order to project market value at end of year three, a con-
stant relationship between market value and book value end of 1977/beginning of
year one and market value end of year three was assumed. Using this constant
relationship appreciation returns remain unchanged from Table I-a. Since market
value at the end of 1977 was below book value, dividend returns are increased-at
the 70% tax rate level from 1.6% to 2.0%, at 25% tax rate from 4.1% to 4.9%.
TABLE I-A.-ON FINANCIAL CORPORATIONS: 1977 EFFECTIVE TAX RATES PURCHASE AND SALE AT BOOK VALUE

1977 Projection
Financial data (billions) Year I Year 2 Year 3

Pretax profits ....................................................... $141.8 152.4 161.8 171.9
taxes -------------------------------------------- 57.0 61 3 65 0 69 1
After tax profits ..................................................... 84.9 91.1 96.8 102.8
Dividends .......................................................... 38.2 41.0 43.6 46.3
Retained earnings ................................................... 46.7 50.1 53.2 56.5
Beginnin! year equity ............................................... 750.5 80. 2 856.3 909.5

return of equity pretax (percent) ..................................... 18.) (18.9) (18.9
Return on equity after tax ........................................... (1. 3) ( (13 11.3) (11.3?
End of year equity ............................ 806.2 856.3 909.5 966.0
Taxes as percent of pretax profits ........................... (40.2) (40.2) 40.2 0.2)
Dividends as percent of after tax profits ............................... . (45 .0)M (45.0 (45.0)

Capital gains tax rates (percent)
Capital gains (appreciation) returns 50 35 25 12. 5

Increase In equity beginning year I to end year 3 ....................... 159.8 159.8 159.8 159.8
Increase In equity after tax ........................................... 79.9 103.9 119.8 139.8
Year end 3 equity after tax ........................................... 886. 1 910.1 976.0 946.0
Divided by beginning year I equity .................................... 806. 2 806.2 806.2 806. 2
Equals total appreciation return after tax ............................... 1.0091 1.1289 1.1486 1.1734
Compound annual after tax appreciation return (percent) ................ 3.2 4. 1 4.7 5.5

Dividend tax rates (percent)

Dividend returns 70 50 25

Total dividends .............................................................. 130.9 130.9 130.9
Dividends after taxes .......................................................... 39.3 65.5 98.1
Divided by 3 equals average annual dividend after tax (percent) .................... (13.1) (21.8) (32.7)
Divided by beginning year 1 equity .............................................. 806.2 806.2 806.2
Equals average annual dividend return (percent) .................................. 1.6 2.7 4.1

Sources: 1977 data, Department of Commerce, Federal Reserve Board Flow of Funds Account. Data for years I to 3
constructed projecting 1977 financial ratios.

TABLE I-B.-NONFINANCIAL CORPORATIONS: 1977 EFFECTIVE TAX RATES PURCHASE AND SALE AT MARKET
VALUE

Capital gains tax rates (percent)
Capital gains (appreciation) returns ............................. 50 35 25 12.5

Year end 3 market value (estimated at 82.9pct. of year end 3 book value).. 800. 8 800. 8 800.8 800. 8
Minus beginning year I market value ........... ........... 668.3 668.3 668.3 668.3
Equals increase in market value beginning year I to end year 3 ......... 132.5 132.5 132.5 132.5
Increase in market value after tax ..................................... 66.2 86. 1 99. 4 115.9
Year end 3 market value after tax ..................................... 734.5 754.4 767.7 784.2
Divided by beginning year I market value .............................. 668. 3 668.3 668.3 668.3
Equals total appreciation return after tax ............................... 1.0991 1.1288 1.1487 1. 1734
Compound annual appreciation return after tax (percent) ................ (3.2) (4.1) (4.7) (5.5)

Dividend tax rates (percent)
Dividend returns ........................................................ 70 50 25

Total dividends ............................................................... 130.9 130.9 130.9
Dividends after tax ............................................................ 39. 3 65.5 988. 1
Divided by 3 equals average annual dividends after tax ...................... 13.1 21.8 32.7
Divided by beginning year 1 market value .............................. 668. 3 668. 3 668 3
Equals average annual dividend returns (percent) ................................. (2.0) (3.3) (4.9)
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TABLE n
Description and analyais

Table II incorporates in the projections the Administration's proposed reduc-
tion in the corporate tax rate. This was done by allocating to non-financial corpo-
rations 80% of the estimated reduction in federal tax revenues resulting from
reducing the tax rate for all corporations. Treasury Department estimates for
1978, 1979 and 1980 were assigned respectively to years one, two and three. Pro-
jection procedures were similar to those in Table I, with the obvious exception,
that as the effective tax rate declines, after tax return on equity increases. At the
end of year three the equity value at $973.2 is $7.2 higher than in Table I. Pre tax
appreciation is similarly higher. On the basis of an assumed constant 45% dividend
payout ratio, total dividend payments are also higher by $5.7.

As a result, after tax returns from both appreciation and dividends are modestly
higher. At the top tax rate of 50% tax on capital gains and 70% on dividends, the
compound annual appreciation return would be increased to 3.3% from 3.2%.

In Table II-a, with purchase and sale at book value, dividend returns to the top
tax bracket investor rise from 1.6% to 1.7% as a result of the cut in the corporate
tax rate. In Table II-b, with purchase and sale at market value, dividend returns to
the top tax bracket investor remain unchanged at 2.0% after the corporate tax
rate cut. For the 25% tax bracket investor dividend returns are increased to 5.1%
from 4.9%.

TABLE Il-A.-NONFINANCIAL CORPORATIONS: INCORPORATING ADMINISTRATION'S PROPOSED REDUCTION IN
CORPORATE TAX RATE PURCHASE AND SALE AT BOOK VALUE

1977 Projection
Financial data (billions) Year I Year 2 Year 3

Pretax profits ...................................................... $141.8 152.4 162.0 172.5
Taxes ............................................................ 57.0 60.3 60.4 62.6
After tax profits ..................................................... 84.9 92.1 101.6 109.9
Dividend ................----------------------- 38. 2 41.4 45.7 49.5
Retained earnings ................................................... 46.7 50.7 55.9 60.4
Beginning year equity ............................................... 750.5 806.2 856.9 912.8
Return on equity pretax (percent) ..................................... (18. 9) (18.9) (18.9) (18. 9)
Return on equity after tax ............................................ (1.3) 11.4 (1.9 12.0
End of year equity .................................................. 806.2 856. 9 912.8 973.2
Taxes as percent of pretax profits ........................... 40 2 396 373 36.3Dividends as percent of after tax profits .......................... (45.0) (45.0) (45. 0)

Capital gains tax rates (percent)
Capital gains (appreciation) returns 50 35 25 12.5

Increase In equity beginning year I to end year 3 ....................... 167.0 167.0 167.0 167.0
Increase in equity after tax ........................................... 83. 5 108. 5 125.2 146.1
Year end 3 equity after tax ........................................... 889.7 914.7 931.4 9]2. 3
Divided by beginning year I equity ................................. 806. 2 806.2 2
Equals total appreciation return after tax ............................... 1.1036 1.1346 1.1553 1.1812
Compound annual after tax appreciation return (percent) ................ (3. 3) (4.3) (4.9) (5. 7)

Dividend tax rates (percent)
Dividend returns 70 50 25

Total dividends ............................................................... 136.6 136.6 136.6
Dividends after tax ............................................................ 41.0 68.3 102.4
Divided by 3 equals average annual dividend after tax ............................. 13.7 22.8 34.1
Divided by beginning year 1 equity .............................................. 806.2 806.2 806.2
Equals average annual dividend return (percent) .................................. (1.7) (2.8) (4.2)

Sources: 1977 data Department of Commerce, Federal Reserve Board Flow of Funds Accounts, Department of Treasury,"The President's 198 Tax Program." Data for years 1-3 constructed projecting 1977 financial ratios.
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TABLE lI-B.--NONFINANCIAL CORPORATIONS, IfNCORPORATING ADMINISTRATION'S PROPOSED REDUCTION IN
PURCHASE AND SALE AT MARKET VALUE

Capital gains (appreciation) returns Capital gains tax rates (percent)
5o 35 25 12.5

Year end 3 market value (estimated at 82.9 percent year end book value). 806.8 806.8 806.8 806.8
Minus beginning year I market value ---------------------------------- 668.3 668. 3 668.3 668. 3
Equals Increase in market value beginning year I to end year 3 ........... 138.5 138.5 138.5 138.5
Increase in market value after tax ------------------------------------ 69.2 90.0 103.9 121.2
Year end 3 market value after tax ------------------------------------ 737.5 758.3 772.2 789.5
Divided by beginning year I market value ----------------------------- 668.3 668. 3 668. 3 668 3
Equals total appreciation return after tax ------------------------------ 1. 1035 1. 1347 1.1555 1. 1814
Compound annual appreciation return after tax (percent) ................ (3.3) 4(.3) (4.9) (5.7)

Dividend tax rates (percent)Dividend returns
70 50 25

Total dividends --------------------------------------------------------------- 136.6 136.6 136.6
Dividends after tax ------------------------------------------------------------ 41.0 68.3 102.4
Divided by 3 equal average annual dividends after tax ---------------------------- 13.7 22.8 34.1
Divided by beginning year I market value -------------------------------------- 668.3 668.3 668.3
Equals average annualdividend return (percent) --------------------------------- (2.0) (3.4) (5.1)

TABLE III
Description and analysis

Table III compares the projected return from investment in non-financial corpo-
rations using the 1977 effective tax rate of 40.2% and the Administrations's pro-
posed cut in the corporate tax rate. The table also illustrates the effects of in-
corporating Congressman Ullman's dividend integration proposal at the 10%
level. In incorporating the effects of dividend integration, we have assumed that
all dividend paying corporations would have a sufficiently large tax base to provide
a 10% gross-up and credit. Table III-a uses purchase and sale at book value,
Table III-b at market.

The table also contains projected annual rates of return from possible investment
alternatives, i.e., three-month Treasury bills, Bell Telephone bonds, and municipal
bonds using Salomon Bros. estimates of bellwether issues.

Using the non-financial corporation data base one can compare after tax re-
turns at various levels of taxation to assess the relative effects on investor returns.
resulting from: the Administration's corporate tax cut proposal reducing the
capital gains tax, lowering the marginal tax rate on dividends, and Congressman
Ullman s proposal for reducing double taxation of dividends. These returns can
then be compared with those currently projected for alternative investments.
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TABLE III-A.-NONFINANCIAL CORPORATIONS: PROJECTED RETURN COMPARISONS PURCHASE AND SALE AT
BOOK VALUE

[in percent I

Without dividend Inte- With 10-percent Fixed income investment al-
gration dividend intelation ternatives

I ncorporat- I ncorporat-
ing admin- ing admin-

1977 istration's 1977 istration's 3 mo Bell
effective corporate effw.tive corporate Treasury System Municipal
tax rates tax cut ttx rates tax cut bills I bonds , bonds I

Pretax returns:
Capital gains return a .........
Dividend/interest return I .....

lotal return ...............
.Aftertax returns:

50-pct capital gains70-pct
dividend tax:

Capital gains return '.
Dividend/interest return s.

Total return ...........

35-1pt capital gainsf70-pct
dividend tax:

Capital gains return .
Dividend/interest return ..

Total return ...........

25-pct capital gains/70-pet
dividend tax:

Capital gains return S.
Dividend/interest return 8..

Total return ...........

25-pct capital giansI50-pct
dividend tax:

Capital gains return S.
Dividend/interest return .

Total return ............

12.5-pt capital gains/25-pct
dividend tax:

Capital gains return s ......
Dividend/interest return . .

Total return ............

6.2
5.4

6.5
5.6

6.2
5.4

6.5
5.6 6.7 9.0 6.6

- 11.6 12.1 11.6 12.1 6.7 9.0 6.6

- 3.2 3.3 3.2 3.3 ...............
* 1.6 1.7 1.8 1.9 2.0 2.7 . 66

- 4.8 5.0 5.0 5.2 2.0 2.7 6.6

- 4.1 4.3 4.1 4.3 ..............................
1.6 1.7 1.8 1.9 2.0 2.7 6.6

. 5.7 6.0 5.9 6.2 2.0 2.7 6.6

4.7 4.9 4.7 4.9 ...........................
1.6 1.7 1.8 1.9 2.0 2.7 6.6

6.3 6.6 6.5 6.8 2.0 2.7 6.6

4.7 4.9 4.7 4,9 ..............................
2.7 2.8 3.0 3.1 3.4 4.5 6.6
7.4 7.7 7.7 8.0 3.4 4.5 6.6

5.5 5.7 5.5 5.7 ...........................

4.1 4.2 4.5 4.6 5.1 6.7 6.6

9.6 9.9 10.0 10.3 5.1 6.7 6.6

Salomon Bros. estimates for Bellwether Issues, June 21, 1978.
5 Compound annual rate of return.
SAverage annual rate of return.
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TABLE III-B.-NONFINANCIAL CORPORATIONS: PROJECTED RETURN COMPARISONS PURCHASE AND
SALE AT MARKET VALUE

(In percent

Without dividend inte- With 10-percent Fixed income Investment al-
gration dividend integration ternatives

I ncorporat- I ncorporat-
- ing admin- ing admin-

1977 istration's 1977 istration's 3 mo Bell
effective corporate effective corporate Treasury System Municipal
tax rates tax cut tax rates tax cut bills 1 bonds t bonds I

Pretax returns:
Capital gains return' ..........
Dividend/interest return I ......

6.2
5.4

Total return ................ 11.6

Alter tax returns:
50-percent capital gainsf70-per-

cent dividend tax:
Capital gains return' ......
Dividend/interest return$..

3.2
2.0

Total return ............ 5.2
35-percentcapital gains/70-per-

cent dividend tax:
Capital gains return ' ...... 4.1
Dividend/interest return 3. - 2.0

Total return ............ 6.1

6.5 6.2 6.5 ..............................
5.6 5.4 5.6 6.7 9.0 6.6

12.1 11.6 12.1 6.7 9.0 6.6

3.3 3.2 3.3 ...........................
2.0 2.2 2.2 2.0 2.7 6.6

5.3 5.4 5.5 2.0 2.7 6.6

4.3 4.1 4.3 ...........................
2.0 2.2 2.2 2.0 2.7 6.6

6.3 6.3 6.5 2.0 2.7 6.6

25-percent capital gainsf70-per-
cent dividend tax:

Capital gains return, ......
Dividend/interest returns..

Total return ............

4.7 4.9 4.7
2.0 2.0 2.2

6.7 6.9 6.9

4.9...........................
2.2 2.0 2.7 6.6

7.1 2.0 2.7 6.6

25-percent capital gains/50-per-
cent dividend tax:

Capital gains return' ......
Dividend/interest return I- .

Total return ............

4.7 4.9 4.7 4.9 ...........................
3.3 3.4 3.6 3.7 3.4 4.5 6.6

8.0

12.5-percent capital gains/25-
percent dividend tax:

Capital gains return' ...... 5. 5
Dividend/interest return a. - 4. 9

Total return ............ 10.4

8.3 8.3 8.6 3.4 4.5 6.6

5.7 5.5
5.1 5.4

5.7 .......................
5.6 5.1 6.7 6.6

10.8 10.9 11.3 5.1 6.7 6.6

I Salomon Bros. estimates for bellwether Issues, June 21, 1978.
Compound annual rate of return.

a Average annual rate of return.
TABLE IV

(Corporate models data base)Description and analysus

In Table IV two corporate models are constructed to enable isolation and exami-
nation of the effects of reducing the corporate tax rate from 48% to 46% or 44%.
Table IV projects a 48% corporate rate.

The corporate models use as a starting point the 11.3% after tax return on equity
of nonfinancial corporations in 1977. However, for non-financial corporations that
return was after a 40.2% effective tax rate. In order to isolate and examine the
effects of reducing the corporate tax rate from 48% to 44% in the corporate models
it was assumed that return was achieved after a 48% tax rate. Thus, the assumed
pre tax return on equity was increased to 21.7%. (Increasing the pre tax rate of
return avoided a possible downward bias in the return projections.)



423

In Model A it was assumed that 45% of after tax profits were paid out as
dividends, as was the case for non-financial corporations in 1977. Retained earnings
were assumed to be reinvested to sustain a 21.7% pre tax return on equity. As in
the previous tables it was assumed that purchase was made at the beginning of year
one and sale at the end of year three. The corporate model uses book value as the
purchase and sale price. (The beginning of year one book value was derived from
the year one after tax profits base of 100, i.e., 100=11.3% of 885.0).

The capital gain was then taxed at varying rates and the compound annual
appreciation rate determined. Dividends were treated as in Tables I and 1I-added
over the three year period, taxed at the various tax rates and the average annual
rate of dividend return on beginning of year one equity calculated.

Model B was constructed to simulate a real world situation. Here, as in some
corporations, it was assumed that no dividends were paid. Therefore, all after
tax profits were reinvested' to produce a 21.7% pre tax return on equity value.
With all net earnings reinvested, book value increases more rapidly, and, ac-
cordingly, the compound annual after tax appreciation return for the period of
ownership is higher. Of course, there is no dividend return.

TABLE IV.-CORPORATE MODEL: 48 PERCENT CORPORATE TAX RATE INDEXED TO AFTER TAX PROFITS YEAR I

Model A: 45 percent dividend Model B: No dividend
payout (projection) (projection)

Financial data Year I Year 2 Year 3 Year 1 Year 2 Year 3

Pretax profits ................................... $192.3 $204.0 $216.7 $192.3 $213.7 $237.9
Taxes .......................................... 92.3 97.9 104.0 92.3 102.4 114.0
After-tax profits ................................. 100.0 106.2 112.7 100.0 111.3 123.9
Dividend ....................................... 45.0 47.8 50. 7 ..............................
Retained earnings ............................... 55.0 58.4 62.0 100.0 111.3 123.9
Beginning year equity ..................... 885.0 940.0 998.4 885.0 985.0 1,096.3
Return on equity pretax (percent)............. .(21.7)(1 27) 21. (21.7) (21.7) (21.7)
Return on equity after tax (percent) ............ (11.3) 11 .3) ,(1.3) 11.3) 11.3) (113)
End of year equity ...... ........... .......... 9401 9 4 .0 .3 12 2

Capital gains tax rates (percent) Capital gains tax rates (percent)Capital gains (appreci-
ation) returns 50 35 25 12.5 50 35 25 12.5

Increase In equity beginning
Year I to end year ...... $175.4 $175.4 $175.4 $175.4 $335.2 $335.2 $335.2 $335.2

Increase in equity after tax..- 87.7 114.0 131.5 143.5 167.6 217.9 251.4 293.3
Year end 3 equity after tax--- 972.7 999.0 1,016.5 1,038.5 1,052.6 1,102.9 1, 136.4 1, 178.3
Divided by beginning year 1

equity ................... 885.0 885.0 885.0 885.0 885.0 885.0 885.0 885.0
Equals total appreciation re-

turn after tax ............. 1.09910 1.12882 1.14859 1.17345 1.18937 1.24621 1.28407 1.33141
Compound annual after-tax

appreciation return (per-
cent) .................... (3.2) (4.1) (4.7) (5.5) (6.0) (7.6) (8.7) (10.0)

Dividend tax rates (percent)

Dividend returns 70 50 25

Total dividends ............................................................... $143.5 $143.5 $143.S
Dividends after tax ............................................................ 43.1 71.8 107.6
Divided by 3 equals average annual dividend after tax ............................. 14.4 23.9 35.9
Divided by beginning year 1 equity .............................................. 885.0 885.0 885.0
Equals average annual dividend return (percent) .................................. (1.6) (2.7) (4.1)
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TABLE V
Description and analysis

Table V Illustrates the effects on investor returns of reducing the corporate
tax rate from 48% to 46%, while holding pre tax return on equity constant at
21.7% and, in Model A, maintaining the dividend payout ratio at 45%. As is
shown, reducing the corporate tax rate from 48% to 46% increases after tax
profits in year one from the base 100 to 103.8 or by 3.8%. The after tax return in
equity is rasised from 11.3% to 11.7%.

At the 50% tax rate for capital gains the compound annual appreciation return
is increased to 3.3% from 3.2%. At the 70% marginal tax rate on dividends,
average dividend return rises from 1.6% to 1.7%.

Model B illustrates the effects if no dividends are paid. Here the compound
annual appreciation return after a 50% tax rate would rise from 6.0% to 6.2%.

TABLE V.--CORPORATE MODEL: 46 PERCENT CORPORATE TAX RATE INDEXED TO AFTER-TAX PROFITS YEAR I AT
48 PERCENT CORPORATE TAX RATE

Model A: 45 percent dividend Model B: No dividend
payout (projection) (projection)

Financial data Year 1 Year 2 Year 3 Year I Year 2 Year 3

Pretax profits ---------------------------------- $192.3 $204.4 $217.6 $192.3 $214.6 $239.7
Taxes ----------------------------------------- 88.5 94.0 100.1 88.5 98.9 110.5
After-tax profits -------------------------------- 103.8 110.4 117.5 103.8 115.7 129.2
Dividend -------------------------------- 46.7 49.7 52.9 ------------------------------
Retained earnings ------------------------------ 57.1 60.7 64.6 103.8 115.7 129.2
Beginning year equity -------------------------- 885.0 942.1 1,002.8 885.0 988.8 1,104.5Return on equity pretax (percent).--------------(21.7 21.7) 21. 2. 27 (2 17
Return on equity after tax (percent) ------------- (11.7) (11.7) (11.7) 117) (11.7) (11.7)
End of year equity - ------------------------ 942.11, 2.8 1,067.4 .8 1,104. 5 1, 33.7

Capital gains tar rrts! (percent) Capital gains tax rates (percent)Capital gains(appreci-
ation) returns 50 35 25 12.5 50 35 25 12.5

Increase in equity beginning
year I to end year ------- $182.4 $182.4 $182.4 $182.4 $348.7 $348.7 $348.7 $348.7

Increase in equity after tax..- 91.2 118.6 136.8 159.6 174.4 226.7 261.5 305. 1
Year end 3 equity after tax..- 976.2 1,003.6 1,021.8 1,044.6 1,059.4 1,111.7 1,146.5 1,190.1
Divided by beginning year 1

equity ................ 885.0 885.0 885.0 885.0 885.0 885.0 M5.0 885.0
Equals total appreciation re.

turn after tax. --------- 1.10305 1.13401 1.15457 1.18034 1.19706 1.25616 1.29548 1.34475
Compound annual after-tax

appreciation return (per-
cent) ------------------- (3.3) (4.3) (4.9) (5.7) (6.2) (7.9) (9.0) (10.4)

Dividend tax rales (percent)

Dividend returns 70 50 25

Total dividends ------------------------------------------------------------- $149.3 $149.3 $149.3
Dividends after tax ----------------------------------------------------------- 44.8 74.7 112.0
Divided by 3 equals average annual dividend after tax ---------------------------- 14.9 24.9 37.3
Divided by beginning ear 1 equity -------------------------------------------- 885. 0 885.0 885.0
Equals average annualdividend return (percent) --------------------------------- (1.7) (2.8) (4.2)

TABLE VI
Description and analysis

Table VI illustrates the results of reducing the corporate tax rate to 44% while
holding the pre tax return on equity constant at 21.7%.

After tax profits in year one become 107.7, a 7.7% increase over the after tax
profit of 100 with a corporate tax rate of 48%. Accordingly, return on equity
capital rises to 12.2% in contrast to the 11.3% return at a 48% corporate tax
rate. In Model A the compound annual appreciation return after a 50% capital
gains tax rate is 3.5%. Average annual dividend return after a 70% marginal
tax rate is 1.8%.

In Model B, where all earnings are reinvested, the compound annual appreci-
ation return would be 6.4% after a 50% capital gains tax vs. 6.0% at a 48%
corporate tax rate.



425

TABLE VI.-CORPORATE MODEL: 44 PERCENT CORPORATE TAX RATE INDEXED TO AFTER TAX PROFITS YEAR
I AT 48 PERCENT CORPORATE TAX RATE

Model A: 45 percent dividend Model B: No dividend
payout (projection) (projection)

Financial data Year 1 Year 2 Year 3 Year 1 tear 2 Year 3

Pretax profits ................................... $192.3 $204.9 $218.6 $192. 3 $215.4 $241.7
Taxes .......................................... 84.6 89.7 95.7 84.6 94.3 105.8
After-tax profits ................................. 107. 7 115.2 122.9 197.7 121.1 135.9
Dividend ....................................... 48.5 51.8 55.3 .... .............
Retained earnings ............................... 59.2 63.4 67.6 107. 7 121.1! 135. 9
Beginning year equity .................... 885.0 944.2 1007.6 885.0 992.7 1113.8
Return on equity pretax (percent)-------------- (21.7 (21.7) 21.7 21.7) (21.7) (21.7)
Return on equity after tax (percent) ............... (12.2) (12.2) (12.2) (12. 2) (12.2) (12. 2)
End of year equity .............................. 144.2 1007.6 1075.2 992.7 1113. 8 1249.7

Capital gained lax rate (percent) Capital gains tax rates (percent)Capital iains
(appreciation) returns 50 35 25 12.5 50 35 25 12.5

Increase in equity beginning
year I to end year 3 - 5-- 190.2 5190.2 5190.2 5190.2 5364.7 5364.7 $364.7 5364.7

Increase in equity after tax..- 95.1 123.6 142.6 166.4 182.4 237.1 273.5 319.1
Year end 3 equity after tax--- 980. 1 1008.6 1027.6 1051.4 1067.4 1122. 1 1158.5 1204.1
Divided by beginning year 1

equity ....... ....... 885.0 885.0 885.0 885.0 885.0 885.0 885.0 885.0
quals total appreciation re-
turn after tax ............. 1.10745 1.13966 1.16113 1.18802 1.20610 1.26791 1.30904 1.36056

Compound annual after-tax
appreciation return (per-
cent) .................... (3.5) (4.5) (5.1) (5.9) (6.4) (8. 3) (9.2) (10.8)

Dividend tax rates (percent)

Dividend returns 70 50 25

Total dividends ............................................................... $155.6 $155.6 $155.6
Dividends after tax ............................................................ 46.7 77.8 116.7
Divided by 3 equals average annual dividend after tax ............................. 15.6 25.9 38.9
Divided by beginning year 1 equity .............................................. 885.0 88.0 885. 0
Equals average annual dividend return (percent) .................................. (1.8) (2.9) (4.4)

TABLES VII AND VIII

Description and analysis

Tables VII and VIII compare the returns for the corporate models at varying
corporate tax rates and individual tax rates for capital gains and dividends.
Table VII illustrates the effects without Congressman Ullman's 10% dividend
integration proposal. Table VIII includes the approximate effects of 10% dividend
integration.

Tables VII and VIII also list estimated returns for three selected investment
alternatives-three-month Treasury bills, Bell System corporate bonds, and
municipal bonds.

The tables provide an easy system for comparing the effects of various tax
proposals on investor returns. by moving down and across the columns it is
possible to determine the theoretical effects of a reduction in the corporate tax
rate compared to a reduction in the capital gains or dividend tax rates.

As the tables show, at a 48% corporate tax rate total annual returns from our
corporate Model A would be 4.8% to the top tax bracket investor. Reducing the
corporate tax rate to 44% would increase the total annual return to 5.3%. Reduc-
ing the capital gains tax rate maximum to 25% would increase total return for
this investor to 6.3%. Dividend integration would increase returns modestly.

For investors paying a 25% dividend tax rate and a 12.5% capital gains tax
rate, reducing the corporate tax rate from 48% to 44% would increase his total
return in Model A from 9.6% to 10.3%, in Model B from 10.0% to 10.8%. At,
the 48% corporate tax rate level, dividend integration would raise returns on
Model A from 9.6% to 10.0%, and at the 44% corporate tax rate level from 10.3%
to to 10.7%.



TABLE VIL-CORPORATE MODELS: PROJECT RETURN COMPARISONS

fin percent]

Equity investment Fixed income investments '
48 percent corporate tax 46 percent corporate tax 44 percent corporate tax

_________________ 3 mo Bell

45 percent No 45 percent No 45 percent No Treasury System Municipal
dividend dividend dividend dividend dividend dividend bills bonds bonds

Pretax:
Capital gains returns ------------------------------
Dividend/interest return a ---------------------------

Total return -------------------------------------

Aftertax:
50 percent capital gains/70 percent dividend tax:

Capital g ins returns ---------------------------
Dividendfinterest return$ ........................

Total return -------------------------------

35 percent capital gains/70 percent dividend tax:
Capital gains return 2 . . . . . . ..--------------------
Dividend/interest returns - -------------------

Total return-------------------------

35 percent capital gainsJ70 percent dividend tax:
Capital gains return' --------------------------
Dividend interest return I ------------------------

Total return --------------------------------

25 percent capital pins/50 percent dividend tax:
Capital gains returns ---------------------------
Dividend/interest return ' ------------------------

Total return ................................
12.5percent capital gains/25 percent dividend tax:

Capital gains return ' ...........................
Dividend/interest return s ------------------------

Total return ................................

6.2 11.3
5.4 --------------

11.6 11.3

6.4 11.7
5.6 .............

12.0 11.7

6.7 12.2 ------------------------------------------
5.9 -------------- 6.7 9.0 6.6

12.6 12.2 6.7 9.0 6.6

3.2 6.0 3.3 6.2 3.5 6.4 -----------------------------------------
1.6 -------------- 1.7 -------------- 1.8 .............. 2.0 2.7 6.6

- 4.8 6.0 5.0 6.2 5.3 6.4 2.0 2.7 6.6

4.1 7.6 4.3 7.9 4.5 8.3 .........................................
1.6 -------------- 1.7 -------------- 1.8 -------------- 2.0 2.7 6.6

- 5.7 7.6 6.0 7.9 6.3 8.3 2.0 2-7 6.6

4.7 8.7 4.9 9.0 5.1 9.2 .........................................
* 1.6 -------------- 1.7 -------------- 1.8 -------------- 2.0 2.7 6.6

. 6.3 8.7 6.6 9.0 6.9 9.2 20 2.7 6.6

- 4.7 8.7 4.9 9.0 5.1 9.2 .........................................
2.7 -------------- 2.8 -------------- 2.9 -------------- 3.4 4.5 6.6

- 7.4 8.7 7.7 9.0 8.0 9.2 3.4 4.5 6.6

5.5 10.0 5.7 10.4 5.9 10.8 ------------------------------------------

S 4.1 -------------- 4.2 -------------- 4.4 -------------- 5.1 6.7 6.6

. 9.6 10.0 9.9 - 10.4 10.3 10.8 5.1 6.7 6.6

ISalomon Bros. estimates for bellwether issues, June 21, 1978.
s Compound annual rate of return.
S Average annual rate of return.



TABLE VIII.-CORPORATE MODELS: PROJECTED RETURN COMPARISONS WITH 10 PERCENT DIVIDEND INTEGRATION

itn percent)

Equity investment Fixed income investments I
48 percent corporate tax 46 percent corporate tax 44 percent corporate tax

3 me Bell
45 percent No 45 percent No 45 percent No Treasury System Municipaldividend dividend dividend dividend dividend dividend bills bonds bonds

Pretax returns:
Capital gains return . . . . . . . . . . . . . . . . . .
Dividend/interest return k . . . . .-- __-_-_--"_-_-"

Total return ........................

Aftertax with 10 percent dividend integration:
50 percent capital gains/70 percent dividend tax:

Capital gains return 2. . . . . . .
Dividend/interest return'.......-- .---.-.-------

Total return .....................
35 percent capital gainsl70 percent dividend tax:

Capital gains return 3 ..........................
Dividend/interest return k ......................

Total return .........................

25 percent capital gains/70 percent divident tax:
Capital gains return 2..__............
Dividendfinterest return' ";....-...............

Total return .....................

25 percent capital gains/50 percent dividend tax:
Capital gains return' -..................
Dividendfinterest returns - -- _--- --- _"

Total return .....................
12.5 percent capital galins/25 percent dividend tax:

Pita[ gains return........
Dividend/interest return -.....- ..-.------ "

Total return .....................

6.2 11.3
5.4 .............

11.6 11.3

6.4 11.7
5.6 .............

12.0 11.7

6.7 12.2 - - - - - -- - - - - - - - - - - - - -

12.6 12.2 6.7 9.0 6.6

3.2 6.0 3.3 6.2 3.5 6.4 ------------------------------------------1.8 -------------- 1.9 -------------- 2.0 -------------- 2.0 2.7 6.6
_ 5.0 6.0 5.2 6.2 5.5 6.4 2.0 2.7 6.6

- 4.1 7.6 4.3 7.9 4.5 8.3_ 1.8 --------------- 1.9 --------------- 2.o ----------- . 2.0 2.7 6.6
- 5.9 7.6 6.2 7.9 6.5 8.3 2.7 6.6

4.7 8.7 4.9 9.0 5.1 9.21.8 --------------- 1.9 -------------- 2.0 --------------- -2.0 2.7 6.6
- 6.5 8.7 6.8 9.0 7.1 2.0 2.7 6.6

- 4.7 8.7 4.9 9.0 5.1 9.2 ------------------------------------------
- 3.0 -------------- 3.1 -------------- 3.2 -------------- 3.4 4.5 6.6
. 7.7 8.7 8.0 9.0 8.3 9.2 3.4 4.5 6.6
_ 5.5 10.0 5.7 10.4 5.9 10.8
- 4.5 -------------- 4.6 -------------- 4.8 .............. 5.1 6.7 .
- 10.0 10.0 10.3 10.4 10.7 10.8 5.1 6.7 6.6

1s3

ISlomon Brothers estimates for bellwether issues. June 21, 1978.
2 Compound annual rate of return.
a Average annual rate of return.
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TABLE IX

(Standard & Poor's 400 List Data Base)
Description and analysis

Table IX uses as a basis for return projections the 1977 experience parameters-
for Standard & Poor's list of 400 of the nation's largest corporations. These
experience parameters were then converted into an index, using after tax earnings
in year one as a base of 100. The procedures followed were similar to those used
for the non-financial corporations tables and the corporate model tables. In Table
IX-a, purchase was made at equity value beginning of year one, with sale at
equity value at end of year three. In Table IX-b, purchase was made at market
value. To project market value at end of year three a constant relationship.
between book value beginning of year one/market value beginning of year one and
market value end of year three/book value end of year three was assumed.

Dividend payout was held constant at 44.2% of after tax profits, the same
payout ratio as in 1977. It was also assumed that retained earnings were reinvested
to produce pre tax and after tax rates on return of equity similar to the experience-
in 1977. It was further assumed there was no other equity financing and that
debt capital increased in line with the internal growth in equity capital.

It is important to note these are not formal economic estimates of projected
earnings for the S & P 400. Such projections are beyond the scope of this analysis.
Use of the S & P 400 data is intended to provide a third basis for estimating rate
of return parameters. However, the projected gains shown here for years one and
two do, in fact, reside within the range of S & P 400 estimates for 1978 and 1979
made by stock market analysts.

Table IX-a shows that with purchase and sale at book value the compound
annual appreciation return for top tax bracket investors would be 4.3%. Dividend
return after a 70% tax rate would be 2.1%, for a combined after tax return of
6.4%. For the investor paying a 12.5% capital gains tax rate the appreciation
return would be 7.4%. Dividend returns after tax would be 5.4% at a 25%
dividend rmx rate.

Table IX-b demonstrates returns based on purchase and sale at market value.
Appreciation returns are the same as in Table IX-a. However, because market
value is higher than book,,dividend returns are reduced, at a 70% dividend tax
rate from 2.1% to 1.7%, at the 25% tax rate from 5.4% to 4.4%.

TABLE IX-A.--STANDARD & POOR'S LIST OF 400 CORPORATIONS: 1977 EFFECTIVE TAX RATE INDEXED TO AFTEIr
TAX PROFITS, YEAR 1, PURCHASE AND SALE AT BOOK VALUE

Financial data Year I .-.--4f 2 Year 3

Pretax profits ................................................................. 194.7 211.0 228.5
Taxes ........................................................................ 94.9 102.8 111.3
Aftertax profits ............................................................... 100.0 108.4 117.4
Dividends .................................................................... 44.2 47.9 52. 0'
Retained earnings ............................................................. 55.9 60.5 65.S
Beginning year equity .............................. .... 671.5 727.5 788.0
Return on equity pretax (percent) .................................. 29. 0 29.0 29.0
Return on equity, after tax (percent) ............................................. 14.9 14.9 14.9
End of year equity ........................................................... 727.5 788.0 853.5
Taxes as percent of pretax profits ............................................... 48.7 48.7 48.7
Dividends as percent of aftertax profits ........................................... 44.2 44.2 44.2

Capital gains tax rates (percent)
Capital gains (appreciation) returns 50 35 25 12.5

Increase in equity, beginning year I to end year 3 ....................... 182.0 182.0 182.0 182.0
Increase in equity after tax ........................................... 91.0 118.3 136.5 159.2
Year end 3 equity after tax ........................................... 762.5 789.8 808. 0 830. 7
Divided by beginning year I equity .................................... 671.5 671.5 671.5 671.5
Equals total appreciation return ater tax ............................... 1. 1355 1.1762 1.2033 1.2371
Compound annual aftertax appreciation return (percent) ................. 4.3 5.6 6. 4 7. 4

Dividend tax rates (percent)

Dividend returns 70 50 25

Total dividends ............................................................... 144.1 144.1 144.1
Dividends after tax ............................................................ 43.2 72.0 108.1
Divided by 3 equals average annual dividend after tax ............................. 14.4 24.0 36.0
Divided by beginning year equity ............................................... 671.5 671.5 671.5
Equals average annuadividend return (percent) .................................. 2. 1 3.6 5. 4

Source: Based on preliminary 1977 S. & P .400 index data.
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TABLE IX-B.--STANDARD & POOR'S LIST OF 400 CORPORATIONS: 1977 EFFECTIVE TAX RATE INDEXED TO
AFTERTAX PROFITS, YEAR I PURCHASE AND SALE AT MARKET VALUE

Capital gains tax rates (percent)

Capital gains (appreciation) returns 50 35 25 12.5

Year end 3 market value (projected at 1.23 times year end 3 book value).. 1,049.7 1, 049.7 1,049.7 1,049. 7
Minus beginning year I market value (1.23 times 1977 book) ............. 825.9 825.9 825.9 825.9
Equals increase in market value beginning year I to end year 3 .......... 223.8 223.8 223.8 223.8
Increase in market value after tax .................................... 111.9 145.5 167.8 195.8
Year end 3 market value after tax .................................... 939.4 971.4 993.7 1021.7
Divided by beginning year I market value ............................. 825.9 825.9 825.9 825.9
Equals total appreciation return after tax ..... ................ 1.1374 1.1762 1,2032 1.2371
Compound annual after tax appreciation return (percent) ................ 4.3 5.6 6.4 7.4

Dividend tax rates (percent)

Dividend returns 70 50 25

Total dividend ................................................................ 144.1 144.1 144.1
Dividends after tax ........................................................... 43.2 72.0 108.1
Divided by 3 equals average annual dividend after tax ............................ 14.4 24.0 36.0
Divided by beginning year l market value ....................................... 825.9 825.9 825.9
Equals average annual dividend return (percent) ................................. 1.7 2.9 4. 4

TABLE X
Description and analysis

Tables X-a and b show projected returns for the S & P 400 list incorporating
the effects of the Administration's proposed reduction in the corporate tax rate.
The Treasury Department's estimated reductions in corporate income tax revenues
resulting from reducing the tax rate for all corporations in 1978, 1979 and 1980
were allocated respectively to years one, two and three.

Projection procedures used were similar to those for Tables IX-a and b, with
the obvious exception that, as the effective tax rate declines, the after tax return
on equity increases and at the end of year three the equity value is higher than
in Table IX.

Table X-a uses book value as the purchase and sale price. Incorporating the
effects of the Administration's proposed reduction in the corporate tax rate raises
the compound annual rate of appreciation return on book value by less than one
half of a percentage point after tax. Assuming a constant 44.2% dividend payout
ratio with the corporate tax rate reduced, dividend returns would be increased
two to three-tenths of a percentage point after tax.

Table X-b uses market value as the purchase and sale price. Once again, in
order to establish market value at the end of the holding period it was assumed
that at the end of year three market value bore the same relationship to book
value as it did at the beginning of year one. As was shown in earlier projections,
using constant assumptions, appreciation return based on market value is the
same as that based on book value. However, since market value of the S & P 400
was higher than book value at the end of 1977/beginning of year one, dividend
returns are lower, specifically, 1.9% after a 70% tax rate compared to a 2.3%
return based on purchase at book value. To the investor paying a 25% tax rate on
dividends, annual dividend return is reduced from 5.7% to 4.6%.

33-578--7--- 28
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TABLE X-A.-STANDARD & POOR'S LIST OF 400 CORPORATIONS: INCORPORATING ADMINISTRATION'S PROPOSED
REDUCTION IN CORPORATE TAX RATE INDEXED TO AFTERTAX PROFITS, YEAR 1, TABLE IX, PURCHASE AND
SALE AT BOOK VALUE

Financial data Year 1 Year 2 Year 3

Pretax profits ................................................................. 194.7 211.0 229.9
Taxes ........................................................................ 93.2 95.4 101.4
Aftertax profits -------------------------------------------------------------- 101.5 115.8 128.5
Dividends .................................................................... 44.9 51.1 56.7
Retained earnings ............................................................. 56.6 64.6 71.7
Beginning year equity ---------------------------- .......... 671.5 728.1 792.8
Return on equity pretax (percent)----------------------------------29.0 29.0 29.0
Return on equity after tax (percent) ............................................. 15. 1 15.9 16.2
End of year equity ------------------------------------------------------------ 728.1 792. 8 864.5
Taxes as a percent of pretax profits ............................................. 47.9 45.2 44.1
Dividends as a percent of aftertax profits -------------------------------------- 44. 2 44.2 44.2

Capital gains tax rates (percent)

Capital gains (appreciation) returns 50 35 25 12.5

Increase in equity, beginning year I to end year 3 ---------------------- 193.0 193.0 193.0 193.0
Increase in equity after tax ----------------------------------------- 96.5 125.4 144.8 168.9
Year end 3 equity after tax ........................................... 768.0 796.9 816.3 840.4
Divided by beginning year 1 equity --------------.......... 671.5 671.5 671.5 671.5
Equals total appreciation return after tax .............................. 1.1437 1.1867 1.2156 1 2515
Compound annual aftertax appreciation return (percent) ................. 4.6 5.9 6. 7 7.8

Dividend tax rates (percent)

Dividend returns 70 50 25

Total dividends --------------------------------------------------------------- 152.7 152.7 152.7
Dividends after tax ............................................................ 45.8 76.4 114.5
Divided by 3 equals average annual dividend after tax ---------------------------- 15. 3 25. 4 38.2
Divided by beginning ear equity----------- 671.5 671.5 671.5
Equals average annua dividend retu 2.3 3.8 5.7

Source: Based on preliminary 1977 S. & P. 400 Index data.

TABLE X-B.-STANDARD & POOR'S LIST OF 400 CORPORATIONS: INCORPORATING ADMINISTRATIONS PROPOSED
REDUCTION IN CORPORATE TAX RATE INDEXED TO AFTER TAX PROFITS, YEAR 1, TABLE IX, PURCHASE AND
SALE AT MARKET VALUE

Capital gains tax rates (percent)

Capital gains (appreciation) returns 50 35 25 12.5

Year end 3 market value (projected at 1.23 times year end 3 book value) .... 1,063.3 1,063.3 1,063.3 1,063.3
Minus beginning year 1 market value (1.23 times 1977 book) ............. 825.9 825.9 825.9 825.9
Equals increase in market value beginning year I to end year 3 ........... 237.4 237.4 237.4 237.4
Increase in market value after tax .................................... 118.7 154.3 178.0 207.7
Year end 3 market value alter tax .................................... 944.6 980.2 1,004.0 1,033.6
Divided by beginning year I market value ............................. 825.9 825.9 825.9 825.9
Equals total appreciation return after tax ............................. 1.1437 1.1868 1.2156 1.2515
Compound annual after tax appreciation return (percent) ................ 4.6 5.9 6.7 7.8

Dividend tax rates (percent)

Dividend returns 70 50 25

Total dividends ............................................................... 152.7 152.7 152.7
Dividends after tax ............................................................ 45.8 76.4 114.5
Divided by 3 equals average annual dividend after tax ............................. 15.3 25.4 38.2
Divided by beginning year I market value ....................................... 825.9 825.9 825.9
Equals average annual dividend return (percent) .................................. 1.9 3.1 4.6

TABLE XI
Description and analysis

Table XI illustrates return comparisons using as a data base the 1977 financial
statement ratios of the S & P list of 400 corporations. Table XI-b shows returns
based on book value purchase and sale comparing returns at 1977 effective cor-
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porate tax rates, incorporating the effects of the Aministration's proposed cut in
the corporate tax rate and with and without a 10% rate of dividend integration.

Table XI-b uses market value end of 1977 as a basis for establishing purchase
price. Since market value was higher than book value, dividend returns are lower.
Appreciation returns remain the same, since in establishing sale price at market
A constant ratio of market to book was assumed.

Each table compares the projected return with three alternative investment
opportunities: three month Treasury bills, Bell System bonds and municipal
bonds. In comparing rates of return among the fixed income alternatives and the
S & P 400 data base it is important to keep in mind that these fixed income
investments are generally perceived to carry lower risk than equity investments.

Both tables show that the greatest impact on after tax rates of return would
result from reducing the capital gains tax rate. Both dividend integration and
reducing the corporate tax rate would have only modest effect on investor rates
of return.

It should be noted that in applying 10% dividend integration it was assumed
that all S & P 400 corporations would have a tax base sufficient to support the full
10% gross up and credit. While 1977 data are incomplete, this was not the case in
1976. Presumably, not all 400 corporations would provide a full gross up and credit
based on 1977 results. Accordingly, the effects of dividend integration would be
overstated.

TABLE XI-A.-STANDARD & POOR'S: PROJECTED RETURN COMPARISONS-PURCHASE AND SALE AT
BOOK VALUE

[in percent

Without dividend With 10 percent divi- Fixed income investment
integration dend integration alternatives I

Incorporat- Incorporat-
ing admin- img admin-

1977 istration's 1977 istretion's 3 mo Bell
effective corporate effective corporate treasury system Municipal
tax rates tax cut tax rates tax cut bills bonds bonds

PretPx returns:
Capital gains return I ----------
Dividend/interest return 3 ------

Total return ...............

8.3
7.2

15.5

8.8 8.3 8.8 ..........................
7.6 7.2 7.6 6.7 9.0 6.6

16.4 15.5 16.4 6.7 9.0 6.6

. After tax returns:
50 percent capital gains'/0 per-

cent dividend tax:
Capital gains return ' ....
Dividendmnterest return 3..

4.3 4.6 4.3
2.1 2.3 2.3

4.6
2.5 2.0 2.7 6.6

Total return .......

35 percent capital gains/7O per-
cent dividend tax:

Capital gains return I ....
Dividend/interest return 3..

Total return ............

25 percent capital gains/70 per-
cent dividend tax:

Capital gains return'.
Dividendlinterest return'..

Total return ............

25 percent capital gains/50 per-
cent dividend tax:

Capital gains return'......
Dividend/interest ,eturn..

Total return ..........

12.5 percent capital gainsl25
percent dividend tax:

Capital gains return 3 . ...
Dividend/interest ieturn'..

Total return ..........

6.4 6.9 6.6 7.1 2.0 2.7 6,6

5.6 5.9 5.6 5.9 .............................
2.1 2.3 2.3 2.5 2.0 2.7 6.6

7.7 8.2 7.9 8.4 2.0 2.7 6.6

6.4 6.7 6.4 6.7 ..........................
2.1 2.3 2.3 2.5 2.0 2.7 6,6

8.5

6.4
3.6

10.0

7.4
5.4

12.8

9.0 8.7 9.2 2.0 2.7 6.6

6.7 6.4 4.7 ..........................
3.8 4.0 4.2 3.4 4.5 6.6

10.5 10.4 10.9 3.4 4.5 6.6

7.8 7.4 7.8 ..............................
5.7 5.9 6.3 5.1 6.7 6.6

13.5 13.3 14.1 5.1 6.7 6.6

'Salomon Bros. estimates for bellwether issues, June 21, 1978.
Compound annual rate of return,

'Average annual rate of return
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TABLE XI-B.-STANDARD & POOR'S LIST OF 400 CORPORATIONS: PROJECTED RETURN
COMPARISONS-PURCHASE AND SALE AT MARKET VALUE

tin percent)

Without dividend With 10 jrcent divi- Fixed income investment
integration dend integration alternatives I

Incorporat- Incorporat-
ing admin- ing admin-

1977 istration's 1977 istration's 3 mo Bell
effective corporate effective corporate treasury system Municipal
tax rates tax cut tax rates tax cut bills bonds bonds

Pretax returns:
Capital gains return a ----------
Dividend/interest returns ......

Total return ................

8.3
5.8

14. 1

8.8 8.3 8.8 ............................
6.2 5.8 6.2 6.7 9.0 6.6

15.0 14.1 15.0 6.7 9.0 6.6

After tax returns:
percent capital gains/70 per-
cent dividend tax:

Capital gains return 3 ....
Dividend/interest return .

4.3
1.7

4.6 4.3 4.6
1.9 1.9 2.1 2.0 2.7 6.6

Total return ............

35 percent capital gains/70 per-
cent dividend tax:

Capital gains return' ......
Dividend/interest return' ..

Total return ............

25 percent capital gains/70 per-
cent dividend tax:

Capital gains return? ....
Dividend/interest return '..

Total return ............

25 percent capital gains/50 per-
cent dividend tax:

Capital gains return 2 ....
Dividend/interest return I..

Total return ..........

12.5 percent capital gains/25
dividend tax:

Capital gains return I ....
Dividend/interest return ..

Total return ............

6.1

5.6
1.7

7.3

6.4
1.7

6.5 6.2 6.7 2.0 2.7 6.6

5.9 5.6 5.9 ...........................
1.9 1.9 2.1 2.0 2.7 6.6

7.8 7.5 8.0 2.0 2.7 6.6

6.7 6.4 6.7 ...........................
1.9 1.9 2.1 2.0 2.7 6.6

8.1 8.6 8.3 8.8 2.0 2.7 6.6

6.4 7.8 6.4 7.8 . ........................
2.9 3.1 3.2 3.4 3.4 4.5 6.6

9.3 10.9 9.6 11.2 3.4 4.5 6.6

7.4 7.8 7.4 7.8 ...........................
4.4 4.6 4.8 5.1 5.1 6.7 6.6

11.8 12.4 12.2 12.9 5.1 6.7 6.6

I Salomon Bros. estimates for bellwether issues, June 21, 1978.
Compound annual rate of return.

3 Average annual rate of return.
TABLES X1I, XIII, XIV

Description and analysis
(Historical data)

Tables XII, XIII, and XIV provide data for analysis of historic returns. Table
XII contains financial statement date for non-financial corporations for the period
1965-1977. Tables XIII and XIV calculate compound annual appreciation returns
(including speculation returns) for non-financial corporations and for the Standard
& Poor's 500 Stock Index Composite. (The 400 Index was just recently introduced,
therefore historical data do not exist.) In Table XIII compound annual apprecia-
tion returns are shown for periods ending in 1977 and extending back to 1947.
For example, purchases made at market value, 1947 and sold at market value,
1977 would have realized a pre tax compound annual appreciation return of 7.1%.
The compound annual appreciation return between 1967 and 1977 was only 0.3%,
pretax.

In Table XIV compound annual appreciation returns for the S & P 500 Index
are shown for periods extending back to 1927. The data show that purchase made
in 1927 and sold in 1977 would have realized a pre tax compound annual return of
3.4%. For the 1947-1977 period the pre tax compound annual rate of appreciation
return was 6.3%. For the most recent ten year period, 1967-1977, the return
was negative.
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TABLE XII.-NONFINANCIAL CORPORATIONS: BOOK VALUE PROFITS (1965-77, CURRENT DOLLARS)

(Dollar amounts in billionsl

Profits Profits
before after
tax as tax as Dividend

Book value Profits a percent Profits a percent payout
beginning before of book after of book ratio Retained

Year of year' tax' (2) (1) tax2 (4) (1) Dividends (6) (4) earnings

(1) (2) (3) (4) (5) (6) (7) (8)

1965 ....... $337.0 $64.4 19.1 $37.2 11.0 $21.0 56.5 $16.2
1966 ....... 359.0 69.5 19.4 40.0 11.1 18.1 45.2 21.9
1967 ....... 381.8 65.4 17.1 37.7 9.9 18.9 50.1 18.8
1968 ....... 409.2 71.9 17.6 38.3 9.4 20.7 54.0 17.6
1969 ....... 430.4 68.4 15.9 35.1 8.2 20.7 59.0 14.4
1970 ....... 460.2 55.1 12.0 27.9 6.1 19.9 71.3 8.0
1971 ....... 478.8 63.3 13.2 33.3 7.0 20.0 60.0 13.3
1972 ....... 503.9 75.9 15.2 42.4 8.4 21.7 51.2 20.7
1973 ....... 534.5 92.8 17.4 53.1 9.9 23.9 45.0 29.2
1974 ....... 572.2 102.8 18.0 60.2 10.5 26.0 43.2 34.2
1975 ....... 621.6 102.3 16.5 61.6 9.9 29.0 47.1 32.6
1976 ....... 679.6 130.6 19.2 76.9 11.3 32.4 42.1 44.5
1977 ....... 750.5 141.8 18.9 84 9 11.3 38.2 45.0 46.7
19782 ...... 806.2 ....................................................................................

' Federal Reserve Board flow of funds accounts, end of prior year book value.
Dertment of Commerce.
1978 figure an unpublished preliminary estimate.

TABLE XIII.-NONFINANCIAL CORPORATIONS CAPITAL GAINS RETURNS, 1947-77

Compound annual appreciation returns (percent)
Periods Capital gains tax ratesBook

value 50 35 25 12.5
Year (billion) Beginning Ending Pretax percent percent percent percent

Purchase and sale at book
value:

1947 .................. $108.142 1947 1977 6.9 4.9 5.6 6.1 6.5
1957 ------------------ 238.502 1957 1977 6.3 4.0 4.8 5.2 5.8
1967 .................. 409.204 1967 1977 7.0 4.0 5.0 5.6 6.3
1968 ------------------ 430.432 1968 1977 7.2 4.1 5.1 5.8 6.5
1969 ------------------ 460.170 1969 1977 7.3 4.1 5.1 5.8 6.5
1970 ------------------ 478.752 1970 1977 7.7 4.3 5.4 6.1 6.9
1971 .................. 503.715 1971 1977 8.2 4.5 5.6 6.4 7.3
1972 .................. 534.506 1972 1977 8.5 4.6 5.9 6.7 7.6
1973 ------------------ 572.186 1973 1977 9.0 4.8 6.1 6.9 7.9
1974 .................. 621.573 1974 1977 9.1 4.7 6.1 6.9 8.0
1975 ------------------ 679.567 1975 1977 8.9 4.6 5.9 6.8 7.8
1976 ------------------ 740.494 1976 1977 8.9 4.4 5.8 6.7 7.8
1977 ----------------- 806.225 ......................................................................

Purchase and sale at market
value:

1947 ------------------ 84.922 1947 1977 7.1 5.1 5.8 6.2 6.7
1957 ------------------ 242.470 1957 1977 5.2 3.2 3.9 4.3 4.8
1967 --------------- 651.771 1967 1977 .3 .1 .2 .2 .2
1968 ------------------ 736.974 1968 1977 (-1.1)..............................
1969 --------------- 646.923 1969 1977 .4 .2 .3 .3 .3
1970 ------------------ 649.391 1970 1977 .4 .2 .3 .3 .41971---------------760.466 1971 1977 (-2. 2-..................................
1972 ------------------ 862.427 1972 1977 (-5. 2 -......-........-.................. 
1973 ------------------ 636.969 1973 1977 1.2 .6 .8 .9 1.1
1974 ------------------ 426.349 1974 1977 16.2 8.7 11.0 12.5 14.4
1975 ------------------ 597.007 1975 1977 5.8 2.9 3.8 4.8 5.1
1976 ------------------ 734.118 1976 1977 (-9.8) .......................................
1977 ------------------ 668.296 ----------------------------------------------------------------------

Source: Federal Reserve Board flow of funds accounts,
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TABLE XIV.-STANDARD & POOR'S 500 STOCK INDEX COMPOSITE CAPITAL GAINS RETURNS 1927-77

Compound annual appreciation return (percent)

Periods Capital gains tax rate
Yearend 50 35 25 12.5

Year price Beginning Ending Pretax percent percent percent percent

S. & P. 500 stock index:
1927 ---------------- 5 $17.66 1927 1977 3.4 2,3 2.7 3.0 3.2
1937 ................... 10.55 1937 1977 5.7 4.1 4.7 5.0 5.4
1947 ------------------ 15.30 1947 1977 6.3 4.4 5.1 5.4 5.9
1957 ................... 39.99 1957 1977 4.4 2.7 3.2 3.6 4.0'
1967 --- _-------------- 96.47 1967 1977 (-.1)
1968 ---------------- 103.90 1968 1977 (-1.0).:". ....................
1969 ................... 92.06 1969 1977 .4 .2 .3 .3
1970 ................... 92.15 1970 1977 .5 .2 .3 .3 .4
1971----------------- 102.10 1971 1977 (-1.2)1972 ................... 11.10 1972 1977 (-4.4J .......................
1973 ................... 97.55 1973 1977 (-.6 .........."........................
1974 ................... 68.56 1974 1977 11.5 6.1 7.8 8.9 10.'2'1975 ................... 90.19 1975 1977 2.7 1.4 1.8 2.0 2.41976 ................... 107.46 1976 1977 (-11.5) ........................................
1977 ................... 95.10 ......................................................................

STATEMENT OF THE COMMITTEE ON TAXATION, FINANCIAL EXECUTIVES INSTITUTE*'

The Committee on Taxation of Financial Executives Institute urges enact-
ment of legislation that will reduce effective tax rates on capital gains. Reducing
these rates would provide a strong stimulus to investment and growth in our na-
tional economy. In our opinion, previously expressed before the Senate Com-
mittee on Finance, such stimulus must be a prime objective of any new tax legisla-
tion. The bills that are subject of this hearing recognize the need for that stimulus.

Those who set the lower rates for taxation of capital gains that existed before
the Tax Reform Act of 1969 did so for good reason. They recognized the element of
risk in capital investment, risk that is often substantial. They recognized the bene-
fits to the nation of encouraging the acceptance of risk, particularly in bringing
new products and new processes into being and new entrepreneurs into action.
They recognized that any tax on capital gains adds a layer of tax on the returns
from savings, thus contributing to the tax bias against saving and investment and
in favor of consumption. They sought to lessen that effect.

Since the raising of capital gains tax rates and holding periods in 1969 and sub-
sequently, the fluidity of capital has been impeded, restricting its formation and its
movement from matured investment to new investment. This can be seen in the
poor performance of the stock market, in high interest rates and in the heavy load
of debt financings. The results are particularly detrimental to small business and
high risk, high technology business.

These undesirable results have occurred because:
(1) The burden of tax on gains has increased, without significant relief on

capital losses.
(2) The adverse impact has been increased of taxing in one year gains that have

accrued over extended periods.
(3) The rates of tax can go as high as 49%, because of changes made in the

minimum and maximum tax provisions. Complexity of tax computation has been
greatly increased.

(4) Changes in the estate tax now result in the decedent's tax basis carrying
over to the heir, who then pays a higher capital gains tax when he sells the
Investment.

(5) The competitive disadvantage is increased vis-a-vis foreign industrial
countries which impose no tax on capital gains or a lesser tax.

(6) With the tremendous burst of inflation over the years since 1970, much of
the gain that is taxed does not represent real income.

In 1969, little empirical evidence existed upon which to forecast the effets of
changes in capital gains taxation. Now we have experience and several studies to-
Indicate that the present level of taxation is detrimental to savings and growth.

'Financial Executives Institute Is the recognized professional association of approxi-
mately 10.000 members who are senior financial and administrative officialA in approxi-
mately 5,000 companies, large and small, throughout the United States and Canada.
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The results of some of these studies have been presented at these hearings. Among
them, the recent analysis produced by Data Resources, Inc. concludes that capital
gains tax relief would increase gross national product, capital formation, man
years of employment and federal tax revenue. We strongly urge your favorable ac-
tion on such beneficial legislation.

STATEMENT OF FOREST INDUSTRIES COMMITTEE ON TIMBER VALUATION AND
TAXATION

This statement is presented on behalf of the Forest Industries Committees on
Timber Valuation and Taxation, a voluntary organization of over 4,000 timber

rowers of all sizes and from every region of the country. The Committee was
formed in the early 1940's for the purpose of overcoming then existing inequities

in the capital gains treatment of timber. It has served since that time to advocate
federal income, estate and capital gains tax policies which will make possible
sufficient investment in timber growing enterprises to meet the nation's expanding
need for lumber, paper, chemicals and the many other products of our forest
resources.

Seventy-two percent of the nation's commercial timber is in private ownership.
Fifty-nine percent is owned by individuals, farmers, partnerships and small orpora-
tions. Thirteen percent is owned by integrated forest products companies. All have
a stake in the development of tax policies which adequately take into account the
long investment cycle and the extraordinary risks in timber growing.

On many occasions in the past we have had the opportunity to report to your
Committee and other Committees of Congress on the specific economic and social
benefits which have resulted from the application of capital gains tax rates to the
full spectrum of capital transactions in timber.

In 1944, before Congress corrected inequities in the law, there existed powerful
disincentives for sustained-yield management of private timber tracts. The decline
in the nation's timber growing stock prior to 1944 reflected that unwise policy.
The dramatic reversal in investment patterns subsequent to 1944 clearly domon-
strates that, when given fair treatment in relation to other capital investment
opportunities, timberland owners are able to respond to consumer demands for
forest products.

The specific details of this renaissance in private sector timber management is a
matter of record. To provide you with the most recent accounting, we are including
with this statement a copy of our March 9, 1978 testimony before the House Com-
mittee on Ways and Means. In it we relate the improvements which have occurred
in the private timber sector resulting from the application of Sections 631(a) and
(b) of the Internal Revenue Code. These provisions ensure that capital gains
applies to the full range of transactions common to the production and disposal
of timber, including those required for sustained-yield management. In those
hearings we also provided our analysis of President Carter's proposed changes and
our recommendations regarding cap"al gains, the minimum tax, and the invest-
ment credit as they would affect timber investments.

GENERAL CAPITAL GAINS DISCUSSION

It is the purpose of your hearings to examine general capital gains provisions
and their impact on the full range of c& 4;Ial investment. Therefore, we will not
repeat those details with respect to the justification for Sections 631(a) and (b)
treatment of timber transactions and which are a matter of record in past hearings.

It is appropriate, however, that timber investments be cited as a unique ex-
ample of the need for more moderate capital gains tax rates. We know of no other
single enterprise where the time required to bring an initial investment (forest
plantings) to economic maturity is so great. Depending upon the quality of the
growing site, the region of the country, species and other factors, that period can
range from 25 to 75 years. During the growing period the investment generates
no income, only expenses. The risks of loss by fire, disease, windstorm and other
natural causes is high; and insurance against such losses is unobtainable. The-
liquidity of such an investment is very poor. Imputed interest costs for the lock-in
of capital for such long periods without current income is extremely high. There
after-tax rate of return on timber growing has historically been unacceptably
low. The rate of return in the forest industries sector for all functions, including
manufacture, has averaged below that of the manufacturing sector generally.

With all of these built-in handicaps to the attraction of capital, the timber
growing sector is an illustration of what is happening in many areas of capital
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investment today-and what could well happen in more favorable investment
areas in the future unless adequate recognition is given in tax policy to capital
formation requirements.

To summarize briefly: during that period when the maximum capital gains rate
for both individuals and corporations was 25 percent, the nation's timberland
owners were investing in improved timber management at a rate sufficient to
keep up with expanding consumer requirements and at the same time build a
cushion of supply for the future. The latter is essential because of the length of time
required to nurture a timber crop to economic maturity. Trees which were planted
in the late 1940's and early 1950's are only now becoming available for harvest
and some that were plantedduring that period won't be harvested for another 10,
20 or 30 years. The timber investment activity of the 30-year period following
1944 had the beneficial effect of warding off a "timber famine" which had been
predicted by government and private experts to be upon us by the 1970's and
1980's.

But the timber supply-demand relationship continues to be a major concern.
The U.S. Forest Service predicts that by the year 2000 we will need 20 billion
board feet more timber each year than will reach normal harvest stage each year.
(That amount of wood would satisfy the needs of 400,000 single-family dwellings.)
But the same tax incentives which were in effect from 1944 to 1969 are no longer
there.

INCENTIVE EFFECTS OF CAPITAL GAINS

The essence of the capital gains incentive is the differential between the ap-
plicable capital gains rate and corresponding ordinary income tax rate. Among
other things that differential serves two vital functions in the process of capital
formation and retention: 1) it encourages capital savings and investment, and 2)
it mitigates the effects of inflation on nominal gains and reduces the amount of real
capital taxed away by the government.

In the United States today there is a real need for both functions. Of all the
major industrial nations of the free world, the United States has the lowest ratio
of savings to income. On the second point, the tax on inflated gain and subsequent
reinvestment in value-inflated assets often leave the investor with less real capital
after a transaction than before. This not only deprives the taxpayer of his sav-
ings-on which taxes have already been paid-but also robs our economy of the
benefits of real growth in capital assets.

With both of these factors working against us, it is simply not possible for our
economy to do what is needed to provide the capital stock to support a growing
labor market, to provide the innovations and efficiencies needed to hold down the
prices of consumer products, and to provide the overall economic growth neces-
sary to meet the revenue needs of local, state and federal governments for essential
public services.

It is no accident that the sluggish growth in the nation's capital stock coincides
with the diminution of the differential between capital gains and ordinary income
taxes.

DIMINUTION OF CAPITAL GAINS BENEFITS

Savers and investors have seen the capital gains tax differential shrink dramat-
ically over a period of less than ten years.

Prior to 1969, the effective capital gain rate for individuals was 50 percent of
the ordinary rate, with a maximum of 25 percent. For corporations, it was a flat
25 percent. The 1969 Revenue Act and subsequent enactments departed from
that historic pattern. The differential for corporate capital gain, i.e., the difference
between ordinary income tax rates and capital gains tax rates has been reduced
from the 27 percent that prevailed for many years to 18 percent at the present
time. Earlier this year, President Carter submitted a series of tax recommenda-
tions to the Congress which, if adopted without change, would further reduce the
differential to only 14 percent.

While the basic inclusion of "one-half the gain" in the ordinary income tax
calculation is still in the law for individual capital gains, the elimination of the
alternative 25 percent tax on all but the first $50,000 of gain and the adoption of
the Minimum Tax on Tax Preferences have reduced the overall incentive for risk
investments by individuals.

The extent to which recent enactments have diminished the stimulus for savings
is greater than most people realize. The so-called Minimum Tax alone has resulted
in a 60 percent increase in the maximum rate of capital gain of individuals. If
President Carter's recommendations were adopted, it would be even higher.
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When you consider the effect of treating one-half of long-term capital gains as a
p reference for computing the Maximum Tax on Earned Income as well as the

minimum Tax on Tax Preferences, the maximum tax rate on capital gain of
individuals has almost doubled in less than 10 years.

The following table illustrates this dramatic shift in federal tax policy on
capital gain.

Maximum rate on individuals: per $100 of long-term capital gains (percent)

(Includes effect of minimum tax on tax preferences)
Pre-1969 ------------------------------------------------------- 25
1969 act----------------------------------------------------- 36. 5
1976 act --------------------------------------------------- 39. 875
Carter proposal ----------------------------------------------- 42. 5

Maximum rate on individuals per $100 of long-term capital gains (percent)

(Includes effect of both maximum tax on earned income and minimum tax on
tax preferences)

Pre-1969 ------------------------------------------------------ 25
1969 act -------------------------------------------------------- 45. 5
1976 act -------------------------------------------------------- 49. 125
Carter proposal ------------------------------------------------- 52. 5

Thus, when both the minimum and maximum taxes are considered the top rate
on capital gains is nearly 50 percent. This hardly squares with the rhetoric we so
frequently hear. Nor does it square with sound national policy. When political
cliches are put aside and our need for capital is viewed realistically, it is abundantly
clear that present policies are not adequate for the task.

CAPITAL GAINS DIFFERENTIAL FOR CORPORATIONS

When we consider the corporate capital gains structure, the detrimental erosion
of the past several years is even more dramatic.

Prior to 1964, the differential in corporate capital gain was 27 percent, repre-
senting the difference between the statutory 52 percent corporate rate and the
flat 25 percent capital gain rate. When the corporate tax rate was reduced to 48
percent, the differential was thereby narrowed to 23 percent. In 1969, the corporate
capital gain rate was increased to a flat 30 percent and corporate gain was also
made subject to the minimum tax, making the differential between ordinary in-
come and capital gain 18 percent or less. If President Carter's corporate tax reduc-
tion proposal is adopted without a corresponding reduction in the corporate
capital gains rate, the differential would be only 14 percentage points-approxi-
mately one-half the pre-1964 capital gains incentive . . . and it affects all
corporate gain, whether ordinary earnings are high or low.

RECOMMENDATIONS

It is apparent from the history of recent tax changes that the importance of
capital investment has not been fully recognized in the evolution of our tax laws.
Certainly for timber growers-and just as likely for investors in other types of
assets-the capital gains incentive has been gradually eroded to the point where it
is grossly inadequate to meet national needs. The trend toward closing the differ-
ential between capital gain and ordinary income represents a direct tax on capital.
The trend must be reversed.

The Forest Industries Committee on Timber Valuation and Taxation reiterates
its long-held position that the capital gains structure should be returned to its
pre-1969 status. We see absolutely no conflict in this position with the concept of
tax equity or with the need of government entities to generate sufficient revenue
to provide public services. To the contrary, history amply demonstrates that
economic activity expands as incentives for capital formation are enacted. As
economic activity expands, so do revenues for every level of government and so
do the opportunities for gainful employment and for capital savings by a larger
segment of the population.

we congratulate you, Mr. Chairman, and the members of your Subcommittee
for conducting these hearings. A full examination of policies affecting the taxation
of capital gains and the impact of those policies on our economic vitality is greatly
needed. We hope the information we have provided and the suggestions made
will be helpful to you in that process.
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,SUMMARY AND STATEMENT OF FOREST INDUSTRIES COMMITTEE ON TIMBER
VALUATION AND TAXATION

PURPOSE OF FOREST INDUSTRIES COMMITTEE ON TIMBER VALUATION AND TAX-
ATION TESTIMONY

To oppose changes in the Internal Revenue Code which will diminish the
,capability of landowners to invest in modern forest management practices and
to urge adoption of new capital recovery provisions which will help make possible
the needed high level of investment in the nation's forestlands to meet predicted
future needs for wood and fiber.

PRESIDENT CARTER'S RECOMMENDATIONS

The President's proposal to revise the minimum tax and to eliminate the
.capital gains alternative tax represent a continuation of the steady erosion that
has occurred in the capital gains tax benefit over the past several years. When
-coupled with the failure to recommend a reduction in the corporate capital gain
rate to correspond with the proposed reduction in the ordinary income tax rate,
the President s tax package would further diminish capital investment incentives
at a time when the balance has already been tipped too far against savings and
investment.

FEDERAL TAX POLICY AND TIMBER SUPPLY

The historic relationship between fair timber tax policies and improvement in
the nation's private sector timber supply is clearly demonstrable. There is vivid
contrast between the pre-1944 era (when capital gains treatment was denied to
timber owners who managed their lands for continuous production) and the post-
1944 era during which capital gains treatment has served as the cornerstone of a
remarkable renaissance in the management of the nation's private forest resources.

PROJECTED DEMANDS FOR TIMBER

Government studies clearly indicate that substantial shortages of timber will
begin to affect our economy within the next two decades. By the year 2000, the
shortfall is projected to be 20 billion board feet per year--enough to build 1,400,000
single family homes each year. If we wait until the shortage is upon us it will be
too late because it takes from 25 to 50 years to produce timber suitable for con-
version to lumber and plywood.

TIMBER IS A UNIQUE RESOURCE

Because it is constantly renewable, timber is unlike any other basic raw material.
Public policies which fail to recognize and capitalize on that renewability by
making it economically advantageous to accelerate the regeneration and growth
processes are shortsignted policies. On the other hand, the adoption of specific
measures designed to overcome the natural and economic risks involved in long-
term timber investments will bring dividends of an assured future supply of a
critical commodity, both short-term and long-term job creation, and higher future
revenues to all levels of government.

DIFFICULTIES OF ATTRACTING CAPITAL

It is estimated that $16 billion in capital is needed now and in the very near
future to enable private timber owners to bring their commercial timberlands to
an adequate level of production to prevent shortages of supply. Approximately
$13 billion of this is needed on the 59 percent of commercial timberland controlled
by individuals and farmers. The historical low rate of return and the long-term
illiquidity of funds invested in timber will make it virtually impossible to attract
that much capital under present conditions.

RECOMMENDATIONS

The Forest Industries Committee on Timber Valuation and Taxation:
1. Recommends that the minimum tax concept be reevaluated and if it is to

be retained that it be converted to a true "minimum" tax instead of being an
additional tax on already taxed income as at present. If the existing concept is
retained in the law, the deduction for "other taxes paid" should be restored to
100% instead of being eliminated as proposed by the President;
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2. Recommends retention of the capital gains 25% alternative tax;
3. Recommends reduction in the corporate capital gain rate by 4 percentage

-points to correspond with the proposed reduction in the corporate ordinary income
-tax rate; and

4. Recommends that the 10 percent investment tax credit be extended to
capitalized forest regeneration expenses and that such expenditures be amortized
over a seven year period.

STATEMENT OF FOREST INDUSTRIES COMMITTEE ON TIMBER VALUATION AND
TAXATION

This statement is presented on behalf of the Forest Industries Committee on
*Timber Valuation and Taxation, a voluntary organization of over 4,000 timber
owners who support the adoption and maintenance of federal tax policies which
are compatible with the economics of intensive regeneration and management of
the nation's private timber resources.

Represented among the Forest Industries Committee's supporters are timber-
land owners of all sizes and from all timber producing regions of the country-
from small tract owners and forest farmers to the largest of the integrated forest
products enterprises. Our industry is easily the least concentrated of the resource
based industries with approximately 80 percent of the privately-held commercial

'forest acreage being in the hands of non-industrial owners.
There is no question about the unanimity among all sectors of the industry

when it comes to the important role of federal tax policy in determining the
quantity of growing timber which will be available for harvest in future years
and in determining the extent to which the resource can be managed for higher
productivity. Virtually all growers have a stake in those policy decisions-in
proportion to their contributions to the nation's supply of wood for processing
into comsumer products.

PRESIDENT CARTER' S RECOMMENDATIONS

It is our intention in this statement to address several specific aspects of Presi-
-dent Carter's income tax recommendations of January 20, 1978 as well as the
general impact on timber producers of present and proposed federal income,
estate and capital gains tax provisions.

It is the President's purpose, as stated in his message, that proposed tax reduc-
tions and improvements in the investment credit provisions "will provide the
consumer purchasing power and business investment strength we need to keep our
economy growing strongly and unemployment moving down."

We applaud the proposed individual and corporate tax reductions as being
generally conducive to those objectives. However, there are other elements of the
President's proposal-and there are omissions in the proposal-which would
adversely impact timber growers in relation to other sectors of the economy.

PROBLEMS IN PRESIDENT CARTER'S RECOMMENDATIONS

The capital gains provisions of the Internal Revenue Code-specifically Sections
631 (a) and 631(b)-have historically served to help overcome the extraordinary
natural and economic disincentives for long-term capital investment in timber
growing. Other incentive provisions of the Tax Code which are intended to benefit
raw material production do not apply to timber. Nor does the investment credit
currently apply to capital investments in reforestation. Capital gains treatment is
the sole existing tax incentive.

Yet, in three major aspects, the pending proposal would significantly reduce the
incentive effects of capital gain. Each of these will be covered in detail in this
statement but our concerns can be summarized as follows:

The essence of the capital gain incentive is the differential between the applicable
capital gain rate and the corresponding ordinary income tax rate. Prior to 1969,
the effective capital gain rate for individuals was 50 percent of the ordinary rate
with a maximum of 25 percent. For corporations, it was a flat 25 percent. The 1979
Revenue Act and subsequent enactments departed from that historic pattern.
The differential for corporate capital gain, i.e., the difference between ordinary
income tax rates and capital gains tax rates, has been reduced from the 27 per-
cent that prevailed for many years to 1 percent at the present time. If the Presi-
dent's recommendations are adopted, the differential would be further reduced to

-only 14 percent. Our testimony will demonstrate that the risk capital needed to
meet national goals for timber supply is not likely to be fortheoning under such
,conditions.
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While the basic 50 percent factor is still in the law for individual capital gain,
the elimination of the alternative 25 percent tax on all but the first $50,000 of
gain and the adoption of the minimum tax on tax preferences have reduced the
incentive for risk investments by individuals. The largest acreage of timber in
the United States is in individual or farm ownerships. These offer the greatest
potential for improved supply if the owners can afford to implement the current
state of the art in forest management. But, the trend of reductions in capital gain
benefits and the constant threat of even greater adverse actions have made it
more difficult for these owners to justify higher investments in reforestation and
intensive management. The President's proposal would-in two significant ways-
contribute to those difficulties.

The first of these is the proposed complete elimination of the alternative tax for
individuals which will affect those who can best afford to practice intensive forestry
on their lands.

The second is the proposed change in the minimum tax which would further
reduce the capital gains incentive-and certainly would give non-industrial, indi-
vidual timber owners even more reason to question the advisability of instituting
timber management programs.

Therefore, while the President says his intention is to provide "business invest-
ment strengths," the specifics of his proposal would clearly have the opposite
effect on the potential of timber growers to generate the large amounts of capital
required to meet public policy objectives.

SUMMARY OF RECOMMENDATIONS

Ultimately, the nation can realize the full potential of its privately owned
forests only through a carefully formulated combination of incentives. These
incentives must recognize the long-term commitment necessary to forest manage-
ment and the greater-and different-risks imposed by this unique requirement.

Therefore, the Forest Industries Committee on Timber Valuation and Taxation
makes the following recommendations which are explained in greater detail at the
conclusion of our statement.

We recommend that the maximum rate for timber capital gains should not
exceed one-half the rate for ordinary income and, in the case of individuals, should
be limited to a rate of 25 percent.

The corporate capital gain rate should be lowered by the same number of
percentage points as the ordinary corporate rate is reduced. This would maintain
the level of incentive which currently exists-a level already critically low because
of changes in the capital gains structure brought about by recent enactments.

If the so-called minimum tax is to be retained in the law, it should be made a
true minimum tax rather than an additional assessment on specific forms of income
which have already been taxed at the full statutory rate. Since the greatest nega-
tive impact of the Minimum Tax is on capital gain, another solution would be to
eliminate capital gain from the definition of "preference income".

In the area of estate taxation, it is important that we emphasize the need to avoid
such burdens as to force the breaking up of private timber holdings. Specifically,
the "carryover of basis" rule should be repealed.

Finally, we believe tb President's proposal to extend the 10 percent investment
tax credit to new classes of property should include capitalized reforestation costs,
along with a seven year amortization of those expenditures.

These policies would more adequately recognize the existing need for heavy
initial investment in reforestation as well as the long period required before the
investor realizes a return on that investment.

With that introduction, we wish now to recount briefly the historical relation-
ship between federal tax policy and private sector timber supply, the difficulties
of attracting capital investment to timber growing, and the crisis that is certain
to develop within the next 2 or 3 decades if those difficulties are not overcome.
And, finally, we will address the specific proposals pending before your Committee
as they relate to the timber producing sector of the economy.

FEDERAL TAX POLICY AND TIMBER SUPPLY

There is probably no more dramatic example of the direct relationship between
tax policy and producer response than is clearly evident in the history of the timber
economy throughout the 20th century.
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It is common knowledge that the nation's timber resource was in a state of
alarming decline during the period up to the early 1940's. For the most part,
timber operations were conducted similar to mining or petroleum production . . .
the emphasis was on extraction. There was a difference with timber, of course,
and the difference was that the harvested timber resource could be regenerated-
either by natural means or by careful management to accelerate the reforestation
and growth processes. Unfortunately, the federal income tax policies then in
effect weighed heavily against the latter.

Prior to 1944, timber was recognized as a qualified capital asset-along with
land and improvements for farm or business use, commercial properties and equity
interest in other enterprises-but only if the timber was liquidated by the owner
in a lump-sum transaction. If, on the other hand, the owner chose to manage the
resource on a sustained yield basis-if he replanted or managed it as an ongoing
investment through selective or periodic harvests-the owner was denied capital
gains treatment. Also, if the owner harvested timber for processing in his own
plant, he was denied capital gains treatment.

These anomalies came about because of a ruling by federal tax authorities that
such transactions indicated that the timber was not a capital asset but instead was
being held primarily for sale to customers in the ordinary course of trade or busi-
ness. In other words, sustained yield timber operations-which in some areas
required up to 50 years or more to complete a marketing cycle-were viewed for
tax purposes the same as a food crop planted in the Spring and harvested in the
Fall or as inventory in a hardware store.

Thus, the tax laws of the time fostered a continuation of economically wasteful
and counter-productive practices on private forestlands. In effect, they imposed
a severe tax penalty on those who wished to manage their lands wisely. As a conse-
<quence, there was too much indiscriminate cutting; soil and watershed values were
lost; vast acreages were abandoned for taxes because the owners could not afford
to do anything with them; and far too much timberland was converted to marginal
farm production-with sorrowful consequences for both the land and the operators.

1944 ACT OF CONGRESS

In 1944, Congress eliminated this major disincentive to sustained yield private
forestry. By extending capital gains treatment of timber transactions to sales of
managed timber and to the transfer of timber assets for manufacture in a mill
,operated by the timber owner, Congress declared it to be in the public interest to
stimulate capital reinvestment and improved management of timberlands.

The response of timberland owners must have surprised even the most optimistic
advocate of the tax reform. Up until 1944, the inventory of growing stock on pri-
vate forestlands was declining by 7 billion cubic feet per year.' This trend was
dramatically reversed immediately following Congress' action, demonstrating
that landowners were philosophically committed to the proper management of their
lands but had simply not been able to justify it economically. In the 33 years since
adoption of what are now Sections 631(a) and 631(b) of the Internal Revenue
Code, the nation's inventory of standing timber has increased by more than 175
billion cubic feet. Planting of seedlings-which was almost nonexistent prior to
1944-is now in the hundreds of millions each year. In some of the better managed
lands, 5 or more seedlings are planted for each mature tree harvested.

In the years immediately preceding 1944, government and private experts were
predicting a "timber famine" by the 1960's and 1970's. And, the predictions were
based on what have since proven to be substantial underestimates of consumer
demands for wood products. But, in spite of those unexpected demands, the timber
growers of the country have not only kept pace with the needs of our economy, they
have actually grown more each year than is harvested.

TIMBER SUPPLY AND DEMAND TO THE YEAR 2000 AND BEYOND

Now we face a new crisis. In its 1973 comprehensive report, "The Outlook for
Timber in the United States", the U.S. Forest Service tells us where we are going
in terms of what is currently known about consumer requirements and the state
of the nation's timber resources. The study concludes that by the year 2000, the
United States could experience a shortfall in timber production of over 20 billion
board feet per year.' That amount of lumber would build 1,400,000 single-family

There are approximately 6 board feet per cubic foot.
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homes each year. But, homebuilding is not the only sector which would be ad-
versely affected by such a damaging shortage of timber. Over 5,000 consumer-
products are derived from our forests--commodities which are essential to educa-
tion, communication, sanitation and health and many of which contribute in
unique ways to the maintenance of the American standard of living.

Enlightened tax policies have made significant contributions in the past to the
development of our renewable forest resources. But, now, more than ever, there
is need to avoid tax changes which will make that development more difficult; and
there is need to make substantial improvements if national objectives are to be.
achieved.

Just as an earlier timber famine was avoided by the adoption of wise public
policies, current predictions of future shortages can also be thwarted. But, it will
require foresight on the part of those responsible for enacting and implementing
the nation's laws.

TIMBER IS A UNIQUE RESOURCE

Because timber is fully renewable, it differs from other hasic raw materials
which are finite in supply. A forest, in its natural state, is in a constant cycle of
destruction and renewal. And, contrary to some popular misconceptions, man has
yet to devise harvesting techniques which are as fast and "efficient" as those
brought to bear by nature through fire, infestation or disease. But, regardless of
how a forest is brought to the renewal stage--whether by man's harvesting or
by natural means-the natural process of regeneration is too slow and too hap-
hazard in most cases. Man's intervention through reseeding, planting, protection
from pests and disease and other practices can have enormous beneficial impact.
Active management, while a young forest grows to maturity, can more than double-
the volumes of usable wood produced on a given acreage.

Since these facts have been amply demonstrated in recent years, it may well be
asked, "Why doesn't every timber grower adopt these practices?"

The answer is two-fold.

1. DIFFICULTIES OF ATTRACTING CAPITAL

The renewability of forest resources and their potential abundance in this
country are strengths enjoyed by few other nations. Yet the commitment of
major amounts of capital over unusually long periods of time is required to
develop, maintain and utilize that resource in the most efficient way. It has been
reliably estimated that $16 billion or more is required for investment now and in
the very near future if we are to meet projected market requirements in the year
2000 and beyond.

The principal deterrent to capital investment in forest productivity is the long
period before investment in a forest can be recovered. In the West, the capital
invested may lie in a dead account for 30 years only then to be amortized over-
the harvest cycle-a total of 50 years or more. In the South, capital is held in a
dead account for 13 or more years only then to be amortized over the harvest
cycle--a total of 25 years or more.

Coupled with the extraordinarily long investment cycle is the historically low
rate of return on timber investments. Federal Trade Commission reports indicate
the return on lumber, paper and allied products for the period 1966-1975 was
5.8 percent compared with a return of 6.5 percent for all durable and nondurable
goods produced. University and government studies show comparable low rates
of return on timberland in all regions of the country and in all categories of owner-
ship. (These figures are shown in greater detail on page 5 of the attached material
entitled "America's Renewable Resource".

The risks involved in timber management are unusually high. Compare, if you
will, the situation of two landowners who suffer total destruction of standing
timber by fire. One had left his land to natural regeneration and, therefore, his
loss was limited to the delay in future income he could expect to receive. The
other, however, had invested large sums in seedlings, mechanical site preparation,
spraying, fertilizing, thinning and other practices. lie had constructed roads and'
bridges to make it possible to conduct an intensive management program. He had
employed the counsel of professional foresters and had expended a great deal of
his own productive time in the development of the young timber resource. Con-
sequently, he lost not only the anticipated income from the property but all of
his capital investment and all of the money expended for non-capital costs. lie
collected no insurance because insurance is simply not obtainable to cover such a
loss by a timber owner. And, current tax laws restrict the amount of his deduction
for such a casualty loss to his original cost basis rather than the economic value-
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of his loss. Clearly, the owner who was doing the best job of managing his timber-
land would suffer the greater loss in such a catastrophe.

It has to be concluded, therefore, that the timber capital gains incentive has
not been a windfall to timber growers. At best, the tax incentive can be said to.
have only partially offset the negative factors of an extraordinarily long invest-
ment cycle, ongoing carrying costs, high risks, and potentially slender economic
return.

These are the handicaps which must be addressed by the Congress and by the
Executive Branch if it is to be our national policy to properly anticipate and
prepare for the timber supply needs of the United States by the year 2000 and
beyond... because we cannot wait until the shortage is upon us to take remedial,
action. We will never find a way to grow a tree in that short a time.

2. CAPITAL GAINS EROSION-IN GENERAL

As stated earlier, the incentive impact of the capital gain tax rate is in direct
proportion to the differential between capital gain and ordinary income tax rates.
Traditionally individual capital gains have been taxed at one-half of ordinary
rate with a maximum of 250. The corporate capital gain rate was for many
years, prior to 1969, a flat 25 percent.

Starting in 1964 and 1965 and continuing through the Tax Reform Act of
1976, the capital gains differential for corporations has been steadily eroded. And,
starting with the Revenue Act of 1969, a similar erosion has occurred in the area
of individual capital gain.
(a) Individual incentives

In 1969, the 25 percent alternative tax for individuals was eliminated on all
but the first $50,000 of capital gain. This becomes a significant factor when applied
to the typical, medium-sized timber growing operation. There are two valid
reasons for this:

(1) there usually must be substantial income before there is even the possibility
of an individual investing in timber and (2) the pattern of income (capital gain)
from small and medium-sized timber ownerships is generally such that it will be
"bunched" rather than being distributed evenly over the years. The combination
of these factors makes it more likely that the individual's tax liability on timber
income will exceed the traditional 25 percent maximum which had been in effect
for many years.

Also in 1969, the so-called "minimum tax" was adopted. While its stated pur-
pose was to put an end to tax avoidance through use of certain tax deductions, it
as not had that effect. Many of those who paid no taxes on substantial incomes

still pay no taxes. But, many who were already paying the full statutory rate on
capital gain have had their tax liabilities increased through the minimum tax
assessment. When first adopted, the minimum tax at least allowed the taxpayer
to fully deduct "other taxes paid". Then, in 1976, this deduction was cut in half.
The President's pending proposal would eliminate entirely the deduction for such
taxes paid, stripping away co.,ipletely the pretense that it is indeed a "minimum"
tax and clearly making it an additional levy on income which has already been
fully taxed under the law.

While the list of "tax preferences" subject to the minimum tax is extensive, in
reality-according to Treasury )epartment studies-it boils down to being essen-
tially an additional tax on epaital gain. Over 80 percent of minimum tax collections
from individuals is attributed to higher assessments on capital transactions.

The increasing tax burden on capital gains due to the minimum tax can ba
illustrated by the following table:

Maximum rate on individuals per $100 of long-term capital gains

(Includes effect of minimum tax on tax preferences only)
Pre-1969 ------------------------------------------------------- 25
1969 act ------------------------------------------------------- 36. 5
1976 act ... . . . ..------------------------------------------------- 39.875
Carter proposal ----------------------------------------------- 42. 5

Thus, the effect of the Carter proposal is to raise maximum capital gains rates
to a level 70 percent above pre-1969 levels. The increase is even more dramatic
when you consider the effect of treating one-half of long-term capital gains as a
prefernece for computing the maximum tax on earned income as well as the
minimum tax on tax preferences.
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Maximum rate on individuals per $100 of long-term capital gains

(Includes effect of both maximum tax on earned income and minimum tax on tax
preferences)

Pre-1969 -------------------------------------------------------- 25
1969 act -------------------------------------------------------- 45. 5
1976 act ------------------------------------------------------- 49.125
Carter proposal ------------------------------------------------- 52. 5

Thus, when both the minimum and maximum taxes are considered, the top
rate on capital gains will exceed 50 percent. This would still be true even if the
rate cuts in the President's Tax Proqram are considered. The effect of the Carter
Proposal, therefore, with both the minimum and maximum taxes considered, is to
increase the maximum tax on capital gains to a level 110% higher than pre-1969
levels.

Therefore, through the combination of restrictions on the use of the alternative
tax, the imposition of higher taxes on capital gain by means of the minimum tax,
and through changes in the maximum tax on earned income, many non-corporate
timber growers have seen the capital gains incentive whittled down from what they
had anticipated when they first made their investment and others have very
likely been discouraged from making such investments because of the pattern
of steadily decreasing benefits.

(b) Corporation capital gain rate differential
In the corporate capital gains structure, the detrimental erosion of the past

several years in timber tax treatment is even more dramatic.
Prior to 1964, the differential in corporate capital gain was 27 percent, repre-

senting the difference between the statutory 52 percent corporate tax rate and the
flat 25 percent capital gain rate. When the corporate tax rate was reduced to
48 percent, the differential was narrowed to 23 percent. In 1969, the corporate
capital gain rate was increased to a fiat 30 percent and corporate gain was also
made subject to the minimum tax making the differential between ordinary in-
come and capital gain 18 percent or less.

President Carter now proposes that the corporate rate for ordinary income be
phased down to 44 percent but he has not asked for a reduction in the corporate
capital gain rate. NN ithout a corresponding change in the corporate capital gain
rate, the differential, which is the essence of the incentive to make risk invest-
ments, would be only 14 percentage points-approximately one-half the pre-1964
capital gains incentive.

As stated earlier, we believe the President's proposed individual and corporate
tax reductions will have beneficial impact on our economy. They will help stimulate
general economic activity. However, if they are not balanced by proportional
incentives for new capital investment, they will not accomplish their full intended
effect.

The proposed changes in the investment tax credit, by making the 10 percent
rate permanent and by extending its application to industrial buildings, will have
a salutory effect on some segments of the economy. But, as presently constituted
and as the President has proposed it be changed, the investment tax credit would
not alleviate the critical need for greater capital investment in timber growing.
We believe it is logical to bring about a better balance in its stimulus impact by
extending it as well to the capitalized planting costs for timber.

It is apparent from this history of recent tax changes that the importance of
capital investment to timber growing has not been fully recognized in the develop-
ment of tax policy. The incentive that was enacted into law in 1944-and which
served so superbly in the national interest-has gradually been made less effective
until it is now inadequate to offset the unique problems of timber growing.

Therefore, we are urging that certain elements of President Carter's tax recom-
mendations be rejected by the Congress, that the historic differential between
capital gain and ordinary income taxes be restored and that additional incentives
be provided to make possible the level of investment needed to keep America's
renewable forest resources as productive as possible in our national interest.

RECOMMENDATIONS

The Forest Industries Committee on Timber Valuation and Taxation, after
thorough consideration of President Carter's tax package, urges that the Congress
make several changes which we believe are fully consistent with the President's
intentions and with the acknowledged need to stimulate new investment in timber
growing.
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1. We recommend that the "minimum tax" concept be reevaluated to determine
its impact as a disincentive for taxpayer investments or activities which have been
determined by Congress to be socially or economically desirable. If the concept
is to be retained, the formula should be revised to make it a true "minimum" tax
rather than an additional tax on certain forms of income as at present. One way of
accomplishing this would be to adopt the formula in the Ways and Means Commit-
tee tax reform draft of September, 1974. This proposal was an alternative tax on"economic income" rather than an added tax on preferences. If the existing formula
is to be retained, we strongly urge that capital gain be deleted from the definition
of "preference income". And, we strongly oppose the President's suggestion that
the existing minimum tax be retained and made even more regressive by elimi-
nating the provision for deducting a portion of "other taxes paid". Indeed, the
deduction which was reduced last year to 50 percent should be fully restored if
the present system is to remain in the law.

2. We recommend that the alternative tax on the first $50,000 of capital gain be
retained. The revenue impact of eliminating the alternative tax is minimal yet, in
our particular industry, there is considerable reliance on investment funds from
individuals who would be affected by the change. We believe the potential benefits
in terms of individual timber ownerships far outweigh any arguments we have
heard for repeal.

3. We recommend that the corporate capital gain rate be reduced by 4 per-
centage points to maintain the present differential between the capital gain and the
proposed ordinary corporate income rate. We believe a point-for-point reduction
is fully justified until corporate capital gain is taxed at one-half of ordinary income.

4. Even with capital gains benefits fully restored to the pre-1969 level, economic
studies indicate that the investment needs of the forest products sector will likely
be met only if another major impediment to investment is eliminated from the tax
laws. Cost recovery (depletion) on timber is now delayed until the timber is sold or
harvested-which, as we have indicated, may be 50 or more years from the time of
the investment in planting. For this reason, we recommend that the 10 percent
investment tax credit be extended to capitalized forest regeneration expenses and
that such expenses may be amortized over a seven year period.

The investment credit has been remarkably effective in increasing capital in-
vestment in various other sectors of the economy and we believe it also can be
beneficial in stimulating productivity and creating new jobs in the timber growing
sector. We recommend specifically that such costs as site preparation, planting,
timber stand improvement and other activities related to forest productivity be
treated the same as other job producing capital. The resulting increase in timber
supply will benefit the nation in many respects, not the least of which is the future
increase in tax revenue.

5. Although somewhat apart from the central theme of your current hearings,
the issue of estate taxation-and particularly the implementation of the carryover
basis provisions of the Tax Reform Act of 1976-warrant attention by the Con-
gress. The overall effect of the carryover basis provisions on closely held businesses
and farm operations have been well publicized. We point cut that, in some re-
spects, the impact on timber assets in an estate can be more severe than on other
types of capital assets. Premature liquidation of timber assets will be the result in
some instances and the locking-in of such assets after the death of the owner will
likely result in other instances. The carryover basis provision results in a form of
double taxation through payment of an inheritance tax on the market value of the
timber at the time of inheritance and payment of a capital gains tax at the time the
timber is sold based on the difference between the original cost and market value
at the time of death. In no case can we see any compensating revenue or public
interest benefits to offset the wrenching disruption that the new carryover provi-
sions will bring to individual ownerships and to closely held timber owning
companies.

CONCLUSION

Several times in recent years we have appeared before your Committee on
various tax proposals giving you our views on how they would affect the timber
growing business. Many of the points made in earlier testimony have not been
repeated in this statement. Such factors as the environmental benefits of wood
utilization compared to substitute products, the energy conserving characteristics
of wood products processing and manufacture and the broadly based economic and
employment patterns of our industry throughout every region of the country have
been covered in detail in the past. There is, however, one significant factor that
deserves repeating on this occasion.

33-5 8 0 - 79 - 29
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Other nations have moved far ahead of the United States in their recognition
of the unique importance of timber resources in this era of resource decline. In
those free market economies where forest taxation practices have been studied,
there has been a universal acceptance of the concept that timber producing prop-
erty is a uniquely valuable capital asset and that tax incentives are essential to
overcome the inherent handicaps to investment and higher productivity. The
trend in such countries as Great Britain, Norway, Sweden, Holland, West Ger-
many, France, Finland, Switzerland, Brazil, Australia, New Zealand and Japan, in
fact, in all free nations which have been studied, is not to reduce tax incentives for
timber production but to broaden and improve them.

Existing conditions in the United States are discouraging sufficient investment
in timber growing to meet tomorrow's needs. And, every year of delay in imple-
menting more adequate policies means a year of delay somewhere into the future
in realizing the tangible benefits in terms of needed wood supplies.

Therefore, we take this opportunity to urge a new and fresh look at the prob-
lems outlined in this statement. We hope that the information provided and the
suggestions made will be helpful to the Committee in that process.T hank you. AMERICA's RENEWABLE RESOURCE

Seedlings take from 30 to 75 years to produce timber for lumber and plywood
and 20 to 30 years for pulpwood. And with proper reinvestment in new planting
after harvest and careful management during growth, the timber can be renewed.

The Congress long ago saw the need to clear a path for those with faith in the
future and who could furnish the nation's timber needs. The statesmen of that
time lightened the load of taxation on those who had the nerve and vision to
invest in uncertain, but potential, long-range gains.

Those involved with our nation's forests must have an eye on tomorrow. If
coming generations are to be served, planning must occur today. The effect
expended now will be felt largely in the future.

PUBLIC & PRIVATE COMMERCIAL TIMBERLAND

0rS..

TOTAL PUBLIC
136 million acres 1L
TOTAL PRIVATE'
364 million acres

Details do not add to total due to rounding
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For the forest owner, federal tax treatment for timber has had dramatic
impact. Impressive gains in planting and productivity have flowed from fair tax
treatment.

But of late, public policies and pronouncements too often have encouraged
consumption over investment. Many of our current economic problems are rotted
in this short-sighted view of how the public interest should be served.

Today, more than ever, efforts to encourage capital investment and to reward
risk are required. More than ever, tax incentives for forest owners are particularly
necessary.

Otherwise, we face future scarcities with enormous social and economic conse-
'quences. Part of the reason for this lies in the widespread ownership of forest
land and the myriad uses of its products.

Forest entrepreneurs-whether industrial or small private owner-are found in
nearly every section of the nation. They are more than four million strong, and
they own woodlands encompassing more than 70 percent of the forests that can
be harvested commercially.

The future of these forest owners is linked to the future needs of all Americans
who seek a decent home and whose children drink from a milk carton, swing a
baseball bat or study a history book. For all, the forest is their source.

Understanding how the taxation of timber relates to the present and future
supply of wood and wood fiber begins with an understanding of the distinctive
characteristics of this vital natural resource.

Approximately 4 millioA private individuals own 59% of those U.S.
forest lands suitable for commercial timber production. Only 13% is
owned by industries engaged in forest products manufacture. The
remaining 28% is in public ownership.

ENVIRONMENTAL BENEFITS OF WOOD

We are blessed with the fact that the forests, unlike other basic resources, are re-
newable. Wood fiber has served man well through the centuries and, if properly

COMMERCIAL FOREST LAND OWNERSHIP

TOTAL
OTHER PUBLIC 4
29 0 MILLION ACRES ----J 499 7 MILLION ACRES

-OURCE US DEPARTMENT OF AGRICULTURE,
FOREST SERVICE, THE OUTLOOK FOR TIMBER IN THE UNITED STATES
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managed, it can serve the rising demands of the future. In this era of anxieties
over energy supplies and environmental quality, timber is seen as our most
abundant, most versatile and most valuable material resource.

Steel, aluminum, and plastic have supplemented wood in some of its traditional
uses. But the eventual supply of all substitutes is limited. Moreover, timber
products are produced and processed with much lower energy requirements and
with relatively little adverse environmental effect. Processing steel for con-
struction, for instance, takes four times the energy of processing lumber for the
same purpose. For aluminum, it takes 20 times the energy. The chart (below)
shows the comparison in terms of energy per ton.

Production of wood substitutes also creates more air, water and solid waste
pollution than does the production of wood. Much of wood fiber can be recycled.
What is not is biodegradable and returns to the earth. The chart (on p. 449)
compares the low pollution cost of timber with other substitutes.

ENERGY COST
OF PROCESSING

EXPRESSED IN ENERGY PER TON,

TIMBER STEEL ALUMINUM

PRESIDENT'S ADVISORY PANEL ON TIMBER AND THE ENVIRONMENT. 1973
SEE APPENDIX K
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POLLUTION COSTS
OF PROCESSING

EXPRESSED IN PERCENT OF 1970 SELLING PRICE

.4M

2%

TIMBER STEEL ALUMINUM CONCRETE

PRESIDENT'S ADVISORY PANEL ON TIMBER AND THE ENVIRONMENT, 1973
P 355

3
Importantly, in these days of energy scarcity, growing trees consume only

solar energy, an inexhaustible power source.

DEMAND FOR TIMBER 11 INCREASING

Authoritative studies of timber supply and demand and of the nation's housing
needs for the years ahead make clear that our wood demand could double by the
end of the century. Supply must increase 40 percent just during the 1970s to meet
the national housing goal set by Congress: 26 million new and rehabilitated units.

Besides the major economic importance of wood and its multitude of products,
the nation's forests offer watershed enhancement, habitat for wildlife and in-
comparable opportunities for recreation and scenic enjoyment.

Although the United States now enjoys an annual surplus of timber growth
over what is harvested, during peaks in demand, products from some species are in
short supply. Moreover, government studies indicate that, unless present levels of
forest investment and management are increased to the levels now being practiced
by the better industrial and government forest operations, consumer requirements
for wood products and paper will, within 20 to 30 years, exceed total timber pro-
duction.

We know how to replenish timber supplies faster and more efficiently through
protective care and intensive forest management. But it is expensive, and it will
require a much greater investment per acre than in the past.

Other circumstances contribute to the problem of meeting the nation's future
needs for timber. It takes many years to produce timber that is ready for harvest.
This makes for a long investment cycle from seedling to mature tree. Because of
this time factor, the nation's total timber supply cannot respond to short-term
price rises. Harvesting can be accelerated temporarily to react to a peak in de-
mand and price. But new supplies for the longer run can only be assured by in-
creased planting and more intensive management. Thus we cannot rely on price
fluctuations to assure long term supply.
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Comsunt demand for foest products has been rising over the past 30 years but is expected to increase even faster betwPn now and the year
2000.

RETURN ON TIMBER Is Low-RISK Is HIGH

Historically, low rates of return on timber also have discouraged investments
in timber growing. Return on investment has been far below the average of other
industries. Federal Trade Commission reports indicate the return on lumber, paper
and allied products for the period 1966-1975 was 5.8% compared with a return
of 6.5% for all durable and nondurable goods produced. Using the last five year
period through 1975, the average return on paper and allied products was 6.2%
compared to a return for other nondurable goods of 7.1%. University and govern-
ment studies show comparable low rates of return on timberland in all regions of
the country and in all categories of ownership.

AVERAGE RETURN ON ASSETS
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Return on timber investment is very volatile because of fluctua-
tions in demand and price. In most years, return is below other
comparable industries.

I-
zuJ

0
a.

01

LUMBER
PAPER

AND
ALLIFO

PRODUCTS

CONSUMPTION AND PROJECTED DEMAND
30

25
20 PROJECTED INCREASE

15 15

10_ AVERAGE INCREASE

0
1940 1950 1960 1970 1980 1990 2000

WUM US (EPARTWNT OF A QLTU. FO4IST Sfr.,McS lSPATKO'S A EAWA&E REWnCc'S Mi ASUSWIEIT, 1975



451

Unlike most assets, timber's value can be adversely affected by uninsurable
risks-weather, insects, disease, and fire-during its decades of growth. For ex-
ample, in 1976 forest fires destroyed 5,110,000 acres of forested area; and it was
estimated that forest insects killed millions of trees and defoliated or infected mil-
lions of additional acres. In 1973 killing, defoliation and infestation by certain
insects, although expressed in a variety of terms by the Forest Service, was esti-
mated as follows: Douglas Fir tussock moth, one billion board feet; Mountain
Pine beetle, four million trees; Western Spruce budworm, 3.5 million acres; South-
ern Pine beetle, 47 million acres; Gypsy moth, 1.8 million acres, and Spruce bud-
worm, 2.5 million acres.

Studies show low rates of return (in every region of the country and
in virtually all timber species). The range of returns indicated re-
flects varying species climatic and site conditions. The studies dem-
onstrate the marginal feasibility of long-term investments in forest
planting and management.

It is significant that commercial insurance against fire, insect and disease losses
is not available to timber owners.

Despite these disadvantages, the forest products sector requires a heavy capital
investment.

TIMBER TAXES IN OTHER COUNTRIES

Most industrialized countries of the world have encouraged risk-taking investors
through preferential tax treatment. Special tax provisions to encourage investment
in future timber crops and sound forest management have ranged from tax credits
to special expense deductions to favorable treatment of gains from sales of capital

PREDICTED RATES OF RETURN
ON TIMBER INVESTMENTS

(AFTER TAXES)*

AREA RATE OF RETURN

North Central
and Eastern 1.0-4.2%

Southern 0.7 - 8.3%

Rocky Mountain 1.1 - 6.5%

Pacific Coast
Redwood 1.1 -3.6%
Douglas Fir 1.1 -4.1%

*Measured on most suitable investment opportunities,
including conversion to other species.

SOURCE U S FOREST SERVICE
DIVISION OF FOREST ECONOMICS & MARKETING RESOURCES
NOVEMBER 19, 1973
Unpublished data as adjusted for federal taxes by staff of Forest
Industries Commitlee on Timber Valuatron and Taxation
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assets. Similarly, over 30 States in this country have enacted special rules recog-
nizing that unless the long-term growing requirements of timber are taken into
account it can be taxed out of production.

A THOUGHT FOR TODAY . . . AND TOMORROW

Forestry investment decisions being pondered today may have no tax or revenue
effect in our lifetime because of the long timber growing cycle. However, if the
decisions go the wrong way because the ultimate tax treatment compared with
other investment opportunities is unfavorable, much has been lost. The economic
loss resulting from a disruption of investment in forest management can never
be recovered because time is an essential ingredient in the development of forest
resources.

FAIR TAx TREATMENT IS NEEDED

There are other factors affecting our potential forest productivity. Urban
expansion, rural homesites, highway and power line construction in forest areas
all reduce the total acreage available for production of wood. Almost 10 million
acres have been withdrawn from the national forests for the Wilderness System,
and more has been proposed. Inadequate budgets for national forest, management
have further reduced the public sector share of the country's sawtimber harvest.

This puts more burden on the roughly 70 percent of the commercial forest lands
under private ownership to supply the nation's needs. And how can the necessary
level of private investment be assured? Fair tax treatment of timber income is a
key element in this equation. If forest owners are sure that tax treatment will fully
reflect the long-term, high-risk nature of their investments, more timber will be
planted and produced. On the other hand, if timber investments are penalized
in relation to other investment opportunities, the capital so greatly needed for
forest management will flow elsewhere.

HISTORY OF U.S. TIMBER TAX POLICY

Soon after the U.S. Congress enacted a national income tax, the lawmakers
realized that a distinction had to be made between ordinary income (wages
salaries, dividends, rent, profits) and the increase in value of long-term capital
assets.

As in other countries dependent on private investment, our Congress recognized
that to do otherwise would so restrict capital mobility that innovation, produc-
tivity and national growth would suffer. In 1921 a formula was adopted for taxing
the gain realized when a capital asset is transferred. Although some countries
have excluded such gain from taxes altogether, America at least softened the
burden.

The theory behind this tax treatment was that if an investor left his money in
an asset for a period of time specified by law, he was rewarded for the long-term
risk taken and was allowed to keep a larger share of the growth in value he had
helped to create than was a speculator dealing in short-term gambles.

Timber was eligible for the capital gains rate in those earlier years, but only when
liquidated or disposed of in a lump-sum sale. Sustained yield timber management
was not recognized for capital gains purposes. In other words, if you sold your
timber gradually under a cutting agreement or cut it for processing in your own
mill, your proceeds were taxed at ordinary income tax rates-generally twice the
rate applying to other capital transactions. As a result the forest resource suffered.

But dramatic change came, at last, in 1944. That year Congress changed the law.
Forest management for a continuous supply of timber would no longer be penalized.

How TIMBER CAPITAL GAINS WORKS

Timber is now treated similarly to other capital assets, whether sold outright,
managed and sold under contract, or processed in the owner's plant. If the statu-
tory holding period is satisfied, the difference between the cost and sales price or



453

the market value of the standing timber is the "capital gain" and is taxed at the
long-term capital gain rate. Any added value subsequent to the harvest-from the
sale of logs, the processing or marketing of forest products-is taxed at ordinary
income rates.

Present tax law provides that the long-term capital gain of individuals is taxed
at one-half the rate applicable to ordinary income. Thus, the effective capital
gains tax rate for individuals varies from 7 to 35% on amounts in excess of $50,000.
Since the top tax rate for individuals is 70 percent, the maximum effective rate on
such gain in excess of $50,000 is 35 percent, subject to an additional "minimum
tax" assessment. The top rate on the first $50,000 of capital gain is 25%.

The long-term capital gain rate for corporate taxpayers is 30 percent, compared
with the generally applicable rate of 48 percent on ordinary corporate income, and
again such gain is subject to a minimum tax assessment.

Also, other provisions of the federal tax laws applying to forest owners certainly
are not lenient. Timber owners are restricted as to what they can deduct as operat-
ing expenses and what must instead be capitalized and recovered over a period of
many years as the timber is cut. Likewise they are confined as to the kinds and
amounts of casualty loss that are deductible for tax purposes.

WHAT HAS BEEN ACCOMPLISHED

Still in all, the most dramatic growth developments in the history of American
private forestry followed the 1944 enactment of the timber capital gains provisions.
f these tax rules had not been enacted the United States likely would already be

suffering a severe crisis of wood supply. The more equitable tax treatment quickly
brought both increased plantings and higher productivity on private forest lands.

Before 1944, the United States had less timber at the end of every year than at
the start. After the capital gains treatment become effective, that trend was
reversed.

Over 26 million acres of private lands have been planted, compared to only
3 million acres in all previous years. Scientific forest management is now practiced
in all regions of the country.

Industrial forest land ownerships have been the most responsive to the capital
gains incentive. Those lands are now the most productive in the nation. Farm
and other small ownerships have also shown considerable improvement.

U S TIMBER GROWING STOCK ANNUAL PLANTINGS IN PRIVATE FORESTS
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Prior to 1944, the growing stock in United States forests declined at The dramatic effect of anticipated capital gains treatment of pro-
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Greater economic stability exists in forest areas now than in earlier periods when
sustained forest management was not economically feasible. Employment is more
dependable, local tax revenues have grown, and expanded investments in perma-
nent manufacturing facilities have resulted. Small lumber manufacturers can be
more competitive because they can utilize capital-conserving harvesting contracts
instead of having to buy timber on a lump-sum basis.

Communities, which in former days would have been hurt economically as
timber was cut over, now can look forward to a continuing supply of raw material
for local industries. Gone are the timber boom towns turned ghost towns.

With greater industry stability and investment in new technology and equip-
ment, a higher percentage of each harvested tree is utilized in making consumer
products.

Most important, the expanded forest resource made possible by the 1944
enactment of fairer timber tax laws is now available at a time when we have the
greatest need for dependable raw material supplies.

NET TIMBER GROWTH PER ACRE U.S. TIMBER GROWING STOCK
ACTUAL (1970) & POTENTIAL ANNUAL CHANGE & ANNUAL HARVEST
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IMPORTANCE OF FUTURE TAX POLICY

Congress several times has reviewed the justification for giving capital gains
treatment for timber and has found it was achieving the objective of better forest
management.

Recent trends in tax policy, however, are discouraging. Although many econo-
mists warned that capital shortages can be as damaging to our social needs as
shortages of energy or raw materials, capital gains rates were increased in 1969
and have been kept at that higher level despite the need to lower them. Lower
rates could stimulate needed capital formation. A so-called "minimum tax" on
capital gains-which in reality is an additional tax on persons already paying
tax-has also increased the effective capital gains rates.

Continued inclusion of long-term gain from harvested timber within the capital
gains structure is essential. Restoring the lower rate, which was on the statute
books before 1969, would help assure still greater supplies of wood.

Any proposed changes in the tax laws obviously should be carefully analyzed
to determine the effects on our economic objectives, human needs, environmental
improvements and our global role. This is especially true in the case of taxation of
timber.

Eliminating or restricting capital gains treatment would inevitably produce
severe shortages, sharp price rises, dependence on inadequate substitutes and
higher imports. It would be a serious blow to our balance of payments.
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The loss of the capitalgains incentive could jar the economic well-being not only
of companies and individuals but of many communities, It would make forestry
uneconomical and impractical. And it would destroy the vigor, if not the existence,
of the nation's forests on which we all must depend.

We must look to the future. And we must realize that a tree not planted repre-
sents potential timber growth that cannot be recovered.

It is within the power of men to assure in their lifetimes the continuation of
adequate forests forever.

INGALLS & SNYDER,
New York, N.Y., July 10, 1978.

HON. CLIFFORD P. HANSEN,

U.S. Senate
HoN. WILLIAM A. STEIGER,
U.S. House of Representatives,
Washington, D.C.

GENTLEMEN: This letter is in reply to the following testimony of Secretary of
the Treasury W. Michael Blumenthal, before the Byrd subcommittee of the
Senate Finance Committee, on June 28, 1978:

"Finally, I wish to say a word about the very loose international comparisons
that have been made in the debate on this measure. Some proponents of S. 3065
have suggested that our economic performance-in areas of inflation, in employ-
ment, and growth-has fallen short of that of Germany and Japan because we
tax capital gains while they, assertedly, do not. This line of argument ignores
certain important facts. First, the United States has over the past few years
outperformed most other industrialized countries, including Germany and Japan,
in terms of real growth and increases in employment. Our inflation record is less
satisfactory, but is nonetheless superior to several countries (e.g. Italy) having
no capital gains tax. Second, Japan does in fact tax capital gains. As for Germany,
it instead uses an even more comprehensive tax on annual increases in wealth,
whether or not realized; I doubt that the proponents of S. 3065 would prefer the
German system to ours. What all this shows is that making simplistic inter-
national comparisons on a tax-by-tax basis is a very treacherous business."

While Secretary Blumenthal did not specify to which international comparisons
he was referring, the Ingalls & Snyder study entitled "The Diminishing Incentives
to Invest", dated May 9, 1978, did conta'M a part, prepared by Price Water-
house & Co., that outlined the main capital gains tax provisions for individual
investors in ten major industrialized countries. Therefore, we should answer some
of the points raised by the Treasury Secretary.

Our study does not indicate that Japan has no capital gains tax. Japan does
have capital gains tax provisions, but very few individual investors are affected
by them. This should be clear when one considers the following excerpt from
page 34 of our study:

"Capital gains on portfolio investments (of individuals in Japan) are generally
exempt from tax, with the following principal exception. If an individual makes
more than 50 trades during the year comprising a total of more than 200,000
shares of stock, the individual will be taxed at ordinary rates on short-term capital
gains (five year holding period) and on one-half of the long-term capital gains.

he individual is also permitted a statutory deduction of about $1,700 in comput-
ing the capital gain which is taxed."

Unless a Japanese individual investor is extremely active in buying and selling
securities (i.e. almost a professional trader) he is not subject to either long-term
or short-term capital gains taxes.

In Germany, 'long-term capital gains (six months holding period) on portfolio
stock investments are exempt from taxation. Short-term capital gains are taxed
at ordinary rates" (ibid, page 34). There is a net assets tax, however, which is
imposed on individuals as well as companies and other institutions.

The net assets tax is an annual tax. Individuals are allowed liberal exemptions
from it. There is an allowance of DM 70,000 for the taxpayer himself an equal
allowance of DM 70 000 for his spouse and one of DM 70,000 for each child under
18 years of age (and for each child between 18 and 27 years of age, if he is being
educated and maintained mainly at the taxpayer's expense). A single taxpayer is
also allowed a deduction of DM 10,000 from the value of investments bank
balances, etc. and a married couple is allowed a deduction of DM 20,000. Thus a
family of four with an investment portfolio would have aUowances totaling DM
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300,000 (almost $150,000) that can be deducted before computing the net assets
tax.

The annual rate of the net assets tax for individuals amounts to 0.7 percent of
the assessable net assets. Because of the allowances the net assets tax is not
applicable to the average German family. For the wealthy investor it is a factor
but not a very significant one. When one considers that there are no taxes on
long-term capital gains in Germany and that there are special credits for in-
dividuals aimed at alleviating the double taxation of dividends, we believe that
very few German investors would be willing to exchange their investor tax
provisions, plus the net assets tax, for ours.

The Price Waterhouse & Co. booklet "Doing Business in Germiny" contains
further information on the net assets tax which is somewhat complex in its
application.

Making "international comparisons on a tax-by-tax basis" is not a simplistic
approach to the problem of predicting one future impact of changes in tax laws.
In effect, it is one of the few ways of making an educated guess about how U.S.
taxpayers will behave, based on how people in industrial societies such as ours
have responded to similar economic stimuli in the past. The outline we presented
in our May 9th study was based on a considerable body of research and experience
which all points to the same conclusion: our tax provisions for individual investors,
particularly for larger investors, are confiscatory compared to those of other major
industrialized countries. For example, much more extensive comparison of in-
dividual tax provisions in various countries, including tax provisions for investors,
can be found in the Effects of Tax Policy on Capital Formation by Norman B.
Ture and B. Kenneth Sanden, published by Financial Executives Research
Foundation, in 1977, which was referred to in our text.

What has been the impact of the substantial increases in our capital gains tax
rates since 1969 on our economic performance vis-a-vis other large countries,
particularly those with no capital gains taxes? Obviously this is a complicated
question. But the U.S. has the lowest saving rate among the major industrialized
countries and our onerous tax provisions for individual investors must contribute
to that unfavorable comparison. In turn, our capital investment in relation to
Gross National Product is lower than for other major countries. Lagging capital
investment aggravates a range of problems including our poor growth in pro-
ductivity, our serious inflation and the difficulties experienced by many of our
industries and companie when they compete in world markets.

Yours very truly,
OSCAR S. POLLOCK.

THE EcoNoMIc WASTE IN CUTTING CAPITAL GAINS TAXES

(By Calvin H. Johnson, associate professor, Rutgers Law School, Newark)

S. 3065 would cut the maximum tax rate on capital gains to 25 percent. Under
current law the tax rate on capital gains can be as high as 49.1 percent, though
it rarely is.' The Carter administration has opposed the cut and its current tax
reform proposals, without affecting the maximum rate, would increase the amount
a high bracket taxpayer pays on his first capital gains.2 Compromises the House
Ways and Means Committee seems to be considering now would lower rather
than increase current capital gains taxes. 3

Because a cut in the highest rate of tax can benefit only taxpayers who would
otherwise pay tax at that highest rate, the initial benefit of any cut in capital
gains taxes can go only to the richest taxpayers in the country.' Proponents of

135 percent of maximum arises because half of capital gains can be taxed like other income, which itself
can be subject to 70 percent rates. The other 14.1 percent of the maximum arises because capital gains Is a
tax preference which is subject to minimum tax (alter the first $10,000) and which disqualifies a taxpayer
in part from the benefits of the 50 percent ceiling on the rate for his salary and other service income. Most
high bracket taxpayers have so many preferences that they have already lost the benefit of the ceiling, andfor them the maximum rate is 39.1 percent.

SThe Carter proposals would eliminate the alternative tax under which the first $50,000 of capital gains
is subject to a maximum 25 percent rate If the general rule that only half of such gains are taxed would yield
higher tax.

I Representative Jones, Democrat of Oklahoma, for instance, would cut the maximum rate to 35 percent
by terminating capital gains' treatment as a tax preference. He would, however, also adopt the Carter
proposal.

4 S. 3065 cannot give any direct benefit to a married individual with les than $52,000 taxable income.
According to the Treasury Bill Report on H.R. 12111, over 80 percent of benefits go to taxpayers with over
$100,000 income.
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S. 3065 and its House equivalent, H.R. 12111, however, argue as if the sciences
of economics and econometrics prove that everyone including the government will
ultimately be better off by enacting the cut, so that only envy or spite would
deny the initial benefits to the rich. Proponents assert that the government
revenue will increase if the Bill were enacted, in the short run, because past cap-
ital gains will be realized and, in the long run, because the increase in GNP to
result from the cut will give higher revenue, even at the lower rates. The debate
has seemed so far somewhat like a duel between Star War computer models
generated by the new science of econometrics.$ To too large an extent, the diffi-
culty of econometric models has given them authority that they do not deserve.
They are not verifiers. As one commentator has put it, "The data [for econometric
models) were not powerful enough to test and to choose among theories. As a
result, econometrics shifted from being a tool for testing theories to being a tool
for exhibiting theories." 6

A long and healthy tradition of economic analysis has launched such devastating
criticisms of the preferential tax rate for capital gains under current law that
the economic claims for S. 3065 should be viewed with considerable skepticism.
The primary economic difficulty with any cut in capital gains tax is that its
benefits go only to a "sale or exchange of a capital asset." Since the benefits don't
go to investments in general, those investments that depend on returns that are
not such sales would be hurt by the cut. Since a sale is a dissavings or the liquida-
tion of an investment, rather than an increase in investment, most of the benefit
of the cut goes to old capital and not to the formation of new capital. Since the
benefits depend upon dissavings or liquidation, too much of the benefit is lost to
immediate consumption. It is, in sum, a fallacy to equate capital gains with
investment, or to equate a capital gains tax cut with efficient aid to investment.

INITIAL IMPACT

The failure to tie the benefits of a capital gains cut to reinvestment means first
that there is an unnecessary dissipation of the costs to consumption. The initial
$2 billion cost of the S. 3065 would increase by the same $2 billion the spending
money of taxpayers who would otherwise pay more than 25 percent on their
gains. Nothing in the bill requires that the $2 billion be put to good use. Significant
amounts of that $2 billion will in fact be spent and represent resources consumed
and destroyed for the benefit of those high bracket taxpayers. Before economic
reactions are taken into account, the relationship between consumption, savings
and government revenue is a zero sum game: any amounts consumed represent a
dollar for dollar reduction either in the amounts available for investment or re-
ducing government deficit.

Of course, consumption by high bracket taxpayers is not an evil; it can be
expected to increase the welfare of the consumer and increase demand for goods
and services, the production of which will generate jobs. However, giving con-
sumption to the less well-to-do would meet more pressing needs and desires and
have the same effect on the demand for production. Moreover, although there is
no value-free way to prove it, I suspect most people would agree that a dollar
spent by the government would also be a greater good; in any event, a dollar
spent by a bureaucrat also has the same effect on demand as a dollar spent for
consumption.

Proponents of S. 3065 assert, however, that the lure of added consumption will
mean that a high bracket consumer will give back more to the economy than he
withdraws. The purported returns can be divided, roughly by time, into two
sorts: those associated with unlocking past capital gains and those with the forma-
tion of new and future capital. For both effects, however, there are fairer and more
effective means to the end.

UNLOCKING PAST CAPITAL GAINS

The capital gains tax is among our more voluntary taxes. Any United States
tax is avoidable by emigrating and renouncing citizenship, but within a large

s See Bristol, Pitfalls in Using Econometric Models: The Chase and DRI Capital Gains Estimates, 6
TAX NOTES &31 (May 15, 1968); Evans, Capital Gains Taxes and Econometric Models, A Rebuttal to
Ralph Bristol's May 15th Article, 6 TAX NOTES 593 (May 29, 1978); Eckstein, The Use of Econometric
Models to Evaluate Capital Gains Changes, A Further Response to Ralph Bristol's May 15th Article,
6 TAX NOTES 611 (June 5, 1978): Bristol, Pitfalls In Equation Construction, 6 TAX NOTES& &p (June 5,
1978).

6 Thurow, Economics 1977, 106 DAEDALUS No. 4 at 83 (Fall 1977).
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range of reasonable behavior taxes must be paid. Thus, it is not rational to stop
all purchases, to stop all work and to store one's savings in a mattress to avoid
sales and income taxes. One's welfare is usually increased by purchases and income,
even after taxes. Capital gains taxes, however, are paid only upon realization of
gains and, so long as other income is adequate, realizing capital gains that have
already accrued is postponable by the taxpayer by not selling the property.
Because of the tax toll on realization there are cases in which a taxpayer will not
move from a poorer to better investment where he should and absent the tax he
would.

Not all lock-ins are bad: resources committed to the poorer investment may
be contributing more than would be contributed by the consumption of the
resources. Tax does not prevent all investment shifts. Shifts in which the private
benefit exceeds the tax cost are readily made. However, there are clearly signifi-
cant laudatory investment shifts that are avoided solely because of tax and the
higher the tax the more that shifting is suppressed.

A fairer and more efficient way to reduce the lock-in effect is to move away
from the voluntary character of payment somewhat and collect the capital gains
tax at other than sale. Any revenue gain that arises from merely reducing the toll
on realization of past gains is a short term gain only. For example, assume that
a city were to allow past-due parking tickets to be paid 100 on the dollar. If so,
the city might collect a lot of dimes very quickly. But the dimes arise only at the
cost of forgiving past fines forever and a city that was trying to make money from
its parking tickets would simply make more in the long run from $10 tickets than
$1 tickets and improving its enforcement efforts. Similarly, with a cut in capital
gains the taxpayers may rush to unlock past gains, but after the initial balloon,
that (toes not mean that past gains will pay their share of the tax burden. Arith-
metic says that if the rate is going to be cut in half, from roughly 50 percent to
25 percent then the taxable amount must double to keep revenue from past gains
constant. Since past gains are now fixed and they would be realized eventually
anyway, it seems intuitively obvious that S. 3065 won't double realized past
gains, especially since the comparison must be made with other means ofin-
creasing realization. Thus, a tax cut would mean a reduction in the tax burden
past gains would bear. Like forgiving past parking tickets, forgiving tax on past
capital gains has a cost.

Gains, including capital gains, represent wealth and consumable resources
that should bear a fair portion of the given overall tax burden. It would be shock-
ing to impose the tax that should be borne by the consumable wealth in capital
gains on wages instead, merely because wages are less avoidable.

The most efficient recent proposal for unlocking capital gains is to tax unrealized
appreciation at death: it would add no administrative chore to those already
required for estate taxes and heirs could then sell immediately without any gain
and without any toll on sale-not even a 25 percent one. Finding even other
occasions besides sales to tax appreciation would further ease the lock-in problem.
One should not confuse an improvement in the tax structure achieved by bring-
ing items into the base with a tax raise or bigger government. Realization at
death would not mean an increase in the tax burden on business or investment if
the revenue gains were returned to investment.

FORMATION OF NEW CAPITAL

Anything said about past gains would apply with respect to future gains, except
that proponents of the S. 3065 argue that the cut will substantially increase not
just realization but the gains themselves. For the long term, proponents seem to
rely less on the unlocking of gains than on the incentive that lower rates will give
to new investment.7 Even assuming the importance of good investment incentives,
however, a cut in the capital gains tax is a wasteful incentive, and introduces
independent inefficiencies into the economy.

Evans' statement is misleading, first, because it implies that purchasers of stock,
as an aggregate, will get a 47.3 percent increase in their return: the 47 percent
return increase is the maximum given only to the segment of stock purchasers at

I Michael Evans, who prepared the Chase Econometrics model, argues:
On a strictly theoretical basis a reduction in the maximum capital gains tax rate from 49.1! percent to 25

percent raises the after tax return of investors by 47.3 percent, for each pretax dollar of profits is now worth
75 cents instead of 50.9 cents. In view of this fact, we would expect the value of stock prices to climb even
more than the 140 percent and $300 billion which Chase Econometrics estimated would occur]. Capital
Gains and Ecomometric Models, 6 tax notes at 594 (May 29, 1978).
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the top of the scale, most suppliers of equity capital would get no increases and
his 47 percent is useless as an indication of how much aggregate demand for stock
might be expected to increase. It is also an error to imply that the cut is a focused
incentive for equity capital since two-thirds would go to investments, such as land
speculation and timber, other than the supply of equity capital.

Finally, "Mr. (Evans] also states that the [after tax return of investors] would
[increase] by 47.3 percent. Technically, this is [correct,] but it is misleading. The
[maximum] tax would be reduced from [49.1 percent] to [25 percent], according
to [Evans'] calculations. While this is [a 47.3 percent increase in after tax amount],
it is only [24.1] percentage points, which is usually the way tax rate statistics are
quoted.' Evans, Letter to Rep. Steiger Commenting on Treasury Secretary
Blumenthal's Opposition to Steiger Bill 16, Daily Exec. Rpt. No. 110 at J-14-15
(BNA June 6, 1978). (Brackets change the quoted material to make Evans'
point apply to his own rather than to Blumenthal's use of statistics.)

The cut is wasteful, first, because it is mostly retroactive. For many years to
come the benefit will go almost entirely to capital which has already been supplied.
Subsidy theory tells us that one can count as a beneficial product of a subsidy only
those things which would not otherwise be produced. Benefits received by those
who have already undertaken the meritorious activity are windfalls to the reciient
without reciprocal return for the cost. If the S. 3065 were a serious incentive
program, it would cut out a large chunk of the windfall by making the cut apply
only to investments planned and undertaken after the effective date of the
amendment.

Moreover, a capital gains cut generates inefficiencies because it is not an incen-
tive to investment in general, but rather is contingent only upon liquidation.
Active entrepreneurs would much prefer any increase in returns to be given in the
form of reduced tax on current and periodic income since they wouldn't have to
wait until they sell out to get the benefit. Entrepreneurs liquidating their invest-
ments are often at the end of their productive period. Under the Tax Code, some
industries, especially timber, are given the right to treat their periodic returns
as if they were sales or exchanges so that liquidation is not always required. That,
however, creates its own difficulties since it can be expected to create shifts,
detrimental to market efficiencies, away from industries not so privilged and into
things such as timber.

There would be other inefficiencies created as investments shift from non-favored
to capital gains investments. The capital gains cut would work at cross purposes
to one of the serious reform proposals in the area of capital formation, that of
integration of the corporate tax. One of the major purposes of corporate integration
is to reduce or eliminate the relative tax detriment of distributing dividends and
the relative tax advantage of accumulating corporate earnings until a point when
distributions can qualify as a sale or exchange. Reducing the relative burden on
dividends by integration of the corporate tax would encourage distributions and
more efficient use of capital. Cutting the capital gains tax, by contrast, would
largely neutralize the benefits by weighting the tax balance once more in favor of
corporate accumulations. This results in more uneconomic accumulations in which
the corporation is using the money in less profitable ways than the shareholders
would. With or without partial corporate integration, a decrease in capital gains
tax locks corporate earnings into the corporation. Another wasteful byproduct
of the cut would be the expense of the legal planning and litigation arising from
increased pressure on the accumulated earnings penalty tax. Throughout the
economy, in fact, increasing the differential between ordinary income and capital
gains tax will increase both uneconomic shifts into tax favored investments or
forms of return and expensive but wasteful tax planning to take advantage of the
differential.

Shifts into capital gains investments will do damage to other investments,
including those that Congress has tried to assist through the tax system. Thus,
machinery with its 10% investment tax credit will look relatively less attractive
as an investment than raw land eligible for capital gains. Rapid write-offs for
pollution control devices and research and development will be less helpful if low
tax capital gains are available as an alternative. The benefits to municipalities
from the tax exemption for municipal bonds will decrease just as New York City,
for one, goes into another crisis over financing.

The criticisms of preferential capital gains taxes are not attacks en investment
incentives or capital formation. The government should certainly provide incen-
tives for those investments which would not otherwise be undertaken but which
will return their costs for the common good. Part of the difficulty, of course, is
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that so little is known about the actual process of capital formation. Why, for
instance, do the Japanese save such a higher proportion of their salary than
Americans do? What makes people work hard for greater production that will
give them only long deferred, if any, consumption? When in a democracy, can the
government legitimately suppress consumption to favor investment? One thing
that is clear is that the process of forming new capital (apart from the process of
just shifting existing capital) must involve the entire country. Whatever incentives
they receive, the highest bracket taxpayers do not have the new capital that
would be needed. Moreover, the public cannot be a ward of a tax-favored few for
its future investment and well-being.

Given the economic criticisms of the cut for capital gains tax, it seems as if
someone has evaluated the benefits with rose colored glasses. The econometric
models are presuming that capital gains cut is a focused and effective incentive
and ignoring its cost. None of the criticisms of capital gains preferences are new.
If anything, they represent, with possible variations of dialect, the establishment
and consensus among academic tax lawyers and public finance economists. What
is surprising is that, given the seriousness of the S. 3065, Congress seems to have
forgotten or ignored the criticisms. Of course, any Congressman would like to be
able to offer a benefit to any constituent, whether in one's district or not. Capital
gains is a benefit with historical precedence, however bad. But, alas, not all
benefits-and certainly not a capital gains tax cut-are compatible with broad
perspective improvement of the tax system.

STATEMENT OF THE MACHINERY AND ALLIED PRODUCTS INSTITUTE

The Machinery and Allied Products Institute appreciates having this oppor-
tunity to submit its views to the Subcommittee on Taxation and Debt Manage-
ment of the Senate Committee on Finance with respect to pending bills and recom-
mendations to reduce the current federal income tax burden on capital gains.

As the national organization of manufacturers of capital goods and allied prod-
ucts, MAPI has a substantial direct interest in federal tax policies which impact
on savings and investment. Our interest in having adequate and high levels of
capital formation in this country-including national economic policies that are
conducive to that objective-is one that we would hope the Congress and the
Carter Administration would share.

THE RECENT DIALOG

The recent dialog sparked by proposals to cut federal income taxes on capital
gains has been very revealing. On the one hand, there is the compelling logic of those
who wish to turn the clock back to earlier times when the federal tax penality
on savings was less severe. Both S. 3065 and its companion bill, H.R. 12111, are
courageous admissions of past tax-policy error with respect to capital gains, and
it is noteworthy that these bills to remedy matters have considerable bipartisan
support. Other meritorious proposals to reduce the tax burden on capital also
recognize that the direction of policy change vis-a-vis capital gains since the Tax
Reform Act of 1969 has been 1800 out of phase with national economic objectives.

Still the Carter Administration-with its professed worry about the lagging
pace of investment in the United States-has no place in its program for lower
taxes on capital gains and, in fact, would increase these taxes. Capital formation in
its view is desirable, but not if it interferes with the Administration's objectives of
more income redistribution, more income tax progressivity, and tax simplification.

WHY SOMETHING MUST BE DONE

In our opinion, appropriate tax treatment of capital gains and losses is essential
to savings and investment, and liberalization is long overdue. Most observers
would agree that the pace of investment in this country in recent years has
slackened to unsatisfactory levels, in both absolute and relative terms. A con-
tributing factor is that the rate of return on investment has been adversely affected
over the last decade by increases in capital gains taxes. Notwithstanding the
admonitions of the business community and investors, Congress and recent Ad-
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ministrations have allowed the tax disincentives to savings to grow to a point
where the diminishing prospects of after-tax rewards for investments scarcely
justify taking any risks; where many existing investments having a gain-real or
nominal-are locked in place because of the sizable tax-take associated with re-
investment; and where it is increasingly more desirable to consume than to save.

SUMMARY OF MAPI POSITION

Clearly, something must be done to remedy this malady of under-investment.
Without reference to any specific proposal before the subcommittee, we endorse
in principle those recommendations that would ameliorate in a responsible way the
unacceptable and confiscatory situation with respect to capital gains that now
exists and that the current Administration seeks to worsen. To state oor position
briefly-

1. We do not believe that capital should be taxed.
2. Assuming that Congress favors some capital gains tax, we feel that such a

tax should be substantially lower than the one on regular income.
3. Any tax on capital gains should apply only to real gains, not to illusory ones

from inflation.
4. Any tax on capital gains should not be compounded by imposition of the

minimum tax on so-callled tax preferences.
5. We believe that any tax on capital gains should be deferred in reinvestment

situations.
6. As an alternative to Recommendation 5, above, the capital gains tax could

be restructured on a sliding scale, with relatively higher rates for shorter holdings
and lower rates reducing to zero for longer holdings.

PROCEDURAL POINTS

As to the parliamentary aspects of this, we believe that tax reform for capital
gains should be taken up in the context of the current dialogue involving H.R.
12078, the Administration's tax cut-"tax reform" program. There has been al-
together too much piecemealing in the formulation of tax policy recently, with
major bills on social security, energy, and tax reform being considered almost in
isolation and without attention to their cumulative impacts and interactions. Tax
and economic policy should be fashioned in a coherent and coordinated way.
Otherwise, business will be faced with intolerable and repressive uncertainty.

We believe further than capital gains tax revisions should not be viewed as
alternatives to the investment tax credit changes proposed by President Carter.
Nor should they displace either the proposed corporate rate reductions or any of
those proposed tax cuts for individuals that are not redistributive in character.
In this connection, we concede that the huge national debt and dangerous annual
deficits must be taken into consideration in formulating tax policy.

Our more detailed comments on capital gains taxation are set forth below
following a background note.

BACKGROUND

Capital gains always have been subject to the federal income tax, notwith-
standing that many distinguished commentators have questioned the propriety
of such a capital levy and have pointed out that capital gain is quite different from
wages, dividends, and "income generally.

Application of the income tax to capital gains seems to rest mainly on the idea-
however myopic-that accretions of wealth in the form of capital gain should not
escape taxes that would apply if such accretions were via wages instead. Also, it
can be rationalized that capital gains, if realized, do have a taxpaying capacity.
At the beginning of the federal income tax law, capital gains were taxed like
ordinary income, probably because the differences between capital and income did
not warrant special recognition while the applicable rates were low. However,
since the Revenue Act of 1921, preferentially lower rates have been applied to
capital gains.

BEFORE THE 199 LEGISLATION

Although the taxation of capital gains underwent frequent changes in the early
years, it settled into a pattern during the 1940s and remained there until the Tax
Reform Act of 1969. The pattern consisted of taxing one-half of the capital gains
on assets held more than six months as if they were ordinary income. However,
the tax rate on such gains was limited to 25 percent.

33-578 0 - 79 - 30
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In the late 1960s, certain tax revision activists set about to change all of this.
They made much of the fact that some wealthy individuals pay no federal income
taxes because they "exploit" tax preferences in the system-e.g., provisions for
exclusions, exemptions, deductions and low-taxed or untaxed income, sometimes
preroyatively called "loopholes." This was portrayed as being unfair and an evasion
of civil responsibility, although use of the preferences was responsive to Congress
wish to lower tax disincentives to certain kinds of activity. Overall, the impression
was given that the tax system favored the "idle rich," and that average working
people were paying more than their fair share as a result.

THE TAX REFORM ACT OF 1989

Although the arguments for higher taxes on capital transcended reason and
constituted a threat of sorts to the economy, they were politically potent. The
Tax Reform Act of 1969 introduced the minimum tax on "preference" income,
and the untaxed half of capital gains was listed as one of the preferences. The
minimum tax was set at 10 percent of the taxpayer's preference income, reduced
by a $30,000 exemption and the regular income tax liability (less allowable credits).
Another change affecting capital gains restricted the 25 percent ceiling rate to the
first $50,000 of gain, meaning that gain above that amount was to be taxed
initially-i.e., before application of the minimum tax-at rates up to 35 percent.
For corporations, the maximum rate on capital gains, not counting the minimum
tax, was set at 30 percent.

THE TAX REFORM ACT OF 1976

In the Tax Reform Act of 1976, the taxes on capital gains were raised again.
Among other things, the minimum tax rate was increased to 15 percent from 10

percent; the dollar exemption was scaled down from $30,000 to the greater of
10,000 or one-half of regular tax liability; I a carryover provision for unused

regular taxes was repealed; and three more preferences were added to the 10 or
so items alresdy covered. Also, the 1976 legislation lengthened the holding period
for capital assets, and cut into the taxation of capital gains indirectly by providing
that earned income qualifying for the 50 percent maximum tax on such ncome
must be reduced dollar-for-dollar by the amount of capital gains excluded from
regular taxation.

Although the focus of this discussion is on the taxation of capital gains, it should
be noted that the minimum tax exerts a drag on capital formation with respect
to all the items of "preference income" that are subjected to the levy. Also, this
drag was substantially increased by the 1976 legislation, which moved strongly
in the direction of having the tax become a straight add-on to regular tax liability
instead of being a substitute tax as originally conceived.

THE CUMULATIVE EFFECTS

The cumulative effect of legislation since 1969 has been to boost the top federal
income tax rate on capital gains for individuals from 25 percent to 49.125 percent.

The top rate is figured as follows: (1) the regular tax on half the gain is 35
percent-assuming an individual in the 70 percent tax bracket; (2) another 10
percent of regular tax is due to the fact that the preference income reduces earned
income eligible for the 50 percent maximum tax, leaving it subject to the 70 per-
cent maximum, a 20 percent difference which reduces to 10 percent in this com-
p utation because the adverse effect on earned income is felt only as to the excluded

alf of capital gains; and (3) another 4.125 percent results from applying the
minimum tax at a 15 percent rate to the excluded half of capital gains (i.e., 50
percent) less one-half of regular taxes paid (i.e., less 22.5 percent, which is 45
percent-item (1) plus item (2)-divided by two).

Of course, relatively few persons are situated so as to be exposed to the full
49.125 percent federal income tax on capital gains. On the other hand, when one
considers state and local taxes on the same gains in addition to the federal take,
it is clear that the total burden can be very high. By any objective measurement,
the taxes on capital gains have soared upward from the 25 percent federal income
tax ceiling in existence before the 1969 legislation.

ADMINISTRATION PROPOSALS

Seemingly oblivious to the effects of this, the Carter Administration has seriously
considered taxing all capital gains as if they were ordinary income. This dubious

1 For corporations, the dollar exemption is the greater of $10,000 or the ful amount of
regular tax liability.
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"tax reform", which remains an Administration objective but has not yet been
formally proposed, would be pursued in the name of tax simplification and egali-
tarianism. Due to the outcry in opposition to any such change, the Administration
apparently decided instead in its 1978 tax legislative program to chip away at
capital gains a bit more before administering the coup d'etat. For one thing, the
President proposed to eliminate the alternative tax which puts a 25 percent ceiling
on the first $50,000 of capital gains. Secondly, he proposed to eliminate the deduc-
tion from preference income on one-half the taxpayer's regular liability before
imposing the minimum tax.

In a comprehensive statement of March 6, 1978 to the House Committee on
Ways and Means concerning the Administration's tax cut-"tax reform" proposals,
MAPI expressed strong oppostion to these premeditated and ill-advised attacks
on capital gains and investment generally.

OTHER LEGISLATIVE RECOMMENDATIONS

It is now apparent to many perceptive individuals that the direction of tax
policy with respect to capital gains since the Tax Reform Act of 1969 has not been
in the public interest. The companion bills (H.R. 12111 and S. 3065) of Congress-
man Steiger (R.-Wis.) and Senator Hansen (R.-Wyo.) would amend the Internal
Revenue Code to provide for taxation of capital gains as it existed prior to the
Tax Reform Act of 1969. A compromise tax cut-tax reform proposal developed
by Congressman Jones (D.-Okla.). would, among other things, practically roll back
the existing oppressive tax burden on capital gains by eliminating the untaxed
half of such gains as a tax preference. However, this proposal also would eliminate
the 25 percent alternative tax ceiling on the first $50,000 of capital gains.

Other recommendations for relief that have significant sponsorship either in
Congress or among tax practitioners and scholars involve (1) the indexation of
capital gains to deflate them to "real" gains before assessing taxes; (2) the use of
sliding-scale rates to tax capital gains at relatively higher rates for shorter holdings
and at relatively lower rates for longer holdings; (3) a rollover approach which
assesses no tax on capital gains as long as funds are invested or reinvested, but
does tax the gains when such amounts are removed from savings for consumption;
and (4) no taxes on capital gains at all.

MORE DETAILED COMMENTS ON THE TAXATION OF CAPITAL GAINS

The remaining portion of this letter consists of our comments on (1) the capital
formation situation; (2) inflation and the taxation of capital gains; (3) the case for
lower capital gains taxes; (4) the arguments against relief; and (5) tax reform we
favor for capital gains.

CAPITAL FORMATION-WHERE DO MATTERS STAND?

Whether one should tax capital gains or not, or do so at preferentially lower
rates, there is little denying that the taxation of capital gains-euphemistically
called the "taxation of capital income" by some persons-is the taxation of
capital itself.

Inasmuch as capital is a factor of production and the rate of growth in fixed
investment is acknowledged to have a direct bearing on our economic welfare it is
relevant in any discussion of taxes on capital to inquire where matters stand and
where we want to be. Fortunately, we need not dwell at length on this subject
because there appearss to be an almost universal recognition now that the U.S.
rate of capital formation is inadequate and is impeding progress toward our
economic goals. According to Treasury Secretary W. Michael Blumenthal-- 2

The facts are inescapable: We are not saving enough; our financial system is
providing insufficient equity capital; we are not investing nearly enough in pro-
ductive plant, equipment and technological innovation; profits are too low, and
the are too uncertain.

avings by householda and businesses.-As indicated by the Treasury Depart-
ment, American households have, for some time now been saving no more than
6 percent of their disposable income as compared to 10 percent in Canada; 14 per-
cent in the United Kingdom; 15 percent in West Germany; 17 percent in France;
and 25 percent in Japan. Meanwhile, the financial self-reliance of the U.S. business

' Remarks at the Annual Conference of the Financial Analysts Federation, Bal Harbour,
Fla., May 8, 1978.
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sector-which normally is responsible for a very significant proportion of total
U.S. savings-has suffered a decline. Specifically, the flow of internal funds-once
about equal to the fixed and variable capital expenditures of business-has fallen
to about 80 percent of capital spending. As Treasury itself recognizes, we are not
setting aside enough of today's income for tomorrow's growth.

The dissipation of equity capital.-In addition, as business turns more and more
to the financial markets to fund its investment, the result is borrowing. As re-
flected in government statistics, the ratio of debt to equity for manufacturing
companies has risen from about 25 percent in the early 1960s to 40 percent at the
end of 1977. According to the New York Stock Exchange Census of Share Owner-
ship, the individual-shareholder population has dropped from about 30.85 million
persons in 1970 to 25.27 million in 1975, the last year in which the quinquennial
census was performed. Also, whereas in 1969 1,703 companies raised new equity
capital totalling $7.481 billion through public offerings, the number declined to
238 in 1977 and totalled $6.413 billion.$ Obviously, the climate for risk investment
has changed. Moreover, the drying up of equity capital has been particularly harm-
ful to small firms and new ventures, and to technological innovation generally.

Fixed investment, real growth, and productivity.-With respect to real investment
in plant, equipment, and productive processes, government statistics indicate that
average non-resisential fixed investment in the United States for the period 1969-
1974 was 13.5 percent of national output. In contrast, the average for the larger
countries in the Organization for Economic Cooperation and Development
(OECD) was 18 percent, including 20 percent for West Germany and 25 percent
for Japan. These differentials in investment contributted to sharp differentials in
average real growth over the period, such as 3.8 percent for the United States;
4.6 percent for West Germany; and 9.7 percent for Japan.

Similarly a 1976 MAPI study of fixed investment and productivity growth in
selected OECD countries found the United States, in the years 1960-1973 to
have the lowest average annual percentage growth in real gross domestic product
per civilian employee and in output per man-hour in manufacturing in a group
consisting of the United States, Belgium, Canada, Denmark, France, Italy, Japan,
The Netherlands, Sweden, Switzerland, the United Kingdom, and West Germany.,
The MAPI study also found a remarkably close correlation between investment
and productivity.

The Administration's investment objective.-Last year, our investment perform-
ance improved. Real investment in the United States grew about 8 percent and,
for a change, exceeded that of most OECD countries. However, there is no cer-
tainty that we will continue at this pace, and the 8 percent level still is too low
in any event.

The Administration estimates that real fixed investment must rise by about
10 percent per year in order to achieve President Carter's objectives for the econ-
omy generally and for employment in particular, and to prepare for the massive
capital needs of the 1980s. In contrast, thus far in the 1970s, annual increases in
real investment have averaged less than 2 percent. For another measure of the
problem. Treasury states that productive capital per worker grew at about 3
percent per year in the 1960s, but has been virtually stagnant in the last five years.
Not surprisingly, the growth in productivity per worker in the 1970s has fallen
by about 25 percent.

Clearly, there is a good deal of catching up to do, not to mention a need for new
investment at much higher average rates than have prevailed to date in the cur-
rent decade.

The decline in real profit.-A careful study of lagging U.S. investment in the
1970s could fill volumes with relevant analysis. The central finding, however
would almost certainly have to be that real profits have become too low and
uncertain as Treasury Secretary Blumenthal and others have acknowledged.

According to goverment figures, after-tax rates of return on capital have de-
clined from around 8 percent in the mid-1960s to between 3 and 3.5 percent in
recent years. Also, as a percent of corporate product, profits have declined from
more than 11 percent in the mid-1960s to around 8 percent in recent years. For
another measure of the decline, a study by George Terborgh, MAPI Economic
Consultant, indicates that the adjusted after-tax profits of nonfinancial corpora-
tions in 1977 were only 70 percent of those in 1965. Even worse, adjusted retained
earnings for 1977 were only 30 percent of the 1965 amount.6 Also, Terborgh notes

3 Source : SEC Statistical Bulletin.
' "Fixed Investment and Productivity Growth in Major Industrial Countries, 1960-1973,"

MAPI Capital Goods Review No. 102, February 1976.
& "Inflation and Profits," by George Terborgb, MAPI economic consultant. MAPI Memo-

randum G-70, as revised and republished April 1978.
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that the earnings coverage of net interest payments for nonfinancial corporations
has declined from a multiple of 11.8 in 1965 to a multiple of 3.4 in the first quarter
of 1977.5

Although the decline in corporate profitability can be laid to a number of fac-
tors, there is no question that government is prominent in the picture; that federal
income tax policy has been one of the culprits; and that tax changes should be a
part of the solution.

Capital gains taxes and underinrestment.-Any careful look at federal tax policy
and U.S. underinvestment in the 1970s necessarily includes consideration of the
taxation of capital gains. If we want to know why there no longer is much risk
capital to be had, we might logically begin with a major levy affecting that capi-
tal. It is not the only factor in the equation, to be sure, but it is an important one.
Inasmuch as the only reward possibly to be realized from a risk investment is an
after-tax reward, any question concerning the feasibility of such an investment
must deal with the tax impact. Also, it is perhaps no coincidence that the drying
up of risk capital has been contemporaneous with the new tax increases imposed
on capital gains since 1969.

Both intuition and evidence lead us to scrutinize the taxation of capital gains,
and we can only conclude that the existing set-up is unsatisfactory. First of all,
because of inflation, the federal government currently taxes phantom gains in
huge amounts, thereby eroding capital itself before even getting to capital gain.
Secondly, the effective r.,te of federal income taxes on real capital gains-not to
mention that rate combined with taxes imposed on the same gains by other govern-
ments-has been raised to a point where the potential return on an investment
must be fairly high to justify any risk at all, especially by middle- and upper-in-
come individuals.

INFLATION AND THE TAXATION OF CAPITAL GAINS

On the inflation aspect of this, under the present system, the federal govern-
ment collects billions of dollars every year on fictitious capital gains. Whether it
is good public policy to tax "capital gains" or not, we should at least agree that
it is totally unacceptable to tax away the original investment itself. That is pre-
cisely what is happening because the federal government now taxes nominal rather
than real gains.

George Terborgh has spelled this out using a table-below-that traces the
effect of a 25 percent tax on the unadjusted capital gains from 10 different trans-
actions.' These involve the same asset, with the same cost, but different holding
periods. Specifically, the asset is purchased for $1,000 in each of the years 1 to 10
and is sold in the year 11 at a price representing an appreciation of 10 percent a
year. The general price index by which the historical cost is restated is also as-
sumed to advance 10 percent a year.

NOMINAL AND REAL CAPITAL GAINS FROM THE SALE IN YEAR 11 OF AN ASSET PURCHASED FOR $1,000 IN EACH
OF THE PRECEDING 10 YEARS

Historical-cost calculation Adjustment for inflation
Cost in Cost Real gain

dollars of Nominal Nominal restated in Real gain after the tax
Year of the year of Realization gain before Tax (at 25 gain after year 11 before tax on nominal
purchase purchase in year It tax (2)-(1) percent) tax (3)-(4) dollars (2)-(6) gain (7)-(4)

(1) (2) (3) (4) (5) (6) (7) (8)

.......... $1,000 $2,594 $1,594 $399 $1,195 $2,594 0 -$3"9
2 .......... 1000 2,358 1,358 340 1,018 2,358 0 -340
3 .......... 1000 2,144 1,144 286 858 2,144 0 -286
4 .......... 1000 1,949 949 238 711 1,949 0 -238
5 .......... ,000 1,772 772 193 579 1,772 0 -193
6 .......... ,000 1,611 611 153 458 611 0 -153
7 .......... 1.000 1,464 464 117 347 1,464 0 -117
8.......... 1,000 1 331 331 83 248 1,331 0 -83
9 .......... 1, 000 1, 210 210 53 157 1, 210 0 -53
10 ......... 1,000 1,100 100 25 75 1,100 0 -25
1 ......... 1.000 1,000 0 0 0 1,000 0 0

C "Corporate Earning Power in the Seventies: A Disaster," by George Terborgh, MAPI
economic consultant, MAPI, August 1977.7 "Inflation and the Taxation of Capital Gains," by George Terborgh, MAPI economic
consultant, MAPI, March 1978.
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The Terborgh study points out that the inflation adjustment converts nominal
gains into real after-tax losses, and these losses measure the erosion of real capital
by the tax. The case depicted in the table is a special one based on the assumption
that the asset appreciation rate equals the inflation rate. However, Terborgh
points out that as long as there is any inflation over the holding period, the real
after-tax losses are larger (or the gains smaller) than their nominal counterparts.

Whether capital gains are proper or not, certainly it is reasonable to ask that
any country that goes in for such taxation should see to it that the gains upon
which it levies are real. We would add that Congress and the Carter Administra-
tion cannot credibly profess to be worried about underinvestment and, at the
same time, allow capital erosion of this sort to continue.

Today, some 50 million homeowners are confronted with paying taxes, now or
in the future, on phantom capital gains-increases in market values of their home
induced by inflation. This appears to have been overlooked by the Administration
although it is the circumstance which was largely responsible for an explosion of
California taxpayers known as "Proposition 13."

THE REASONS FOR LOWER CAPITAL GAINS TAXES

Whereas the case for eliminating taxes on phantom gains is clear cut, reasonable
minds apparently differ on whether and how to tax real gains. Historically, the
compromise in our Internal Revenue Code has been to tax these gains at prefer-
entially lower rates than ordinary income.

Inducing risk capilal.-Risk-taking is at the heart of the case for a lower tax
burden on capital gains. In that regard, we note with interest that Chairman
Harold 0. Williams of the Securities and Exchange Commission felt so strongly
about the connection between capital gains taxes, risk-taking, and capital forma-
tion that he appeared and testified as an individual before the Subcommittee on
June 28, 1978 in favor of proposals to lower the taxes on gains. On the matter of
risks and rewards, he stated in part, as follows:

Let me restate the problem this way: Firms which must raise capital from the
public to grow must be able to convince investors to put their funds at risk-not
on the basis of the certainty of a periodic dividend payment-but on the assump-
tion that, over time, the investor's opportunity for after-tax appreciation in the
marketplace typically from the sale of his investment, will compensate for the
risk taken. if you view the marketplace today in terms of the interest rate on
instruments like bonds which guarantee a fixed annual return-the level of yield
available on a no-risk or very little risk basis-and contrast it to the after-capital
gains tax and inflation return for risk-taking, the incentive for risk-taking Is
inadequate to encourage individual investors to make the equity investments in
growth companies that we must encourage.

In our judgment, real capital gains should be taxed at the lowest rates politically
acceptable so as to induce equity investment. It is elementary that people will
not take risks in investing unless there is a probability of an after-tax reward in
some amount sufficiently great to justify the risk of loss. If no taxes were Involved,
a risk investment could be made based solely on the merits of the investment itself.
On the other hand, if the tax on gains were 100 percent, there presumably would
be no reward to justify any risk and, hence, no investment would be made.

Obviously, the threshold for risk-taking rises as the taxes on gains rise. How
much risk, one wonders, will a rational person take when the government is
standing by ready to skim, say, 50 percent of the gain? Or 30 percent? The "deck"
has increasingly been stacked against equity investment since the Tax Reform
Act of 1969 as the federal government's take has risen from a top rate of 25 percent
to one of 49.125 percent. To aggravate matters, inflation has increased so as to
worsen the tax on illusory gain, thereby confiscating captial itself. As we already
have noted, individual investors have been abandoning the stock market, and
new issues of common stock are seen much less frequently now than in the past.

To worsen matters, Congress has done little to alleviate the spiraling federal
income tax burden on ordinary income. As inflation has ratcheted people upward
into progressively higher tax brackets, even when they have had no real gains in
income, the only response has been ad hoc tax cuts deliberately skewed to the lower
incomes. Notwithstanding expert testimony to the contrary, prior to the current
reassessment of the tax issues involved, Congress seems to have adopted the view
that only the poor are affected by inflation and rising taxes. With government as
everyone's "silent partner" taking a high percentage of every dollar of income and
capital gains, including chunks of capital itself, it is no wonder that we are becom-
ing a consumption society.
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It is remarkable to us that there is so much hand-wringing by government about
underinvestment under circumstances such as these where the existing tax
system is perverse and much of the new legislation in recent years has been puni-
tive with respect to savings. Although cutting taxes on capital gains alone is no
panacea, it would be a major step in the right direction to inducing risk investment.
In our opinion, those who carry the banner for this tax reform deserve commenda-
tion, and those who oppose it should be held to task for the consequences.

The "bunching" problem and fairnes.-One of the basic reasons for having a
preferentially lower tax on capital gains is simply fairness to the taxpayer. When
an asset has been held for several years and has gained in value, it would be unfair
to tax the gain at ordinary income rates upon realization. The difficulty is that
under a progressive rate structure, the realization of gain accumulated over several
years can thrust the taxpayer upward into a higher bracket than would have been
the case had the gain been taxed as it accrued. This is not to argue for taxation of
unrealized gains and losses as they accrue, because that would be absolutely un-
manageable. However, the bunching problem does support the case for special
treatment of capital gains.

We should mention in that connection that income averaging is not an answer
to the bunching problem beacuse it is complicated and would have a look-in
effect with respect to investment. Even more basically objectionable is the fact
that capital gains, under averaging, still would be subject to tax at high ordinary-
income rates that would discourage risk investment.

In considering the dampening effect of high taxes on investment, it should be
remembered that investments normally are made solely on the basis of anticipated
monetary returns. Unlike personal services, investments usually do not have any-
thing to offer in the way of non-pecuniary reward (e.g., self-accomplishment,
self-aggrandizement, pride of workmanship, etc.).

Reducing the lock-in effect.-Not the least important consideration in the taxation
of capital gains is the lock-in effect of high rates. As anyone who presently has a
large gain can attest, it is not easy to disinvest or change position because the
taxing authorities are waiting in the wings to claim their "share". Consider the
individual who invested $10 000 ten years ago in ABC Corporation and had it rise
to $20,000 today. If he would like to sell that investment and buy XYZ Corpora-
tion in its place, he is faced with the following: (1) assuming a capital gains rate
of 25 percent, government will take $2,500 of the proceeds, so the choice is between
keeping $20,000 of ABC Corporation or reinvesting and acquiring $17,500 of
XYZ Corporation and (2) inasmuch as the real value of the $10,000 investment
now is $11,186; s the effective rate of tax on the real gaiAi is 210.8 percent.

It is clear from this example that there is a lock-in effect and that it can be
substantial. The tax burden on capital gains not only interferes with the fluidity
of investment capital; it also reduces the rate of realizations, thereby curtailing
capital gains revenues to government. Obviously, a lowering of taxes on capital
gains would help the situation.

U.S.-foreign comparison8.-We do not wish to rely on the argument that this
country should do everything that its neighbors do. However, it is of critical
importance to domestic and foreign investment that we not deviate substantially
from the mainstream unless government is willing to make accommodations for
the disruptions which may occur. The current Administration, in our opinion,
has been poorly advised on this point in proposing punitive and atypical taxes
for U.S. citizens working abroad; for companies with unremitted foreign subsidiary
earnings; and for capital gains. We have heard this rationalized as "leadership" in
international tax-policy affairs by those who advocate such change. If this is
leadership, then it is leadership without a following and to the great detriment of
American citizens.

In respect of capital gains, other nations with lower capital gains taxes or nore
at all include Australia, Belgium, Canada. France, Italy, Japan, the Netherlands,
Sweden, the United Kingdom, and West Germany. As all can see, there still are
many nations of the world with tax systems that strive to minimize the tax
deterrents to savings and investment. We would do well to follow suit.

THE ARGUMENTS AGAINST RELIEF

There is an opposite school of thought from ours which contends that capital
gains should be taxed as ordinary income, although in fact it is no such thing. In

8 Based on the Gross National Product Implicit Price Deflator at 141.29 for 197? and
79.02 for 1967.
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defense of this proposition, it is argued that we should (1) have steeper pro-
gressivity of tax rates; (2) have more income redistribution from the "rich" to
the "poor"; (3) eliminate the capital gains preference to simplify taxation: (4)
keep the federal revenues flowing in at ever-higher levels; and (5) have all
accretions of wealth be taxed the same way.

Progressivit.-It is true that capital gains tax relief would lessen the pro-
gressivity of the system somewhat. However, the existing structure has become
much too progressive for most taxpayers due partly to higher taxes because of
inflation, congressional inaction on such taxes, and various revisions to the Code
starting with the 1969 legislation. The progressivity changes have been severe
in the middle-and upper-middle income brackets. In our opinion, Congress should
not fashion tax policies solely by reference to their impacts on the top five percent
of the income population. More specifically, Congress should not make decisions
adverse to capital just because a handful of wealthy individuals would derive
some relief.

We find the progressivity arguments to be very short-sighted, and feel that
Congress might better look not to who derives the tax relief but to who benefits
from the investment induced by the change. Reducing the tax disincentives to
investment will create jobs and help to control inflation, either one of which should
be higher on anyone's list of priorities than more tax progressivity. As to those
Congressmen who think the Code has not become too progressive, we think they
would do well to begin talking to their middle-income, including upper-middle
income, constituents.

Income rndiaribution.-The attack on capital gains is in large part an attack
on wealth disparity because ownership of capital is believed to be concentrated
in the hands of the few. Actually, capital gains derive from many kinds of assets
so the "rich" alone are not involved. Also the benefits of capital (e.g jobs) are
rather well diffused through the economy. Whether income is suitably distributed
among the citizenry is a very subjective matter. Also, whether the tax system and
federal spending should constantly be adjusted to achieve some optimum distri-
bution is another question all its own, and one that raises doubts in a market
economy.

We need not become engaged in this debate beyond noting that taxes do affect
income distribution, and that too much income is being siphoned away from the
middle- and upper-middle income brackets. Wherever the immediate benefits of
capital gains tax cuts would fall, we believe that they ultimately would serve
the economy well. Moreover, we are not concerned that they might take a few
more wealthy taxpayers off the tax rolls. Some of these individuals now are tax-
free because of foreign tax credits, investment tax credits, and tax-exempt invest-
ment. We support those tax provisions as well as lower capital gains taxes because
they benefit the economy and that is the overriding consideration.

On a related point, inasmuch as there seems to be some presumption, and care-
less and emotional assertions even by persons in high office, that only the rich
benefit directly from tax concessions to capital gains and dividends, we would like
to point out some figures to the contrary. According to data compiled by the In-
ternal Revenue Service, the total net capital gains reported on all returns by
individuals in 1976 was $19,868,817,000.' Of this amount, 61.96 percent was
reported on returns having an adjusted gross income of less than $50,000 and 46
percent was reported on returns of less than $30,000. Dividends re ortea for the
same year in the IRS publication showed a similar pattern. Of the $4,451,749,000
total, 53.59 percent was reported in returns of under $50,000, and 37.55 percent
was reportedin returns of less than $30,000.

Finally on income distribution, Congress should not consider tax burdens in
isolation. When one factors in the distribution of income and other benefits from
government welfare and other transfer programs, it becomes clear that this country
is not only keeping the tax collector away from the poor and disadvantaged, but
also is delivering fairly well on income and services to the same group.

Tax simplific~tion.-If there is one objective of tax policy that is shopworn and
frequently misapplied but maintains some popular appeal, it is tax simplification.
Clearly, taxation would be simpler without a "preference" for capital gains. It
also would be simpler without deductions, credits, exclusions, andallthe other
"irregularities" that exist in the name of equity or fairness but complicate com-
pliance. We take no issue with bona fide simplification as an objective of tax

' See "Statistics of Income, Preliminary 1976, Individual Income Tax Returns," Depart-
ment of the Treasury, Internal Revenue Service, Publication 198(4-78).
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policy, but it is not the kind of thing that should be elevated too far. In order to
ave fair taxation, including concessions to "capital income" which induce

investment or at least do not deter it, we are entirely willing to have some
complexity.

Alongside employment and inflation control, both of which respond favorably
to increased investment, simplification is relatively low on our list of "priorities"
for tax policy, at least at this time.

Revenue cot.-The recent discussions about capital gains tax rollbacks has
been dominated by assertions and counter-assertions about the cost to govern-
ment of the rollback proposals. Those in favor of lower capital gains taxes con-
tend that their proposals would pay for themselves and deliver additional revenues
as well. In this plausible scenario, the capital gains tax cuts lead to a more buoyant
market for capital, including common stock, because the tax disincentives to
savings and investment are reduced. Improved market conditions then lead to
more realization of gains and assorted other benefits which translate into better
collections for the Treasury Department.

Critics of the capital gains proposals disagree that there would be favorable
revenue impacts. They note, accurarely, that econometric simulations are no
better than the assumptions built into them. In this case, the skeptics are in-
credulous that capital markets would respond favorably to tax cuts for capital
gains, although intuition and everyday experience suggest that activity will in-
crease when disincentives to that activity are removed. To support their view
that these tax cuts would involve intolerable cost, the critics then roll out their
own econometric model featuring "static" analysis.10 Although the economy is
dynamic rather than static, the model in question measures inflow or outgo as if
nothing changed but the tax provision under analysis.

We do not intend to join in this debate with the econometric modelers beyond
noting that common sense and some historical experience is on the side of those
who contend for tax cuts once taxes have reached repressive levels. Although we
can do no more than speculate about this, we believe that the revenue cost of a
complete rollback of capital gains taxes to pre-1970 levels would be nil and that
such a change might be a gainer as its proponents have contended.

Egalitarian 7J1inciples.-Values come into play everywhere in the capital
gains debate, but nowhere so much as in the rhetoric about taxing every dollar
of income the same way and being sure that all persons with identical income are
taxed the same amount (i.e., horizontal equity). Both positions are unacceptable
to us in this context because they derive from the premise that capital gains are
"income." If capital gains are not income, or if they are different from other
income such as wages, then the contentions about taxing all "income" the same
way are inapposite.

Capital gains, as we already have mentioned, are capital even though they can
be liquidated and spent. As students of tax policy have always been taught-
by analogy-the vegetation represented by the growth in an apple tree (i.e.,
capital gains) is qaite different from the fruit (i.e., income) yielded by the tree. It
may be quite all right to pick the fruit (i.e., tax the income), but sawing off the
limbs (i.e., taxing the capital or capital gain) is something else again. Until re-
cently, our federal tax policy on capital gains has tolerated some pruning of the
tree-to extend the analogy. Now, though, things have gotten out of hand.

Fruit trees aside, the fact that capital gains differ from income accords with
most individuals' perceptions of the matter. People will spend wages, dividends,
or interest payments for everyday needs but they usually do not dip into the
savings account or sell land or stock-however much the unrealized gain-for
these purposes short of special circumstances. We are struck by the disingenuous-
ness of those who, contrary to their own personal behavior in this respect, insist
on characterizing capital gains as income when, in fact, they too know it to be
something different.

It is one thing to say that we should tax capital gains in some small amount
because they happen to have a taxpaying capability when realized and the revenue
is needed for some purpose; it is quite another matter to make these gains out as
being something they are not in order to levy on them at full regular income
rates.

10For example, Secretary Blumenthal, relying upon such analysis, declared without
qualification in his testimony before this subcommittee that the proposed reduction of
capital gains rates would reduce revenues by f2 billion.
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TAX REFORM FOR CAPITAL GAINS

We concur in the view that taxes on capital gains have been raised too high, and
that the campaign to tax these gains like ordinary income must be derailed for all
reasons heretofore given.

Although we have very strong views about the impropriety of taxing capital, we
do not wish to seem doctrinaire in proposing remedial measures. The central idea
we espouse is that the tax burden on capital must be lowered. Of cours, this can be
done any number of ways, including adjustments to capital gains taxes; the invest-
ment tax credit; depreciation; integration of the taxes on distributed corporate
income; lower individual and corporate tax rates; etc. Capital gains taxes are the
central issue at this time because they are high by past experience; they are directly
connected with savings and investment which are low now by most measures; and
the United States has strayed away from international norms in this area of
taxation.

Real gains.-For amendments to the tax on capital gains we favor ending the
tax on nominal gains as the first reform, at least in terms oi a logical progression
of reform. It stands to reason that if the United States is to continue to tax capital
gains, then the tax should be applied to real gains rather than phantom ones. De-
flating the gain to real terms is the first step, and failure to take it will continue the
current confiscation of capital.

If indexation of the gain is too complex for Congress to consider now, then this
step can be delayed to a later date. For example, a simple rollback to pre-1970
capital gains taxation would not entail indexation and could be implemented first
if necessary. However, government's work in reforming the taxation of capital
gains will not be done until a way has been found to restate these amounts to real
terms.

Tax ratu.-We feel that, as a relatively modest proposal, 25 percent is about as
high as the rate on capital gains should go, and that the excluded half of capital
gains should be eliminated as a tax preference. Regarding the tax rate, it is clear
that a zero rate would impose no impediment to savings and investment and that
a 100 percent rate would be prohibitive. We know that some point is reached be-
tween zero and 100 percent where the rate of return on an investment, as dimin-
ished by the federal tax, is just marginal vis-a-vis other uses (e.g., consumption)
to which accumulated wealth might be put. There is no way to determine scientific-
ally what this marginal or ceiling rate is. However, 25 percent was the limit before
1970, and we know what has happened to risk capital since Congress began tight-
ening the screws.

The preference item.-Our complaint about the minimum tax and the bad policy
reflected therein is a long-standing one, and has been fully articulated by MA PI on
the public record." Rather than restate the indictment, a copy of the same is at-
tached." As already indicated, some 14.125 percent of the increased tax burden on
capital gains at the maximum rate since the tax Reform Act of 1969 is due to the
inclusion of the excluded half of capital gains as a preference items subject to the
minumum tax. Eliminating this preference item would be a step in the right direc-
tion for capital gains tax reform. Eliminating the minumum tax itself would be a
cause for celebration, expunging from the federal income tax system perhaps the
poorest most misrepresented, and least well understood instrument of tax policy
enacted in recent years.'&

A rollover provision.-A final step in renovating capital gains taxation would be
to establish a deferral of tax on realized gains provided that they are reinvested
within a stated period of time. The highly respected tax scholar, Dan Throop
Smith, has long advocated this concept. In discussing the lock-in effect of current
taxation earlier, we gave illustrations of the capital erosion that occurs in reinvest-
ment situations. The lock-in effect impairs the liquidity of capital markets and
reduces the level of capital gains realizations interfering with investment flow,
capital allocation, and revenues as well. A rollover provision, such as applies in
the case of a taxpayer's primary residence, would be beneficial to capital forma-
tion, in our opinion. Also, it would finally recognize in the tax law that capital
gains are capital, and would not tax them until realized and consumed.

u For a bill of partculars. see "The Minimum Tax on Tax Preferences--The Back-Door
Route to Federal Tax Increases," MAPI. March 1977.

'*We would appreciate this study being accepted for the record in the discretion of the
subcommittee.

u For another statement in opposition to the minimum tax. see the testimony of Professor
Boris 1. Bittker, Yale University Law School, to the House Committee on Ways and Means,
June 23, 1975.



Sliding-scale rate.-In the event that a rollover provision might present prob-
lems in administration and compliance, consideration could be given to the use of
sliding-scale tax rates for capital gains. The same recordkeeping as now applies to
capital assets would continue under this new regime. Only the rates would be
adjusted, to tax short holdings at relatively higher rates and longer holdings at
lower rates, preferably down to zero after some designated period of time. Of all
the new ideas that could be pursued in reforming capital gains taxation, this Is
one of the simplest and most easily understood.

Other current proposal.-In making a case for improvements in capital gains
taxation, we do not wish to be considered in opposition to certain other proposals
now being studied in favor of savings and investment. More specifically, we think
that the Carter Administration's investment tax credit and corporate rate reduction
proposals are meritorious, as would be various tax cuts for individuals if they were
not redistributive of income. Within budgetary constraints, capital gains reform
should not sidetrack or displace these other tax changes having a similar purpose,
because tax relief for capital is a priority matter and substantial relief is in order.

On another point, we believe that all capital gains proposals should be con-
sidered in the context of the existing tax legislative program of the Administra-
tion. As previously stated, we are of the view that there has been too much piece-
meal consideration of tax policy in the 95th Congress, and failure of coordination
need not happen as to the capital gains proposals as well.

It is a pleasure to be able to present our thoughts on capital gains taxation to the
Subcommittee on Taxation and Debt Management of the Senate Finance Com-
mittee. If we can be of further assistance, please do not hesitate to call on us.

THE MINIMUM TAX ON TAX PREFERENCES--THE BACK-DOOR ROUTE TO

FEDERAL TAX INCREASES

INTRODUCTION

Notwithstanding the passions aroused by taxation, the Internal Revenue Code
(hereinafter, the "Code ) has proven itself over the years to be one of the more
successful systems of voluntary self-assessment yet devised by a democratic
government. This record is all the more remarkable when it is considered that
the Code has been relied upon to finance government; attempt to provide cyclical
economic stabilization; regulate economic growth; reward, encourage, deter
and/or punish various specific activities; balance international payments; and
achieve a host of social objectives, including the redistribution of income. Because
the tax laws are put to such a variety of uses and because they directly influence
the allocation of scarce resources through greater or lesser interference with
private initiative, it is not surprising that the Code is both complicated and
controversial.

One fairly recent manifestation of the public concern with the complexity and
fairness of the Code is a new form of tax, the minimum tax on so-called "tax
preferences." As more fully described below, this tax was first enacted in the
Tax Reform Act of 19691 and then substantially enlarged by the Tax Reform
Act of 1976.1 One purpose of the minimum tax was, and is, to ensure that all
taxpayers pay their "fair share" of the costs of government through curtailing
the benefits obtainable from "excessive" use of tax preferences sometimes
described as tax loopholes. This purpose is, to an extent, achieved by tle minimum
tax. However, there is a costly trade-off in that the tax undercuts certain laws
(i.e., the tax preferences) earlier approved by Congress to reduce federal income
tax disincentives-or, alternatively, to provide incentives-to activities and
investments believed to be in the public interest. Moreover, in imposing this
new burden on capital formation and increasing the bias in our tax system against
investment, the minimum tax actually complicates rather than simplifies the
tax law.

Although recent federal tax legislation has significantly enlarged the minimum
tax we believe that it is an unsound device for legislating fiscal policy change
and should be repealed. If tax preferences have become a legitimate cause for
concern, Congress should deal directly with those items to which substantial
questions have been raised.

2 Public Law 91-172, as described in MAPI Bulletins 4394, 4395. 4898, 4400, 4403, 4407,
and 4408, and MAPI Memorandum T-40.

' Public Law 94-455, as described In MAPI Bulletin 5491.
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This study reviews the events and the series of legislative proposals leading
to adoption of the minimum tax and then examines in some detail the character
and effects of that tax.

BACKGROUND

As already indicated the minimum tax on "tax preferences" came into existence
as a part of the Tax reform Act of 1969. This tax revision gained momentum
late in the Johnson Administration when much publicity was given to the fact
that, in 1966, some 154 federal income tax returns with adjusted gross incomes
of $200,000 or more (not including those with income exclusions which did not
show on the returns) were filed without any tax due at all. The alleged "problem"
was that the tax law provided preferential tax treatment to certain types of
income through special exemptions, exclusions, deductions, deferrals, credits,
rate reductions, or similar mechanisms. As a result, these types of income were
totally or partially excludable from the income tax base, and some wealthy
taxpayers so inclined could structure their affairs with one or a combination of
these items so as to reduce or eliminate their current tax liabilities.

This matter of certain wealthy persons paying little or no tax was a natural
and limited consequence of the government having selectively reduced federal
income tax disincentives to certain economic activities. However, it was repre-
sented by certain tax revision advocates to be a gross and intolerable inequity
in the system which favored the wealthy at the expense of ordinary income
earners, and which in their view, might well lead to a taxpayers' rebellion, failing
remedial action. The alleged "abuses" of "tax preferences" became a rallying
point both for persons perceiving a need for selective reform-including the
payment of some amount of taxes from all economic income-and persons seeking
radical socioeconomic change through tax law revision. "Remedial" action in the
form of the minimum tax on tax preferences was the eventual result.
The Johnson administration (1968) proposal

The original proposal of the U.S. Treasury Department for a minimum tax
was published in 1968. At that time, the minimum tax-to-be was conceived as an
alternative to the tax otherwise due under the regular tax rules, and it would
have been applied only to individual taxpayers. First, a taxpayer would have
figured his regular tax liability without regard to special rules. Then he would
have figured his liability under rules which included certain tax preferences in
income but applied rates at one-half of those in the regular rate schedule. If the
latter computation (iLe the minimum tax) yielded more liability than the former
(i.e., the regular tax), then the minimum tax would have been due instead of the
regular tax.

This minimum tax would have been a comparative levy (i.e., the regular li-
ability being compared with the minimum tax, and the larger of the two amounts
being due) rather than an add-on tax. The rate structure for this minimum tax,
being half the usual schedule, would have been progressive. Due to lack of time
for consideration of "tax reform" in the 90th Congress, no action was taken on
the Johnson Administration's version of the minimum tax.
The Nixon administration (1969) proposal

In early 1969, the Nixon Administration proposed a minimum tax which in-
volved a somewhat different computation than the one considered in the prior
Congress, although the concept was the same and the tax still would have applied
only to individual taxpayers. In this case, the idea was to prevent the use of tax.
preferences from excluding from federal income taxation more than one-half of
adjusted gross income plus certain specified preferences. Amounts of "disquali-
fied" tax preferences (i.e., amounts in excess of one-half of adjusted gross income
increased by certain stated preference income) would have been includable in the
tax base subject to regular rates of tax.

This type of minimum tax was approved by the House Committee on Ways
and Means during consideration of what was to become the Tax Reform Act of
1969, and it included a small but controversial group of designated tax preferences
(among them, for example, interest on state and local government bonds). As in the
case of the Johnson Administration's proposal, the Nixon Administration's mini-
mum tax would have been a comparative tax involving the existing progressive
rate structure.
The Senate (1969) version of the minimum tax

When the Tax Reform Act of 1969 came up for consideration on the Senate
side, the minimum tax was thoroughly overhauled by the Finance Committee.
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Among other things, it was extended to corporate as well as individual taxpayers.
Further, it was turned into a supplemental, or add-on, tax applicable to prefer-
ence income in excess of a $30,000 exemption, irrespective of the amount of that
income in relation to all income of the taxpayer. Also, a flat rate of tax was pro-
posed instead of using the regular progressive scale or some configuration thereof.

Then, on the Senate floor, a liberalizing amendment successfully offered by
proponets of a comparative rather than a supplemental minimum tax provided a
deduction for regular taxes p aid in computing minimum tax liability. The $30,000
exemption, the deduction for regular taxes paid, and the relatively low flat tax
rate (i.e., 10 percent), all added on the Senate side and eventually accepted by
Joint Conferees, tended to blunt the impact of the minimum tax to the chagrin of
certain tax revision advocates who-it will be seen-eventually managed to
change all three such characteristics of the tax. Also, the list of preferences was
modified to make it more nearly acceptable to broad constituencies.
Tax Reform Act of 1969 and the mimimum tax

As finally enacted in the Tax Reform Act of 1969, the minimum tax applied to
individuals and corporations. The minimum tax was equal to 10 percent of the
taxpayer's items of tax preference, reduced by a $30,000 exemption and the regu-
lar income tax liability (in turn, reduced by any foreign tax credit, retirement in-
come credit, or investment credit). Regular taxes not used to offset preferences
in the current year were allowed to be carried over for up to seven additional years.
Also, it was possible to defer some or all of the minimum tax for a year in which
the taxpayer had a net operating loss which could be carried over to another year.

The tax preferences covered were (1) the excluded portion of capital gains;
(2) the excess of the natural resources depletion deduction over the adjusted basis
of the property: (3) the excess of accelerated over straight-line depreciation on
real property; (4) the excess of the fair market value of optioned stock at the time
of exercise over the option price of the stock; (5) accelerated depreciation in excess
of straight-line depreciation on personal property subject to a net lease (subse-
quently amended to exclude the acceleration resulting from use of the Asset De-
preciation Range system enacted in the Revenue Act of 1971); ' (6) the excess of
rapid amortization over accelerated depreciation for certified pollution control
facilities; (7) the excess of rapid amortization over accelerated depreciation for
railroad rolling stock; (8) bad debt reserves of financial institutions to the extent
they exceed amounts allowable based on an institution's own experience (or in-
dustry experience in the case of new institutions); and (9) the excess of investment
interest expense over net investment income.

As a result of an amendment to the minimum tax in the Revenue Act of 1971,
another tax preference was added representing the excess of rapid amortization
taken on job training or child-care facilities over accelerated depreciation.
Tax preference# and tax expenditures

As to the "tax preferences" themselves, to which the minimum tax applies, it
should be noted that they are considered by the "reformers" as synonymous
with "tax expenditures." These are amounts, according to the supporters of such
concepts, by which government "subsidizes" various activities through concessions
in the tax base, whether those concessions be special exemptions, exclusions,
deductions, credits, deferrals, rate reductions, or whatever. The name "tax
expenditures" was coined and popularized by foes of these modifications of the
tax base who contend that they amount to government spending by indirection
which might better not be done at all, or, alternatively, be performed by grant
or other direct means. These persons also argue that the very existence of tax
preferences leads to abuses by the well-to-do, including tax shelter syndications
and related phenomena, which curb the progressivity of the tax structure and
lead to assorted intolerable inequities.

Although opponents of "tax expenditures" established their most important
beachhead in 1969 with enactment oi the minimum tax in Public Law 91-172
they gained still another significant foothold in the Congresssional Budget and
Impoundment Act of 1974. The statute institutionalized in the federal budget
process an annual practice of reporting on amounts of federal revenues believed
foregone as a result of "tax expenditures," item by item. This listing of conces-
sions in the federal tax base is, of course, an important document to all persons
concerned with the revenues and expenditures of the federal government. More
than that, though, the annual appendix to the federal budget dealing with

3 This particular preference did not apply to corporationL
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tax expenditures has become both a basic reference piece and "shopping list" for
tax revisionists who oppose some or all tax preferences.
Tax Reform Act of 1976 and the minimum tax

The Tax Reform Act of 1976 significantly tightens and enlarges the minimum
tax for both individuals and corporations. For individuals, the minimum tax
rate is increased to 15 percent from 10 percent; the dollar exemption is scaled
down from $30,000 to the greater of $10,000 or one-half of regular income tax
liability; and the seven-year carryover of unused regular taxes has been repealed.
Three more tax preferences have been added for individual taxpayers, in summary
as follows: (1) itemized deductions (other than medical and casualty loss deduc-
tions) in excess of 60 percent of adjusted gross income; (2) intangible drilling
costs in excess of the amount deductible if capitalized and amortized over 10
years; and (3) accelerated depreciation on all personal property subject to a
lease, including the acceleration resulting from use of the Asset Depreciation
Range system but not bonus first-year depreciation.

For corporations, the minimum tax rate is raised to 15 percent from 10 percent.
The dollar exemption is reduced from $30,000 to $10,000 or the full amount of
regular income tax liability, whichever is greater. Also, the carryover of unused
regular taxes has been repealed. The items of tax preference have not been
changed for corporations, except for timber income. There, special rules applicable
to gains from the cutting of timber and long-term gains from the sale of timber
have the effect of exempting timber income from the increase in the minimum
tax for corporations.

The Secretary of the Treasury is instructed by the new minimum tax legisla-
tion to issue regulations under which there will be no such tax when individuals
or corporations do not receive any tax benefit from a tax preference.

Generally speaking, the minimum tax changes for both individuals and corpora-
tions in the Tax Reform Act of 1976-which was signed into law on October 4,
1976-were made effective for taxable years beginning after December 31, 1976.
Therefore, for most affected taxpayers, the changes adverse to them were struc-
tured so as to have a limited retroactive application as well.

A CRITIQUE OF THE MINIMUM TAX

As a review of the recent history of the minimum tax indicates, the congres-
sional majority has a predilection towards its continuation and enlargement.
With the amendments to the minimum tax accomplished by the Tax Reform
Act of 1976, many more taxpayers will become liable for this levy in greater
amounts on more kinds of income than ever before. Moreover, the minimum tax,
which was originally conceived as a comparative tax, seems to be evolving in the
direction of becoming a supplemental or add-on levy applicable to tax preferences
without reference to their magnitude in relation to income otherwise taxable.

The trend line is clear. What once was offered as a means to curtail an alleged
overindulgence in tax preferences by some wealthy individuals has become in-
creasingly an instrument for curtailment by indirection of the preferences them-
selves. Also, the tax no longer is wholly restricted to "wealthy" individuals. It
now affects many taxpayers well below the so-called wealthy class and is applied
to corporations as well.

As more fully described below, the minimum tax is unsatisfactory on a number
of counts, and the consequences of the tax entend far beyond those individuals
and corporations subject to it. To summarize the shortcomings of the minimum
tax: (1) it is an objectionable vehicle for legislating tax policy and lacks the
visibility normally attache I to Fignificant tax increases; (2) it complicates,
rather than simplifies, the Code; (3) it should not apply to corporations in any
event; (4) it derives its impetus more nearly from popular prejudice than from
objective consideration of resource allocation via the tax laws; and (5) it is
a further penalty on savings and investment at a time when capital formation
already is inadequate in this country.
Legislative procedures

As a mechanism of tax revision, the minimum tax is at best an expedient. The
various provisions of "tax preference" in the Code were, prior to the coming of
the minimum tax, considered individually on their own merits and similarly
voted into law. In enacting these provisions, Congress and the Executive Branch
of government carefully determined that the federal income tax disincentive to
various activities should be wholly or partially relieved. The minimum tax, to
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the contrary, is a tax legislative mechanism whereby this disincentive is partly
reinstated without altering the Code provisions originally enacted to reduce the
disincentive.

Whether or not one agrees that there should be a minimum level of federal
income tax liability for every citizen, there can be little disagreement that the
minimum tax is a 'scattershot" device. For example, it is possible to amend the
minimum tax by reducing the fixed-dollar exemption or the deduction for regular
federal income tax liability, and thereby to reduce a dozen or more tax preferences
without giving individual attention to the specific economic activities impacted
by the change. Whereas the tax impacts on these activities were directly and
carefully considered in the first instance, the minimum tax affords means by which
cax preferences can be reduced in a composite and indirect way. Along the same
tines, the accountability of a legislator to his constituents for taking a position
on the minimum tax which may be adverse to one or more economic activities
is diffused if not obfuscated by the mechanism.

Also the results can be haphazard and run against the grain of what otherwise
is sound and settled tax policy. Consider the application of the minimum tax to
the difference between the fair market value and the exercise price of a qualified
stock option.4 In this case, the tax is levied, notwithstanding that no cash to use
in payment of the liability is generated by exercise of the option, and not with-
standing that the employee cannot even liquidate optioned stock to pay the tax
liability without violating the holding period requirements to which the qualified
stock option benefits are tied. Also, the basis of the optioned stock is not increased
by the minimum tax paid; the tax paid on the "paper" gain is not recoverable if
the optioned stock is later sold at a loss; and, if the transaction ultimately results
in a capital gain, the employee may incur another minimum tax partially duplica-
tive of the one incurred on exercise. One wonders whether Congress even con-
sidered these matters in enacting its minimum tax.

To take another example, the Tax Reform Act of 1976 extend. Code section
169 on rapid amortization of certified pollution control facilities. Because of the
heavy burden of capital expenditures for statutorily mandated environmental
protection, Congress not only extended rapid amortization, but added a 5 per-
cent investment tax credit for qualifying facilities.' This new allowance is some-
what more advantageous than the depreciation and investment tax credit other-
wise available as intended, but that result may not obtain where the taxpayer
is subject to tie minimum tax. Indeed, the advantage may be almost completely
eliminated by related minimum tax liabilities for some companies in those indus-
tries most in need of the legislated advantage. Could Congress have intended
such a capricious result as to have a taxpayer lose these new tax benefits simply
because his regular tax liability in a particular year is so low-through misfortune
or the normal application of other operative C ode provisions-as to expose him
to a minimum tax liability?
Complication, not simplification

The tax revision objective most often recognized in the breach is, of course, tax
simplification. For evidence of this, a person need only contemplate what was
wrought by Congress in terms of complication of federal income taxation by enact-
ing the Tax Reform Acts of 1969 and 1976. As one specific example, consider the
minimum tax on tax preferences. It is true, as some tax revisionists vigorously
contend, that the tax preferences hit by the minimum tax (e.g., the untaxed por-
tion of capital gains) are a complicating feature of the Code. However, these
preferences reflect value judgments of the body politic as to activities which should
not bear the full burden of federal income taxation, and it would be both unrealistic
and unwise to have a taxing system without any such concessions. Superimposed
on these tax preferences is the minimum tax. The minimum tax is a complicating
element because it adds to the framework of tax preferences already in the Code
an entirely new set of computations to be made with respect to them.

As more and more taxpayers come within the range of potential liability for the
minimum tax-the number having been increased tenfold, by some estimates, by

'Except for qualified stock options granted under transitional rules, the Code provisions
conferring special tax attributes in this area were repealed by section 603 of the Tax
Reform Act of 1976. The discussion herein of the minimum tax in this particular context
is intended only to demonstrate that application of the minimum tax can be at cross-
purposes with settled tax policy.

I A somewhat larger "bonus' investment tax credit than finally enacted was Considered
but then rejected because of budgetary pressures.
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the Tax Reform Act of 1976-they will find themselves with several difficult tax
computations to make instead of one. Along with the new computations associated
with the minimum tax, there will be new complications, and, for government, an
enlarged bureaucracy to deal with them. Also, regrettably for tax simplification,
it is to be expected that the minimum tax, for so long as it is perpetuated in the
Code, will be subject to periodic congressional tinkering with the rates, exemptions,
deductions, and list of preferences. The very concept on which the minimum tax
is predicated, that of having every taxpayer pay a '"fair share" of tax on his "eco-
nomic income," is one which bears the seeds of literally endless debate. If the
experience to date is any indication, the outlook is for a complex addition to the
Code, the minimum tax, to become even more unwieldy with the passage of time.

Ironically, too, the objective of some tax revisionists to "bleed' tax preferences
through the minimum tax until they become ea. y targets of repeal seems unlikely
to succeed, notwithstanding the harm that the tax will cause in curtailing the
capital flow to various desirable activities. For example, experience to date shows
that various preferences (e.g., the exclusion of interest income from state and local
bonds), of the dozens which could be subjected to the minimum tax, command the
interest of a sufficiently broad and active taxpayer base to be reasonably secure
from even the most ardent of tax revisionists. Meanwhile, new legislation-e.g.,
the Tax Reform Act of 1969, the Revenue Act of 1971, and the Tax Reform Act of
1976-creates new preferences where Congress deems that appropriate, and the
new preferences do not necessarily become part of the minimum tax base. "Tax
simplification" may not be the antithesis of the minimum tax, but it seems fair to
say that simplification and the minimum tax have little in common.
A minimum tax on corporations

One reason advanced for having a minimum tax is that the tax preferences in
the Code tend to disturb the intended progressivity of the federal income tax
structure. It is contended that, given the existing rate structure, there is a special
incentive for persons of high income to mr'e tax preferences. To the extent that
this is done, it is possible for these persons to reduce their taxable incomes (as
compared to their "economic" incomes) to levels where the applicable tax rates
are relatively low. Hence, it is reasoned, the intended progressivity of the rate
structure is diminished, and that is a justification for the minimum tax. A fallacy
in this line of reasoning as it applies to the corporate minimum tax is that the
federal income tax for corporations is not very progressive at all. In fact, for cor-
porations above the surtax exemption level of income, the rate is flat. Accordingly,
there generally is no special incentive for a corporation of "high" income, as com-
pared to one having low income, to use tax preferences. Also, there is very little
progressivity to be distorted by the use of such preferences.

Why, then, is there a minimum tax for corporations? The Johnson Administra-
tion, which first proposed the minimum tax, intended it only for individuals. The
Nixon Administration, which subsequently accepted a minimum tax as one of its
tax reform objectives, similarly intended it only for individuals. The device was
extended to corporations by the Senate Finance Committee in its consideration of
the proposed Tax Reform Act of 1969. In Senate Report No. 91-552, the Finance
Committee stated, as follows:

" C]orporations with long-term capital gains, accelerated depreciation,
intangible drilling and development expenses and percentage depletion, and
financial institutions with special deductions for additions to bad debt reserves
tend to pay smaller amounts of tax than other corporations.

... [Tihe House provisions fo." a limit on tax preferences and allocation o'
deductions would apply only to individuals and not to corporations. In large
measure, this is because these provisions [i.e., the flouse-passed provisions as
compared to those reported by the Senate Finance Committee] do not lend them-
selves to the taxation of preferences enjoyed by corporations. For example, a
corporation with sufficient tax preferences to be affected by these provisions
could arrange to escape from their impact by merging with other corporations
with relatively small amounts of tax preference income."

It would appear from these assertions of the Senate Finance Committee that
that the only reason for extending the minimum tax to corporations was a gener-
alized distaste for tax preferences. For persons who might question the adequacy
of this rationale, a closer look at the legislative background is instructive. In
particular, the Senate Finance Committee found it desirable to reject two related
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provisions of the Tax Reform Act of 1969 as passed by the House of Representa-
tives. These were the "limit on tax preferences" and theprovisionfor the allocation
of deductions between taxable and nontaxable income, both of which were con-
sidered to be too complex and objectionable in certain other respects. The Finance
Committee replaced the limit on tax preferences with what came to be known as
the minimum tax on tax preferences, but it did not replace the item dealing with
the allocation of deductions. Some observers believe that the minimum tax was
extended to corporations solely to pick up the revenue loss occasioned by deleting
the deductions provision from the bill.
Popular prejudice

Like certain other public policies reflected in the statute books, the minimum
tax is more nearly a reflection of "popular prejudice" than of objective economic
analysis. A part of this popular prejudice is to feel that persons-especially those
of means-are evading civic responsibility unless they participate through regular
and sizable federal income tax payments in the cost of the U.S. government. In
this particular view of "wealth" and the responsibilities which go along with it,
there is no latitude for argument that taxes clue were determined in full compliance
with the law. One reason for this is that persons who derive all of their income
from personal services-i.e., the majority of taxpayers-as compared to those who
earn some or all of their income from capital do not feel that they have equal access
to tax preferences. This, of course, is incorrect because many "tax preferences"
are available only to persons of low and middle incomes, and these preferences
are not now subject to, and probably will not ever be made subject to, the min-
imum tax. Also, some tax preferences now subject to the minimum tax are used
by persons and entities at moderate as well as high-income levels.

Advocates of the minimum tax exploited this prejudice in 1969 when they
decried the existing condition which permitted 154 taxpayers having adjusted
gross income in excess of $200,000 in 1966 to be free of federal income tax. In 1976,
supporters of an enlarged minimum tax again made much of the fact that 244
persons at the same level of income (nut adjusted for inflation) in 1974 reported
no federal income tax. Corporate taxpayers find themselves subject to the same
kind of review now by persons purporting to report annually on those entities
which, allegedly, have not paid a "fair share" of taxes, irrespective of the reasons
why. The idiom employed by persons exploiting this popular prejudice includes
such "carefully" chosen words as "freeloader," and expressly or impliedly indi-
cates that the real progression in the federal income tax structure is from those
with the greatest ability to pay at the bottom to those with the least ability to
pay at the ton.

The allegations and implications which have led to the minimum tax do not
hold up well under close analysis. For example, former Treasury Department
Assistant Secretary (Tax Policy) Edwin S. Cohen testified on "Tax Subsidies and
Tax Reform" before the Joint Economic Committee of Congress in July 1972,
and he spoke directly to this point. Using preliminary 1970 data, Mr. Cohen
noted that there were some 100 individuals in that year who had adjusted gross
incomes of $200,000 or more but paid no federal income tax. However, there were
15,200 other individuals at the same level of income who paid this tax at an

effective rate of 44.1 percent of adjusted gross income and 59.5 percent of taxable
income. Mr. Cohen concluded as follows:

"From this, it is perfectly clear that in general the rich are paying federal income
taxes in large amounts. And they are paying more than they were in 1968 while
other taxpayers are paying less.'

Turning to the few nontaxable persons with adjusted gross income above
$200,000, Mr. Cohen and his staff had performed further analysis. In several
cases, the absence of U.S. tax liability was due to operation of the foreign tax
credit in situations where the effective foreign income tax rate for the individuals
had averaged 62 percent of adjusted gross income and 70 percent of taxable
income. In another group of cases, the 1970 federal income tax liability was
eliminated because of deductions for state income taxes paid in 1970 pertaining
to large amounts of nonrecurring 1969 income of which substantial amounts of
federal income tax had been paid in 1969. In another group, the principal element
in elimination of federal income tax liability was charitable contributions under
circumstances in which Congress, in amending the law in this area in 1969,
recognized that some instances of nontaxability still would result. In the remaining
cases, the principal deduction was either "interest paid" or "miscellaneous
deductions.'" Mr. Cohen felt as to some of the persons in this latter group that

33-578 0 - 79 - 31
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the existing definition of "adjusted gross income" might be giving them the
appearance of having high income, whereas their large business and investment
expenses suggested to the contrary.

In concluding the portion of his presentation dealing with this subject, Mr.
Cohen stated, as follows:

"Now I do not mean to imply from this review of the 106 cases that there is
not a constant need for vigilance and improvement in the tax laws. Most as-
suredly there is a definite need. I mean only to indicate that there is relatively
little guidance to be gained from these particular returns in relation to major
issues of tax policy, and the attention that has been devoted to them is unwar-
ranted and unwise."

Notwithstanding the facts presented on the public record by Mr. Cohen and
his advice about the undue attention given to a few, nontaxable, high-income
taxpayers, the peculiar "chemistry" of popular prejudice that propels the mini-
mum tax and favors still more redistribution of wealth persists and grows. As
already mentioned, the Tax Reform Act of 1976 substantially enlarged the mini-
mum tax. In addition, Congress instructed the Secretary of the Treasury to publish
statistics on the tax liability of people with high total income, including the
number and average income of high-income people with no income tax liability
(after credits); the specific deductions, exclusions, and credits used to avoid tax;
the overall number of high-income individuals; and the total income and tax
liability of the high-income group.
A penalty on savings and investment

Whatever else the minimum tax may be, it is a penalty on savings and invest-
ment. Whereas Congress once enacted special tax provisions to reduce the dis-
incentives of federal income taxation to savings and investment, through the
minimum tax Congress has enacted further provisions to partially reinstate
the disincentives. While this may seem contradictory as a reflection of public
thinking about tax incentives for capital formation, the question of capital forma-
tion does not enter significantly into the tax revision dialogue as it deals with this
levy. This is because the dialogue is preempted by the rhetoric of popular prejudice
to which the situation addressed by the minimum tax so conveniently lends itself.
As a result, the minimum tax is popularly thought of as a deterrent to tax avoid-
ance by the rich, not as a deterrent to capital formation. The irony of this is that
the minimum tax is most certainly an impediment to capital formation in those
areas otherwise favored by the taxed preferences, but it does not ensure that the
rich (e.g., those few who now have high income but escape tax) will be subject to
tax. As indicated earlier, this is a costly tradeoff.

In reviewing the list of tax preferences-which, as already mentioned, does not
include those destined to remain inviolate due to a broad and active taxpayer
base-one encounters one anomaly after another. For example, capital gains are
given preferential treatment in the Code because of a general understanding that
it is inappropriate to tax capital on the same basis as income from capital. Indeed,
in some taxing jurisdictions abroad, capital is not taxed all because it is realized at
that capital is the "seed corn" of economic activity and growth. In establishing
the excluded portion of capital gains as a tax preference and later reducing the
minimum tax exemption while increasing the rate, did Congress consider that it
was moving in the direction of taxing capital gains as ordinary income? Would
Congress have taken action to reduce the excluded portion of capital gains had the
issue been considered directly and in isolation rather than in the minimum tax
concept? We hope not.

Continuing, Congress has provided for rapid amortization of the cost of various
types of facilities where that is believed to be in the public interest. However,
Congress also has listed as a tax preference the excess of rapid amortization over
accelerated depreciation for these facilities. If the objective of having "tax expendi-
tures" for these facilities is so important, does it really matter to Congress that a
small handful of taxpayers might funnel their income into these investments in
such a great amount as to reduce their current tax liabilities below what is per-
ceived in some minds to be a "fair share"? What is a "fair share" anyway? If
Congress were to consider these investment incentives individually on the public
record, would it conclude that they should be reduced? Does Congress really
believe, in curtailing tax preferences such as those which facilitate private savings
and investment, that the federal government rather than taxpayers should ad-
minister the "spending" programs to which the preferences relate?
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In these times of so much active concern about capital formation, not to
mention the employment and economic activity which is derived from capital,
it is nothing short of remarkable that the minimum tax is not only tolerated but
also increased. The tax directly erodes tax concessions to investment activity
and it is imposed on those persons with the greatest ability and propensity to save
and invest. The effect of the tax is to increase the burden associated with savings
and investment, and the increased Lurden can only serve to dampen that activity.
As noted earlier, the small number of wealthy individuals who have avoided tax
In the past can, at some modest inconvenience to themselves, continue to do so
if they are so inclined. The "penalty" of the minimum tax is borne not by these
celebrated few, but by a large segment of the tax structure and the economy at
large.

CONCLUDING COMMENT

There is good reason to conclude that the economic and fiscal policy objectives
of this country are not well served by the minimum tax on tax preferences. It is a
scattershot taxing mechanism which is deficient in concept and execution. It
results in tax policy inconsistencies; it complicates an already complex Code;
it works in contravention of laws intended to facilitate the allocation of scarce
resources to desired objectives; and it is significantly hidden by the inherent nature
of the mechanism. All of this is accomplished in a purported effort to squeeze
further tribute from some wealthy taxpayers who have legally reduced their
federal income tax liability to low levels, notwithstanding that their situations are
not typical of persons of high income generally and, in many cases, are not a result
of "overindulgence" in tax preferences. Ironically, the impact of the minimum
tax is much more widely felt and is borne directly by activities on which Congress
otherwise has conferred favored tax status. As indicated herein, the situation is
bad in this regard and it is worsening on a progressive basis. It represents federal
tax policy at its worst-a classic example of bad government.

Before more harm results from the minimum tax, it should be repealed. To the
extent that there continues to be public concern about "abusive" use of tax
preferences, Congress should deal with the preferences individually, including the
matter of any limitations to be imposed on their use.

MANUFACTURING CHEMIsTs ASSOCIATION,
Washington, D.C., July 14, 1978.Hon. ItARRY F. BYRD, Jr.,

Chairman, Subcommittee on Taxation and Debt Management, Committee on Finance,
U.S. Senate, Washington, D.C. 20510

DEAR MR. CHAIRMAN: This letter is submitted by the Manufacturing Chemists
Association (MCA) in connection with the public hearings before the Subcom-
mittee on Taxation and Debt Management of the Finance Committee on S. 3065,
a bill to amend the Internal Revenue Code of 1954 to provide pre-1969 tax treat-
ment of capital gains.

The Manufacturing Chemists Association is a nonprofit trade association
having 192 United States company members representing more than 90 percent
of the production capacity of basic industrial chemicals within this country.

The Manufacturing Chemists Association strongly supports legislative pro-
posals that tend to stimulate capital formation. The Association favors the
principles embodied in the President's tax proposals to reduce corporate tax
rates, to make permanent the 10 percent investment tax credit and to extend the
investment tax credit to industrial structures. MCA believes that S. 3065 will
supplement those proposals by stimulating individual capital investment. Both
corporate and individual incentives to captial formation are necessary.

The object of S. 3065 is to return the law in regard to capital gains tax rates to
the state that existed before enactment of the Tax Reform Act of 1969. Capital
gains of corporations would be taxed at a 25 percent rate the alternative tax of
25 percent for individuals would be available and capital gains would not con-
stitute a tax preference item for purposes of the minimum tax and the maximum
tax.

The 1969 Tax Reform Act changes had a sobering impact on the turnover of
capital investment. Despite the fact that the Treasury Department in 1969
estimated tax liabilities at the individual level of $165 million would rise to $275
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million by 1972 due to increased capital gains rates, relevant tax revenues actually
declined. Recent studies such as those done by Chase Econometrics, Merrill
Lynch Economics, and Bata Resources, Incorporated, show that elimination of
the disincentives introduced by the 1969 Act would substantially increase tax
revenues.

Capital investment by individuals in corporate equity securities has been lack-
ing in recent years. We believe individuals must be encouraged to invest in cor-
porate equity securities to provide new capital that will be needed for business to
modernize its plants and equipment in a potentially energy-scarce era.

The present high capital gains tax has a severely chilling effect on the ability
to attract equity investment in companies that are most in need of that invest-
ment. The only incentive to an individual to invest in the stock of a company that
reinvests earnings, rather than pays substantial dividends, is the possibility of a
capital gain on sale of the stock. If that capital gain is taxed at high rates and
the impact of inflation is considered, an investor may choose to purchase stock
in a company that does not havo the need to reinvest all of its earnings.

Representative William A. Steiger (R-WI) emphasized this point when, in
testifying before your Subcommittee, he stated:"In 1969, 698 firms with a net worth under $5 million raised $1.4 billion in
capital. In 1975, four firms raised $15 million; and in 1977, 30 firms raised $118
million.

"It is plain that something is wrong. High technology industries and venture
investors are convinced that the root cause of inadequate capital is the Tax
Reform Act of 1969, the law which increased the tax on capital gain."

The effect of inflation on our tax rate structures has been the subject of exten-
sive study in recent years, and complex remedies, such as some forms of indexing,
have been proposed to ensure that only income, and not capital, is being taxed.
Although a lower capital gains rate will not prevent the taxation of the apprecia-
tion in capital caused by inflation, taxation of such inflation gains would of course
be minimized by the passage of S. 3065.

To recapitulate, the capital-intensive chemical industry requires large amounts
of capital to enhance its productive capacity. We, therefore, support legislation
which will stimulate capital formation, such as the provisions contained in the
Administration's tax proposal (H.R. 12078) which would reduce corporate income
tax rates, make permanent the 10 percent investment tax credit and extend it to
industrial structures. We also support the concept contained in S. 3065, which
would encourage investment by individuals, but with the caveat that any cut in
capital gains tax rates should not be offset by a reduction in other capital forma-
tion incentives. We recommend, instead, that any loss of revenue which might
result from these tax cuts be compensated by a comparable reduction in Federal
spending.

Sincerely, W. J. DRIVER.

STATEMENT OF WILLIAM H. STRAW, VICE PRESIDENT FINANCE AND TREASURER,

MERIDITH CORP.

Before the Committee on Finance-Subcommittee on Taxation and Debt Man-
agement-relating to HI.R. 3050 which has to do with Tax Acconting Methods.

This statement by Meredith Corporation relates only to the portion of H.R.
3050 pertaining to publishers who sell magazines on newsstands.

We support II.R. 3050 inasmuch as it proposes to adopt a tax accounting rule
for the return of magazines that is more consistent with the generally accepted
accounting principle of matching income and expenses.

BACKGROUND

It has traditionally been the practice of magazine pulishers to distribute more
copies of magazines to newsdealers than will be sold in order to (1) have adequate
magazines available to meet sales' demands during their admittedly short shelf-
life, and (2) provide an effective display on the newsstands. As a result of this
procedure Meredith has experienced a return rate averaging between 30-40%
per issue during the last several years. Like other publishers, Meredith has agreed
and continues to agree to accept the return of unsold copies. In practice, when a
succeeding issue of one of our magazines is shipped to the retailers, the unsold
copies of the prior issue are returned to us.
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PRESENT CONDITIONS

Under generally accepted accountt procedures publishers of magazines are
required to maintain a reserve to provide for refunds payable regarding magazines
returned after the close of the taxable year in which they are sold. Under current
tax law, however, such reserves are considered non-deductible even though the
publisher and/or distributor intentionally overdistribute for the reasons mentioned
previously. It requires publishers to pay income tax on non-existi ng income.
t is a prepayment of a tax on income which will theoretically never be earned.

1I.R. 3050

II.R. 3050 would eliminate to a great degree the effect of distorting the income of
magazine publishers. It would allow these taxpayers an elective right not to
include in income for a taxable year products returned within two months fifteen
(lays after the close of that year, provided the taxpayer has a legal obligation to
accept the returns.

This bill would authorize a tax treatment for excess distribution of magazines
more consistent with economic realities than that which presently exists. Meredith,
as well as other publishers and distributors would no longer be required to report
inflated income attributable to excess shipments of products which will never be
sold.

It is of interest to note that since 1918 Treasury regulations have provided a
similar method of accounting for manufacturers of food and other products who
issue redeemable coupons as well as the practice of issuing trading stamps. H.R.
3050 would allow this practice to become consistent for similar methods of busi-
ness. It places the practice of magazine distribution and returns in a more correct
economic focus and we respectfully urge the adoption in its present form.

STATEMENT OF NATIONAL ASSOCIATED BUSINESSMEN, INC., CONCERNING S.
3065, INVESTMENT INCENTIVE ACT OF 1978

The subcommittee is to be commended for its initiative in bringing to the
forefront of discussion what may be the most significant tax revision proposal
of this decade -S. 3065, the Investment Incentive Act of 1978.

Built into our current tax structure is the invalid assumption that the dollars
people used to buy property years ago have the same real value as an equal
number of dollars at the time of sale. For example, if we generously assume that
inflation can be kept to an annual rate of six percent herafter, a family buying
a home today for $40,000, and keeping it for about 20 years, would have to realize
$130,000 upon its sale in order to get back their initial investment and avoid a real
capital loss. If they were to do exactly that, they would owe capital gains tax on
$90,000, though the real value of the property has not increased at all.

The problem is much more severe with higher rates of inflation. At 1974's
12.2 percent rate of inflation, a $40,000 home purchased then would have to be
sold for about $400,000 in 1994 if its real value were to be held constant.

This inequity in the treatment of capital gains is even more apparent in the
case of the typical investor in America's equity markets. According to the econom-
ics department of Citibank, New York, an individual could have gone to his stock
broker in 1957 and purchased the equivalent of a current share each of Exxon,
AT&T, and General Motors for a total of $86.36 plus commissions. By 1976, his
investment would have grown to $195.62 HIad. he sold those shares, his capital
gains would have been $109.26.

Under present laws, his taxes would be $16.39 assuming a 30 percent marginal
tax bracket. But if we adjust for inflation, the story is radically changed. As
measured in 1976 dollars, the investor paid $177.98 for the shares, not $86.36.
So the actual gain in real wealth or purchasing power was $17.65, one-sixth the
nominal gain and only $1.26 more than the capital gains tax. Is it any wonder
why 1 out of 5 share owners have dropped out of the stock market since 1970?

WHITHER FEDERAL REVENUES?

Since 1946, this organization has consistently and strongly supported fiscal
responsibility in the conduct of the public's business. Thus, we are not oblivious
to concern that has been expressed over the potential impact on federal budget
deficits as a result of a reduction in capital gains taxes.
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Which rate, then, shall you legislate? Which rate gives you revenue? The
answer is, which rate gave you revenue in the past?

In his testimony of June 28, 1978, before the Subcommittee, Treasury Secretary
Blumenthal discounted the stock market's downturn in the 1969-1970 period as
being largely due to e,-onomic circumstances and not, as Senator Packwood sug-
gested, as a result of the sharp increase in capital gains taxes imposed by the 1969
tax reform act. So we will throw out this recent experience with gains tax revision
and look further back in U.S. economic history:

In the period 1917 to 1921 there was a high rate and the percentage of capital
gains revenue to total income was less than 1 per cent.

In the period 1922 to 1924 there was a moderate rate and the percentage of
capital gains receipts jumped from 1 per cent to 48 per cent.

Under a low base from 1925 to 1929 the percentage of net gains was 66. These
were "boom" years for the U.S. economy, so we will throw them out also. In the
depression years 1930 to 1932 capital gains were a higher per cent under low rates
than in the recovery from 1913 to 1936 under high rates. In the depression years.
1930 to 1931 was a period of falling profits, and low tax rates gave a 30 per cent
net income. But in the recovery period, when stock prices went from an index of
40 to 190, gains taxes were high; the percentage of gains dropped from 30 per cent
to 10 per cent in the boom.

How do we account for that change? The business situation had improved and
therefore, tax collections should have been higher. But the rates were increased
and the 12Y2 per cent rate that prevailed in the period 1930 to 1931 was raised.
They had a sliding scale back then-100 per cent, then 80, 60, 40, and 30-with
the lowest rate 30 percent as against 12Y2 per cent before. (See further-77th
Congress, 2d Session, hearings before the Committee on Ways and Means on
Revenue Revision of 1942, Part 12, Mar 20 1942.)

The lesson to be learned from our past? High capital gains rates produce little
revenue; low rates produce more revenue. The lower the rates, the greater gains
taken.

National Associated Businessmen strongly supports a cut in the maximum rate
on capital gains taxes from 49.1 per cent to 25 per cent and urges prompt passage
of the Investment Incentive Act of 1978 to accomplish this.

An increase in the amount of capital available for investment benefits everyone-
not just the wealthy. Benefits accrue in the form of employee productivity, more
housing, new products and services, energy sources, environmental improvement,
and so on. Compared to the benefits obtainable through government subsidy
programs, the longer-run consequences of capital growth are exceptionally
attractive.

Passage of legislation to reduce capital gains taxes would signal a recognition
by the Congress that freedom and incentives-not tax dodges or loopholes-are
what inspire people to work, to save and to invest.

STATEMENT SUBMITTED BY THE NATIONAL ASSOCIATION OF MANUFACTURERS

The National Association of Manufacturers is pleased to have the opportunity
to submit to the Subcommittee this statement regarding the federal tax treatment
of capital gains. The increased level of congressional interest in reducing capital
gains taxes is a welcome development. NAM urges the Congress to act favorably
on proposals to reduce such taxes.

The NAM represents over 12,000 member firms engaged in all types of manu-
facturing activities. Approximately 80% of these members are small businesses
employing fewer than 500 employees. In addition to NAM members, over 130,000
firms are affiliated with the NAM through the National Industrial Council.

OVERVIEW

The federal income tax structure in general imposes counterproductive levies on
both capital and income from capital. This results in a disincentive to new capital
investment-investment which increases productivity, modernizes and expands
America's industrial base and produces additional jobs and higher real incomes
for both employees and investors.

Such counterproductive features of tax law include the double tax on dividends,
the 70% maximum rate on individuals, the minimum tax, the outdated deprecia-
tion system among others.

A principal problem area is the taxation of capital gains. The combination of
capital gains taxes and the minimum tax on preference items (which include the
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untaxed portion of capital gains) can result in an effective tax rate approaching
50% for high income investors. In conjunction with inflation, capital gains taxes
can result in real tax rates of more than 100% for taxpayers in all income levels.

These conditions tend to diminish the creation of new capital and the active
movement of the existing capital stock by deterring those who might become new
Investors and inhibiting transactions by those who would like to change invest-
ments. They should be reduced as one part of a general tax reduction program.
Such action would generate increased investment which would expand the
country's economic base.

IMPACT OF CAPITAL GAINS TAXES

High capital gains taxes impose a drag on economic growth by impeding capital
formation. Individual investors discouraged by lower rates of return on high-risk
investments withdraw from the stock market and potential investors turn away.
The 1977 Fact Book, published by the New York Stock Exchange, reports that
between 1970 and 19 5 the number of investors declined by 18%, from 31 million
to 25 million. This process followed the enactment of the Tax Reform Act of 1969
which raised capital gains rates and created the minimum tax.

A significant portion of long-term capital gains is offset by inflation, particularly
the gains generated during recent years. When inflation is high, capital gains appre-
ciation may actually be overcome by inflation. In this situation, paying taxes out
of the "gain" leaves the investor worse off in real terms than when the original pur-
chase was made. A study by the National Bureau of Economic Research dated
February, 1978, demonstrated that capital gains taxes levied on $4.5 billion of gain
in 1973, if adjusted for inflation, actually produced a real capital loss of nearly $1
billion.

A reduction in capital gains taxes would ter, to reduce the overall "cost of
capital" by making investment relatively less expensive than under current law.
This reduction in the cost of capital can generate more investment in corporate
stock, in new businesses and in other productive assets. With increased stock ac-
tivities, corporations could rely more on equi-cy financing rather than debt. This
would ease troublesome debt/equity ratios a'4 well as the corporate demand for
loan funds. As the cost of making invtmeints is reduced, the high risk new venture
is also made more attractive.

The cost of capital significantly affects the level of business investment in plants
and longterm assets. While the U.S. is technology-rich-a position that is contin-
ually being challenged due to decreased outlays in research and development-it
has remained investment-poor. Our two strongest competitors, Japan and West
Germany do not tax capital gains from portfolio investment. According to Depart-
ment of Labor statistics, West Germany's labor productivity increase was two
times and Japan's three times greater than that of the U.S. during 1977.

What this situation portends is outlined in a 1976 study by the Department of
Commerce, Bureau of Economic Analysis, entitled "Stud of Fixed Capital Re-
quirements of the U.S. Business Economy, 1971 to 1980." The study revealed that
the U.S. has the lowest rate of capital investment relative to GNP, has among the
lowest productivity increases, and has the lowest investment in research and de-
velopment. According to the study, new nonresidential fixed investments have
fallen short of the expected percentage of GNP and these investments are only cap-
able of keeping the U.S. economy from regressing in productive capacity. If this
trend continues, U.S. industry will not be able to modernize, to expand and to
meet the needs of a growing labor force and the desire of consumers.

ECONOMIC IMPACT ANALYSIS

Until recently, there has been no systemic method for assessing potential "feed-
back" effects of tax changes on the overall economy. Therefore, capital gains
tax changes, like all others, have been analyzed only by the static revenue estimate
which indicates an impact on federal revenues assuming that there are no changes
in taxpayer behavior. With the advent of econometric models, it has become pos-
sible to estimate the dynamic effects of tax changes on employment, economic
growth and tax revenues.

Releasing the private sector from restraining taxes and other obstacles can
affect the federal Treasury in two positive ways. First, the increased economic
activity will reduce the number of persons receiving government transfer payments
by creating more paying jobs. Second, while the shortrun effect of lowering tax
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rates can cause a decline in the tax revenues, this decline in revenues can be equalled
or substantially offset as the tax base is expanded by increased economic activity.

The Administration has attempted to politicize the current capital gains de-
bate by arguing that the present capital gains tax rates are necessary taxes on
millionaires. They have used the static revenue analysis to argue thnt a capital
gains rollback would benefit only a relative few taxpayers while reducing federal
revenues by over $2 billion. This suggests that the high capital gains taxes have
created new revenues-a suggestion which is analogous to a seller's belief that
higher and higher prices will continually increase profits. Just as buyers look for
substitutes when confronted with high prices, investors also look for alternatives
when high taxes on productive investments become a deterrent. In addition to
consumption expenditures, these include tax-exempt bonds, risk-free securities and
so-called "shelters." New ventures and blue stocks alike are the adversely af-
fected parties.

The NAM's Tax Impact Project (TIP) sponsored the development of the
Ture/TIP model by Norman B. Ture, Inc., economic consultants in Washington.
A memorandum is attached outlining the Ture/TIP findings with respect to a
rollback in capital gains taxes. Notwithstanding the comments made to this
Subcommittee on June 28 by Secretary Blumenthal, this model was not pro-
grammed to reach a preconceived result. Its elements are not altered to suit our
purpose. We welcome any in depth discussion of it.

CONCLUSION

The capital gains tax structure has grown so oppressive that longterm investors
are reluctant to turn over their assets because the tax cost is too high. Potential
investors are deterred from high risk new ventures by the further risk that real
growth will be paid out as taxes.

Reduction of such burdens would generate new capital and remove an obstacle
to much needed productive investment. The effects would spread throughout the
economy, far beyond the millions of investors directly impacted by capital gains
taxes. A dynamic analysis of a major proposal in this area indicates significant
favorable economic results without adverse federal revenue effects.

NORMAN B. TURE, INC.,
ECONOMIC CONSULTANTS,

To: Congressman WILLIAM A. STEIGER Washington D.C., May 18, 1978.

Subject: Effects of H.R. 12111 on the economy and on Federal tax revenues.
Enactment of H.R. 12111, restoring the pre-1969 alternative tax treatment of

net long-term capital gains and eliminating capital gains as a preference item for
minimum tax, would have a significant expansionary effect on the economy and
would modestly increase Federal tax revenues. Assuming the bill's enactment as of
the beginning of 1978, full-time equivalent employment would increase by 90 000
over the levels projected under present law for 1978 (although the provisions o? the
bill would not be effective until January 1, 1980, the saving and investment
response by both individuals and corporations would initiate with enactment of the
legislation); in 1987, there would be 150,000 more full-time equivalent employed
persons than the projected present-law level.

This increase in jobs would reflect both the increase in the demand for and
supply of labor services resulting from the net additions to the stock of business
capital in response to the reduction in the overall marginal rate of tax on capital
income effected by H.R. 12111. The estimated fesponse would be an $8 billion
increase in gross capital outlays in the first year, increasing to $19 billion in the
fifth year as adjustment to the lower cost of saving and of capital was completed;
on the new, higher growth path of the economy, gross capital outlays would be $13
billion more than under present law 10 years hence; net capital additions would be
$6 billion more (measured in constant 1977 dollars).

These larger additions to the amount of business capital would increase the
productivity of labor and real wage rates-by $90 a year in the first year, increas-
ing to $150 a year 10 years later (in constant 1977 dollars). Together with the
increase in the gross returns to the larger stock of capital, the increased labor
income resulting from the expansion in employment and in real wage rates would
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raise GNP by $12 billion over the present-law level in the first year and by $27
billion 10 years later (measured in constant 1977 dollars). Of this increase in GNP,
the increase in total real wages would amount to about $10 billion in the first
year, rising to about $19 billion in 1987.

In response to the reduction in tax on the returns on investment, individuals
would increase their saving by increasing amounts during the first five years. In
the fifth year, as the adjustment was completed, consumption outlays would be
slightly less than under present law, although greater than in the previous year.
Thereafter consumption would increase; 10 years after enactment, consumption
spending would be about $14 billion greater than under present law.

The initial-impact revenue effect would be to reduce Federal tax revenues by
about $2 billion in 1980 and by about $3 billion in 1987 (constant 1977 dollars).
These estimates, however, are grossly misleading; they assume no economic effects
from enactment of the bill. Taking those effects into account, there would be an
immediate revenue gain of $3 billion in 1978. The increase in revenues would taper
off thereafter; in 1978, the net effect on Federal tax revenues would be a gain of
about $1 billion.

These revenue estimates ignore the possible effects of H.R. 12111 on the extent
to which taxpayers would choose to realize capital gains. The present tax treat-
ment of capital gains not only increases the total tax on the returns to saving and
investing, it also acts as a transfer tax on the disposition of capital assets. Re-
ducing the capital gains tax rate, particularly for taxpayers with large amounts
of capital assets, would in all likelihood induce an increase in the volume of
realization. The data on gain realization, however, afford no basis for reliable
estimation of the increase in realization in response to a reduction in the capital
gains tax rate in any given period of time.

Our revenue estimates also do not take into account the effects of H.R. 12111
on capital asset values. Reducing the marginal rate of tax on capital gains should
tend to raise the market value of capital assets; the magnitude of this effect is
difficult to estimate. Insofar as H.R. 12111 resulted in a significant increase in
realization, this would tend to curb the increase in the market value of sasets.
Hence, the larger the estimate of the feedback revenue gain from additional
transactions, the smaller is the likely revenue gain from increases in the market
valuation of assets. If one were to assume that the combined effect of additional
realizations and increase in market value is a 10 percent increase in the amount of
gains reported and included in taxable income, the net effect on Federal tax
revenues would be an increase of about $1 billion over the amounts shown in the
attached Table 1.

In any event, our estimates of the new revenue effects should be seen as lower
limits. Actual revenue gains are likely to be modestly greater than shown in the
attached Table 1.

TABLE I.-ECONOMIC AND FEDERAL TAX REVENUE EFFECTS OF H.R. 12111

(Dollar amounts in constant 1977 dollars

1978 1980 1982 1987

Increase or decrease in:
Employment (thousands of full-time equivalent employees) .......... 90 10 110 150

Annual wage rate ---------------------------------------------- $80 $90 $110 $150
Gross national product (billions):

Total ...................................................... 12 15 18 27
Business sector -------------------------------------------- 1 0 12 14 21

Capital outlays (billions)
Gross ...................................................... 8 12 19 13
Net ........................................................ 8 It 16 6

Consumption (billions)
Federal tax revenues (billions)

Initial impact ............................................... 0 (2) (3) (3)
Net of feedback....................................... 3 1 0 1

Note: The figures are the differences between the estimated amount of the respective economic magnitudes under the
tax change and under present law in each year. Amounts shown in parentheses are decreases from present law in that
year not from the preceding year under the tax change. Estimates of employment effects are rounded to the nearest
10,66; estimates of annual wage effects are rounded to the nearest $10; e3mste of elfects o.i GNP, capitol ouUays,
consumption, and Federal revenues are rounded to the nearest $1,030,000,000.



486

TABLE 2.-EFFECTS OF H.R. 12111 ON REAL WAGES AND RETURNS TO CAPITAL

[In billions of 1977 dollars

Real Returns to
wages capital

Ist yr .......................................................................... t0 3
3d yr------------------ -..... ...... ..... ...... ..... ...... ..... ..... 11 4
5th - --------------------------------------------------------- 13 4
10th yr-------------------------------------------------------.......... 19 6

t Returns to capital exclude income imputed to owner-occupied houses and income from abroad.

STATEMENT OF STANLEY C. GOLDER, PRESIDENT, NATIONAL AssoCIATION OF
SMALL BUSINESS INVESTMENT COMPANIES

Mr. Chairman and members of the subcommittee, I am Stanley C. Golder,
President of the First Chicago Capital Corporation of Chicago, a small business
investment company which is wholly-owned by First Chicago Corporation. I
am currently also President of NASBIC, the SBIC trade association that repre-
sents three-fourths of all licensed SBICs and MESBICs which, in the aggregate,
account for approximately 90 percent of the industry's assets.

The venture capital industry, which includes SBICs, is pleased that your panel
is holding these hearings on proposals to increase the flow of equity capital to
American businesses by lightening the impact of present capital gains taxes.
Small and growing businesses have been especially harmed by Congressional
actions (luring the past ten years which have imposed ever-increasing taxes on
successful investments.

Small andi medium sized firms have found it all but impossible to raise equity
capital through public securities offerings (luring the past six or seven years.
Back in 1969, 548 firms with net worth of less than $5-million raised almost
$1.5-billion in first-time public offerings. In 1975, only four small businesses
went public for the first time and their offerings totalled only $16-million. The
picture improved somewhat in 1977 when 29 smaller companies were able to
raise $100-million-but that's still only 7 percent of the 1969 figure. Obviously,
we cannot attribute the entire shortfall on increases in capital gains taxes, but I
assure you that those higher levies reservee a major portion of the blame.

Your Subcommittee's 1977 hearings on capital formation brought together
much valuable testimony on the dangerous ramifications of a shortage of venture
capital to the American economy. NASBIC appeared before you at that time and
summarized several studies documenting the lessened flow of equity capital to
new and growing businesses.

In these 1978 hearings, NASBIC again urges that the Subcommittee, the Fi-
nance Committee, and the Congress give the highest priority to revisions in the
Internal Revenue Code which would encourage Americans to save and to invest,
thus providing the dollars needed to provide new jobs, increase competition,
encourage technological innovation, and improve the nation's balance of trade
position. Specifically, we enthusiastically support S. 3056, Senator Hansen's
bill rolling back the capital gains tax rates to pre-1969 levels.

Our Association wholly rejects the claim that a cutback in capital gains taxes
is "a huge tax windfall for millionaires", as President Carter claimed earlier this
week. We have partieil)ated in the birth and growth of thousands of small busi-
nesses where entrepreneurs have left a secure position in a big business, or in
academic and risked every nickel they owned. These people have put their dollars
and many years of their lives into their businesses; they have been willing to buck
all the odds. They h.vc been locked into their investments for years on end; they
have given up consumption and leisure, devoting both dollars and hours to their
enterprise. If they are successful, after many years, they have finally made a
profit on their monetary investments. Speaking very frankly, I must say that I
was most disappointed to read the President's remarks on capital gains taxes,
because they fell short of the real business world that I have been operating in
over the past 20 years.

A return to pre-1969 tax rates on capital gains will have two immediate bene-
ficial effects so far as small and medium sized business is concerned: first, the
change will encourage more Americans to invest more dollars in long-term invest-
ments in independent businesses; and second, it will encourage more qualified
individuals to become entrepreneurs.
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Industrial concentration is a matter of concern to observers of the American
economy. IHigh tax rates on capital gains almost inevitably lead to the sale of
successful small and medium sized firms to major corporations, both because the
public is not willing to invest the necessary growth dollars in non-Fortune 500
companies, and because the owners of the successful smaller firm are able to defer
the capital gains tax bite through an exchange of stock with the big public
corporation.

The nation's unprecedented deficit in foreign trade is another problem which
can be attributed partially to the high rates of capital gains taxes here and the
situation in other countries, many of which impose no taxes at all on capital
gains. The Senate Small Business Committee held hearings earlier this year at
which several entrepreneurs told why they had sold out their successful independ-
ent businesses to foreign corporations.

The excellent study of the American Electronics Association which has already
been presented to your Subcomrpittee proves the value of venture capital to the
U.S. economy and, conversely, the loss to the nation when such equity funds
are not available.

In sum, then, NASBIC wholeheartedly and enthusiastically supports S. 3065,
Senator liansen's bill. Our members are absolutely certain that a return to pre-
1969 tax rates on capital gains will set loose a surge of investment capital which
will, in turn, give a tremendous boost to the American economy.

Thank you for the opportunity to make this statement.

COMMENTS ON S. 2423 AND S. 208

Our Association commends Senator Haskell for introducing 8. 2428, the Small
Business and Farms Capital Preservation Act of 1978. Basically, this a capital
gains roll-over measure which would defer capital gains taxation so long as most
of the proceeds of a sale were reinvested in another small business. NASBIC
supports the roll-over concept, but would broaden the Haskell bill by permitting
corporations (at least SBICs), as well as individuals, to elect that form of tax
deferral.

Similarly, we believe that Senators Bentsen and Hansen have adopted a sound
principle in designing S. 2608 which provides a sliding scale of capital gains
tax rates based upon the holding period. I personally think that the 2-percent
additional exclusion per year falls far short of the erosion of purchasing power
of the dollar, so I question its ability to spur capital investment by individuals.

I would again call to the attention of your Subcommittee the provisions of
S. 1815, the Venture Capital Act of 1977, introduced by Senators Nelson, McIntyre,
and Weicker. We believe that the capital gains roll-over provision in Title IV of
that bill would be more effective in promoting capital formation.

STATEMENT OF THE NATIONAL CATTLEMEN'S ASSOCIATION ON S. 2428,
S. 2608, AND S. 3065

The National Cattlemen's Association strongly supports the passage of the
above-referenced bills. Each of the bills being heard by the Subcommittee will
benefit the nation'% economy as well as the livestock and agricultural industry by
mitigating the adverse effects of the high capital gains tax. The magnitude of the
present tax on capital appreciation exercises a depressing effect on the economy
in general and has a particularly acute impact on the cattle industry.

The National Cattlemen's Association does reco:nmend that two amendments
be made to S. 2428 as oittlined in the Statement.

s. 306

S. 3065, introduced by Senator Hansen and co-sponsored by sixty Senators,
would be particularly advantageous to the nation's economy as well as to cattle-
men and the agricultural industry. Essentially, this bill would remove capital
gains from the maximum tax provision and would reduce the maximum tax on
capital gains from its current level of almost 50 percent to 25 percent. Reduction
of the maximum tax on capital gains to this level would greatly assist farmers
and ranchers in building their herds, expanding their operations, and making
other capital improvements. The benefits from these actions would be passel
along to the consumers and would promote the continued well-being of the
economy.
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Furthermore, S. 3065 has the advantage of simplicity. In a world where live-
stock operators are increasingly faced with a bewildering array of complex tax
laws and government regulations, a law which is simple to understand, simple to
comply with, and simple to administer is clearly advantageous to both taxprsyer
and government alike.

S. 20S

S. 2608, introduced by Senator Bentsen, would provide a graduated exclusion
from gross income for long-term capital gains and a graduated nonrecognition of
long-term capital losses for individuals. The NCA does not view this bill as being
as vital an approach to the capital gains problems as S. 3065; however, the As-
sociation does support its passage.

5. 2123

NCA supports S. 2428, introduced by Senator Haskell. This bill would encour-
age the reinvestment of equity capital in small businesses and in farms and
ranches. The Association does recommend two changes in the existing language.
First, the definition of a1 "qualified small business investment" should be ex-
panded to include an interest in section 1231 property. Second, a "small business
concern" should either be defined in the bill or authority should be delegated to
the Secretary of Treasury to promulgate such a definition.

The definition of a "qualified small business investment" contained in subsec-
tion (a)(2) of proposed section 1041 is limited to an equity or unsecured invest-
ment in any small business concern which, in the hands of the taxpayer, is a
capital asset within the meaning of section 1221 of the Internal Revenue Code of
1954. While this definition would probably cover partnership interests and share-
holder interests in such corporations, it may not be sufficiently broad to cover the
interest of a sole proprietor whose business property is directly owned. Although
gains from the sale of property owned directly by a taxpayer and used in thetax-
payer's trade or business are generally taxed at capital gains rates, such property
is technically not a capital asset under section 1221 of the Code, but "property
used in the trade or business" under section 1231 of the Code. Since many cattle-
men own their business property directly and operate as sole proprietors, as
opposed to a partnership or a corporation, NCA submits that this is a potentially
serious defect in the bill which could be remedied by expanding the definition of a"qualified small business investment" to include an interest in section 1231
property.

The Association is also concerned with the fact that a qualified small business
investment is defined by reference to a "small business concern" as that term is used
in section 3 of the Small Business Act. Section 3 of the Small Business Act is some-
what unclear in its definition of a small business concern and delegates authority
to the Administhiati--f the Small Business Administration to determine the
definition. It is doubtful that the regulations adopted by the Administrator
with the goals and administrative needs of the Small Business Act in mind, would
be responsive to the goals and administrative needs of a taxing statute. NCA
suggests that this problem can be solved either by specifically defining a small
business concern in the statute, or by delegating authority to the Secretary of the
Treasury to promulgate regulations defining a small business concern for purposes
of section 1041 of the Code.

RELIEF FROM THE CURRENT HIGH RATE OF TAX ON CAPITAL GAINS IS NECESSARY
TO THE CONTINUED VITALITY OF THE AGRICULTURAL INDUSTRY

The maximum effective tax rate currently imposed on long-term capital gains
is almost 50 percent. A tax of this magnitude on capital appreciation discourages
replacement of worn out or obsolete equipment and other capital items, retards
capital expansion, inhibits the creation of new jobs, and exercises a depressing
effect on the economy in general.

In the cattle industry, the impact of the high rate of tax on capital gains is
especially acute. Livestock operations require significant capital investment in
land, equipment and animals and, even under the best of conditions, normally
require several years before profitable status is achieved. Even when profits
are realized, they produce a rate of return which is one of the lowest of all national
industries. In addition, livestock is a very high-risk business. Uncertain and
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damaging weather conditions, diseasev, preci)itous market fluctuations, govern-
ment regulation, foreign imports, and ever-increasing production costs are con-
stant threats to economic survival. As a consequence, it is not uncommon for a
cattle operation to produce little or no income, or even to operate at a loss, for
long periods of time. For many cattlemen, capital gains from the sale of breeding
animals, ecluil)ment or land may represent most, if not, all, of their income in a
taxable year. Moreover, these capital gains can sometimes be of considerable size.
For example, circumstances beyond the control of a cattleman may force him
to make a dispersal sale of the breeding herd or sell a large parcel of ranch land,

-thereby generating recognition of large capital gains.
The current high rate of tax on capital gains is, therefore, of vital concern to

cattemen and the agricultural industry. When a substantial portion of a recognized
capital gain must be paid to the government in taxes, the ability of a farmer or
rancher to reinvest the proceeds in the farm or ranch operation and to modernize
his operation and make it more productive and cost effective is correspondingly
reduced. Moreover, in most cases, the impact of the capital gains tax can go beyond
merely reducing the farmer's or rancher's ability to expand his operation. Fre-
quently, the gain on which taxes are paid is nothing more than a paper profit
produced by inflation, and does not reflect any true economic gain. In this situa-
tion, the tax bite can prevent a cattleman from simply maintaining the status
quo, let alone expanding or improving his operation, since he usually does not
have enough after-tax income to replace the ca, ital taken by the government in
the form of taxes. In an industry which requires a high degree of capital invest-
ment to yield a relatively small return, this contraction of capital through taxa-
tion can prove fatal.

CARRYOVER BASIS INCREASES THE PROBLEMS CAUSED BY HIGH
CAPITAL GAINS TAX

The high rate of tax imposed on capital gains also has a particularly devastating
impact on the estates of farmers and ranchers because of the new carryover basis
rules enacted into law by the Tax Reform Act of 1976. Farm and ranch estates,
which are generally severely illiquid, may be forced to sell assets to pay expenses
or meet the estate tax burden imposed by reason of tho decedent's death. Under
prior law, the step-up in basis which the estate received prevented such a sale
from triggering a further tax liability. However, under the new carryover basis
provisions, this is no longer true, The result is that, if the estate is required to sell
appreciated assets, such as breeding livestock, in the ordinary and normal course
of continuing the farm or ranch operation, or if there is the need to sell any ap-
preciated farm or ranch assets to pay estate costs and death taxes, such sales will
precipitate a further tax burden in the form of a capital gains tax. This in turn
will result in greater illiquidity, requiring further sales of farm and ranch prop-
erty, generating still further tax liability. Obviously, the higher the capital gains
tax in such cases, the more the problem is magnified as a result of the Adverse
impact of carryover lasis. The net effect is that, by the time the estate has sold
sufficient property to pay estate costs and death taxes and the capital gains taxes
generated by such sales, the estate's assets may be so severely depleted that
operation of the farm or ranch is no longer a viable possibility for the heirs.

The current high rate of tax on capital gains is therefore a substantial threat
to the continued vitality and growth of the agricultural community in general,
anti the cattle industry in particular. With some studies predicting a food crisis
in coming years, and considering our nation's world position in agricultural
production, it is increasingly important not to discourage the proper growth and
development of livestock production and the agricultural industry. Instead, such
growth and development should be encouraged and fostered by tax and other laws
to assure abundant supplies of food and fiber.

CONCLUSION

Relief from the current high rate of capital gains tax will significantly assist
and encourage farmers and ranchers to increase their capital investment and
generally improve their operations. The three bills currently before this Subcom-
mittee would, in varying degrees, provide such relief and are strongly supported
by the National Cattemen's Association.
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NATIONAL REALTY COMMITTEE,
Washington, D.C., June 29, 1978.

Re subcommittee hearings on S. 3065 (the Investment Incentive Act of 1978),
S. 2608 and S. 2428.

Hon. HARRY F. BYRD, Jr.
Chairman, Subcommittee on Taxation and Debt Management, Committee on Finance

U.S. Senate, Russell Senate Office Building, Washington, D.C.
DEAR MR. CHAIRMAN: The National Realty Committee ("NRC") is a non-

profit business league whose membership includes owners, operators and developers
of all types of residential, commercial and industrial real estate throughout the
United States. In the interest of the Subcommittee's time, we did not request the
opportunity of presenting oral testimony before the Subcommittee at your hear-
ings on June 28 and 29, 1978, concerning the captioned Bills. However, we do
wish to take this opportunity to advise you and the members of the Subcommittee
of, and to include in the record of these hearings, our views concerning these
Bills and our judgment as to their importance to real estate investment and
development and to economic growth generally.

NRC is in full agreement with certain clear, expressed priorities of the Adminis-
tration and the Congress: the strengthening of our nation's economy, the stimula-
tion of business investment and the revitalization of our cities. The nation's
economy, while much improved, is still recovering from the drastic recession of
three years ago. Progress in reaching full recovery has been seriously hampered
by inflation. Prospects for continuing vigorous economic expansion are far from
certain. In addition, the outlook for real estate is substantially cloudier than that
for the economy as a whole.

America's real estate industry has lagged behind the pace of general economic
recovery. Current unemployment rates remain at extremely high levels in con-
struction. With the exception of single family home construction. real estate
investment and development remains well below previous levels. Based upon
data contained in the study Real Estate in the U.S. Economy (conducted for
NRC by the independent economic research firm of Norman B. True, Inc.),
(luring the period from 1971 through 1976 the real estate industry grew much
less rapidly than other private business-l.99% per year compared to 3.02%
per year for the total private sector. Real growth between 1971 and 1976 showed
the industry subsectors of real estate services and finance and insurance services
both up about 16%, but the private contract construction sector of the industry-
responsible for the bulk of the industry's jobs-showed no growth during the
period, and in fact a decline of 4% from the peak year of 1972.

Real estate development is a process involving an extended peroid of planning,
valuation and construction before the structure is completed, occupied and generat-
ing revenue. More than most other sectors of the pirate business community,
real estate developers and investors need consistency and certainty in applicable
federal policies-and particularly in federal tax policies. Real estate development
also is capital-intensive-requiring major commitments of both debt financing
and, particularly, equity capital, much of it of a risk or venture capital nature.
America's real estate industry consists predominantly of a very large numbers of
small enterprises, with a large portion of real estate investment occurring in
non-corporate forms. These characteristics, coupled with the fact that real estate
investment is largely a discretionary activity, highly sensitive to net rate of
return considerations, cause real estate investment decisions to be unusually
sensitive to tax policy changes. Furthermore, tax policies which increase the
difficulty of obtaining the capital necessary to support the continued growth of
real estate inevitably would affect the rental costs of existing structures, the level
of jobs and income in the industry and the source of revenues available to state
and local governments to finance needed public services.

In summary, based on the observations and analysis set forth above and in
light of current and prospective economic conditions and uncertainties, NRC
submits that it would be a costly mistake to enact tax changes which would
further penalize saving and investment and add to present tax burdens. Con-
versely, we submit that it would be sound policy, consistent with those national
priorities identified above and stimulative of real estate investment and de-
velopment which is so vital to continued economic growth and urban revitalization
to enact tax changes which lighten or eliminate present disincentives to saving and
investment.

Consistent with the foregoing, NRC is pleased to record its endorsement of and
support for the initiative to reduce capital gains taxation as implemented in S. 3065,
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the proposed Investment Incentive Act of 1978, introduced in the Senate by Sena-
tor Clifford P. Hansen (and the corresponding House Bill-H.R. 12111-intro-
duced by Congressman William A. Steiger). We are in full agreement with the
view of the sponsors and the many other supporters.of these Bills that a roll-back
in capital gain tax rates would be an effective and significant stimulant to capital
formation.

As we have noted above, America's real estate industry is composed predomi-
nantly of smaller entrepreneurs and much real estate investment is conducted in
non-corporate forms. As a result, the availability and liquidity of equity capital
is of the greatest importance in increasing real estate investment, and few possible
tax changes could be more effective or important in stimulating real estate capital
formation than the concept embodied in S. 3065.

NRC makes use of an econometric Real Estate Tax Impact Model, developed
for us by the respected economist Dr. Norman B. Ture. Dr. Ture has applied the
Model to the capital gains taxation proposal of S. 3065; attached as an Exhibit
to these comments of the economic and federal revenue effects of S. 3065 on real
estate alone. The Exhibit is self-explanatory and clearly illustrates that a reduc-
tion in the taxation of real estate-related capital gains as contemplated by S. 3065
would cause significant increases in real estate investment, GNP, employment
and federal tax revenues. Specifically, in the first year alone, S. 3065 would:

"Increse real estate investment by $2.8 billion.
"Increse GNP originating in real estate by $4.2 billion.
"Increase real estate-related employment by 27,000 jobs.
"Increase federal tax revenues originating in real estate by $900 million."
NRC appreciates this opportunity to make known its support for and endorse-

ment of S. 3065. We urge this Subcommizte and the Congress as a whole to ac-
cept and enact this proposal as an impo rant and effective action to help achieve
the nation's priority goals of capital formation and economic growth.

NRC will be pleased to supply any Vdditional information which you, other
members of the Subcommittee or staff representatives may wish in connection
with S. 3065 and its impact on real estate investment and development.Very truly yours, KENNETH G. HANCE, Jr.,

President.
Attachment.

ECONOMIC AND FEDERAL REVENUE EFFECTS OF S. 3065
(Dollar amounts in billions of 1977 dollars]

Effects on real estate

Employment(thousands Federal
Investment GNP of FTEE) revenue s

1st year ------------------------------------------- $2.8 $3.2 27 0. 9
3d year -----------.----------------------------- 3.6 4.2 35 .7
Sth year ------------------------------------------ 5.8 6.8 64 1.5
1Oth year ----------.------------------- -------- 3.6 4.2 14 .5

STATEMENT OF THE NEW ENGLAND COUNCIL, PRESENTED BY JOHN DANE, JR.,
CHAIRMAN, NEW ENGLAND COUNCIL TASK FORCE ON FEDERAL TAXATION,
JUNE 29, 1978

This presentation of the New England Council with respect to S. 3065, S. 2608
and S. 2428 will be restricted to a discussion of the impact of the present taxation
of capital gains on the health of the New England economy and the capacity of
that economy to supply more and better payingtjob opportunities for the citizens
of our area. We feel sure that, as a result of the favorable nation-wide reception
which these bills have received, the major reasons why the burden of the capital
gains tax should be decreased will be adequately presented by other witnesses
before the Subcommittee on Taxation and Debt Management.

The New England region has not shared in the industrial expansion which has
taken place in recent years in other sections of the country, primarily the south-
east and the so-called "Sun Belt".

Some of the reasons for the slow development of the New England economy are
geographical; i.e. distance from major markets and sources of raw materials, high
utility and freigiit rates. These retarding factors are, of course, outside of the
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jurisdiction of this subcommittee. However, inadequate capital for plant expansion
and modernization is one of the most important reasons why New England has
lagged behind the rest of the country. The decision which this subcommittee, and
eventually the Congress, will reach on the subject of capital gains taxation will, in
large measure, determine whether or not this inadequacy will be remedied.

New England is basically a high technology area as is evidenced by the develop-
ment along Route 128 and more recently in the southern tier of counties in New
Hampshire. High technology industries almost invariably begin on a very small
scale, most often as the brainchild of a single technology sophisticated individual
or group of individuals. In most cases, they have their origin in a single idea, the
development and implementation of which involves a very high degree of financial
risk. The result of all this is that an initial public offering of stock is out of the
question. If adequate funds are to be received, they must come from a small
group of individuals who can afford the risks involved.

It is at this point that the deadening impact of the present capital gains tax is
felt. Potential investors in high technology enterprises often do not have sub-
stantial sums available in the form of bank accounts or treasury bills. In order
to secure funds for a new venture, they must sell other securities. If they have to
pay a tax equal to approximately 50% of their gain on those other securities,
they may well be dissuaded from making the new investment at all, and even if
they do decide to make it, they will have just that much less to invest.

The foregoing analysis discloses the true nature of the capital gains tax. It is a
tribute exacted every time a successful investor attempts to change investments,
and the prospect of paying this tribute is often enough to persuade the investor
not to make a change in his present holdings. Every time an investor sells security
A and buys security B, he runs the risk that he may be wrong both ways. A may
go up and B may go down. When you add the capital gains tax into the equation,
you greatly increase the risks of loss.

Surely it is not just a coincidence that the great majority of the high technology
companies in the New England area were formed prior to 1969 when the first of
the increases in the capital gains tax were enacted. It is also not just a coincidence
that in recent years, several New England high technology companies have been
forced to look to sources in Germany and in Japan, countries which do not have a
capital gains tax, for additional capital. There are, therefore, good reasons to
believe that if the Steiger amendment, which would eliminate the post-1969
increases in the capital gains tax, is enacted, the New England area will witness
the creation of new, and the expansion of old, high technology companies.

Lack of new investment has been a major reason for the nationwide growth
recession in science related industry. Because of the geographical handicaps
mentioned earlier in this presentation, any deterioration in the health of high
technology industry nationwide is intensified in Massachusetts. If the national
economy sneezes, New England gets pueumonia. Thus, while any development
which provides capital formation and investment, such as a decrease in the capital
gains tax, would be welcome in any part of the country, it is essential in New Eng-
land.

A great deal has been made by opponents of capital gains tax reform of the
asserted fact that much of the benefits wc,uld go to high-bracket taxpayers. This
is undoubtedly true if we look solely at who pays the capital gains tax; but this
only part of the picture. We must look at the whole picture, we must analyze who
profits from a greater availability of risk capital. Admittedly, a lower capital
gains tax may save taxes for some wealthy investors, but let us not forget that it
may save the jobs of many low-bracket taxpayers who would otherwise lose
these jobs because their employer could not raise sufficient funds to make this
plant competitive. What is more, a lower capital gains tax with the resulting
increase of investment capital may well get others off food stamps and onto it
payroll.

The Council urges the subcommittee to turn a deaf ear to those who are more
interested in preventing the upper-bracket investors from keeping more of his
profit than they are in helping the unemployed get a job.

Turning to the bills before the Subcommittee, the New England Council feels
that the adoption of either S3065 or S2608 would give a big lift to the New England
economy. We cannot say as much for S2428. Apparently, the theory behind this
bill is that most of the new capital for small business comes from the sale of
securities of other small businesses. We know of no evidence to support this.
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STATEMENT OF TIE NEw YORK STOCK EXCHANGE, JULY, 1978

SHARPENING THE CAPITAL GAINS INCENTIVE-AN URGENT NEED IN A
FALTERING ECONOMY

Introduction,
The Now York Stock Exchange appreciates this opportunity to participate in

the public debate on various legislative measures affecting the taxation of capital
gains. The Subcommittee on Taxation and Debt Management is to be commended
for its most timely consideration of this topic.

The bills before you-S. 2428, S. 2608 and S. 3065-have, as a common feature,
provision for relief of capital gains taxation imposed by current law. The Sub-
committee's focus on these measures is encouraging, for it is imperative that we
ease the burden which our tax code places on productive capital if we are fully
to realize the growth necessary for economic well-being. Accordingly, the Ex-
change welcomes Congressional consideration of these and other pending pro-
posals designed to enhance the confidence of our nation's investors, whose commit-
ment to risk taking goes hand-in-hand with a healthy economy.

By now it is clear that the lag in economic growth is chronic. Standard monetary
and fiscal policy prescriptions simply are inadequate to the task of restoring the
growth rate to its longer-run trend. While balanced economic growth requires a
range of policies, there should be no doubt that the incentive for capital gain is
central to undertaking risk investment, the wellspring of growth.

During the course of these hearings, the Subcommittee has had presented to it
many of the mounting number of recent studies which testify to the efficacy of
capital gains tax incentives in stimulating risk investment and savings. According
to these studies, easing the punitively high burden on long-term capital gains
will be rewarded by a more vibi ant economy. More and more jobs will be spawned,
productivity growth will rebound and, paradoxically, the Treasury will reap
greater tax revenues.

In this context, any of the legislative measures now being addressed by the
Subcommittee would be welcomed, because each would impact favorably on
economic growth. We would like to think that this Subcommittee's current review
represents what will be one aspect of a comprehensive and thorough review of
the entire area of investment taxation and its impact on our economy.
Backgro u nd

By almost every measure of performance, the American economy has turned
in a dismal record over the past decade or more. Unemployment has been un-
acceptably high. The typical American worker's weekly paycheck is worth less
today in terms of real purchasing power than it was six years ago. Gains in worker
roductivity-the foundation of long-term improvement in economic well being-
ave been lagging badly. Inflation has remained stubbornly high despite a sharp

recession and an unemployment rate which reached 9%.
Low productivity gains provide the bedrock for chronic inflation. Thus, the

long-term solution to this country's economic ills and related social problems is
to lift productivity growth from the depressed levels which have prevailed over
the past decade. Only by substantially increasing output per hour worked can
the historic expectation of continual improvement in living standards be realized.
Failure to do so will continue to fuel the inflationary fire.

The substandard performance of productivity in large measure reflects a slow-
(lown in the growth of business investment in plant and equipment. Productivity
improvement and economic growth historically have been linked to the provision
of nev and better physical facilities. But the impact of inflation on capital goods
costs, real corporate profits and real investment values, as well as the depressed
equity markets, have weakened the incentive for risk investment.

As recent experience attests, efforts of each economic group to "beat" inflation
and improve its own real economic well-being reinforce inflation. This inflationary
psychology which feeds upon itself has become embedded in the American psyche.
1 has warped business and personal decisionmaking to the detriment of stable

long-term growth. Erosion of real investment values and the great uncertainties
in an inflationary economy have created an aversion to risk which underlies the
serious shortfall in business investment.

The Exchange's recently-published Public Attitude Survey found the American
public deeply shaken by inflation and fearful of more to come. This concern has
been largely responsible for inducing defensive investment policies among indi-
vidual investors. Indeed, as our survey shows, avoidance of risk has become a

33-578 0 - 79 - 32
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major national characteristic and problem. Accordingly, policies must be adopted
which would both stimulate saving and encourage the flow of savings into risk
investment.

PUBLIC ATTITUDES TOWARD INVESTING: A PROFILE OF RISK AVERSION

It is the perception of the American public that the rewards for investment In
corporate securities are not commensurate with the risk. That conclusion is
underscored by the findings of the Exchange's recently released survey of Public
Attitudes Toward Investing, which was conducted by Opinion Research Corpora-
tion. (A copy is attached as Exhibit A.)

Pervasive concern and pessimism over inflation has generated widespread
reluctance to assume even moderate economic risks. Fully 70% of the people
who make the spending and investing decisions in the 45 million U.S. households
with annual incomes of $10,000 or more describe themselves as unwilling to take
more than "bare minimum" or "small" risks in the hope of adding to their financial
assets.

As one business analyst put it: "A sense of futility is revealed between the lines
of the New York Stock Exchange study of American investment attitudes." He
went on to say, "It need not be emphasized that this is hardly the mood that
built America-that pushed back the geographical and technological frontiers
because the potential rewards made the risks worth it." I

Similarly, in testimony before this Subcommittee on June 29, Professor Feldstein
noted that the crux of the investment problem is not so much the lack of capital
as the unwillingness to commit funds to risk investment.

The psychological gloom revealed by the study verifies the inferences regarding
negative investor attitudes we and others drew from the Exchange's 1975 Survey
of Shareownership. This statistical profile of shareowners measured an 18% decline
in the shareowner population between 1970 and 1975--from 30.9 million to 25.3.

The deep vein of caution about equity investment does not stem from either
pessimism over business prospects or a feeling that stock investment is extraor-
dinarily risky. Indeed, about two of every three persons queried felt the outlook
was favorable for business profits. As regards riskiness, listed common stocks
were regarded as having only moderate risk.

Whatever their fears, investors and prospective investors are very sensitive to
the impact of Federal taxes on investment income. When asked their reaction
to each of a series of possible favorable investment tax changes the respondents
attitudes toward equity investment improved considerably. lInterestingly, the
favorable responses were not significantly different between present and former
stockholders.

Clearly, Americans are not insensitive to incentives. The inertia regarding risk
investment would be overcome by aftertax returns which prospective investors
regard as balancing their risks. Obviously, less burdensome investment taxes
would lift net returns to more acceptable levels.

Buoyed by the prospect of greater rewards, funds would be committed to risk
investment. In turn, higher levels of business investment in plant and equip-
ment modernization and expansion, would be stimulated. This would prop
sagging economic growth and also improve the competitiveness of U.S. manu-
facturers in world markets.
The Economic Scoreboard

The litany of areas of economic weakness during this decade is all too familiar.
However, in the day-to-day bombardment of economic news, it is sometimes
hard to maintain a perspective on just how badly the economy has fared.

Below is a scoreboard of the growth records of seven key interrelated economic
series which capsulizes long-term and more recent U.S. economic performance.
Growth during the 1970's is contrasted with the postwar average through 1969.
The years 1962 to 1969 are isolated because it was a period of high economic
growth. Not coincidentally, it was also an era of business and personal income
tax liberalization and less punitive capital gains tax arrangements. Taken to-
gether, the data provide a thumbnail sketch of the economy's performance and
the interrelationships among the various economic indices.

I John Cuniff, Associated Press Business Analyst, the Gary Post Tribune, June 7, 1978.
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GROWTH RATES OF KEY ECONOMIC INDICATORS

Average annual percent Increases

1947-69 1962-49 1969-77

Measures of output:
Real GNP --------------------------------------------------- 3.9 4.4 2.7
Industrial production ----------------------------------------- 4.8 6.4 2.7

Measures of well-being:
Real weekly earnings (private nonagricultural) -------------------- 2.0 1.4 0
Unemployment rate (average for period) ------------------------ 4.7 4.4 5.4

Growth-inducing factors:
Productivity (output/man-hours) ------------------------------- 3.2 3.2 1.6
Real nonresidential fixed investment --------------------------- 3.9 7.1 I. 3

Inflation (GNP deflator) ------------------------------------------- 2.6 3.0 6.2

Source: Department of Commerce; Department of Labor; Federal Reserve Board.

A comparison of performance of the various indices for the relatively high
growth years between 1962 and 1969 with that for the slow growth 1969-1977
period affords a vivid illustration of the linkages between output, general eco-
nomic well-being, and productivity and business investment.

The growth of real output plummeted in the period 1969-1977. Specifically,
at 2.7% a ear, the rate of GNP increase was some 40% lower than the 1962-1969
average. The rate of growth of industrial output for 1969 to 1977 was almost
60% off the pace for the earlier period. Real weekly earnings growth stagnated
during the later period, compared with an average annual gain of 1.4% for the
years 1962 to 1969. (Indeed, the typical worker's gross weekly paycheck declined
in real terms in 1974 and still has not reattained 1973 levels.) At 5.4%, the unem-
ployment rate over the 1969 to 1977 period averaged a full point higher than in
1962-1969.

The sluggish 1969-1977 economic performance reflects a halving of the rate of
productivity gain from the 3.2% average for both long-term pre-1969 growth and
for the 1962-1969 period. This precipitous drop stems from the dampening of
spending on productive plant and equipment. Though spending on real non-
residential fixed investment showed minimal gains (a 1.3% annual rate) over the
1969-1977 period, an increased proportion of total investment was diverted to
non-productive projects-pollution abatement, health and safety measures and
fuel conservation and conversion projects.

A similar comparison between the post-1969 period and the longer-term (1947-
1969) trend would further confirm the simple truism that productivity improve-
ments and job creation are sustained by business investment. Thus, the lag in
risk investment lies at the crux of this country's economic problems, as was
underscored by the unanimity of opinion during this Subcommittee's hearings
on the capital gains tax.
Impacts of a Strengthened Capital Gains Incentive

The key role of incentives in the operation of our free enterprise economy has
never been seriously questioned during the long history of debate over investment
tax policy. It has been generally recognized that the spur of capital gains induces
saving and investment and that the greater the riskiness of a venture, the higher
the prospective return required. It is also accepted that capital mobility-the
redeployment of invested capital-is necessary to achieve the most efficient
allocation of the limited pool of investment funds.

Consequently, the capital gains tax debate has focused, first, on the extent to
which specific changes in tax levels and provisions mute or stimulate investment
and savings and capital mobility; and, second, weighing those results against
other public policy objectives. However, the analysis is not static. Impacts of
any mix of tax policies would differ, depending on the state of the economy and
investor attitudes.

As underscored by our Public Attitude Survey, existing incentives are insuffi-
cient to whet investors' appetites for risk investments. What might have seemed
to be an appropriate mix of capital gains tax policies in 1969 has, in retrospect,
proved inadequate to sustain economic growth at an acceptable level.

The spate of recent studies on the subject of capital gains-many of them
presented to this Subcommittee-provide ample demonstration that a strengthl-
ened capital gains incentive would help pull the U.S. economy out of the doldrums.
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Three of this country's most eminent econometricians-Dr. Evans of Chase
Econometrics; I)r. Eckstein of Data Resources, Incorporated; and, Mr. Ciminaro
Merrill Lynch-have demonstrated that a lower capital gains tax burden would
stimulate general economic growth and job creation, spur productivity improve-
ments and increase tax yields-including capital gains tax collections. 2

An important reason for the increase in capital gains tax collections if rates are
lowered is the lessened tendency to "lock-in" to highly appreciated investments.
This was demonstrated in the two pioneering studies which Dr. Feldstein, dis-
cussed at the Subcommittee's hearings.

In a third study he spotlights the need for measures to overcome the deleterious
effects of taxing the inflation-induced appreciation of investments. This classic
proI)lem has had a particularly chilling effect on investment incentives in the new
climate of chronic inflation, as is emphasized by our Public Attitude Survey
results.

The logic behind the findings of the empirical studies cited above has been
demonstrated by l)r. Laffer, both in his presentation to this Subcommittee and
in his published work.

A recent study) by Professor Michael J. Boskin 3 of Stanford University-not
to our knowledge presented to this Subcommittee-should be crucial to its
deliberations. (A copy is attached as Exhibit B.) Professor Boskin measured the
responsiveness of saving to changes in real after-tax rates of return.

Previous studies have generally looked either at pre-tax or nominal rates of
return, or both. Professor Boskin estimates that a 10% increase in the real after-
tax rate of return will induce a healthy 4c% increase in saving. In the jargon of
economists, savings elasticity with respect to real, after-tax returns is 0.4. lIe also
concludes that the current capital gains tax induces overconsumption and in-
sufficient savings. Ile estimates the resulting loss in economic welfare to be almost
$60 billion per year! Professor Boskin concludes his pioneering study thus:

"Taken as a whole, the results reported here substantially strengthen the case
for reforming the tax treatment of income from capital ... for example ... switch-
ing from income to consumption taxes."
Conclusioni

The need for capital gains tax relief is pressing. If prompt action is not taken
to spur investment, economic l)roblems will continue to build as U.S. industrial
capacity is strained, with obsolete plant and equipment continuing to put a drag
on productivity. The resulting increased unit costs and production bottlenecks
would ratchet inflation, which contributes substantially to the disillusionment of
the nation's wage earners and to the apprehension of its investors.

Again, the New York Stock Exchange applauds the Subcommittee's valuable
contribution to the public discussion of this issue, particularly its role in drawing
attention to the urgent need for Congress to ease the tax burden now placed upon
our capital resources.

2 Secretary of the Treasury Blumenthal and Assistant Secretary Brill, have criticized the conclusions
that a decrease in capital gains taxes would raise Treasury revenues in part due to an increase in stock prices-
I)r. Eckstein estimated a5% rise; I)r. Evans, 40%; and Mr. Ciminaro, 20%. The Treasury cites these three
divergent estimates as partial evidence that any assumption with regard to the response of stock prices is
arbitrary. Therefore, they argue one should estimate no change. The NYSE respectfully submits that the
Treasury assumption is arbirrary to the nth degree.

Obviously, tax policy plays a vital role in a dynamic economy. Imperfect as they may b1, assessments of
rospect ive policies provide the only basis for choosing that combination or possible tax arrangements which
old out the most promise for achieving agreed upon goal3.

3 Michael J. Boskin, "Taxation, Saving and the Rate of Interest," Journal of Political
Economy, April 1978 (vol. 86, No. 2, pt. 2).

4 Boskin, p. 525.



NYSE EXHIBIT A

Introduction
This is the New York Stock Exchange's first major survey
since 1959 o public attitudes toward investing. Anyone who
is concerned with America's prospects for sound economic growth
will find the results deeply disturbing and challenging.

The survey was prompted largely by the desire to understand
why millions of Americans with investable funds have continued
to turn their backs on corporate shareownership during a
period of relative national prosperity. The Exchange's 1975
"Census of Shareowners" showed a net decline of some 51/2
million individual owners of corporate stocks or mutual fund
shares between 1970 and 1975; and there is no indication that
the trend has been reversed. Many reasons have been suggested-
In this survey, we asked investors, former investors
and non-investors to tell their own stories,

Focusing on the views and comments of financial decision-
makers in households with annual incomes of $10,000 or more,
the survey found pervasive public preoccupation with
" preserving" capital and purchasing power to keep abreast
of inflation. Investments that are perceived as involving the
least amount of risk rank highest today in the estimation
of people who have funds to invest. Investments in corporate
stocks are viewed as entailing "moderate" risks which
most investors say they are unwilling to assume as they
try to keep up with escalating living costs.

But if the public's expectations of worsening inflation arecorrect, avoidance of all risk may be the most dangerous
alternative of all. The deeply cautious attitudes toward
financial risk-!aking that permeate the survey findings may
foreshadow the erosion-rather than the desired protection-
of household assets and purchasing power, if the real
value of what is so diligently "preserved" in fact declines.

It is not surprising that this is not more widely recognized,
since financial decision-makers at all income levels
readily admit they lack knowledge about many types of
investments, while many have significant misunderstandings
of the relative risks and rewards associated with
different types of investment vehicles.

At the same time, the public does recognize that changes
in the relationships between risks and rewards can strongly
influence the setting of investment goals and the choice
of investment vehicles. This is evident from a deeper
probing of attitudes towaro stock investments.

At first glance, some of the attitudes expressed may seem
illogical. It is widely believed, for example, that corporate
profits will increase substantially over the next few years: yet,
financial decision-makers are reluctant to commit investable
funds to equity ownership that would give them the best
opportunity to participate directly in the anticipated profits-

L



But investors and non-investors alike made clear that
changes in current tax treatment of investment return would
strongly stimulate their interest in equities. In other words,
increasing the reward side of the risk/reward ratio
would reduce their reluctance to assume reasonable risks.

What lessons can we glean from the detailed findings
presented in this report?

Clearly, we must stimulate better understanding of the risks
and rewards associated with all investment vehicles
that compete for the public's discretionary funds. That
suggests an urgent need for broadly based educational programs
aimed at providing financial decision-makers with the basic
knowledge needed to make informed investment decisions that
are most appropriate to their individual household circumstances.
Equally urgent, we must realistically re-evaluate-
and, where necessary, change-public policies which
inhibit rather than encourage individual public
investment in America's economic future.

Failure to act in both areas can only aggravate the growth,
inflation and productivity problems already plaguing our nation.

Negative public attitudes toward investing in corporate
securities most seriously threaten the prospects
of thousands of smaller and medium-sized growth-
oriented companies which desperately need equity
capital to maintain their position on the leading edge of
technological innovation- These are the companies-the vast
majority of which are not listed on the New York Stock
Exchange-that offer the greatest potential for creating
new jobs across the entire spectrum of our national economy.

Much of America's greatness stems directly from our long
tradition as a nation of venturesome men and women who are
willing to take reasonable economic risks in the hope of earning
the rewards that our unique form of private enterprise makes
possible. We must act decisively to assure that misunderstanding,
lack of knowledge and unrealistic public policies do
not transform us from a nation of risk-takers into a
nation of economically timid souls.

Chairman
New York Stock Exchange

11



Summary of Findings
Based on in-depth interviews with 2,740 households

with annual income of $10.000 or more.

1. The American public, shaken by inflation and fearing more
to come, is deeply cautious about managing its money.

a Primary financial goals are defensive: To avoid loss of
both principal and purchasing power.
* 70% are unwilling to take more than barest minimum or small risk.
a The most widely held investment vehicles are those
perceived as involving the smallest element of risk.

2. Despite the prevailing mood of caution, the public
clearly believes In investment and expects to Invest
more during the next few years.

w The suggestion that it makes more sense to spend than
save is strongly rejected.
a Preferred vehicles are passbook savings, savings certificates.
home ownership, other real estate, and life insurance.
i -People who traded stock ,n the past year view common stocks more
favorably than thosewho did not. Others think stock investments
will become more attractive if inflation is brought under control,



3. Optimism about corporate earnings is outweighed by
concerns about further inflation and dissatisfaction with
the risk/reward ratio for common stocks.

a Most financial decision-makers' expect corporate profits to

increase but do not expect to participate through stock ownership

n "Safety and stability" and higher dwidend returns vould be

important inducements to invest in stocks Key deterrents are

lack of funds and perception of the market as "too risky "

4. Changes in the tax laws would significantly influence
financial decision-makers! willingness to invest in stocks.

N Elimination of personal taxes on dividend income would
strongly stimulate stock investment
0 Financial decision-makers would also respond strongly to

more liberal tax treatment of capital gains and losses,
elimination of the corporate income tax on dividends.
and significant reduction of taxes on unearned income
• Elimination of all special treatment of capital gains
would have a very strong negative impact on stock investment-

5. Misunderstanding and lack of knowledge about most typesof securities investments critically influence public attitudes
toward ,and participation in, the market.

m Barely one-fourth of all financial decision-makers consider

themselves knowledgeable about listed common stocks

* Most financial decision-makers do not view brokerage products

as approprate to meeting their very important needs.
* Fewer than halt of all current stock owners' consider themselves

knowledgeable about brokerage products other than listed common

stocks (Active traders' rate their own knowledge more highly)

s Misunderstandings about securities are most

evident among those who have never owned stock

'A - 1, , 1- 1 b W Q &C 1 . I
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CHART I

Households
by Segments
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This chart shOws the breakdown of U.S. households with

incomes ol $10,000 and up that were measured in this
study-a total of 45 million or 61% Ot all U.S. hOUSehOldS.
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CHART III

ACCEPTABLE DEGREE OF RISK TO ACHIEVE CERTAIN
LEVEL OF FINANCIAL GAIN FROM OWN INVESTMENTS

Barest Minimum.

Small Amount .......

Moderate ...........

Substantial!.........

Degree of risk broken down by current stock owners
(with and without brokerage accounts), former stock owners,
end those who never owned stock Is shown in Appendix B.



I Most financial decision-makers regard these five
financial goals as "very" or "fairly" important:
•. Generating income to meet normal expenses.
... Keeping up with inflation.
... Protection fur the family.
*.. Income for retirement.
... Personal control of assets.
By contrast, less than half the financial
decision-makers view these goals as important:
,. . Long-term capital appreciation.
... Quick (short-term) profits.
... Accumulating money for large purchases.
0 As might be expected, younger and less affluent
financial decision-makers do not stress the same goals
as their older and more affluent counterparts.
. .. Those under 35 and those with incomes below $15.000 give
much greater importance to income for normal expenses,
improving their standard of living and buying a home
than do other groups.
•.. Younger people are also more concerned than their elders
with college expenses, the personal challenge of investing,'
short-term profits, accumulating money for large expenditures.
and minimizing taxes
. .. Households with incomes above $25,000 put above-average
emphasis on capital appreciation, minimizing taxes,
minimizing downside risk, maximizing leverage,
and diversification of investments.
1 A majority of financial decision-makers regard three
investment vehicles as most appropriate for meeting their own
financial goals-Life insurance, cash savings
(both of which are widely considered to be necessities) end
real estate other than one's own honle.

TABLE I

RANKING OF FINANCIAL GOALS BY DEGREE OF
IMPORTANCE

"VERY" OR "FAIRLY" IMPORTANT TO
MAJORITY OF HOUSEHOLDS

Income/normal expenses
Keeping up with Inflation
Protection for family
Income/retirement
Personal control of asset
Improved standard of living
Estate for spouse/chldren
Tax minimization
Purchase of home
Guaranteed fixed return
Children's college expenses
Liquldilty---ash or equivalent

"VERY" OR "FAIRLY' IMPORTANT TO
MINORITY OF HOUSEHOLDS

Long-term capital apprecletion
.Fun/challenge
Minimal downside risk
Maximum leverage from available

funds
Oulck profits
Savlngs/Investlng for "big ticket"

expenditure
Diversification
Actlon--frquent trading

Stock
Total Owners

91%
88
87
87
82
78
74
67
a5
62
59
54

47%
45
42

40
31

27"
24.
12

85%
a5
86
85
84
70
70
67
55
61
55
59

61%
41
45

49
28

30
39
10
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TABLE II

INVESTMENT VEHICLES VIEWED AS BEST MEETING MOST
IMPORTANT FINANCIAL GOALS

Goal Vehicle (Percent of Households)

Protection Life Insurance (57%)
for family

Income/normal Real Estate Other Than Home (22%),
expenses Savings Certificate (19%)

Income/retirement Ufe Insurance (25%),
Savings Certificate (22%),
Real Estate Other Than Home (19%)

Keeping up Real Estate Other Than Home (32%)
with Inflation

Personal control Savings Certificate (25%),
of assets Real Estate Other Than Home (24%)

Savings Certificate (21%).
Purchase of home Real Estate Other Than Home (20%)

Estate for Ufe Insurance (47%),
spouse/children Real Estate Other Than Home (26%)

Improved standard Real Estate Other Than Home (30%)
of living

Children's college Savings Certificate (34%),
expenses Ufe Insurance (26%)

Tax Real Estate Other Than Home (24%)
minimization

Guaranteed fixed Savings Certificate (21%),
return Life Insurance (20%)



TABLE III

OWNERSHIP OF INVESTMENT VEHICLES

a The most widely held investment vehicles, in addition
to one's own home, are those perceived as involving the smallest
element of risk-life6 ;nsurance. various types of
fixed-income savings, and other real estate.

. Treasury bills and municipal bonds are rated low-risk
but are not widely held-possibly because most financial
decision-makers are not very familiar with them.
... Common stock, considered moderate in risk. is ranked
6th riskiest of 20 vehicles.
w Holders of listed common stock are likely to have a
number of other investments.
.. Nearly all have life insurance, a passbook savings

account and own !heir own home or apartment.
... Smaller, but significant, numbers have U.S. savings bonds,

savings certificates, participate in an employee savings plan.
own other real estate or such tangibles as gems or art.
. .. 25% also hold unlisted common stock, preferred stock
or stock mutual funds.
s One-third of those who own real estate other than their home
also hold listed common stock; half as many hold unlisted
common stock, preferred stock or stock mutual funds.

Life Insurance

Passbook Savings Account

Own Home
U.S Savings Bonds

Employee Savings Plan

Savings Certificate

Real Estate Other Then Home

Tangible Investments

LISTED COMMON STOCK

Employee Profit-Sharing Plan

Ownership in Private Company

Investment Retirement Account

Stock Mutual Funds

Annuity

Unlisted Common Stock

Preferred Stock

Long-Term U S, Bonds

Municipal Bonds

Convertible Securities

U S. Treasury Bills

Corporate Bonds

Tax Free Mutual Funds

Tax Sh ters

Money Market Mutual Funds

Options

Warrants

Commodity Contracts

Own Once
Now Owned

(Percent of Households)

92% 4%

86 4

83 3

47 22

34 12
34 a

30 9

29 2

27 11

25 10

19 10

16 1

11 9

10 2

9 8

9 5

6

5

5

5
5
3

2

2

5

5

5
4
3
2
2

1

1 2
1 1

0



TABLE IV
RISK PERCEPTION OF INVESTMENT VEHICLES
FINANCIAL DECISION-MAKERS SAY THEY ARE

KNOWLEDGEABLE ABOUT5t: . .....ooaiWN~tk0.
' w Total Former Never

Stock Stock Owned
Inveelment Vehicle Total Owners Owners Stock

Tax Sheters 24 2.5 2.7 21
Unlisted Common Stock 2.3 2.3 2.5 '.9
Put or Cal Stock Options 23 23 2.7 20
Commodity Contracts 22 24 1.9 2,2
Warrants 21 23 2.0 19
LISTED COMMON STOCK 2.0 20 2.1 1 8
Stock Mutual Funds 19 19 1.7 2-2
Money Market Mutual Funds I.S 18 1.6 20
Converible Securities 1,7 1 8 1.9 1.6
Tax-free Mutual Funds 18 1.6 1.6 1 6
Preferred Stock 16 1.5 1.7 1.9
Corporate Bonds , 16 1-6 1.4 1.6
Rel Esate Other

Than Home 15 1.5 1.5 1-5
Municipal Bonds 1 S 1.5 1.5 1.4
Ufe Insurance 13 1.2 1.3 1.4
Annuity 1.3 1.3 1.3 1.2
U.S. Treasury Bitls 1.3 1.2 1.2 1.5
Investment Retirement

Account or Keogh Plan 1.2 1.2 i.3 1.3
Long-term U.S.

Government Bonds 1,2 1.2 1.1 1.3
Savings Certificate 1-2 1.1 11 1.2

TABLE V
DUPLICATION OF OWNERSHIP BETWEEN LISTED

COMMON STOCK, REAL ESTATE OTHER THAN OWN
HOME, AND OTHER INVESTMENT VEHICLES

Own Uited Own Reel Estate
Common Stock Other Then Own

end.... Home end....
Ufe Insurance 95% 93%
Passbook Savings Account 93 84
Own Home or Apartment 92 92
U.S. Savings Bonda 60 49
Savings Certificate 53 47
Tangible Investments 44 32
Employee Saings Plan 41 38
Ree Estate Other Than Home 39 -
USTED COMMON STOCK - 34
Unlisted Common Stock 27 15
Stock Mutual Funds 26 17
Preferred Stock 25 15

Household Base 12,177,000 13,530,000



2. The Desire to Invest
Despite the prevailing mood of caution, the public
clearly believes in investment and expects to commit
more funds to virtually every type of investment vehicle
in the next few years- However, the most preferred vehicles are

passbook savings, savings certificates, home ownership
and other real estate, and life insurance.

1 The public strongly disagrees with the statement,
"I like to take substantial financial risks to realize
significant financial gains."
f Nevertheless, financial decision-makers give no
evidence of a live-for-today attitude. They also strongly

reject the statement that "spending money on

things I enjoy makes more sense than saving it."
... Widespread participation in such "free" or "painless"
investments as employee savings plans (34% of households)

and employee profit-sharing plans (25%) is not diverting
people from direct investment.
... A high proportion of financial deci ion-makers agree that
"many common stocks will be a good investment as soon as the

economy gets healthy and inflation is brought under control."

a People who traded stock during the past year view common
stock more favorably than those who did not.
.I. A majority of active traders say they intend to invest

more in common stocks and rated listed common stocks as the
most favored vehicle for increased investment.
1.. Former stock owners, however, are far more concerned with

avoiding risk than are current stock owners or people who
have never owned stock. They show the strongest preference
of any group for savings accounts, savings certificates,
life insurance and real estate as future investment vehicles.

TABLE Vi
PUBLIC BELIEVES IN INVESTMENT

Moat of public strongly agrees with

thee statements:
It's best to plan for the long run when
you Invest in the stock market
Because of inflation. itls hard to beat

Investments in real estate.
To make money, an investor must be
prepared to take substantial risks

Investing In the stock market is just
gambling and should only be done with
money you can afford to lose

I really can't afford to Invest In stock

Most of public strongly disagrees with

these statements.:
I like to take substantial Ilnancial risks to
realize significant financlal gains.

investing money is not worth the effort.

The way things are going now, spending
money on things I enjoy makes more
sense than saving It
Because Of Social Security and pension
funds. I don't have to worry about
Investing extra money.

010



CHART IV

NEAR-FUTURE INVESTMENT INTENTIONS
Plan To invest More In
Any Investment Vehicle

Total

Current Stock Owners

Former Stock Owners

Never Owned Stock

CHART V

FUTURE INVESTMENT PLANS
Plan to Plan to

Invest Less Invest More
Passbook Savings Account 4%RM

Real Estate Other Than Home 3%

Ownership of Home/Apartment 4%

Savings Certificate 1%

Ufe insurance 8%

U.S. "E" and "H" Savings Bonds 5%

Employee Savings Plan 1%

USED COMMON STOCK 4%

Employee Profit-sharing Plan 1% [_%]
Ownership in Private

Business/Partnership 1% _
Tangible Investments

-- gems, art. etc. 2%
Investment Retirement Account 1%

or Keogh Plan

CA



3. Perceptions
of Common Stock
The pubc optifmsfiCabout Corporate e8mings
pro"M (o'r mfewx~# yets %A thiceary not
sufCiito f 0 0 O4t-O M9ngrnod coWrs about further inflation
and fmp Afilaselation with thecuirrent nsi~rew$dC
ratio with respea to common stock lnVeemnts.
a A laremuI(ot f eWnldeison-nakw expectbusiness
prolfts to Mn ce&-4. B onl vmoty expectto partici _-
dlectw In ftoe profihrou stock ownership.
... 'Ab one-lquarer expect profMi ncreases to be sharp.

. n. o4, tm'hxpect corportepr ft to dec i
a Commn sto6cksreqrdesthebest vehicle for achieving,

,.BuWdr tion is ranked 19fh ona list Of 20

.. , Common siOcks are proelved as inappropt* for fmet
su4% major goo% as ncome for regular expenses, guarding
egainat inflation, and family protection.
am Tms perceptions are underscored by aftltudes toward

WiiOte Inv, Almfft in comnmo,l ..
. ,PeopIeioh ih ens owid stock, butwho We Considering
uld ftgtsk in t e future would be a reacted

Wkr94Wl Oftty and silty" and by highei'dend
retirns. Only g aidmamnority of ts group ay they
Would buy atock it ft htad mre money to invest.



TABLE VII

INDUCEMENTS TO BUY COMMON STOCK

Former Never
Stock Owned

Total Owners Stock

Safe Investment, stability
Good return
Reliable, honest broker
Increase in Income and capital
Good growth potential
More money, Income to Invest
Interest In named specific type

of stock
Specific service/Innovation

from brokerage firm

24%
22
11
10
8
7

25% 23%
29 18
2

23
8
3

16
4
7

10

8 2

5

9

-7
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CHART VIII

FORMER STOCK OWNERS' REASONS FOR
LEAVING MARKET

Prefer safer, less risky Investments

Put money In other Investments-home,
real estate, etc.

Suffered a loss. market went down ).

Needed the money (reason not given)

Major household expenses-college
education, medical bills. etc.

Have less to invest now

qII



4. The Impact of Taxation
Current tax policies appear to be a mapo dterrent to stock
ownenip.Chanes in thtax laws'would significantly Influence
finecial declsion-makers' WMiigness to invest in stocks.
* Neartyhalf of all formermnd current owners say tey woutd
r 1etsr* thmarket or add toisir portfolios if dividends
wwi no oWger taxed s personal income.

.,Solgnfc Wm s of ourrent and for n stock owrs believe
corporate dividend payouts are too small. Dissatisfaction

S amongo e who traded during the past yar.
a Various stes-io Ibere capital gains tax treatment-
would nmduoboushd toadd to therstolhokldlngS V

VWile the* ec of anyone hange might b moderate, several
such change In combination would have a slgntficant impact.

a thrcipsinft~xiawwouo afot */ nglno4ednttle mtlQ~tW bOm pre nd f ore -k:t ii

owners The most trequenty oled In<k vs am:
.. imination of te co npoeax on Income distributed as dividends .

, eduto nof ore thn25% mineotnoorn tftaxonueamed income.
a Ontheother hand. elimination ofl social tveatmbnt of

Oltsganwcjs p npSwonftant number of
2tock1C *# fato t&Idthir portolios or leave the
ntroy.andwoidsft inhibtfom owners ro m retuini.

(Owners whotwve att*emntbrOk sng account would react most
stl .Fultyon&thrd saythey would decrease or liquidate their
poMCioe f afllet capital gains treatment were eiinate.)

, Among inwestment vehices regarded as tax shelters, re 1 7

is widely mcognzpd and used. Municipal bonda e
tax-free bond fundsa much less popular--In pat - -
perhaps, becuW ldoos are far less familiar wlthn'tn.



)WNERS' AND FORMER STOCK OWNERS' PORTFOLIOS

Reduce Stock Leave Stock Net Change:
Portfolio Market Add vs. Reduce

Present Former' Present Former' Present Former'

"% 1% 2% 1% +44% +47%

4 1 2 1 +23 +19

2 2 4 1 +19 +19

6 2 3 2 + 9 +14

5 3 4 1 +3 +4

5 3 a 6 0 -4

10 11 2 12 -12 -17

2 1 2 3 + 5 +12

Former Stock Owners

f- ' 459A

Never Owned Stock

Floor "Wy rot Md icitly Oue tO t(OW4dng

C;'

C~i



5- Misunderstandings
AboutInvestment
WIdespread mxiderstanding and lack of knowledge about all
but the mostcommonly used investment vehicles are clearly
critical factor influencing pubUc atudes toward, and participation
in, all types ot ieftetts--paticulaly securities.
N AfthOugactive stock owner tend to rate their own knowledge
of brokerageproducts relatively highly. fmr than-half of
il current owners conter themnselv s knowledgeable about any
"rokerage product other than listed common stock.

* Misu erstanding isparticularly widespread among those who
haveneveowfed stock--even those who consider themselves

Imowedgeable. For example. many of these people beliovethat
rm eeOtate Is a liqu d investment and that savings certificates
offer long-tam caphal appreciation and maximize leverage.
They also perceive the following groups of investments as
inlving comparable degrees of risk:

.. lnILted common stock warrants end preferred stock.*~
* Money nmarket mutual fundsf and stock options
*Stock mutual funds and cmnOdt conract.

-. .PAW estate an U.S. Teeteury bilV
a No wore thn one-fifth of the public conslers itself
konowledgeableabout rporate bonds, Treasur/ bills, preferred
stock or convertible secutes. &ut these are perceived as
reltivel low-rlsk ivtmera., an the public gender y
eorieldereow-rMkirnvmentas appropriatefor kee~ng upvf Wi andmx maeingl othe importnt fteci" goal.';"

- One night fll af d es , on-ma who e unke

4;iV marlrat a V principal reason.t



TABLE IX

KNOWLEDGE OF DIFFERENT "INVESTMENT VEHICLES"

Households
Considering
Themselves

Vehicle Knowledgeable

Ufe Insurance 68%

Savings Certificate 56

Real Estate Other Than Home 54

Long-Term U.S. Government Bonds 37

LISTED COMMON STOCK 26

Investment Retirement Account or Keogh Plan 25

Municipal Bonds 25

Stock Mutual Funds 22

Annuity 22

U.S. Treasury Bills 20

Preferred Stock 19

Unlisted Common Stock 18

Corporate Bonds 18

Tax Free Mutual Funds 14

Tax Shelters 13

Convertible Securltles 10

Warrants 10

Money Market Mutual Funds 10

Put or Call Stock Options 9

Commodity Contracts 6



6. Brokers ond
TheirCustomers
More than half the U.S. households with at least $10,000 annual
lncome-nerly25 million--have never owned stock. A projected
tot of 15 million households have one or more stock owners-
but fewer than 6 million currently have brokerage accounts.

a People with current accounts give their own registered
representatives high marks for over-all Job performance, but
expresstfisstlsfacton with the timeliness of buy and sell advice.

Attitudes toward brokers an brokerage firms in general
re sus iy lefvt orable.
... Savings banks, commercial banks and life insurance companies
are the most higty regarded financial institutions.
a Better than one in four former stock owners say they are
liuly to return to the market during the next few years.
About one in seven who have never owned stock say they are
likely lo enter the tmret for the first time.
... However, those who have never owned stock taroutnumber
those who are ormer owners. Thus, the actual Indicated
numbers of prospective new buyers are 1.6 million former
ownersand 3.5 million who have never owned stock.



CHART XIII

ATTITUDES TOWARD BANKS, BROKERS, AND OTHERS

Unfavorable Favorable

Savings Banks . -

Commercial
Banks

Life insurance
Companies ~C
NEW YORK STOCK .
EXCHANGE

Firms

Stock Broker

Secutitie and
Exchange
Commission * 4

Atude toward various financial Instiltulons broken down by former
stock owners. thosa who never Owned stock, and current stock owners
by account an trad . tMy a e shown in AppendIlx 0
10% Mm em of tanracla M tnt.t f rt an. ml art w.t."



7. Awareness of The
NewYork Stock Exchange
Most present and former stock owners are aware of differences
between NYSE-listed sfdcks and stocks traded elsewhere.
They are also aware of distinctions between NYSE member
organizations and non-members, and express a clear preferenoe

for doing business with NYSE member organizations.

m The public shows little awareness of securities markets
other than the New York and American Stock Exchanges.
... Nevertheless, financial decision-makers in more than half the
households that have never owned stock-a majority of all
households with annual income of $10.000 or more-say they
do not know enough about the NYSE to have a favorable
or unfavorable attitude.
... The public, including current stock owners, has virtually no
awareness of investor protection provided by the Securities
Investor Protection Corporation (SIPC).
a Those who are most aware of the NYSE-current and former
stock owners-regard surveillance of trading and regulatory
oversight of member firm operational'and financial activities
as the Exchange's most important functions.

TABLE X

KNOWLEDGE ABOUT NYSE

(Percent of Households Considering Statement Deftirtely or Prob-
ably True vs Detintely or Probably Untrue)"

Statement

. I would prefer to do business with a brokerage firm that is a member of

the NYSE'

'The NYSE regularly audits or checks on the 38llrig PrIaChCK" 01 111 rm
ber brokerage firms

"The Exchanges, rules require a continuous narkel in all iW listed stocks
a-you can buy of Sell any tine the Market is open -

'Companies listed on Ine NYSE have to s-,Apfy silher funacial quehliCa-
lions than companies listed on other exchange *

Brokerage hrms that are members ot the NYSE have to satisfy suilter

hnnbcial nQa. emots Ivan other brOkeraqfe forms do •

You tenf to 0gei a boiler price when you buy or sell your Stock On thO

NYSE *

'Tie NYSE doesn't do a good ob r PF0snltg I hndiv,dal investor in
Washington, DIC '

-If I had a complaint against a brokerage furm thati 8 a member of the
NYSE. it would be very difficult for me to gel anyone at the Exchange to
do anything about it'

TABLE XI

IMPORTANCE OF NYSE FUNCTIONS TO EXPERIENCED STOCK

Require member firms to be wl capitalized .......................

Investigate. act on jultted customer complaint ...... . ......

Establish standards for well-trained member flrm brokers .............

Rquaare brokerage firm honesty in a(diAtIftng, market tleters. etc .......

Take actIon agairt member thrn/brokers who violate Exchante rules ....



Current Former
ToW Stock Owners mock Owners

69/12% 70/12% 67/11%

68/5 89/4 66/9

66/11 66/10 64/12

55/16 56/14 54/23

50/16 51/14 47/22

43/21 44/21 41/23

20/35 20/32 18/42

15/57 16/56 13/68

)WNERS

Current Stock Owners
With Current Account: No Former

Frequent Current Stock
ToWa Traders Account Owners

48% 45% 27% 39%

39 17 43 52

37 48 29 33

36 31 41 52

34 52 29 25



APPENDIX A
APPENDIX B

NEAR-FUTURE INFLATION EXPECTATIONS

Current Former Never
Stock Stock Owned

Total Owners Owners Stock

Increase 77% 78% 74% 77%
Sharply 36 32 31 40
Slightly 41 46 43 37

Stay Same As Now 17 18 21 15
Decrease 5 3 4 6

Slightly 4 2 3 5

Sharply 1 1 1 1
Don't Know 1 1 2 1

Figures Miy not add exactly due to Founding

ACCEPTABLE DEGREE OF RISK TO ACHIEVE CERTAIN LEVEL
OF FINANCIAL GAIN FROM OWN INVESTMENTS

Small Barest
Substantial Moderate Amount Minimum

Total 3% 27%
Current Stock Owners 2 32

With current
brokerage account 3 40

Without current
brokerage account 1 26

Former Stock Owners 2 29
Never Owned Stock 2 24

35% 35%43 23

35 21

4945
29

2424
45

Figu es may not add exactly due to rounding

APPENDIX C

NEAR-FUTURE EXPECTATIONS OF BUSINESS PROFITS

Current Former Never
Stock Stock Owned

Total Owners Owners Stock

Increase 64% 62% 53% 68%

Sharply 25 18 27 29

Slightly 39 44 27 39

Stay Same As Now 21 21 23 20
Decrease 13 16 22 8

Slightly 11 15 17 8
Sharply 1 1 4 1

Don't Know 2 1 2 4

Fig ets may not add exactly due to rounding



APPENDIX D
ATTITUDES TOWARD BANKS, BROKERS, AND OTHERS

Current Stock Owners
With Current Account

Total Trades Last Year Accounts: No Former Never
Stock t e I Current Stock Owned

Total Owners Total None 1-5 6/Plus One Two/Plus Account Owners Stock

Savings Banks
Favorable 67% 73% 74% 75% 71% 81% 74% 71% 72% 59% 66%
Unfavorable 27 25 25 24 28 18 24 28 24 40 26
Don't know 5 3 2 1 1 1 2 1 3 1 8

Commercial Banks
Favorable 59 61 55 61 49 70 55 64 64 50 60
Unfavorable 34 35 40 34 49 25 40 34 31 45 31
Don't know • 7 5 4 5 3 5 5 2 5 5 9

Life Insurance Companies
Favorable 55 51 45 55 39 33 46 38 54 56 58
Unfavorable 37 42 47 39 49 64 48 46 40 43 32
Don't know 8 7 8 7 12 3 6 16 6 1 10

NEW YORK STOCK EXCHANGE
Favorable 44 57 65 64 60 70 64 61 52 54 34
Unfavorable is 22 24 24 25 28 26 23 20 21 15
Don't know 38 21 11 12 15 2 10 16 28 25 51

Stock Brokerage Firms
Favorable 26 37 49 43 47 53 46 49 29 28 19
Unfavorable 27 40 43 48 40 45 47 36 38 34 17
Don't know 47 23 9 9 12 1 7 15 33 38 64

Stock Brokers
Favorable 26 36 46 44 40 56 47 35 30 31 19
Unfavorable 28 40 45 49 46 43 46 50 37 25 22
Don't know 46 24 9 7 15 1 7 15 33 44 59

Securities and Exchange
Commission

Favorable 24 32 36 38 34 30 34 35 30 28 19
Unfavorable 25 36 42 33 42 64 43 42 32 36 17
Don't know 50 32 22 29 23 6 23 23 39 38 64

Commodity Exchanges
Favorable 16 19 16 19 16 15 17 15 21 14 14
Unfavorable 21 26 25 16 21 48 24 27 27 28 17
Don't know 63 55 59 65 63 36 59 58 52 58 69

Figu rAy oso add duw to ,ruf.



METHODOLOGY

The Public Attitude Survey was conducted for the New York Stock

Exchange by Opinion Research Corporation, Princeton, N.J. ORC was

assisted in the development stage by Alvin J. Rosenstein and
Associates.

Sample Design
ORC conducted in-depth interviews with financial decision-makers

in 2,740 households. Participants were selected by ORC to provide a

fully projectable national probability sample. The findings are appli-

cable to the 45 million U.S. households with 1976 gross incomes of
$10,000 or more, or 61O% of all U.S. households.

To ensure adequat, responses and minimal sampling errors for

respondents in the smallest sub-groups, households in the $25,000

to $49,999 and the $50,000-and-higher income groups were over-

sampled. Respondents were weighted back to the distribution of all

U.S. households with an income of $10,000 and over as follows:

Annual Distribution Final NYSE
Household of Weighted U.S. Households

Income Respondents Sample (March 1977)"

$10,000-$14,999 492 30% 31%
$15,000-$24,999 959 45 45

$25,000-$49.999 831 21 21

$50,000 and Over 458 4 3

TOTAL 2,740 100% 100%

Median Income - $18,900 $19,100

*Source: U.S. Department of Commerce, Bureau of the Census.
Consumer Income, Series P-60. No. 109, January 1978.

Note: U.S. Census data are based on head of household responses
which may vary somewhat from Public Attitude Survey respondents.



Reliability of Survey Percentages
Results of any sample are subject to sampling variation. The mag-

nitude of the variation is measurable and is affected by the number of
interviews and the level of the percentages expressing the results.

The table below shows the possible sample variation that applies
to percentage results reported in this study. The chances are 95 in
100 that results would not vary, plus or minus, by more than the in-
dicated number of percentage points from the result that would be
obtained if the Interviews were repeated using the same sampling
procedures.

Approximate Sampling To!erances Applicable
to Percentages at or Near These Levels'

Size of Sample
on which Survey
Result is Based

2,700 Interviews
2.000 Interviews
1,000 interviews
500 interviews
250 Interviews
100 interviews
'Based on 95 chances In 100.

10% or 90% 30% or 70%

2%
2
2
3
5
7

50%

2%
3
4
5
7

11

Sampling Tolerances When Comparing Two Subsamples
Tolerances are also involved in the comparison of results from dif-

ferent parts or groups of any one sample. A difference, in other words,
must be of at least a certain size to be considered statistically signi-
ficant. The table below Is a guide to the sampling tolerances applicable
to such comparisons.

Differences Required for Significance At
or Near These Percentage Levels'

Size of Samples
Compared

1,000 and 1.000
1,000 and 500
500 and 500
500 and 200
200 and 200
200 and 100
100 and 100

'based on 95 chances In 100.

10% or 90% 30% or 70%

3%
4
5
6
7
9

10

50%

5%
6
7
9

11

14
16.

6%
7
8

10
12
15
17

Questionnaire Development and Interviewing
The survey questionnaire was developed in consultation with mem-

bers of the financial community, individual investors and non-
investors. In-depth interviews with top level individuals in the securities
industry were conducted by Opinion Research Corporation and Alvin
J. Rosenstein Associates; the latter also conducted ten focus group
sessions throughout the United States to develop hypotheses for the
questionnaire. The ORC interviewing staff pretested the questionnaire
and was responsible for its administration and processing.

The questionnaire was administered through personal interviews
undertaken with respondents 21 years of age or over who reported
themselves to be either "co-equal" or "chief" household financial
decision-makers (see Definition of Terms.) All interviewing was con-
ducted between September 1977 and January 1978, with the average
interview lasting an hour and a quarter.



DEFINITION OF TERMS

Term Definition

Financial Decision-Maker The person (or persons) in a household who is most influential in

making decisions about saving, investing or spending discretionary
income.

Stock Owner A household in which one or more family members own listed common

stock, preferred stock, unlisted common stock or stock mutual fund
shares.

Stock Owner With An Account As above, where individuals report having a current account at a

brokerage firm where "you could call them and place an order with-
out filling out any forms."

Former Stock Owner A household in which one or more family members once owned any
of the above four types of stock but did not own any at the time of
interview.

Never Owned Stock A household in which no family member has ever owned any of the
above four types of stock.

Frequent Trader, Active Trader A stock owner with a brokerage account who made six or more stock
trades during the preceding 12 months.

Infrequent Trader A stock owner with a brokerage account who made 1-5 trades during
the preceding 12 months.

Inactive Investor A stock owner, with or without a brokerage account who made no
trades during the preceding 12 months.
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TAXATION, SAVING, AND THE RATE OF INTEREST

(By Michael J. Boskin)

This study presents new estimates of consumption functions based on aggregate
U.S. time-series data. The results are striking: a variety of functional forms,
estimation methods, and definitions of the real after-tax rate of return invariably
lead to the conclusion of a substantial interest elasticity of saving. The implica-
tions of this result for the analysis of the efficiency and equity of the current U.S.
tax treatment of income from capital are explored. In reducing the real net rate
of return, current tax treatment significantly retards capital accumulation. This
in turn causes an enormous waste of resources and redistributes a substantial
fraction of gross income from labor to capital. Rough estimates of the lost welfare
exceed $50 billion per year (a present value close to $1 trillion and of the redistri-
bution from labor to capital exceed one-seventh of capital's share of gross income.
It also suggests that the usual calculations of tax burdens by income class substan-
tially overestimate both the progressivity of the income tax and the alleged re-
gressivity of consumption taxes.

The effect of interest rates on economic behavior, particularly on saving and
consumption, has been a central concern of economists at least since the develop-
ment of classical niacroeconomics. Not only has the rate of interest been viewed
as the mechanism for equation saving and investment in pre-Keynesian macro-
economic models, but it also has been at the center of virtually all microeconomic
modelsof intertemporal consumer behavior. It is thus curious that empirical studies
of the effects of interest rates on saving are few and far between.' 'Most such
studies conclude that interest rates have only a negligible effect on consumption or
saving.

2

The notion that saving is perfectly interest inelastic has received widespread ac-
ceptance amotag empirical and policy-oriented macroeconomists. While I shall
present below considerable evidence that nothing could be further from the truth,
it is worthwhile exploring just how important the interest elasticity of the saving
rate is in the analysis of a wide variety of vital issues of economic I)olicy. In so
doing. I hope to point out how costly it has been (and will continue to be) to accept
the conjecture-based on evidence which is flimsy at best and dangerously mis-
leading at worst-that the interest elasticity of the saving rate is negligible. This
is done in Section 1.

Section II discusses several previous studies of saving behavior. I deal with
possible biases in previous estimates of the interest elasticity of the saving rate.
Special attention is paid to the notion, which has come to be called "l)enison's
Law," that the saving rate is essentially constant and unaffected by changes in
the tax system or other changes in the real after-tax rate of return to capital. An
analysis of data for the United States in Section III leads me to conclude that no
behavioral significance can be attributed to the conventionally measured gross
private saving rate: it measures neither saving nor income in the appropriate
manner, and attempts to do so reveal a saving rate which can hardly be called
constant.

Section III also presents detailed sets of estimates of private consumption
functions. A variety of functional forms, definitions of the variables, and estima-
tion methods all lead to the conclusion that private saving is indeed strongly
effected by changes in the real after-tax rate of return. The estimated total
(income plus substitution) interest elasticities of private saving cluster around
0.3-0.4. While this is hardly an enormous elasticity by conventional standards,
it is substantially larger than virtually all previous estimates and the conven-
tional wisdom and has drastic implications for the effect of tax policy on income,
welfare, and income distribution.

Section IV reports estimates from this same body of data of Harrod neutral
CES production functions. Again, a variety of estimation techniques yields
similar estimates of the elasticity of substitution of approximately one-half.
Combined with our estimates of the interest elasticity of the saving rate, this
immc(liately implies that policies which raise the after-tax rate of return will
increase labor's gross share of income in the long run.

Section V summarizes the implications of the empirical results for the analysis
of the effects of various policies on income, welfare, -and income distribution.

I Thus, Break (1974, p. 151) notes, "Unfortunately, empirical evidence on the interest
elasticity of the saving rate is rare."

2 A discussion of why these studies may have biased the estimated interest elasticities
toward zero is presented below.
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Briefly, policies such as switching from an income tax to a consumption tax
which raise the after-tax rate of return to capital will increase income substanti-
ally, remove an enormous deadweight loss to society resulting from the distortion
of the consumption-saving choice, and redistribute income from capital to labor.
Section VI concludes with a discussion of the limitations of the study and avenues
for further research.

1. THE ISSUES AT STAKE

I shall discuss in turn five basic concerns of economic policy: the effects of
the income tax on the distribution of income, the differential incidence of a con-
sumption and an income tax, the tax treatment of human and physical capital,
the effect of inflation on the capital intensity of the economy, and the debate over
whether the saving rate is high enough in the United States. We shall see that the
interest elasticitY of the saving rate is the key parameter in the analysis of each
of these issues. The potential importance of the interest elasticity of saving in the
analysis of the effect of monetary policy is obvious and well-known enough that
repetition here is unnecessary.

Virtually all empirical estimates of tax burdens )y income class allocate income
taxes according to income; that is, they assume the tax is not shifted.3 In an
economy in which either the private saving rate is sensitive to the real after-tax
rate of return or the marginal propensity of the public sector to invest out of
revenues is different from the private sector's marginal propensity to save out of
private income, this assumption is incorrect. Since an income tax both decreases
the after-tax rate of return on capital and transfers resources from the private to
the public sector, it affects the national saving rate and capital labor ratio. If
saving responds positively to increases in the rate of return and/or the public
propensity to save falls short of the private propensity to save, 4 an income tax
retards capital accumulation and leads to a lower level of income and lower
wage/rental ratio than would otherwise exist.5 Further, labor's share of gross
income will fall with increases in income taxation if the elasticity of substitution
falls short of unity.4 In these circumstances, a proportional income tax is quite
different from a tax which is borne in proportion to income; indeed, it transfers
income from labor to capital and, hence, is regressive, relative to such a tax.

A closely related question concerns the differential incidence of an income and a
consumption tax. While most economists recognize the efficiency advantages in
taxing consumption rather than income, the general argument against a con-
sumption tax has been that it is regressive because it excludes interest income from
the lase tax. This analysis is correct as far as it goes, for interest income does
accrue disporportionately to the wealthy. However, it overlooks two basic
points. First, the rate structure may be set differently under a consumption tax;
second, the exemption of interest income from the tax base may increase the
saving rate, the capital labor ratio, the productivity of labor, and the wage rental
ratio. This long-run transfer of income from capital to labor must ie offset against
the short-run gain to capital from the interest income exemption. The net out-
come, of course, depends upon the particulars of the two taxes being compared.
Again, however, the prevalent view is that of Pechman (1971): ". . . The differ-
ential effect on consumption and saving between an income tax and an equal
yield expenditure tax is likely to be small in this country" (p. 65).

A related issue concerns the relative tax treatment of physical and human
capital. I have argued clsehwere (Boskin 1975) that the tax system probably
biases capital accumulation toward investment in human capital and away from
physical investment because niost human capital investments are financed out of
tax-free forgone earnings. This is equivalent to instantaneous depreciation of this
component of human investment. Since we (1o not allow instananeous write-off
of investment in physical capital (except I & I) expenditures), the current system
of income taxation probably reduces the after-tax rate of return on physical
capital relative to that on human capital. Hence, the deadweight loss from the
misallocation of a given amount of investment in physical and human capital
will (lependl upon, among other things, the interest elasticity of the saving rate.

Attention has recently been focused on the economic effects of inflation. In a
Tohin-type monetary growth morlel with taxes, Feldstein (1978) demonstrates
how inflation may decrease the capital intensity of production and hence affect
the real economy. Again, a key issue appears to be whether saving responds
positively to increases in the real net rate of return.

.. ,see echnian and Okner, 1974.
4I present evidence to support this position below.

See the analysis in Feldstein (1974a, 1974c). Also see the contributions by Sato (1967).
I present evidence to this efect In Section IV.
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Finally, we come to the perennial issue of whether we are saving enough in the
United States. A variety of economists and politicians have continually expressed
concern over the slower rate of real economic growth in the United States than in
Japan and western Europe. Hardly a day goes by when a major speech is not given
on "the capital shortage." While the issue is complex and I can hardly hope to
deal with it in detail here, suffice it to say that under a not implausible set of
assumption's a major component of the answer reduces to whether or not current
taxes, in driving a wedge between the gross marginal social yield and net marginal
private yield on investment, distort the timing of consumption over the life cycle;
a sufficient condition for this to occur is a positive (pure-substitution) interest
elasticity of the saving rate.7

Thus, if the saving rate displays some interest elasticity, our notions about tax
incidence, about the effects of inflation on the real economy, and about inter-
temporal allocative efficiency will have to be revised drastically. I shall return to a
more complete discussion of these issues in Section V below.

I1. PREVIOUS STUDIES AND DATA DESCRIPTION

A. Previous work on saving behavior
For several decades, econometric work on saving behavior consisted largely of

estimating Keynesian-type consumption functions. The inclusion of an interest-
rate variable in such analysis was the exception rather than the rule. Further, when
interest rates were included, nominal before-tax rates rather than real after-tax
rates were used. Feldstein (1970) has demonstrated that such a procedure almost
certainly biases downward the estimated interest elasticity. Since most of the early
work on consumption and saving focused on issues other than the effect of interest
rates, perhaps it is not surprising that little attention was paid to the weak, and
sometimes negative, relationship between saving and the rate of interest. Musgrave
and Musgrave (1974, p. 478) report that "studies of the relationship between
saving an(l the rate of interest differ in their conclusion. Some hold that there is a
substantial negative relationship, while others attribute little weight to the rate of
interest in the consumption function." It is curious, however, that little attention
is paid to interest rates in consumption functions in the large-scale econometric
macromodels in widespread use today.

Several recent studies of saving have included interest rates as determinants of
saving. Wright (1969) includes a measure of after-tax rates of return on stocks
and bonds in estimating consumption functions from U.S. annual time-series
data. His estimates imply an interest elasticity of saving of approximately 0.2.
As he himself notes, this is substantially larger than the usual assumption and,
despite his efforts, may be closer to the total than the pure-substitution elasticity.
However, his measures of consumption and income suffer from several deficiencies,
and his data refer to the period prior to 1958. Hence, at the very least, his results
must be improved and updated.

Weber (1970, 1975) examines the impact of interest rates on aggregate con-
sumption. lie finds a positive relationship between consumer expenditures and
nominal interest rates. In the second study, he includes the expected inflation
rate as a determinant of consumer expenditures but finds no evidence that ex-
pected inflation affects consumption.

In a study of quarterly U.S. aggregate postwar data, Taylor, 1970 estimates
an enormous interest elasticity, approximately 0.8. Since his study is directed
toward other issues, he merely reports this result without attempting to explain
why his estimate is several times larger than that of other researchers. Perhaps
this is because it is unclear that he is estimating a structural equation rather than
a reduced form from some larger system.

Finally, in a though-provoking reexamination of Denison's Law. David and
Seadding (1974) document the continued constancy of the gross private saving
rate, the constancy of the saving rate augmented to include consumer durables
purchases in saving and rental flow from durables in income, and changes in the
composition of private saving between the household and business sectors. They
interpret this relative constancy of the gross private saving rate as evidence that

7 This question is analyzed in detail in Feldsteln (1978).
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taxes-either through a reduction in private income or a reduction in the real
net rate of return on capital-do not affect private saving behavior. While this
argument also has been made by a large number of other economists. I shall
demonstrate below that drawing such behavioral inferences from these data is
not warranted.

In brief summary, there is very little empirical evidence from which to infer a
positive relationship (substitution effect outweighing income effect) between
saving and the real net rate of return to capital. Surprisingly little attention has
been paid to this issue-particularly in light of its key role in answering many
important policy questions-and those studies which do attempt to deal with
it can be improved substantially.
B. The Data

The data used in this study came from a variety of sources reporting on aggre-
gate U.S. annual time series from 1929 to 1969. Most of the data are derived
from the complete-and consistent-accounting system for the private sector
of the U.S. economy developed by Christensen and Jorgenson (1973). These
data include information on private income, gross saving, wealth, consumer
expenditure, labor compensation, property compensation, rates of return on
capital (isaggregated into four sectors, depreciation, replacement, and revaluation
of assets. They are worked up from the U.S. national income and product accounts
and other sources: Divisia price and quantity indexes are used throughout.

Data are also used directly from the national income and product accounts,
the Statistics of Income, and a variety of miscellaneous sources. The definitions
of the main variables used in the study, with emphasis on how they differ from
conventional definitions are as follows:

Gross private saving.-This constitutes national income accounts' (NIA)
definition of gross private saving plus personal expenditures on durable goods
plus statistical discrepancy. Christensen and Jorgenson (1973) include the surplus
in the social insurance trust funds; for the period under study this makes little
differerIce. I present gross private saving rates with and without the surplus in-
cluded in tables I and 2 below.

Net private saving.-This is gross private saving less replacement and deprecia-
tion. Depreciation is estimated for each type of capital good and assumed to be
geometric; while this may or may not be the best form to impose on the data, it is
probably a substantial improvement over the NIA depreciation figures (which
are reconciled to IRS tax depreciation figures which, in turn, bear no simple
relationship to true depreciation. Use of other measures of depreciation does not
alter the conclusions reached below.

TABLE I.-GROSS PRIVATE SAVINGS RATE, U.S. ECONOMY, 1929-69

Year GPS GNP GPS. GNP Year GPS GNP' GPSS GNP

1929 -- _--------------- 0.222 0.221 1950 ..................... 243 .240
1930 -------------------- .184 .183 1951 .................... .244 .232
1931 -------------------- -. 168 .166 1952 --------------------- .236 .226
1932 -_-------------------.102 .099 1953 _------------------ -. 237 .228
1933 ---------------------. 104 .102 1954 -------------------- 235 .228
1934 -------------------- . 146 .144 1955 -------------------- .246 .239
1935 ....-------------------- .173 .171 1956 -------------------- .238 .230
1936 ----------------- - 203 .199 1957 ..................... 237 .230
1937 .................... .204 .187 1958 ..................... 225 .225
1938 --------------------- 176 .163 1959 ..................... 227 .223
1939 --------------------- 206 .193 1960 ..................... 219 .212
1940 -----------_------- . 225 .213 1961 ------ _--------------.217 .214
1941 -------------------- .255 .241 1962 ...........-------- -. 228 .223
1942 .................... .298 .282 193 --------------------- .227 .219
1943 .................... .286 .266 1964 --------------------- .239 .231
1944 -- _---------------- .307 .286 1965 .................... .243 .236
1945 --------------------- 275 .253 1966 ..................... 249 .236
1946 ----------------- - .222 .245 1967 ..................... 248 .236
1947 --_---------------- .212 .196 1968-------------- -------. 240 .230
1948 ..................... 236 .224 169 ...----------------- -.251 .237
1949 ..................... 239 .230
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TABLE 2,-SAVING OUT OF PRIVATE INCOME AND NET SAVING RATE. U.S. ECONOMY, 192949

Year GPS DPI NPS NNP NPSS NNP

1929 ----. ..--------------------------------------------------- - 0.18 0.062 0.061
1930----------------------------------------------------- .14 -. 005 -. 007
1931 ------------------------------------------------------------. 11 -. 039 .042
1932 --------------------.--------------------------------------- .06 -. 150 -. 153
1933 ------------------------------------------------------------- .06 -. 131 -. 134
1934 ----------------------.------------------------------------ .08 -. 048 .050
1935 ----------------------------------------------------------- .11 .010 .008
1936 ....-----------.-------------------------------------------- 14 .068 .063
1937 ----------------------------------------------------------- 15 .069 .050
1938 ------------------------------------------------------------ .11 .017 .002
1939 ---------------------.------------------------------------ .14 .067 .052
1940 ----------------------------------------------------------- 17 .099 .085
1941 ----------------------------------------------------------- .21 .147 .130
1942 --------------.------------------------------------------- 19 .199 .181
1943 --------------------------------------------------------- 18 .200 .179
1944 ---------.------------------------------------------------ .21 229 .206
1945 ----------------------------------------------------------- .21 .195 .171
1946 --------------------------------------------------------. 22 .139 .111
1947 ------------------------------------------------------------ .22 .108 .091
1948 --------------------------------------------------------- -. 24 .126 .112
1949 ---------.------------------------------------------------ .24 .116 .106
1950 ---------------.----------------------------------------- .27 .122 .118
1951 ------------------------------------------------------------ .27 .119 .106
1952 ------------------------------------------------------------ .26 .106 .093
1953 ------------------------------------------------------------ .28 .108 .098
1954 -------------------------------------------------------. 27 .099 .092
1955 ----------.------------------------------------------------ .30 .118 .110
1956 ------------------------------------------------------------ .n29 .099 .090
1957 ----------------.----------------------------------------- .29 .092 .083
1958 ------------------------------------------------------------ .28 .072 .072
1959 ------------------------------------------------------------ .29 .083 .078
1960 ------------------------------------------------------------ .29 .074 .066
1961 ------------------------------------------------------------ .29 .071 .068
1962 ------------------------------------------------------------ .32 .093 .086
1963 ------.----------------------------------------------------- .32 .092 .083
1964 -----------------------------------------------------------. 35 .109 .099
1965 ------------------------------------------------------------ .36 .116 .198
1966 ------------------------------------------------------------ .38 .126 .110
1967 ------------------------------------------------------------ .39 .119 .105
1968 ------------------------------------------------------------ .39 .140 .097
1969 -----------------------------------------------------------. 38 .096 .080

Disposable private income.-Unlike the NIA definition, I include retained
earnings as part of disposable income. Also included is the rental flow from
durables.

National income (net and gross).-This includes the rental flow from consumer
durables.

Wealth.-This is the market value of private nonhuman assets.
Rates of return.-These are nominal after-tax rates of return from Christensen

and Jorgenson (1973). Also used were the Moody's Aaa bond rate, adjusted for
the average marginal tax rate on interest income, from Statistics of Income, and
Standard and Poor's high-grade tax-free municipal bond rate.

Expected inflation rate.-This rate is estimated from an adaptive expectations
model of price expectations, truncated after 8 years, with varying speeds of adjust-
ment. Expectations were projected forward to form long-run average rates for
5, 10, and 20 years.

A tiscellaneous.-This category includes population, unemployment rates, price
data, and other components of income from NIA or the Economic Report of the
President. All magnitudes are expressed in constant 1958 prices from Christensen
and Jorgenson (1973); aggregate magnitudes are expressed in per capita terms.

III. PRIVATE SAVING

The relative constancy of the gross private saving rate-the ratio of gross
private saving to gross national income-so well documented by David and
Scadding (1974) fails to reveal a variety of important features of private saving
in the United States. For the sake of comparison, table 1 presents gross private
saving rates for the U.S. economy, 1929-69, with and without the social insurance
fund surplus included in the measure of gross saving. Again, the relative constancy
of this ratio in years of full employment is obvious. In the postwar period, it
ranges from 20 to 24 percent, with most of the observations at 22 or 23 percent.'

a Recall that the inclusion of consumer durables raises this rate from 15 percent to 16
percent of the conventional measure.
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The gross private saving rate is the product of the saving rate out of disposable
income and the ratio of disposable income to total income, that is,

GPSR= GPS GPS DPI
GNP- D-P-I XGNP ()

We know that taxes as a percentage of total income have risen substantially
over this period d. Hence, the saving rate out of disposable income must have in-
creased substantially to offset the decline in the ratio of private to total income.
Table 2 documents this fact : indeed, the saving rate out of private net-of-tax
income has increased by more than 50 percent since the early postwar period.
The behavioral interpretation given to these data by David and Seadding (1974)
is that taxes and present consumption are essentially perfect substitutes: the
rise in taxes is offset by an equivalent decline in current consumption. They go
on to explore a variety of intriguing conjectures concerning consumer behavior.

Three basic points need to be made concerning this conjecture. First, most
theories of consumer behavior relate saving to disposable income. If this is cor-
rect, the saving rate varies substantially. A direct test of whether disposable
income or total income is the appropriate variable in a private saving function
ik presented below.

Second, it indeed would be surprising if consumers made this type of rational
calculation vis-a-vis the government and business sectors in terms of gross saving
and income. Consumers know their capital depreciates. Again, our economic
theories generally relate to how consumers choose their net position. Further,
except for some possible embodied technical change, it is net saving that is rele-
vant to the issue of whether taxes affect capital accumulation. Table 2 presents
calculations of the net private saving rate-net saving dividend by net income.
This series exhibits substantially more relative variation than the gross series
and can hardly be called constant, even if we confine ourselves to the postwar
period. While depreciation series are notoriously unreliable, use of several alterna-
tive series based on tax, replacement cost, etc. depreciation still yields substantial
variation in the net private saving rate. I take this to be a strong indictment of
the structural interpretation of Denison's Law.

Third, even if total gross income and gross saving are examined, there still
may be an independent effect of real net rates of return on saving. Even if taxes
and present consumption are perfect substitutes the public sector is doing its
benefit cost analyses properly, free-rider issues are ignored, etc.), the share of
private wealth consumed today publicly or privately) will depend upon the net,
or after-tax, return to saving, whereas gross income is the flow from private
wealth at the gross return. Hence, taxes decreasing the net return to saving may
cause a decrease in saving.

Before proceeding to a variety of estimates of saving equations, it is perhaps
worthwhile to offer a brief conjecture on the apparent constancy of the saving
rate. Consider two motives for saving: smoothing of consumption over the life
cycle and bequests. Further, assume bequests (broadly construed to include
provision of education as well as pure financial bequests) are luxuries. Hence, real
income growth would tend to increase saving. However, if saving is also positively
related to the real net return on capital, the slight decline in this rate would lead
to a decrease in saving. Hence, the two effects offset one another. No doubt many
other effects have been at work as well. Thus, I find it extremely difficult to give
any structural or behavioral interpretation to the constancy of the gross private
saving rate.

'Merely pointing out some difficulties in interpretation of some data does not
suffice to reject the conjecture outright nor does it provide an alternative be-
havioral interpretation. Hence, I turn now to estimates of the effect of taxes on
private saving, that is, to estimates of consumption functions.

Equation (2) presents my basic estimate of a (private) consumption function:10

LGCONSP-= -3.8+0.56 LGDPI+0.18 LGDPI(--I) (2)
(1.3) (0.12) (0.08)

+0.28 LGWLTHI(-l)-0.003 LGUNEM - 1.07R,
(0.06) (0.01) (0.31)

R2=99: SSR=0.001 1; SE=0.0088;

9 If one took the broader view of saving as inclusive of human investment, use of Ken-
drick's (in press) data reveals still more variability in the total saving rate, gross as well
as net.

o All equations delete 1941-46. The Cochrane-Orcutt adjustment for serial correlation
has been made in this and subsequent equations when necessary.
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where LGCONSP is the natural logarithm of real per capita private consump-
tion, I)PI is disposable private income, WLTH is wealth, UNEM is the unem-
ployment rate, R is the real after-tax return on capital, (- 1) indicates a one-
period lag. SE is the estimated standard error of the regression, and SSR is the
sum of squared residuals. Estimated SEs appear in parentheses below the estimated
coefficients.

The equation performs quite well by conventional standards. The estimated SE
is a tiny fraction of the mean value of the dependent variable. The individual
coefficients are measured relatively precisely and have the expected signs. The
important thing to note is the positive real rate-of-return effect; the estimated
interest elasticity of saving at mean values of the variables is approximately
one-fourth. Also note that the implied income elasticity of saving exceeds unity.

A variety of authors have conjectured on the effect of inflation on saving.
For example, Mundell (1963) argues that inflation increases saving because it
destroys the value of accumulated wealth and consumers attempt to restore
their wealth-income position. There is also an uncertainty argument which leads
to a similar result: consumers hedge by spreading the loss of income over more
than one period. These effects may offset any indirect effects of the rate of in-
flation acting through the real rate of return. We have thus entered the expected
rate of inflation (w) an as additional regressor in the basic equation. This yields

LGCONSP ==-0.46 -i- 0.5 LGDPI + 0.18 LGDPI(-1) (3)
(1.34) (0.12) (0.08)

+ 0.26 LGWLTII(-1)-0.003 LGUNEM-1.07 R-029r
(0.07) (0.011) (0.33) (0.06)

R2=.99; SSR=0.0017; SE=0.0091.

The estimated real net rate-of-return elasticity is still substantial, virtually
unchanged at about one-quarter. The other coefficients are hardly affected,
and expected inflation does have the expected negative sign for consumption
holding ?r constant.

A loglinear specification gives similar results:

LGCONSP = -0.60 - 0.56 LGDPI + 0.17 LGDPI - 1 (4)
1.29 0.12 0.08

+ 0.28 LGWLTH - 1 - 0.004 LGUNEM - 0.044 LGR.
0.06 0.04 0.011

R
2 = .99; SSR = 0.0017: SE = 0.0088.

Again, the estimated interest elasticity 's around one-fourth, and the other
estimated coefficients are quite similar to those from the semilog specifications."

The measure of the real net rate of return on capital involves three elements:
the nominal rate of return, the tax rate, and the inflation rate I have experi-
mented not only with alternative methods lag structure, forward projection,
adjustment speed of estimating the expected inflation rate but also with alter-
native measures of the nominal net return. Use of the Moody's Aaa bond rate in
an equation analogous to 2 yielded an estimated coefficient of -0.6 with an
estimated SE of 0.2. This implies an interest elasticity of slightly less than 0.2.
Use of Standard and Poor's high-grade municipal bond rate makes it unnecessary
to measure marginal tax rates on capital income: this also yielded an estimated
coefficient of - 0.6 with an estimated SE of 0.2: this produced an interest elasticity
of slightly less than 0.2.

There 'is always a problem in interpreting saving or consumption functions
estimated by single equation methods. It is difficult to believe that the rate of
return or wealth or income is exogenous. Since the saving function is embodied in
a larger model of economic activity-whether a simple growth model or a monetary
growth model or a fullseale macroeconometric model the parameter estimates
obtained with single equation methods may be biased. Since I do not wish to
specify a complete macroeconometric model, I proceed as follows: I estimate
consumption functions by an instrumental variable technique using as instruments
principal components of the exogenous variables from the Hickman-Coen annual
macroeconometric model. The problem is thus reduced to one of manageable

11 Likewise, different adjustment speeds for inflationary expectations and different length
of forward projection of r produced virtually identical results.
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proportions. The exogenous variables from which the principal components are
formed include tax rates, monetary instruments (such as the discount rate and
reserve ratio), population, time, etc. Use of these principal components as in-
struments yields consistent estimates of the structural parameters (see Amemiya
1966; Jorgenson and Brundy 1973). This procedure yields.1'

LGCONSP=-5.83+0.55 LGDPI+0.32 LGDPI(-I) (5)
(1.55) (0.13) (0.23)

+0.72 LGWLTH(-1)-0.031 LGUNEM-2.28 R-0.36 r,
(0.03) (0.014) (0.62) (0.21)

R2= .99; SSR=0.0087; SE=0.021.

The equation performs quite well by conventional measures. The (consistent)
estimate of the interest elasticity is somewhat larger than with ordinary least
squai es, slightly larger than 0.4. Again, it is measured quite precisely. While
much more work with such estimators is necessary, these estimates are preferable
to those reported above.

Finally, the estimated coefficients for the other variables are quite similar to
the ordinary least-squares estimates except for that on lagged wealth. Allowing
different combinations of the real net rates, wealth, and income to be endogenous
roduced a range of estimated wealth elasticities spanned by those reported here.
t may well be that ordinary least-squares estimates of wealth coefficients are

substantially biased downward.
Since the period 1929-69 includes the depression, the mere inclusion of the

unemployment rate may not be sufficient to account for cyclical fluctuations in
saving. Hence, I reestimated the basic equation using postwar data only:

LGCONSP=-3.85+0.62 LGDPI+0.007 LGDPI(-I) (6)
(1.76) (0.21) (0.24)

+ 0.72 LGWLTH (-1 ) - 0.003 LGUNEM-2.08 R+0.007 w,
(0.05) (0.02) (0.81) (0.14)

R2 =.99; SSR=0.0025; SE=0.0139.

The now familiar pattern of a substantial interest elasticity is repeated with these
data. The equation performs less well by the usual measures, since there is some-
what less variation in each of the series, and the sample size is reduced sharply
when confined to the postwar era. Once again, however, I estimate a substantial
elasticity of saving with respect to the real net rate of return, about 0.4.

Alternative measures of permanent income produced similar results. Using the
natural logarithm of current and lagged labor income yielded an estimated interest-
rate coefficient of -3.32 with an estimated SE of 1.7; this corresponds to an in-
terest elasticity of 0.6. The worse fit and less plausible estimatedcoefficients on
the other variables are typical of this theoretically more appealing specification
and lead me to reject these estimates in favor of those reported above.

Finally, the alternative real net rate of return measures yielded estimated inter-
est coefficients of -1.32 (estimated SE, 0.29) and -1.33 (estimated SE, 0.29)
on the Moody-based real net yield on bonds and the Standard and Poor-based
real net yield on tax-free municipals, respectively; these coefficients correspond to
an elasticity of about 0.3.

TABLE 3.-ESTIMATED REAL AFTER-TAX RATE OF RETURN ELASTICITY OF PRIVATE SAVING

Ordinary least Instrumental
squares variables

Semilog, RI .... -------------------------------------------------- -0.3 0.4
Log-linear, RI --------------------------------------------------------------- ---. 3 .4
Semilog:

R2 and R3 ------------------------------------------------------------------ -. 2 .3
Labor income ----------------------------------------------------------------------------- -. 6
Postwar only .......................-----------------------------------------------------. 4

Source: RI derived from Christensen-Jorgenson 1973, nominal rate of return. R2 derived from Moody's Aaa nominal
bond yields, and R3 derived from Standard and Poor's high-grade municipal bond yields.

I' Since the data on the principal components, which were supplied kindly by M. Hurd,
go only through 1966. this equation excludes 1967-69.



535

Table 3 summarizes the empirical results reported above. In brief summary,
alternative sample periods, estimation techniques, measures of the real after-tax
rate of return on capital and measures of permanent income all lead to the con-
clusion of a nonnegligible interest elasticity of private saving. The range of
estimates goes from just under 0.2 to around 0.6 and clusters at about 0.3 to 0.4;
the estimate I prefer on statistical grounds is that from equation (5), about 0.4.

IV. PRODUCTION

In order to gain further insight into the effects of tax-induced changes in capital
accumulation on the distribution of income, I have estimated production functions
from the same data used to estimate private saving. Recall that a key issue in
my two-factor aggregate model is the size of the elasticity of substitution between
capital and labor. Increases in the capital labor ratio will lead to increases (de-
creases) in labor's share of gross income if the elasticity of substitution is less
(greater) than unity. Further, the increase in the wage rental ratio due to an
increase in the capital/labor ratio varies inversely with the elasticity of substitution.

Since I am dealing with a two-factor model, I estimate a CES production
function with Harrod-neutral technological progress.13

ye= y[Ki-' + (ELLe) -- (7)

where y is output, K is the capital input, L is the labor input, t is time, E,=EL
( ) e-k', X is the exponential labor augmenting rate,14 and a, the elasticity of
substitution, equals 1 (l+p).

Rearranging (7), it appears that

log (F--=e+(I-r) log w+(0-)XS, (8)

where e is a constant and w is the wage rate.
Estimating (8) on data for 1929-69, deleting the war years, for the private

economy yields

log ) - 0.45+0.554 log w-0.0045t,Y (0.06) (0.034) (0.0021) (9)

R2=.99; SE=0.033; SSR=0.033

The equation fits the data quite well. The SE of the regression is a small fraction
of the mean value of the dependent variable, and the estimated coefficients are
measured rather precisely. The estimated elasticity of substitution is 0.45, which
is quite similar to the usual time-series estim tes.'s This immediately implies that
labor's share of gross income varies in the same direction as the capital labor
ratio. The derived estimate of r, the labor-augmenting rate, is 0.009.1"

Fit to postwar data alone, I obtain

log ( -0.42+0.52 log w-0.005t,

(0.18)(0.13) (0.006) (10)

R2=.98; SE=0.046; SSR=0.0045.

The estimated elasticity of substitution is 0.48; unfortunately, while the point
estimate of the labor-augmenting rate is quite similar to that of the whole period,
its estimated SE is quite large.

13 Diamond 140.5 ha demonstrated that Ilarrod neutrality is the only tyoe of technological progress con
patihle with balanced growth. I interpret my results as derived from a Ilarrod-neutral CES production
function. If technical change, e.g., was flicks-neutral, the coefficient of log a is interpretable as a direct
estimate of the elasticity of substitution. Indeed, this is the interpretation originally given by Arrow et al.
(1961). Note, however, that the estimate of the elasticity of substitution is still about one-half.

14 This specification thus avoids the "impossibility" problem pointed out by Diamond and McFadden
195.

Is See Nerlovo (1967 fot a survey of estimates of CES production functions. My estimate is quite similar to
usual time series estimates, which in turn are usually smaller than cross-section estimates. While time-series
estimates may be biased downward because of lagged adjustments. Lucas 1909 rejects this conjecture. Cros-
sectional estimates suffer from a variety of problems; aee Lucas 1969).

Is One might think of this as including some exogenous human investment.



536

As with the estimates of saving functions, the issue of potential bias in the esti-
mates must be confronted. Possible measurement error and the endogenicity of
wages in a full model lead me to follow the same procedure as described above for
consumption saving. I use an instrumental variables estimator, using principal
components from the exogenous variables in the Hickman-Coen model as instru-
ments. This yields

log ( =-0.53+0.56 log w-0.005 t, (11)
'Y' (0.02) (0. 04 ) 0.002

R2=.99; SE=0.034; SSR=0.032.

Again, the equation fits quite well. The estimated elasticity of substitution is 0.44,
and the estimated labor-augmenting rate is 0.009; both estimates are quite close
to those reported above.

While increases in the capital/labor ratio will increase the wage rental ratio
(which is probably a more insightful way to analyze tax incidence in a growing
economy than examining factor shares) regardless of the elasticity of substitution,
these results suggest that policies which increase capital accumulation will increase
labor's gross share of national income.

I now turn to a more detailed examination of the implications of my empirical
results.

V. IMPLICATIONS FOR INCOME, WELFARE, AND INCOME DISTRIBUTION

As discussed in Section I, these results have striking implications for tax policy.
The current tax treatment of income from capital-primarily the personal and
corporate income taxes-decreases the net rate of return to capital accumulation;
the modest positive real net of interest elasticity thus implies a substantial tax-
induced decrease in saving and the capital intensity of production, a reallocation
of consumption from the future to the present, and a substantial transfer of gross
income from labor to capital. To estimates of these effects I now turn.
A. Welfare

The welfare anslysis of intertemporal resource allocation involves a variety of
complex issues which are beyond the scope of this paper. For example, external
benefits to saving and investment (e.g., learning by doing) may render the social
rate of return higher than the private rate, other (istortions (e.g., lack of a com-
plete set of futures markets) may be important. If, however, I proceed in the
usual manner and ignore all distortions other than taxes and argue that to a first
approximation the saving rate would be efficient in the absence of taxes, I may
adopt the usual consumer surplus measure of lost welfare: one-half the product
of the tax-induced increase in the price of future consumption and the compensated
change in future consumption. Feldstein (1978) shows that this product may be
written as

All---- -12 1 ) (12)

where P0 and P, are the prices of future consumption before and after taxes on
capital income are imposed (e(-rTL-,) and e-rT), j, is the marginal rate of tax on
capital income, r is the net rate of return on .apital, Tis the length of time between
saving and dissaving, S1 is saving for future consumption, and e,, is the compensat-
ed interest elasticity of the saving rate.

Recall that, since the private sector is a net saver, the income and substitution
effects of a change in the rate of return work in opposite directions. Hence, my
estimates are lower bounds on the pure-substitution elasticity. The real net rate
of return, r, averages about 3 or 4 percent over my sample period; T, the average
length of time between saving and dissaving, is probably around 25 years. Hence,
examining (12), it can be seen that the contribution of the real net rate-of-return
elasticity to lost welfare is magnified by the factor 1 rT! 4/3.

While I varies substantially by the type of capital and the progressive rate
structure of the personal income tax makes it difficult to measure marginal, as op-
posed to average, tax rates, I adopt 50 percent as a reasonable estimate of p. Har-
berger (1969) suggests that 60 percent is a good approximation; Pechman and
Okner (1974) argue that 40 percent is better. The former figure does not deal
adequately with the nonprofit sector, whereas the latter fails to impute any in-
direct business taxes to capital. Since S1 is saving for future consumption, total net
private saving understates S, because of the dissaving of the elderly population
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(luring retirement. If the population grows at 1-2 percent and real income grows
at 3 percent per year, and T=25 years, 81 equals about one and one-half times
total net private saving, about $200 billion. Estimates of the annual welfare loss
resulting from the tax-induced distortion o' the timing of consumption over the
life cycle for different values of Es, and -y are reported in table 4. My preferred
estimate, based on -=0.4. and Es, = 0.4, yields an estimate of the annual welfare
loss of close to $60 billion! This estimate is rather insensitive to variations in 'y
and only modestly sensitive to variations in Es,.

In comparison with previous studies of the welfare loss from differential tax-
ation of different types of capital, these numbers are enormous. 7 They amount
to an astounding waste of resources. Recall that these estimates are annual
costs to society. The present value of these costs is a large multiple of the annual
costs (the exact relation depending upon the assumed rate of discount) and can
easily amount to hundreds of billions of dollars. Viewed another way, if we abol-
ished taxes on income from capital this year, by the end of the decade welfare
would have increased by close to $200 billion, or about twice the current annual
yield of the individual income tax!

TABLE 4.-ESTIMATED ANNUAL WELFARE COST OF CURRENT CAPITAL INCOME TAXATION

[in billions of dollars

0.2 0.3 0.4

0.03------- ................-------------------------------------- 4.6 48.3 32.1
0.04 --------------.-------------------------------------------- 48. 0 32.0 36.0
0.06 ------------------------------------------------------------ 48.3 52.3 36.3

These estimates highlight the fact that the current tax treatment of income
from capital induces consumers to save less for consumption later in life-pri-
marily old age-than is socially optimal. It seems strange simultaneously to reduce
substantially the return to saving-and, hence, private provision for retirement-
and to attempt to increase provision for retirement publicly through social security,
which in turn may well decrease private saving.18 While both the taxation of
capital income and the social security system serve other goals, they are in basic
conflict in the attempt to provide retirement or old-age consumption.

l)o such enormous welfare costs make sense? First, extrapolating the estimated
interest elasticity over a large change in tax-induced variations, in the real after-
tax rate of return may not be warranted. On the other hand, the estimated
elasticities are a lower bound on the pure-substitution elasticities, since they
include a negative income effect of interest rate increases on saving.

Second, substituting taxes on labor income for those on capital income can
produce a distortion in labor markets, for example, in the allocation of work
between home and market. While most estimates of labor-supply functions
suggest an aggregate supply of labor which is quite wage inelastic, it is quite diffi-
cult to measure labor supply in the envelope sense-subsuming effort and human
investment-and taxes affect human investment in a variety of offsetting
ways.19 Since one reason a person works early in life is to save for future consump-
tion, cross elasticities as well as own elasticities are important: the interested
reader is referred to Feldstein (1978) for a detailed discussion. I merely note that
my estimates must be adjusted downward to get the net effect of substituting
labor income taxes for capital income taxes.

Finally, one might expect that such an enormous inefficiency would result in
an intense pressure to revive the tax laws or to provide retirement consumption.
Indeed, social insurance benefits have grown rapidly, and increasingly generous
treatment of income placed in retirement plans has been a key feature of recent
tax reform.
B. Income and Its Distribution

The long-run effect of changes in the structure of capital income taxes on income
and its distribution depends upon the exact change being considered. For ex-
ample, integration of corporate and personal income taxes or switching from

'7 See Harberger 1966 and Shoven and Whalley 1972.
Is See Feldstein 19746 and Munnell 1975.
1' See Iloskin 1976.
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income to consumption as the base of personal taxation, or both, will increase
income substantially if the rise in the real net rate of return is not offset by other
policies (government saving, monetary policy, etc.). Assuming that no other
policies are enacted which affect the real after-tax rate of return and that an
equal current-yield consumption tax replaces current capital income taxation,2 0

the real net rate of return, with ,.=O.5, will double in the short run. This will
lead to an increase in saving and in the capital labor ratio and wage rates and to
a fall in the gross rate of return to capital.

Feldstein (1974a) derives the relationship between the net rate or return to
capital and capital income taxes in a growth model with factor taxes and variable
saving rates. The estimates reported above (real net-interest elasticity of saving
of 0.4, elasticity of substitution of 0.45, etc.) imply an elasticity of the net rate of
return with respect to capital income tax rates of 0.3 (an elasticity of substitution
of 1 would imply 0.6).21 Hence, a complete abolition of capital income taxation
would inc ease the real net rate or return some 30 percent (or more if the elasticity
of substitution is larger). Since the capital labor ratio increases in proportion to
Sx, where S is net saving and x is labor's share of gross income, my estimates imply
a new steady-state capital labor ratio some 15-20 percent larger than currently.

From the production function and competitive factor markets.

log -=C+ (l p) log k, (13)r (3

where p is the substitution parameter in the CES form, that is, p =-la-1, where
* is the Mlasticity of substitution. Hence, my estimate of p at around 1.2. Thus,
a 15-20 percent increase in k would result in a 33-44 percent increase in the
wage/rental ratio; the abolition of capital income taxation transfers gross income
from capital to labor.

Further.
wLlog --K=C +p log k, (14)

so the 15-20 percent increase in k implies an increase in this ratio of factor shares
of about 18-24 percent. Since the factor-share rEtio is currently around 3, it
would increase to about 3.6. Thus, capital's share of gross income would fall
by around 15 percent.

With the general distributional pattern developed above. I mention briefly
two other important tax-incidence issues. First, the results presented above
imply a substantial shifting of capital income taxes from capital to labor due to
the decreased capital labor ratio caused by current tax treatment. Again, Feldstein
(1974a) develops a formula to measure this differential incidence; my estimates
imply that capital shifts approximately one-half of the burden of capital income
taxes onto labor. Failure to account for tax shifting via decreased saving has led
many researchers to conclude that taxes on income from capital are much more
progressive than they really are in fact; for example, the excellent study by

echman and Okner (1974) ignores these long-run effects: capital income taxes
are generally considered borne by capital and general income taxes in proportion
to income.22 The results reported here suggest that each of these procedures may
overstate substantially the progressivity of such taxes.

Second, my results on the interest elasticity of the saving rate suggest that
prol)osals to integrate the corporate and personal income tax which are financed
by increases in labor income taxation or consumption taxation would increase
saving, the capital labor ratio, welfare, the wage rental ratio, and labor's share
of gross income.

These transfers of gross income from capital to labor from tax policies which
decrease capital income taxation must be offset against the decrease in taxes on
income from capital and possible increase in taxes on labor income to compare
after-tax incomes. Further, the full transfer of gross income will take a period of
years to occur.

23 It Is quite likely that a personal consumption tax would have progressive rates; indeed,
the often overlooked fact makes the distributional effects of switching from income to con-
sumption taxes much more palatable.

21 Extrapolations over such a large range are somewhat habardous. I present here only
illustrative calculations.

"Pechman and Okner (1974) do provide careful estimates based on a variety of generally
accepted incidence assumptions; however, the case of a large share of capital income taxes
being borne by labor is not Included.
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This immediately raises the issue of what to assume about tax revenue and
rates along the new growth path. Further, I have ignored government saving. The
net increase in the capital labor ratio must net out any changes in government
saving.2.1 Since the increased capital labor ratio will result in a corresponding in-
crease in per-capita output, tax revenues at constant rates will increase well above
what they would have been before an initial year equal-yield change. One may
choose to compare situations with equal revenue year by year, or with equal
shares of taxes in gross income, or with the initial rates continuing, or with still
other scenarios. Hence, to give an accurate picture, one must compare changes in
after-tax incomes under some well-(delined set of assumptions about the course
of tax rates.?4

I shall not attempt to deal with this conceptual issue here. I merely note that
in addition to the usual efficiency arguments in favor of abolishing taxes on
interest income, 25 and the often overlooked potential horizontal equity arguments
in favor of consumption taxation,26 the analysis and empirical evidence described
above cast serious doubt on the usual comparison of the distributional effects of
income and consumption taxes.

Again, while the net effect on income and its distribution depends upon the
specific set of assumptions made, the general argument remains the same: the
modest positive interest elasticity implies that tax policies-from corporate and
personal income tax integration or switching to consumption taxes-which lower
taxes on income from capital will increase saving, the capital intensity of produc-
tion, income, and welfare and, further, will transfer gross income from capital to
labor.

C. The Social Opportunity Cost of Public Investment
The results reported above on the interest elasticity of the saving rate have

striking implications for the social opportunity cost of public funds and hence the
rate of discount to be used in public benefit-cost analyses. Two schools of thought
have emerged on this issue. One group of writers suggests that the gross-of-tax
marginal product of capital in the private sector is the appropriate rate. Another
group of writers suggests that the social rate ought to be lower than the private
rate due to intergenerational external economies. Leaving the issue of reducing
the social rate of discount to account for such effects aside, I note that the gross-
of-tax marginal product of capital in the private sector is appropriate only if the
public funds are obtained exclusively from a reduction in private investment.
This generally is assumed to occur as government borrowing drives up the rate
of interest and chokes off private investment.

TABLE 5.-ESTIMATED SOCIAL OPPORTUNITY COST OF PUBLIC FUNDS

Marginal product of capital Social opportunity cost of public funds
p

(percent) (percent)

7 5.6
12 8.9

My results, however, suggest that such an increase ini the rate of interest will
call forth an increase in private saving. Hence, the public funds come partly from
decreased private investment and partly from increased private saving. lence
the social opportunity cost of the public funds as pointed out by llarberger 11969
is a weighted average of the opportunity costs of the foregone investment and
private consumption foregone in favor of increased private saving, that is of the
gross-of-tax marginal product of capital in the private sector and the net-of-tax
real rate of return to savers the supply price of private saving. The weights, of
course, reflect the relative proportion of decreasedd private investment and in-
creased private saving in providing the public funds; that is, they depend upon

--' My preliminary estimates reveal a much lower government propensity to invest out
of revenues than the private sector's propensity to save out of income.

- And other policies.
2 See Musgrave 1959, chap. 12.
"OSince consumption is a more stable function of permanent income than is current

income, a consumption tax may Improve our ability to tax persons with the same per-
manent Income at the same rate.
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the interest elasticity of investment and saving, respectively. The formula is the
following: rSeo- p, 3  (I).

ISe - 17

where r and p are the real net return to savers and the real gross marginal product
of capital, S and I are saving and investment, and r. and n. are the interest elas-
ticity of saving and investment, respectively.

The real net return to saving, r. is much smaller than the gross marginal product
of capital, p, due to business and personal income taxes: r is about 0.03; for the
production function estimated above, p is 0.07. Typical'estimates of p based on
Cobb-Douglas production function: are around 0.12. Table 5 presents estimates
of the social opportunity cost of public investment for estimates of p of 0.07 and
0.12, current estimates'of S and I, and estimates of n. of -1.0 and a of 0.4:
The social opportunity cost of capital in each case is substantially smaller than the
gross marginal product of capital. Hence, social cost-benefit analysis should dis-
count future benefits and costs at a rate substantially below the margin product of
capital in the l)rivate sector, irrespective of any intergenerational external eco-
noics. Indeed, use of the gross marginal product of capital as the discount rate
causes both an underinvestment and an inefficient composition of public invest-
ment in favor of short-lived projects.

VI. CONCLUSION

I have presented a good deal of evidence which suggests that there is a positive
relationship between private saving and the rate of return. A variety of definitions
of variables, functional forms, and estimation methods all led to this conclusion.
This relationship has immensely important implications for economic policy.
Among the more important are that the current tax treatment of income from
capital induces an astounding loss in welfare due to the distortion of the consump-
tion/saving choice and that reducing taxes on interest income would in the long
run raise the level of income and transfer a substantial portion of capital's share of
gross income to labor. The overall distributional effects of such a policy combine
this long-run effect with that of the exemption of interest income from taxation.

Taken as a whole, the results reported here substantially strengthen the case for
reforming the tax treatment of income from capital in the United States, for ex-
ample, integration of the corporate and personal income taxes or, better yet,
switching from income to consumption taxation.

They also have obvious implications for the potential effectiveness of monetary
policy in the short and long run.
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PINEHURST AIRLINES, INC.,
Pinehurst, N.C., June 8, 1978.

lion. W. G. lIEFNER,
Congress of the United States,
House of lkepresent aices,
328 Cannon tlouse Office Building,
Washington, D.C.

I),:.%n BILL: This requires no answer; just a little meditation on your part.
I thought your statement of the issues in the last issue of the Pilot was right on
point.

Inflation, unemployment, the administration's lack of a concerted, coordinated,
consistent policy for dealing with the national economy is all part and parcel
of the same problemn-uncertainty in the business community.

While an across the board tax cut appeals to more voters, it is like applying a
series of bandaids to a candidate for major surgery.

Small business is the guts of our industrial state. The views and beliefs of
employers are more persuasive with the rank and file of these voter employees
(mostly non union) than all else. Their welfare is directly tied to the prosperity
of the company for whom they work.

Capital formation is the single most important achievement for these individual
companies and collectively for our whole nation. Restoration of the capital gains
incentive is the single most vital ingredient in capital formation.

Let me give you a case in point: In 1963 I formed an engineering company to
design and supervise highway construction in Saudi Arabia. The undertaking
was profitable and under the existing law I was required to wait ten (10) years
to repatriate my off-shore earnings. This I did, and began to bring them back in
1974.

About ten years ago I bought some undeveloped land in Springfield, Missouri.
Because of some sort of capital gains penalty tax in effect for 1977 my accountants
figured that the election to take capital gains treatment, rather than treat the
sale as ordinary income would have cost me $2,900.00 in additional tax. This was
because the gain would have been on top of the gain realized from the Saudi
Arabia profits brought home in 1977.

I submit that this sort of tax treatment certainly discourages a person, or a
company, from making capital investments or improvements to provide em-
ployment and increased productivity.

In my view if the administration persists in this type fiscal policy it is going to
kill the goose that has been laying the golden eggs for 200 years.

Sincerely,
L. C. BURWELL Jr., Chairman.

STATEMENT OF PROF. SCOTT C. WHITNEY

Mr. Chairman, Members of the Senate Finance Committee. I appreciate this
opportunity to present a statement and a supporting study which address the
important problem of capital formation to meet the ever-increasing capital
requirements of American industry to comply with environmental pollution
abatement laws and regulations. The attached study, which I respe-tieully request
be made a part of the hearing record, is an analysis I prepared which has been
published by the Columbia University Environmental Law Journal shortly
after Congress recognized the merit of enacting an environmental investment
tax credit in the 1976 Tax Reform Act. Subsequnetly, the Executive Branch
has also recognized the importance of this problem, and President Carter included
in his January, 1978 tax message to the Congress a recommendation that Congress
enact a ten percent pollution facility investment tax credit and allow accelerated
depreciation (five years) for such facilities.

In the interval since I first wrote the attached study, the trends toward increased
environmental capital requirements have continued. The most recent report of
the President's Council on Environmental Quality (CEQ) indicates that for the

eriod through 1985, significant increases will result in capital requirements.
hese forecasts are in my judgment substantially understated. Consider, for

example, that capital requirements increased by $12 billion in a single year
merely to adjust for inflation. Moreover, the CEQ forecast includes only a partial
list of environmental programs-air, water, noise, solid waste and radiation. In



543

1977 Congress enacted new air and water legislation that will be far more stringent
and costly to comply with. In 1976 Congress enacted the Toxic Substances
Control Act, the Hazardous Waste Management provisions and in 1977 the Strip
Mining legislation. States and local entities of government have significantly
expanded costly environmental regulation. Most of these programs prescribe
timetables that mandate increasingly stringent pollution abatement requirements.

I respectfully suggest that if Congress in its wisdom mandates this kind of
environmental reform, that it must assess the cost of such reform and it must
address the important issue of how to finance these programs. The economic
aspect is of crucial importance. The attached study contains rather bleak forecasts
concerning capital formation shortfalls that responsible financial sources predict
in the $1 trillion range by the early 1980's. 1977 was the worst trade year this
country has experienced, and 1978 shows ominous trends that suggest the presently
unfavorable balance of trade and payments will worsen. The U.S. dollar in world
conversion rates must be regarded as embattled.

I earnestly recommend that Congress enact the environmental investment
tax credit at a level of ten percent, provide for accelerated depreciation of pollu-
tion abatement facilities, and, key to the effectiveness of such provisions, adopt
the following definition of qualifying facilities:

"The term 'air or water pollution control facility' means any facility (includ-
ing buildings and equipment necessary to the installation or functioning of the
facility) the primary purpose of which is to abate, contain, control, or prevent
actual or potential pollutants, wastes or heat from contaminating the atmosphere
or bodies of water."

I reiterate my appreciation for the opportunity to submit this statement.

CAPITAL FORMATION OPTIONS To FINANCE POLLUTION CONTROL

(Scott C. Whitney)*

The economic cost of environmental pollution and the cost of implementing
far-reaching corrective measures are increasingly recognized as significant national
l)roblems.' Extensive effort has been expended in recent years to analyze and
quantify pollution abatement and control costs and forecast capital (leman(s
that will be necessary to comply with environmental laws and regulations.2

As this analysis has become more sophisticated, environmental costs have been
classified into four hasic categories: damage costs, avoidance costs, abatement
costs, and so-called "transaction" costs.' Although official concern for pollution

$Professor of Law, marshanl-Wythe School of Law, College of William & Mary ; A.B..
University of Nevada, 11.49; J.D.. Harvard, 1952.

'See. e.g.. Council on Environmental Quality. Environmental Quality: The Sixth Annual
Report of the Council on Environmental Quality 494 11975) [hereinafter cited as Sixth
.umnual Report] :

The U.S. economy has been experiencing severe economic problemss over the past few
years. Inflation, unemployment, and capital scarcity have affected everyone. These diffi-
Vulties have focused attention on the economic effects of government programs. Environ-
mental programs in particular have come under close scrutiny in their effects on both
jobs and prices. The changed economic climate makes it more important than ever to subject
these programs to rigorous economic analysis.

Also see Council on Environmental Quality, Environmental Quality : The Seventh Annual
Itelort of the Council on Environmental Quality 150 (1976) [hereinafter cited as Seventh
Annual Report) :

Concern about sufficiency of capital has grown during the last year. Will the economy be
able to generate enough capital to make all the investments needed to satisfy our society's
many goals--e.g., for a cleaner environment, energy self-sufficiency, more goods and services,
and better l'ousing?

See also Council of Economic Advisers. Economic Report of the President 39-47 (1976).
2 See. e... U.S. Environmental Protection Agency. The Economics of Clean Water (1973) ;

National Commission on Water Quality, Staff Draft Report 11975) ; The Economic Impact
of Environmental itegulations: Ifearings Before the Joint Economic Comm.. Cong. of the
U.S., 93d Cong.. 2d Sess. (1974) ; U.S. Environmental Protection Agency, The Cost of Clean
Air, Annual Report of the Administrator of EPA to the Congress In Compliance with Public
Law 91-604. The Clean Air Act. As Amended (1974); Energy and Environment Group.
Office of Planning and Evaluation. Environmental Protection Agency, The Economic Impact
of EPA's Air and Water Regulatons on the Electric Utility Industry. vols. I--IV 11975) ;
U..S. Department of Commerce: The Effects of Pollution on International Trade, vol. I
(1973), vol. 11 (1974), vol. I1 (1975).

3 Council on Environmental Qiality, Environmental Quality: The Fourth Ann-a! Report of the Count'
on Environmental Qnalitv 74 (1973). The CEQ was created by Title 1i of the National Environmental
Policy Act of 1969 (NEPA 42 U.S.C. i 4.321-47 (1970), for the purpose Inter Glia of developing and rec-
ommending programs and policies tothe President to foster and promote the improvement ofenvironmenal
quality. For enumeration ol the duties and functions of the CEQ. see id. A 204, 42 U.S.C. I 4M4 (1970). Under
the CEQ cost classification, damage costs include such items as bliehted crops. ill health, corrosion of build-
ings and the like. Avoidance costs include buying an air or water filtration system or the cost of moving to an
unimpacted area. Abatement costs include those resources expended to reduce or eliminate pollution In-
cluding indirect costs arisinR from the impact of these expenditures on economic Rrowth, productivity or
employment. Transaction costs include the value of resources allocated to research, planning, monitoring
and similar activities necessary for pollution abatement.
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abatement costs dates from 1972,' and although increasingly frequent studies of
this problem have subsequently been undertaken, 5 it has generally been recog-
nized that this analysis is still in its infancy.

Despite the difficulties of cost quantification and the recognition that fore-
cast environmental costs are at best approximations, it seems clear that environ-
mental costs will be a major factor affecting the national economy in the foresee-
able future. Similarly, it is not feasible at this time to forecast with precision the
capital investment that will be required )y the private sector (luring the next
decade and beyond to comply with existing federal environmental laws and
regulations, ani the various state and local requirements. The most recent com-
prehensive forecast was published by the Council on Environmental Quality
(CEQ) in its 1976 Annual Report. 7 The CEQ estimates incremental' pollution
control expenditures for the private sector alone (luring the period 1975-1984
will exceed $300 billion, of which approximately $275 billion will consist of capital
investment and capital costs.0

This analysis considers legislative and regulatory options available to cope
with future private sector capital requirements to meet both "conventional" and
environmental needs. While lby no means agreed as to the precise amount of
these needs, virtually all studies indicate they will be immense and will place
great strain on the national economy.'

Moreover, it must be recognized that these pollution abatement costs will tend
to increase rather than decrease. The as vet unchecked force of inflation is of
course one important factor contributing to this problem. More importantly, most
existing statutory environmental abatement programs are structured in a way
that progressively increases the stringency of environmental requirements and
consequently their cost. For example, the incremental cost to achieve national
secondary ambient air quality standards will undoubtedly significantly exceed
the cost to achieve primary standards." Furthermore, the law requires that once
the national ambient air quality standards are attained, they must then be main-
tained. This maintenance will necessitate an indefinitely ongoing comprehensive
nationwide air quality maintenance program. 2 Furthermore, compliance with the
judically enunciated goal of no significant deterioration of the air quality in regions
with air cleaner than that required by secondary standards will likewise create
increasing direct and indirect incremental costs.3

The same cost augmentation phenomenon is built into the Federal Water
Pollution Control legislation, which likewise envisions implementation of progres-
sively more stringent standards culminating in the goal of eliminating discharges

4 ; the summary relating to cost classification in Sixth Annual Report, supra note I, at 490-5.
S 'r note 2 ati pra.

C Sisth Annual Report 4%-511. For an account of the rnethodolo~ical difficulties of environmental cost
quanlification, sce Whitney, The Trade Act of I97.1: Copinitaith U'n qual Enrironmental Control Cost#. 16
B.C. Indus. & Com. L. Rev. 577. 58.¥92 (1975). ,;e also Env ironmental Protection Agency, Environmental
News, The Impact of Environmental Regulations on Capital Markets and on Industry Canilal-Raising
Problems 2 (1975) 1hereinaftvr cited as EI'A ('apital Studv, in which it is candidly admitted that "E PA
analysis of the impacts of capital requirements for pollution control has been quite limited so far and is
limited by the state-of-the-art to only modest improvements."

7 Seventh Annual Report, stipra note 1.
Incremental costs are expenditure necessitated by designated federal environmental legislation beyond

those expenditures that would have been made absent the legislation. The designated legislation includes
air, water, radiation, noise and solid waste. Estimates for land reclantalion. strip mininit, coastal zone
planning, ocean dumping, oil spills, pesticides and other environmental categories are not included. Like-
wise, the cost of compliance with state and local environmental laws and regulations is not Included.

9 Seventh Annual Report, supra note I, at 167, Table 1-37.
PI. Bosworlht J. s. )uesenberry, & A. S, Canon, Capital Needs in the Seventies (1975) (publiShed by

the Brookings Institution), the most optmislic study, concludes "[wle can afford the future, butjust bare-
ly." The Brookings forecasts are confined to the decade of the Seventies. The methodology ofthe Brookings
forecasts excludes consideration of abatement costs for air pollution, radiation, solid waste, noise, land
reclamation, strip minit, pesticides, coastal tone management and other categories including the cost of
contplianece ith state and local progranis. The New York Stock Exchange Study, probably the most pessi-
mistic analysis, forecasts an overall capital gap of $6 50 billion during the period 1974-1985. EPA Capital
Study, sutpra note i;, at 4. ('EQ in its most recent analysis posed the question, willil the economy be able to
generate etnoueh capital to make all the investments needed to satisfy our society's many goaL--e.g. for a
cleaner environment, energy self-sutti iney. more goods and services, and better housing?" CEQ noted
'the answer is probably no." Seventh Annual Report, supra note 1. at 150. f

11 National primary amhient air quality standards are standards t.e attainment and maintenance o
which are reqtiite to protect the public health. National secondary ambient air quality standards are
standards the attainment and maintenance of which are requisite to protect the public welfare frotr any
known or anticipated adverse etfeels associated with the presence of such air pollutant In the ambient air.
Clean Air Amendments of l70, 1§ lJ(b)(l), (2), 42 U.S.C. It 1857c 4(b)(I), (2) (1970).

12 Id. § lit), 42 U.S.'. § l57c-5 (1970).
13 Sierra Club v. Ruckelshaus, 314 F. Supp. 253 (I).l).C. 1972), aff'd, 412 U.S. 541 (1973) (no opinion). See

nlso 19 Fed. Reg. 42.510-17 (1974).
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of all pollutants by 1985.14 Like the clean air strategy, maintenance of water
quality is required once the mandated goal is achieved. Here too, this maintenance
will necessitate costly continued planning and regulatory strategies to accom-
modate the apparently inevitable national growth while yet adhering to the no
discharge requirement.'5

To (late no environmental cost forecast methodology has evolved accurate
indicia to measure this phenomenon of disproportionately increasing costs, but it
is essential to consider this factor when considering what legislative, regulatory or
other action is appropriate to devise effective capital formation and/or capital
recovery strategies.

Before considering possible specific legal-legislative options for capital forma-
tion, two basic policy issues must be considered: first , whether it is appropriate
for the federal government to assist the private sector to meet the costs of federally
enacted environmental laws and regulations, and second, if it is determined that
it is either necessary or desirable that the federal government assist private sector
compliance, what form the assistance should take.

I. FEDERAL GOVERNMENTAL OPTIONS OR INTERNALIZATION OF ABATEMENT COSTS?-
A CRITICAL NATIONAL DECISION

For the private sector to be able to alter its plants and processes to comply
with existing environmental laws and regulations it must develop the funds to
pay for abatement. The CEQ correctly recognizes that these costs and capital
needs are "incremental"; that is, expenditures are necessitated by the designated
federal environmental legislation beyond those "business as usual" expenditures
that would have been made absent the legislation. 6 Consequently these incre-
mental environmental requirements are additional to the so-called "conventional"
capital requirements that are necessary to a growing and productive economy
capable of assuring that the other vital national goals of adequate employment and
containment of inflation are achieved. Given the forecast capital shortfall during
the coming decade,'7 there is a distinct likelihood that rival claims on existing
capital supply by the productive sector of the economy versus legally mandated
environmental reform may well increase the cost of capital to the point that
expansion of productive capacity and economic growth may be retarded with
adverse effects on employment and the ability to control inflation. The Environ-
mental Protection Agency (EPA) notes that "this spectre is particularly troubling
because of the experience of 18-30 months ago when capacity shortages in the
basic materials-producing industries seemed to throttle economic growth and
spur inflation with unemployment at very high levels."'Is

Consequently, the nation is faced with the reality that additional capital
formation methods (beyond those necessary to meet "conventional" needs) must
be devised if we are to achieve the multiple national goals of a healthy economy
and a protected environment.

Two basic possibilities of forming the necessary capital cxist: (1) some form
of fedeal assistance (grants, subsidies, tax incentives or "tax expenditures" of
various kinds), or (2) "internalization" of environmental costs by inclusion of
the environmental increment into the pricing of goods and services to the
consumer.

The CEQ has considered the option of imposing effluent charges set at. a suffi-
ciently high level to compel extraction of most of the pollutant, with the effluent
charge being passed on to the consumer in the form of higher prices.' This option
entails serious disadvantages. First, to "internalize" environmental costs of the
magnitude involve(l by passing them to the consumer in the form of higher priceswould aggravate the inflationary price spiral and create further stresses between

It The Federal Water Pollution Control Act of 1972, 33 U.S.C. §§ 1251-1376i (S-app. V 1975), structures a
progressively more stringent control program which requires by July 1, 1977. "the best practicable control
technology currently available" and hy July 1, 1983, "the best available technology economically achievable"
which will result in "reasonable further progress" toward the elimination of all discharges of pollutants by
1985. Id. I 301(b), *3 U.S.C. § 1311(b) (Supp. V 1975).

Is Id. See, e.g.. id. §208,33 IT.S.C. 11288 (Supp. V 1975) (areawide waste treatment management planning);
id. 120,. 3.3 U.S.C. § 1289 (Supp,. V 1975) (basin plannin ). Other examples of cost augmentation include the
increasing cost of federal decision-making arisiig from' judicially expanded NEPA requirements. Current
aircraft noise abatement regulations pursuant to the Noise Control Act of 1972, 42 U.S.C. Ii 4901-4918 (Supp.
V 1975), likewise involve increased incremental cost.

,6 See note 8 supra.
37 See note 10 supra.
V3 EPA Capital Study, supra note 6. at 3.

Report of the Tax" Policy Advisory Committee to the Council on Environmental Quality
21 (1973) [hereinafter cited as Tax Policy Report).



labor and management. The environmental cost increment added to the price
of goods and services would undoubtedly give rise to increased wage demands and
the cost would in large part rebound to industry in the form of higher labor costs.
Moreover, imposition of effluent charges only indirectly addresses the critical
problem of how to rid the environment of pollution. If a given plant simply pays
the charge and continues to pollute then the pollution is not abated. If instead,
the plant chooses to install appropriate abatement equipment and avoids the
effluent charge the problem of how to obtain the capital to buy the abatement
equipment remains unanswered.

An additional disadvantage of internalizing environmental costs is that to do
so would further weaken the United States international trade position by further
pricing United States goods out of competitive markets. The "distortions"arising
from unequal environmental control costs incurred by the United States private
sector vis-a-vis competitors from its eleven principal trading partners constitute
a major national problem which Congress sought to address in the Trade Act of
1974.20 Given the national commitment to contain inflation within acceptable
limits, it is rather clear that the nation's pricing structure cannot be expected to
absorb some 300 billion dollars of additional environmental costs.

Moreover, the CEQ concept envisions use of varying charge levels to achieve
desired degrees of pollution abatement:

Since the costs of removing any given pollutant presumably will vary as be-
tween processes, products and plants, a requirement of the same proportionate
reduction, or a reduction to the same absolute level, would impose high costs on
some and relatively low costs on others. The same aggregate reduction in an area
could be achieved by an effluent charge which will lead to substantial or very
large proportionate reductions in pollution where that could be achieved relatively
inexpensively, with little reduction where it was relatively more expensive to
make improvements.2'

To be effective, this system must produce a program of pollution abatement
which results in compliance at any given time with statutory environmental
standards. Coordination of a schedule of fees which might well vary from industry
to industry and from plant to plant to l)ro(luce pollution levels that comply with
standards rcquire(1 by law would be extraordinarily difficult to determine ac-
curately and costly to administer. Thus it would appear that "internalization"
could not produce adequate net capital accretions and would create probletas at
least as troublesome a those it seeks to solve.

Finally, it seems clear that Congress by enacting the various, environmental
laws haq elevated environmental protection to a major national policy not unlike
public health (with which the environmental quality is closely related), law
enforcement and national security. Consequently, whenever private sector corn-
pliance is either impossible as an economic matter, or is attainable only at the
expense of major impacts on the national economy, it seems appropriate, in fact
necessary, that public funds, whether in the form of so-called tax expenditures,
in the form of tax incentives, or in the form of grants, guaranteed loans or sub-
si(lies, be used to achieve the national goal of environmental protection. Congress
has repeatedly recognized this principle in its appropriation of grants for, inter alia
publicly owned treatment works, environmental planning, research and de-
velopment, and monitoring systems.

1I. ASSUMING FEDERAL FISCAL ACTION, WHAT FORM SHOULD IT TAKE?

Given the determinationn that federal fiscal action is preferable to "internaliza-
tion" of environmental costs in the price structure, the form this federal action
should take is controversial. Leaving out of account certain tax incentives devised
to influence conduct that tends to have beneficial environmental consequences,n
Professor Stanley Surrey 23 has identified two basic federal options:

ssSee Whitney, "The Trade Act of 1974: Coping with Unequal Environmental Control
Costs." 16 B.C. Indus. & Coin. 1,. Rev. 577 (1975).

, Tax Policy Report. supra note 19, at 21.22 S6, e.g., S. Rep. No. 939, -4th Cong., 2d Ses. 24 (1976), which lists various energy related activities for
which Congress through special tax provisions provides incentives to develop environmental beneficial
programs.

Is Professor Surrey is Professor of Taxation at the Harvard Law School and has served as Assistant Sec-
retary of tho Treasury for Tax Policy.
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1. "Direct government expenditure programs," a process under which programs
are normally given direct and searching budget management evaluation (this
would include grants, subsidies and loan guarantees).' 4

2. "Tax subsides" or "tax expenditures," a process by which some program or
project is financed by tax liability concessions of one kind or another (this would
include investment tax credits, accelerated depreciation and tax exemption). 5

Professor Surrey opposes "tax expenditures" because they "tumble into the
law without supporting studies, being propelled instead by cliches, debating points,
and scraps of data and tables that are passed off as serious evidence." 26 Apart from
this rhetoric, it appears that Professor Surrey's subslantive objections to use of the
"tax expenditure' option are:

(1) That need for programs supported by tax expenditure receives inadequate
or at least less consideration than the neei for direct expenditure programs.

(2) That the costs and benefits of a program are given less or inadequate con-
sideration when tax expenditures are employees;

(3) That program effectiveness evaluation is less likely to occur when programs
are sup ported by tax expenditures;

(4) That program objectives of tax expenditure programs are more apt to be
obscure."7

Professor Surrey advocates that the antidote to ill-considered programs sup-
ported by tax expenditures is to "restate the tax program as a direct expenditure
program and ask whether such a program represents a desirable policy.8 But
even if the program when "directly" evaluated turns out to be a "desirable policy,"
Professor Surrey still believes that support of the program should be in the form
of a direct expenditure program:

"Thus, for example, if it is decided that elimination of tax expenditures for
natural resources should be accompanied by government assistance in oil and
mineral exploration, the direct programs can be readily devised." 29

Whether some, many or all tax expenditure programs in fact "tumble into the
law" without the four-fold program evaluation Professor Surrey advocates is a
question that need not be resolved herein. It is elementary good government that
all programs should receive such evaluation regardless of what funding process is
utilized. In the ensuing portions of this analysis devoted to consideration of the
various capital formation and/or recovery options available through tax legisla-
tion such direct program evaluation will in fact be undertaken. Such direct
evaluation demonstrates that adoption of improved investment tax credit meas-
ures, a special environmental investment tax credit system, and improved capital
recovery measures are all essential to achieve the multiple national goals of a
sound economy and environmental protection.

The fundamental dispute arises over the proposition that tax expenditure
programs should or must be "translated" into direct government expenditure
programs to he effective and accountable.

One of the primary realities that must be recognized is that the investment tax
credit and the special environmental credit are not "tax subsidies." As shown
hereinafter," neither will produce any revenue dilution but rather, based on some
fifteen years' experience, will stimulate treasury receipts due to the increased
production of pollution abatement devices which thereby increases the private
sector taxable basis.

In contrast, given the presence of perennial budget (leficts, to address capital
formation problems by direct grants would aggravate the federal deficit picture
and necessitate further federal borrowing to obtain grant funds that would other-
wise be available through tax credits without incurring interest charges, Thus a
direct expenditure approach to the capital formation problem would be more
costly in absolute numbers of dollars and would contribute in increasing the na-
tional deficit. Moreover, the various investment tax credit provisions are virtually
self-administering, thereby obviating the cost of additional grant administration
personnel.

24 Hearings on Tax Subsidies as a Device jor implementing Government Policy: A com-
parison tritla Direct Gorernment E:penditure Before the Subcomm. on Priorities and
Economy in Government of the Joint Economic Comm., 92d Cong., Ist Sess. 48-59 (197)
(statement of Stanley S. Surrey).

2Id.
2 Id.
07 Id.

Id.
2 Id.
30 See notes 34-3 and accompanying text infra.
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The importance of the foregoing is underscored by the fact that the federal
government is already heavily involved in direct environmental grant programs
that are increasing rapidly: $5.9 billion in 1975, $7.1 billion in 1976 (estimated)
and $8.6 billion in 1977 (estimateci).31 Moreover, the federal government also
expends substantial amounts to assist state and local governments in bearing
their share of environmental abatement costs and programs. CEQ forecast that
the federal government will subsidize state and local governments by more than
$3 billion between 1975 and 1983 quite apart from the above-noted grants.3 2

Ill. CAPITAL FORMATION BY TAX LEGISLATION

A. The Investrnent Tax Credit
During the period 1962 through 1975, the various investment tax credit meas-

ures have provided an important source of capital for American industry. Experi-
mentation with the investment credit during this period has demonstrated that
it is a particularly effective means of controlling the level of capital supply thereby
significantly affecting productivity, employment levels, and the rate of inflation
Moreover, use of the investment credit can be made without incurring dilution
of Treasury revenues. 4 The increased productivity resulting from investment
credit expenditures increases the corporate income base and thus produces
corporate tax revenues to the Treasury which substantially exceed revenue
dilution. This factor was implicitly recognized by the Congress in its recent
enactment of the Tax Reform Act of 1976 3 which extended the existing invest-
ment credit until December 31, 1980 (which would otherwise have expired Decem-
ber 31, 1976).34 In addition, there is a long-lasting continued increase in budget
revenues as a result of the investment tax credit.

While a four year extension constitutes some progress, it is evident that in-
definite extension of investment credit provisions is a minimum essential merely
to accommodate existing non-environmental capital needs. Former Secretary of
the Treasury Simon recently stressed the serious effects of corporate borrowing,
which has sharply increased during the past decade as internally generated cor-
porate funds and equity financing fell short of meeting capital needs.

"One of the factors which can inhibit the future growth of needed capital
formation is the financial condition of American corporations. Analysis of debt-
equity ratios indicates that corporate balance sheets have shown signs of deterio-
ration over the past decade, which is a break from the pattern which persisted
in earlier periods. )ebt has increased dramatically, both in absolute terms and
relative assets and income. Interest costs have risen appreciably, roughly doubling
over the past ten years. The combination of increased debt financing and higher
interest rates has resulted in a decline in the coverage ratios reported by American
corporations-that is, the ratio of earnings to interest charges. The ratio of liquid
assets to debt has shrunk. As a result of these developments, there is a serious
question about the potential capability of companies to be able to finance the
capital investment that will be required to achieve our basic economic goals of
reducing unemployment and inflation as I outlined earlier in my testimony." 87

The investment credit device offers significant advantages. First, the taxpayer
is entitled to the credit only when the proceeds are in fact used for the designated
statutory purpose thereby assuring that the purpose of the credit is achieved.
It thus possesses the advantage of being for all practical purposes self-administer-
ing, unlike direct government expenditure programs.

Second, the investment credit is a highly effective means of "capital deepening"
and can, over the years, contribute significantly to the capital base of the economy
that will be necessary for increased productivity and employment, and contain-
ment of inflation to an acceptable rate. To achieve these goals the investment
credit must be both adequate in amount and of sufficiently long duration.

1' Seventh Annual Report, supra note 1, at 349.
W Id. at 151.
33 See It. H. Gordon and D. W. Jorgenson. Policy Alternatives for the Investment Tax

Credit 13 (1975) hereinafter cited as Policy Alternatives Study).
34 Internal Revenue Service, U.S. I)epartment of Treasury, Tax Revenue Statistics (1061-

1975).
n Public Law No. 94-455. 90 Stat. 1520 (1076).3 Tax Reduction Act of 1975, 1.01(a) (1), 26 U.S.C. 146(a) (1) (Supp. V 1975), amended

by Tax Reform Act of 1976, Public Law No. 94-455. 1 802(a), 90 Stat. 1580. See H. Conf.
Rep. No. 1515, 94th Cong., 2d. Sess. 443 (1976). The Tax Reducton Act of 1975 had in-
creased the prior level from 7 percent (4 percent for certain utility property) for qualified
investments to l0 percent. Tax Reduction Act of 1975. 1301, 26 U.S.C. 1 46 (Supp. V 1975).

#?fax Reform Act of 1976: Hearings on H.R. 10612 Before the Senate Committee on
Finance, 94th Cong., 2d Sess. 2367 (1976) (statement of William Simon, then Secretary of
the Treasury).
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As to the amount, Congress in its wisdom in the Tax Reform Act determined
that 10 percent was appropriate during the period through December 31, 1980.
Yet virtually every responsible economic forecaster predicts that the "capital
gap" Will increase during the next decade and probably for the remainder of the
century."8 It would have been more consonant with economic realities had Con-
gress followed the Senate bill 39 and enacted an investment credit provision of
indefinite duration. Moreover, such investment credit should be structured to
increase in amount from the basic irreducible 10 percent to higher rates which
would generate increasing capital necessary to maintain acceptable levels of
productivity and employment. By such a system the amount of investment credit
could be adjusted to keep pace with capital requirements without resort to the
time-consuming process of enacting new tax legislation periodically, and in addi-
tion the long term continuity that is essential would thereby be provided. Experi-
ence with the Tax Reduction Act of 1975 demonstrates that due to long lead
times in obtaining heavy equipment, there must be a long term investment credit
l)rogram if companies are to utilize the credit effectively.

The Tax Reform Act of 1976 contains other important provisions that facilitate
capital formation. Congress modified the prior limitation of the investment credit
to $25,000 of tax liability plus 50 percent of liability in excess of $25,000 40 and
provided a three year carry-back and a seven year carry-forward for credits not
used due to the above-noted limitations." Under this system, credits accruing in
a given taxable year are applied against the tax liability for that year before
any carry-overs or carry-backs of unused credits from other taxable years become
applicable.

In addition, under the 1976 Act a so-called "first-in first-out" method of
handling investment credits was adopted. Thus in a given taxable year the oldest
pending credit is used first, the next oldest next, and so on. 2 The effect of this
provision is to enhance the likelihood that credits will be fully utilized by effectively
extending the duration of credit eligibility. Lengthening the potential duration of
earned credits likewise increases somewhat the possibility that unprofitable or
marginally profitable companies may utilize such credits.
B. Enrironmental Investment Tax Credit

Prior to enactment of the Tax Reform Act of 1976, federal tax provisions
provided little in the way of "tax expenditures" to meet pollution control capital
requirements. One such provision provides that the interest earned on industrial
development bonds shall not he included in the gross income of the bondholder
if he either qualifies as an "exempt person" (i.e., an Internal Revenue Code
Section 501 (c) (3) entity exempt from tax under Section 501(a)) or if substantially
all of the proceeds of the bond are used, inter alia, (A) for sewer or solid waste
disposal facilities, or (B) for air or water pollution control facilities However,
provision (A) may well (among other disadvantages and limitations) actually
encourage waste disposal rather than recycling; and as to air and water pollution
control facilities, most if not all bond proceeds would inure to the benefit of state
or local governments rather than meeting private sector needs."

The other "environmental" provision prior to passage of the 1976 Act allows"every person" to elect five year amortization for "any certified pollution control
facility' which is "a new identifiable treatment facility which is used, in connec-
tion with a plant or other property in operation . . . to abate or control water or
atmospheric pollution or contamination by removing, altering, disposing, or stor-
ing of pollutants, contaminants, wastes or heat" if both the state and federal"certifying authorities" approve.45 By virtue of the definition of "new identifiable

38 See note 10 supra.
3 See S. Rep. No. 94-938. 94th Cong.. 2d Sess., pt. 1 at 17-18 (1976).
0 Tax Reform Act of 1976, Pub. L. No. 94-455, I 8(2(a)(2), 90 Stat. 1581, amending 26 U.S.C. 145 (1970).

as amended (Supp. V 1975).
4' Tax Reform Act of 1976, Pub. L. No. 94-455, I 8(2(b) (2), 90 Stat. 1582. A ten year carry-forward Is avail-

able for unused pre-1971 credits.
43 Id. I8W2(a), 1V Stat. 1580.
43 1.R.C. 6 103(c).
"One article forecast that during the period 1973-1980 approximately 25 percent of an estimated capital

requirement of $28 billion might be derived by industrial development bonds. Bus. WzK, July 29 1972
at 51. Whatever may be said of the accuracy of these forecasts it is clear that such funds as are derive wilf
not be available to meet or provide a substitute for private sector capital needs. A minor possible exception
would be a situation iti which a private corporation purchased either a recycling facility or an air or water
)ollution facility (bath would have to be available for general public use) and under I.R.C. I 48(h)(12)

obtained an investment credit and took depreciation under either section 167 or 169. Such situations must
be rare it they occur at all.

45 l.R.C. f 189.



treatment facility" this five year amortization can be elected only as to "tangible
property" (not including a building and its structural components, other than a
uilding which is excusively a treatment facility) which is of a character subject to

the allowance for depreciation provided in section 167 "but only if the construc-
tion is completed after )ecember 31, 1968 and placed in service before January 1,
1976.45 The amortizable basis of such a facility was not eligible for the investmen,.
credit.7

The 1976 Act provides for two significant improvements:
1. As to qualifying facilities constructed after January 1, 1969, but before

January 1, 1976, the taxpayer can elect a five year amortization plan and take
one-half the investment credit provided the investment did not lead "to a signifi-
cant increase in output or capacity, a significant extension of useful life, or a
significant reduction in total operating costs for such plant or othr property (or
any unit thereof), or a significant alteration in the nature of a manufacturing
production process or facility." 4

2. As to qualifying facilities placed in service after December 31, 1976, the tax-
payer can elect both a five year amortization schedule and an investment credit
not to exceed two-thirds of the 10 percent standard investment credit.4'

Adoption of the principle of a special environmental investment credit by the
Congress is of the utmost importance. As already noted 10 it is highly doubtful the
capital formation produced by the standard investment credit provision of section
802 will be sufficient to meet future needs and, as suggested above, should be keyed
flexibly to increasing capital requirements. Without special provision for an en-
vironmental investment credit to meet capital requirements created by private
sector compliance with federal environmental laws and regulations, an unhealthy
competition for capital would arise which would both impede productivity and re-
lated employment and thwart or delay unduly compliance with national environ-
mental objectives. In this latter connection it should be stressed that a number of
environmental statutes condition compliance and attainment of standards upon
economic practicability." Hence congressional recognition of the need for special
environmental investment credits is of landmark significance.

It should be further noted that were Congress to adopt the "sliding scale" ap-
proach to the regular investment credit, as advocated, the special environmental
credit for qualifying facilities placed in service after December 31, 1976, which
amounts to two-thirds of the regular credit would likewise escalate when the reg-
ular credit escalated to meet increased capital needs.

Although Congress in the 1976 Act expanded somewhat the definitional scope
for qualifying facilities, it still remains unduly circumscribed. The credit should
be available not only for pollution abatement equipment and buildings that are
entirely pollution abatement facilities, but for other buildings and structures as
well. The credit should extend to environmentally designed production facilities
and processes as well if reform objectives are to be realized. In future years when
the national air and water quality goals have, hopefully, been reached, then the
a redominant regulatory objective v ill be the maintenance of these standards.
N ecessarily, with anticipated growth in population and industrial activity, air
anr! water quality maintenance objectives will be feasible only by fundamental
redesign of many plants and processes. Extension of investment credits for plants
would provide a needed stimulus to phase out existing opprations which are costly
and not optimally feasible to modify, and to replace these with environmentally
designed plants better capable of achieving future standards at acceptable main-
tenance and operation cost levels. It is widely recognized that the incremental
cost of achieving higher levels of environmental purity mounts steeply as stricter

4' Id.
"IT. R. Rep. No. 1515, 94th Cong., 2d Ses. 498 (1976).

Id. "Significant" was deemed by the Conferees to mean a change of more than ave percent, a standard
applied to the operating unit most directly associated with the pollution control facility.

4' Id. at 495-99. To achieve maximum capital formation it is essential that investment credit provisions
and depreciation rates be coordinated rather than working against each other. When the tax credit was first
implemented in P.42. the so-called Long amendment subtracted credit claims from the basis used to calculate
depreciation schedules. The effect was to dilute total capital recovered and was thereby counterproductive
to tho objective of maximizing capital supply. The provision was deleted in 194 in part because it substan-
tially complicated calculation of depreciation writeoffs. Apart from administrative complications, the sub-
tracti. of credits from basis is essentially self-defeating. It must be recognized that any constraint on achiev-
ing total available investments credits runs counter to basic capital formation goals and should be avoided

3- See note 44 and aceotnivanlt-tg text supra.
51 See. n.g.. note 14 supra. The Noise Control Act of 1972. 42 U.S.C. if 4901-4918 (Supp.

V 175), and tho Clean Air Amendments of 1970, 42 U.S.C. if 1857-18571 (1970), also
contain economic conditions.
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goals are met and maintained.2 In the long run it will thus be cheaper to convert
to plants and processes which have been designed to achieve a high degree of
environmental protection rather than continue to "fix," or modify or retrofit,
existing plants to meet and maintain increasingly stricter standards.

To be fully effective, tax incentives should be available for any control facility
or abatement procedure required by federal, state or local environmental laws or
regulations. Accordingly, existing law should be amended to include a broad tax
incentive definition, such as:

"The term 'pollution control facility' means any facility (including buildings
and equipment) the primary purpose of which is to abate, control or prevent
actual or potential environmental pollution."

While air and water pollution control at present appears to comprise the major
portion of forecast environmental cost, Congress has enacted extensive legislation
addressed to other kinds of pollution. 3 Abatement strategies for stripmining, solid
waste, pesticides, oil spills, ocean dumping and other categories are in their
infancy. As regulatory programs in these areas are developed, significant addi-
tional costs will undoubtedly result. Congress, therefore, should provide for
comprehensive environmental tax incentives keyed to the full range of environ-
mental protection and reform programs that it hias enacted.

While there has as yet been no actual experience with implementation of the
environmental tax credit, available data suggests it will offer all the same ad-
vantages that the conventional credit provides. Like the conventional credit, the
environmental credit program is self-administering and avoids the cost of grant
administration personnel. Furthermore, recent CEQ economic studies conclude
that funds spent on environmental abatement will not only significantly enhance
the productivity of existing firms that manufacture or build abatement equip-
ment and facilities hut will attract new private sector activity as well. 4

While these CEQ studies do not undertake to quantify the amount by which
T-a."tmrv tax receipts are increased by the new economic activity stimulated by
the "environmental industry," CEQ does estimate "that approximately 300,000
people are now employed who would not otherwise he." 5 CEQ adopted a rule-of-
thumb indicator that a billion dollar expenditure generates directly or indirectly
about 70,000 jobs.' 6 Thus given the expenditure of the forecast private sector
environmental capital requirements during the period 1975-1984,37 it is evident
that the federal tax base will be expanded enormously, and such expansion will
increase the Treasury tax revenue yield as well. Thus there is every reason to
conclude that the revenue yield history of the conventional investment credit
will also hold true for the environmental tax credit.

Moreover, since it is virtually universally conceded that a protracte(d period of
capital shortage will prevail, it is e~i lent that without the environmental tax
credit, every investment dollar diverted from "conventional" pro(luction activity
to meet legally mandated environmental requirements will thereby increase the
expected capital gap and so contribute to less productivity, lower employment
and, correspondingly, less tax revenues.

Finally, to the extent that the special environmental credit contributes to the
ability of United States industry to compete effectively costwise with our eleven
leading trade partners, the credit will contribute to solution of the "distorton"
problem arising from unequal United States versus foreign environmental costs
without recourse to import relief measures. 58

C. Accelerated Capital Recorery
As with investment credits, United States policy with respect to capital

recovery provisions must take into account both the so-called conventional needs
of the economy to achieve increased productivity and employment and the

6 Sec Tax Policy Report, supra note 19, at 20.
53 See note S supra.

U Council on Environmental Quality, Environmental Tax Program and Employment 1 (1975): " En
vironmental programs are stimulating construction, equipment and research expenditures that would not
otherwise be undertaken." See oL o, Council on Environmental Quality, Pollution Control and Employ-
ment 8 (1976:

In brief then, pollution control expenditures are seen as having a net positive impact on employment at
the present time. And a new industry has been established which has been a source of growing emplovmert
during the past few years. This industry has the opportunity and challenge to devise innovative abatenant
systems which will conserve natural resources, save energy, and reduce costs. If it is successful in meet!ng
this challenge, this industry will not only provide a source of continuing employment itself, but will hep
contribute to the continued viability an stability of our whole economy.

'4Council on Environmental Quality, Pollution Control and Employment 8 (1976).I Id. at 7.
'7 See note 10 and accompanying text supro.
11&e n te 20 and accompanying text supra.



special demands resulting from environmental pollution abatement. Despite the
recent upturn in the United States economy, certain basic long-term indicators
suggest that major increases in investment will be necessary to restore its vitality.
The United States has lagged significantly behind other industralized nations in
terms of Productivity growth (luring the period 1960-1973.1° This trend is partic-
ularly ominous because in the past the United States has been able to preserve
viable market shares against foreign competition despite price disadvantages by
virtue of superior worker productivity.60

A similarly bleak trend is evident in the comparative real gross national prod-
ucts (GNP) per employed civilian of several nations (luring the period 1950-1972.
The declining worker productivity in the United States has produced a condition
in which the GN1P per worker in the United States has fallen below that enjoyed
by such nations with troubled economies as Great Britain, France and Italy.
(iven the well-established relationship between the level of investment and
growth, it is clear that expanded capital recovery pro-.isions are necessary to
augflent capital supply and production investment to counter these trends. It is
no coincidence that virtually all of the industralized nations have more liberal
capital recovery provisions than those presently in force in the United States
under the Asset )epreciation Range (AI)R) System.6 These facts suggest the
immediate need to increase the permissible range under the ADR System for
depreciating capital assets from 20 percent to a significantly higher level.

A further important corrective measure would be the elimination of the salvage
increment in depreciation schedules. During periods of inflation, depreciation allow-
ances based on original cost fail to recover capital adequate to finance facilities
having significantly higher replacement costs. Moreover, during such inflationary
periods corporate profits, unless adjusted for inflation, are overstated. It has here-
tofore been noted 2 that the inability to generate sufficient capital from corporate
profits has weakened the economy by creating increasing dependence on debt
financing with resultant deterioration of debt-equity ratios. This shortfall in
capital recovery (luring a period of higher replacement costs and declining profits
is aggravate(d by inclusion of a salvage factor in depreciation schedules. It must
be recognized that the salvage increment is a holdover from the archiac policy of
gearing depreciation schedules to the actual life of assets. Retention of such
anomalies in the tax law impedes attainment of adequate capital supplies and is
thus counterproductive.

Given the magnitude of capital requirements to increase productivity and
employment, the additional drain on capital funds created by environmental
requirements mandates special treatment. Pollution control costs have increased
and are forecast to continue to increase dramatically. The CEQ study notes that
expenditures for pollution control totalled $12.3 billion for capital expenditures
in 1974, and that these are forecast to reach $27.5 billion for operating and main-
tenance and $27.8 billion for capital expenditures in 1983,m In view of the in-
creasingly high incremental cost of ati aining progressively stricter goals that are
structured into major existing environmental laws, these estimates may indeed
be low.

IV. CONCLUSION

For at least the remainder of this century the United States faces uniquely
complex and difficult chall2ngez. It must cope with already well-established
trends of declining productivity, inflation and unemployment. To do so, adequate
domestic energy resources must be developed at economically viable levels and
industrial productivity must be expanded. Both goals also involve major impacts
on the environment whi,'h will be increasingly costly to control within acceptable
limits. What constitutes acceptable limits has been defined by Congress in terms
of legal deadlines established by comprehensive legislative and regulatory pro-
grams. These programs were structured by Congress to impose progressively more
stringent standards which will become increasingly costly to achieve. Moreover,
environmental control programs are likely to expand-e.g., to protect more
effectively ocean, outer continental shelf and coastal resources. Significant
additional effort will be required in the areas of research, planning and environ-
mental design.

49 Internal Revenue Service, U.S. Dept of Treasury, Tax Revenue Statistics (1961-1975).
60 tT.S. Dept of Labor. Bureau of Labor Statistics (1960-1973).
GtTreas. Reg. J 1.107(a)-Il (1971).
62 See note 37 and accompanying text supra.
w Sixth Annual Report, supra note 1, at 564.
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All of these efforts must be undertaken and implemented contemporaneously.
Consequently, the government must devise capital formation and recovery
provisions capable of financing all of these deeply interrelated activities. At a
minimum the following program appears to be indispensable:

1. Continuation on an indefinite basis of existing investment credit provisions
amended to provide sliding scale adjustments to reflect changes in capital
requirements.

2. Adoption of the perfecting amendments to existing investment credit
provisions.

3. Continuation of the special investment credit for environmental control
expenditures keyed to the level of the standard investment credit as adjusted by
the sliding scale procedure.

4. Reform of existing capital recovery provisions for non-environmental
investment.

5. Expensing in the year invested rather than depreciating facilities installed
pursuant to envir rimental requirements.

Anything short of this multi-dimensional program will seriously jeopardize
the prospects for attaining one or more indispensable national goals. With the
exception of certain suggested improvements the validity of all of the foregoing
has been recognized in principle by the Congress in the Tax Reform Act of 1976
These measures have in fact been carefully scrutinized, their costs and benefits
weighed, and the ultimate program objectives considered. Important improve-
ments and refinements remain to be made but it is clear that the tax legislative
approach is a far sounder method of coping with capital formation requirements
and offers many more advantages than the direct government expenditure
alternative.

THE TAX CouNcIL,
Washington, D.C., June 27, 1978.Hion. HARRY F. BYRD, Jr.,

U.S. Senate, Room 417, Russell Senate Office Building, Washington, D.C.
I)EAR SENATOR BYRD: Further to our telephone conversation yesterday,

there is an original suggestion in my statement which I thought you might like
to know about in advance of the beginning of your Subcommittee's hearings
tomorrow.

As an alternate to enacting proposals reducing capital gains taxes in relation
to the length of time an asset has been held, such as included in Senator Bentsen's
bill, S. 2608, the suggestion is a cap on taxing capital gains of five percent of the
total value of the property involved. The proposal is explained and illustrated in
the footnote on page 6 of the statement.

The reference to Dick Wagner's writing, enclosed with my letter to you of
May 23rd, is the footnote at the bottom of page 3.

If your group should consider reacting policy wise to the President's criticism of
the Htansen/Steiger bill, while not yielding on getting capital gains out of the
minimum income tax, you might find interesting the Council's proposal for a 65
percent exclusion which would result in a 24.5 percent top rate on gains (making
the alternate tax unnecessary) while reducing the rates on all capital gains a
minimum of 30 percent, page 4 of my statement.

With every good wish and great appreciation of the leadership which you are
providing to restore some economic sanity to the taxation of capital gains.Since rely, JOHN C. DAVIDSON.

Enclosure.

STATEMENT OF JOHN C. DAVIDSON-A WASTEFUL AND REPRESSIVE TAX

I am President and a Director of The Tax Council.
The Tax Council is a nonprofit, business supported organization solely concerned

with federal tax policy. From its inception over a decade ago the Council has
stressed the benefits to the public which would flow from a tax structure less
biased against capital.

My statement relates to the three bills-S. 3065, S. 2608 and S. 2428-sponsored
by Senators Hansen, Bentsen and Ha.kell, respectively. Hereinafter, S. 3065 will
be referred to as the Hansen/Steiger bill.

A TURNING POINT

The support for these bills would seem to indicate we are close to if not at an
historic turning point in the political attitude towards tax reform. To the present
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the professional tax reform movement has influenced a dialogue concerned only
with direct tax effects, that is, who pays or does not pay taxes. The Carter Ad-
ministration, unfortunately, has chosen to persist in this vein in reacting to the
Hansen/Steiger bill. But their exaggerated rhetoric and opportunistic use of statis-
tics implies a lack of confidence in the correctness of their stand.

For example, when Administration spokespersons launched in January a year
ago their campaign to have all capital gains taxed at income rates, the principal

Oin used privately and publicly was that the rates were all but at the 50 percent
level already (remember, at that time, they were talking about bringing the top
rate on all personal income down to 50 percent). The point reflected their obsession
with the idea that only the rich were significantly affected by taxes on capital
gains. In fact, in a discussion with a Treasurer analyst working in the high income
area, he expressed surprise at my statement that people other than the rich have
capital gains. Even after the Council published an analysis of 1975 IRS data show-
ing that the great bulk of capital gains are realized by people who are far from
being rich, Administration spokespersons continued for many weeks to use the
same tired old line that "present rates are only a step away from 50 percent".

Now, with the Hansen/Steiger bill directed at reversing the 1969 legislation
which was aimed squarely at the rich, the Administration has reversed its story
on who pays capital gains taxes. Relatedly, they discover only 14 taxpayers with
rates pushing 50 percent because of the interplay of the minimum and maximum
taxes and, further, release a study confirming what we said a year ago about the
concentration of capital gains in the middle and lower income brackets.

A NATIONAL ASSET

Regardless of the Administration's verbal and statistical gymnastics on the
subject, or perhaps influenced somewhat by them, the support in the Senate for
the Hansen/Steiger bill, and for further relief from the tax erosion of capital
such as is incorporated in S. 2608 and S. 2428, seems to say that there has emerged
a new political recognition that whoever does the saving and whoever owns
capital at any given time, the act of saving is a public service and the stock of
capital is a national .asset which serves all the people.

It is past time for this to happen. The nation has run out of easy choices. Over
the past decade, there has been serious deterioration in the rate of our economic
progress while the economics of our major competitors in world markets have
surged ahead. It would be, a mistake to attribute too much of our problem to
federal tax policy. But it would be inexcusable not to adjust that policy to accord
with the national need for a better economic performance. In addition to its
repressive effects, the taxation of capital is wasteful of a national asset. Such
taxation commits the cardinal economic sin of diminishing the capacity to pro-
duce. Moderate transfer taxation of capital may be tolerable. But viewing capital
as a revenu,,-raising tax object in the nature of income is a collosal economic
mistake.' It hardly needs to be stated that a capital gain, realized or not, is
inseparable from thie capital of which it is part (just as is a loss in reverse). Although
a tax is measured by the amount of gain, it is a tax on the capital itself.

A MODEST PROPOSAL

Viewed in the light of economic truths, the Hansen/Steiger bill is a modest
proposal. It would simply correct two mistakes made in 1969 in the highly charged
atmosphere created by the initial disclosure that a few high income taxpayers
paid little if any tax in a particular year.

The first mistake was based on the assumptiQn that the tax treatment of
capital gains under the income tax system was preferential. Thus, the excluded
half of gains was listed as a tax preference under the minimum income tax. Aside
from the further erosion of the capital supply inevitably to result from the listing,
this action was misguided in viewing the tax treatment of gains as preferential.
The treatment reflected earlier Congressional recognition that capital gains are
in fact something quite apart from income; that they are in fact part and parcel
of a person's capital and not of his or her income. The treatment was decided upon
not with the intention to grant a preference but as a matter of judgment as to
the level of taxation of gains which would be appropriate. The method used, a

I The magnitude of the mistake perhaps has been best illustrated by VPI's Professor of
Economics Richard E. Wagner In his book "Inheritance and the State . .". The relevant
material is excerpted and attached hereto. On page 44 he uses an apple orchard as the
case model for making his ultimate point "Simultaneous taxation of the Income flow and the
capital value woouid, of course, double the rate of taxation ; In other words, it would repre-
sent double taxation".



555

partial exclusion under the income tax system, was a matter of legislative con-
venience and not of substantive policy. If the same rates had been enacted in a
separate schedule, there would have been no semblance of basis for the label of
preference. Needless to say, the Council opposed the listing from the beginning.

The second mistake in the 1969 legislation wag to restrict use of the ceiling
which, as an alternate tax, had been placed on capital gains in 1942. The legisla-
tion restricted use of the alternate tax to gains not in excess of $50,000. This
resulted in tax rates topping out at 35 percent (70 percent tax on one-half of
gains) on gainQ no longer protected by the alternate tax.

By eliminating the two 1969 enactments, the Hansen!Steiger bill would restore
the tax treatment of gains which had existed since 1942, that is, effective taxation
at one-half of the taxpayer's marginal income tax rate(s) up to a top rate of 25
percent.

CONTRAST TO ADMINISTRATION PROPOSALS

The iHansen/Steiger bill is in contrast to the proposals in the President's 1978
tax program for (a) completing the transformation of the minimum tax from one
designed to impose a minimum tax on high income people who otherwise paid
little if any income tax to an additional tax measured by so-termed preference
income regardless of income level or the amount of income taxation and (b)
eliminating the alternate tax from the code. With capital gains providing over
80 percent of the revenue yield from the minimum tax, the Administration in
supporting documents and testimony presented to the Ways and Means Com-
mittee made no effort to disguise its objective of moving steps closer to the goal
of taxing all gains at income tax rates.

In considering the President's proposal for entirely eliminating the alternate
tax, the Council's Tax Policy Committee, meeting in March before emergence of
the IHansen/Steiger bill, was strongly of the view this should be done only if the
top rate otherwise were brought d own to 25 percent or below. Thus, the Com-
mittee proposed increasing the exclusion from 50 to 65 percent which would
result in a new top rate of 24.5 percent and reduce all rates of capital gains tax
by a minimum of 30 percent.

The Committee did not by its action intend to infer that such an exclusion
should be the final answer insofar as the taxation of capital gains is concerned. To
oldtimers like myself, it seems like only yesterday when the late President John
Kennedy was recommending a 70 exclusion which would have produced a top
rate of 21 percent. We got off the track in 1969 and, except for disenchantment
in the Congress, the Administration would have driven us over the precipice of
tax disaster this year. The Hansen/Steiger bill would get us back on the track
of how best to tax capital gains.

FURTHER REDUCTIONS

Beyond this landmark bill, the question which this Committee and the Con-
gress must decide i, whether the problem of tax erosion of capital through the
capital gains tax shall be resolved directly or only mitigated in special situations
as contemplated in 5. 2608 and S. 2428. Certainly, in the context of the present
rate situation or that which would exist after enactment of the Ilansen/Steiger
bill, or even that which would exist with a 65c exclusion, both bills have merit.
But for the good of the economy, and in the interests of a less complicated tax
code, further reduction in the rates paid on all realized gains certainly would be
preferable to specially targeted mitigating enactments.

There also is a matter of equity. Professional tax reformers claim that horizontal
equity would be served by taxing all gains at ordinary income tax rates, but the
wish obviously is the father of the thought. The fact is that the taxing of capital
gains as an actdon under the income tax system results in unequal tax on equal
gains. For example, a hardworking entrepreneur, executive or professional with
a $100,000 income and $50,000 of capital gains will pay tax on the gains at his
or her marginal income tax rates. But a person with $50,000 in gains but little
or no income will pay at much lower rates.

Of course, the inequality in tax would be increased under higher rates on gains
but decreased under lower rates. Whatever the rates on capital gains, a new level
of inequality would be introduced by enactments granting relief to a selective
group or groups.
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Thus, on three grounds-economics, simplicity and equality of treatment-it
would seem that bills like S. 2608 2 and S. 2428 should be a last resort for coping
with the problem of uneconomic taxation of capital gains. It could even happen
that the American dollar, now so battered in World markets, would gain new re-
spect and strength if the United States should follow the example of its major
competitors and tax capital gains only very lightly if at all.

THE SIMPLEST CASE

Perhaps inadvertently, the simplest case for ending the erosion of the capital
supply by taxing gains has been stated by Secretary of the Treasury Michael
Blumenthal: "The facts are inescapable. We aren't saving enough. .". Why, then,
waste established capital by converting it into government spending? How in-
efficient can a political society be when it uses taxes to destroy capital on the one
hand while It is talking about reducing taxes to increase the capital supply on the
other? In the aggregate, savings out of current income must compensate for the
tax erosion of existing capital before there is net addition to the capital supply.
At current rates of saving, it takes something like $15 of personal income to pro-
duce one dollar of new saving.

CEILINGS ON TAX REDUCTION

A familiar ploy of an Administration proposing tax reduction is to set a ceiling
on the total and" then preempt the whole. The question here is whether it would
be appropriate or rational for the Congress to accept any ceiling on tax reduction
generally as a limitation on reducing taxes on capital.

When you are cutting taxes outside the control of budget balance, there is no
magic number. There is no experience which gives us any guidelines as to how
much we can or can't cut in the face of a large deficit and high level inflation.
This does not mean that there are no other conditions which do or could justify
reducing taxes this year. An illusive, on-again-off-again condition is the trend in
consumption. The principal reason given late last fall when the decision was made
to cut taxes this year was the need to stimulate consumption. Now, such need is
not currently evident but there are those who believe it will return by the turn of
the year. But, it is a changing, iffy area and, if taxes are to be cut to beef up con-
suniption in the face of a large deficit and high level inflation, the only guideline
is not to overdo it whatever that may mean.

The concern, however, in these hearings is another condition which undeniably
justifies cutting taxes in the face of the deficit and despite the inflation. In fact,
correcting this condition is one means for controlling and diminishing inflation
over time. That condition is the inadequacy of savings emphasized by Secretary
Blumenthal.' It is usual to refer to the need for investment incentives or to stimu-
late investment to ameliorate this condition but such words tend to misrepresent
or avoid the tax responsibility for the condition. The need is to diminish the limit-
ing effect which taxes have on savings out of current incomee and to curtail the
tax destruction of established capital.

If the personal income tax were proportional instead of progressive there could
he no claim that it limits savings any more than it limits any other private uses of
income. Thus, to move the system towards one of neutrality on savings, there
would have to he some reversal of progression. To serve the objective, the first
most efficient step would be to reduce the top tax rate of investment income to the
50 percent applicable to personal service income and the second would be to take
the curve out of the line of progression below 50 percent.

I While the objective of S. 2808 seems so fair and sensible, it does have the inherent weakness of dealing only
partially with the problem of the locked-in effect of the tax on gains. For example, take two persons, A and B,
both holding stock which they purchased for $25 a share and which now trades at $100. If they sell at the same
time, both would realize the same total of gains. Under 8.2808, however, A-who had purchased his stock 20
years before it started to move in price-would pay a much smaller tax than B who had held his stock for
only two years. As a practical matter, B would be no more inclined to sell than A would have been except
for the special relief from tax. The pint to be made is that the locked-in effect of the tax on gains results from
a high ratio of appreciatio)n in value over original cost to the current value of an asset and not to the length of
time it has taken to realize such appreciation.

If reduction iti tax rates should not solve the problem of being locked-In for all who own taxable assets a
way for doing this would be to put a cap on the amount of the tax as a percentage of the total value of the
property involved. For example, take a stock or other asset worth $50,000 of which 90 percent is appreciation
of value over cost. A 20 percent tax on the gain would come to $9,000-8 percent of the value of the property.
A five percent cap in tax on the value would hold the dollar amount to $2,500-stili a rather tidy sum as the
tax price for changing the form in which capital is held.

'Because the record In these bearings will be replete with statistics on lagging produc-
tivity and the inadequacy of capital spending, they are not repeated herein.
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While the level of personal savings and the aggregate of the nation's stock of
capital are of major importance to the total of business capital spending over
time, a rise in the funds generated internally is the green light for larger appro-
priations for capital spending in corporate board rooms at any time. The recom-
mendations in the President's January program for cutting the corporate rate
and improving the relief from taxes provided by the investment credit would seem
the bare minimum in light of the need for more business capital spending in the
months and years immediately ahead. A ceiling on tax cutting which forced a
lower cut in the corporate area would be unfortunate in my opinion. The reduc-
tions were not proposed to help those who manage or own businesses but to enable
a higher level of business capital spending for the benefit of the economy and our
citizens as a whole. Such reductions are a break for the economy, not a gift to
business.

When it comes to cutting the tax on capital as measured by realized gains, it
simply falls outside the concept of a ceiling on income tax cuts. The tax object is
totally capital and in no sense income. Whatever the level of ultimate Adminis-
tration/Congressional decision on an income tax cut ceiling, there is no fiscal or
economic reason to include capital gains under the ceiling. Cutting capital gains
taxes would be a counter-inflationary move and, the larger the cut, the greater
the counter-inflationary effect over time. With a federal budget in the range of
half a trillion dollars, a deficit in the range of $60 billion and views on an income
tax cut ceiling ranging from $15 to $25 or more billion, an official display of fiscal
concern over the couple of billion dollars attributed to the Hansen/Steiger bill
cannot be taken seriously. Even the six or so billion dollars which would be at-
tributed to ending or effectively ending the capital gains tax is much less than the
range of ideas about ceilings on income tax cuts, the range of estimates about
how large the deficit will turn out to be next year or the shortfalls of spending
over budgeted totals over the past couple of years. But what would at the extreme
be only a modest and temporary ripple in the stream of federal finances would be
a great boon to the economy. Six or seven billion dollars is a lot of capital by any
measure and a capital market free of penalizing taxation is an entreprenuer's
dream. Looking back a decade later, it might well be seen that such a constructive
move was the torch which lighted the way to a much better economic performance
in the 1980s than has been the case in the 1970s, in regard to the ratio of capital
spending to GNP, productivity, inflation, competitiveness in international
markets, the ratio of equity to debt in corporate financing and, probably most
important of all, vitality in the American genius for starting new businesses,
developing new products and improving old ones. This may be a vision which is
ahead of its time, but the emergence of the Hansen/Steiger bill at a time when
the professional tax reformers had launched their ultimate drive to tax all capital
gains at income tax rates suggests the light at the end of the tunnel of outrageous
taxation of gains may shine more brilliantly than any had dared to think.

THE ART OF TAXATION

More seriously than jokingly, the art of taxation has long been likened to the
art of plucking the goose-in both cases,the objective is to get the most with the
least squawk.

That art is no longer good enough for America. The time has come when the
American people need to be told that, regardless of the overall burden of spending
and taxes or of their individual burdens, the nation is the loser when established
capital is taken in taxes and when incomes which generate the most savings are
taxed at excessive rates. In my years of work in the federal tax policy area, I
have hoped that a Chief Executive of our Nation would be this forthright with
the people. In this period in which the Congress has freed itself from the pro-
fessional tax reformer's obsession with loading it on the rich, perhaps the kind
of dialogue needed will originate in the Congress.

At this stage of history, the only art of taxation which is good enough for
America is telling it like it is.

CONCLUSION

The Hansen/Steiger bill would be good for the nation because anything
beyond modest taxation of capital gains has to be bad for the nation. In correct-
ing mistakes of the past, it deserves the enthusiastic support of all who recognize
the importance of capital to human wellbeing. Having already developed so much
interest and support, failure to enact the bill this year could have a decidedly
negative influence on capital markets and wherever entrepreneurs dream about
and plan projects for the future.

33-.578 0 79 - 36
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UNREALIZED APPRECIATION BEFORE THE TAX REFORM ACT OF 1976

Before the Tax Reform Act of 1976, estates were accorded different tax treat-
ment depending on the extent to which capital appreciation was realized or un-
realized. Realized capital appreciation was and still is treated as income during the
year in which the appreciation is realized: one-half of the appreciation is entered
as income in computing liability for income tax for that year. Whether the ap-
preciation represents an increase in the real value of the asset or whether it merely
reflects the inflation of prices is irrelevant. The tax treatment is the same in
either case. The tax treatment of realized capital appreciation, it should be noted,
is strictly a problem of income taxation. The issues it raises are those surrounding
the definition of income within a system of income taxation. No issues pertaining
to estate taxation are involved.

Unrealized capital appreciation, by contrast, raises issues relating both to
income taxation and to estate taxation. Prior to the 1976 act, unrealized capital
appreciation was not subject to income taxation, though the appreciation entered
into the base of the estate tax. If the appreciation had been realized before death
it would have been subject to income tax; held until death, however, the unreal-
ized appreciation was not subject to income tax. In either case, the estate tax was
assessed against the market value of assets in the decedent's estate. Contention
arose because less tax was paid on the devolution of an estate that included un-
realized capital appreciation than on that of an estate in which capital appreciation
had been realized before death; the tax paid on realized appreciation was not paid
on unrealized appreciation. This uifferential tax treatment was reinforced by the
ability of the successor to value the assets at their current market value in forming
his basis from which any subsequent capital gains would be computed. In this
manner, unrealized appreciation completely escaped liability for income tax.

UNREALIZED APPRECIATION SINCE 1976

This ability of capital gains transferred upon death to escape income taxation
inspired numberous suggestions for revision. The Treasury Department, in its
1969 proposals for tax revision, suggested that such capital gains be included in
the decedent's final income-tax return. This proposal, known as constructive
realization, was supported on the grounds that it would make the taxation of
unrealized appreciation consistent with the taxation of realized appreciation.
This would be accomplished by treating a taxpayer upon death as if he had
realized all capital gains before death-that is, by including such gains in the
decedent's final income-tax return.

In place of constructive realization, the 1976 act provided that unrealized
capital gains should continue to be ignored for tax purposes, but that the donor's
basis would be carried forward to the donee. Thus, realized and unrealized ap-
preciation receive similar tax treatment under the present law. In this case,
however, the focus is not on the owner of the asset, but on the asset itself. That
is, tax liability depend on the sale of the asset, not on the death of the owner.
The principle that gains are taxed only when realized is maintained, only now all
capital realization will carry a liability for income tax.

Some simple arithmetic can illustrate the differences among the three ap-
proaches. Suppose assets initially purchased for $100,000 are valued at $300,000
at the time of the owner's death. Under the rules prevailing before the 1976 act,
the $200,000 of capital appreciation would not be taxed in the decedent's final
income-tax return. The hier, moreover, would have been able to enter $300,000
as his basis value for the asset. Should the value of the asset subsequently rise
to $500,000 and then be sold, the realized capital gains would be $200,000. Under
the 1969 proposal for constructive realization, a capital gain of $200,000 would
have been declared in the decedent's final income-tax return. A second gain of
$200,000 would have been declared in the heir's income-tax return when he sold
the assets for $500,000 .Under the provisions of the 1976 act, no capital gains
would be declared at the time of the owner's death. The heir's basis, however
would remain at $100,000. The subsequent sale for $500,000, therefore, would
produce a capital gain of $400,000 to be declared in the heir's income-tax return.
This last is the procedure now in force.

It was often argued that the pre-1976 tax treatment of unrealized capital
appreciation created a "lock-in" effect. The idea was that some investments were
maintained in their present form rather than being liquidated and placed in new
form because the act of liquidation would call forth a tax liability that could be
postponed if the old pattern of investment were continued. The new investment
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opportunities might well offer a higher return gross of tax. But to switch invest-
ments would require the investor to realize the gain on his former investment.
Once the tax that would be assessed on this realization were taken into account,
it might prove rational to retain the former investment pattern. This lock-in
effect, to the extent that it exists, is result of the progressive rate structure of
our personal income tax. Because of this progressivity, the potential tax liability
increases with disproportionate rapidity as unrealized capital gains increase. So
the larger the capital gains, the stronger will be the lock-in effect due to the rising
relative tax burden.4 The carrying forward of the original basis adopted in the
1976 act, it is clear, will tighten this lock-in effect. Because the capital gains,
which are taxed according to a progressive rate structure, will tend to be larger
when they are realized by the heirs than if they had been realized a generation
earlier, tax considerations will come to weigh more heavily in decisions whether
to realize capital gains in order to switch investments.

CAPITAL AND INCOME

The reason for the 1976 revision in the tax treatment of unrealized appreciation
was the inconsistency in the tax treatment of realized and unrealized appreciation.
Although the act is now law, it is worth noting that this inconsistency could have
been removed in oxe of two ways. The first that actually adopted, is the require-
ment that the old basis be carried forward to the new owner, which brings the
tax treatment of unrealized appreciation into line with that of realized apprecia-
tion. Unrealized capital appreciation now carries a potential tax liability that can
no longer be eras 'd by death.

It would also have been possible to bring the tax treatment of realized apprecia-
tion into line with that of unrealized appreciation. If one person is taxed more
heavily than another when it is judged that the two should be taxed equally,
there are two ways of achieving equal treatment. One is to raise the tax on the
person less heavily burdened. It is also possible, however, to lower the tax on the
person more heavily burdened. The existence of two alternative avenues for
removing the inconsistency in tax treatment warrants further examination, for
their respective merits depend on some fundamental principles regarding the
meaning of capital and income.

Is capital appreciation appropriately defined as income? If so it is an ap-
propriate object of taxation under a system of income taxation. The suggestion
that unrealized appreciation should be taxed upon death in the decedent s final
income-tax return is based upon the presumption that such appreciation is proper-
ly classified as income. But if capital appreciation is not appropriately defined as
income, the tax treatment of unrealized capital appreciation becomes the standard
for the taxation of realized capital appreciation as well.

The Haig-Simons definition of income has been used to rationalize the taxation
of capital appreciation.5 Income, in this case, is defined as the sum of annual con-
sumption and all changes in net worth over the year. Capital appreciation, even
if unrealized, is clearly income within this definition, for it increases net worth.
While it is usually recognized that the annual taxation of capital appreciation is
the ideal under this definition, it is also usually acknowledged that the delay of
taxation until the asset is sold is an expedient alternative. Taxation upon realiza-
tion is generally regarded as a reasonable and workable compromise.

The Haig-Simons definition of income, however, is not the only possible defini-
tion. Moreover, it is generally regarded as severely flawed. Its most glaring con-
ceptual weakness is that it confounds terribly the important distinction between
capital and income, between the stock value of an asset and the flow value of the
output emanating from that asset.

While many authors have attempted to develop definitions that distinguish
between capital and income, the most generally accepted approach has been that
of Irving Fisher.6 An economy may be characterized at any time as containing

'For a sample of this literature, see Gerard M. Brannon The Lock-in Problem for Capital
Gains: An Analysia of the 1970-71 Experience (Washington: Fund for Public Policy
Research. 1974) ; Martin David, Alternative Approaches to Capital Gains Taxastion (Wash-
ington, D.C. : Brookings Institution, 1968) ; and Henry C. Wallich, "Taxation of Capital
Gains in the Light of Recent Developments," National Tax Journal, vol. 18 (June 1965),
pp. 133-50.

i A statement and defense of this concept of income is contained in Henry C. Simons,
Personal Income Taxation (Chicago: University of Chicago Press, 1938).

, Irving Fisher, The Theory of Interest (New York: Macmillan, 1930). For a recent
discussion of the confounding of capital and income, which is epitomized in proposals to
tax capital appreciation as income, see Dan T. Smith, "Capital Gains, Losses in Income
Taxation," Toqa Review, vol. 33 (December 1972), pp. 45-48.
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a stock of productive assets, and these assets will be capable of yielding some sus-
tainable flow of output. The value of the stock of assets is the value of capital, and
capital appreciation refers to increases in the value of this stock of assets. The
value placed on the flow of output from that stock of assets is income. This dis-
tinction between capital and income does not, it might be noted, imply acceptance
of the Crusonia plant metaphor, for the potential output is not automatic and
permanent; it will not be realized and maintained in the absence of continual and
appropriate economic calculation and decision making. Rather, it suggests that
the stock of productive assets and the rate of output that potentially can be pro-
duced by that stock of assets are two distinct magnitudes.

CAPITAL APPRECIATION IN A SYSTEM OF INCOME TAXATION

The operation of these alternative approaches to capital appreciation in a
system of income taxation may be illustrated quite simply. Under the Haig-Simons
definition, income is equal to consumption plus changes in net worth. Income is,
in other words, the maximum amount of consumption that could be undertaken
without reducing the capital value of assets. Consider a person who owns an
apple orchard containing 1,000 trees, with each tree yielding, on average, 500
apples annually. This orchard will run the gamut from newly planted trees to
fully mature trees, with each year the oldest trees being replaced by new trees.
It so happens that the steady-state sustainable yield of this orchard is 500,000
apples annually. Suppose the annual yield of 500,000 apples yields a net income of
$50,000 annually, deductions having been made for expenses of production and
of replacing aged trees. While each apple has a net value of ten cents, each tree
would have a net value also. Suppose each tree would have a net value of $50,
reflecting a 10 percent rate of interest. Under these cirumstances, the income from
the orchard is $50,000 annually and the capital value of the orchard is $500,000.

Now suppose that, in response to the rising cost of medical services, people
began eating an apple a day. As a result of this rise in demand for apples, the
price of apples rises. Let us assume that the price doubles. The 500,000 apples
produced annually by the orchard would now bring in a net income of $100,000.

The doubling of the value of the orchard's yield would, in turn, increase the value
of the orchard itself. It is reasonable to assume that the value of the orchard
would rise to $1 million, for there is no reason to assume any change in the rate of
time preference and the interest rate. Under the Ilaig-Simons definition of income,
the owner of the orchard would have had an income of $600,000 in the year in
which the price of apples double. Of this amount, $100,000 would represent the
net income from the sale of apples, and $500,000 would represent the appreciation
in the value of the orchard itself.

The conceptually superior Fisherian definition of income brings a quite different
perspective to the matter. One must begin by asking: Why has the value of the
orchard increased to $1 million? The answer, of course, is that it has increased
because the price of apples and, thereby, the income from the orchard have risen.
The rise in capital value, in other words, is merely a reflection of the increased
income yielded by the orchard. A failure to tax the capital appreciation is not a
defect or loophole in a system of income taxation. On the contrary, such nontaxa-tion of capital appreciation is necessary for the very integrity of a system of in-
come taxation. The capital gain of $500,000 should not be taxed simply because it
is not income. The rise in capital value is reflected in the larger income flow, and in
a system of income taxation it is the income flow that should be subject to tax.
The $500,000 increase in capital value is simply incidental to the $50,000 increase
in annual net income. The capital gain is nothing but the capitalization of the
increased income flow.

To tax both the income flow at its larger rate and the gain in capital value is
to engage in a double counting that totally confounds the fundamental distinction
between a flow of services and the stocks of assets that produce those services.
The capital appreciation is merely the reflection, the present value, of the enlarged
income flow which is already being taxed. Taxation of the income flow at, say,
20 percent annually would be equivalent to taxation of the capital value at 2
percent annually, under the postulated conditions of a 10 percent rate of interest.

imultaneous taxation of the income flow and the capital value would, of course,
double the rate of taxation; in other words, it would represent double taxation.
In this regard, not only the expansion in the income-tax coverage of unrealized
appreciation that occurred in the 1976 act should be reversed, but also the other
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instances of taxing capital appreciation within our system of income taxation
should be curtailed.7

Excerpted from: "Inheritance and the State-Tax Principles for a Free and
Prosperous Commonwealth", by Richard E. Wagner, Prof. of Economics at
Virginia Polytechnic Institute and State University, American Enterprise In-
stitute for Public Policy Research, 1977, pages 40-45.

UNITED BUSINESS INVESTMENTS, INC.,

Senator FLOYD HASKELL, Paramount, Calif., June 12, 1978.

Room 4652, Russell Senate Office Building,
Washington D.C.

DEAR SENATOR HASKELL: I recently called your Washington office to offer
support and assistance to the Small Business and Farms Capital Preservation
Act of 1978. Our firm is the nation's largest brokerage firm specializing in the sale
of small businesses, and we heartily endorse the bill.

In addition to the obvious benefits to our business and to the owners of small
farms and businesses, this bill will favorably affect other areas of the economy.
It would aid in the preservation of opportunity for the individual entrepeneuer.
Our experience shows that many people who sell a small business go directly
into the job market. Your bill would be an inducement to them to stay in the small
business community. It may also entice people from the public and private sector
of the job market to enter the small business community. In an age when people
are rebelling against the waste and depersonalization of large-scale business and
government, this is a move in the right direction.

In my opinion, this bill will also help offset some of the deterrants to engaging
in small business, such as the high cost of insurance, government regulation, etc.
I am sure that I speak for many people in the small business community who are
not even aware of this pending legislation, as well as all of us at UBI, when I
thank you for introducing the Small Business and Farms Capital Preservation
Act of 1978. Certainly, if our firm or I can be of any service in this matter please
do not hesitate to contact us.Very truly yours,

THOMAS L. WEST, President.

STATEMENT OF JOHNNIE M. WALTERS

1. INTRODUCTION

My name is Johnnie M. Walters. I am a partner in the law firm of Hunton &
Williams, Washington, I).C. I am representing Virginia Electric & Power Company
(VEPCO), an investor-owned electric power company which supplies electricity
throughout the State of Virginia. However, I am sure that my views are widely
shared by other investor-owned electric power companies.

Initially, I prepared this statement for oral presentation to the Subcommittee
during its June 28-29 hearing. Not having had the opportunity to appear at that
time, I now submit the written statement for consideration by the Subcommittee
and inclusion in the Record in accordance with the Senate 'Finance Committee
Staff Director's June 23, 1978 mailgrani.

Ii. ELECTRIC POWER INDUSTRY NEEDS

Today, there is an undeniably critical need for substantial additional capital
investments to finance additions to and modernization of electric energy produc-
tion facilities. With some exceptions, however, our internal revenue laws do not
adequately encourage capital formation and capital construction, both desperately

I Admittedly, this statement regarding the nontaxation of capital gains is something that would be tem-
pered by certain pragmatic considerations, for pragmatic implementation is not as simple as the conceptual
illustration may suggest. Capital assets will not necessarily generate corresponding income flows. The tax
treatment of owner-occupied housing serves as a good example. The flow of services from such housing is not
taxed as income, while catltal gains on sales of residences are taxed, though many countries do tax the im-
puted income of owner-occupied housing. Similarly, common stocks may yield no dividends, while appre-
ciating in value nonetheless. In either of these two cases, as well as in many others, annual measures of
income may not correspond closely with income interpreted as a sustainable flow of services from an asset.
In many respects, the replacement of our system of personal income taxation with one of conk umption
taxation might have much to commend it, for consumption is a more accurate Indicator of permanent income
on the one hand, and such a shift would avoid such problems as that illustrated by the appreciation of com-
mon stock on the other hand. These posibilities, however, are beyond the scope of this volume.
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needed to stimulate the economy generally and to provide the means to increase
our capability to keep up with the growing demand for electric energy. The elec-
tric power industry is particlarly capital-intensive, accounting for one-fifth of all
business plant investment in the United States. In 1977 alone, it committed
twenty-five billion dollars for new construction. In the electric power industry, a
$4 capital investment is required to produce an annual revenue of $1. Thus, a
large share, approximately one-third, of total business financing (debt and equity)
is required by the electric power industry. In addition roughly one-half of new
issue common stock annually marketed by all United states corporations comes
from the electric power industry. In 1977, the industry's long-term financings
aggregated $16 billion-i percent of the gross national product (up from %i per-
cent a decade earlier). Thus, it is clear that this industry not only must favor but
also must actively encourage measures that would assist in capital formation.

III. S. 3065

Accordingly, VEPCO favors legislative proposals aimed at encouraging or
stimulating capital formation and investment to support capital construction.
Reduction of the tax on capital gains, such as that proposed by S. 3065, intro-
duced by Senator Hansen, would do that; therefore, we favor that bill.

However, a capital gains tax would provide an incentive for only a portion of the
capital formation that is essential to a healthy and viable national economy.
A reduction of the capital gains tax will increase the funds generally available for
capital investment and capital construction, although the amount of funds which

'the capital gains tax reduction will make available for investment in the most
capital-intensive industry of all, the electric power industry, will be small as
compared to the capital which will find its way into industries offering "growth"
stocks. This is due to the fact that many investors will invest in "growth' stocks
rather than in public utility stocks in an attempt to maximize the advantage of
lower capital gains rates. Due to the heavily regulated nature of the economies
of the electric power industry, the stocks marketed by the electric power com-
panies ordinarily are not considered "growth" stocks.

Since our industry, which has the greatest need for capital, will not receive
sufficient stimulus from capital gains tax cuts alone, we urge the Subcommittee
to consider and support cc mplementary proposals which would enhance capital
investment in the electric power industry and enable us to supply the Nation's
electric energy needs in the coming decades.

IV. COMPLEMENTARY PROPOSALS

There are several proposals before the Congress that will help meet the Nation's
electric energy requirements. One of the items in President Carter's tax pro-
posals is critically important to the industry. The President recommends making
permanent the 10 percent investment tax credit and raising the limitation to
90 percent of the taxpayer's liability. The present 10 percent credit (available to
utilities only since 1975) has been a significant factor in the generation of funds
internally to finance ever-increasing construction programs. The present credit
is scheduled to be reduced from 10 percent to 4 percent for the electric power
industry (to 7 percent for other industries). For the electric power industry, the
present 80-percent limitation of tax liability reduces in steps to 50 percent after
1980. These reductions will affect all industries, but they will impact severely of
the electric power industry. If allowed to occur, the scheduled investment tax
credit reductions will work against the undeniable needs of the electric power
industry for capital construction; whereas, enactment of the President's invest-
ment tax credit proposal wiil complement other capital formation proposals
such as the Hansen bill.

There is still another investment tax credit problem that needs Congressional
attention. While the ordinary capital requirements of the electric power industry
are quite substantial, the requirements to install mandatory pollution control
facilities are staggering. Current law permits the full investment tax credit on
pollution control faciliteis amortized over 10 years, but limits it to one-half the
credit generally should the taxpayer elect to amortize the cost of the investment
over a 60-month period. (This is so even though the pollution control facilities do
not contribute to the production of energy.) The Administration proposes to
eliminate the tax exemption on industrial development bonds issued to finance
pollution control facilities. This proposal by the President would further restrict
the already severe limitations on the use of exempt industrial development bonds
and would intensify the already difficult financing programs of the industry as it
struggles to comply with the laws and rules to clean up the environment. To
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eliminate the use of tax-exempt bonds in financing pollution control facilities
when the industry is hard-pressed to finance even the energy producing facilities
is counterproductive and illogical. Therefore, the President's proposal to eliminate
tax-exempt bond financing should be rejected.

In lieu of the President s proposal, the proposal of Congressman Jim Jones of
Oklahoma should be endorsed. The Jones proposal would authorize the industry
to elect to take the full investment tax credit for pollution control facilities amor-
tized over 60 months, or to take one-half the full investment tax credit for those
pollution control facilities financed by tax-exempt industrial development bonds.

Another proposal worthy of the Subcommittee's serious consideration is that
to encourage dividend reinvestment programs. That proposal is before the Com-
mittee on Ways and Means in H.R. 12182 introduced by Congressman Pickle.
Under the Pickle bill, taxation on dividends reinvested in additional new stock
of the dividend-paying corporation would be deferred until the recipient disposes
of the stock, at which time the taxpayer would report a capital gain or loss on the
transaction and pay tax accordingly.

A number of electric power companies, including VEPCO, already have dividend
reinvestment programs. Even though these programs are not encouraged by any
tax deferral under current law, they produce significant additional capital for their
companies. For instance, in 1977, VEPCO shareholders participating in its divi-
dend reinvestment program reinvested over $5 million in new VEPCO stock. It is
estimated that this would result in an estimated $500-$600 million annual deferral
of taxes, with no over-all net revenue loss, if applied only to the electric power
industry, and a $1 billion deferral annually if applied to industry generally. The
electric power industry deferral would be a relatively modest cost for the goals
to be achieved" expansion of capital facilities, greater electric energy availability
to meet projected demand, and increased employment.

V. CONCLUSION

In conclusion, the electric power industry is unique in that t is faced with
monumental needs and requirements for capital if it is to meet the Nation's
energy and environmental requirments. It is essential to the good health and
welfare of the Nation that the industry attract that capital; therefore, we urge
the Subcommittee to consider and endorse these proposals.

STATEMENT OF THE SMALL BUSINESS ADVERTISING COUNCIL

PRESENT CAPITAL GAINS TAXATION DISCRIMINATES AGAINST
SMALL BUSINESS PROPRIETORS

1. Current taxation on capital gains applied to a small business is a strong
deterrent to the retention of tax-paid profits as savings in the business for the
formation of essential operating capital. As the business operates, it requires
continued increases in its working capital to finance the escalation of accounts
receivable and inventories, even if only from annual inflation, plus funds for the
purchase of capital or productive equipment. Big business, able to use almost
unlimited equity financing, i.e., bonds, stocks, not available to small business for
working capital, is handed a definite competitive advantage. Lacking working
capital essential to compete, many small business entrepreneurs are forced to
close, or alternatively, merge with big business which stifles competition and
free enterprise.

The only source of such capital available to small business is through the re-
tention of after-tax income, but the aggregate of capital gains/minimum/alterna-
tive taxes which would apply to such capital in the future are such as to make it
more costly in taxes to retain earnings than to withdraw them, as explained in the
example on page 2.

2. An important factor in capital gains taxation is inflation. To tax enhancement
of value due to inflation is another disincentive toward capital formation. It is
counter-productive to growth, stability, and employment opportunities. Capital
asset appreciation should be valued in constant dollars, and appreciation resulting
from inflation should not be taxed.

3. Current taxes on capital gains applied to a small business which must be
sold because of retirement due to age or disability are destroying retirement
plans.
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We do not believe that our elected representatives intended to exact such
taxes from small business owners, )ut they have, and it needs to be corrected.
We support the Steiger-Iansen proposal and the Jones compromise, but for the
reasons set forth above believe small business should receive the treatment
proposed herein:

OUR PROPOSED SOLUTION

a. Capital gains he taxed at a decreasing rate for each year held, with zero (0)
or nominal taxation for assets held 25 years or more. . such tax to be applicable
regardle.s of the method of liquidation. Such tax reform would be really helpful to
millions of small business people who depend on liquidating the businesses to
retire after a lifetime of labor, and live on their savings retained in the business.
It would separatt- capital formation investment from speculation gain.

1. Tax constant dollars by reducing capital gains by the annual rate of inflation
for each year the asset is held. Such monetary correction would offset gain resulting
from inflation.

c. Return the capital gains tax to a maximum of 25% on any amount under
any circumstances.

Such mea ures would favor long-term investors of any kind, including union,
teachers, and employee pension funds, and, for instance, life-time employees of
big businesses who invested in their companies through stock purchase plans.
All of these people contributed to working capital, and through their investment
(savings) provided for much of their own old age retirement. Our proposal is for
tax legislation to:

(a) Remove disincentives to capital formation for small business through tax-
paid income retained in the corporation.

(b) Offset the tax penalty resulting from inflation.
(c) Protect the savings (invested in their businesses) of small business entre-

preneurs and other steady-working, thrifty people who (1o not want to become
wards of social agencies, but seek to live in dignity as they reach retirement age.

(d) Present Congress with an opportunity to apply ". . . the declared policy
of the Congress that the Government should aid, counsel, assist, and protect,
insofar as is possible, the interests of small business concerns in order to preserve
free competitive enterprise." (Public Law 85-536, as amended, section 2(a),
Small Business Act.)

SMALL BusINEss IMPACT ON THE ECONOMY'

Small Business-
Accounts for 96.7 percent of the Nation's business concerns.
Provides jobs for 55 percent of the Nation's private, nonagricultural work

force.
Accounts for 43 percent of the Gross National Product.
Accounts for 48 percent of the Gross Business Product.
Constitutes 64 percent of the total dollar volume by wholesaling.
Constitutes 73 percent of the total dollar volume by retailing.
Constitutes 57 percent of the total dollar volume by service industries.
Constitutes 76 percent of the total dollar volume of construction.
Directly an( indirectly provides the livelihood for 100 million Americans.

STATEMENT OF MARGARET Cox SULLIVAN, PRESIDENT, STOCKHOLDERS OF
AMERICA, INC.

Mr. Chairman and members of this distinguished subcommittee, I want to
thank you for the opportunity and the privilege of expressing our views in behalf
of Stockholders of America, Inc. on taxation of capital gains. We are grateful to
this Committee for scheduling these hearings at this time.

And now for my credentials. I am Margaret Cox Sullivan, President of the
national, nonprofit, nonpartisan membership organization known as Stockholders
of America, Inc., established in 1972 and headquartered in Washington, D.C. The
purpose of our organization is to represent the interests of stockholders. We are
not concerned with what stock a member owns, or the size of his/her portfolio.

I SBA estimates based on 1972 IRS data.
NoTE.-Under SBA's definition, there are 10 million businesses (not Including farm

enterprises) which qualify as small business.
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We do not enter class action suits, proxy fights, or the internal affairs of any
company. We do not give investment advice or counseling, but we are deeply
concerned with public issues that affect stockholders. Therefore, we have an abid-
ing concern for the tax structure, particularly the treatment of capital gains, the
structure of the markets, the health of our system, and our national economy.

Today I bring you no new economic study. We are all aware of the several
scholarly, technical, in-depth studies which are before this Committee, showing
the imperative demands of attacking the current capital gains tax, which is stifling
the economy of our country. I believe we can be helpful in the Committee's
deliberations if we address our remarks to the current circumstances surrounding
the individual stockholders-the little guys who have always been known as the
backbone of the American capital system. This system, which has had an amazing
success record for 180 years and is considered the best in the world, is now in
jeopardy.

For the first time since 1952 when such records were kept, the number of stock-
holders did not substantially increase from year to year, but dropped from 32
million to 25 million, or 18 percent, in the period between 1970 and 1975, and
their median age is older (NYSE figures). The plight of the stockholders can be
seen by their flight from the market. This is particularly alarming alongside
estimates that there should be 50 million stockholders by 1980 to meet the expand-
ing capital needs for a growing work force, to maintain industrial leadership in
the world, and to keep our country strong and our standard of living high. Today,
approximately 61 percent of all stock is held by institutions, whereas in the 1960's
it was the reverse-60 percent was held by individuals. Further, it must be
recognized that at the same period in our national history when the number of
stockholders was growing, we, as a country, were enjoying rapid, prosperous
economic expansion.

Today in our country, the need for investment capital is critical. It has been
estimated that over the next ten years industry will need $4.5 trillion. We have
allowed our great American business machine to get rusty, our equipment is
becoming obsolete, and many industries operate short of capacity. We have to
realize that 67 percent of all metal working machinery in this country is more
than 12 years old. Whereas in Japan, the figure is only 30 percent and in Germany
37 percent. That's typical of all our plant and equipment, and it shows why our
long-term production advantages are fading, as in Great Britain.

Given the equity investment capital needed, we can rebuild our great economic
engine and expand our economy. Jobs can be created in the private sector and
our country can return to a lower unemployment rate.

Then we can work towards creating jobs for the ten million more who will be
coming into the work force by 1980. This equity investment will have to come
from the American people.

Historically, it has been the individual investors, the stockholders, the little
guys who have been the main source of equity capital. They've been called the
strongest ingredient of our capital markets; their role is vital. They are the capital
force of our country. Just as the millions of workers in the labor force supply labor
services, so capital services are supplied by the capital force-the millions who
invest in the American business system.

Our markets will not wo rk without them-the individual investors make the
market. The millions of differing individual decisions made daily in diversified
market transactions are needed for liquidity, for a true auction, and a more realis-
tic value of stocks. Further, the individual has a different pattern of investing than
the large financial institutions. Fund managers, either because of regulations or
fiduciary responsibilities, invest primarily in the well-established companies and
for the most part in a favored few. The individual, in his own frame of interest and
judgment, with his own capital, may make investment in the smaller, often more
venturesome high risk companies-which may become the General Motors, the
IBS's or the DuPonts of the future. Further, it is the small or medium size growth
companies where the needed job opportunities will be created.

One only has to follow the financial press these days to see the great lack of new
issues and certainly a great lack of new companies. this is at a time when capital
needs for research and development of new technologies in many fields-energy
and defense to name a couple-are enormous and vitally necessary, as we know.

There is another reason which should not be overlooked. The exorbitant tax on
capital gains is a contributor to the dangerous increase in corporate debt/equity
ratios in recent years. In 1977, the amount of debt financing was ten times as large
as equity financing. The proposed roll-back of capital gains taxes to pre-1969
levels, as proposed in S. 3065, would increase the effective return on equity to
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the investors, making equity more competitive with debt. Climbing debt ratio$
make business highly vulnerable to business cycle changes. The growth of high
debt ratios is a very undesirable development which tends to cause bankruptcies,
generally suppresses economic g-c-wth, and stymies the ability of companies to
ex anl and modernize.

Therefore, it is imperative that we encourage and attract back into the market
the millions of stockholders who have left, and we also have to rekindle the interest
in investing in America and the American business system, to bring out venture
capital-new risk capital, new stockholders. And that means we must have incen-
tives, not penalties. Therefore, we support the "Investment Incentive Act of
1978" (S. 3065).

We have to revitalize that American spirit-there really is one. Americans are
willing to work, they want their children to be educated, arnd they want to be
able to build and grow with the country. This takes courage and it takes risk. Our
economic qystem-peoples' capitalism-has made this possible. We have built
out of a wilderness the greatest industrialized country in the world with its people
enjoying the highest standard of living. We are a nation of owners. We must not
let taxes rob us as a nation of our vitality and vigor and growth, and make us a
nation of stale, stagnant people, burdened with taxes and overwhelmed with in-
flation. Fighting the battle, of what's the use?

We are becoming a nation of consumers and spenders, and have left our tradi-
tion of saving and investing. The consideration of this proposed roll-back in
capital gains is very timely. Unlike what the opponents say, it will help the little
guy. Its stimulative effects will ripple throughout the entire economy, for the
benefit of all Americans. It will provide increased employment and economic
expansion. It will attract new investors, providing a broader base of ownership
and strengthening the capital structure of small and medium size companies,
particularly new companies. It will unlock capital and allow stockholders to sell
stocks and invest in new ventures. They will be making investment decisions
not tax decisions. Stock prices will rise to more realistic levels. This all brings added
revenue to the Treasury, reducing the federal dehcit and alleviating inflationary
pressures.

This would touch the very heart of America, because stockholders are a varied
and diversified group. They come from all walks of life. They are not just a few
of the so-called rich. We know that because of the make-up of our membership.
We have members in every state and we can't possibly know every one of them
individually, although we wish we could. We do know that they are a representa-
tive group. The profile of a stockholder is the profile of an American. They are
the nurses and schoolteachers, telephone operators, linemen, barbers, shopkeep-
ers, salesmen, office workers, construction workers, pilots, truck drivers, doc-
tors, lawyers, military personnel, retired people, and the factory workers who
have bought stock through their employee stock purchase plans.

They have only one thing in common: they are all capitalists. That's our
system-people's capitalism.

And the people will be watching this decision for tax relief. The opportunity
is here and now, and it is yours. There is a momentum in favor of this. In fact, I
would like to say that there is a groundswell. In the interest of all Americans and
the economic health of our nation, Stockholders of America, Inc. urges this
Committee to take action in support of the "Investment Incentive Act of 1978".
Please don't let this opportunity slip by.

Again, thank you.

Senator HANSEN. Thank you all so much.This hearing is adjourned.
[Whereupon, at 1:01 o'clock, p.m., the subcommittee adjourned, to

reconvene upon the call of the Chair.]
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