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REVENUE AND SPENDING PROPOSALS FOR
FISCAL YEAR 1990

TUESDAY, MARCH 14, 1989

U.S. SENATE,
COMMITTEE ON FINANCE,

WASHINGTON, DC.
The hearing was convened, pursuant to notice, at 10:15 a.m., in

room SD-215, Dirksen Senate Office Building, Hon. Lloyd Bentsen
(chairman) presiding.

Also present: Senators Baucus, Bradley, Daschle, Packwood, Dan-
forth, Chafee, Heinz, Durenberger and Symms.

[The prepared statements of Senators Chafee and Durenberger
appear in the appendix.]

[The press release announcing the hearing follows:]
[Press Release No. H-10, March 1. 1989]

BzEN ANNOUNCES FINANCE COMMrrEE HEARINGS ON REvENUE AND SPENDING
PROPOSALS IN THE 1990 BuDGET

WASHINGTON, D.C.--Senator Lloyd Bentsen (D., Texas), Chairman, announced
Wednesday that the Committee on Finance will hold a series of hearings in March
on revenue and :pending proposals contained in President Bush's budget for fiscal
year 1990.

The hearings are scheduled for Thursday, March 9; Tuesday, March 14; Wednes.
day, March 15, 1989, at 10:00 a~m. in room SD-215 of the Dirksen Senate Office
Building.

Bentsen said the March 9 hearing will examine the underlying economic assump-
tions contained in President Bush's budget; the hearing on March 14 will consider
the President's proposal to lower the tax rate on capital gains from the current 33
percent to 15 percent; in the March 15 hearing, the Committee will hear from the
Treasury Department about their other revenue proposals as well as expiring tax
provisions not included in the Bush budget; and on March 16, the hearing will ana-
lyze proposed spending cuts contained in the 1990 budget.

"I want to give the President's budget a fair hearing. Some attractive ideas have
been outlined, but at the same time, legitimate concerns have been raised about
some aspects of the budget. The Committee will closely examine the President's pro-
posals for outlay and revenue changes, as well as the economic assumptions which
underlie the Administration's deficit projections," Bentsen said.

OPENING STATEMENT OF HON. LLOYD BENTSEN, A. U.S.
SENATOR FROM TEXAS

The CHAIRMAN. This hearing will come to order.
One of the reasons that our budget deficit has persisted for so

long is we look at the budget on a year-to-year basis, rather than
looking down the road as well. In our deliberations this year, I
want the Finance Committee to take the long view. I will not look
kindly on something that may well spur the amount of revenue
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that is collected in one year, but lays the ground work for the defi-
cit to surge by increasing amounts in subsequent years.

The President has made a intriguing proposal to lower the cap-
ital gains rate. I do not think many would question that it would
provide a 1-year boost in revenue. But the rub comes when you
consider what the proposal would do to the deficit in subsequent
years. The Joint Tax Committee estimates that over the next 5
years the President's proposal would lose revenue, swelling the
Federal deficit by $13.3 billion. Now, that is the Joint Tax Commit-
tee's estimate.

But under the Treasury's estimate-which counts for Gramm-
Rudman purposes-it would actually gain revenue and reduce the
Federal deficit by $16 billion, which would be enough to take care
of other tax cuts that the President has proposed.

Now it is really vital that we find out who is right on this one. In
doing that, it is going to be instructive, to remember what hap-
pened 2 years ago. At that time, under the 1986 bill we had Treas-
ury coming in and saying that if we dropped the top rate. from 50
percent to 28 percent, one of the ways we could help pay for it was
by raising the capital gains rate back up from 20 percent to 28 per-
cent; if we would do that, that would bring us $21.8 billion over the
5 years.

Now today we have the Treasury coming in and saying that if we
cut that rate we will pick up $16 billion. The capital gains rate
went up in 1986 as part of a package that dramatically lowered tax
rates on ordinary income. The lower top rate acts as a spur to in-
vestment. But now we are being asked to reconsider a single part
of that package-the capital gains rate.

Our overriding priority has to be to lower the budget deficit; that
is not a 1-year project. Yet, now we are being asked to make a per-
manent change in the tax law. There is a very real danger that the
President's proposal could work against our long-term interest.

I will listen with a great deal of interest to representatives of the
Joint Tax Committee and the U.S. Treasury explain that $29 bil-
lion disparity and their estimate of the revenue effect of a capital
gains tax break over the next 5 years.

[The text of "Tax Treatment of Capital Gains and Losses" (JCS-
7-89), and "Description of Expiring Tax Provisions" (JCS-8-89),
from the Joint Committee on Taxation can be found in the appen-
dix.]

The CHAIRMAN. I now defer to my distinguished friend from
Oregon, the ranking minority member.

OPENING STATEMENT OF HON. BOB PACKWOOD, A U.S. SENATOR
FROM OREGON

Senator PACKWOOD. Both the-chairman and I are aware of the
grief we took in 1986 when we eliminated the special capital gains
rate. But one of the things that we could at least take solace in is
that we got rid of it for everybody. There were no distinctions be-
tween oil and timber, or oil and timber and real property, or oil
and timber and real property and stocks. At least we could say, if
this is good for the country-or if it is bad for the country-it af-
fects equally everyone who is affected by capital gains equally.
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Now I find Treasury has come back with a proposal that does not
include timber. I will be very parochial, Mr. Chairman. I cannot
accept this proposal period, on that basis. I will not accept it and I
will do everything I can, absent any other factors, to stop it if the
proposal discriminates in that way.

There are many other factors to be considered. The Chairman is
asking-does it raise money? Does it lose money? It is a fair ques-
tion. I am not sure we will know anymore at the end of this hear-
ing, or at the end of five hearings than we know now as to whether
it gains money or loses money. I have read all the testimony and
past testimony. It is roughly the same people, saying roughly the
same thing, Mr. Chairman.

I look forward to the hearing. There is one question I wish some
of the witnesses would address. The argument is-probably correct-
ly, although seeing Dr. Roberts' testimony has a slightly different
view of it-that capital gains does disproportionately favor the
wealthy. Assuming that is true-and again, assuming that the pro-
posal raises money, because if it loses money, obviously, it is going
no place-but assuming it does raise money and it raises it dispro-
portionately from the wealthy, what is wrong with that? Because
the only way this proposal would raise more money from them is if
they make more money. I fail to see where the country comes out a
loser on that. Whether you are making under $10,000 or ova
$100,000, if there is more money made, and more investment made,
and more capital gains realized, and the Government gains more
revenue, then who is the loser?

I would appreciate it if the witnesses would consider that in their
testimony.

Thank you, Mr Chairman.
The CHAIRMAN. Thank you.
Senator Bradley.

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

Senator BRADLEY. Mr. Chairman, thank you very much.
One of the most significant aspects of the 1986 act was the elimi-

nation of the differential for capital gains. In terms of reform, it
was the first time in generations that the tax rate on capital was
the same as the tax rate on labor. From the standpoint of equity, it
was probably the most significant reform in the 1986 act.

We are now considering a proposal to go back on the compromise
that produced a 28 percent rate. I can see out there in the wings a
whole series of unholy coalitions. I think that by the time we would
seriously consider the proposal in a markup, what would emerge
would certainly produce a revenue shortfall.

The question then is where does the revenue come from. A lot of
people who are interested in leveraged buyouts have been by to
visit me and to make the argument why any limitation on lever-
aged buyouts would hamper the functioning of th, marketplace, et
cetera, et cetera. But it would produce some revenue. I think that
if we are going to talk about lowering the capital gains rate, all
those people who want to protect leveraged buyouts ought to be

I .
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very wary because that is a source of revenue to pay for a reduc-
tion in capital gains.

There are a number of other sources of revenue that will inevita-
bly be looked at if we get seriously to the point of figuring out how
we are going to pay for a reduction in the capital gains rate and
the revenue effect that flows from it.

Mr. Chairman, this is an issue which it has been my experience
has certain doctrinal religious significance. There are people who
believed in and considered the 1986 act, if the tax rate was 10 per-
cent, not 28 percent-and I know Senator Packwood remembers
this-if it was 10 percent, there was an element of the population
that believed there should be a capital gains differential.

Other people said, well, no, no, if you get the top rate down low
enough-maybe where the capital gains rate was back in 1981-28
percent-the need for a capital gains differential would be less.

The latter argument carried the day. We got the rates down to
28 percent and now here we are back with the proposal to cut the
rates to 15 percent for those who have capital assets as opposed to
those who earn money from wages.

So, Mr. Chairman, this is an issue that we have been over in this
committee at some great length, but it is far from resolved. But I
will tell you that since another one final unwholly coalition out
there, when George Bush floated the idea of reducing the capital
gains rate, it on its face seemed peculiar-if not absurd-because of
who the beneficiaries were, the revenue losses, the variety of other
things that the proponents of the proposal will attempt to refute in
this hearing today.

The response from some people was, well if you are going to go
the capital gains road, you have to raise the individual income tax
rates. Well that is the ultimate unwholly coalition, I believe.
Where you decide you are going to give a dramatic cut in taxes for
the top 1 percent of the population and you are going to pay for
that by raising the individual income tax rates in the 1986 act.

So, Mr. Chairman, I would hope that we would look at this with
a great deal of reflection and objectively. I do not really know if
one hearing will be enough to get to all the bottom of this revenue
dispute.

The CHAIRMAN. Thank you veiy much, Senator.
Let me give the arrival; we will follow that. It is Bentsen, Pack-

wood, Bradley, Heinz, Chafee, Danforth. I know we have a number
of witnesses waiting to testify.

Senator Heinz.

OPENING STATEMENT OF HON. JOHN HEINZ, A U.S. SENATOR
FROM PENNSYLVANIA

Senator HEINZ. Mr. Chairman, thank you very much.
Mr. Chairman, as others have noted, this debate is more than

just about a specific proposal by the President. Someone described
the debate as being about whether there should be this particular
proposal as a means of stimulating more capital formation. And as
we will have time, I trust, to get into questions with our witnesses
later today, I think there are some very legitimate questions that



5

need to be asked-not just about the revenues, the winners and the
losers, the narrowness of the proposal.

I think we all ought to keep in mind a couple of facts. One fact is
that if you look at the international competitive environment that
we are attempting rather unsuccessfully to make our way in-if
the $130 billion trade deficit is any indication and if the problems
of our industries of the future, such as high definition television
are any indication-we have a very serious problem.

That is, this country for historical reasons I will not go into, has
evolved a tax system that uniquely-and I mean uniquely-taxes
returns to equity ownership to a far greater degree than-any devel-
oped country that we compete with. Japan, Germany, Italy,
France, England do not doubly tax returns to equity. They have
methods of reducing or eliminating what has been called the
double taxation of dividends, which is the return to an equity
shareholder.

It is my view that this country needs to recognize that a country
that is certainly no better off in terms of labor productivity, and
which has no evidence to support the idea that we are any better
off in terms of management capability and competence than our
competitors, cannot survive in an international environment where
our capital structure makes our firms economically uncompetitive
because the cost of that capital in this country is prohibitively

hil'I hope that we will look more broadly at the issue of capital
formations, of savings, of incentives for productive investment. I
just make a point, we have recognized the need for some of this.
That is why there is an R&D tax credit on the books. We have rec-
ognized that of all the investments business make that the most
speculative, the highest risk, the longest term, is research and de-
velopment. We have, unfortunately, however, very narrowly de-
fined what that is. We have left out all the other aspects that
result in applications-engineering and process change investment.
And as a result, we are giving minimal recognition to the need for
change of the time when we congratulate ourselves on doing it.

I hope that this debate will not simply focus on the issue here
today of the President's proposal. It is a step in the right direction,
even if we do not, perhaps, think the footprint is of the correct size
and shape. But this larger issue will not go away unless we want to
have the country continue to labQr at a disadvantage.

The CHAIRMAN. Thank you very much, Senator.
Senator Chafee.
Senator CHAFE. No comments. No statement, Mr. Chairman.
The CHAIRMAN. Thank you, Senator Chafee.
Senator CHAFEE. I thought you might approve.
The CHARMAN. SenatorDanforth.
Senator DANFORTH. Oh I was thinking about saying something,

but Senator Chafee did so well with the Chairman, I have no state-
ment. [Laughter.]

The CHIRMaAN. I would ask, because of the number of witnesses
we have and the interest in this, and because we want to get to the
questions, that the witnesses limit their opening statements to 5
minutes. We will take the entire statement in the record and then
we will get to the questions.
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Senator Daschle.
Senator DAscmz. I have no statement, Mr. Chairman.
The CHAIMAN. We are delighted to have Senator-we did have

him. Senator Bumpers, is he still here?
He looked at all those opening statements and took a walk. That

is what happened to him. [Laughter.]
Is someone fleet of foot that was after him? Okay, fine.
Senator HEINZ. Senator Chafee, would you like to reconsider?

[Laughter.]
Mr. Chairman, this is not very good for the C-Span coverage.
The CHAIRmAN. I thought that was the Republican Campaign

Committee. [Laughter.]
All right. Is he here?
The famous words in the Senate always are, "The Senator is on

the way, any minute."
Senator Bumpers, we eagerly await you. Let me forewarn you,

because you may have stepped out of the room. We are limiting all
statements to five minutes. We will take everything for the record
and we want to open it up to questions afterwards.

If you would proceed, sir.

OPENING STATEMENT OF HON. DALE BUMPERS, A U.S. SENATOR
FROM ARKANSAS

Senator BUMPERS. Mr. Chairman, I would be happy to summarize-
my prepared statement and ask unanimous consent that the full
statement be inserted in the record. It never occurred to me that a
couple of Senators would forego an opening statement or I would
not have dared do what I had to do anyway. [Laughter.]

The CHAIRMAN. That is explanation enough. [Laughter.]
Senator BUMPERS. Mr. Chairman, my capital gains bill, S. 348, is

a "venture" capital gains bill. I cannot support the President's cap-
ital gains proposal for all the reasons that have been already well
stated here. But I support the capital gains bill that I have intro-
duced as do 11 other Democrats and 1 Republican. Let my empha-
size that capital gains is not a partisan issue. There are more
Democrats supporting a capital gains tax reduction in the Senate
than there are Republicans and I expect to pick up a lot more
Democrats and Republicans.

Mr. Chairman, I am a former small businessman, and chairman
of the Senate Small Business Committee. Witness after witness
comes before our committee every year and tell me year in and
year out that capital formation is the uno numero problem for
small business.

If you look at all the most successful biomedical and computer
firms in the country, you will find that everyone of them started
out as a very small business. Everyone of the executives will tell
you they hung by a thread, hung by their thumbs, until they final-
y got enough capital to weather the startup period.

My venture capital gains bill is very simple. It is a realistic and
responsible capital gains bill, that according to the Joint Taxation
Committee, will cost $500 million in lost revenue over a 5-year
period. Taxpayers receive a tax break if they buy stock issued by a
new company and hold it for 4 years. This tax break does not in-
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elude trading of the stock in the secondary markets. It only in-
cludes stock issued by companies whose capital formation require
$100 million or less.

Incidently, the bill I introduced last year had a capital formation
threshold of $10 million. It does not cost all that much more in lost
revenue to raise the threshold to $100 million, according to the
Joint Tax Committee, so this year I raised the threshold.

The Joint Committee says that the President's bill will cost $24
billion in lost revenue over a 6-year period, so he needs to revise
his bill. There is a figure that just makes it totally out of the ques-
tion from a deficit standpoint to consider his proposal.

My bill only includes original issues by a startup company with
$100 million or less in paid-in capital . It only involves direct pur-
chases of that stock from the entrepreneur.

And this tax incentive is not retroactive. One of the most objec-
tionable things about the President's proposal is that it is retroac-
tive. If I bought stock last year, knowing full well that there was
going to be no capital gains advantage, and that stock has doubled
in value, under the President's proposal I can still take advantage
of the new gains rate even though I did not anticipate that kind of
a windfall.

My bill is prospective only. There is nothing retroactive in it. It
confers no windfall.

Finally, it also does not abolish the obligation to pay a minimum
tax.

Several Senators will not co-sponsor my bill, Mr. Chairman, be-
cause they said subjecting people who buy stocks for this purpose
to the minimum tax of 21 percent and setting the gains tax rate of
21 percent is not a big enough incentive when you add the 4-year
holding period to it. It is not a big enough incentive to get people
really interested in venture capital investments. So I have gone
back to Joint Tax and asked them about the revenue cost if we re-
duced that gains rate to 15 percent, which is what the President's
rate is, and eliminate the necessity of including the excluded gains
in the minimum tax.

The reason I left the minimum tax intact was because that was
one thing about the 1986 reform that I thought was a dynamite
idea and I was just reluctant to excuse anybody from it. But if we
are really serious about trying to help small business-we are talk-
ing about venture capital for small business-it may make sense to
set the gains rate at 15 percent and not apply the minimum tax
and make it a more powerful incentive.

One of the things that did happen with the tax reform law is
that when you abolish capital gains you also abolish the holding
period. People have a tendency to get in and get out of an invest-
ment. There is no holding period. So you make an investment and,
the minute you have a gain in it, you sell it. That is one of the
things, of course, that mitigates in favor of my bill. It does set a
long holding period. One of the bad things about the get-in-get-out
approach to investments is that small businesses get left in the
starting blocks.

Nobody is going to invest in a small business startup company
when they can go invest in IBM, know they are going to make 10
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to 15 percent the next year, and pay a 28-percent tax on it, or
maybe a 33-percent tax, or whatever.

Mr. Chairman, I see the yellow light on, so I just want to finally
say that everyone finds that the jobs in this country, that more
than 56 percent of the jobs in this country, are created by small
business. Some say the correct figure is 80 percent. Nobody quar-
rels with the fact that small businesses have to be small before
they can get big. If you go down the Fortune 500, from Apple to
Microsoft, you name it, everyone of them started out small, scream-
ing, pleading for capital to try to generate growth and sell a good
idea.

If you talk about the trade deficit, which Senator Heinz has al-
luded to correctly in his analysis of all of this, we have got to come
up with better ideas and we have got to sell those ideas. And the
best way in the world to do that is to give an incentive to the
people who have those ideas to begin with, namely small business-
es.

In that connection I might just say, I spent three hours at the
National Institutes of Health yesterday afternoon, Mr. Chairman.
Since so much of what they do really relates to this committee's
work, every member of this committee that has not done that
ought to go take advantage of the experience I had yesterday after-
noon. I heard them say that they have lost 28 percent of all their
senior scientists in the last 6 years and in that same period have
not been able to recruit one single replacement. The problem also
is almost every one of those people is going out to join or start
small business concerns with an idea they'll need capital.

So, Mr. Chairman and members of the committee, for all of those
reasons, when you consider the minimum revenue cost and the im-
portance of capital formation for small businesses. I think it makes
an awful lot of sense for this country to pass my bill.

The CHAIRMAN. Thank you, Senator. Your entire statement will
be taken into the record.

I know the job you are doing on small business and your deep
interest there. I share that with you. Much of the strength of this
country comes from creation of small businesses. The vast majority
of them fail; very few succeed. It is certainly not more than 1 out
of 5. But I have seen an interesting transition take place in the
sources of venture capital-a move away from individual investors
to pension funds. Your bill provides no particular incentive to tax
exempt pension funds does it?

Senator BUMPERS. There is no incentive in my bill for tax-exempt
investors. My bill is totally irrelevant to them. Now, the one thing
we do, Mr. Chairman, is we do-unlike the President-allow corpo-
rations, as well as individuals, to make venture capital investments
and take advantage of the capital gains incentive.

The CHAIRMAN. So it does give a corporate tax incentive?
Senator BUMPERS. It does. It includes corporations. There are a

lot of corporations who would be willing to put a few bucks in a
startup business that they think is a little dicey, but they do not
want to put the total amount of money up to do it themselves. That
is a very common thing in the corporate world.

The CHAIRMAN. Senator Packwood.
Senator PACKWOOD. No questions.
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The CHAIRMAN. Are there other questions of the witness?
Senator CHAI E. Just one quick question, Mr. Chairman.
Senator Bumpers, I am not sure I got your point about the NIH.

I assume, obviously, the salary limitations has been a deterrent for
them to keep their folks. But it seemed to me what you are saying
is that, many of them have gone out into small businesses. Does
that not mitigate against-contradict your point-that under the
current situation, they are still going out to form small businesses
despite the lack of a capital gains differential?

Senator BUMPERS. Well, I simply want to make the point that
salary is one of the big deterrents in why NIH employees are leav-
ing.

Senator CHAFEE. Well, I certainly think-and I personally
think-it is a disaster what we are doing in this government, not
giving that salary increase to the judicial, and particularly, the ex-
ecutive. But that is a separate subject.

Senator BUMPERS. It is and I say I agree totally with you in be-
lieving that it is a disaster for NIH and the government. On the
other hand, the country is not losing the services of those people
totally because many of them are going out and starting their own
businesses with an idea they have in the biomedical field. Some of
them are joining small businesses that are still groping and trying
to get ahead. They are going out there in part because they are
taking stock options and so on, and they have an opportunity to
make some pretty good money off an idea.

Senator CHAFEE. Well, I guess my point was that it is still going
on despite the fact that we eliminated the capital gains differential
in 1986.

Senator BUMPERS. I would rather retain them at NIH, Senator.
Senator CHAFEE. Oh, yes.
Senator BUMPERS. I think it is terrible that we do not raise their

salaries out there so they can recruit and keep these people. But as
I say, that is sort of extrinsic to this debate. I guess what I am
saying is, there are so many great ideas in the biomedical field and
in the computer field, as well as other scientific fields. There are so
many great ideas, right now, that are going begging for lack of cap-
ital. All I am trying to do is add some small incentive to give those
people a boost and give them a hand.

Senator CHAFEE. Okay. Thank you.
Thank you, Mr. Chairman.
The CHAIRMAN. Any others?
[No response.]
The CHAIRMAN. Senator Bumpers, that is a very interesting and

intriguing proposal. We appreciate your bringing it to us.
Senator BUMPERS. Thank you very much, Mr. Chairman and

members of the committee, for allowing me to testify this morning.
[The prepared statement of Senator Bumpers appears in the ap-

pendix.]
The CHAIRMAN. Our next witness will be Mr. Dennis Ross,

Deputy Assistant Secretary for Tax Policy, Department of the
Treasury.

Mr. Ross, we are pleased to have you. If you would summarize
and make your statement within the 5 minutes, we will take your
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entire statement in the record. Then we will open it up to ques-
tions.

STATEMENT OF DENNIS ROSS, DEPUTY ASSISTANT SECRETARY
FOR TAX POLICY, DEPARTMENT OF THE TREASURY

Mr. Ross. Thank you, Mr. Chairman. I will attempt to summa-
rize my full written statement.

I appreciate the opportunity to speak with you today about the
administration's proposal to reduce the rate of tax on long-term
capital gains. The President's budget for fiscal year 1990 includes a
number of revenue proposals but none that is more important to
the continued health of economy and to the Nation's future com-
petitiveness.

In my testimony today I will explain the tax and economic policy
objectives that support the proposal and how the proposal relates
to and is, in fact, consistent with the objectives of tax reform.

I will also explain the basis for our estimate of the proposal's
revenue effects. We recognize that this aspect of debate over the
proper treatment of capital gains is highly controversial. We
accept, moreover, that reasonable minds can differ over the reve-
nue effect of a cut in the capital gain tax rate.

At the same time, we believe that a careful review of the avail-
able evidence supports Treasury's conclusion that the proposal
raises revenue both in the budget period and in the long run. Ac-
cordingly, we have supplied an unprecedented amount of informa-
tion concerning the basis for our estimate. And if these hearings
produce no more than a careful examination of the issues involved
in estimating the revenue effects of a capital gain rate reduction,
we will have advanced the debate over an important issue of tax
policy. I believe we will have also increased the chances that a cap-
ital gain preference will be restored.

Mr. Chairman, let me start by simply briefly summarizing the
basic elements of our proposal. We propose a 45-percent exclusion
and a 15-percent maximum rate on long-term gains and certain
qualified capital assets. Qualified assets under our proposal would
generally be limited to assets defined as capital assets under cur-
rent law. This would effectively exclude depreciable and depletable
assets from the capital gain preference. We would also exclude col-
lectibles from the capital gain preference.

In order to receive the preference, assets would have to satisfy a
holding period requirement. Initially that would be set at one year.
But over a phase-in period, it would be extended ultimately to
three years. A special 100-percent exclusion, effectively a zero tax
rate, would be provided for long-term gains of taxpayers with less
than $20,000 of income.

With that brief summary, let me turn to the policy reasons
which we believe support our proposal. In our view, restoration of a
capital gain preference will have a number of positive effects on
the economy and on our collection of revenues. The importance of
a capital preference as an incentive for investment has long been
recognized in this country and also abroad. From 1922 until 1987,
our system continuously supplied some form of preference for cap-
ital gains. Despite our elimination of that preference in the Tax
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Reform Act, our major trading partners all continued to extend
preferential treatment to capital gains-with some, in fact, exempt-
ing capital gains entirely from tax.

The administration's proposal would further target the incentive
effects of the capital gain preference to long-term investment. Cur-
rently, investors receive the same tax treatment whether they hold
an asset for 10 years or for 10 minutes. If this country is to main-
tain its leadership role in the world economy, we need to encourage
investment and in particular investment that is oriented to long-
term growth, rather than short-swing speculation.

By orienting investors more towards the long term, we will also
enable and encourage corporate managers to take the long view of
their company's businesses and to make the investment in research
and development that is needed for success in future markets.

Mr. Chairman, in addition to capial gain -preference, it would
also mitigate what is commonly referred to as the lock-in effect of
current law. Under a system in which capital gains are not taxed
until realized, a substantial tax on capital gains tends to lock tax-
payers into their existing portfolios. In effect, taxpayers may elect
a zero rate of income tax on their gains by simply retaining their
investments. The higher the statutory rate of tax on capital gains,
the more likely that taxpayers will make that election-that is,
elect to pay no tax by simply retaining their investments.

This lock-in effect results in a misallocation of capital in the
economy since it alters the investment decisions that would be
made in a genuinely free market. It also deprives the government
of revenue in our view. To the extent taxpayers avoid sales of exist-
ing investments, taxes that might otherwise have been paid are de-
ferred or a voided altogether.

The combination of these two effects produce a situation in
which both the taxpayer and the government lose. The taxpayer is
discouraged from pursuing what he believes is a more productive
investment and the government loses revenue.

Finally, Mr. Chairman, a capital gain preference would provide a
rough adjustment for the overtaxation of capital gains that occurs
under current law on account of inflation. Because of inflation,
every capital gain includes a fictional element of profit attributable
not to an increase in the value of the capital asset, but instead to
the decline in the value of our currency.

Taxing capital gains in full has the perverse effect of overtaxing
real gains, understating real losses, and in some cases taxing nomi-
nal gains that are, in fact, real losses. We recognize that capital
gain preference is not a perfect response to the problem of infla-
tion. It does, however, provide a rough adjustment for the effects of
inflation and avoids the complexities that would entail a more pre-
cise form of accounting for the effects of inflation.

Mr. Chairman, let me turn briefly to the question of revenues.
As I stated earlier, we recognize this a controversial aspect of the
debate over capital gains and different studies of the problem have
produced very different results.

Our estimate was made after a careful review of empirical stud-
ies by experts within the government and in the academic commu-
nity. Our estimate attempts to approximate a consensus from that
admittedly wide range of results. And before presenting the detail
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of our estimate, let me simply make one point about its source. The
revenue estimates reported in the President's budget were pro-
duced by Treasury's Office of Tax Analysis. This is the same office
that produces revenue estimates for the administration on budget
proposals and legislative proposals.

You may have seen reports in the press that other offices in
Treasury determine these estimates, or that the Office of Tax Anal-
y produced them only with the proverbial gun to its head.

ether those reports are the product of misinformation o': fe-
vered imagination, let me assure you that they are simply wrong.
Although there has been a debate for some time at Treasury as to
the proper basis for estimating the effects of a cut in the capital
gain rate, the simple fact is that our estimates-the estimates in
the budget-reflect the same basic assumptions that the Office of
Tax Analysis has employed for a number of years in analyzing cap-
ital gain proposals.

The CHAIRMAN. I will ask you to summarize now, Mr. Ross.
Mr. Ross. Okay.
Well, the summary would simply relate to the revenue effects of

the proposal and our breakdown of those revenue effects. The best
way to summarize that, Mr. Chairman, is simply to point you to
table 3, which is attached to our testimony, and provides a line
item breakdown of the separate components of the proposal. It
leads you through the basis for our analysis which has a number of
components.

I will not take, I guess, time now to lay those out in detail. It is
in detail accounted for in my written statement.

[The prepared statement of Mr. Ross appears in the appendix.]
The CHAIRMAN. Well, let us get to the questions. Thank you.
Mr. Ross. That is fihe.-
The CHAIRMAN. All right.
Tell me what the difference in assumptions was in 1986. Because

I am sure you were faced with a question of what you did-what
Treasury did, I should say-in 1986, when it said that raising the
rate from 20 to 28 would pick up $21 billion over 5 years. And now,
you come in and say if we lower it from 28 to 15, we will pick up
$16 billion over 5 years.

On the surface, that certainly appears to be a contradictory
result. Would you explain that to us?

Mr. Ross. I will, Mr. Chairman. I understand the basis for the
question. There is, what I think is, a superficial appearance of con-
tradictory results.

The basic methodology for the two estimates is--
The CHAIRMAN. Well, it looks like a lot more than superficial.

Also, can you explain to us your version of it.
Mr. Ross. This hearing can perhaps shed some light on that. Let

me explain to you why I think it is simply a superficial contradic-
tion.

There are really two elements at work here. The first is that our
proposal is not simply a reversal of what was done in 1986. If you
go back to the law before the Tax Reform Act--

The CHAIRMAN. It is more selective.
Mr. Ross. It is a targeted proposal, focusing both on assets with a

longer holding period and in a certain category of assets-princi-
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pally, as a practical matter, corporate stock-depreciable assets, de-
pletable assets, and collectibles are excluded. The effect of those
two changes-the 3-year holding period and the targeting toward a
more selective class of assets-improves the revenue effect of the
proposal. In our view, those assets are less responsive to change the
assets that we have excluded from the proposal.

The CHAIRMAN. May I ask you about non-depreciable real estate.
Is that included or excepted?

Mr. Ross. Raw land would, itself, be included in the proposal
since it is not depreciable.

The CHAIRMAN. Nondepreciable, all right.
Mr. Ross. But buildings, structures would be excluded.
Again, our data indicates that depreciable assets are less likely

to be sold in response to a change in the tax rate. Ordinary busi-
ness reasons are more likely to dictate the timing of sales. The con-
sequence is that, if you extend a capital gain preference to those
assets, you tend to lose more from the reduction in the rate than
you will gain from increased realizations in response to the lower
rate.

We, again, find that not to be the case with respect to corporate
stock and the other assets--

The CHAIRMAN.-would think that person would have a double
hit. He would have taken advantage of depreciation and then
gotten a lower rate in addition.

Mr. Ross. There is that element, too. As you well know, the basis
for tax shelters prior to 1987 tended to be the availability of cost
recovery in the front end, which could generate tax losses, and
then capital gain on the back end.

The CHAIRMAN. Let me give you another one. One that is worry-
ing me is what appears to be a churning of stocks-a tremendous
turnover. Let me give you an extreme example of it.

I looked at the report the other day in the paper of this West
Virginia Employees' Pension Fund. It had about $2 billion in
assets; it had over $80 billion in trades last year. That is incredible.
And in the process it lost a couple of hundred million dollars.

I read Warren Buffet's comments about trying to stop the churn-
ing. He goes to the other extreme. He talks about a 100-percent
penalty in the first year.

Has any thought at all been given to some kind of a penalty-not
100 percent--in the first year to try to slow down the churning and
then a reduction of the tax, as you have stated, to try to encourage
holding the aset?

Mr. Ross. We did consider proposals along that line. I can under-
stand why you would be interested in them. I think our view was
that, an actual higher rate of tax on short-term capital gains would
be a difficult matter for many activities that simply in the nature
involve short-term transactions-that what you are really con-
cerned about is trying to sort out pure speculative investment from
what we think is more productive long-term investment.

That is not really an easy matter to do. I think, though, that a
preferential rate based on an extended holding period moves in
that direction. It is more carrot than stick. If you added a short-
term penalty rate, you would be adding a stick. But by providing a
substantial carrot for those willing to hold for as much as 3 years, I
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think you do address in a significant way the problem of churning.
It is not going to affect pension funds but for taxable investors-

The CHAIRN . No, no. They do not have the tax problem.
Let me ask you, you were talking about our trading partners and

their having a preference for capital gains. Give me some examples
as to the countries and the rates.

Mr. Ross. I do not have the exact rates in my head. We could
easily supply you with that information. In fact, my written testi-
mony does not give exact detail.

[The information referred to above follows:]

INFORMATION SUPPED BY TREASURY, RFQUisraD BY SENATOR BEN'msEN

In Canada, one-third of capital gains are excluded from income. (Beginning in
1990, only one-quarter of gains will be excluded.)

In Japan, the tax on capital from sales of stocks equals, at the taxpayer's option,
26-percent of the fain (including a local tax) or 1-percent of the sales proceeds. Cap-
ital gains from sales of bonds are generally exempt.

In the United Kingdom, capital gains (adjusted for inflation) are generally taxed
at a 30-percent rate.

In Germany, long-term capital gains (generally 6-month holding period) are tax
exempt.

In France, capital gains on stocks are bonds are tax exempt when annual sales
proceeds are less than a threshold amount (about $40,000).

In Belgium, Italy, and the Netherlands, most capital gains are tax exempt.

Mr. Ross. Our study that we published in 1985 has a table that
essentially sets forth the basis on which capital gains are taxed in
our major trading partners.

The CHAIRMAN. Then tell me why you think they have an advan-
tage if they have lower capital gains rates.

Mr. Ross. I am not certain that they have an advantage taking
the entire tax structure into account since I think the question-

The CHAIRMAN. I am not talking about the entire tax structure. I
am talking about on capital gains.

Mr. Ross. Well that piece does give, I think, an advantage. Since
they are saying to their investors, we are encouraging you to make
capital investment-to save, to invest. To the extent it focuses on
long-term investment, we are encouraging them to make long-term
commitments of capital. I think that is an important element. I
mean, it is recognized in our trading partners; it was recognized in
this country for some 65 years. We are urging that it be reconsid-
ered at this time.

The CHAIRMAN. Thank you.
Senator Packwood.
Senator PACKWOOD. Did you pick the 15 percent number and run

the estimates or did you run the estimates and come up with 15
percent?

Mr. Ross. Fifteen percent was picked for us, I must concede, by
the President.

Senator PACKWOOD. So there is not necessarily any statistical
magic to it?

Mr. Ross. Well, not in terms of the revenue effects, no.
Senator PACKWOOD. We might do better at 10 percent.
Mr. Ross. It is conceivable.
Senator PACKWOOD. Maybe 20 percent.
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Mr. Ross. Yes, we did not attempt to find a revenue maximizing
rate.

Senator PACKWOOD. Well, basically, it is a figure plucked out of
the air that you then ran the estimates on to see what it might
produce?

Mr. Ross. Well, plucked out of the air might be extreme. I do not
what to characterize the President's decision that way.

Senator PACKWOOD. All right.
Mr. Ross. But it was his decision. [Laughter.]
Senator PACKWOOD. The second question. For all of us who go

home to our coffee shacks, we used to get asked-not as much any
more-about a Treasury or IRS story that 442 people made over
half a million dollars last year and paid no tax. We go into the
coffee shack where the person is making $18,000 or $20,000 and
paying maybe $300, $400, $500 in Federal income tax and they are
outraged. They say, "How can that happen?" And you say, "Well,
they bought municipal bonds, which kept your school rates down or
they donated a painting to the Metropolitan Museum, or they had
capital gains."

I mean, almost all of it was legal. None of itiwas a rational
answer as far as the sawmill worker was concerned.

So we strengthened the minimum tax and we said in essence no
matter how fair the preferences may be or how desirable the social
action you undertake, you are going to pay some tax. Your capital
gains proposal is a step away from that concept-away from the
perceived fairness by the $18,000 to $20,000 a year sawmill worker,
is it not?

Mr. Ross. I do not think it necessarily is. When you get into the
question of perception, it is hard to say what the percent would
necessarily be. Certainly there is a lot of argument that a capital
gain preference benefits the wealthy. We think that argument is
ill-founded and in part for the reasons you suggested in your open-
ing statement. We think the effect of the preference is to increase
tax payments by the affluent.

Senator PACKWOOD. It is interesting. It is not so much that it
might benefit the wealthy. The story is that they pay no tax at all.
And we could have gone one of two ways. We could have, in Tax
Reform, tried to figure out, let us get rid of all the preferences.

Mr. Ross. Right.
Senator PACKWOOD. We just said, no, just keep them but say

there is going to be a minimum tax. It was an easier way to go. But
it is important, if the public is going to support this system, that
we do not go back to something that will allow people of immense
wealth to escape paying any taxes.

Mr. Ross. No.
Senator PACKWOOD. And then you or IRS-I cannot remember

which-put out the stories that they did not pay any taxes.
Mr. Ross. No, this proposal would not have that effect. We would

intend, in the context of the minimum tax, you would include the
full capital gain, but it would effectively be capped at a 15 percent
rate. So whether under the regular tax or the minimum tax, the
maximum affective rate of tax on your capital gain income would
be 15 percent.

Senator PACKWOOD. Now why have you excluded timber?
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Mr. Ross. We did not make a specific decision about putting
timber in or out; oil and gas, in or out; and a number of other
assets in or out. We made a general judgment that depreciable and
depletable property, business assets, ought to be out.

Senator PACKWOOD. Why?
Mr. Ross. That was based on a number of considerations. One is

what I went through a bit in my statement about the responsive-
ness of those assets. A second consideration is that, if you want to
provide an incentive for those assets, and many think we should, a
more, I think, consistent way to do it and one that the system has
generally followed historically is through the cost recovery system.
There are a variety of rules under current law that provide special
cost recovery treatment for depreciable and depletable assets. And
to some extent, adding on top of that a capital gain preference pro-
vides an additional extra benefit.

I think it is important to recognize, though, that timber and
other particular activities are the beneficiaries of this proposal, to
the extent those activities are conducted in corporate form. What
we are saying is that, we do not extend the preference to direct in-
vestment, non-corporate investment, in those activities. I do not
think that creates an unlevel playing field-a disadvantage for
timber.

Currently, the corporate investor phase is a disadvantage be-
cause as Senator Heinz well stated, we double tax corporate
income-at least in form. And that creates a tax penalty for activi-
ties conducted in corporate solution. This mitigates, not completely,
but some of that penalty. I think it moves the system as a general
matter closer to a level playing field.

Senator PACKWOOD. What is the advantage to capital formation
from including homes?

Mr. Ross. For including homes?
Senator PACKWOOD. Yes.
Mr. Ross. Well, I do not think you can explain that in terms of

capital formation or business incentive. Those assets are nondepre-
ciable and it was on that basis that the decision was made. Again,
we made a general judgment-depreciable property is out; nonde-
preciable is in-and homes fell on the inside of that line. If you
wanted to focus just on productivity, I think you could have made a
different judgment.

Senator PACKWOOD. Any possibility that politics might have been
involved in leaving homes in?

Mr. Ross. It might have been involved in confirming our decision
about depreciable versus nondepreciable, but it was not approached
as a separate issue.

Senator PACKWOOD. Thank you, Mr. Chairman. I have no other
questions.

The CHAIRMAN. Senator Bradley.
Senator BRADLEY. Thank you very much, Mr. Chairman.
Mr. Ross, I was intrigued by the proposal that you would forgive

entirely capital gains for incomes under $20,000. What was the ra-
tionale behind that?

Mr. Ross. Well, there were a couple. You find-at least the data
indicates-that taxpayers at higher tax rates tend to be more re-
sponsive to changes in their rates. At lower rates, a comparable
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percentage exclusion has less bang for the buck in terms of moti-
vating taxpayers to invest. One of the consequences of that in our
view was that a 45-percent exclusion would not necessarily provide
a substantial incentive for lower income taxpayers to invest. And
in the search for a more substantial incentive we went all the way.
to 100 percent.

I think it was an attempt, frankly, to try and balance perceptions
of the fairness of the package. It was intended to say, this is not
simply a provision that benefits wealthy investors; it also benefits
low-end investors.

Senator BRADLEY. Why $20,000 as opposed to $30,000 or $40,000?
Mr. Ross. Well, you could have chosen a higher figure. That, in

part, was influenced by our sense of what we could afford to spend
in that direction. Providing that incentive for that group of taxpay-
ers is a revenue loser in the context of the proposal-I think on the
order of $300 million a year. To the extent you take that up signifi-
cantly, say to $30,000, the revenue costs goes up significantly as
well.

Senator BRADLEY. So that anybody that earns under $20 000 a
year does not have to pay any capital gains, is that right, on the
sale of an asset?

Mr. Ross. On the sale of an asset. That is correct.
Senator BRADLEY. Well, then--
Mr. Ross. I should not say anybody. I mean we contemplate pos-

sible anti-abuse rules in some context.
Senator BRADLEY. Let us talk about that a minute. What about

the person who has an income primarily from interest on munici-
pal bonds and has got a lot of land out there, and decides in one
ear he is going to make a sale of land and make $10 million, but
is income is under $20,000. Is that person excluded from paying

capital gains on a $10 million land sale?
Mr. Ross. That is something that I think could be considered.

What we have said, specifically, in the context of the proposal is
that, if you are on the alternative minimum tax-even if your re-
ported income is $20,000-you would not be eligible for the
$100,000 exclusion. To the extent we were not satisfied with the
minimum tax inclusion of tax-exempt interest which is limited to
newly issued industrial revenue bonds and not general obligation
bonds, perhaps we could expand that concept to say that if you are
getting a substantial income from tax exempts you also should not
get the preference. I think that would be consistent.

Senator BRADLEY. In the proposal that you have put to us, that
person would not have to pay a capital gains tax?

Mr. Ross. Yes. I am also reminded that the capital gain, subject
to the exclusion, would also count toward the $20,000. So there is
some limit on the benefit you could get out of this, even if all of
your income was otherwise in a form that was not recognized for
tax purposes.

Take your case of someone who had -a Mrs. Dodge, who is
always the historical example, someone who had all of her income
in the form of tax exempt--

Senator BRADLEY. She is a New Jersey resident. Pick another
one. [Laughter.]

Mr. Ross. Mrs. Buick, or somebody.
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The proposal would say that to the extent capital gain income
itself moved you above $20,000, you would not be eligible for the
preference. We would allow the 45 percent exclusion against cap-
ital gains to count for that purpose. So, in effect, if you had no
other income, a capital gain of $40,000 would effectively knock you
out of the preference.

But I think there might be more general sort of anti-abuse is
too strong a term-but rules designed to target the preference
toward truly low- and middle-income taxpayers.

Senator BRADLEY. Now on the question of revenue, there have
been a number of studies done on revenue-and there were a
number of studies done prior to the 1986 act.

Mr. Ross. Yes.
Senator BRADLEY. What would be the capital gains realized there

was no 1986 act?-
And then there were a lot of people that made projections on the

total capital gains realized if there was a 1986 act and I would like
to just share with you the projections. If there was 1986 act, the
base line capital gains realized in 1987 was projected to be $177 bil-
lion. Now the Feldstein-Slemrod model said that if you do the 1986
act, the capital gains realized is going to drop to $37 billion. The
Treasury said it would drop to $55 billion. Claudfelter said it would
drop to $97 billion. When, in fact, the actual number is $136 bil-
lion.

So the question is, you know, how can you possibly say that you
are going to gain revenue when you were off in 1986 by about $100
billion? That is a pretty big difference.

Mr. Ross. Well, I am told by one of my staff here that-I am not
sure of the source of the $55 billion figure. Let me respond to the
general thrust of your comment. I think there have been mistakes
in predictions about capital gain behavior, but not only in that di-
rection.

A lot of people way underestimated-Treasury and the Joint
Committee-the effect of taxpayers selling assets at the end of 1986
to avoid a higher rate of tax, which is some suggestion about the
level of behavioral response to a cut in the capital gain rate. They
responded quite powerfully in the face of a higher capital gain rate.
We were quite low in our estimate of that. The response of the
Joint Committee, for example, was even lower.

I think there is a history of difficulty in estimating these behav-
ioral effects and we cannot assert that our estimate today is, you
know, divinely revealed wisdom. It is our best attempt.

Senator BRADLEY. Why is it within $100 billion?
Mr. Ross. I am not sure.
The CHAIRMAN. The time has expired and we have several who

want to ask questions.
Senator Heinz.
Senator HEINZ. Mr. Chairman, thank you.
Maybe I missed something in the discussion so far, Mr. Ross, but

it really goes back to a question Senator Packwood asked at the be-
ginning that I do not think he followed up on, which has to do with
your revenue estimates if we take them at face value.

They say that over the 11 year period-1989 through 1999-there
will be a net revenue loss of $200 million, or about $20 million a
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year, on average. Now it isn't, of course, smooth and even. But the
bottom line is, in terms of revenue loss, there is not any revenue
loss that is significant; there is not any revenue gain that is signifi-
cant if we take your numbers at face value.

My question is, if one of the reasons to reduce the capital gains
tax is to enhance capital formation and competitiveness by increas-
ing the return to capital investment, and your proposal does not
cost anything, how can it increase the returns to equity?

Mr. Ross. In fact, our proposal-the 10-year numbers we put out
are a little misleading. Since, as you noted, they take you through
a fairly bumpy period of revenue effects. There are initial positive
revenue effects.

Senator HEINZ. I realize that.
Mr. Ross. A period where the revenues fall off.
Senator HEINZ. Let me rephrase the question if you would prefer.

In the short run it raises money-
Mr. Ross. And how can that have a positive effect on-
Senator HEINZ [continuing.] And how can that have a positive

effect on capital formation if you take more capital away?
Mr. Ross. Well, in one sense you are clearly collecting more tax

revenue; but you are doing two things. You are improving the allo-
cation of capital within the economy.

Senator HEINZ. How?
Mr. Ross. Well, there are two effects there. One is by abating

some of the penalty tax we applied at corporate investment; and
leveling the playing field in that sense, you improve the allocation
of capital. The second is by allowing investors to make more
market-oriented decisions, less tax influenced decisions. In other
words, taking the tax wedge, in a sense, away from or at least re-
ducing the tax wedge they face when they decide whether or not to
sell on the asset. You move more toward a market system of invest-
ment decisions which improves the allocation of capital.

Beyond that, you are telling taxpayers that they face, in fact, a
lower rate in terms of their investment decisions. Behaviorally, I
think, taxpayers respond positively to a lower rate even if the
effect as a practical matter is that they will sell more and pay
more taxes to the government. You are still holding out a carrot to
them which I think will have the general effect of increasing in-
vestment.

Senator HEINZ. If the goal is to have some kind of greater neu-
trality-let me quote from the 1984 Treasury Department Report
to the President on Tax Reform, which recommended repealing the
capital gains tax rate differential coupled with indexing for capital
assets.

And the reasons for that proposal were, and I quote:
The current preferential tax rate for capital gains has often been justified as an

allowance for the overstatement of capital gains caused by inflation. The preferen-
tial rate actually serves this purpose only sporadically. The effects of inflation accu-
mulate over time, yet the preferential tax rate does not vary withholding period of
an asset or with the actual rates of inflation during such period. As a result, the
preferential tax rate undertaxes real income at low rates of inflation and overtaxes
capital gains at higher rates of inflation. For any inflation rate, the longer an asset
is held, the greater is the undertaxation of real income.
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Moreover, the preferential rate does not prevent taxation of inflation caused
nominal gains in circumstances where the taxpayer has, in fact, suffered an eco-
nomic loss.

That is the Treasury Department's own report.
Now, as you know, I am very interested in finding a way to im-

prove the competitiveness of this country, as I spoke at the outset.
And I think it is important we find a way of increasing returns to
capital. I would like to see us do so in a way that does not create
the problem that Senator Packwood referred to in his round of
questioning-namely, upsetting the income distribution of tax ben-
efits curve so that we do not get those stories again that wealthy
people are not paying their fair share of taxes.

Let me ask you this. One of the justifications of the administra-
tion provides for restoring capital gains exclusion is that the re-
duced rate mitigates the effect of inflation, would not the best ap-
proach really be to provide indexing?

Mr. Ross. Well, indexing has a lot of conceptual merit. But it is
deficient in a couple of respects. I had a hand in writing the pas-
sage the you were reading. So I am familiar with what was in
there.

Senator HEINZ. I thought it was well done.
Mr. Ross. Thank you very much.
Indexing is plainly the correct way to deal with the problem of

inflation. It does entail some complexity though, both for taxpayers
and for tax administrators. I think that is a negative. Beyond that,
it does not really address what I have referred to as the "lock-in"
effect. The fact that a taxpayer is still electing whether or not to
pay any tax by electing whether or not to sell his asset. Now an
indexing system might mitigate a bit of that. But it, frankly, does
not do it to the same extent as a capital gain preference.

In that sense, a capital gain preference does have significant ad-
vantages over a mere indexing proposal.

Senator HEINZ. Thank you.
I think my time has expired. Thank you.
The CHAIRMAN. Senator Danfoith.
Senator DANFORTH. Mr. Secretary, in January we held hearings

in this committee on the question of leveraged buyouts and Secre-
tary Brady testified at that time. A number of witnesses pointed
out that one of the things we have done is to stack the deck in
favor of debt financing and against equity financing. The restora-
tion of a capital gains differential would help make equity financ-
ing more attractive, would it not?

Mr. Ross. Plainly.
Senator DANFORTH. If the LBOs are a problem, that would be one

way of getting at the problem?
Mr. Ross. It directly reduces the tax disparity and the treatment

of debt and equity and in an important way.
Senator DANFORTH. The administration favors both dealing with

the double taxation issue and restoring a capital gains differential.
If you had to pick one of the two, could you do it or is this still a
matter of debate within the administration?

Mr. Ross. Well, no, I think certainly in terms of the current year
and near term legislative agenda, capital gain is the direction in
which the administration is pushing. And again, I think as you
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noted, it tends to achieve both the general positive effects on cap-
ital investment and also some of the disparity between debt and
equity.

Senator DANFORTH. Senator Bumpers idea is to distinguish be-
tween new issues and existing issues. Is that a good idea?

Mr. Ross. Well, I can see the basis for it. I think it has a number
of problems. It is hard, frankly, to prevent people from retiring old
stock and then reissuing it; and, in fact, trying to come under the
preference in that way. There is some administrative problems in
trying to limit a proposal to new issues of equity.

You also need to recognize that the existing stock of equity faces
,.he same lock-in effect, and misallocation of capital results, as an
new equity investment would over time. And for that reason, I
think there is a policy basis for extending capital gain preference
to old as well as new equity investment.

Beyond that, we ought to recognize that we have always treated
changes in the capital gain rate on a retroactive basis. Investors
who made decisions before 1986 thinking they were going to face a
20-percent rate of capital gain tax woke up on January 1, 1987 and
realized they faced a 28-percent rate. There was no attempt at that
to say, let us just apply this prospectively.

It seems to me you would have a real fairness argument with
taxpayers who invested at the time of the lower rate in telling
them that when a preference is restored they are under the rules
that were adopted in 1986, even though they may have invested in
1985 or before.

Senator DANFORTH. Is the technical problem insurmountable or
is it-

Mr. Ross. In terms of new versus old equity?
Senator DANFORTH. Yes.
Mr. Ross. It is difficult. We spent a lot of time thinking about

that when we were working on Tax Reform at Treasury. It is very
difficult. There is a long project that addresses the problem in part
that has been produced in at least draft from by the American Law
Institute, and it entails just a number of complexities that are, in
our judgment, probably best avoided.

Senator DANFORTH. Some people believe that at the time of the
1986 Tax Act we had put so much emphasis on rate reduction that
the effect of it would be to make venture capital much harder to
get, it would create a phenomenon of people looking at short-term
returns rather than the long-term investment that would have a
negative effect on the future of the country because we would not
be making the decisions to invest in the future of America.

Has this concern been borne out or was that simply a theory at
the time?

Mr. Ross. I do not know that there is data available to tell you
directly whether it has been borne out. I mean, I certainly would
argue at least on an individual basis-and I think this would be
the administration's position as well-that the overall effect of Tax
Reform has been very positive. But at the same time, I think we
are making an argument that you could improve upon it and help
with what I think is a problem, an excessively short-term perspec-
tive-both for investors and the companies in which they invest-
by providing a direct incentive for long-term capital investment.
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Again, I do not want to denigrate the effects of Tax Reform,
which I think was a very, very positive step forward. But I think in
this respect it can be improved upon.

Senator DANFORTH. The administration wants to extend the R&D
tax credit and you want capital gains differential restored. You
would like, if you could, do something about double taxation of cor-
porate dividends. I take that to mean that the administration
would like us to pass a tax bill this year.

Mr. Ross. Well, yes. That is right. We would. The budget con-
tains a list of tax proposals we would like to see included in it.

Senator DANFORTH. Thank you.
Thank you, Mr. Chairman.
The CHAIRMAN. Thank you.
Senator Daschle.
Senator DASCHLE. Thank you, Mr. Chairman.
Secretary, I just want to clarify something you just said in re-

sponse to one of Senator Danforth's questions relating to Senator
Bumper's proposal. You said that one of the reasons that it causes
you some concern is that we have always done capital gains
changes retroactively. Were you citing that as a reason or a fact? I
mean, it seems to me that having done things in the past consist-
ently is really no reason for doing them in the future in the same
way. But I may have misunderstood your answer.

Mr. Ross.,.No, I did not mean to make a point that we were
bound by precedent. But I think as a matter of fairness, many tax-
payers invested at a time when there was a capital gain preference.
They found themselves again in 1987 with capital assets that were
not the beneficiaries of a preference. To restore that preference
now and then say it only applies to newjnvestment I do not think
is consistent with what Senator Bumpers was trying to argue, that
you are essentially providing a preference to people who did not
anticipate it at the time they made the investment.

Senator DAsCHLE. This may be solely for my own education. But
I find table 3, and many of the tables you submitted with your tes-
timony, interesting if for no other reason than, as Senator Brad-
ley's question brought out, you have missed the mark, obviously,
and you would be expected to miss the mark on projections. But,
given the fact that we all understand that you will likely miss the
mark for no reasons that you can control necessarily, why on
tables such as this would you actually come up with projections
that take you to decimal figures-$21.8 billion, $21.5 billion? Is that
done for-and I do not mean to be facetious here-but is it done
for-

Mr. Ross. I understand.
Senator DASCHLE. What reasons are there for doing it that way?
Mr. Ross. Well, it is really a matter of convention. It may over-

state the precision-It does overstate the precision behind these fig-
ures. We do it. The Joint Committee does it. Everyone who has to
supply estimates for purposes of legislation-the budget effective-
ly-

Senator DAscHLE. But is that again a reason for doing it or is
that just fad?

Mr. Ross. Well, I mean, I would I guess be willing to entertain a
proposal that we round to the nearest billion. [Laughter.]
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It does overstate the precision of the estimates. You are quite
right about that.

Senator DASCHiiL. I think it would be a good idea. I mean, I do
not know nearly what you know about many of these projections. I
just know that you are never going to be down to a decimal figure,
especially when considering 1999.

Mr. Ross. Yes.
Senator DASCHLE. I mean, you will be lucky to hit the nearest bil-

lion for 1990. But you have decimal figures here all the way out to
1999, and I just think for our own presentation it would just make
better sense to be more realistic and accept the fact that you are
not going to hit decimal projections.

Also, going to the chairman's first question. It was one that I had
coming into this hearing, and I still do not understand your answer
entirely. And it may just be that I missed it. You said that the rea-
sons why the projections in your proposal now are substantially dif-
ferent from the projections you gave the committee in 1986 were
basically twofold-first, the longer holding period and secondly, the
are targeting.

That may mean a lot to the members that heard it the first time.
But could you explain with a little more clarity how the holding
period and targeting would so dramatically change your projections
from what they were 2 years ago?

Mr. Ross. Let me attempt to do that. There is another element of
the explanation which is contained in my written statement which
I did not provide for Senator Bentsen. I was trying to be more con-
cise. The figure we gave at the time of Tax Reform was a $21.8 bil-
lion budget period revenue increase. A large part of that revenue
pickup was simply the effect of taxpayers selling off assets at the
end of 1986. That is behavior that would not have been reproduced.

Senator DASCHLE. That is right. I understand that.
Mr. Ross. And that was in a sense a one time effect. In addi-

tion-and this point is more complex and it is dealt with in some
length in my written testimony-we included in our estimate of
the capital gain proposal a revenue effect that was really not at-
tributable to the capital gain proposal. A large part of the revenue
you pickup in eliminating a capital gain preference is, taxpayers no
longer having an incentive to shift their portfolios in a way that
generates capital gain rather than ordinary income.

And to the extent there is a differential between the rate at
which we tax ordinary income and capital gain there is a greater
or less incentive.

Senator DASCHLE. But how in the world do you quantify that in-
centive?

Mr. Ross. Well, it is difficult to quantify it. But the point that I
need to make is that, in 1986 we eliminated that differential, in a
sense, from two directions. We took the rate of tax on capital gains
from 20 percent up to 28 percent. At the same time we took the
rate of tax on ordinary income from 50 percent down to 28 percent.
If we had not affected-if we had not changed-the rate of tax on
capital gains and just left it at 20 percent, we still would have
picked up a lot of revenue from dropping the lower rate from 50 to
28 in this context, because taxpayers would have had only an 8.8
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percentage point advantage in shifting ordinary income to capital
gain. And as a consequence would have done it much less actively.

And there is, in that aspect of the rate reduction, a revenue
pickup. Now that is independent of what you do with the capital
gain rate. We, for a variety of reasons that really are a question of
stacking order, attributed all of that revenue to the capital gain
proposal when, in fact, only a piece of it was.

And the final part to the answer-I mean, that is a big part of
the positive revenue pickup, which again is not directly attributa-
ble to capital gain. The final part of the answer, though, and it is a
little unfair to you because this is probably where you wanted me
to start, is that the proposal we are making now does not reverse
in two important ways what was done in 1986. It narrows the pool
of assets to get the preference. And the pool of assets that does not
get the preference is a group that we think will not be sold in re-
sponse to a lower tax rate. And thus by denying them the prefer-
ence, you are avoiding a substantial tax loss that would occur from
the lower rate and which is not offset in full or even in substantial
part by increased realizations of that kind of asset.

I do not think I have done probably any better in providing you
with a clear answer. I would be happy to spend some time with you
after this.

Senator DASCHLE. Thank you, Mr. Chairman.
The CHAIRMAN. I hope the press followed that very carefully.

[Laughter.]
Senator Durenberger.
Senator DURENBERGER. Thank you, Mr. Chairman.
Mr. Chairman, I have a statement that I would appreciate being

made a part of the record.
The CHAIRMAN. Without objection.
Senator DURENBERGER. Mr. Ross, let me begin by expressing my

appreciation as the last to have the opportunity to ask questions,
for your responsiveness to everyone else's questions and to compli-
ment my colleagues on the quality of their questions.

I would like to go back with a question or two where Jack Dan-
forth left us on LBO's. As I recall the latter part of last year, the
chairman of this committee finished running for Vice President of
the United States, found out that he was still the chairman of this
committee-much to his relief I am sure-and turned his attention
to what seemed like two principle concerns facing this country.
One was the panic in the savings and loan industry and the other
was some degree of panic on leveraged buyouts.

I may be unique, but I do not sense that panic anymore, and I do
not think-the panic dissipated-just because we had a series of
hearings. I do not know what caused it.

What is your current sense and what is the administration's cur-
rent sense relative to trying to change the balance between debt
and equity financing. If there is some degree of urgency, would you
argue that we need a tax bill, that we need to make more bold
steps in the direction of reforming the inequity in the current tax
between savings investment on one hand and consumption on
the other?

Mr. Ross. Well, the difficulty in making bold proposals, I sup-
pose, is twofold. You obviously have revenue constraints. We are in
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a time when we cannot dedicate the tax revenue we might like;
and other times to increase providing incentives for savings and in-
vestment-doing something about the problem of double taxation
of equity. I think the other constraint in terms of bold action is
trying to take account of what the market response would be.

Everyone has some sensitivity about how markets would respond
to any substantial changes in the way we tax corporations and
their financial structures. And we have; for that reason, espoused I
think some sense of conservatism and caution in trying to think
through what would be the appropriate long-term response there.

And again, in the near term, I think the capital gain proposal is
at least a step in the right direction in terms of trying to mitigate
to some extent the differential between debt and equity. You can
argue it is not a bold or direct response to that problem-and I
think that is probably a fair argument-but in the current climate
I think it is a positive step forward. And until we have a firmer
handle on, you know, what ought to be done for the long run, it
seems to me a good place to start.

Senator DURENBERGER. I guess I asked the question knowing
what the answer would be, like the answer to everything else we
are doing this year, it is couched in "revenue" constraints. This im-
plies that everything is going to go well as long as everything goes
well. That seems to be where we are in 1989.

I have a different opinion, which is that if everyone knew where
we were going to be 10 years from now, and that we were willing to
do something bold this year to get there, that everything might go
well this year, and next year, and the year after, and subsequent
years. But I take it that small steps in the direction of a more bold
tax policy is the current position of this administration.

Mr. Ross. In this context, I think that is an accurate character-
ization.

Senator DUREN1ERGER. Some economists have indicated that
they believe that a lower capital gains rate would encourage com-
panies to engage in leveraged buyouts because there would be
greater incentive to cash in capital gains as part of the tansaction.
What is your view on that, sir?

Mr. Ross. Well, there are two effects I think of a change in the
capital gain rate on LBO activity. By reducing the rate of tax on
shareholders, which capital gain cut would do, you do reduce some
of the tax cost of an acquisition. Shareholders pay less tax. In that
sense the price that which they might be willing to sell is affected.
Some of the tax wedge that might otherwise prevent a transaction
from going forward is reduced.

I do not think it is fair though to say that you have encouraged
leveraged buyouts. You may have, in a sense, made it easier for ac-
quisitions to go forward. But you have decreased the advantage to
those acquisitions of incorporating substantial leverage in the
transaction because, again, you have narrowed the difference be-
tween debt and equity in a way that it significant. So, on balance,
you might have given some encouragement to acquisitions but have
decreased the extent to which they rely on leverage.

Both of those changes, by the way, move in the direction of a
more neutral tax system. Since the-

Senator DURENBERGER. Let me ask my last question.
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Mr. Ross. Sure.
Senator DURENBERGER. On the short-term/long-term-and obvi-

ously most of us here I think favor moving our investments to-
wards the Cir"-.. of long-term. I thought in the bill I introduced
last year thaL we might accomplish that by providing like a 40-per-
cent exclusion for assets held 4 years; 60 percent, 6 years; 80 per-
cent, 8 years, and so forth.

What is your view on that?
Mr. Ross. That is a possible approach and one we gave some

thought to. Again, it would have the effect of encouraging long-
term investment. It is a more of, I suppose, refined and concentrat-
ed way of doing that, saying the longer you hold it, the better. This
is a simpler cut at it, saying beyond three years is long enough and
we think deserves a preference; short of three years, you do not get
anything. I mean, I think that is an alternative that merits some
consideration. I do not think conceptually it is a lot different than
what we are trying to do here.

The CHAIRMAN. Thank you.
Gentlemen, we have a number of interesting witnesses yet to be

heard. And unless you feel strongly and cannot defer your question
to- the next witness, I would ask you to pass if you will.

Mr. Ross, I understand your tenure is coming to an end. Is that
correct?

Mr. Ross. It is rapidly, Mr. Chairman, yes.
The CHAIRMAN. Friday?
Mr. Ross. Actually, Monday.
The CHAIRMAN. Monday?
Well, let me state that you have been an articulate witness in

the administration's behalf. You have done a good job this morning
and we appreciate your public service.

Thank you very much.
Mr. Ross. Mr. Chairman, it has been a great privilege to appear

before this committee in a number of contexts and I am greatly ap-
preciative for having that privilege.

Senator BRADLEY. Mr. Chairman, could I just echo your words.
Because I think frequently we pay our respects to the Secretary
and to the number one or two. But we know how long you have
been there and how much work you have done and it has really
been excellent.

Mr. Ross. Thank you, Senator.
The CHAIRMAN. Thank you.
I see Senator Boschwitz is here.
Senator, we have put a limitation on everyone at 5 minutes. If

you would come up and make your presentation, we will take your
entire statement for the record. Then we will get to such questions
as we might have.

STATEMENT OF HON. RUDY BOSCHWITZ, A U.S. SENATOR FROM
MINNESOTA

Senator BOSCHWrZ. I thank you, Mr. Chairman. I have my state-
ment. It is going to be difficult to stay within five minutes but I
will try to do so.
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I have !ng been a proponent cf giving enhanced treatment to
capital gains. Although I supported the 1986 Tax Bill, because I felt
it was a fair trade, I did nevertheless try unsuccessfully to retain
the capital gains treatment. I have introduced legislation that
allows capital gain to have a 40-percent exclusion for holdings of 1
year and a 60-percent exclusion for holdings over 3 years. It is kind
of a two-tiered approach.

In the last Congress, Senator Evans added to my approach an-
other bill ]lowing a 100-percent exclusion where the assets have
been held 5 years. I will not review these ideas further, as my testi-
mony goes into the comparison between our treatment of capital
gains and the capital gain treatment in other nations. Suffice it to
say that we do create some disincentives through our treatment of
capital gains.

I want to inform the committee that have put together the Cap-
ital Gains Caucus and we now have 16 members. I presume that
membership will increase as the debate strengthens.

I wanted to specifically comment this morning, Mr. Chairman,
about Senator Armstrong's bill of which I am very supportive. And
that is, to use the present rates of tax but do not tax the inflation
part of the gain.

The CHAIRMAN. Do not what? I did not understand that. Do not
what?

Senator BosCHwrrz. Do not tax the inflation part of the gain.
The CHARMAN. All right.
Senator BoscHwrrz. In other words, allow the basis for tax com-

putation purposes to rise with inflation.
I spoke to somebody yesterday, as a matter of fact, who had been

in the same business for 40 years. He has been in the same build-
ing for that whole period and he has it depreciated down. It is a
furniture store. If he turns around and sells it now he is going to
be among the rich in the year that he sells it. But in the next year,
he will return to a more normal status.

However, in calculating what percentage of capital gains inures
to people with incomes over $100,000, he would probably be in that
class because of that building or because of that capital asset in a
single year.

A farmer would be, too. If a farmer works the land for many
years and then makes a sale in one particular year, he joins the
rich at least for calculations of that particular year.

So I am most, most supportive of capital gains reform. It is for
that reason that I appear before the committee today. I am most
supportive of the idea that there should not be a tax on the infla-
tion elements of the gain. I am most supportive of the idea that the
basis should rise with inflation. Of course, the basis would be re-
duced by depreciation, if it is a depreciable asset but that otherwise
the basis of asset-be it stock or be it real property-would rise
with inflation.

That, in my judgment, is a fair way to tax capital gains and also
gives an incentive to hold on to investments, which I think we
want to do.

Mr. Chairman, that concludes my statement. I would ask that
the entirety of my statement be included ir the record.

The CHAIRMAN. That will be done.
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[The prepared statement of Senator Boschwitz appears in the ap-
pendix.]

The CHAIRMAN. I have no questions.
Senator Packwood.
Senator PACKWOOD. No questions, Mr. Chairman.
The CHAIRMAN. Are there other questions?
Senator DURENBERGER. Mr. Chairman, just briefly, let me compli-

ment my colleague. First, for the obvious, he kept his statement
within 5 minutes. And as you anticipated in your comments, we
did not expect that. But I think it is because, even before he came
to the U.S. Senate, Rudy has been educating a lot of people on the
value of savings and investment. He demonstrated the value of it
himself in his own business and particularly I appreciate the con-
tributions that he has made in the past and the contributions he is
going to be able to make to us on this committee as we deal with
the capital gains issues.

Senator BoscHwrrz. I thank you, Senator. I really feel that incen-
tives to invest are an important element of economic growth. And
since the incentives are probably not going to come through the
lowering of capital gains rates, that the most equitable approach
would be to allow the basis of the asset to rise with inflation so
that the gain that is only associated with inflation would not be
subject to tax.

I think that that is a special aspect of a capital that causes it to
different from, for instance, earned income in general, where infla-
tion does not play a part.

I thank you, Mr. Chairman; and I thank the other members of
the committee.

The CHAIRMAN. It is good to have you Senator.
Senator BoscHwrrz. Thank you.
The CHAIRMAN. We will take your full statement. Thank you.
Our next witness is Mr. Pearlman, who is chief of staff of the

Joint Committee on Taxation.
Mr. Pearlman, you have some associates of yours, if you would

introduce them for the record, please.

STATEMENT OF MR. RONALD A. PEARLMAN, CHIEF OF STAFF,
JOINT COMMITTEE ON TAXATION ACCOMPANIED BY MR.
THOMAS BARTHOLD, ECONOMIST, JOINT COMMITTEE ON TAX-
ATION, AND MR. RANDALL WEISS, DEPUTY CHIEF OF STAFF,
JOINT COMMITTEE ON TAXATION
Mr. PEARLMAN. Thank you, Mr. Chairman.
With me at the table this morning is Randall Weiss, Deputy

Chief of Staff of the Joint Committee and Thomas Barthold, an
economist and a member of the staff. I might note to the commit-
tee that this will be Randy's last appearance before the Finance
Committee after a number of years of service on the Joint Commit-
tee's staff. I can tell you on behalf of the Joint Committee staff we
are really going to miss him.

I am very pleased to have the opportunity to appear before you
today to discuss what is, obviously, an important subject. We will
submit our entire statement for the record.
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Yesterday we released a hearing pamphlet that seems to deal not
only with the historical kinds of information that might be helpful
to you but some of the important policy issues involving capital
gains. I will not take time this morning, because they are dealt
with in the pamphlet, to go into those; but I would encourage you

- in your deliberation on this issue, your inquiries with other wit-
nesses, to address some of these important policy issues. They are
certainly as important as the revenue analysis.

I would note the savings and capital formation issues and the
extent to which we can really get a handle on whether there is a
link between capital gains and savings and capital formation and
complexity, which we do not see talked about very much in connec-
tion with a capital gains rate, but which is a very important issue
in considering the return to a preferential rate.

What I want to do now is turn to our capital gains revenue esti-
mate. As you know, from the discussion that you have already had
this morning with Mr. Ross, the revenue estimate for capital gains
is heavily influenced by our analysis of taxpayers' behavioral re-
sponse to the proposed rate change. Now we make that analysis of
taxpayer response essentially as a judgment call. We look at the
empirical and theoretical work that have been done by research
economists and others. And perhaps most importantly, to the
extent that history gives us some guidance as to taxpayer behavior,
as we believe it does significantly in connection with capital gains,
we rely heavily on it.

The decision to sell a capital asset and to realize a gain or a loss
is largely a discretionary decision on the part of an investor. In
fact, we know very little about why investors choose to buy and sell
assets. We do know, that taxes are only one of many factors that
enter into their decisionmaking process.

Table 1 appended to our testimony, our statement, contains our
estimate of the administration's capital gains proposal. Summa-
rized briefly for the first couple of years, it shows a revenue in-
crease; for the 5-year budget period, it shows an overall revenue de-
crease of $24 billion; and then we have extended the normal tradi-
tional 5-year budget window into a 10-year window in order to
permit comparison with the Treasury information. During that
period we estimate a reduction in Federal receipts of some $67 bil-
lion.

Now, as you can see from that table 1-lines 1 and 2-our esti-
mate of providing a 45-percent exclusion assumes substantial be-
havioral reaction in the short term. That is, the taxpayers will re-
spond to this lower rate by selling existing assets and it will be so
substantial in the short term that over the first couple of years the
revenues for increased realizations will be sufficient to offset the
revenue loss from a static reduction in the capital gains rate.

We believe this so-called unlocking effect, however, is a tempo-
rary phenomenon and that after an adjustment period, taxpayers
will settle into a lower, more permanent level of realizations. This
is not to say the level will be the same as prior to a rate reduction.
To the contrary, our revenue estimate assumes that individuals
will realize more than $600 billion in capital gains during the
budget period in excess of what they would have sold at the higher

99-833 0 - 89 - 2
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rate, or to put it another way, that that would offset about 70 per-
cent of the static revenue loss.

The administration's proposal reduces the tax rate on capital
gains by approximately 50 percent-about 47 percent to be exact.
As a result, if Federal revenues are to remain unchanged or indeed
are to be positive on the long term, realizations essentially must
double. If a permanent revenue gain is predicted, then realizations
must more than double. In our judgment, we do not think the his-
torical record supports that result and I would refer you to table 2
of our statement-and particularly column 2, which seeks to show
realizations or sale increases year to year-and have you just eye-
ball that and see if, on the basis of that review, you believe a pro-
jeted doubling or more than doubling of realizations accords withhistory . ..

We arrived at our estimate after considering many academic and
government studies which have attempted to analyze taxpayer re-
sponse. In these studies, economists characterize taxpayer behavior
in terms of what they call elasticity. This is merely a convenient
mathematical way to measure taxpayer responsiveness. The studies
have adopted several different mechanisms for analyzing elasticity.

Our statement, beginning on page 16, goes into that. I am not
going to go into that here, except to say that as best we can con-
clude, we cannot conclude that realizations are all going to be ex-
plained by a tax response. For example, they will be explained in
part by GNP growth and in part by the performance of the stock
market.

Our estimate of the administration's proposal used a short run
elasticity of 1.2-that is an elasticity which would show a revenue
increase; and a long run elasticity of 0.71, which would indicate a
revenue loss. Because the administration proposes a reduction in
the tax rate of approximately 50 percent, as a I mentioned, we
would have to estimate that the administration's proposal would be
a revenue raiser by concluding that realizations would more than
double and that the doubling would have to occur after one has al-
ready accounted for growth of the economy on future gain realiza-
tions.

In the 7-year period between 1981 and 1987, taxpayers realized a
total of approximately $1 trillion of capital gains. This 7-year
period followed the 1978 capital gains rate reduction, the 1981 cap-
ital gains rate reduction and includes probably the strongest bull
market in the Nation's history. It also includes the tremendous
temporary unlocking which occurred in 1986.

For the administration's proposal to generate permanent reve-
nue increases in the 5-year window from 1991 to 1995, taxpayers
would have to realize more than $2 trillion in gains. We simply do
not believe that history supports that.

Capital gains estimates are difficult. The discussion this morning
has already indicated that and I am sure the subsequent aspects of
this hearing will indicate that. Every estimate is subject to uncer-
tainty. In spite of that uncertainty, we, as the Treasury, have a job
to do and that is to provide the Congress with the most informed
and reasoned estimate of the revenue impact of a proposed tax law
change as we can.
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That is not to say that our estimate is correct. After all, it is just
an estimate. But I do believe the analysis we have employed is in
accord with the historical data we have before us. We believe a
rate change will result in a significant short run behavioral affect
and more modest permanent behavioral effects.

This is an analysis which is consistent with the realizations fol-
lowing the rate reductions of 1978 and 1981. It is an analysis which
is inconsistent with a prediction of permanently doubled realiza-
tions. It is in our judgment the most reliable analysis for use today.

We will be happy to try to answer your questions.
[The prepared statement of Mr. Pearlman appears in the appen-

dix.]
The CHAIRMAN. Mr. Pearlman, what effect do you think the ad-

ministration's proposal would have on the length of time that a
stockholder would hold stock?

Mr. PEARLMAN. Mr. Chairman, I think it will have two effects.
On the short term, there should be some encouragement to holding
stock by taxable taxpayers a bit longer. Now, as I know you know,
a large portion of the equity in this country is owned by tax-ex-
empts and, obviously, would have no effect on them.

There is an interesting other side to that, though, and that is the
long term. To the extent that either we, or Treasury, or others pre-
dict an unlocking, then those equities that are unlocked in effect
become shorter term. So that, for example, if we assume that a
portfolio is owned for ten years or until death-you know, an over-
all portfolio-that there is an attraction to holding it longer, that it
is locked, an incentive to unlocking shortens that holding period.

Now that may maybe not be viewed as bad, but there are two
sides and it depends what side of the 3-year holding period you look
at. On one side it seems to me it is positive in lengthening the hold-
ing period; on the other side, it is likely to shorten the holding
period.

The CHAIRMAN. Senator Packwood.
Senator PACKWOOD. Ron, what is the difference between the so-

called time-series analysis and the cross-section analysis that you
and Treasury seem to use differently?

Mr. PEARLMAN. Senator, with your indulgence, I am going to let
one of the economists respond to you on that.

Senator PACKWOOD. Okay.
Mr. PEARLMAN. Tom.
Mr. BARTHOLD. Senator Packwood, the basic difference between a

cross-section and time-series analysis is a cross-section analysis will
look at a large number of taxpayers and what kind of tax rates
they have and what sort of capital gains they realize all within 1
year. Whereas, a time-series analysis--

Senator PACKWOOD. You mean horizontally across all the taxpay-
ers?

Mr. BARTHoLD. It is cut horizontal across the taxpayers.
The time-series analysis, on the other hand, you could think of in

a vertical sense. It typically looks at aggregate taxpayer data, such
as aggregate realizations and some sort of average marginal tax
rate, and looks at that through time. So that we see the response
through time on a time-series analysis holding constant individual
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effects and in a cross-section analysis you have held constant time
but you have lots of individual specific data that you can look at.

Senator PACKWOOD. And for whatever reasons, you prefer the
latter and Treasury uses the former?

Mr. BARTHOL. Well, I think we have some good reasons and that
there are some good reasons in the economic literature for our
choice. Without going into detail, I would like to suggest that when
you look at a cross-section study, it is sometimes not clear exactly
what the study is measuring. For example, you might have a tax-
payer who we would calculate to have a low marginal tax rate in a
particular year and that might have been because he had success-
ful in arranging his affairs, perhaps, through tax sheltering to
have a low marginal tax rate in that year. If he has a low marginal
tax rate in that year because of tax sheltering, it would pay for
him to realize gains. Now that does not mean that if he permanent-
ly had a low tax rate, year in/year out, that he would continue to
realize gains at the same pace that we see in that one particular
year.

Senator PACKWOOD. Well then the cross-section analysis is very
dependent on the year you pick?

Mr. BARTHOLD. Well, I think an additional failing to cross-section
studies--is, that they cannot account for changes that happen
through time. As Ron Pearlman suggested, we also believe that im-
portant factors are GNP growth and the role of the stock market
in terms of talking about gain potential. And there is no way you
can see any variation in the data in those sort of macro-economic
variables when you look at one year. So, your comment is correct.

Senator PACKWOOD. Let me ask you, or anybody who wants to
answer it, Ron, assuming that you were to consider the President's
proposal, in your judgment, what is the merits of limiting the pro-
posal to just corporate stock and a select few other assets?

Mr. PEARLMAN. Well, I think we understand what the adminis-
tration is driving at and I think it is fair to articulate it as saying
that they believe that corporate equity represents most of the pro-
ductive business of the country; and, therefore, by seeking to target
the incentive to corporate equity and excluding cther assets, that
you get more bang for the buck, if you will.

I think the concern, frankly, that we have and that we have ex-
pressed-I mean, it is a technical type concern, but I think it is a
serious one. In fact, it came up in the discussion early, is when you
draw that kind of distinction, what does it mean for assets that fall
outside of corporate classification? For example, if-and I will use
your question this morning-timber is outside the corporate forum,
it gets one result; if it is inside the corporate forum, it gets an-
other. That, to me, is a troubling distinction in terms of designing a
tax provision.

In other words, if the Congress were to adopt the administra-
tion's proposal, how do we design a rule that does not force people
to respond to the corporate incentive we give them. But I think it
is fair to say, it was simply a narrowing proposal directed at assets
which the administration believes are the most productive in the
economy.

Senator PACKWOOD. But it would also be limited to those that
they thought might be the most productive in terms of revenue?
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Mr.PRLmAN. Well, I would-1presume that, if you look at the
revenue table they would-agree. I am somewhat reluctant with my
present hat on to be talking about what the administration would
think. But it appears that the consequence is one of saving revenue
in this proposal. But I have to say in fairness that when I was at
the Treasury Department and we tried to put together a capital
gains proposal as part of the tax reform aimed at productive assets,
one of the things we looked at was a proposal that was limited just
to corporations and it was not driven by revenue, it was driven by
the notion of you wanted to target the benefit.

We concluded that we could not do it because we could not stop
people from moving assets in and out of the corporate form without
an elaborate set of rules that probably would have been maybe in-
administerable.

Senator PACKWOOD. In your judgment, what is your opinion
about the President's proposal to not treat any capital gains differ-
ential we may restore as a preference for the minimum tax?

Mr. PEARLMAN. I am trying to comment without being critical
and trying to be objective. I mean, the theory of the minimum tax,
you know-as you can articulate having been through the 1986 Act
better than I-I think, is one in which we wanted to make sure-
the Congress wanted to make sure-that every individual that had
economic income paid at least some level of tax.

To the extent that anything is taken out of the minimum tax,
obviously, that theory is affected. Now, to the extent that one be-
lieves that there is an appropriate reduction of tax on capital
income and that it should not be subject to tax, as some would
argue to you, perhaps that exception is appropriate. But clearly, it
would appear inconsistent at least with the decision the Congress
made in 1986.

Senator PACKWOOD. Thank you, Mr. Chairman.
The CHAIRMAN. Senator Bradley.
Senator BRADLEY. Thank you very much, Mr. Chairman.
Ron, I think that your testimony has really been extremely pro-

ductive.
But before I talk about that, I just want to pay tribute to Randy

Weiss, publicly, for the outstanding work that he has provided to
the whole committee. I think the whole Senate will miss him and I
think he deserves all of our commendation.

In your testimony, you have a very interesting formulation. You
say that in order to offset the loss in revenue from the cut in the
capital gains rate, that the amount of capital gains realization has
to basically double. That was the formulation. That is a very clear
formulation. That the transaction value of all capital gains has to
double, basically. You also--and what was the cut in capital gains
in 1978, was from what?

Mr. PEARLMAN. Well, the 1978 one is a difficult one. It depends
on what you view as the maximum rate. If you include the alterna-
tive minimum tax, I think the reduction was some 43 percent; and
if you exclude the minimum tax, I think it would be--

Senator BRADLEY. But it was from what to what?
Mr. PEARLMAN. Oh, I am sorry.
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Well, the regular rate in 1978 was 70 percent; then there was a
50-percent exclusion-creating a 35-percent rate. They moved to a
60-percent exclusion which took you down to a 28-percent rate.

Senator BRADLEY. Okay.
Mr. PEARLMAN. But there was an alternative minimum tax. So

one could say, you were moving from a 49-percent effective rate to
28.

Senator BRADLEY. Right.
Mr. PEARLMAN. But it is somewhere in that range.
Senator BRADLEY. So it went effectively from 49 to 28 percent.

And then you had the 1981 act that moved it effectively from 28
percent to 20 -rcent. So that in the period that you analyzed, 1981
to 1987, we essentially cut the vote from about 49 to 20 percent. In
addition to that, taking the other factors into consideration, this
was the period of one of the biggest stock market booms in recent
memory, that goes up to the crash, basically.

Tn addition to that, you have the unlocking effect of the 1986 act.
The base line estimate was that if you did not change the 1986 act,
you would end up with what the number is here, about $152 billion
in capital gains when the actual capital gains was about $300 bil-
lion. Right?

Mr. PEARLMAN. Yes, slightly over $300 billion.
Senator BRADLEY. $320 billion. So that taking into consideration

the drop in the rate, the booming stock market, and the $320 bil-
lion realization due to the lock-in, you end up with a total capital
gains realization in that period of $1 trillion. And you are saying to
offset this cut in rate, that there has got to be a realization of $2
trillion in order for there to be a revenue gain as opposed to a reve-
nue loss.

I think those numbers on their face just make it crystal clear
that the revenue gain is, I say, more than highly unlikely, or im-
probable. But it is almost certain that you are not going to have a
revenue gain. I think that your testimony here today gives us a
very good frame of reference to look at these questions.

Mr. PEARLMAN. Senator, we could spend time getting into the de-
tails of your analysis and there are a few things I think in fairness
probably are appropriate to quibble about. I think the important
thing is that we rely heavily on the historical data; and there is
clearly disagreement among economists as to what the behavioral
response will be. I am not suggesting, and I do not think the com-
mittee should consider, our conclusion as necessarily better than
anyone else's. But we believe that putting the historical data in
front of you is the most reliable thing we could do to permit you to
make your conclusion as distinguished from us making it for you.

Senator BRADLEY. And one last point. At least the burden of
proof then rests on the proponents of the cut to show how this will
produce a $2 trillion capital gain realization, basically. I would say
that is fair.

Now, what percent of capital gains are taken by tax-exempt enti-
ties-endowments?

Mr. PEARLMAN. I am not sure any of us can answer that. I think
the current estimate is that tax-exempts and foreign investors own
something over 35 percent of the corporate equity.
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Senator BRADLEY. Right. So that for 35 percent to the owners
-of-not necessarily those who take capital gains-but to 35 to 40
percent of those people who own equity, this provision does not
affect them at all, right?

Mr. PERLMAN. I think that is correct.
Senator BRADLEY. It does not affect them at all.
Mr. PEARLtAN. That is correct.
Senator BRADLEY. Because if you are tax-exempt, you are tax-

exempt. You do not have more incentive if the rate drops. So I
think that both of those considerations will be important for the
committee; and I thank you for your testimony.

Mr. PEARLMAN. Thank you.
The CHAIRMAN. Senator Symms.
Senator SYMMS. Thank you, Mr. Chairman.
Well, Ron, in view of the fact, my view is that, if you have a cap-

ital gains differential-a capital gains tax that is lower than the
income tax-at least you reduce the part of people's income that
the government benefits from just by having inflation on fixed
assets. Do you agree with that?

Mr. PEARLMAN. Clearly, any reduction in tax rates, Senator, is
going to reduce the tax burden on that income, yes.

Senator SYMMS. Based on the model we have developed, what
would be the short run and the long run effects on indexing of this
model, just prospectively-you know, not looking back at the
past-if we lowered the capital gains tax rate to 15 percent?

Mr. PEARLMAN. Well, I want to make sure--
Senator SYMMs. Let us say you do not tax inflationary gains, is

what-I am talking about.
Mr. PEARLMAN. I am not sure I fully understand your question.

But if when you asked what the effects are, you mean-let me
guess and then you tell me if I am not understanding you correct-
ly-if we introduced an indexing system-let us assume we leave
the rate as it is today-what would be the taxpayer response to
that. I think-I am happy to be corrected by one of my colleages-
that that also would have a relief of the unlocking phenomenon.

That is, lock-in results from the fact of inflation. If the tax rate
today is 28 percent and you sell today, you know it is going to be 28
percent; if you wait five years to sell, it is going to be 28 percent
but you have had all those inflationary gains, then you might con-
clude not to sell. To the extent you adjust the basis of the asset so
that your current rate does not hit those inflationary gains--

Senator SYMMs. Right. That is what I am talking about.
Mr. PEARLMAN [continuing]. It takes pressure off of the disincli-

nation to sell down the road. So I think that an adjustment to an
indexing system with all of its problems would take pressure off of
the notion of lock-in.

Senator SyMms. It has been observed several times today that
the stock market boom accounted for a substantial part of the in-
crease in revenue from capital gains taxes during the time of the
20-percent rate. Now, are those two things unrelated or can we
assume, at least in part, that the rate cut helped in the boom?

Mr. PEARLMAN. To me, that is sort of the bottom line question,
Senator. I mean, it seems to me that when you look at the whole
capital formation savings issue you have asked the right question.
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The problem is, you have asked it to the wrong person because I do
not know. I mean, the simple fact is, I do not know.

What we suggest to you is, that what we are able to do-that is,
review of the economic literature suggests that the link is not clear
to us. But I would strongly encourage you, during the remainder of
this hearing, when you are going to have some very knowledgeable
witnesses who can comment on that-and in the process of deliber-
ating this issue-that you pursue that question.

Because it would seem to me that the committee would want to
find the link because everyone is in favor of, you know, capital for-
mation and savings. The key is, is there a link? As I said, it is not
apparent to us.

Senator Symms. Thank you very much, Mr. Chairman. Mr.
Chairman, I am afraid I may not be here during all the time of the
next witnesses, but I hope they will address that question and I
will read the record.

The CHAIRMAN. Fine.
Thank you very much, Mr. Pearlman.
Let me say again-echo what was said about Randy Weiss. You

have been a fine public servant. You have been a major contributor
to our deliberations and we wish you well in your endeavors.

Mr. WEISS. Thank you very much, Mr. Chairman.
The CHAIRMAN. Thank you.
Mr. PEARLMAN. Thank you.
The CHAIRMAN. And now this group of experts that can answer

all those questions is coming up.
Dr. Auerbach-if you would come forward-Dr. Roberts, Mr.

McIntyre, and Dr. Walker.
If you gentlemen would limit your presentations to 5 minutes,

then we will get to the questions.
Dr. Auerbach, if you would lead off, please.
Dr. AUERBACH. Yes, sir.

STATEMENT OF DR. ALAN J. AUERBACH, PROFESSOR AND CHAIR-
MAN, DEPARTMENT OF ECONOMICS, UNIVERSITY OF PENNSYL-
VANIA, PHILADELPHIA, PA
Dr. AUERBACH. I will just try to give you a brief summary of the

points; and I will, of course, be happy to answer any questions
afterward.

Let me summarize the conclusions that I come to in my testirno-
ny. First of all, as you can probably surmise from what has already
been said today, there exists no convincing empirical evidence that
a reduction in the tax rate on long-term capital gains of the type
proposed by the Bush administration would raise tax revenue in
the long run. And because of volatility of capital gains realization
behavior, any short run revenue estimates are subject to consider-
able error.

The historical data that Ron Pearlman just presented along with
some representative calculations that I present in my testimony,
suggest that in the long run a positive revenue impact seems very
unlikely.

However, I also stress in my testimony my belief that the reve-
nue effects of this particular type of capital gains tax proposal, or
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any similar capital gains tax proposal, have beeu overemphasized
in the policy discussion. After all, there are many very worthwhile
tax proposals that might lose a little bit of revenue and still be
worth undertaking and there might be other, fairly silly, tax pro-
posals that would gain revenue that would not be worth undertak-
ing.

Revenue is surely not the only consideration that ought to be of
concern to the committee. I am sure it is not. But the impression
that one gets, certainly, from the popular discussions of the capital
gains proposal is that revenue is the only concern. If this were a
fundamentally sound proposal and the right proposal to meet the
goals that the administration and other proponents of capital gains
tax reductions sought, then it might be worth undertaking.

Therefore, the second part of my testimony goes into these ques-
tions and asks what it is that is sought by a reduction in capital
gains tax rates; and is the reduction in capital gains tax rates the
appropriate or the best solution to that particular problem.

The conclusions that I reach in my testimony are that, in gener-
al, the major problems that people usually consider when advocat-
ing capital gains tax reductions would be better solved by alterna-
tive mechanisms. A couple of them have already been mentioned
this morning. For example, with respect to the inflation problem,
indexing has been proposed. It is certainly no stranger to this com-
mittee. It is the correct solution to the problem of the inflation
component of capital gains being taxed. To advocate a reduction in
capital gains tax rates because of the inflation problem is to ignore
the very clear alternative and superior proposal that could be un-
dertaken.

Second, venture capital-and this has also been mentioned by
Senator Bumpers in his testimony. Some of the comments in my
testimony are consistent with some of the points that he made,
having to do, for example, with-trying to focus a reduction in cap-
ital gains tax rate, much more on smaller enterprises--riskier en-
terprises-and in particular, enterprises where the capital gains on
stock are associated with initial ventures rather than somebody
just holding shares in the company.

Some proposal like that would surely make more sense than an
across-the-board cut in capital gains tax rates, even if it were only
focused to common stock. The fraction of common stock represent-
ed by the holdings by taxable investors of venture capital type op-
erations is minuscule. The Treasury's 1985 report detailed that
quite clearly.

Therefore, I continue to be surprised that proposals to reduce the
overall rate of tax on capital gains are defended on the grounds of
spurring venture capital. It is surely not the most cost effective
way of doing it.

Finally, oil the issue of corporate planning horizons, the point
made already deserves stress, that extending the holding period to
3 years may have the effect of inducing people to hold stock for a
longer period. But on the other hand, the fact that the rate is re-
duced after a 3-year period encourages people to sell. It is not clear
to me that the net effect of the 3-year holding period, plus the re-
duction after 3 years, will lead to an overall increase rather than a
decrease in the holding period of common stock.
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Finally, let me make one more point on the issue of venture cap-
ital. It has been said that cutting capital gains tax rates overall
may encourage venture capital-more money to be given to ven-
ture capital. But to the extent that it encourages the retention of
earnings by existing corporations to deliver more of their return to
investors in the form of lightly taxed capital gains, it may actually
be counterproductive.

By having preexisting companies retain more of their earnings,
rather than have those earnings flowing back into the capital
market, it may actually serve to starve those companies that are
seeking new funds in the capital market-presumably the kinds of
companies that Senator Bumpers was concerned with in his discus-
sion this morning-that would find it more difficult to raise money
in the new equity market because that money would be remaining
inside existing companies.

Therefore, the idea of encouraging this sort of venture capital
formation by an across-the-board cut in capital gains taxes might
actually be counterproductive.

Thank you.
The CHAIRMAN. We will listen to each of you and then get to the

questions.
[The prepared statement of Dr. Auerbach appears in the appen-

dix.]
The CHAIRMAN. Dr. Roberts.

STATEMENT OF DR. PAUL CRAIG ROBERTS, WILLIAM E. SIMON
CHAIR IN POLITICAL ECONOMY, CENTER FOR STRATEGIC AND
INTERNATIONAL STUDIES, WASHINGTON, DC
Dr. ROBERTS. Thank you, Mr. Chairman.
Here in our country, Mr. Chairman, we have managed to put to-

gether a tax system that is biased against the accumulation of cap-
ital. We have apparently done this partly out of ignorance and
partly out of envy, one of the original seven deadly sins, believing
that the benefits of capital flow primarily to the rich. All sorts of
shoddy statistics have been used to created perpetuate this self-mu-
tilating illusion. So we seem to be doomed to forever cut off our
nose to spite our face.

As a result, we have a tax system that is heavily biased and
unfair in its treatment of saving and investment. Investment is
subject to multiple taxation which reduces the rate of return to the
owners of the investments far below the value of their investments
to society. Consequently, we have less investment than is socially
desirable.

My research has shown that taxation is a more important ele-
ment in the cost of capital than the interest rate. Over the past 4
or 5 years, I have shared my research results with this committee
and I have-published them in scholarly publications. Sooner or
later everyone is going to acknowledge the impact of taxation on
the cost of capital.

Like other taxes, the capital gains tax raises the cost of capital.
There is something to be gained from lowering it, as long as we do
not feel we have to get it back from the rich by raising some other
tax, such as the personal income tax rate.
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An excellent case can be made for abolishing the capital gains
tax altogether. It is not a tax on income. The national income ac-
counts do not recognize capital gains as income nor do they include
them in the measurement of GNP. The capital gains tax is a
wealth tax. Furthermore, it is one that was brought in dishonestly
through the back door.

The tax on capital gains is a tax on the rise in the price of an
asset, reflecting either inflation or the stock market's estimate that
a company's future earnings will be higher. If the price of the asset
rises because of inflation, there is no real gain at all and the tax is
nothing but a confiscation device. If the price rises because the
company's earnings improve, then these earnings will be subject to
double taxation-first as company income and then as dividend
income to individuals. Taxing the capital gain simply taxes the
same income a third time.

Now, if envy prevents the capital gains tax from being cut, it
could at least be indexed for inflation. That way, only real gains
would be subject to tax and this would introduce a small element
of fairness into an unfair tax. However, indexing the capital gains
tax rate, or reducing the capital gains tax rate, will do little in
itself to redress the extraordinary tax bias in our tax system
against saving and investment. That would take a true tax reform,
something along the lines of the cashflow tax or the consumption-
based income tax that the Treasury proposed in "Blueprints for
Basic Tax Reform" more than a decade ago in January 1977.

The 1986 bill was a psychological victory in getting the tax rate
paid by free Americans down to the maximum level that robber
barons could extract from medieval serfs. However, from the stand-
point of the real unfairness in our tax system, the multiple tax-
ation of saving, it was largely a pointless exercise.

Therefore, I see no problem in opening up the 1986 bill if Con-
gress will use the opportunity to construct a tax system that fosters
growth and success in place of one that panders to envy.

I will turn back in the rest of my time, Mr. Chairman.
The CHAIRMAN. Mr. McIntyre is director of Citizens for Tax Jus-

tice.
[The prepared statement of Mr. Roberts appears in the appen-

dix.]
STATEMENT OF ROBERT S. McINTYRE, DIRECTOR, CITIZENS FOR

TAX JUSTICE, WASHINGTON, DC
Mr. MCINTYRE. Thank you, Mr. Chairman. I see the setup today

is Mutt, Jeff, Mutt, Jeff-and that may make for an interesting dis-
cussion.

You know, it is only three years ago that this committee voted
unanimously to eliminate the capital gains differential. It was an
essential part of the Tax Reform Act. Without it, or if gains had
been indexed, you would have needed at least a 40-percent top tax
rate to have been fiscally and distributionally neutral. That is why
Senator Packwood led the way to getting rid of this longstanding
tax break. Because people understood that capital gains are concen-
trated among wealthy people and, therefore, that keeping the tax
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break would mean a very large tax cut for wealthy people. I do not
think anyone argues that part of the issue.

We have a chart on page 2 of our testimony that illustrates the
static effects of the Bush plan on people's taxes. As you can see,
the richest 1 percent would get a tax cut of about $25,000; the
bottom 80 percent would get a tax cut of about $15 or $20. In fact,
two-thirds of the benefits would go to the top seven-tenths of 1 per-
cent of the population.

Now, the Bush administration has an argument why we ought to
do this anyway, why we ought to undermine reform and go back in
the direction of the old tax system. The administration says that
we will get more savings, more venture capital and, indeed, more
revenue if the capital gains tax is cut. Well, let us look at those
arguments. They have been made before. It is very familiar litany
to this committee, I am sure.

Capital gains taxes, as you know, were cut back in 1978 and
1981. That was followed by a drop in the savings rate to the lowest
level in post-war history, suggesting that perhaps capital gains tax
cuts are not a boon for savings.

In terms of venture capital, the pension funds certainly started
to put a lot more money into venture capital around the time that
capital gains taxes were cut, because the ERISA rules were
changed. But, of course, pensions do not pay taxes. The share of
venture capital money coming from individual investors went down
after capital gains taxes were cut.

And since capital gains taxes were raised in 1986, by the way,
the venture capital industry is doing great. There was a story in
the Post a few weeks ago which quoted some of the venture capital
people out in California as sa ying, well, yeah, it did not have much
effect since most of our investors are tax-exempt. That is some-
thing important to keep in mind.

And finally, revenues. As you heard before today, the Bush ad-
ministration in its wisdom suggests that capital gains realizations
will double if the tax rate is cut in half. On page 5 of our testimo-
ny, we have some figures showing what those numbers would have
to look like. You have heard them from the Joint Tax Committee
as well. Realizations would have to go roughly from $1 trillion in
projected gains to $2 trillion-something that is just unprecedent-
ed.

Now, if you look at the historical record and you see what hap-
pened to capital gains and why they went up in the 1980's, you see
several things happening. One, the stock market went up. Of
course, the stock market went up after capital gains taxes were in-
creased in 1986 and so did capital gains tax revenues. So you
cannot really give the capital gains tax cuts credit for helping the
market, unless doing anything at all to capital gains helps the
market.

Also, we saw a big boom in tax shelters during the 1980's. A lot
of those were designed to generate capital gains out the other end.
In 1985 there were $85 billion in tax shelter losses reported; in
1986, almost $100 billion. A lot of those were planned to come out
as capital gains-out the other end. And finally, you saw the big
wave of mergers and acquisitions--$600 billion in stock retired. A
lot of that went to individual investors and showed up as capital



41

gains. It is hard to figure the tax rate had anything t, do with
these involuntary sales.

Finally, you might want to look to the north, and learn a lesson
from Canada. A Canadian economist, a few years ago, was wonder-
ing if his country had missed the boat by not cutting capital gains
taxes in the late 1970's, because he had read all of these so-called
studies showing that our tax revenues might have gone up. He
checked. He found out that in Canada, where there had been no
change in capital gains taxes, people cashed in more gains just like
they did in America. Why? Because the stock market went up, not
because of a lower tax rate which did not even happen in Canada.

The difference between us and our neighbors to the north was
that they collected more tax revenues. We did not.

People talk here today, and they should be talking, about com-
petitiveness and trade and international balances. That is a very
important issue. This capital gains proposal strikes to the heart of
it. If we cut capital gains taxes and lose even more revenues from
the Treasury, then we are going to have to borrow more. When we
borrow more, it is going to be largely from foreign investors. When
they lend us the money, they will not be able to buy our goods and
our trade deficit will increase.

So, if we want to do something about trade, it is time to get seri-
ous about addressing the deficit and raising taxes on those who can
afford to pay, not to give another round of tax cuts to the wealthy.

Thank you, Mr. Chairman.
[The prepared statement of Mr. McIntyre appears in the appen-

dix.]
The CHAIRMAN. Dr. Walker.

STATEMENT OF DR. CHARLS E. WALKER, CHAIRMAN, AMERICAN
COUNCIL FOR CAPITAL FORMATION, WASHINGTON, DC

Dr. WALKER. Thank you very much, Mr. Chairman.
Mr. Chairman, it seems to me that the question before your com-

mittee is of great importance and can be simply viewed in one way.
Namely, is this committee prepared to take the first important step
in reversing a 7-year tax policy which has impaired this Nation's
future international competitiveness by sharply increasing the cap-
ital costs of investing in productive equipment?

Make no mistake about it, a high, sustained rate of investment
in modern, state-of-the-art machinery and equipment is essential to
U.S. competitiveness. It is the only way our high-wage economy can
restore the productivity growth that allows us to compete with low-
wage industrial nations around the world.

Mr. Chairman, tax legislation in 1978 and 1981-and you were a
key leader in the debate leading to passage of those measures-
sharply reduced the U.S. tax hit on individual and business saving
and investment. It did this by slashing taxes on capital gains; re-
ducing taxes on individual saving, through liberalization of IRA's,
and on gifts and estates; and creating the best capital-cost recovery
system in the industrial world.

Federal taxation of business saving invested in producers' dura-
ble equipment was in effect set at a level which approximated the
expensing of such investment, an approach which is similar to a
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consumption tax regime and which sharply reduces the multiple
taxation of saving at the corporate level. In essence, the 1978 and
1981 legislation provided a much more level playing field for busi-
ness decisions to save and invest versus paying out earnings as
dividends.

Unfortunately, 1981 was the high-water mark of our efforts to at
least reduce the heavy hit of an income tax system on productive
capital formation. As the Federal deficit emerged and its reduction
gained the central focus role of fiscal policy, Congress moved to
raise business taxes sharply and to dismantle most of the pro-cap-
ital-formation measures adopted in 1978 and 1981.

These steps started with the Tax Equity and Fiscal Responsibil-
ity Act of 1982 and culminated in the Tax Reform Act of 1986. As a
result, the capital costs of investing in equipment soared between
1981 and 1986, rising, according to the Congressional Research
Service, by a whopping 90 percent for manufacturing, 98 percent in
oil and gas activity, and more than 100 percent for construction.
These increases have contributed to overall capital costs in this
country that experts estimate are 50 to 75 percent higher than in
Japan and also higher than those in other industrial nations
abroad.

Such high capital costs are bound, sooner or later, to slow our
already lagging investment per worker, to further slow productivi-
ty growth and to hurt competitiveness. The sharp, 90-percent rise
in the capital costs of investing in new equipment since 1981 re-
flected three major tax actions in the 7-year period-repeal of the
investment tax credit, lengthening of depreciation lives, and elimi-
nation of the capital gains tax differential.

Restoration of a reasonable capital gains differential as proposed
by President Bush will by no means restore our capital costs for
equipment to a satisfactory level. But the estimated drop of about
14 percent, according to experts, in such costs would be an impor-
tant first step in reversing a very dangerous Federal tax policy.

In my written statement, I have a few other comments on the
benefits that can flow from this to entrepreneurial activity. I have
also a table showing the rates in foreign countries up to date,
which you were asking about, and other material. But I want to
turn last to the revenue estimate controversy.

Much to do has been made about the disagreement between
academicians and government estimators on the impact of the
President's proposal on revenues. Let me say two things about
that. First, even if the Joint Committee's staff estimates were cor-
rect, and I thought Mr. Pearlman was both accurate and humbled
in saying, do not assume our conclusion is better than anyone
else's. I can here in that spirit today. Even if the estimates are cor-
rect, this first step toward competitiveness of cutting capital costs,
starting a competitiveness oriented tax policy, would be well worth
the taking in my judgment.

Second, my experiences have convinced me that any revenue es-
timate is suspect, and one extending much beyond 3 years is espe-
cially suspect. However, if we take the 5-year period from 1989 to
1993, Treasury estimates a cumulative revenue gain of $16.1 billion
from the President's proposal. The Joint Committee estimates a
loss of $13.3 billion. Thus, the algebraic sum of the two estimates



43

by highly professional, dedicated government servants is very close
to a wash-no net revenue impact.

Given that circumstance, if I were a member of Congress, I think
I could easily conclude that approval of the President's proposal for
restoring a meaningful capital gains differential, and a competi-
tiveness-oriented tax policy, is in no way fiscally irresponsible and
can be viewed by reasonable men as meeting the revenue-neutrali-
ty requirements of the Gramm-Rudman legislation.

Thank you.
[The prepared statement of Dr. Walker appears in the appendix.]
The CHAIRMAN. Thank you, Dr. Walker.
I was looking at that list. One of them prepared by Arthur An-

dersen & Co.
Dr. WALKER. We have updated it, Mr. Chairman.
The CHAIRMAN. Well, this one here-I was looking at the num-

bers-Australia, maximum long-term capital gains rate, 50 percent.
Those in exempt-Canada, 17.5 percent; France, 16; Italy, exempt;
Japan, exempt; Netherlands, exempt; Sweden, 18 percent; United
Kingdom, 30 percent; Hong Kong, exempt; Indonesia, 35 percent;
Malaysia, exempt; Singapore, exempt; South Korea, exempt;
Taiwan, exempt.

How do you think that relates to our international competitive-
ness? One of the things I have been very concerned about is the
cost of capital in this country, for building new manufacturing
plants and buying new machinery. Apparently, this proposal would
exclude those types of investments. I look at the impact on the cost
of capital of interest rates and tax policies. I look at the impact of
this towering trade deficit; it appears that we have probably seen
the full extent of possible gains from the devaluation of the dollar.

Dr. Auerbach, how do you think that affects us?
Dr. AUERBACH. There is certainly no question that a higher cap-

ital gains tax rate, whatever else it does, raises the cost of capital;
a lower capital gains tax rate lowers the cost of capital. One should
not ask whether a reduction in the capital gains tax rate would
lower the cost of capital but whether, if a reduction in the cost of
capital is the objective, reducing the capital gains tax rate is the
appropriate way to achieve it.

For a variety of reasons, I think there are probably better alter-
natives available. For example, directly targeting the investments
by corporations rather than targeting capital gains would give you
the added benefit of giving the incentive, even to assets are held by
tax-exempt individual investors. Moreover, such a reduction in the
tax burden at the corporate level, I think, would not bring with it a
lot of the other dilatory side effects that a differential between the
tax rate on capital gains and ordinary income would have.

And finally, I guess I would say that my own research suggests
that in the 1980's, despite the very large fluctuations in the tax
treatment of capital income, the fluctuations in real interest rates
were much, much larger in their impact. I have said before this
committee that the best way for you to ensure that the cost of cap-.
ital is maintained at a reasonable level in this country is to keep
real interest rates down by doing something about the deficit. That
takes precedence.
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The CHAIRMAN. I agree with that. I look at the fact that our
prime rate is 11.5 percent here, West Germany's is about 6.5 per-
cent, and Japan's is about 3.4 percent. You want to build a new
plant you must factor that into the cost of those widgets or what-
ever it is you are producing. This is a tremendous disadvantage for
our people. So we have to increase savings and try to reduce the
cost of money in whatever way we can.

Dr. Roberts, one of your comments. I was thinking about what
Senator Bumpers said about new companies starting out and how
important it is that we encourage them. I very much agree with
that. This is a bit off the track, but with the repeal of the General
Utilities rule, why would anyone start in the corporate solution?

Dr. ROBERTS. I think it is certainly true, Mr. Chairman, that indi-
viduals who pay income tax are the organizers and the instigators
of high risk, new technology based ventures.

There is an appendix in my testimony which is drawn from an
empirical study by two professors, which was presented last May to
a conference in Canada on entrepreneurship. They find that pri-
vate individuals account for most of the money for small capitaliza-
tion new ventures. And they also provide the early money the
start-up money, the seed money, the money that it takes to get
going. The so-called tax-exempt players do not come in until much
later in the stage. So the fact that there is tax-exempt money in-
volved is basically irrelevant.

The CHAIRMAN. Do you think they could--
Dr. ROBERTS. The tax-exempt money does not organize ventures

nor does it come up with the ideas.
The CHAIRMAN. Do you think they come in at the mezzanine

level?
Dr. ROBERTS. The table that these professors-I have not inde-

pendently verified their work-but the table that these professors
provide shows quite clearly that the seed money, the startup
money, the small capitalization ventures are all dominated by indi-
viduals who pay taxes. It would have to be that way because, you
know, some pension fund that is going to make some investments,
maybe gambling to improve its relative performance, is not going
to be the origin of the idea of the investment.

The CHAIRMAN. Senator Packwood.
Senator PACKWOOD. Mr. McIntyre, let me ask you a question.

You and I have been through this on this committee many times,
more often allied than not, and reading your testimony I cannot
tell whether your principal objection is, the rich get richer-assum-
ing this makes money at all for the government-because again, if
it does not, apart from Mr. Walker I do not know many people that
will support the proposal if it does not raise money-I cannot tell if
your objection is the ricn get richer, or your principal objection is
the distortion of investment because of the tax shelters that come
with capital gains.

Mr. MCINTYRE. Well, Senator, it is awfully hard to assume, for
me at least, that this raises revenue. If it did, I think still the dis-
tortions of investment would be significant enough, the distortions
in the tax distribution would be significant enough, that I would be
against it. But the assumption here that it raises revenue, I think
it is preposterous. If this really works, if the Treasury Department
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can be trusted on this one and trusted on its previous estimates,
then I guess we have solved the Gramm-Rudman problem. We will
just cut capital gains taxes in even years and raise them in odd
years.

Senator PACKWOOD. Well, let me ask you about the distribution,
taking into account the theory of the Laffer curve. If you tax
people earning $200'000 or more 100 percent you will not raise
much money. Not many people will earn going to make over
$200,000 at 100 percent tax rate. If you tax them zero, you do not
raise much money. So some place between zero and 100 percent is
an optimum tax rate that will get the most amount of money for
the government.

Mr. MCINwRE. That is right. If you remember back in 1978 we
were told that the optimal capital gains rate was 28 percent.

Senator PACKWOOD. I recall that. If somebody knew actually
where the optimum point on the curve was, they should not be
here testifying today. They ought to be off doing something else
and making a pot full of money.

But if you were to cut-let us take the $200,000 example and the
100 percent tax rate-if you cut the rate to 90 percent, you may get
some money from people making over $200,000. So the government
would raise some money. But clearly, they would raise it only be-
cause some of the rich decided to make over $200,000. So the rich
would also be the beneficiary. You would also, therefore, skew your
tax table-I guess you would call it-slightly more favorable to the
rich, because they would now have money or make money that
they were not making otherwise.

But since we would not be taxing them at a 100-percent rate,
they would get to keep some of it. So that would tilt the proposal
toward the rich.

Mr. MCINWrRE. I suppose that is right.
Senator PACKWOOD. And at 80 percent they might even work

harder if they get to keep 20 percent of their money.
Mr. McINTYRE. Actually, they quite conceivably would work

harder at 90 percent than at 80 percent because with getting to
keep so little, they would have to work harder to maintain their
lifestyle.

Senator PACKWOOD. Well then they would work harder at 95.
Mr. McImYRE. I mean, that certainly is the effect we have seen

on savings. That is an important thing to note. That is what hap-
pened in the--

Senator PACKWOOD. I am going to come to savings with Dr.
Walker in a moment.

But what I am getting at is this: If indeed the proposal raises
money-and I understand your concern and I have some misgiv-
ings whether it raises money-why should you and I care in terms
of the distributional effects if it raises money from the rich dispro-
portionately because they will make more money, by increasing
their capital gains realization. Why do you and I care? Does the
country not come out ahead given that?

Mr. McINTYR. If we have more selling of stock as a country we
will be ahead? I do not think so. I do not think it is much of a gain
for the country.
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Senator PACKWOOD. I mean, but why do we care whether there is
more or less selling of stock if the government gets more?

Mr. MCINM'E. Well, we care because if this will reinvigorate the
tax shelter industry. I care a lot about that.

Senator PACKWOOD. No. I am just talking now about the distribu-
tional effects. I am aware of the tax shelters that benefited from
capital gains and I am delighted we shut them off. And that is why
maybe I am more impressed with an indexing theory than I am
other ideas.

But it is the distributional effects I am curious about because I
sense a certain almost animosity toward the wealthy.

Mr. McIN' mE. Not me. Some of my best friends make too much
money. [Laughter.]

Senator PACKWOOD. Make too much money?
Mr. McIwrYRE. Way too much but I love them anyway.
Senator PACKWOOD. But why should we care if there are 100,000

stock transactions instead of 40,000; and if on the 100,000 the Fed-
eral Government collects more money?

I see Dr. Auerbach is--
Dr. AUERBACH. If the situation as you have described it is really

true, if you really are collecting more revenue, then why should
you begrudge the wealthy more income if they also are paying
more taxes. The problem that I see is that although revenue as cal-
culated from capital gains taxes may be going up, if one did the
calculation a bit more carefully and looked at other points in the
tax system, as in the tax shelter example, you are not really rais-
ing revenue. You are raising capital gains tax revenue.

Senator PACKWOOD. And losing it elsewhere.
Dr. AUERBACH. And you may very well be losing it elsewhere.

And if, in fact, you are losing it elsewhere and raising it in capital
gains, then the condition that you established is not met and, in
fact, the tax payments by those individuals would be going down.
And so, it really goes back to the question of revenue estimation
again.

Senator PACKWOOD. Dr. Roberts, let me ask you a question. In
our testimony, you had that interesting table on the income distri-
ution of capital gains beneficiaries. Do I understand your table to

be based upon those who have continual income over a certain
amount, over some period of years, rather than a one shot $100,000,
$200,000 transaction?

Dr. ROBERTS. That is right, Senator. If you take the Internal Rev-
enue Service's 1985 individual tax model file, the public use
sample, you see that people earning less than $20,000 in terms of
recurring income receive a larger proportion.

Senator PACKWOOD. Yes, but that is recurring over what period
of time? I am not familiar with that table.

Dr. ROBERTS. I am not sure.
Senator PACKWOOD. It would have to be more than--
Dr. ROBERTS. You have some Treasury people still here. We could

ask them.
Senator PACKWOOD. It would have to be more than 1 year, obvi-

ously.
Dr. ROBERTS. Oh, yes.
Senator PACKWOOD. Or you would not know if it was recurring.
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Dr. ROBERTS. Right. You see, this argument that the rich are the
primary beneficiary of capital gains relies on a very peculiar defini-
tion of rich. I would even say it is dishonest. It includes, for exam-
ple, a businessman who has worked all his life and now he retires
and sells his business; and on the sale of his business that year his
income jumps up several hundred thousand dollars because of the
capital gain. Of course, next year his income goes back down to
middle class standards. Somebody else retires and sells a business.

So if you take that kind of measure of capital gains, then you are
going to come to the conclusion that the rich have all-the capital
gains. But, of course, they are not recurring gains.

Senator PACKWOOD. What you are saying is-
Dr. ROBERTS. You take recurring income, because that is exactly

what the IRS data says-now, unless they want to repudiate it-it
says that those income groups earning under $20,000 receive a
larger percent of all capital gains than those earning over $200,000,
and, I think, it is about 50 percent of all capital gains that go to
people earning less than $60,000.

So the capital gains are not some property of the rich. That is
just hokum. There is no basis in fact for that statement, not if you
use recurring income which is what you have to do.

Mr. MCINwYRE;. Senator Packwood, I think I can explain that
table to you. What it is is income not counting capital gains. It is
also income that has been reduced by the various tax shelters that
are in the law in 1985. So when you have this so-called "under
$20,000 people" in this table, many of those people are making a
quarter of a million dollars a "ear. As you recall, before tax
reform, half of the wealthiest people in the country were paying
le3s taxes than families at the poverty line.

So those people in his group, which he calls their recurring
income, it is their recurring tax shelters that puts them there and
it is a very distorted table.

Senator PACKWOOD. I do recall very specifically when we did the
tax reform bill and lowered the rates, we wondered how-when we
were dropping off people, basically, making under $12,000 or
$13,000-there could be some making $5,000 or $10,000 whose taxes
went up and it is for the very reason you state. That was not their
sole income. That was basically what we found on the IRS returns.
This was their taxable income. That is all they had taxable. They
were actually quite wealthy.

Dr. Walker, let me ask you a question. Charlie and I have know
each other for 20 years, ever since he was Under Secretary of the
Treasury.

In 1981, I think I was a co-sponsor of your bill, the 10-5-3 propos-
al. I think Senator Bentsen was also. And it seems to me in 1981
we did almost everything that you advocated, or pretty close to it,
in terms of IRA's and changing depreciation rates. In terms of
almost everything else in that bill, if there was ever a Charlie
Walker bill that was it. Would that be a fair statement? Or as close
as we have come in the 20 years you have been watching Congress.

Dr. WALKER. Recent memory is more vivid to me-what has hap-
pened since that time.

Senator PACKWOOD. But I do recall, because I went back and
checked your testimony, that you predicted that savings was going
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to go up tremendously and all savings did was go down. Well, you
did say that savings would go up?

Dr. WALKER. I thought savings would go up.
Senator PACKWOOD. I did, too and it just went down, down, down

until it finally reached its lowest point in 1986. Then we got rid of
the IRA's and for the first time in 1987 it went up, after IRA's
became nondeductible. I do not understand.

Dr. WALKER. Well, I think it is too much of a short run relation-
ship there to speculate about much. There has been a lot of analy-
sis as to why the savings rate has dropped so sharply in the United
States in recent years. Are you talking about personal savings or
are you talking about net national savings that includes business
savings?

Senator PACKWOOD. If you go on net national savings it is not
quite as bad because they have not fluctuated percentagewise as
dramatically as personal savings.

Dr. WALKER. It is pretty bad. It is less than 3 percent. A big
factor in net national savings has been raising the taxes sharply on
business income because a big part of overall national savings is
business saving.

One factor that had not received enough attention in this re-
spect-and economists have a lot of explanations-is the propensity
of younger people to spend more. Michael Boskin has done work
indicating that if a person was born before or after 1939, it makes a
big difference as to the amount he or she saves.

When you add up all the tax actions taken by this Congress
during the decade of the 1980's adjusted for current dollars around
1985, you will find that the total tax bill for individuals has been
reduced by $1.5 trillion. This includes the 1981 Kemp-Roth, and
more importantly, it includes the indexation of individual income
taxes that was added to the President's proposal in 1981.

Furthermore, you will find that in pure dollar terms, a very big
portion of that $1.5 trillion went to people in the middle and lower
income areas. In recent years we have taken many of those off the
books. Those are people with very low savings propensities and
very high propensities to consume. So I would argue very strongly
that the tax cuts on individuals and the increased tax increases on
businesses-and businesses tend to save much more at the margin
than individuals-has been a major factor in the low savings rate.

I thought we could replicate 1963 when John Kennedy and
Lyndon Johnson pushed through a supply-side tax cut-it was very
similar to Kemp-Roth-across-the-board marginal rate cuts. In
1964, 1965, 1966 we had a big increase in individual saving and the
private saving rate went up very significantly. I thought that
would happen again. It didn't. It went the other way.

Senator PACKWOOD. And you are saying the increase in 1987
when we went from 3.2 to 4.2 on savings--

Dr. WALKER. Individual savings?
Senator PACKWOOD. Yes, personal savings as a percentage of dis-

posable income, not as a percentage of GNP. They do track each
other. It is just a different percentage. Savings as percentage of dis-
posable income went from 3.2 to 4.2 in 1987. Then it has, as you
ook at 1988 and you take it month by month, gone up rather sig-

nificantly again. In January it was at 5.8 percent. I do not know if



49

this is just a temporary fluctuation or whether it is the aging of
the population, as some people say that older people save more.
But indeed it has started back up the other direction.

Dr. WAIKER. I hope it continues up. We need it very badly. Oth-
erwise, I think we have already got cost-push inflation going again.
It can turn into a real problem if we do not do something to de-
crease internal consumption.

Can I make just a couple of comments on some of the things that
I would like to get in the record?

The CHAIRMAN. Yes. Go ahead, Dr. Walker.
Dr. WALKER. Mr. McIntyre said that we said in 1978 under the

Steiger bill, that 28 percent would be the maximizing rate on cap-
ital gains. We never said that. We never said that at all. We said
28 percent is a lot better than 50 percent; and that was the basic
reason for our support.

I was going to make the point and Senator Packwood made it
better than I could. There is a maximizing rate somewhere since
this is a voluntary tax-you do not pay the tax unless you take the
realizations. The pragmatic question is, where is it? Is it closer to
28 percent or closer to 15 percent?

You asked Mr. Ross, is there a basis for the 15 percent? There is
a basis for the 15 percent. The American Council for Capital For-
mation sponsored private research on the revenue maximizing
rate. We asked economists to take another look at it and Prof. Law-
rence Lindsey pulled together five studies which included Dr. Feld-
stein and others; he concluded that the maximizing rate on the
basis of their cross-section time series analysis was somewhere be-
tween 9 and 21 percent. And so the 15-percent solution, as we
called it at the American Council for Capital Formation, was what
was proposed and later endorsed by President Reagan and Vice
President Bush.

The CHAIRMAN. Whose studies were those?
Dr. WALKER. The outside studies were pulled together by Prof.

Lawrence Lindsey of Harvard, an associate of Dr. Martin Feldstein
of the National Bureau of Economic Research. Professor Lindsey
has more recently have concluded that an 18.5-percent rate is reve-
nue maximizing. Mr. McIntyre made quite a case about the Canadi-
an situation, reflecting large realizations. The Canadian rate is 17.5
percent. So if we are taking Canada as the end-all and be-all, then
the rate looks like to be a lot closer to the 15-percent proposed,
than what we have now.

But as Mr. Pearlman said, this is an issue on which reasonable
men can differ. But these studies were authored by some-very solid
academicians and Dr. Boskin himself paid very close attention to
the Treasury's preparation of these estimates.

The CHAIRMAN. Dr. Walker, you are going to have to summarize.
Senator PACKWOOD. Let me read just one paragraph, though, if I

might, Mr. Chairman.
The CHAIRMAN. All right.
Senator PACKWOOD. Because these relate to the Feldstein and the

Lindsey studies. This is from Mr. Pearlman's testimony. He takes
the two studies, shows how far off they were and then concludes as
follows:
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I present these two examples not to criticize the two publications specifically, or
the quality of the academic literature in general. There is no question taxpayer re-
sponse to a change in the capital gains tax rate is inherently difficult to address
empirically. Rather, I refer to these two examples to suggest that the results of
some of the studies predicting high elasticities lead to conclusions which are suffi-
ciently inconsistent with history to lead our staff to discount them totally when ar-
riving at revenue estimates.

And those are the two studies that you are referring to.
Dr. WALKER. Those are the studies Ia m referring to and they are

very distinguished scholars. Unfortunately-was this Mr. Pearl-
man's statement?

Senator PACKWOOD. Yes, page 10 and 11.
Dr. WALKER. We would like to respond to that for the record. In

the original statement they put out a couple of weeks ago, they did
not make these points so that we could prepare our rebuttal to it.

The CHAIRMAN. All right. You will be allowed to give us a writ-
ten answer on that.

Senator Symms.
Senator SYMMS. Thank you very much, Mr. Chairman.
Gentlemen, I thank you for your statements here this morning. I

have several questions but I will try to start, Mr. McIntyre, with
asking you a question. That is, your main theme has always been
fairness in a fair tax system. So, assuming that, and for example, if
someone were earning $20,000 a year and yet would be taxed as
though their income were $25,000 I would assume then that you
would agree that this is unfair?

Mr. MCINTYRE. You mean if they filled out their tax form incor-
rectly or what?

Senator SyMms. No, I mean if they were taxed unfairly. That
they income was $20,000 but they were taxed as though it was
$25,000. I would assume you would say that is unfair.

Mr. MCINTYRE. Well, I guess you are talking about indexing
gains and the trade off there, as you know, in 1986 was that index-
ing was seriously considered in the Treasury Department's propos-
al but it required a much higher top tax rate to work. It required a
series of very complex adjustments on interest deductions and on
deferral of gains and was finally rejected by the committee because
it was just too hard to deal with.

But if you want to reconsidering indexing as Dr. Auerbach has
suggested--

Senator SYMMS. Would you agree with that?
Mr. MCINTYRE. I think it is worth reconsidering if you want to

have a higher regular rate of say, 40 or 45 percent.
Senator SYMMS. But you still would agree, though, that you are

taxing people on phony gains if it is just inflationary gains and the
fixed prices go up.

Mr. MCINTYRE. Well, you are if these people never borrow any
money and therefore do not have any phony interest deductions, if
these people are not deferring tax on the gain for a long period of
time before they cash it in. When you do the arithmetic on the
whole thing, the gains are not nearly as phony as they look.

Senator SyMs. Well, I guess that is-
Mr. MCINTYRE. That is why, I mean, there are a lot of people out

there who are spending great deals of money with these phony
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gains and living lives of luxury. If they are phony, they are certain-
ly enjoying themselves.

Senator Symms. Do you care to comment on that, Dr. Roberts?
Dr. ROBERTS. I do not have anything against the accumulation of

capital because it is the main determination of-the productivity of
labor and of labor's wages. So I do not think we can have a tax
system that simultaneously feels it has to punish success and then
we sit around and cry about our competitive position or productivi-
ty or something else.

So as long as we are going to have a tax system driven by envy,
we are going to have all of these problems that you gentlemen are
always wringing your hands over. And as I said in my statement, I
think we are doomed to continue to cut off our nose to spite our
face. It is just the nature of the sort of modern, intellectual frame
of mind. -

Senator Syms. Let me pose a question to you this way: Are you
saying-which of these two motivations is the most powerful in pol-
itics-the pursuit of justness and fairness in the society dr else the
pursuit of envy or greed that special interest groups try to make
themselves better offat the expense of other groups? Is that what
you are trying to say?

Dr. ROBERTS. If I look at the tax code, I would have to say envy
won. If I look at the tax code, I have to say it is driven by envy. It
is not driven by fairness. It is not driven by prospects of success,
opportunity. You have a tax system, as I said, that is extremely
biased in its treatment of saving and investment.

There have been studies and proposals to change it. One I eluded
to in my testimony was in the "Blueprints for Basic Tax Reform"
submitted by the Treasury in January 1977, which confronted this
issue of the extraordinary bias, discrimination, and unfairness
against saving and investment in the code. We have never con-
fronted this issue legislatively.

I would like to see this committee reopen that and hold hearings.
And let us find out if we can get a tax system that lets people suc-
ceed or if we have to have one that panders to envy. The one we
have now panders to envy. It is that simple. -

Senator SYMMS. Dr. Auerbach, would you like to comment on
that?

Dr. AUERBACH. Well, I do not think I have so eloquent or grand
to say as either of the previous speakers did.

Senator SYMMS. Is there not a good reason for this Congress,
though, to reduce the capital gains tax in terms of encouraging
capital investment and saving and investment?

Dr. AUERBACH. I think arguments have been made. Dr. Walker
made some of the arguments this morning. I think one could make
much stronger arguments about the overall rate of tax on capital
income.

For example, about moving to a consumption tax; about having
investment incentives. I think arguments for such proposals are on
much firmer ground than arguments for reducing specifically the
rate on capital gains and realizations.

Senator SYMmS. Well, Dr. Walker, on the administration's bill, as
I understand it, that they sent over-which I sponsor two bills to
do this-their bill is much less pared down than the-I think it is
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one of the Senators that has introduced a bill to include all capital
assets.

Do you think there should be discrimination in the capital assets
or should we reduce all the capital gains rate of taxation for any
asset?

Dr. WALKER. I would prefer reducing it across the board. But the
Treasury was intent upon producing a bill that would limit assets
and assure there would be a revenue increase. And if that can get
the job done, I would go along with that in the short run.

Senator Symms. I think my time has expired. But just if I could,
Mr. Chairman, follow just slightly.

It would seem to me like that politically it would be better politi-
cally to include everything rather than just financial instruments
and stocks and bonds and so forth for the arguments that some of
you made here already this morning.

Dr. WALKER. Well, they have housing and land in there. The rest
of them-the collectible people-do not secem to have that much po-
litical attraction.

I do not see why we do not reward people that make good art
and paintings and so on. That is part cf a great society. But we are
not going to let them get the capital gadns.

Mr. MCINTYRE. My wife is an artist; she does not want it.
Senator SyMMS. Thank you, Mr. Chairman.
The CHAIRMAN. Thank you, Senator.
Well, I think it has been productive and we have certainly had

different viewpoints and that is what we need as we try to evaluate
this. I am most appreciative of your attendance. Thank you for
your contribution.

[Whereupon, at 1:05 p.m., the hearing was adjourned.]
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The CHARmAN. This hearing will come to order.
Mr. Trier, if you would come forward and take a seat, please.
As we saw yesterday, there were some very strong differences of

opinion about the long-term effects of capital gain tax rates, the re-
sponsiveness of investors to the level of tax on capital gains, and
whether a cut in the tax rate would mean a net revenue loss or a
net gain to the Treasury. I want to be satisfied that if we do make
a change in capital gains, we will not worsen the Federal budget
deficit over the next several years.

Cutting that deficit is a major responsibility for us, and this com-
mittee will play a big part. I don't want us to pass laws that are
going to help us next year and then haunt us for years to come. If
we have trouble meeting the target of Gramm-Rudman this year,
imagine what it is going to be like next year when that target is
$64 billion. It is going to be even more difficult.

Today, we are going to be looking at the rest of the administra-
tion's revenue proposals. I want to take a close look at some of
their proposals to increase revenues, particularly the proposals to
extend the Medicare payroll tax to State and to local government
employees and to repeal the tax reduction trigger for the Airport
and the Airway Trust Fund. The administration is looking to them
as possible sources of revenue.

They have come up with a budget that assumes $13.5 billion in
new revenues for the next fiscal year. But look at the proposals
they are talking about: we have recently rejected one of them; an-
other would require the committee to reverse a decision it made
just 2 years ago. When you take these two and put them together
with the capital gains proposal, you already have a gap of $7.5 bil-
lion to plug. And, frankly, I fmd it troubling that the administra-
tion, instead of showing leadership on this issue, is effectively leav-
ing it up to the Congress to fill that gap.

(53)
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The Medicare payroll tax proposal is particularly troubling. It is
regressive. It is one that the Reagan administration proposed in
the past, now, the Bush administration is proposing it. I really
think they have their work cut out for them in selling that one.

The proposed repeal of the Airport and Airway Trust Fund trig-
ger is a classic example of budget smoke and mirrors. We have a
trust fund that is not in deficit. The money is there to improve the
quality aid the safety of air transportation, something that is
sorely needed today. But, the administration declines to spend the
money, not in order to reduce the deficit, but to make it appear
that we have reduced the deficit.

The committee put that trigger in 2 years ago to ensure that the
money in that fund doesn't just sit there; the taxes would be cut if
the revenues they provided were not used for their intended pur-
pose. The committee thought then, and I still think now, that it is
better to reduce those taxes than to let the money sit in that fund
to enable the bookkeepers to say that the budget deficit is really
lower than it is.

I must also say something about that duck test of Dick Dar-
man's. I am at a loss to see how this proposal to repeal a tax reduc-
tion, or for that matter, the Medicare payroll tax proposal, which
would raise an average of about $200 per affected employee, consti-
tutes anything but a tax increase, or a duck if you prefer.

While the administration's budget includes some tax proposals
that just aren't going anywhere, others speak just as loudly by
their absence. We will want to question the administration to see
whether they intend to let some critically important provisions in
our tax law, such as the mortgage revenue bond program, simply
expire at the end of the year.

I agree with the President on the need to make the credit for re-
search and development permanent, and I certainly support the in-
centives for the energy industry. But, given the questions I have
about the revenue effects of the capital gains proposal and the
nature of the other revenue in the President's budget, I am not
sure we have a way to pay for them.

I know very well the political constraints that the President is
operating under, given the "read my lips, no new taxes" pledge
that he made during the campaign last year. But, I must say in all
candor, after having gone over this budget, I think the President is
going to be very hard-pressed to keep that pledge.

I am going to do my best to help him, but it sure is hard to see
how those numbers are going to add up.

Now, Mr. Trier, as a Tax Legislative Counsel for the Department
of the Treasury, I want you to try that on for size.

STATEMENT OF DANA TRIER, TAX LEGISLATIVE COUNSEL,
DEPARTMENT OF THE TREASURY

Mr. TRIER. Thank you very much, Mr. Chairman,
The CHAIRMAN. Let's limit your testimony to 10 minutes; then,

we will get to the questions.
Mr. TRIER. Certainly. Why don't I really divide it into three or

four parts and try to briefly hit the highlights. The first would be
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to be responsive to your points with respect to the extension of
Medicare coverage and the airport trigger.

The second part would be to say just a little bit about our initia-
tives in the R&D area, et cetera. Third, to hit the highlights-some
of which you have mentioned-of those proposals that we are not
making, or stated otherwise, that we have decided not to put in the
budget even though they are expiring provisions. And then, finally,
just say what has motivated us and our budget proposals generally.

First, with respect to the extension of the Medicare coverage and
the Airport and Airway Trust trigger, both of which are provisions
and things which were discussed during the years of the Reagan
administration as you pointed out. I would Say two things in re-
sponse to your comments. One is that we continue to believe pretty
strongly that the general case for extension of Medicare and hospi-
tal insurance to State and local employees is quite strong. We do
have a duck issue with respect to that, but I guess that I would
look at this as one of those cases in which there really is an articu-
lable basis for saying that this is not a true tax increase. The basic
concepts we have here is that some State and local employees bene-
fit from this in any event, and to the extent they are not, they are
probably most rationally treated as under Medicare. And to have
them be subject to the tax is really simply, you could view it as
part of a user fee sort of theory. It is not really a tax increase, per
se, in the general sense of the term.

With respect to the Airport and Airway Trust trigger, obviously
our proposal does have the effect of increasing receipts. It does
have the effect of making the numbers come out better. But our
plans continues to be consistent with the underlying notion, or
policy underlying the trigger, which is that we do in fact intend to
spend the money with respect to Airport and Airways facility mod-
ernization that would come from allowing the trigger to go into
effect. And if that is true, admittedly that does give rise to in-
creased receipts in an overall way. But we are really permitting
this to be the source of revenue for an expenditure that is part of
the infrastructure of the economy. As far as our country, in gener-
al, you are going to have to spend.

So I understand your points but I would have to respectfully dis-
agree with them.

From the perspective of the spending side, the tax expenditure
side of the budget proposals, we really have, a basic threshold deci-
sion. And the threshold decision is where are we going to be in
favor of things which do have some negative, perhaps revenue
impact, but on the other hand, we think can be supported. We
come into that with the same perspective that I am sure we all
have now, that is, we are in a period Of budget austerity, and we
have to be very selective. We have to establish clear priorities and
we have to make sure the whatever tax provisions that favors
something are very efficient. They really have their effect. And it
is establishment of the priorities and efficiency of governing where
we have made our draw, where we have drawn our lines.

The R&D credit we continue to believe is an extremely impor-
tant thing. We are in agreement on that. We think that to be able
to make the credit permanent, to be able to change its structure so
that it has the impact of being very efficient on how much it in-
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duces extra research is very important. And those policy consider-
ations underlie the Bush administration's proposal in that regard.

With respect to the oil and gas incentives, energy incentives, that
are the same sort of considerations. Although there, our concern is
that because of the recent economic events, this is an area that at
least temporarily needs a boost, and we think it is quite important
for the economy in general and for the defense needs of the coun-
try.

The enterprise zone initiatives fits into, we believe, a strong
social policy with respect to urban areas, and the child care credit
as well.

There were, however, some proposals which were not made and
in which case we decided to let provisions expire. And I would
think that it could be safely said with respect to almost all of these,
the Bush administration supports the basic objectives. But what we
decided was that for efficiency reasons, or other reasons, that the
tax proposal is not justifiable. I think two or three of the most de-
batable in this regard are the most interest to you-the mortgage
revenue bond provisions-we would permit to expire. As you know,
during the Reagan years and now starting with the Bush adminis-
tration, that has been a pretty consistent Treasury position.

The basic theory there is not that we are against housing, and
not that we think that this is anything other than a very strong,
important social policy to encourage housing, but we think that the
tax exempt financing and mortgage revenue bonds is simply a
quite inefficient means of stimulating housing. And the basic prob-
lem there is the inefficiency of tax exempt financing in general;
that not all the tax revenue itself goes to the ultimate benefici-
aries, either because the middle men get them or because of the
difference in rates under which people benefit.

The second one which, for us, is a much closer call, is the low-
income housing credit. As you know, the extension of that beyond
its expiration this year was not put in the budget, despite, of
course, the fact that we strongly feel the need to increase low-
income housing.

But with respect to low-income housing, at least at this point we
continue to have a concern that, again, this tax expenditure is not
acting efficiently. In some ways, you have the same problem you
had with respect to mortgage revenue bonds. You have a middle
person that gets some of the benefit. In other ways, the problem is
trying to determine whether you have really stimulated people
that would not otherwise do a low-income housing deal to do it.

And, third, we have some question as to whether the housing
projects are actually run in a way such that after the transaction is
completed the project will for its life increase or help out the low-
income people.

I would also like to say a few words about a couple of other pro-
posals. As is well known now, at this point in time we are no
longer in favor of the extension of the special breaks for thrift in-
stitutions and banks. Basically, the reason for that is that it is two-
fold. First, because, as with all these tax provisions, there is a sig-
nificant inefficiency in the way these provisions operate. But,
second, we really look at the Bush administration proposals with
respect to troubled thrifts as supplanting, or, in effect, replacing
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the role of these provisions and being the best and most direct way
of dealing with this very bad problem.

There has also been a significant amount of interest expressed
with us at Treasury with education and revising the Educational
Assistance Program. There again, at least the data that we think is
the best, seems to indicate that it is a pretty inefficient subsidy to
educational assistance, and, moreover, that it really is helping out
some people significantly more than others.

So we have had to draw up some tough lines. We are all in a
very difficult situation. I understand the concerns that you have
expressed at the outset, Mr. Chairman, but this is the rationale for
the lines that we have drawn in this regard.

I would be happy to take any questions you may have.
[The prepared statement of Mr. Trier appears in the appendix.]
The CHAiJMAN. Why don't you go ahead since we don't have the

other members are not here yet, if you want to take another 5 min-
utes.

Mr. TRIER. Why don't I say a little bit more about the specific
proposals, then, that we have made. First, with respect to the R&D
credit, just to get across the basic concept that we have. As I said
earlier, there are several different policies that underlie our pro-
posal. First of all, we think this is a true priority. Getting the coun-
try's growth going again, reestablishing our technological superiori-
ty is an extremely important objective of the administration and
we believe of the country as a whole. For that reason, this is a
place that we think the expenditure of money is important.

The important thing about our proposal, which is, as you know,
very similar to Senator Danforth's proposal, is that we think it
makes the R&D credit even more effective. There are several as-
pects of that. The first is that there is the permanency of it. For
planning purposes, that is an extremely important point. Second,
unlike the existing provision, this would be based in general on a
fixed base. As has been the case in the past, it would be an incre-
mental credit. It would be to the extent to which you could in-
crease your expenditures. But the base would not be based, the
R&D credit expenditures that you had in previous years for which
you took the credit, So you don't have this strange phenomenon in
which doing something now actually hurts the extent to which you
can get a credit later on. And we think that is a very important
aspect of it.

Third, to encourage startups, you would not have to yet be in a
trade of business when you take the credit. So that is a very impor-
tant proposal that we have and that is the rationale for that pro-
posal.

With respect to the child care credit, we have spent a fair
amount of time in actually drafting that. Hopefully, ill have that
introduced sometime in the next week or two. Again, there are
other Senators with similar proposals around.

I think to understand this proposal we have to understand that
we really think that this is part of the kinder-gentler America
theme, and that, hopefully, this will be reasonably administrable
because it is based conceptually on the earned income credit. It is a
refundable credit. A lot of the paper work that is associated with it
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is the same paper work that employers may otherwise be used to,
or accused to. And, hopefully, that will be adopted in some form.

Are we ready for questions?
The CHAIRMAN. I understand that, prior to your Government

service, you served as a bond counsel. Is that correct?
Mr. TRIER. That is true, Senator, as a tax lawyer on t%x exempt

financing transactions.
The CHAIRMAN. Well, on mortgage revenue bonds, ycl stated

that the administration feels that tax exempt bonds are a very in-
efficient way to try to promote housing. Isn't it true that, under
the 1986 Tax Reform bill, we went a long way in trying to correct
that inefficiency?

In addition, if you agree that access to affordable housing is a
problem, isn't it irresponsible to propose eliminating that credit
without coming up with an alternative?

Mr. TRIER. Well let me address that question in two ways. One is
that it is true that I did quite a bit of tax exempt financing work,
and it is always with some trepidation that I get out there and tes-
tify against my own practice. On the other hand, I would say two
things with respect to it. Two-thirds of my practice was low-income
housing transactions and mortgage revenue bonds in the bond
area. Based on that experience, I in fact have some skepticism
about the efficiency of those provisions. That does not mean at all
that I am against tax exempt financing in general. There really are
at least three different types though. There is the general obliga-
tion type. There is the type where you are talking about the sewers
for a city, the infrastructure financing, and then there is the third
kind where you really do have a private interest that owns it, but
you hope that it is an incentive to do something that is for the
public good.

And I thought in practice, and continue to think, that there
really are efficiency considerations with respect to the mortgage
revenue bonds, low income housing financing, and in fact, low-
income housing credit.

With respect to each of these, that does not mean that the ad-
ministration doesn't think that they are important goals. For ex-
ample, with respect to housing, our own view is that the most effi-
cient thing is to give vouchers to the low income people themselves.
You take out that layer of middle people by doing so, thereby
making what is in effect an expenditure of governmental funds
more efficient. And that really is our alternative with respect to
mortgage revenue bonds.

With respect to the low-income housing credit, I would have to
say that I think we generally view that as a much closer call.

The basic notion of the structure of the low-income housing
credit by which you put in one place a bunch of different incentives
we believe is a good thing. And we think the 1988 act made the
low-income housing credit more efficient. But in this difficult proc-
ess of drawing lines, we decided, at least initially as part of the ad-
ministration budget, thatas we see it at this moment, we do not
think the case could be made for putting that extension in the
budget.

The CHAIRMAN. Well, let me ask you another one. Let's talk
about the trigger for the Airport Trust Fund.
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Mr. TR=s. All right.
The CHA a1. You deem that to be a user fee. How can it be a

user fee when you don't spend the money?
Mr. TRm. I don't want to quite call it a pure user tax, but it is

something that-
The CHAuiAN. Well is it a duck or isn't it a duck? It sounds

more like a waffle.
Mr. TRm. The ultimate decision as to whether it is a duck rests

above me, but I can't speak for the expenditure issue directly obvi-
ously. That is not the position that I have. But it is at least my
understanding that the assumption underlying this proposal is that
in fact in the short or the long run these monies wifbe needed
and will be expended for the purpose for which they are designed.
which is the modernization supports.

The CHAmw~x. Well, that is not what we have seen. We did not
need the Eastern strike to find out how much trouble we are in.
We have got some real problems relating to modernizing our air
transportation system.

Mr. TimE I understand that.
The CHAiMAN. I also noticed the proposal on the so-called tax

gap. The administration claims $3 billion can be raised over 5 years
through improved IRS tax collections by adding 1,360 new person-
nel at the IRS. That is very interesting to me. I think it is rather
ironic. I happened to notice it in President Bush's budget because I
remember some of his comments during the Presidential cam-
paign-

Mr. TriER. I recall it too.
The CHAIRMAN. All right. He criticized proposals to increase rev-

enues by improving IRS tax collections as seeking-in his own
words- 'to put an IRS agent in everyone's kitchen." Has the Presi-
dent changed his mind?

Mr. TRIER. I don't think he has changed his mind in the desir-
ability of putting an IRS agent in everyone's kitchen, I do think
that perhaps there is a difference of degree between our proposal
and the extent to which we rely on it and that of you and Mr. Du-
kakis.

But I would admit that basically that we do view a relationship
between the amount of funding for the IRS, and in fact the amount
of revenues that can be raised in it. Up to some level, given the
incredible difficulty that they have, and the enormous complexity
of audits and indeed the administration of law now, up to some
level, we believe it is important to fund them more. And then, in
fact, that will have a positive impact on our revenue situation.
_ The CHAIRMAN. Well, I have seen the change in attitude on as-
sault rifles, I was just trying to see how far this thing goes.

Let me get to another question. I see under user fees that the
administration is talking about charging taxpayers for calls they
make to the IRS with questions on their taxes. I would be interest-
ed in knowing the nature of that fee. It seems to me that those
that are callhig are those that are most concerned and want to
comply. And then I read that many of the IRS's answers are
wrong. Would taxpayers get a discount for a wrong answer?
[Laughter.]

Explain that to me.
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Mr. TRIER. All right.
The proposal as I understand it at this moment is a pilot pro-

gram.
The CHAnRMAN. No. We were talking about pilots on the trust

fund.
Mr. TRIm. It would be a test program, let's call it, as whether

this user fee is an appropriate response to what is in fact a fairly
significant load on the IRS. Not just to answer questions of the-tax-
payer, assistance calls, but more directly to answer a variety of
more complex questions, or tell them where schedules are, or what
forms are available, that type of thing.

If the pilot program did not work out, if in fact it just was not
worth it, did not seem fair, whatever, of course, it would not be fi-
nally adopted. It is an idea for, again, in a sense, imposing a user
fee.

With respect to the points you raised, which I think are very
fair, which is, one, whether you are really discouraging people that
are trying to be honest and complying, but charging them some-
thing, I think that is a problem. I think that is one of the things
that should be-one of the objectives or considerations that should
be taken into account in assessing whether this pilot program is a
good thing or not. However, there are other aspects of the tax ad-
ministration. You charge user fees for ruling requests. And, of
course, the people that are coming to IRS for the ruling request are
good people in general, people who are trying to find the right
answer.

As to the accuracy, I think this user fee would probably be some-
thing that perhaps apply not just in the cases of asking legal ques-
tions, but obviously making the responses more accurate was a
major objective of now prior Commissioner Gibbs, and has to be
one of the IRS generally going forward, irrespective of whether this
user fee goes into effect.

I, myself, cannot figure out any meaningful way that we can dis-
count it for the answer being wrong. But again, that should be
taken into account, I think, in assessing whether it is a worthwhile
thing.

The CHAIRMAN. Senator Chafee.

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

Senator CHAFEE. Thank you, Mr. Chairman.
I just wanted to ask one question if I might about the Federal

Communications Commission's unassigned spectrum. Has that been
explored, Mr. Chairman?

The CHAIRMAN. No, it has not.
Senator CHAmF. As I understand that, there will be a competi-

tive bidding process for the licenses to obtain the unassigned spec-
trum. Is that correct?

Mr. TRiER. I am not familiar with this.
Senator CHAFEE. Well I notice that is one of the items. I just

want to say-to me, I don't know the details of this-but I think it
makes an awful lot of sense that when you have something that is
limited that it should go to the highest bidder and not parceled out.
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A whole host of people make bids, and tt..en somehow there is a se-
lection made.

Mr. TRmIE. Yes.
Senator CHAFFE. In our State beaches, for example, if somebody

wants to have the hot dog concession, we put it out to competitive
bid, and whoever bids the most gets it. And everybody thinks that
is a perfectly fair way to proceed. But for some peculiar reason, in
giving out very limited broadcasting spectrums, that has not tradi-
tionally been looked on as fair.

Mr. TRIER. Right.
Senator CHAFEE. I would encourage you to examine this issue.
Mr. TRIER. I will look into that and get in contact with your

office.
Senator CHAFFE. I suspect that that is the President's proposal,

and it makes a lot of sense to me.
We have been around and around in so many of these other

issues for years. I will not pursue them except that whatever argu-
ments you have-and I have not been here to listen to them all-
on some things like mortgage revenue bonds, the R&D tax credit,
the low-income housing tax credit, things like that, we just plain
have not agreed and that is that.

I understand again you have come in for the Medicare payroll
tax.

Mr. TRIER. That is true, sir.
Senator CHAFF . And I have always supported that. I guess

others in this committee have not. And to me it makes sense, be-
cause eventually these folks are going to be using Medicare, and I
think it is only fair that they should be paying for it.

Those are the only observations that I had, Mr. Chairman.
Thank you.

The CHAIRMAN. Senator Heinz.

OPENING STATEMENT OF HON. JOHN HEINZ, A U.S. SENATOR
FROM PENNSYLVANIA

Senator HEINZ. Mr. Chairman, thank you.
I really don't have a lot of questions because I think the testimo-

ny is quite succinct. I do commend you on putting right up front
the good news and the bad news, but I do think that we have to get
working on the budget very quickly. There are a number of tax
issues. And I would like to ask you to take a message back to the
Secretary and the President, which is to quickly appoint the very
qualified people to the top tax position in Government. I am not
only thinking of the Assistant Secretary who apparently there is
an intention to nominate, but the IRS itself is, with the departure
of Larry Gibbs, leaderless, and I hope it is not rudderless as of now.
One month and 2 days from today is April 17. There will be about
100 million taxpayers' returns arriving on your doorstep. And the
thought of them arriving and not having an IRS Commissioner is
not something anybody ought to look forward to.

With respect to the revenue items in the President's budget, I
certainly do support the extension of the R&D tax credit. I think it
is very limited and I think it overlooks a lot of things that this
country should be supporting. I support the R&D allocation rules,

99-833 0 - 89 - 3
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but there are other extender items that I am disappointed that the
President has not supported. Of particular concern to me is that
the targeted jobs tax credit, which has proved to be an extremely
effective tool in providing employers the incentive to hire workers
from target groups. It is a program that works, and it should clear-
ly be made permanent. Employee educational assistance should
also be extended. It provides workers with a chance to go to school.

Mortgage revenue bonds have provided a means for low and
middle income families to afford homes.

In Pittsburgh, that program alone has provided some 14,000
housing units in targeted neighborhoods.

I won't list all of the other expiring provisions. This committee
has certainly supported them over the years. While the administra-
tion may not support them, I do believe there is going to be sub-
stantial support from many of them in Congress and we are going
to need your help to find ways to make sure that we can afford
them.

I believe also that it is time that we made these provisions per-
manent so that we do not go through this exercise of arm wrestling
and arm twisting every year. It makes it impossible for the pro-
grams that we end up supporting to work effectively. They have
becom- on again, off again, and that is a poor way to conduct
public policy. You don't favor enacting most tax provisions on an
annual, or 2- or 3-year basis. That would drive you and everybody
in this country nuts.

What you-and we, in effect-are doing to ourselves and our con-
stituents is to drive them equally crazy with the uncertainty that
we create.

Thank you, Mr. Chairman.
Senator CHAFEE. Could I say one word, Mr. Chairman?
The CHAIRMAN. Yes, of course.
Senator CHAFEE. Thank you, Mr. Chairman.
Mr. Chairman, I was in error when I said that on the R&D tax

credit, you have got that in there.
Mr. TRIER. Right.
Senator CHAFEE. And I apologize.
Mr. TRIER. I wondered why.
Senator CHAFEE. No.
The CHAIRMAN. But they made some changes in the provisions

and he went into that.
Mr. TRIER. Yes.
Senator CHAFEE. I apologize. I was incorrect in that. And I do

want to congratulate you on that, and also on the allocation of the
research expenses of multinational firms. That is something we
have struggled with. I want to congratulate you for including that
also.

Mr. TRIER. All right.
Senator CHAFEE. Thank you, Mr. Chairman.
The CHARMAN. Senator Packwood.
Senator PACKWOOD. No questions, Mr. Chairman.
The CHARMAN. Let me ask you about the educational assistance

exclusion, which expired. I know this President wants to be known
as an education President, and that that is a focus of his budget.
You are not recommending the extension of that provision. Do you
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feel there are enough tax incentives-for education? Would you ex-
plain that? It seems to me to be contrary to what the President is

oping to achieve.
Mr. TRIER. Let me respond to that in a couple of steps, that I

think they are basically pretty obvious. The first is, we all are very
strongly in favor of increasing the education level. It has got to be
one of the highest priorities oF the country.

The question is whether this particular type of tax provision is
the proper expenditure for the revenues of the Government to do
that. And we continue to believe, that is, we have testified the last
couple of years, as people pointed out-this has been said before-
that this way of doing it is not, in essence, very efficient, and in
fact not very fair, because the people that get the benefits from
this subsidy, or this incentive, really are dependent upon their par-
ticular employer being situated in a way that this kind of program
is provided.

If I were a king, and we had unlimited revenues, I frankly would
give individuals each some sort of voucher or tax deduction to sup-
port education. It is something that I believe in. And we all realize
that that is probably too expensive at this point in time. So the
real question is whether this proposal makes sense.

The CHAIRMAN. Well, you say you are concerned that it is not as
efficient as it should be. When you think about the desires of this
President, as compared to the previous one-and I mean this Presi-
dent's announced deep interest in education-do you have an alter-
native proposal?

Mr. TRIER. I don't think I could state fairly that there is a direct
alternative, you know, the voucher type. I think the expenditure of
money on education-and I do not know the actual figures in the
budget, well I probably cannot know it-remains an important
policy objective of the President.

The CHAIRMAN. Well, let me ask you another one. Let's talk
about enterprise zones for a moment.

Mr. TRIER. Uh huh.
The CHAIRMAN. You are talking about enacting tax incentives to

encourage employment, investment tax credits, and yet you do not
spell out what these tax incentives will be. An yet, you know that
they are going to cost a billion dollars. How can you know the cost
when you do not even know what the tax incentives will be or do
not spell them out? How did you arrive at that cost estimate?

Mr. TRIER. The way-it was arrived at, there is a couple points
that you are really making in there and they are fair points. One is
the structure of the incentives has not been finally determined at
this point.

The CHAIRMAN. But you know it is going to cost a billion dollars.
Mr. TRIER. The structure of those incentives as it is developed

would be designed so that that much is expended.
The CHAIRMAN. In other words, first you put a price on it, then

you try to draft tax incentives that cost that amount. Is that what
you are saying?

Mr. TRIER. That's right.
The Chairman, Are you going to call it a user fee?
Mr. TRIER. No.
The CHAIRMAN. I have no further questions.
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Mr. TRizR. Thank you.
The CH~iRnIAN. Thank you very much.
Mr. TaRxm. Thank you very much, sir.
The CHAnut". Thank you.
[Whereupon, at 10:45 a.m., the hearing was concluded.]
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PREPARED STATEMENT OF ALAN J. AUERBACH

Mr. Chairman and Members of the Committee: It is a pleasure to appear before
the committee to give my views of Prsident Bush's proposal for a reduction in
taxes on capital gains. I appear here as an individual, and my opinions are not nec-
essarily those of any organization h with which I am affiliated. My understanding of
the proposal's provisions is based on the Treasury's February, 1989 General Expla-
nations.

In my testimony, I deal with a variety of economic issues concerning the costs and
benefits of capital gains tax reductions in general, as well as the particular proposal
at hand. This is not the first time in recent years that your committee has consid-
ered altering the tax treatment of capital gains and, regardless of the fate of the
current proposal, the issue is bound to arise again in the future. Therefore, it is im-
portant to have a perspective on the broader issues that are relevant to the topic of
capital gains taxation.

My discussion begins with a review of the effects of capital gains taxation.

CAPITAL GAINS TAXATION AND ITS EFFECTS

There are four salient features of the capital gains tax as it currently applies:
A. Realization and the Deferral Advantage

Unlike other capital income taxes, the capital gains tax is imposed only on real-
izations. While interest income and dividend income is taxed annually, capital gains
are subject to tax only when the investor chooses to incur the tax through an asset
sale. This provides the investor with two advantages. First, by delaying the payment
of taxes on gains already earned but not realized, the investor in effect receives an
interest-free loan from the government that is proportional in size to the unrealized
gain; the bigger the-gain, the bigger this deferral benefit. The choice of realization
date also permits the investor to take advantage of tax rate fluctuations over time
that may result either from changing individual circumstances (temporarily low
income or high deductions, for example) or changes in the tax law. This enhances
the deferral vcdvantage, as investors may not only defer payment of the tax on an
unrealized gain but also reduce the tax that is eventually paid.
B. Basis Step Up at Death

There is no capital gains tax paid at death on an investor's unrealized gains.
Moreover, whoever inherits the appreciated property receives a basis that is
"stepped up" to market value, so that the gain receives more than continued defer-
ral; the tax is simply forgiven.

Characteristics A. and B. have important effects on taxpayer behavior. First, they
encourage individuals to hold appreciating assets, rather than assets that provide
most of their return in the form of current income. Second, they encourage firms to
alter their financial policies, reducing dividends and retaining more earnings to de-
liver favorably taxed capital gains. Third, they cause a "lock-in" effect, whereby the
investor has an incentive not to sell an a set in which a gain has accumulated, even
if other factors would cause a shift in investments. Since the size of the benefit of
continued deferral is proportional to the size of the unrealized gain, the lock-in
effect is most serious for large gains and, typically: assets that already have been
held for a long time. Likewise, the beLefit of escaping capital gains taxes entirely at
death becomes more important over time, as estate planning becomes more of a rel-
evant concern.

(65)
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C. Limited Deduction of Capital Losses
Regardless of their size, an investor cannot deduct more than 3,000 in realized

capital losses in excess of realized capital gains. This provision is really a necessity,
given the voluntary nature of realizations. As already discussed, the deferral advan-
tage associated with unrealized gains is proportional to the size of such gains. The
same logic applies in reverse to unrealized losses: the larger the loss, the more of an
incentive to sell and receive a deduction immediately, to prevent the government
from getting a tax-free loan from the investor. Combined with the lock-in effect, this
"lock-out" effect encourages a pattern of realizing losses and holding gains, exacer-
bating the revenue effects of the deferral advantage; an investor with little net ac-
crued loss can still report a significant capital loss in anygiven year by holding a
diversified portfolio and selling assets that show a loss. Under a realization-based
scheme, the only solution to this problem is a limitation on the deductibility of cap-
ital losses.

Although the net cast by the capital loss limitation may succeed in limiting the
"tax arbitrage" behavior just described, it ensnares less harmful activities as well.
The point is often made that capital gains taxes discourage risk-taking and venture
capital enterprises. This is true, and it is largely due to the treatment of capital
losses. The government plays a game of "heads I win, tails you lose" with investors.
If the gamble pays off, the project succeeds and the entrepreneur or venture capital-
ist faces a capital gains tax. If the project fails, the ensuing losses may be recouped
only if an investor has sufficient capital gains from other sources.
D. Taxation of Nominal Gains

Capital gains are measured relative to original purchase price, but this price may
have been paid many years earlier and may represent significantly more purchasing
power in today's prices. An investor with a large realized gain may well have
earned no gain at all in terms of real purchasing power.
E. Summary

The current treatment of capital gains encourages investment in assets qualifying
for capital gains treatment, even under current law, because of the deferral advan-
tage that remains. However, this treatment also causes a lock-in effect, interfering
with the reallocation of capital in the economy. It discourages risk-taking by treat-
ing gains and losses asymmetrically, and penalizes investors selling assets following
periods of high inflation.

Each of these distortions would be lessened by a reduction in capital gains taxes.
Since the size of the tax deferred by choosing not to realize a gain would be reduced
if the tax rate itself were lower, the lock-in effect would be weakened. The gap be-
tween the positive tax rate on gains and the zero rate of refund for losses would also
decline, lessening the penalty imposed on risky ventures, Finally, the overtaxation
of real capital gains would be offset by the exclusion of a portion of these gains from
the tax base or a reduction in the rate at which gains were taxed.

At the same time, however, such a reduction would worsen other distortions asso-
ciated with the capital gains tax. The policy would further penalize the distribution
of earnings by corporations. It would encourage investors to reduce holdings of fully
taxable assets, incur additional debt, and engage in other transactions to facilitate a
conversion of fully taxed income into income qualifying for capital gains treatment.
Yet none of these costs is inevitable: none of the apparent objectives of a capital
gains tax cut require that particular policy to be undertaken. Alternatives exist that
are at once more effective and less likely to worsen other distortions.

ALTERNATIVES TO A CAPITAL GAINS TAX CUT

While I am not here to advocate particular schemes, I believe it is useful to illus-
trate the alternatives that exist and are in many respects to be preferred to a reduc-
tion in capital gains taxes for the achievement of particular objectives.
Inflation

The correction for inflation made by reducing capital gains tax rates is a very
rough one, since all assets receive the same relief regardless of the extent to which
their size is overstated by inflation. Moreover, contrary to the argument one often
hears, a correction for inflation is more important for assets held for relatively
short periods of time than for those held for extended periods. Put another way, the
reduction in capital gains tax rates needed to offset the impact of inflation declines
with the length of the holding period. This is a fact, not in hypothesis.

Indexation is relatively straightforward to implement, as the Treasury demon-
strated in its important 1984 report on tax reform. It is unfortunate that the index-
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ation proposal contained in that report was dropped and that only the increase in
the capital gains rate itself survived. Perhaps the improving inflation outlook in the
mid-1980s influenced this outcome, but more recent macroeconomic events remind
us that inflation may return in the future.
Risk Taking

One of the Administration's aims in excluding depreciable assets and "collect-
ibles" from the proposed reduction in capital gains tax rates may be to focus the tax
incentive on "productive" investment and risk-taking. But it remains a very blunt
instrument for this purpose. The Treasury's previous 1985 study of the effects of
capital gains taxation pointed out that roughly .1 percent of outstanding corporate
equity is associated with venture capital operations, and that perhaps half of this
very small fraction of venture-capital equity is held by pension funds and other in-
vestors not affected by changes in capital gains tax rates. Reducing the tax rate on
all capital gains, even if the provisions were restricted to gains on common stock,
would have a benefit-cost ratio verging on the microscopic.

One could limit the windfall benefits of a rate reduction by restricting it to new
issues of equity or, at the very least, to equity purchases made after some effective
date. Alternatively, if the focus is to be on common stock, an expansion of the class
of assets subject to existing mark-to-market provisions could be implemented. Once
this were done, and the voluntary nature of gain and loss realizations were reduced,
it would be possible to allow a more generous allowances for capital losses.

The Lock-In Effect
There is no doubt that one way to eliminate the lock-in effect is to cease taxing

capital gains. Reducing the tax rate moves in that direction. The lock-in effect is not
simply a product of the capital gains tax rate, however, but also the way that capital
gains are taxed. The interest on bonds selling at par is presently taxed at the same
rate as capital gains, yet there is no lock-in effect discouraging sales of such bonds
by taxable investors. This is because interest is taxed when it is earned, not when its
recipient chooses to be taxed. If marketable assets are the primary concern, a mark-
to-market system would eliminate the lock-in effect completely, regardless of the
rate of tax. It would be possible to reduce the rate of capital gains tax while moving
to a system of marking to market that would maintain or even enhance the attracti-
veness of such investments while at the same time eliminating the lock-in effect.
Whatever the revenue gains from increased realizations caused by a simple cut in
tax rates, the gains would necessarily be greater under a system of marking-to-
market, for the incentive to delay realizations would have been done away with en-
tirely.

Short of such an ambitious change in the approach to taxing capital gains, a more
modest way to reduce the lock-in effect would be to tax capital gains at death or at
least eliminate the step-up imi -iuis that occurs when assets are transferred at death.
The revenue raised by such a policy could be given back through a small reduction
in the rate of tax on capital gains, with the net result being a similar incentive to
invest in capital assets and a reduction in the lock-in effect. I know that previous
attempts to adopt such a policy have not succeeded, but this move would represent
an improvement from the economic perspective, and I feel obliged to say so.
Tax Revenue and Tax Incidence

The Treasury has produced estimates suggesting tH-t the president's proposal
would raise a small amount of revenue in the short nd long runs, losing some
during the transition from a one-year minimum holding period to a three-year
period. These revenue estimates are based on the Treasury's previous empirical
findings regarding the responsiveness of capital gains realizations to tax rates,
which predict a high degree of permanent responsiveness, compared to other serious
empirical studies. Combined with a tailoring of the proposal that appears aimed in
part at making the short-run revenue forecasts more attractive (such as the phasing
in of the three-year minimum holding period), one would have to classify these pre-
dictions as optimistic.

I find the projections of the staff of the Joint Committee on Taxation to be more
plausible. However, there is a great deal of uncertainty about the true revenue ef-
fects. The causes of this imprecision are both empirical and theoretical. The empiri-
cal problem is that it has been difficult to distinguish long-run and short-run re-
sponsiveness to capital gains tax rates. It is clear that capital gains realizations are
very sensitive to tax rate changes, but this sensitivity appears in large part to re-
flect shifting of --. :ns to low-tax years rather than permanent changes in behavior.
If a large part of the observed responsiveness is due to timing decisions. then an
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announced tax rate reduction could lead to a considerable long-run revenue loss,
even if a particular year's revenues increase.

From the theoretical perspective, it is useful to ask whether the large long-run
elasticities used by the Treasury in its calculations could be generated simply by an
increased frequency of realizing gains and a reduction in the fraction of gains held
until death. Some simple calculations suggest that the doubling of predicted realiza-
tions built into the Treasury estimates would require a considerable speeding up of
realizations. For example, if assets appreciated annually at a rate of 10 percent, one
fourth of all assets were held until death and never sold, and the remaining assets
were sold once every ten years, the annual ratio of realized gains to assets would be
4.7 percent. Doubling this ratio would require that all assets be sold and all capital
gains be realized every year! Such a calculation is too simple to be realistic but it
does suggest that some of the apparently large response of capital gains realizations
to tax rate reductions must come from timing and from the conversion of other
types of income into capital gains.

One natural criticism of a capital gains tax cut is that it is a regressive policy.
Some have argued that, since revenues are not projected to fall, those who pay cap-
ital gains taxes will not receive a reduction in their tax burden. At best. this is true
only in the most formal sense. If investors choose to pay more taxes, it is because
doing so makes them better off, This presumes that they really are paying more
taxes. If they do not actually pay more taxes, because the permanent increase in
capital gains is smaller than predicted or because other taxes paid by these inves-
tors fall as a result of the increase in realizations, then the point is even stronger.

THE DEBT-EQUITY DISTINCTION AND CORPORATE PLANNING HORIZON'S

This committee has recently considered the potential problems associated with le-
veraged buyouts and, more generally, increasing corporate debt-equity ratios. Reduc-
ing the extent to which the U.S. tax system favors debt over equity is a sound objec-
tive to pursue, although it is doubtful that this one factor is the primary cause of
recent changes in corporate management structure and financial policy. Reducing
capital gains tax rates will narrow the gap between equity and debt, encouraging
companies to issue equity rather than debt. However, in the short run, such a reduc-
tion in rates may actually encourage the conversions of equity into debt, for it will
reduce the immediate capital gains tax cost of doing so.

Moreover, an increased differential in the tax rates on dividends and capital gains
will encourage corporate retentions. Such a policy may be viewed as enhancing na-
tional saving by increasing corporate saving, but there is no clear evidence that
household consumption actually goes down when corporations save more. It is en-
tirely consistent with existing evidence that household saving goes down to offset
increased corporate saving. The net impact of an induced increase in corporate
saving, then, may be to deny funds to those firms that must go the capital market,
including those fast-growing and venture capital enterprises that the policy is sup-
posed to help.

Finally, let me offer a tentative opinion regarding the prospective three-year min-
imum holding period scheduled to apply beginning in 1995. A stated aim of the
three-year minimum is to lengthen the planning horizon of managers by encourag-
ing long-term commitments by investors. Such an objective may well be desirable,
but reducing the rate on long-term gains could work in the opposite direction. One
of the reasons often given for the supposed shortening of the planning horizons of
U.S. companies is the recently heightened takeover threat that managers face, forc-
ing them to produce results immediately and sacrifice potentially lucrative long-
term projects and planning. A lower rate of capital gains tax, even if it applies only
after a three-year holding period, will facilitate takeovers, even as it may encourage
investors to invest for the longer term. I cannot predict which effect will be strong-
er.

CONCLUSIONS

I believe the proposed reduction in capital gains tax rates will reduce federal tax
revenues. However, this question should not be the main focus of discussion. The
recent preoccupation with revenue estimates has diverted attention from many crit-
ical issues regarding the effects of capital gains taxes. Despite recent budget pres-
sures, it is inappropriate to judge tax measures solely by their revenue effects. Were
this a particularly desirable policy in other respects, it might well be worth finding
money elsewhere in the budget to pay for it. For the reasons stated above, however,
I do not see that this standard is met.
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INTRODUCTION

The Senate Committee on Finance has scheduled a hearing on
March 14, 1989, on the tax treatment of capital gains and losses
and the President's budget proposal to reduce the tax rate on cer-
tain capital gains to a maximum rate of 15 percent.

This pamphlet,' prepared in connection with the hearing, pro-
vides'a description of the present-law tax treatment of capital gains
and losses, legislative background, the President's budget proposal,
as vell as a brief analysis of issues related to the President's pro-
posal.

Prior Joint Committee on Taxation staff pamphlets 2 also pro-
vide a discussion of prior law tax treatment of capital gains and
losses and related issues.

IThis pamphlet may be cited as follows: Joint Committee on Taxation, Tax Treatment of Cap-
ital Gains and Losses (JCS-7-89), March 11, 1989.

' See, Joint Committee on Taxation, Tax Reform P-oposals: Taxation of Capital Income (JCS-
35-85), August 8, 1985, pp. 24-44, and Joint Committee on Taxation, Taxation of Capital Gains
and Losses (JCS-52-83), November 1, 1983.

(1)



72

I. PRESENT LAW

In general, gain or loss reflected in the value of an asset is not
recognized for income tax purposes until a taxpayer disposes of the
asset. On disposition of a capital asset, long-term capital gain is
presently taxed at the same rate as ordinary income. Long-term
capital loss is deductible against capital gain, but not against ordi-
nary income except to a limited extent. For depreciable property
used in a trade or business and not held for sale to customers, and
for certain other noncapital assets, net gain can be treated as cap-
ital gain, while net loss is an ordinary loss.

A complex set of statutory provisions attempts to limit the abili-
ty of taxpayers to recharacterize ordinary income assets as assets
eligible for capital gain treatment, and also requires recharacteri-
zation of capital gain as ordinary income to the extent of certain
prior deductions from ordinary income. In addition, certain judicial
interpretations of the statutory provisions require gain or loss to
be characterized as ordinary, rather than capital, in certain cir-
cumstances.

As a result of the changes made by the Tax Reform Act of 1986,
taxing capital gains at the same rate as ordinary income, many of
these rules now affect only the determination of the deductibility
of capital losses.

The Tax Reform Act of 1986 provided that the maximum rate for
capital gains would not exceed the maximum ordinary income
rates specified in the Act. (See Code section 1(j).) The various rules
relating to the recharacterization of gains as capital rather than
ordinary were retained in the Code to facilitate the reinstatement
of a capital gains rate differential if there is a future tax rate in-
crease. 3

A. Statutory Provisions
Capital gains

Long-term capital gain is defined as gain from the sale or ex-
change of a capital asset held for more than one year. Net long-
term capital gain is the excess of long-term capital gains over long-
term capital losses.
Capital losses

Capital losses of noncorporate taxpayers are generally deductible
in full against capital gains. 4 In addition, such losses may be de-

s H. Rept. 99-841, p. 1 -10 6 , Conference Report on H.R. 3838.
4 However, section 165 generally denies individuals a deduction for losses not incurred in a

trade or business unless such losses are incurred in a transaction entered into for profit or qual.
ify as deductible casualty losses. See also section 267 (disallowance of deduction for certain losses
from sale or exchange of property between related persons); section 1092 (limitation on current
deductibility of losses in the case of straddles).

(3)
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ducted against a maximum of $3,000 of ordinary income in each
year. Capital losses in excess of these limitations may be carried
over to future years indefinitely, but may not be carried back to
prior years.
Capital assets

A "capital asset" generally means any property held by the tax-
payer except certain specified classes. Capital assets generally do
not include (1) inventory, stock in trade, or property held primarily
for sale to customers in the ordinary course of the taxpayer's trade
or business, (2) depreciable or real property use4 in the taxpayer's
Zrade or business, (3) specified literary or artistic property, (4) busi-
ness accounts or notes receivable, or (5) certain U.S. publications.
Certain depreciable property, nondepreciable business property, and

special assets (sec. 1231)
A special rule (sec. 1231) applies to gains and losses on the sale,

exchange, or involuntary conversion of certain noncapital assets.
Net gains from such assets (in excess of depreciation recapture) are
treated as long-term capital gains but net losses are treated as ordi-
nary losses. However, net gain from such property is recharacter-
ized as ordinary income to the extent net losses from such property
in the previous 5 years were treated as ordinary losses. The assets
eligible for this treatment include depreciable property or land
held for more than one year and used in a trade or business (if not
includible in inventory and not held primarily for sale to customers
in the ordinary course of business). Also included are certain spe-
cial assets including interests in timber, coal, domestic iron ore,
certain livestock and certain unharvested crops.
Patents

Under certain circumstances, the creator of a patented invention
may transfer his or her rights to the patent and treat amounts re-
ceived as proceeds from the sale of a capital asset, whether or not
the proceeds are contingent on the use or productivity of the
patent (sec. 1235).

Regulated futures contracts
Under present law, unlike most assets (with respect to which no

gain or loss is realized until a disposition) regulated futures con-
tracts, foreign currency contracts, nonequity options and dealer
equity options are "marked-to-market" as gain or loss accrues (sec.
256). Forty percent of the gain or loss is short-term ga'i or loss

and 60 percent of the gain or loss is long-term gain or loss. Prior to
the Tax Reform Act of 1986, this resulted in a maximum tax rate
of 32 percent. Individuals who have a net loss regarding such con-
tracts may elect to carry it back three years against prior net gain
regarding such contracts.
Losses on small business stock

An individual may deduct as an ordinary loss up to $50,000
($100,000 in the case of a joint return) on the loss from the disposi-
tion of small business corporation stock (section 1244 stock) origi-
nally issued to the individual (or to a partnership having the indi-
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vidual as a partner), without regard to the $3,000 limit generally
applicable to losses. A small business corporation is a corporation
engaged in the active conduct of a trade or business whose equity
capital does not exceed $1,000,000.
Certain foreign corporate stock

Special rules recharacterize as ordinary income a portion of gain
on the sale or exchange of certain foreign corporate stock, to com-
pensate for the deferral of U.S. tax on corporate earnings and prof-
its accumulated abroad (sec. 1248).
Collapsible property

The distinction between capital gains and ordinary income has
led to numerous taxpayer attempts to realize the value of an an-
ticipated future ordinary income stream through the sale of a "cap-
ital' asset, such as stock in a corporation, or an interest in a part-
nership, that holds the income-producing asset.

Present law contains statutory rules intended to prevent such
use of partnerships and corporations to convert what otherwise
would be ordinary income into capital gains from the disposition of
stock or a partnership interest. These provisions (secs. 341 and 751)
known as the "collapsible" corporation and "collapsible" partner-
ship, provisions, are among the most complex provisions of the In-
ternal Revenue Code and have been criticized by some for apparent
inconsistencies in application and for limited effectiveness in some
circumstances.

Similarly, certain partnership rules relating to basis allocations
(secs. 732(c) and 755) attempt to prevent conversion of ordinary
income to capital gain by preventing allocations of basis from cap-
ital assets to ordinary income assets in certain partnership transac-
tions. These rules have also been criticized by some as having limit-
ed effectiveness in certain situations.

Recapture provisions
Depreciation recapture rules recharacterize as ordinary income a

portion of gain upon dispositions of depreciable property. These
rules vary with r-spect to the type of depreciable property. Under
ACRS, for personal property, previously allowed depreciation (up to
the amount of realized gain) is generally recaptured as ordinary
income. In the case of real property using the straight-line method
of depreciation (the only method generally permitted for real prop-
erty placed in service under present law ACRS), there is no depre-
ciation recapture upon disposition if the asset is held more than
one year. For real property to which the present law ACRS does
not apply, generally, the excess of depreciation deductions over the
straight-line method is recaptured as ordinary income. Special
rules apply to certain non-residential property and to certain low-
income housing.

Similar recapture rules apply to dispositions of oil, gas, geother-
mal or other mineral property. These rules require ordinary
income recapture (up to the amount of realized gain) of previously
deducted intangible drilling and development costs, mining ex-
pensee, and depletion.



75

6

The recapture rules require th6 recognition of ordinary income
in some situations that are otherwise tax-free or tax-deferred. For
example, although recognition of gain on an installment sale is oth-
erwise deferred, recaptured ordinary income with respect to depre-
ciated real or personal property is recognized in the year of the
sale.

Recapture is imputed to a partner who sells a partnership inter-
est if recapture would have been imposed upon the disposition by
the partnership of the recapture property. Except in the case of
certain previously deducted depletion, intangible drilling and devel-
opment and mining exploration costs, there is no comparable impu-
tation to a shareholder of an S corporation who sells his or her
etock.
Realization events

In general, property appreciation is not taxed until the property
is disposed of in a taxable transaction. There are certain exceptions
to this rule. For example, the present law treatment of regulated
futures contracts and certain other items which are "marked to
market" as gain or loss accrues even though there has been no dis-
position of the asset.
Nonrecognition events

Under various nonrecognition provisions, realized gains and
losses in certain transactions are deferred for tax purposes. Exam-
ples of such nonrecognition transactions include certain corporate
reorganizations, certain like-kind exchanges or property, involun-
tary conversions followed by an acquisition of replacement proper-
ty, and the sale of a principal residence within two years of the ac-
quisition of a new principal residence. Generally, nonrecognition
treatment defers gain or loss for tax purposes by providing a carry-
over basis from the old holder to the new holder or a substitution
of basis from the old property to the new property.

Certain exemptions
Present law effectively forgives income tax on accrued apprecia-

tion on the occurrence of certain events. For example:
Basis step-up at death.-At death, income tax on unrealized cap-

ital gains on an individual taxpayer's assets is forgiven, due to the
step-up in basis such assets receive.6

Sale of principal residence.-$125,000 of gain on the sale of ,a
principal residence by a taxpayer over age 55 is exempt from tax if,
during the 5-year period ending with the date of the sale, the prop-

Such apprecininM might give rise to Federal estate and gift tax. In many instances, howev-
er, opportunities for deferral and the rate structure under the Federal estate and gift tax may
result in significanty lem tax than would be imposed under the income tax. The value of stoc
or other amets held at death would be included in the decedent's grows estate and, if not passing
to a surviving s cr to charity, the decedent's taxable estate as well.

The extent to which such inclusion gives rise to Federal estate and gift tax depends on the
value of the deedent's taxable transfers. The Federal estate and gift tax depends on the value
of the decedent's taxable transfers. The Federal estate and gift tax rates begin at 18 percent on
the first $10,000 of taxable transfers and reach 65 percent (50 percent for decendenta dying after
1992) on taxable .ans fsr over $3 million. A unified credit in effect exempts the first 600,00from estate and ift tax. The graduated rates and unified credit ar phased out for estates in
excess of $10 mllhcs.
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erty was owned and used as the taxpayer's principal residence for
at least an aggregate of 3 years.

B. Statutory Interpretations

The statutoJry provisions described above have led to numerous
disputes about the characterization of gain or loss as capital or or-
dinary. Literally hundreds of cases have been litigated involving
capital gains issues; and the varying results of the cases can en-
courage taxpayers to take aggressive positions on tax returns. The
issues that have been litigated and the principles asserted in par-
ticular cases include the following:

Property held primarily for sale to customers

Inventory and property held primarily for sale to customers in
the ordinary course of the taxpayer's trade or business are ex-
cluded from the definition of a capital asset. The object of this ex-
clusion is to preclude capital gains treatment for receipts obtained
in the routine conduct of the taxpayer's enterprises.

A host of cases have been litigated over whether gain received by
the taxpayer was attributable to the sale of property held primari-
ly for sale to customers in the ordinary course of the taxpayer's
trade or business. The majority of these cases have involved real
estate sales, and the sale of equipment held for rental (or for rental
and then sale). In both instances, the litigation generally revolves
around the question of the "primary" purpose for which the prop-
erty was held. Cf Malat v. Riddell, 383 U.S. 569 (1966). The resolu-
tion of this question, in turn, has generated an intricate web of
subordinate rules and exceptions relating to (1) the existence of
business (ordinary income) and investment (capital gain) purposes
and (2) the acquisition of property for one purpose and its disposi-
tion for another purpose. Factual issues include the extent to
which the taxpayer advertised the property, the frequency of sales,
and whether unusual circumstances led to the sale. See, e.g., The
Municipal Bond Corporation v. Commissioner, 341 F.2d 683 (8th
Cir. 1965), on remand, 46 T.C. 219 (1966). In many situations, the
taxpayer may have a considerable degree of flexibility in adopting
those advertising or sales practices that are the most likely to sup-
port the desired result.

Sale or exchange treatment
Many cases have involved the issue whether a transfer is a sale

or exchange, thus qualifying for capital gains treatment, or a trans-
fer more properly characterized as a lease or other transfer produc-
ing ordinary income. This issue arises, for example, where the
transferor has the right to receive contingent payments based on
future sales or profits, or retains certain elements of control over
the property. See, e.g., Nassau Suffolk Lumber & Supply Corp. v.
Commissioner, 53 T.C. 280 (1969) (Acq. 1970-2 C.B. xx). Statutory
provisions have been enacted to deal with certain types of transfers
(e.g., sec. 1235, providing capital gain treatment for certain trans-
fers of patents for future periodic or contingent payments; sec.1253,
providing ordinary income treatment when certain rights to con-
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trol the use of specified intangibles are retained). However, where
these provisions do not apply, the issue remains.

Another issue that arises is whether there is a difference in sale
or exchange characterization between the termination or expira-
tion of certain instruments or contract rights and the assignment
of such rights to a third party prior to expiration.8 There is some
authority that in certain situations if an instrument or right is
held to maturity or expiration, the expiration is not a sale or ex-
change and the resulting gain or loss is ordinary; but if the instru-
ment or right is sold prior to expiration, gain or loss on the sale is
capital. See, e.g., International Flavors and Fragrances v. Commis-
sioner, T.C. Memo 1977-58, 36 T.C.M. 260 (1977). Various statutory
provisions attempt to specify the outcome in the case of particular
instruments or rights (e.g., sec. 988, generally requiring ordinary
rather than capital treatment for certain foreign currency related
transactions; sec. 1271 and related provisions, dealing with certain
debt instruments).

Holding period
Numerous cases have involved the issue whether the taxpayer

satisfied the required holding period for capital gains treatment.
Taxpayers may utilize various arrangements in attempts to shift
ownership of assets prior to the expiration of the required holding
period while still appearing to meet the holding period require-
ment. For example, taxpayers may attempt to transfer short-term
assets in a tax-free transaction to another entity controlled by the
taxpayer that has been held for the required period of time, and
then dispose of that entity under circumstances where the various
collapsibility or recapture rules may be vulnerable or inadequate.

Taxpayers may also attempt to enter transactions that effective-
ly shift the risk of gain or loss to another prior to expiration of the
holding period, but that do not in form provide for a sale until
after the holding period expires.

Allocation of gain to capital assets
Numerous cases have involved the proper allocation of purchase

price among assets. When a taxpayer sells a combination of assets
some of which are eligible for capital gains treatment and some of
which are not, it is necessary to allocate the purchase price and the
taxpayer's resulting gain among the assets. Williams V. McGowan,
152 F. 2d 570 (2d Cir. 1945). Under the prior law differential be-
tween capital gains and ordinary income, the seller of property had
an incentive to allocate more of his gain to capital assets. As one
example, under the prior law differential for capital gains, on the
sale of a building and land under circumstances where there would
be rec-Apture of accelerated depreciation on the building, the seller
had an incentive to allocate more of the gain to the land, thus re-
ducing the potential recapture. Because the building is depreciable
and the land is not, the buyer has an incentive on the contrary to
allocate more of the price to the building. In some cases, this ten-
sion between the parties might limit the degree to which the gov-

Se also discusson of "Other capital asset definitional issues," infra.
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ernment would be whipsawed by parties taking inconsistent posi-
tions. In general, if the parties did specify an allocation in their
contract with appropriate regard to value, they are bound by it for
tax purposes; and if they have adverse tax interests the courts and
the Internal Revenue Service will generally accept the allocation.
See, e.g., Uliman v. Commissioner, 264 F. 2d 305 (2d Cir. 1959); Com-
missioner v. Danielson, 378 F. 2d 771 (3d Cir.) cert. denied 389 U.S.
858 (1967). However, it is not clear whether taxpayers will always
specify an allocation in a contract or take consistent positions.

Another example of the same issue arises on the sale of a busi-
ness, where the seller would have an incentive to allocate more of
the price to goodwill or other assets eligible for capital gains treat-
ment, while the buyer would prefer to allocate more of the price to
depreciable assets. Under prior law, many intangible assets depre-
ciable by the buyer were eligible for capital gains treatment by the
seller, thus eliminating any tension between the parties.

The Tax Reform Act of 1986 added section 1060 to the Code. This
section generally applies to sales of trade or business assets. It
specifies a residual method of allocating price to nondepreciable
goodwill and going concern value, generally adopting the method
specified in Treasury Regulations dealing with certain sales of cor-
porate stock that are treated as sales of the underlying assets
(Prop. and Temp. Reg. sec. 1.338(b)-2T). It also authorizes the Inter-
nal Rvenue Service to require the parties to report their respec-
tive allocations of purchase price, thus assisting the Internal Reve-
nue Service in identifying inconsistent positions for audit. Some
commentators have observed that the section does not strictly re-
quire consistent allocations and it is unclear to what extent the
government -would still be exposed to whipsaw due to inconsistent
positions taken by the parties during periods of a capital gains rate
differential.
Corn Products doctrine

In Corn Products Refining Co. v. Commissioner, 3F0 U.S. 46
(1955), the Supreme Court addressed a taxpayer claim that gain on
the disposition of corn futures was capital gain. The taxpayer was a
manufacturer of products made from grain corn and had acquired
the corn futures to assure the needed supply of corn at a fixed
price. The Supreme Court held that the disposition of the futures
produced ordinary income, even though the futures were not liter-
ally inventory or other property specifically excluded by statute
from the definition of a capital asset. The Court held that gain on
this type of hedging transaction was ordinary income, and stated
that Congress intended that profits and losses arising from the ev-
eryday operation of a business be considered as ordinary income or
loss. Numerous subsequent lower court decisions interpreted the
Corn Products decision to mean that property otherwise within the
definition of a capital asset may have such an important and inte-
gral relationship to the ordinary conduct of the taxpayer's business
that it loses its identity as a capital asset. In 1975, the Internal
Revenue Service stated that if a taxpayer acquired and held prop-
erty with a "predominant" business (as opposed to investment) pur-
pose, gain or loss on disposition would be ordinary; conversely, a'predominant" investment purpose would cause gain or loss to be
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capital. (Rev. Rul. 75-13, 1975-1 C.B. 67.) Later, following several
Tax Court decisions, 7 the Internal Revenue Service took the posi-
tion that even a "predominant" business motive cannot preclude
capital gain or loss treatment, as long as there was a "substantial"
investment motive for acquiring or holding the property. (Rev. Rul.
78-94, 1978-1 C.B. 58). Of course, it is to the taxpayer's advantage to
have gains characterized as capital, and losses as ordinary.

In Arkansas Best Corp. v. Commissioner, -- U.S. -- (108 S. Ct.
971) (1988), the Supreme Court rejected a taxpayer claim for ordi-
nary loss treatment on the sale of stock of a bank that had been 65
percent owned by the taxpayer's holding company. The Supreme
Court stated that Corn Products is properly interpreted as standing
for the narrow proposition that hedging transactions that are an
integral part of a business' inventory-purchase system fall within
the inventory exclusion of the Code. There is considerable uncer-
tainty about the scope of the Arkansas Best decision and its impact
on lower court decisions and Internal Revenue Service positions in-
terpreting Corn Products.

Arrowsmith doctrine
In Arrowsmith v. Commissioner, 344 U.S. 6 (1952), the Supreme

Court held that amounts paid by former corporate shareholders (as
the transferees of corporate assets received in a prior year corpo-
rate liquidation) to satisfy liabilities of the liquidated corporation
were capital, rather than ordinary losses. The Court related the
payments to the earlier receipt (at capital gains rates) of corporate
assets in the liquidation. Pursuant to Arrowsmith, the characteriza-
tion of a transaction in one year may depend upon its relationship
to another transaction in a prior year.

Other capital asset definitional issues
A number of cases have addressed the question of the extent to

which a taxpayer may obtain capital rather than ordinary treat-
ment by assigning various contract rights that, if held to maturity,
would have produced ordinary income. In certain circumstances,
this ability has been limited by a court's conclusion that the asset
assigned is not a capital asset but rather a substitute for ordinary
income. See, e.g., Commissioner v. Ferrer, 304 F. 2d 125 (2d Cir.
1962); Commissioner v. P.G. Lake, Inc., 356 U.S. 260 (1958). On the
other hand, in many situations the assignment of all rights to a
lease or to a business interest that would produce ordinary income
in the future can be treated as capital gain.

Tax benefit rule
The Internal Revenue Service has occasionally asserted the "tax

benefit rule' in attempts to recharacteriz. as ordinary income a
portion of the gain from the disposition of propariy otherwise enti-
tled to capital gain treatment. The amount to be recharacterized
reflects the extent to which the basis of such property was reduced

7 W W. Windle Co. v. Commissioner, 65 T.C. 694 (1976) afrd on other ground, 560 F.2d 48 (lot
Cir. 1977) cert denied 431 US. 966 (1977), Bell Prodcts wpL v. Commiuioner 36 T.C.M.
(CCH) 181 (1977). Compare Union Pacific Railroad Co, Inc v. United Sttes, 524 F.2d 1348 (CCI.
1975), cert denied, 429 US. 827 (1976).
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by deductions taken from ordinary income, to which no specific
statutory recapture provision applies on disposition of the property.
For example, in First National Bank of Lawrence County v. Com-
missioner, 16 T.C. 147 (1951), the Internal Revenue Service success-
fully asserted that net proceeds received on the retirement of cer-
tain bonds that had previously been written off by a bank against
ordinary income as worthless were taxable as ordinary income
rather than as capital gain.

The scope of the tax benefit rule is uncertain 8 and the Internal
Revenue Service does not contend that all items deducted from or-
dinary income are automatically subject to recapture on the sale of
property otherwise eligible for capital gains treatment. For exam-
ple the Internal Revenue Service has ruled under section 174 that
decuctions previously taken for research and experimental expend-
itures under that section are not recaptured on disposition of the
developed property.9

8 See Hilkboro National Bank v. ommisioner, 460 U.S. 370 (1983), for Supreme Court discus-
sion of the rule.

'Rev. Rul. 85-186, 1985-2 C.B. 84. Prior to the ssuance of this ruling, the Internal Revenue
Service had taken a different position and indicated in a revenue ruling and in a technical
advice memorandum that it might assert tax benefit rule recapture of research and experimen-
tal deductios taken under section 174 of the Code on the disposition of patents or technology
otherwise eligible for capital gains treatment under the special ruJ i applicable to patent. or
under other provisions (Rev. Rul. 72-628, 1972-2 C.B. 481; TAM 840900,; (1968)).
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II. LEGISLATIVE BACKGROUND
Reduced tax rate for capital gains

Noncorporate capital gains were taxable at reduced rates from
1921 through 1987.

The Revenue Act of 1921 provided for a maximum 12.5 percent
tax on gain on property held for profit or investment for more than
2 years (excluding inventory or property held for personal use). Be-
cause of the relatively low tax rates on ordinary income during the
1920's and 1930's, this provision benefited only higher bracket tax-
payers.

The system of capital gains taxation in effect prior to the Tax
Reform Act of 1986 dated largely from the Revenue Act of 1942.
The 1J42 Act provided for a 50 percent exclusion for noncorporate
capital gains or losses on property held for more than 6 months.
The Act also included alternative ceiling rates on capital gains
taxes for noncorporate and corporate taxpayers. The basic struc-
ture of the 1942 Act was retained under the Internal Revenue Code
of 1954.

The Revenue Act of 1978 increased the exclusion for noncorpor-
ate long-term capital gains from 50 to 60 percent. Together with
concurrent changes in the noncorporate minimum tax, this had the
effect of reducing the highest effective rate on noncorporate capital
gains from approximately 49 percent 10 to 28 percent. The reduc-
tion in the maximum individual rate from 70 to 50 percent under
the Economic Recovery Act of 1981 (ERTA) reduced the maximum
effective capital gains rate from 28 percent to 20 percent.

The Tax Reform Act of 1986 repealed the provisions granting re-
duced rates for capital gains, fully effective beginning in 1988.
Indexing

In connection with the Revenue Act of 1978, the House passed a
provision (the "House bill") to index the basis of certain assets for
purposes of determining gain or lose upon a taxable sale; however
the proposal did not become law. Urider the House bill, the assets
generally eligible for indexing were common stock, tangible person-
al property and real property, provided such assets were either cap-
ital assets or assets used in a trade or business and were held for
more than one year.

No indexing was proposed for debt instruments. Indexing debt
was viewed as producing complex adjustments that would not
Froduce additional revenues where both the borrower and the
gender have the same marginal tax rate. The House Committee
report (apparently still addressing the situation in which a borrow-

' 0 The 49-percent rate resulted in certain cases where the taxpayer was subject to the individ-
ual "add-on' minimum tax and the maximum tax "earned income' limitation also applied.

(12)
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extent inflation is anticipated correctly and interest rates are free
to rise, interest rates would tend to rise to a rate that would com-
pensate for inflation on an after-tax basis.

The House bill contained numerous exceptions and other provi-
sions intended to deal with an array of issues. These issues includ-
ed the differe-itiation of common stock eligible for indexing from
preferred stock (considered more like non-indexable debt); possible
abuses such as incorporation of non-indexed assets to obtain index-
ing with respect to stock; problems regarding the appropriate treat-
ment of interests in different types of flow-through entities (such as
regulated investment companies, real estate investment trusts,
partnerships and subchapter S corporations); and concerns related
to application of the short sale and collapsible corporation provi-
sions of existing law.

A proposal similar to the 1978 House bill passed the Senate in
1982 (as a floor amendment to the Tax Equity and Fiscal Responsi-
bility Act of 1982), but was not enacted.
Holding period -

Under the Revenue Act of 1921, the alternative maximum rate
for capital gains applied to property held for more than 2 years.
Since that time, Congress has, on several occasions, adjusted the
holding period required for reduced capital gains taxation.

The Revenue Act of 1934 provided for exclusion of varying per-
centages of capital gains and losses depending upon the period for
which an asset was held. Under that Act, 20 percent of capital
gains was excludible if an asset was held for 1 to 2 years, 40 per-
cent if an asset was held for 2 to 5 years, and 60 percent if the
asset was held for between 5 and 10 years. Where an asset had
been held for more than 10 years, 70 percent of capital gains was
excluded.

The Revenue Act of 1938 provided for two classes of long-term
capital gains. For assets held for 18 months to 2 years, a 33-percent
exclusion was allowed. Where assets were held for more than 2
years, a 50-percent exclusion was provided. No exclusion was al-
lowed for assets held for 18 months or less. The 1938 Act also pro-
vided alternative ceiling rates applicable to the same holding peri-
ods as the capital gains exclusions.

Ir the Revenue Act of 1942, Congress eliminated the intermedi-
ate holding period for capital gains purposes. The 1942 Act provid-
ed for two categories of capital assets: assets held for more than 6
months (long-term capital assets), for which a 50-percent exclusion
was allowed; and assets held for 6 months or less (short-term cap-
ital assets) for which no exclusion was provided. The alternative
tax rates on individual and corporate net capital gains (i.e., the
excess of net long-term capital gains over short-term capital losses)
were based upon the same 6-month holding perio,.

A 6-month holding period for long-term capital gains treatment
remained in effect from 1942 through 1976. The Tax Reform Act of
1976 increased the holding period to 9 months for 1977 and one
year for 1978 and all subsequent years. The Deficit Reduction Act
of 1984 reduced the holding period to 6 months for property ac-
quired after June 22, 1984 and before 1988.
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Treatment of gain and loss on depreciable assets and land used in
trade or business

Depreciable property used in a trade or business was excluded
from the definition of a capital asset by the Revenue Act of 1938,
principally because of the limitation on deductibility of losses im-
posed by the Revenue Act of 1934. This step was motivated in part
by the desire to remoqs possible tax deterrents to the rCplavement
of antiquated or obsolete assets such as equipment, where deprecia-
tion would be fully deductible against ordinary income if the asset
were retained, but loss would be subject to the capital loss limita-
tions if the asset were sold.

The availability of capital gain treatmentfor gains from sales of
depreciable assets stems from the implementation of excess profits
taxes during World War II. Many depreciable assets, including
manufacturing plants and transportation equipment,'had appr
ated substantially in value when they became subject, to condemniW
tion or requisition for military use. Congress determined that it
was unfair to tax the entire appreciation at the high rates applica-
ble to wartime profits. Accordingly, in the Revenue Act of 1942,
gains from wartime involuntary conversions were taxed as capital
gains. The provision was extended to voluntary dispositions of
assets since it was not practical to distinguish condemnations and
involuntary dispositions from sales forced upon taxpayers by the
implicit threat of condemnation or wartime shortages and restric-
tions.

The Revenue Act of 1938 did not exclude land used in a trade or
business from the capital asset definition. Since basis would have
to be allocated between land and other property for purposes of de-
preciation in any event, the differing treatment of land used in a
trade or business and depreciable property used in a trade or busi-
ness was not viewed as creating serious allocation difficulties.

However, in the Revenue Act of 1942, Congress excluded land
used in a trade or business fromthe definition of a capital asset
and extended to such property the same special capital gain/ordi-
nary loss treatment afforded to depreciable trade or business prop-
erty.
Noncorporate capital losses

In the early years of the income tax, losses from investments not
connected with a trade or business were not deductible even
against gains from similar transactions. This rule was changed in

16 to allow deductions for transactions entered into for profit
(but only to the extent of gains from similar transactions). The rule
was further adjusted by the Revenue Act of 1918.

The Revenue Act of 1921 provided that net capital losses were
deductible in full against capital gains or ordinary income. Because
capital gains at this time were taxable at a maximum 12.5-percent
rate, but capital losses could be used to offset income taxable at
higher rates, this rule resulted in substantial revenue loss. Accord-
ingly, the rule was amended by the Revenue Act of 1924 to limit
the tax benefit from capital losses to 12.5 percent of the amount of
such losses. The 1924 Act also repealed the previously existing car-
ryforward for excess capital losses.
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Under the Revenue Act of 1934, the percentage exclusion for net
capital gains was made dependent upon the length of time for
which the property was held. In conjunction with this change, the
Act allowed equivalent percentages of capital losses to be deducted
against capital gains and, in the event of any excess, against $2,000
of ordinary income. The $2,000 limit on the amount of ordinary
income against which capital losses could be deducted was motivat-
ed by the fact that some very wealthy investors had been able to
eliminate all their income tax liability by deducting losses incurred
in the stock market crash against ordinary income.

Under the Revenue Act of 1942, capital losses could offset up to
$1,000 of ordinary income with a carryforward of unused losses.
The Tax Reform Act of 1976 increased this amount to $3,000. Be-
tween 1970 and 1986, only one-half of the net long-term loss could
be carried forward.

In 1958, individuals were allowed to deduct up to $25,000 ($50,000
on a joint return) of loss from the disposition of stock in a small
business corporation as an ordinary loss. These limitations were
doubled in 1978.
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III. PRESIDENT'S BUDGET PROPOSAL

The President's budget proposal 11 would allow individuals an
exclusion of 45 percent of the gain realized upon the disposition of
qualified capital assets. Further, the maximum tax rate applicable
to any gains on qualified assets would be 15 percent. The exclusion
would not be a preference for purposes of the alternative minimum
tax. Taxpayers with gain on qualified assets would be able to ex-
chlde 100 percent of the gain, if the taxpayer's adjusted gross
income (calculated including 55 percent of the gain) is less than
$20,000 ($10,000 for single taxpayers or married taxpayers filing
separately). Taxpayers with an adjusted gross income less than
$20,000 but who are subject to the alternative minimum tax would
not be eligible for the 100-percent exclusion.

Qualified capital assets generally would be capital assets as de-
fined under present law other than depreciable, depletable, and
amortizable property used in the taxpayer's trade or business. Thus
land, but not buildings, used in the taxpayer's trade or business,
would qualify for capital gains treatment. Collectibles would not be
treated as qualified assets. The special section 1231 assets, i.e., cer-
tain interests in timber, coal, iron ore, livestock, and unharvested
crops, would not be treated as qualified assets.

In addition, to be a qualified asset, the taxpayer must satisfy a
holding period requirement. The asset must have been held for
more than 12 months if the asset is sold in 1989, 1990, 1991, or
1992; for more than 24 months if the asset is sold in 1993 or 1994;
and for more than 36 months if the asset is sold in any year after
1994.

The proposal would be effective for assets sold on or after July 1,
1989.

Revenue Effects
The staff of the Joint Committee on Taxation has estimated the

following revenue effects of the Administration's proposal for fiscal
years 1989 through 1994.12 To make this estimate it was necessary
to make several assumptions in regards to parts of the Administra-
tion's proposal for which complete details were not provided. The
estimate assumes the enactment of very strong rules to prevent
gains on collectibles and depreciable property from qualifying for
the exclusion. The estimate assumes very limited income shifting

I ISee, The White House, Building a Better America, February 9, 1989, pp. 31-33; and the
Treasury Department, General Explanations of the President's Budget Proposals Affecting Re-
ceipts, February 1989, pp. 1-16.

The Treasury Department's estimate of the revenue effects for the same period is a revenue
gain of $0.7 billion in fiscal 1989, a revenue gain of $4.8 billion in fiscal 1990, a revern'.e gain of
4.9 billion in fiscal 1991, a revenue gain of $3.5 billion in fscal 1992, a revenue gain of $2.2
billion in fiscal 1993, and a revenue loss of $6.8 billion in fiscal 1994, for a six-year total gain of
$9.3 billion.

(16)
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between high income taxpayers and their dependents whose adjust-
ed gross income is less than $10,000. The estimate assumes that the
taxpayer is permitted to deduct 50 percent of net long-term losses
and that losses on qualified assets must be netted against gains on
qualified assets, while losses on non-qualified assets must be netted
separately against gains on non-qualified assets.

Table 1.-Revenue Estimates of the Administration's
Proposal, Fiscal Years 1989-1994

Capital Gains

[In billions of dollars]

Fiscal year 1989 1990 1991 1992 1993 1994 1989-94

Revenue effect..... 0.7 3.3 -4.0 -6.4 -6.9 -10.9 -24.2

Source: Joint Committee on Taxation staff.
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IV. ANALYSIS OF ISSUES

A. Issues Relating to a Reduced Fax on Capital Gains

1. Arguments for reduced tax on capital gains
Lock-in.-Many argue that higher tax rates discourage sales of

assets. This lock-in effect is exacerbated by the rules which allow a
step-up in basis at death and exempt certain sales of homes. The
legislative history suggests that this lock-in effect was an impor-
tant consideration in Congress' decision to lower capital gains taxes
in 1978. Preferential tax rates impose a smaller tax on redirecting
monies from older investments to projects with better prospects, in
that way contributing to a more efficient allocation of capital.

Incentives for equity investments.-A second argument for prefer-
ential capital gains tax rates is that they encourage investors to
buy corporate stock, and especially to provide venture capital for
new companies, stimulating investment in productive business ac-
tivities. This argument was important in the 1978 debate over cap-
ital gains taxes, and there has been a large growth in the availabil-
ity of vk nature capital since 1978. Proponents argue that the prefer-
ence provides an incentive for investment and capital formation,
with particular mention of venture capital and high technology
projects.

Others argue that the capital gains preference may be an ineffi-
cient mechanism to promote the desired capital formation. They
argue that a preferential capital gains tax rate is not targeted
toward any particular type of equity investment although promo-
tion of high technology venture capital is apparently a goal. Fur-
thermore, a broad capital gains preference affords capital gains
treatment to non-equity investments such as gains on municipal
bonds and certain other financial instruments.

To the extent that potential sources of venture capital or other
equity investment, or secondary purchasers of corporate stock, are
tax-exempt or partially tax-exempt (for example, pension funds and
certain insurance companies and foreign investors), a tax prefer-
ence could have a small incentive effect on investment. Since 1978,
tax-exempt entities (pension funds and non-profit institutions) have
constituted the fastest growing source of new venture capital
funds.1 3 On the other hand, proponents argue that capital gains
treatment for venture capitalists who are taxable has importance.
They argue that this is particularly acute for the entrepreneur who
often contributes more in time and effort than in capital.

Opponents of a capital gains preference argue that creating a
preference for capital gains could encourage the growth of debt and

IS See James M. Poterba, "Venture Capital and Capital Gains Taxation," paper presented at

1988 NBER Conference on TAx Policy and the Economy, Washington, November 16, f988

(18)
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the reduction of equity throughout the economy. When debt is used
in a share repurchase program or leveraged buyout transaction the
taxpayers who hold the original equity securities must realize any
gain that they might have. A lower tax rate on gains could make
holder,3 of equity more likely to tender their shares in a leveraged
buyout transaction or share repurchase program.14

Competitiveness.-Related to the argument that preferential cap-
ital gains tax rates encourage investment is the argument that a
lower capital gains tax rate will improve the international competi-
tive position of the United States. Proponents of a reduction in cap-
ital gain tax rates observe that many of our major trading partners
have lower marginal tax rates on the realization of capital gains
than does the United States. For example, prior to this year, all
gains on stocks, bonds, and unit trusts were exempt from tax in
Japan. The recent Japanese tax reform would impose a tax at the
taxpayer's discretion of either one percent r' the gross proceeds or
20 percent of the gain, a rate still below the maximum U.S. rate. In
Germany all long-term gains are exempt from tax.

Others point out that the issue of the effect of capital gains taxes
on international competitiveness is really one of the cost of capital
of domestic firms compared to that of their competitors. Corporate
income taxes, individual income taxes on interest and dividends,
net wealth taxes,15 as well as taxes on capital gains, all may affect
the cost of capital. Opponents of a capital gains preference argue
that the fact that marginal tax rates on capital gains are higher in
the United States than in other countries does not imply automati-
cally that American firms are at a competitive disadvantage. More-
over, because of the ability to defer gains, to receive step-up at
death, and because of substantial holding of corporate equity by
tax-exempt institutions, the effective tax rate on gains, which helps
determine the cost of capital, may be substantially below the statu-
tory rate. For example, one recent study calculated that prior to
1987 the effective marginal tax rate on capital gains, including
State taxes, was less than 6 percent.' 6

On the other hand, proponents of a capital gains tax reduction
contend that any reduction in a tax on capital may reduce the cost
of capital.

Bunching.-Because capital gain is generally not taxed until a
disposition, taxpayers can face large jumps in taxable income when
the gain is realized. With graduated tax rates, such bunching could
lead to a higher tax burden than if the gain were taxed as it ac-
crued. If the benefit of deferral is not enough to compensate for the
extra tax in some of those cases, then the additional benefit of a
preferential tax rate helps to achieve parity (although its availabil-
ity is not limited to such cases).

14 Jane Gravelle, '"Tax Aspects of Leveraged Buyouts," CRS Report to Congress, 89-142 RCO,
March 2,1989.

15 While the Unit'i States does not impose on annual tax on an individual's net wealth, sev-
eral of our trading partners do, for example, West Germany, the Netherlands, Spain, and Swit-
zerland. See OECD, Taxation of Net Wealth, Capital Transfers and Copittl Gains of Individuals,
Paris, 1988.

16Don Fullerton, '"The Indexation of Interest, Depreciation, and Capital Gains and Tax
Reform in the U nited States," Journal of Public Economics, 32, February 1987, pp. 25-51.
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Some analysts hL.ve argued that the flattened marginal tax rate
schedule of present law diminishes the amount of bunching and so,
presumably, reduces the need for a preferential tax rate as a
remedy for it. These analysts have stated that the most significant
bunching problems under present law would now befall those tax-
payers in the 15 percent marginal tax bracket whose gains could
push them into the 28 percent bracket. However, they point out
that relatively few taxpayers who realize gains are in these circum-
stances.

Inflation.-Another argument for preferential tax treatment of
capital gain is that part of the gain represents the effects of infla-
tion and does not constitute real income. This argument was also
important in 1978. Proponents observe that the preference may
provide to taxpayers some rough compensation for inflation.

Others claim that a preferential tax rate is a very crude adjust-
ment for inflation. For example, since 1978 the price level approxi-
mately has doubled. Thus, an asset purchased in 1978 for $1,000
and sold today for $2,000 would have a purely inflationary gain.
Even with a preferential rate, this gain would be taxed. On the
other hand, for an individual who purchased an asset in 1986 for
$1,000 and sold it today for $2,000, a reduction in the tax rate from
28 percent to 15 percent would more than offset the effects of infla-
tion over the past three years. A preferential rate also does not ac-
count for the impact of inflation on debt financed assets, where in-
flation reduces the cost of repaying the debt.

Double taxation of corporate earnings.-Theorists have suggested
that capital gains treatment on a disposition of corporate stock
might be viewed as ameliorating the double taxation of corporate
earnings. The first step of double taxation occurs at the corporate
level; the second step occurs at the shareholder level as dividends
are paid or as shares which have presumably increased in value by
retained earnings are sold. However, other theorists have argued
that preferential capital gains treatment is a very inexact means of
accomplishing any such benefit. Among other things, the capital
gains holding period requirement is unrelated to earnings. Also,
any relief that a capital gains preference provides from the burden
of double taxation applies only to retained corporate earnings. Dis-
tributed earnings would be still generally subject to double tax-
ation.

2. Arguments against reduced tax on capital gains
Measurement of income.-Opponents of reduced tax on capital

gains argue that appreciating assets already enjoy a tax benefit
from the deferral of tax on accrued appreciation until the asset is
sold, which benefit reduces in whole or in part any bunching or in-
flationary effects. In addition, ff capital assets are debt-financed, in-
flation will reduce the real cost of borrowing to the extent interest
rates do not rise to compensate for the reduced value of principal
repayments and interest is deductible. Thus, debt ftancing may
further tend to offset any adverse impact of inflation. Some oppo-
nents of the preference have contended that a direct basis adjust-
ment by indexing for inflation would be more accurate and would
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reduce uncertainty regarding the eventual effective rate of tax on
investments that might impair capital formation.1 7

On the other hand, proponents of a preference for capital gains
contend that the benefit of deferral is insufficient to make up for
more than very modest inflation. Moreover, they argue that index-
ing may be viewed as too complex to implement.

Neutrality.-To the extent that preferential rates may encourage
investments in stock, opponents have argued that the preference
tilts investment decisions toward assets that offer a return in the
form of asset appreciation rather than current income such as divi-
dends or interest. Furthermore, because the individual capital
gains preference is accomplished by a deduction from income, it
provides a greater benefit to high-income than to middle- or low-
income taxpayers. On the other hand, it is argued that neutrality
is not an appropriate goal because risky investments that produce
a high proportion of their income in the form of capital gains may
provide a social benefit not adequately recognized by investors in
the marketplace.

Reduction of "conversion" opportunities.-Opponents of the pref-
erential capital gains rate contend that it not only provides a re-
duced tax rate on gains from the preferred assets but also encour-
ages taxpayers to enter transactions designed to convert other, or-
dinary, income to capital gains.

Conversion can also occur through debt-financing the cost of
assets eligible for capital gains rates. For example, if a taxpayer
borrows $100 at 10 percent annual interest to acquire a capital
asset that is sold for $110 a year later, and repays the borrowing
with sales proceeds, the taxpayer has an interest deduction of $10
that can reduce ordinary income 18 and a capital gain of $10 sub-
ject to preferential rates. The taxpayer thus has a net after-tax
positive cash flow even though on a pre-tax basis the transaction
was not profitable.

On the other hand, it is argued that such "conversion" opportu-
nities are simply an additional tax incentive for types of invest-
ments the capital gains preference is intended to encourage.

Simplification and consistent treatment of taxpayers.-Opponents
of the preferential capital gains rate point out that the application
of different tax rates to different sources of income inevitably cre-
ates disputes over which assets are entitled to the preferential rate
and encourages taxpayers to mischaracterize their income as de-
rived from the preferred source. Litigation involving holding
period, sale or exchange treatment, asset allocation, and many
other issues has been extensive. A significant body of law, based
both in the tax code and in judicial rules, has developed in re-
sponse to conflicting taxpayer and Internal Revenue Service posi-
tions in particular cases. Its principles are complicated in concept
and application, typically requiring careful scrutiny of the facts in
each case and leaving opportunities for taxpayers to take aggres-
sive tax return positions. It has been argued that the results de-

"A more detailed discussion of issues rehting to indexation of capital gains is below (D. 'In-
dozing).z Even if an interest deduction is subject to present law investment interest limitations, it
can be offset against investment income that s ordinary income.
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rived in particular cases lack even rough consistency, notwith-
standing the substantial resources consumed in this process by tax-
payers and the Internal Revenue Service. Elimination of the pref-
erential rates on capital gains has obviated the incentive for, many
such disputes. It has also obviated the need for such complex provi-
sions as the collapsible corporation and collapsible partnership
rules, which have been criticized for apparent inconsistencies in ap-
plication, and certain aspects of the varying recapture provisions
for different types of assets.

On the other hand, it is argued that so long as a limitation on
deductions of capital or investment loss is retained, some areas of
uncertainty and dispute continue to exist (for example, whether
property was held primarily for sale to customers in the ordinary
course of business, and the application of the Corn Products and re-
lated doctrines). Since (as discussed further below) limitations on
the deductibility of capital or investment losses may be desirable to
limit the selective realization of losses without realization of gains,
the amount of simplification and consistency that has occurred as a
result of eliminating the preference for long term capital gains has
been limited somewhat.

B. Issues Specific to the Administration's Proposal
1. Holding period

Some argue that taxpayers do not plan their investments with
sufficiently long time horizons. They argue that because some tax-
payers realize their gains after holding the investment for short pe-
riods, managers of enterprises plan their enterprise's investment
with a view to the short run, foresaking profitable long term in-
vestments. Others argue that there is no evidence that managers
ignore potentially profitable long term investments at the expense
of short term investments and that there is no evidence of a causal
link between stockholder holding period and management behav-
ior.

Establishing a holding period requirement of 36 months to qual-
ify for preferential capital gain treatment would create incentives
for some of those taxpayers who would otherwise realize their
gains in less than 36 months to defer some of those gains until they

ad been held for at least 36 months. On the other hand, taxpayers
who have losses on stock held between 12 and 36 months will have
an incentive to realize their losses before the 36 month period ex-
pires, while under present law the tax treatment of losses does not
change at that point. The holding period requirement would not be
expected to have any effect on the timing of the realization of gains
which taxpayers would have realized after 36 months in the ab-
sence of the holding period requirement.

Lengthening the holding period should, by itself, increase taxpay-
ers' average holding periods for all assets in their portfolios. How-
ever, taxpayers' average holding periods probably are affected by
more than the holding period requirement. If a reduction in the
tax rate on capital gains induces taxpayers to realize gains in their
portfolios more frequently and to realize gains which they other-
wise would have held, unrealized, until death, then taxpayers' av-
erage holding periods for all assets in their portfolios may decline.
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Consequently, while the Administration's proposal may cause
fewer taxpayers to realize gains within 36 months, it may also
cause the average holding period to fall.
2. Capital losses

Deductibility against ordinary income.-The present limits on
the deductibility of capital losses against ordinary income are in-
tended to address problems -that arise from the high degree of tax-
payer discretion over when to sell certain types of assets. If capital
losses were fully deductible against ordinary income, as was the
case between 1921 and 1934, a taxpayer owning many assets could
selectively sell only those assets with losses and thereby wipe out
the tax on ordinary income even if those losses were offset by unre-
alized capital gains in the taxpayer's portfolio. This concern would
support retention of a limitation on the deduction of capital or in-
vestment losses, even if capital or investment gains were not sub-ject to preferential tax treatment and even though tax distinctions
btween investment and non-investment assets tend to generate
disputes over the proper characterization of particular assets. Some
have suggested a market-to-market system (parallel to present-law
treatment of regulated futures contracts) for both gains and losses,
at least in the case of publicly traded stock and securities or other
readily valued assets. Others contend that limitation of such a
system to these types of assets would retain possibilities for taxpay-
er manipulation.

Limits on the deductibility of capital losses may be unfair to tax-
payers who have losses in excess of unrealized gains, since they
may never get to deduct legitimate losses. Or, even if, over a period
of years, the taxpayer can deduct his full loss, the present value of
the deduction is reduced by deferral. The reduction in the value of
the loss deduction creates an asymmetric treatment of gains and
losses. This relative penalty on loss deduction may discourage tax-
payers from undertaking risky investments. However, the ability of
the taxpayer to defer realization of his gains at his discretion cre-
ates incentives to undertake such investments.

The present system-allowing the deduction of losses against up
to $3,000 of ordinary income-is a compromise between the desire
to be fair to taxpayers with net losses and the need to protect the
tax base from selective realization of losses. In effect, small inves-
tors, who are presumed not to have large portfolios with unrealized
gains, are allowed to deduct capital losses against ordinary income,
and large investors, for whom $3,000 is not significant, are not. Ar-
guably, however, large investors may have lar.er portfolios and
lower transactional costs, making it easier selectively to realize ac-
crued gains to offset losses and reduce the adverse impact of the
$3,000 limit.

Reduction of long-term capital loss carryovers.-The prior law
rule requiring that long-term losses be reduced by 50 percent when
deducted against ordinary income (up to the $3,000 limit) was also
-a compromise between the need to protect the tax base and equity
to investors with net capital losses. If long-term losses were full
deductible against ordinary income, as was the case before 1969,
taxpayers with both long-term gains and losses could realize the
gains and losses in alternate years, paying tax on only 40 percent
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of the gains and fully deducting the losses. Under prior law, a tax-
payer who took care to realize losses before they became long-term
could, of course, achieve this result despite the 50-percent reduc-
tion. To compensate for the loss limitation, Congress retained a 50-
percent cutback, instead of increasing it to 60 percent, when the
capital gains exclusion percentage was increased from 50 to 60 per-
cent in 1978.

The Administration's proposal does not address this issue.

3. Definition of qualified assets
General.-The Administration's capital gains proposal is not tar-

geted toward any particular type of equity investment although
promotion of equity investment, and particularly high technology
venture capital, is apparently a goal. Furthermore, the proposal af-
fords capital gains treatment to non-equity investment such as
gains on municipal bonds and other financial instruments.' 9 The
proposal also affords preferential capital gain treatment to land
which is not directly productive in non-agricultural activities. On
the other hand, the proposal denies the preference to collectibles as
investments which do not contribute to economic growth. The pro-
posal also denies the preference to certain forms of investment
which receive other tax preferences such as depreciation allow-
ances which are more generous than economic depreciation.

The proposal is not clear as to what rules would apply to prevent
taxpayers from attempting to obtain the capital gains preference
for sales of nonqualifying assets (e.g., collectibles or depreciable
property) by contributing such assets to a C or an S corporation
and selling the stock of that entity.20 Certain disadvantages to
holding such property in corporate form might discourage such ac-
tivity; however, it is not clear that some taxpayers would not
engage in such activity in the absence of strict look-through rules.

Depreciable assets used in a trade or business. -Although the Ad-
ministration would retain the capital gains preference for assets
that are "capital assets" under present law, it would eliminate the
special capital gain/ordinary loss treatment of depreciable assets
used in a trade or business. The Administration states that gains
and losses from sales or other dispositions of depreciable property
should be treated in the same manner as other business income or
loss, including gains or losses from sales of other business property
(e.g., inventory).2 1 The Administration points out that the capital
gain treatment of depreciable business assets arose historically in
the wartime context of involuntary condemnations or requisitions
coupled with high excess profit taxes, a situation no longer exist-
ing. Furthermore, the ACRS depreciation system accounts implicit-
ly for inflation with respect to depreciable property. Thus, the Ad-

' Under prior law and present law, gains on futures contract are allocated as 60-percent long
term and 40-percent short term. The Administration's proposal is unclear about whether 60-per-
cent of gains on futures contracts would qualify for the new preferential tax rates.

20 The proposal states that consideration would be given to rules denying the capital gains
preference to sales of corporate stock to the extent colectibles had been contributed to the cor-
poration by the selling shareholders.

"It is not clear whether there may be some exceptions to uniformity. For example, under the
pposaain on dispositions of unpatented technology or certain patents would be ordinary
inome nethe asset qualified as a capital asset, but might not be in certain other (sec. 1236)
patent dispositions.

99--833 0 - 89 - 4
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ministration considers a preferential rate on gain from sales of
such property to be unnecessary as an inflation adjustment or as
an additional incentive for investment in depreciable property
likely to yield significant gains on sale.22

Some proponents of preferential capital gains treatment of depre-
ciable trade or business assets contend that, to the extent a pur-
pose of favorable capital gains rates is to minimize "lock-in," this
purpose should apply to depreciable business property as well as to
other property. The "lock-in" argument for capital gains treatment
usually assumes a high degree of taxpayer discretion in determin-
ing when to sell the particular types of assets eligible for capital
gain treatment. Applying this argument to trade or business assets
raises the question whether sales of some such assets are more dis-
cretionary than others. Some proponents also contend that capital
gains treatment provides an investment incentive that remains de-
sirable even though other incentives such as rapid depreciation
may also be provided.

Land used in a trade or business.-The Administration proposal
would retain the present law capital gains treatment for land used
in a trade or business (and not held primarily for sale to custom-
ers). Losses on such property would also be treated as capital
losses.

If land were considered an investment asset regardless of its use,
capital loss as well as capital gains treatment is appropriate. On
the other hand, if such land is considered a business asset, it is ar-
giable that ordinary income treatment should follow. Decisions to
disiTse--oTliid'-ised i-- trade-or business-may tend-to relate--to.
business cycles or other non-investment factors as much as would
be the case for other trade or business assets, thus lessening the
need to counter a "lock-in" effect. The ordinary loss treatment af-
forded land would be consistent with this view.

Treating land used in a trade or business in the same manner as
other trade or business property could reduce a tax-motivated allo-
cation of price between land aid building. An allocation must be
made by the buyer for depreciation purposes in any event, but it is
not clear whether the seller would in all cases adopt the same allo-
cation as the buyer.

4. 'Exclusion for certain taxpayers
The proposed 100-percent exclusion for certain taxpayers with

adjusted gross incomes below $20,000 ($10,000 for single taxpayers)
would remove all incentives, except brokerage costs, not to realize

2 The Administration proposal affords capital gains treatment to items such as nondeprecia-
ble goodwill and going concern value. Since advertising, wages, and similar expenses contribut-
ing to the creation of such assets are currently deductible, some view the tax incentives for such
assets as similar to accelerated depreciation, though others disagree.

To the extent certain types of know-how or technology are characterized nondepreciable assets
eligible for the preference under the Administration's proposal, similar issues wc-ld arise where
research and development costs of creating such assets are expensed. It is unclear to what
extent particular items of know-how or technology might be characterized as nondepreciable (for
example, becuae of the absence of an ascertainable useful life). Under present law, because
there has been no recapture required on sales of such assets and the buyer generally wishes to
obtain depreciation deductions, there has been little occasion for taxpayers to assert that such
assets are nondepreciable. However, the Internal Revenue Service has suocesly contended in
some situations that such assets are nondepreciable. See, cg., Yates Industries v. Commissioner,
58 T.C. 961 (1972), affd (3d Cir. 1973).
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gains. Studies have indicated that realized gains of lower income
taxpayers more frequently consist of purely inflationary gains. This
exclusion would eliminate that possibility.

The Administration's proposal appears to create a cliff for those
taxpayers with adjusted gross incomes at or near $20,000. Exceed-
ing the $20,000 ceiling causes the capital gain exclusion to fall from
100 percent to 45 percent. This could create effective marginal tax
rates in excess of 100 percent on some affected taxpayers' gain real-
izations.

Different exclusion percentages based upon taxpayer adjusted
gross income may also create opportunities for income shifting
from high income taxpayers to low income taxpayers. For example,
in the absence of rules to restrict income shifting, under the Ad-
ministration's proposal a taxpayer and his or her spouse holding an
asset with an accrued capital gain of $18,000 could transfer the
asset to their 15 year old child, and if the child had no other
income, the child could realize the gain with no tax liability.23

C. Distributional Effects of a Reduction in Capital Gains Taxes

Table 2 below presents the staff of the Joint Committee on Tax-
ation's estimate of the distributional effect of ti.e Administration's
proposal. The second column in the table below estimates the
number of returns in each income class which wiil benefit from the
proposed capital gains rate reduction. The third column reports the
aggregate tax reduction which accrues to each income class. The
... .fUrthcun-cal ate-the average dollar-tax reduction per
return. The last column calculates the percentage uf the aggregate
tax change which accrues to each income class.

23 Presumably under the Administration's proposal, gains realized by children less than 14
years of age would be taxed at the same rate as the parents' capital gains.
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Table 2.-Distributional Effect of the President's Caipital Gains
Proposal,1 1990 Income Levels

Number Percent
of Aggregate Average distribu-returns tarxuc

Income class 2  with tax change tax tion ofcha (millions tion aggre-(thou- of dollars) (dollars) gate tax
sands) change

Less than $10,000 .................. 72 -15 202 0.1
$10,000 to $20,000 .................. 695 -177 255 0.9
$20,000 to $30,000 .................. 1,216 -286 235 1.5
$30,000 to $40,000 .................. 1,498 -498 332 2.6
$40,000 to $50,000 .................. 1,083 -682 630 3.5
$50,000 to $75,000 .................. 1,581 -1,270 803 6.6
$75,000 to $100,000 ................ 539 -1,011 1,876 5.2
$100,000 to $200,000 .............. 875 -3,808 4,351 19.7
$200,000 and over .................. 376 -11,603 30,820 60.0

Totals ........................... 7,935 - 19,350 2,438 100.0

I This calculation assumes that qualified assets are held in the same proportions
across income classes as are all assets.

2 The income concept used to place tax returns into income classes is adjusted
gross income plus (1) tax-exempt interest, (2) employer contributions for health
plans and life insurance, (3) inside build-up on life insurance, (4) worker's
compensation, (5) nontaxable social security benefits, (6) deductible contributions to
individual retirement accounts, (7) the minimum tax preferences, and (8) net losses
in excess of minimum tax preferences, from passive business activities.

Source: Joint Committee on Taxation Staff.

The table above calculates the benefit from the proposed rate re-
duction which taxpayers would receive if they realized the same
amount of gains that they would have realized in the absence of a
rate reduction. In other words, this calculation measures only the
benefit the taxpayer receives if he or she does not alter behavior.
This is a conservative estimate of the actual benefit, because it
does not assume a behavioral response. If taxpayers respond by re-
alizing additional gains they will obtain even more benefit from
the change, since taxpayers change their behavior only if the
change makes them even better off. Thus this calculation under-
states the benefit received by higher income taxpayers.

In other words, this table reports the distribution of the tax
burden rather than the distribution of taxes paid. If a reduction in
capital gains tax rates leads to greater realizations and tax revenue
paid by high income taxpayers, the distribution of taxes paid will
have shifted more onto high income taxpayers. However, an in-
crease in the distribution of taxes paid does not imply that the tax
burden on high income taxpayers has increased, because, as noted
above, any additional tax paid in response to a capital gains rate
cut results only from changed behavior. 24

24 For further discussion on the appropriate methodol for asset distribution effects,

see Jane G. Gravelle and Lawrence B. Lindsey, "Capital Gains," Tax Notes, 38, January 25,
1988, pp. 397-405.
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D. Indexing

Proponents of indexing contend that indexing would accomplish
the goals of capital gains taxation while producing a more accurate
measurement of economic income with greater neutrality.

Opponents contend that indexing is complex, should not be sig-
nificant if efforts to control inflation are successful, and would
erode revenues if such efforts are not successful.

1. Partial indexing
Where some but not all assets are indexed, several issues arise.

To the extent that the basis of certain assets is indexed but debt-
financing of those assets is not, the adjustment for inflation may be
overstated.

If some but not all assets are indexed, additional consideration
would have to be given to provisions designed to accomplish the de-
sired results in certain special situations. For example, if stock but
not debt is indexed, the question arises whether some, types of
assets, such as preferred stock or convertible debt, should be classi-
fied as stock or as debt for this purpose. Rules would be needed for
assets that change categories, such as a personal residence convert-
ed to rental property (or vice versa). If an interest in an entity is
eligible for indexing but the entity may hold substantial non-index-
able assets, consideration could be given to provisions designed to
prevent taxpayers from indirectly obtaining indexing for nonqual-
ified assets.

Finally, so long as capital gains treatment remains available for
some types of assets then, depending upon the rate of inflation, tax-
payers may continue to have an incentive to engage in transactions
designed to convert ordinary income to capital gains income.

2. Other indexing considerations
"Lock-in"

It is possible that indexing light not relieve "lock-in" problems,
because a taxpayer whose after-tax economic gain is protected
against future inflation may decide to continue to hold an asset to
obtain the benefits of tax deferral, or the benefits of tax exemption
if the asset is held until death. Others contend that indexing allevi-
ates "lock-in" by removing the burden of taxing nominal gains
arising from inflation.

Complexity
Indexing would involve a significant amount of recordkeeping.

However, records of the cost of property and of improvements are
generally maintained under present law. Records of the dates such
costs are incurred would also be retained under present law where
holding periods are important for capital gains purposes.

Indexing would substantially increase the volume of calculations
necessary to calculate taxable gain for many common transactions.
For example, consider an individual who sells stock which was pur-
chased 10 years before the sale and who has reinvested the quar-
terly dividends in additional stock during this entire period. Under
indexing, each of the 41 components of basis (the original purchase
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plus the 40 dividend payments) would be multiplied separately by
different indexing factors in order to compute the inflation-adjust-
ed value of that component and determine the basis of stock.

The interaction of indexing rules with other Code provisions
would raise further issues. For example, the basis of a partnership
interest or S corporation stock in the hands of a partner or 3hare-
holder is affected by numerous transactions, including distribu-
tions, that could complicate accurate indexing of such interests.
Another example is the appropriate interaction of indexing with
the short sale provisions of the Code.

0
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ERRATA

The following changes should be made to Description of
Expiring Tax Provisions, published by the staff of the Joi-nt
Committee on Taxation on March 13, 1989, as JCS-8-89.

(1) On page 7, the first sentence of the last paragraph
should read as follows: There are no statutory R&D
allocation and apportionment rules applicable to years after
the year governed by TAMRA.

(2) On page 23, the date in the last sentence of the last
paragraph should be changed from January 1, 1989 to
January 1, 1990.

(3) On page 25, the third and fourth sentences of the last
paragraph should read as follows: The Deficit Reduction Act
of 1984 extended the sunset date for issues of qualified
small-issue bonds for manufacturing facilities to December
31, 1988. The Tax Reform Act of 1986 extended that sunset
date to December 31, 1989.
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INTRODUCTION

This pamphlet,1 prepared by the staff of the Joint Committee on
Taxation, provides a brief description of certain tax provisions that
expired in 1988 and of provisions scheduled to expire in 1989.2

The first part of the pamphlet is a summary listing of tax provi-
sions that were extended by the Technical and Miscellaneous Reve-
nue Act of 1988 and expired in 1988 and of tax provisions sched-
uled to expire in 1989. The second part provides a brief description
of these expired and expiring tax provisions, including reference to
recent legislative background.

This pamphlet may be cited as follows: Joint Committee on Taxation, Description of Expir-
in Tax Provisions (JCS-8-89), Lrch 18, 1989.

'Several of theme proposals are also described in Joint Committee on Taxation, SummWryof
Revenu Provisions in President Bush's Fiscal Year 190 Budet Proposal (JCS--89), 8,
1989.

(1)
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I. SUMMARY

Expired tax provisions
The following tax provisions expired at the end of 1988, unless

otherwise indicated:
(1) Rules for allocation and apportionment of research expenses

(expired at the end of the fourth month of the taxpayer's first tax-
able year beginning after August 1, 1987);

(2) Exclusion for employer-provided educational assistance bene-
fits; and

(3) Exclusion for group legal services benefits, and tax exemption
for an organization providing group legal services or indemnifica-
tion against the cost of legal services as part of a qualified group
legal services plan.

Expiring tax provisions
The following tax provisions are scheduled to expire at the end of

1989:
(1) 20-percent tax credit for qualified research expenditures;
(2) Targeted jobs tax credit;
(3) 10-percent energy tax credits for solar and geothermal proper-

ty, and 15-percent credit for ocean thermal property;
(4) Tax exemption for qualified mortgage bonds and election to

issue mortgage credit certificates;
(5) Certain rules relating to financially troubled financial institu-

tions (reorganizations, net operating losses, and FSLIC/FDIC assist-
ance payments);

(6) Treatment of mutual fund shareholder expenses for purposes
of the 2-percent floor on miscellaneous itemized deductions;

(7) Qualified small-issue bonds;
(8) Low-income housing tax credit;
(9) Deductibility of health insurance costs of self-employed indi-

viduals;
(10) The ESOP exception to the additional tax on early withdraw-

als from qualified retirement plans; and
(11) The $2 million exception to the generation-skipping transfer

t.Ax.

(3)
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II. DESCRIPTION OF PROVISIONS

A. Expired Tax Provisions

1. Allocation and apportionment of research expenses secss.
861(b), 862(b), and 863(b) of the Code)

Present Law s

In general
U.S. persons are taxable on their worldwide income, including

their foreign income. A U.S. person that earns foreign income may
incur foreign income tax. Subject to the applicable foreign tax
credit limitations, such a person may credit foreign income taxes
against its U.S. tax liability. The purpose of the foreign tax credit
and the foreign tax credit limitations is to yield primary taxing ju-
risdiction over U.S. persons' foreign income to foreign govern-
ments, while retaining residual taxing jurisdiction over such
income for the United States and ensuring that the full U.S. tax is
paid on domestic income.

The foreign tax credit limitations operate by separating the tax-
payer's total U.S. tax liability before tax credits ("pre-credit U.S.
tax") into 2 categories: tax on U.S. source taxable income and tax
on foreign source taxable income. Pre-credit U.S. tax on foreign
source taxable income is further subdivided by limitation catego-
ries, or "baskets," of income. The pre-credit U.S. tax on any par-
ticular limitation category of foreign source income serves as the
upper limit on credits for foreign taxes on that type of income.

Each foreign tax credit limitation equals total pre-credit U.S. tax
times the ratio of the taxable income in that limitation category to
worldwide taxable income. Foreign source taxable income equals
foreign source gross income less the expenses, losses, and other de-
ductions properly apportioned or allocated thereto, and a ratable
part of any deductions which cannot definitely be allocated to some
item or class of gross income (Code sec. 862(b)). Deductions allocat-
ed and apportioned to foreign source gross income must be further
allocated or apportioned among the separate limitation categories
of foreign source gross income in order to arrive at foreign source
taxable income in any one limitation category. Finally, allocation
and apportionment of deductions to U.S. source gross income deter-
mines the amount of taxpayer's U.S. source taxable income (sec.
861(b)).

s Some of the provisions discussed in this section were treated more comprehensively in Part
III of the April 2, 1987 pamphlet, prepared by the staff of the Joint Committee on Taxation for
the Senate Committee on Finance, entitled Description of Proposals Relating to Research and
Development Ificentive Act of 1987 (S. 58) and Allocation of R&D Expenses to U.S. and Foreign
Income (S. 716) (JCS-6-87).

(4)
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The Code generally articulates only the broad principles of how
expenses reduce U.S. and foreign source gross income, leaving the
Treasury Department to provide detailed rules for the generally
fact-specific task of allocating and apportioning expenses. The ap-
plication of regulations to particular facts and circumstances,
therefore, has a significant role in determining the proportions of
taxpayers' worldwide taxable income that are treated as derived
from foreign sources. These proportions control, in turn, the level
of taxpayers' foreign tax credit limitations.

A taxpayer that has paid less foreign tax- in each limitation cate-
gory than the' foreign tax credit limitation with respect to that cat-
egory credits all of its foreign income tax against pre-credit U.S.
tax (such a taxpayer is said to have "excess limit" in each of its
limitation categories). If the rules for allocating and apportioning
deductions are then changed to permit foreign source deductions to
be converted to U.S. source deductions, with the result that a
greater propc Aion of the taxpayer's worldwide taxable income is
deemed to come from foreign sources, the change cannot decrease
the taxpayer's U.S. tax liability on its worldwide income. A taxpay-
er that has paid foreign taxes in excess of one or more of its foreign
tax credit limitations (that is, a taxpayer with "excess credits")
cannot currently use all of its foreign income taxes as credits. In
this case, a change in the allocation and apportionment rules may
result in additional use of foreign tax credits, as follows: The con-
version of a foreign source deduction to a U.S. source deduction
converts an amount of U.S. source taxable income to foreign source
taxable income, thus increasing the foreign tax credit limitation
and reducing the taxpayer's current U.S. tax liability by approxi-
mately 34 cents for each dollar of deduction that is converted from
foreign to U.S. source. Conversely, upon a change in the allocation
rules that shifts deductions from U.S. tW foreign income, a taxpayer
with excess credits (or a taxpayer that previously had excess limit
and finds itself, as a result of the rule change, with excess credits)
may experience an increase in U.S. tax liability due to a reduction
in the amount of its foreign income taxes that remain creditable.

Treasury Regulation sec. 1.861-8(e)(3)
Treasury Regulations promulgated in 1977 prescribe detailed

rules for allocating and apportioning research and experimental
expenses for purposes of computing the foreign tax credit limita-
tion of a U.S. person, as well as for other purposes (Treas. Reg. sec.
1.861-8(eX3)) ("the R&D regulation").4

The R&D regulation contemplates that taxpayers will sometimes
undertake R&D solely to meet legal requirements. In some such
cases, the R&D cannot reasonably be expected to generate income
(beyond de minimis amounts) outside a single geographic source. If
so, those deductible R&D expenses reduce gross income only from
the geographic source that includes that jurisdiction.

4 By its terms, the R&D regulation would also apply, for example, in determining the U.S.
source taxable income of a foreign person, and the taxable income effectively connected with a
U.S. trade or business conducted by a foreign person, insofar as those determinations are'neces-

r under other "operative" Code sections. The operative section for the foreign tax credit limi-
taton is section 904(a).
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After allocating deductions to meet legal requirements, the regu-
lation generally allows 30 percent of deductible R&D expenses to
reduce gross income from the source where over half of the laxpay-
er's total deductible R&D expenses are incurred. A taxpayer has
the opportunity to apportion more than 30 percent of its R&D de-
duction exclusively to the source where R&D is performed if it can
establish that a significantly higher percentage is warranted be-
cause the R&D is reasonably expected to have a very limited or
long-delayed application outside that geographic source.

After a taxpayer makes a place-of-performance apportionment, it
must apportion the amount of its R&D deduction remaining, if any,
on the basis of relative amounts of domestic and foreign sales re-
ceipts. Subject to certain limitations, a taxpayer may elect to ap-
portion its R&D deduction under an optional gross income method
instead of the sales method. Under a gross income method, a tax-
payer generally apportions its R&D deduction (after allocation
under the legal requirements test but not the place-of-performance
test) on the basis of relative amounts of gross income from domes-
tic and foreign sources. The basic limitation on the use of optional
gross income methods is that the respective portions of a taxpay-
er's R&D deduction apportioned to U.S. and foreign source income
using a gross income method may not be less than 50 percent of
the respective portions that would be apportioned to each such
income grouping using the sales apportionment method (with the
latter's exclusive place-of-performance allocation, typically 30 per-
cent).

Legislative Background
Starting in 1981, Congress enacted a series of statutory R&D allo-

cation rules to substitute, in part, for the R&D regulation. The first
statutory R&D allocation rule was contained in the Economic Re-
covery Tax Act of 1981 (ERTA), covering any taxpayer's first 2 tax-
able years beginning within 2 years after August 13, 1981. In the
taxable years governed by this aspect of ERTA, all U.S.-incurred
R&D expenses were allocated to U.S.-source income. This provision
was extended by the Deficit Reduction Act of 1984 (DEFRA) and
the Consolidated Omnibus Budget Reconciliation Act of 1985
(COBRA) through taxable years beginning on or before August 1,
1986.

For taxable years beginning after August 1, 1986, and on or
before August 1, 1987, the Tax Reform Act of 1986 (TRA) provided
that 50 percent of research expenses (other than amounts incurred
to meet certain legal requirements, and thus allocable to one geo-
graphical source) were allocated to U.S. source income, with the re-
mainder allocated and apportioned either on the basis of sales or
gross income. In contrast with the R&D regulation, the temporary
rule of TRA (1) gave taxpayers using the gross sales method of ap-
portionment an automatic place-of-performance allocation, for U.S.-
incurred R&D, of 50 (rather than 30) percent; (2) allowed taxpayers
using the gross income apportionment method to use the automatic
place-of-performance rule; and (3) imposed no limit on the extent to
which use of the gross income method could result in decreasing
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the amount of R&D expenses that would otherwise be allocated to
foreign source income using the gross sales method.

The Technical and Miscellaneous Revenue Act of 1988 (TAMRA)
effectively extended statutory allocation rules for an additional
four months. The rules in effect for these four months, however,
were different than those contained in previous statutes. Expenses
incurred during the taxable year governed by TAMRA (for any tax-
payer, its first taxable year beginning after August 1, 1987) were
deemed to be incurred ratably throughout the year. For expenses
deemed to have been incurred in the first four months of the year
(other than amounts incurred to meet certain legal requirements,
and thus allocable to one geographical source), 64 percent of U.S.-
incurred R&D expenses were allocated to U.S. source income, 64
percent of foreign-incurred R&D expenses were allocated to foreign
source income, and the remainder of R&D expenses were allocated
and apportioned either on the basis of sales or gross income, but
subject to the condition that if income-based apportionment was
used, the amount apportioned to foreign source income could be no
less than 30 percent of the amount that would have been appor-
tioned to foreign source income had the sales method been used.
For expenses deemed to have been incurred during the remaining
eight (or fewer) months of the year governed by TAMRA, the R&D
allocation regulation applied.

There are no statutory R&D allocation and apportionment rules
applicable to years governed by TAMRA. Thus, the R&D regulation
generally governs allocation and apportionment of U.S.-incurred
R&D expenses (as well as foreign-incurred R&D expenses) in all
taxable years beginning after August 1, 1988.
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2. Exclusion for employer-provided educational assistance (sec.
127 of the Code)

Prior Law

Under present law, an employee must include in income and
wages, for income and employment tax purposes, the value of edu-
cational assistance provided by an employer to an employee, unless
the cost of such assistance qualifies as a deductible job-related ex-
pense of the employee. Amounts expended for education qualify as
deductible job-related expenses if the education (1) maintains or im-
proves skills required for the employee's current job, or (2) meets
the express requirements of the individual's employer that are im-
posed as a condition of continued employment (Treas. Reg. sec.
1.162-5(a)). In the case of an employee, suc.li expenses (if not reim-
bursed by the employer) are deductible only to the extent that,
when aggregated with other miscellaneous itemized deductions,
they exceed 2 percent of the taxpayer's adjusted gross income. No
deduction is allowed for expenses incurred to qualify for a new
trade or business (e.g., for law school tuition paid by a paralegal or
accountant).

Under prior law, an employee's gross income and wages for
income and employment tax purposes did not include amounts paid
or incurred by the employer for educational assistance provided to
the employee if such amounts were paid or incurred pursuant to an
educational assistance program that met certain requirements (sec.
127). This exclusion, which expired for taxable years beginning
after December 31, 1988, was limited to $5,250 of educational assist-
ance with respect to an individual during a calendar year. In addi-
tion, for taxable years beginning after 1987, the exclusion did not
apply to graduate level courses. Specifically, the exclusion did not
apply to any payment for, or the provisibn of any benefits with re-
spect to, any course taken by an employee who had a bachelor's
degree or was receiving credit toward a more advanced degree, if
the particular course could be taken for credit by any individual in
a program leading to a law, business, medical, or other advanced
academic or professional degree.

Section 127 required, among other things, that educational assist-
ance provided under such a program not discriminate in favor of
highly compensated employees in certain respects. The Statement
of Managers for the Tax Reform Act of 1986 indicated that if the
section 127 exclusion for educational assistance were extended, the
new nondiscrimination rules for employee benefits added by the
1986 Act (sec. 89) were to be applied to the exclusion in lieu of the
prior-law rules.
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Legislative Background

The section 127 exclusion was first established on a temporary
basis by the Revenue Act of 1978 (through 1983). It subsequently
was extended, again on a temporary basis, by Public Law 98-611
(through 1985), by the Tax Reform Act of 1986 (through 1987), and
by the Temporary and Miscellaneous Revenue Act of 1988 (through
1988, with the limitation that the exclusion does not apply to grad-
uate level courses).
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3. Exclusion for employer-provided group legal services; tirx ex-
emption for qualified group legal services organizations (secs.
120 and 501(c)(20) of the Code)

Prior Law

Under prior law, amounts contributed by an employer to a quali-
fied group legal services plan for an employee (or the employee's
spouse or dependents) were excluded from the employee's gross
income for income and employment tax purposes (sec. 120). The ex-
clusion also applied to any services received by an employee (or the
employee's spouse or dependents) or any amounts paid to an em-
ployee under such a plan as reimbursement for the cost of legal
services for the employee (or the employee's spouse or dependents).
The exclusion was limited to an annual premium value of $70. In
order to be a qualified plan under which employees were entitled
to tax-free benefits, a group legal services plan was required to ful-
fill certain requirements. The exclusion for group legal services
benefits expired for taxable years ending after December 31, 1988.

In addition, prior law provided tax-exempt status for an organi-
zation the exclusive function of which was to provide legal services
or indemnification against the cost of legal services as part of a
qualified group legal services plan (sec. 501(cX20)). The tax exemp-
tion for such an organization expired for taxable years ending after
December 31, 1988.

Section 120 required, among other things, that group legal serv-
ice benefits provided under a qualified plan not discriminate in
favor of highly compensated employees in certain respects. The
Statement of Managers for the Tax Reform Act of 1986 indicated
that the new nondiscrimination rules for employee benefits added
by the 1986 Act (sec. 89) were to be applied to the exclusion for
group legal service benefits in lieu of the prior-law rules if the ex-
clusion was extended for any period after the effective date of sec-
tion 89.

In 1984, Congress required that employers file information re-
turns with respect to qualified group legal services plans (sec.
6039D). This requirement was intended to collect data with respect
to the use of such plans so that Congress could evaluate the effec-
tiveness of the exclusion.

Legislative Background
The section 120 exclusion and the section 501(cX20) exemption

were enacted initially on a temporary basis by the Tax Reform Act
of 1976 (through 1981). They subsequently were extended, again on
a temporary basis, by the Economic Recovery Act of 1981 (through
1984), Public Law 98-612 (through 1985), the Tax Reform. Act of
1986 (through 1987), and the Technical and Miscellaneous Revenue
Act of 1988 (through 1988).
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B. Tax Provisions Expiring in 1989

1. Tax credit for qualified research expenditures (sec. 41 of the
Code)

Present Law

General rule
A 20-percent tax credit is allowed for qualified research expendi-

tures incurred by a taxpayer in carrying on a trade or business.
Except for certain university basic research payments, the credit
applies only to the extent that the taxpayer's qualified research ex-
penditures for the taxable year exceed the average amount of the
taxpayer's yearly qualified research expenditures in the specified
base period, which generally is the preceding three taxable years.

Eligible expenditures
Research expenditures eligible for the 20-percent incremental

credit under present law consist of (1) "in-house" expenditures by
the taxpayer for research wages and supplies used in research; (2)
certain time-sharing costs for computer use in research; and (3) 65
percent of amounts paid by the taxpayer for contract research con-
ducted on the taxpayer's behalf. Under the 1986 Act, a 20-percent
tax credit also applies to the excess of (1) 100 percent of corporate
cash expenditures (including grants or contributions) paid for uni-
versity basic research over (2) the sum of (a) the greater of two
fixed research floors plus (b) an amount reflecting any decrease in
nonresearch giving to universities by the corporation as compared
to such giving during a fixed base period, as adjusted for inflation.

The amount of credit-eligible basic research expenditures to
which the university .basic research credit applies does not enter
into the computation of the incremental credit. The remaining
amount of credit-eligible basic research expenditures-i.e., the
amount to which the university basic research credit does not
apply-enters into the incremental credit computation (and in sub-
sequent years enters into the base period amounts for purposes of
computing the ii'cremental credit).

Research definition
The 1986 Act provided statutory rules defining qualified research

for purposes of the incremental credit. These rules target the credit
to research undertaken to discover information that is technologi-
cal in nature and that pertains to functional aspects of products.
Also, the 1986 Act expressly excluded certain types of expenditures
from eligibility for the credit, including post-production research
activities, duplication or adaptation costs, and surveys, studies, and
certain other costs. The definitional modifications were effective for
taxable years beginning after 1985.

Relation to deduction
For taxable years beginning prior to 1989, the amount of any de-

duction allowable to a taxpayer under section 174 or any other pro-
vision for qualified research expenditures was not reduced by the
amount of any credit allowed to the taxpayer for the same quali-
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fled research expenditures. For taxable years beginning after 1988,
however, the amount of any deduction allowable to a taxpayer
under section 174 or any other provision for qualified research ex-
penditures is reduced by an amount equal to 50 percent of the tax-
payer's section 41 credit determined for that year. A similar rule
applies if the taxpayer capitalizes, rather than expenses, qualified
research expenditures pursuant to section 174.

Computation of allowable credit
General rule.-The credit applies to the amount of qualified re-

search expenditures for the current taxable year that exceeds the
average of the yearly qualified research expenditures in the preced-
ing three taxable years. The base period amount is not adjusted for
inflation.

New businesses.-For a base period year during which it was not
in existence, a new business is treated as having research expendi-
tures of zero for purposes of competing average annual research
expenditures during the base period. However, the taxpayer may
be deemed to have expenditures in such a base period year pursu-
ant to the 50-percent limitation rule (described below).

50-percent limitation rule.-In computing the credit, the amount
of base period research expenditures to be subtracted from current-
year expenditures is treated as at least equal to 50 percent of the
taxpayer's qualified research expenditures for the current year.
This 50-percent limitation applies both in the case of existing busi-
nesses and in the case of newly organized businesses.

Aggregatiorn rules.-To ensure that the credit will be allowed
only toi actual increases in research expenditures, special rules
apply under which research expenditures of the taxpayer are ag-
gregated with research expenditures of certain related persons for
purposes of computing any allowable credit. These rules are intend-
ed to prevent artificial increases in research expenditures by shift-
ing expenditures among commonly controlled or otherwise related
persons.

Changes in business ownership.-Special rules apply for comput-
ing the credit when a business changes hands, under which quali-
fied research expenditures for periods prior to the change of owner-
ship generally are treated as transferred with the trade or business
which gave rise to those expenditures. These rules are intended to
facilitate an accurate computation of base period expenditures and
the credit by attributing research expenditures to the appropriate
taxpayer.

Trade or business limitations
The credit is available only for research expenditures paid or in-

curred in carrying on a trade or business of the taxpayer. With one
exception relating to certain research joint ventures, the trade or
business test for purposes of the credit is the same as for purposes
of the business deduction provisions of section 162. Thus, for exam-
ple, the credit generally is not available to a limited partnership
(or to any partners in such partnership, including a general part-
ner that is an operating company) for partnership expenditures for
outside or contract research intended to be transferred by the part-
nership to another (such as to the general partner) in return for
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license or royalty payments. Under the trade or business test, re-
search expenditures of a taxpayer are eligible for the credit only if
paid or incurred in a particular trade or business already being
carried on by the taxpayer.

Other limitations and carryover
The 1986 Act made the research credit subject to the general

business credit limitation (i.e., 75 percent of tax liability over
$25,000), effective for taxable years beginning after 1985. Any
excess amount of the general business credit can be carried back
three years and carried forward 15 years, beginning with the earli-
est year.

In the case of an individual who owns an interest in an unincor-
porated trade or business, who is a beneficiary of a trust or estate,
who is a partner in a partnership, or who is a shareholder in an S
corporation, the amount of credit that can be used in a particular
year also cannot exceed an amount (separately computed with re-
spect to the person's interest in the trade or business or entity)
equal to the amount of tax attributable to that portion of the per-
son's taxable income that is allocable or apportionable to such in-
terest. Any excess credit amount is eligible for the carryover rule
described above.

Legislative Background

As enacted in the Economic Recovery Tax Act of 1981, the rate
of the credit was 25 percent, and the credit was scheduled to expire
after December 31, 1985. In the Tax Reform Act of 1986, the credit
was extended for three years (i.e., for qualified research expendi-
tures through December 31, 1988); also, the credit rate was reduced
to 20 percent of the incremental research expenditure amount, ef-
fective for taxable years beginning after 1985.

The Technical and Miscellaneous Revenue Act of 1988 extended
the credit for one additional year through December 31, 1989. The
Act also reduced the deduction allowed under section 174 for quali-
fied research expenditures by an amount equal to 50 percent of the
taxpayer's research credit determined for the year.
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2. Targeted jobs tax credit (sec. 51 of the Code)

Present Law

Tax credit pro visions
The targeted jobs tax credit is available on an elective basis for

hiring individuals from nine targeted groups. The targeted groups
are: (1) vocational rehabilitation referrals; (2) economically disad-
vantaged youths aged 18 through 22; (3) economically disadvan-
taged Vietnam-era veterans; (4) Supplemental Security Income
(SSI) recipients; (5) general assistance recipients; (6) economically
disadvantaged cooperative education students aged 16 through 19;
(7) economically disadvantaged former convicts; (8) Aid to Families
with Dependent Children (AFDC) recipients and Work Incentive
(WIN) registrants; and (9) economically disadvantaged summer
youth employees aged 16 or 17. Certification of targeted group
membership is required as a condition of claiming the credit.

The credit generally is equal to 40 percent of the first $6,000 of
qualified first-year wages paid to a member of a targeted group.
Thus, the maximum credit generally is $2,400 per individual. With
respect to economically disadvantaged summer youth employees,
however, the credit is equal to 40 percent of up to $3,000 of wages,
for a maximum credit of $1,200.

The credit is not available for wages paid to a targeted group
member unless the individual either (1) is employed by the employ-
er for at least 90 days (14 days in the case of economically disad-
vantaged summer youth employees), or (2) has completed at least
120 hours of work performed for the employer (20 hours in the case
of economically disadvantaged summer youth employees). Also, the
employer's deduction for wages must be reduced by the amount of
the credit claimed.

The credit is available with respect to targeted-group individuals
who begin work for the employer before January 1, 1990.

Authorization of appropriations
Present law also authorizes appropriations for administrative

and publicity expenses relating to the credit through September 30,
1989. These monies are to be used by the Internal Revenue Service
(IRS) and Department of Labor to inform employers of the credit
program.

Legislative Background
Extension of credi, authorization of appropriations

The targeted jobs tax credit was enacted in the Revenue Act of
1978 to replace an expiring credit for increased employment. As
originally enacted, the targeted jobs credit was scheduled to termi-
nate after 1981.

The availability of the credit was successively extended by the
Economic Recovery Tax Act of 1981 (ERTA) for one year (through
1982), the Tax Equity and Fiscal Responsibility Act of 1982
(TEFRA) for two years (through 1984), and the Deficit Reduction
Act of 1984 (the 1984 Act) for one year (through 1985).
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The Tax Reform Act of 1986 extended the targeted jobs credit for
three additional years (through 1988), with modifications. The
Technical and Miscellaneous Revenue Act of 1988 (TAMRA) ex-
tended the credit with modifications for one additional year
(through 1989).

TEFRA authorized appropriations for the expenses of administer-
ing the system, for certifying targeted group membership, and for
providing publicity to employers regarding the targeted jobs credit.
The 1984, 1986, and 1988 Acts successively extended the authoriza-
tion for appropriations for administrative and publicity expenses
through fiscal year 1989.

Modification of credit
ERTA, TEFRA, and the 1984 Act modified the targeted group

definitions and made several technical and administrative changes
in the credit provisions.

The 1986 Act limited the extended credit in three respects: (1) a
25-percent credit for qualified wages paid in the second year of a
targeted-group individual's employment was repealed; (2) a 50-per-
cent credit for qualified first-year wages generally was reduced to a
40-percent credit (except that the credit allowed for wages of eco-
nomically disadvantaged summer youth employees was retained at
85-percent of up to $3,000 of qualified first-year wages); and (3) no
wages paid to a targeted-group member are taken into account for
credit purposes unless the individual either (a) is employed by the
employer for at least 90 days (14 days in the case of economically
disadvantaged summer youth employees), or (b) has completed at
least 120 hours of work performed for the employer (20 hours in
the case of economically disadvantaged summer youth employees).
Under the 1986 Act, the modified credit is available for wages paid
to targeted-group individuals who begin work for an employer after
December 31, 1985 and before January 1, 1989.

As a result of the Omnibus Budget Reconciliation Act, of 1987,
the credit is no longer available for wages paid to a targeted-group
individual who performs the same or substantially similar services
as an employee participating in, or affected by, a strike or lockout.

Two modifications were also made to the credit in TAMEA: (1)
the category of economically disadvantaged youth was restricted to
include employees age 18 to 22 rather than employees age 18 to 24,
and (2) the credit percentage for disadvantaged summer youth em-
ployees was reduced from 85 percent to 40 percent.
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3. Business energy tax credits for solar, geothermal, and ocean
thermal property (secs. 46(a)(2) and 46(b)(2)(A)(viiP,, (ix), and
(x) of the Code)

Present Law
A nonrefundable energy tax credit is allowed for certain invest-

ments in solar property, geothermal property, and ocean thermal
property. For solar and geothermal properties, the rate of the
credit is 10 percent in 1989. The rate of the credit for ocean ther-
mal property is 15 percent in 1989. The energy tax credits for solar,
geothermal, and ocean thermal properties are not available for
properties placed in service after December 31, 1989.1

Legislative Background

The energy tax credits for solar and geothermal properties were
enacted in the Energy Tax Act of 1978, effective through 1982. The
credit for ocean thermal property was enacted in the Windfall
Profit Tax Act of 1980, effective through 1985, and in the same act,
the solar and geothermal credits were extended through December
31, 1985. In the Tax Reform Act of 1986, these three credits were
extended for three additional years (through 1988) at rates which
phased down to the present rates. The Technical and Miscellaneous
Revenue Act of 1988 extended these credits for one additional year,
through December 31, 1989.
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4. Qualified mortgage bonds and mortgage credit certificates
(secs. 143 and 25 of the Code)

Present Law

Qualified mortgage bonds
In general, mortgage revenue bonds qualifying for tax-exemption

under section 103 of the Code ("qualified mortgage bonds") are
bonds the proceeds of which are used (net of costs of issuance and a
reasonably required reserve fund) to finance the purchase, or quali-
fying rehabilitation or improvement, of single-family, owner-occu-
pied homes located within the jurisdiction of the issuer of the
bonds.

First-time homebuyer requirement
An issue is a qualified mortgage issue only if at least 95 percent

of the net proceeds of the issue are used to finance residences for
mortgagors without present ownership interests in their principal
residences during the three-year period before their respective
mortgages are executed. This first-time homebuyer requirement
does not apply to mortgagors of residences located in targeted
areas (as described below), mortgagors who receive qualified home
improvement loans, or mortgagors who receive qualified rehabilita-
tion loans.

Income limitations
Qualified mortgage bond financing is available only to mortga-

gors whose family incomes do not exceed 115 percent (100 percent
for families of fewer than three persons) of the-higher of (1) the
median gross income for the area in which the residence is located,
or (2) the Statewide median gross income.

An adjustment to the mortgagor's qualifying income limitation is
made for high housing cost areas. For purposes of this provision,
the applicable income limit for the mortgagor will be the highest of
115 percent (100 percent for families of fewer than three persons)
of area median gross income, the adjusted income limit determined
for high housing cost areas, or 115 percent (100 percent for families
of fewer than three persons) of the State median gross income.
Family income of mortgagors (as well as area median gross income)
is to be determined by the Treasury Department after taking into
account the regulations under section 8 of the United States Hous-
ing Act of 1937.

In targeted areas, two-thirds of the mortgage financing provided
with the proceeds of each issue must be provided to mortgagors
who have family incomes not exceeding 140 percent (120 percent
for families of fewer than three persons) of the higher of (1) the
median gross income for the area in which the residence is located,
or (2) the Statewide median gross income. The remaining one-third
of the mortgage financing of each issue may be used to provide
mortgage loans without regard to income limitations. A targeted
area is defined as (1) a census tract in which at least 70 percent of
the families have incomes that are 80 percent or less of the State-
wide median family income, or (2) an area of chronic economic dis-
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tress designated by the Secretary of the Treasury and the Secre-
tary of Housing and Urban Development.

Purchase price limitations
The acquisition cost of a residence financed with qualified mort-

gage bonds may not exceed 90 percent (110 percent in targeted
areas) of the average area purchase price applicable to the resi-
dence. The determination of average area purchase prices is made
separately (1) with respect to new residences and existing, previous-
ly occupied residences, and (2) to the extent provided in regula-
tions, with respect to one-, two-, three-, and four-family residences.

Loan origination and loan prepayment rules
All unspent proceeds remaining 3 years after the date of issu-

ance of qualified mortgage revenue bonds must be used to redeem
bonds within the next six months. The amount of any loans origi-
nated during that 6-month period will reduce the amount of bonds
to be redeemed by the amount of such loans. Generally, the
amounts of regular loan repayments and prepayments which are
received ten years or more after the date the bonds are issued must
be used to redeem bonds. A de minimis exemption of $250,000 is
allowed from these redemption requirements. Repayments received
during the 10-year period following original issuance may be used
to make new loans.

Recapture
All or part of the subsidy provided by qualified mortgage revenue

bond financing or mortgage credit certificates (described below) is
recaptured on dispositions of assisted housing which occur within
10 years of purchase by mortgagors whose incomes increased
substantially since purchase of their homes. The maximum amount
recaptured is 1.25 percent of the original balance of the loan for
each year the loan is outstanding, or 50 percent of the gain realized
on the disposition, whichever is less. For sales in years six through
10, the 1.25 percent per year is phased out. This recapture provi-
sion only applies to loans originated, and mortgage credit certifi-
cates issued, after December 31, 1990.

Mortgage credit certificates
Qualified governmental units may elect to exchange qualified

mortgage bond authority for authority to issue mortgage credit cer-
tificates (MCCs) (sec. 25). MCCs entitle homebuyers to nonrefund-
able income tax credits for a specified percentage of interest paid
on mortgage loans on their principal residences. Once issued, an
MCC remains in effect as long as the residence being financed con-
tinues to be the certificate-recipient's principal residence. MCCs
are generally subject to the same eligibility and targeted area re-
quirements as qualified mortgage bonds.

Each MCC must represent a credit for 10 to 50 percent of inter-
est on qualifying mortgage indebtedness. The actual dollar amount
of an MCC depends on the amount of qualifying interest paid
during any particular year and the applicable certificate credit per-
centage. If the credit percentage exceeds 20 percent, however, the
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dollar amount of the credit received by the taxpayer for any year
may not exceed $2,000.

The aggregate amount of MCCs distributed by an electing issuer
may not exceed 25 percent of the volume of qualified mortgage
bond authority exchanged by the State or local government for au-
thority to issue MCCs. For example, a State that is authorized to
issue $200 million of qualified mortgage bonds and that elects to
exchange $100 million of that bond authority can distribute an ag-
gregate amount of MCCs equal to $25 million.

Legislative Background
The Mortgage Subsidy Bond Act of 1980 imposed restrictions on

the ability of State and local governments to issue tax-exempt
bonds to finance mortgage loans on single-family, owner-occupied
residences. The 1980 Act provided that interest on mortgage subsi-
dy bonds would be exempt from taxation only if the bonds were"qualified veterans' mortgage bonds" or "qualified mortgage
bonds."

The authority of State and local governments to issue tax-exempt
qualified mortgage bonds under the 1980 Act expired on December
31, 1983. The Deficit Reduction Act of 1984 extended this authority
(with modifications) through December 31, 1987.

The authority to issue qualified mortgage bonds and the election
to trade in bond volume authority to issue MCCs were extended for
one year, through December 31, 1988, by the Tax Reform Act of
1986, and for another year, through December 31, 1989, by the
Technical and Miscellaneous Revenue Act of 1988.
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5. Financially troubled financial institutions: reorganizations,
NOLs, and FSLIC/FDIC assistance payments (sees.
368(a)(3)(D), 382(!)(5)(F), and 597 of the Code)

Present Law
Continuity of interest requirement

In order for the acquisition of a financially troubled financial in-
stitution to qualify as a tax-free reorganization, the acquisition,
must satisfy the judicially-created "continuity of interest" require-
ment. The continuity of interest doctrine generally requires that
the shareholders of an acquired corporation maintain a meaningful
ownership interest in the acquiring corporation in order for the
transaction to qualify as a tax-free "reorganization" within the
meaning of section 368(a). Without special reorganization rules (de-
scribed below), there is often uncertainty under what circum-
stances the continuity of interest requirement is met, especially in
the case of mutually-owned thrift institutions.

A special rule adopted in the Economic Recovery Tax Act of 1981
(the '1981 Act") provides that the continuity of interest require-
ment need not be satisfied in the case of certain mergers involving
financially troubled thrift institutions. In the Technical and Miscel-
laneous Revenue Act of 1988 (the "1988 Act"), this special rule was
expanded to cover certain mergers of financially troubled banks.

Under present law, a merger involving a financially troubled fi-
nancial institution need not satisfy the continuity of interest re-
quirement provided the following three requirements are met (sec.
368(aX)(3XD)). First, the acquired institution must be one to which
section 593 (a savings and loan association, a cooperative bank, or a
mutual savings bank) or section 585 (a bank) applies. Second, a cer-
tification that the acquired financial institution is financially trou-
bled must be issued by the specified organization having superviso-
ry authority over the financial institution. Third, substantially all
the liabilities of the transferor institution (including deposits) must
become liabilities of the transferee. If these conditions are satisfied,
the acquired institution need not receive or distribute stock or se-
curities of the acquiring corporation for the transaction to qualify
as a tax-free reorganization under section 368(aX1XD).

Net operating loss carryovers
In a tax-free reorganization, the acquiring corporation generally

succeeds to the tax attributes of the acquired corporation, including
its net operating and built-in loss carryovers, subject to certain lim-
itations contained in section 382. Under the rules providing limita-
tions on net operating loss carryovers before the Tax Reform Act of
1986 ("old section 382"), the net operating loss carryovers of a cor-
poration were reduced if the shareholders of the corporation with
the net operating loss carryover did not own at least 20 percent of
the stock in the corporation surviving the reorganization. The Tax
Reform Act of 1986 (the "1986 Act") revised these limitations on
net operating and built-in loss carryovers. In general, under
present-law section 382, the ability of an acquiring corporation to
utilize to the net operating and built-in loss carryovers of a corpo-
ration acquired in a tax-free reorganization is limited if there has
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been more that a 50-percent change in the ownership of the ac-
quired corporation.

The 1981 Act contained a special rule which relaxed the loss lim-
itation provisions of old section 382 applicable to tax-free reorgani-
zations involving financially troubled thrift institutions. The 1986
Act continued to provide a similar special rule under present-law
section 382 for financially troubled thrift institutions. The 1988 Act
expanded this special rule to cover tax-free reorganizations of fi-
nancially troubled banks.

Under present law, in the case of a tax-free acquisition of a fi-
nancially troubled financial institution, the depositors of such insti-
tution whose deposits are assumed by the acquiring corporation are
deemed to continue an equity interest in the reorganized financial
institution. In addition, the percentage uwnership that must be re-
tained so as not to trigger the application of the limitation on
losses under section :382 is reduced from 50 percent to 20 percent
(sec. 3820)(5)(F)).

Assistance payments to financially troubled financial institutions
Under general tax principles, the tax treatment of payments

from the Federal Savings and Loan Insurance Corporation (FSLIC)
or the Federal Deposit Insurance Corporation (FDIC) to a financial
institution is unclear. A payment can be treated as gross income to
the recipient financial institution or otherwise reduce the amount
of any insured loss. Alternatively, taxpayers may take the postition
that a payment is a contribution to the capital of the financial in-
stitution, in which case it would not be includible in gross income
(sec. 118). If the payment is characterized as a contribution to cap-
ital, the tax consequences would vary depending upon whether the
payment was treated as a non-shareholder or shareholder contribu-
tion to capital. If characterized as a non-shareholder contribution to
capital, the basis of property held by the recipient financial institu-
tion normally would be reduced by the amount of such contribution
(sec. :362(c)). If characterized as a shareholder contribution to capital,
there would be no basis adjustment.

The 1981 Act provided that financially troubled thrift institu-
tions may exclude financial assistance by the FSLIC from income
and need not reduce their basis in property by the amount of such
financial assistance (sec. 597). In the 1988 Act, this special rule was
expanded to provide that financially troubled banks may exclude
financial assistance by the FDIC from income and need not reduce
their basis in property by the amount of such financial assistance.
In addition, the 1988 Act provided, in general, for a reduction in
certain tax attributes of a financially troubled financial institution
equal to 50 percent of the amount of assistance provided by the
FSLIC or the FDIC and excluded from the gross income of the fi-
nancial institution under section 597.

Legislative Background

The Economic Recovery Tax Act of 1981 provided special rules
applicable to financially troubled thrift institutions (described
above). The Tax Reform Act of 1986 provided that the special rules
would terminate at the end of 1988. The Technical and Miscellane-
ous Revenue Act. of 1988 extended for one year (through 1989) the
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effective date of the repeal of these provisions and made certain
modifications to the provisions, including the extension of these
provisions to financially troubled banks.
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6. Treatment of mutual fund shareholder expenses for purposes of
the 2-percent floor on miscellaneous itemized deductions (sec.
67(c) of the Code)

Present Law

Miscellaneous employee and investment expenses generally are
deductible by itemizers only to the extent that they exceed 2-per-
cent of the taxpayer's adjusted gross income. Investment expenses
indirectly incurred by a taxpayer through a pass-through entity,
such as a mutual fund, do not directly reduce the amount of the
entity's income that is taxable to the taxpayer, but are deducted by
the taxpayer as miscellaneous deductions subject to the 2-percent
floor.

In the Technical and Miscellaneous Revenue Act of 1988, Con-
gress intended to exclude certain mutual fund expenses from mis-
cellaneous itemized duductions subject to the 2-percent floor until
taxable years beginning after December 31, 1989.8 Because of a
drafting error, mutual fund expenses were indefinitely excluded
from miscellaneous itemized deductions. Accordingly, a technical
correction may be required to reflect Congressional intent that
mutual fund expenses be included in miscellaneous itemized deduc-
tions subject to the 2-percent floor in taxable years beginning after
December 31, 1989.

Legislative Background
The Tax Reform Act of 1986 would have treated certain invest-

ment expenses of publicly offered mutual funds as miscellaneous
itemized deductions (subject to the 2-percent floor) for taxable years
beginning after December 31, 1986. The Omnibus Budget Reconcili-
ation Act of 1987 delayed such treatment until taxable years begin-
ning after December 31, 1987. Under the Technical and Miscellane-
ous Revenue Act of 1988, such treatment would not occur in tax-
able years beginning prior to January 1, 1989.

H. Rep. 100-1104, Vol. II (October 21, 1988) p. %f2 (Conference Report)
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7. Qualified small-issue bonds (sec. 144(a) of the Code)

Present Law

Interest on certain small issues of private activity bonds is
exempt from tax if at least 95 percent of the bond proceeds is used
to finance manufacturing facilities or certain land or property for
first-time farmers ("qualified small-issue bonds").

Qualified small-issue bonds are issues having an aggregate au-
thorized face amount (including certain outstanding prior issues) of
$1 million or less. Special limits apply to bonds for first-time farm-
ers. Alternatively, the aggregate face amount of the issue, together
with the aggregate amount of certain related capital expenditures
during the 6-year period beginning three years before the date of
the issue and ending three years after that date, may not exceed
$10 million. In determining whether an issue meets the require-
ments of the small-issue exception, previous small issues (and in
the case of the $10-million limitation, capital expenditures during a
6-year period) are taken into account if (1) they are used with re-
spect to a facility located in the same incorporated municipality or
the same county (but not in any incorporated municipality) as the
facility being financed with the qualified small-issue bonds, and (2)
the principal users of both facilities are the same, or two or more
related persons.

The aggregate amount of qualified small-issue bond financing for
all types of depreciable farm property (including both new and
used property) is limited to $250,000 for any person or related per-
sons. The $250,000 is a lifetime limit.

Capital expenditures not included for purposes of the $10 million
limit are expenditures (1) made to replace property destroyed or
damaged by fire, storm, or other casualty; (2) required by a change
in Federal, State, or local law made after the date of issue; (3) sub-
ject to a $1 million limit, required by circumstances that reason-
ably could not be foreseen on the date of issue; or (4) qualifying as
in-house research expenses (excluding research in the social sci-
ences or humanities and research funded by outside grants or con-
tracts).

Interest on qualified small-issue bonds is taxable if the aggregate
face amount of all outstanding tax-exempt private activity bonds
(including exempt-facility bonds, qualified redevelopment bonds,
and qualified small-issue bonds) that would be allocated t) any ben-
eficiary (other than a section 501(cX3) organization) of the qualified
small-issue bonds exceeds $40 million. Bonds that are to be re-
deemed with the proceeds of a new issue (other than in an advance
refunding) are not considered. Certain current refunding bonds are
also not taken into account.

For purposes of the $40 million limitation, the face amount of
any issue is allocated among persons who are owners or principal
users of the bond-financed property during a 3-year test period.
This may result in all or part of a facility being allocated to more
than one person, as when one person owns bond-financed property
and other persons are principal users, or when owners and/or prin-
cipal users change during the 3-year test period. Once an allocation
to a test-period beneficiary is made, that allocation remains in
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effect as long as the bonds are outstanding, even if the beneficiary
no longer owns or uses the bond-financed property. If the $40 mil-
lion limit is exceeded for any owner or principal user as a result of
a change during the test period, interest on the issue of qualified
small-issue bonds that caused the limit to be exceeded is taxable
from the date of issue. The tax-exempt status of interest on other
previously issued qualified small-issue bonds is not affected.

Legislative Background

Substantial modifications to the tax treatment of exempt small-
issue industrial development bonds (IDBs) were made by the Tax
Equity and Fiscal Responsibility Act of 1982. The 1982 Act also pro-
vided that the authority to issue exempt small-issue IDBs would
sunset on December 31, 1986. The Tax Reform Act of 1986 extended
the sunset date for issues of qualified small-issue bonds for manu-
facturing facilities and certain land or property for first-time farm-
ers to December 31, 1988. The Technical and Miscellaneous Reve-
nue Act of 1988 generally extended that sunset date to December
31, 1989. Current refundings of qualified small-issue bonds may be
issued after December 31, 1989, provided that the refunding bonds
(1) do not have a weighted average maturity in excess of the
weighted average maturity of the refunded issue, (2) have a lower
interest rate than the rate on the refunded bonds, and (3) are in an
amount that does not exceed the outstanding amount of the refund-
ed bonds.

99-833 0 - 89 - 5
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8. Low-income housing tax credit (sec. 42 of the Code)

Present Law

A credit is allowed in annual installments over 10 years for
qualifying low-income rental housing, which may be newly con-
structed, substantially rehabilitated, or newly acquired existing res-
idential rental property. For buildings placed in service after 1987,
the credit percentages are adjusted monthly for buildings placed in
service to maintain a present value of the credit stream of 70 per-
cent for qualified expenditures for most newly constructed and re-
habilitated housing. In the case of acquisition of existing housing
and of newly constructed or rehabilitated housing receiving other
Federal subsidies (including tax-exempt bonds), monthly adjust-
ments are made to maintain a 30 percent present value for the
credit.

The credit amount is based on the qualified basis of the housing
units serving the low-income tenants. A residential rental project
qualifies for the low-income housing credit only if (1) 20 percent or
more of the aggregate residential rental units are occupied by indi-
viduals with incomes of 50 percent or less of area median income,
as adjusted for family size, or (2) 40 percent or more of the aggre-
gate residential rental units in the project are occupied by individ-
uals with incomes of 60 percent or less of area median income, as
adjusted for family size. Rents charged to families in units on
which a credit is claimed may not exceed 30 percent of the applica-
ble income qualifying as "low," adjusted for family size. If property
on which a low-income housing credit is claimed ceases to qualify
as low-income rental housing or is disposed of before the end of a
15-year credit compliance period, a portion of the credit may be re-
captured.

Credit allocation is granted by State or local government credit
authorities subject to an annual limitation ($1.25 per resident) for
each State. In order for a building to be a qualified low-income
building, the building owner must receive a credit allocation from
the appropriate credit authority, unless the property is substantial-
ly financed with the proceeds of tax-exempt bonds subject to the
State's private-activity bond volume limitation. A building must be
placed in service in the year in which a credit allocation is received
from the credit authority or in either of the succeeding two years
provided that, by the end of the year in which the credit allocation
is made, the taxpayer's basis (land and depreciable basis) in the
project of which the building is a part is more than 10 percent of
the taxpayer's reasonably expected basis in such project.

Legislative Background

The low-income housing credit was enacted by the Tax Reform
Act of 1986 with a sunset date of December 31, 1989.
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9. Deductibility of health insurance costs of self-employed individ-
uals (sec. 162(0) of the Code)

Present Law

Under present law, an employer's contribution to a plan provid-
ing accident or health coverage is excludable from an employee's
income (sec. 106). No equivalent exclusion is provided for self-em-
ployed individuals (i.e., sole proprietors or partners in a partner-
ship).

However, present law provides a deduction for 25 percent of the
amounts paid for health insurance for a taxable year on behalf of a
self-employed individual and the individual's spouse and depend-
ents. This deduction is allowable in calculating adjusted gross
income. A self-employed individual is an individual who has earned
income for the taxable year (sec. 401(cXl)). However, no deduction
is allowable to the extent the deduction exceeds the self-employed
individual's earned income for the taxable year. In addition, no de-
duction is allowable for any taxable year in which the self-em-
ployed individual is eligible t- participate (on a subsidized basis) in
a health plan of an employer of the self-employed individual (or of
such individual's spouse).

The deduction is allowable if the nondiscrimination requirements
applicable to employer-provided accident and health plans (sec. 89)
are satisfied with respect to the plan for which the 25-percent de-
ductior is allowable.

The amount deductible under this provision is not taken into ac-
count in computing net earnings from self-employment (sec.
1402(a)). Therefore, the amounts deductible under this provision do
not reduce the income base for the self-employed individual's social
security tax.

Legislative Background
The 25-percent deduction for the health insurance costs of self-

employed individuals was enacted on a temporary basis by the Tax
Reform Act of 1986 (for taxable years beginning before January 1,
1990). Certain technical corrections to the provision were made by
the Technical and Miscellaneous Revenue Act of 1988.
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10. ESOP exception to additional tax on early withdrawals from
qualified retirement plans (sec. 72(t) of the Code)

Present Law
Under present law, an additional 10-percent income tax applies

to early withdrawals from a qualified retirement plan. However,
certain distributions from an employee stock ownership plan
(ESOP) or a tax credit ESOP are exempt from the additional
income tax. This exception is available to the extent that the distri-
butions are attributable to assets that have been invested, at all
times, in employer securities (as defined in sec. 409(1)) that satisfy
certain requirements (secs. 409 and 401(aX28)) for the 5-year period
immediately preceding the plan year in which the distribution
occurs.

Legislative Background
The 10-percent additional income tax on early withdrawals and

the ESOP exception to the tax were enacted on a temporary basis
by the Tax Reform Act of 1986 (through December 31, 1989). Cer-
tain technical corrections to the provision were made by the Tech-
nical and Miscellaneous Revenue Act of 1988.
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11. $2 million exclusion from generation-skipping transfer tax

(sec. 1433(b)(3) of the Tax Reform Act of 1986)

Present Law

A generation-skipping transfer tax is generally imposed on trans-
fers by gift or bequest to grandchildren. Certain transfers aggregat-
ing less than $2 million made to grandchildren before January 1,
1990 are excluded from the tax.

Legislative Background

The $2 million exclusion was enacted in the Tax Reform Act of
1986.

0
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PREPARED STATEMENT OF SENATOR RUDY BOsCHWITZ

Mr. Chairman, I want to thank you and the members of your committee for allow-
ing me to appear before you this morning to discuss an issue of great importance to
the economic future of this country. As many of my colleagues know, I have long
been a proponent of encouraging capital investment by permitting investors who
invest for the long term to receive a partial exclusion from ordinary tax rates on
the gains they realize. Although I strongly support the Tax Reform Act of 1986, I
fought hard to retain pre-1986 capital gains tax treatment during debate on the bill.

When tax reform passed with the increase in capital gains tax rates intact, I
began working immediately to overturn this particular result by introducing legisla-
tion to have the capital gains exclusion restored. A bill I introduced in the 100th
Congress and again in the 101st Congress provides a two-tiered approach to gains
taxation. The capital gain on qualified assets held for at least one year would be
allowed a 40% exclusion from taxable income; the gain on those assets held for
three years or more would benefit from a 60% exclusion.

Last year, I also organized the capital gains coalition here in the Senate. Current-
ly, there are 16 Senators who have joined the coalition, and I expect our ranks to
swell now that the debate on this vital issue hus commenced in earnest.

Mr. Chairman, the United States currently has one of the most anti-capital in-
vestment tax systems in the free world. As has been discussed in previous debates
on this subject, many of our foreign competitors have capital gains tax rates radical-
ly lower than ours. The maximum tax rate on capital gains in Canada is 17.51%; in
france it's 16%; and West Germany and Japan exempt long-term gains from tax-
ation altogether. I would suggest to the committee that providing a capital gains tax
structure which is consistent with worldwide standards is fundamental to our inter-
national competitiveness.

Mr. Chairman, now I would like to discuss an approach to the tax treatment of
capital gains which I have 3upported for many years and which has also been advo-
cated by our distinguished colleague from Colorado, Senator Armstrong. That ap-
proach is the indexation of capital gains. In my view, there is tremendous merit to
the idea of indexing certain assets in the computation of capital gains taxes. It is
grossly unfair when illusory profits created by inflation are taxed at ordinary rates.

Consider this typical Midwestern scenario: a hard-working, middle-income couple
operates a small business or farm. They the property. Finally, after many years of
hard work, they sell their business or farm that by any measure is modest. Inflation
on their real estate and years of depreciation reduce their basis so that the sale re-
sults in a large gain. In that year they are among the rich and they love it. The
next year they revert to middle-income status. In the interim, they have been taxed
on their gain as though they were among the wealthy.

Or consider another scena-io posed in a commentary by Howard Gleckman in the
February 20 edition of Business Week, where an individual had purchased $1,000 of
stock in 1960. Under current law, when that investor sells his stock in 1989 for
$9,000, his taxable gain is $8,000. If the taxpayer is in the 33% tax bracket, he pays
$2,428 in capital-gains taxes. Add to that the State tax, which in my State is 8 per-
cent or another $640. Unfortunately, over the course of the holding period, inflation
has eaten up all but $2,026 of his profit. So after tax, his investment actually brings
him a net loss of $1,042. Mr. Chairman, the scenarios I have described are not
unique. They are played out over and over again as the people we depend Dn to
invest in America's long-term future are penalized by a tax policy which does not
reflect economic reality, bear in mind that persistent inflation in the age of 4-5 per-
cent is arelatively recent phenomena. In rn view, we ought to be taxing real gains,
not invisible gains caused by inflation. Because long-term gains are not currently
indexed but constantly eroded by inflation, the tax is much higher on long-term
gains than it is on short-term gains. There is an inherent disincentive to make long-
term investments. Mr. Chairman, taking the necessary action to protect investors
against the ravaging effects of inflation should be our foremost consideration in
framing this debate.

Let me suggest that the best way to remove the effect of inflation on capital gains
is to allow the tax base of eligible assets to be adjusted by the amount of inflation
that has occurred since those assets were purchased. Assets eligible for indexing
should include corporate stock and real property used in a trade or business.

Indexing is fair and rational. It is also neutral in that it doesn't open the flood-
gate for special interest groups to plead for exclusions which would :edirect invest-
ment dollars toward certain categories of investments. It is therefore consistent with
the principle underlying the 1986 tax act which eliminated the capital gains prefer-
ence in order to have investors base their actions on economic soundness rather
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than tax avoidance. Mr. Chairman, the concept of indexing is not a new idea. It has
had widespread support in Congress, having passed both the House and Senate in
previous years. Rather than going through the complex process of creating incen-
tives for investment, indexing gets at the issue by eliminating disincentives. It
brings greater equity and fairness to the tax system while promoting domestic in-
vestment and international competitiveness it is a concept which I intend to pursue
and I look forward to working with the members of this committee toward that end.

PREPARED STATEMENT OF SENATOR DALE BUMPERS

Mr. Chairman and members of the committee, I am delighted to be here today at
this first hearing in the 101st Congress on capital gains legislation.

BIPARTISAN DEBATE

The capital gains debate has been described by many commentators as a partisan
debate between President Bush and congressional Democrats. This is not the case.

The capital gains debate is a bipartisan debate,
There are Democrats in the Congress-and I am one of them-who believe that

we should reduce capital gains taxes.
In the Senate there are fourteen Democratic members who are supporting a cap-

ital gains tax reduction Senators DeConcini, Dixon, Gore, Inouye, Sanford, Daschle,
Hleflin, Sasser, Dodd, Kerry, Burdick, Cranston, Shelby, and me.

There are only seven Senate Republicans sponsoring a capital gains bill-Senators
Boschwitz, McClure, Symms, Cochran, Kasten, Gern and Lugar.

On February 7, 1989, 1 introduced S. 348, the venture capital gains act of 1989. S.
348 is cosponsored by more Members of the House or Senate than any other capital
gains bill pending in the House or Senate.

Eleven Senate Democrats have joined me as cosponsors of S. 348, including Sena-
tor Daschle of this committee. In addition, Senator Boschwitz is a cosponsor and he
serves as the chairman of the capital gains coalition in the Congress.

And, of course, Chairman Bentsen has indicated that he supports a reduction in
capital gains taxes and he has organized this hearing.

I repeat and I emphasize-the capital gains debate is a bipartisan debate. Demo-
crats are playing a constructive role, proposing alternatives and raising issues, not
just opposing the President's proposal.

VENTURE CAPITAL GAINS LEGISLATION

S. 348, the venture capital gains act, proposes that we provide a modest tax incen-
tive in favor of high-risk, long-term, growth-oriented investments in small business
ventures.

I have described the bill and its rationale in my introduction statement of Febru-
ary 7, a copy of which is attached to this testimony, so let me just make a few key
points about my proposal.

The venture capital gains legislation is different from the President's proposal in
nine respects:

1. My bill applies only to investments in stock.
2. It applies only to investments in the stock issued by a small business venture.
3. It applies only to direct purchases of the stock from the small business issuing

the stock.
4. It only applies to new investments. It does not apply to investments made

before the incentive goes into effect.
5. It requires a four year holding period.
6. It grants a 25% deduction and sets a 21% rate maximum capital gains tax rate.

The President has proposed a 45% deduction and a 15% maximum gains rate.
7. The alternative minimum tax applies to the deducted gains. With the Presi-

dent's proposal it does not.
8. The deduction is available to corporate as well as to individual taxpayers. The

President's proposal applies only to individual taxpayers.
9. And, most important, I have received a favorable revenue estimate from Joint

Committee on Taxation which finds that S. 348 loses a fraction as much revenue as
the President's proposal.

Let me just comment on a few of the differences between the President's proposal
and my venture capital gains legislation.
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A. Small Business Capital
The availability of capital to start-up small business ventures has always been a

major problem. The tax reform legislation of 1986 exacerbated the problem by put-
ting a high premium on short-term, income-oriented investments.

Venture capitalists do provide capital to start-up ventures, but increasingly they
are becoming involved with leveraged buy outs and other financial deals. They are
more risk-averse than they used to be, partly as a result of the tax reform law and
partly as a result of their experience with how risky start-up ventures can be.

There is no absence of investors who seem to be willing to invest in the estab-
lished companies who stock is traded on the major stock exchanges. And they seem
to be willing to make these investments despite the absence of any capital gains
preference.

My question is why should we give these investors a tax break for something that
they are already doing without any tax break?

What we need to do is give them an incentive to change their investment strategy
to place a greater emphasis to high-risk, long-term, growth-oriented investments in
small business ventures.

That's where we have the need. And that's were the incentive should be directed.
B. Retroactivity

The President's proposal gives a tax break for any investment, even investments
made before the capital gains tax reduction goes into effect.

This means that it provides a tax break for investments that were made with no
expectation that the investor would receive any capital gains preference.

To me this is an undeserved windfall.
My question is why should we reward investors for doing what they have already

done without any expectation of a tax reward?
I think the reason for this feature of the President's proposal may be that the

Treasury Department could not find any other way to make the revenue numbers
show a revenue gain in the early years.

You see, if investors can cash in their old investments, they'll receive a huge
windfall but they will also pay some tax. They will only pay this tax at the new
15% gains rate, not the 28% or 33% ordinary income rate, but they will pay some
tax. I think the department found it necessary to induce this rush of revenue in
order to find that it's proposal raises revenue in the first few years.

Treasury Secretary Brady has said that he will review the retroactivity issue and
I have asked him in a March 7 letter to provide me with an estimate of the revenue
impact of the President's proposal assuming that it is not retroactive. If it turns out
that the only reason the President's proposal raises revenue in the first few years is
because it confers a huge, and undeserved, tax windfall on investors, the depart-
ment may have to go back to the drawing board.

The President presents his capital gains bill as an incentive for investment. It is
ironic that the principal impact of the proposal in its first years would be to encour-
age investors to cash in their old investments.

S. 348 is prospective only and confers no windfall, but the Joint Tax Committee
still finds that it loses a fraction as much revenue as the President's proposal. This
i, true because of the other limitations in S. 348, which I have mentioned.
C. Phase-in of Holding Period

S. 348 requires a four year holding period for any investment that qualifies for
the tax incentive. The President only requires a one year holding period for invest-
ments made during the first three years, a two year holding period for investments
made in 1993 and 1994 and a three year holding period for investments made after
1994.

My question is why should we wait to put the longer holding period into effect?
If we want to encourage long-term investments, why should we start out by en-

couraging shorter-term investments?
I don't understand the logic of phasing in the longer holding period.
There is no fairness problem with immediately requiring a four year holding

period. Any investor making a new investment would know what the holding period
is and would not be surprised in any way if it starts at three years. And, if the in-
vestor made the investment with no expectation of any capital gains preference, he
can hardly complain about a four year holding period.

Of course, if the holding period starts at four years, more reaping their windfall.
This would reduce the rush of revenue to the Treasury Department.

i
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Even if the tax preference applies only to new investments, there would be some
slowing of gains realizations if the four year holding period goes into effect immedi-
ately.

For these reasons the Treasury may have found that if it immediately went to a
three year holding period, it could not project a revenue gain. In fact, it does ac-
knowledge that the President's proposal would lose $11.3 billion in 1996, right after
the three year holding period goes into effect. So, the phase in of the holding period
is obviously another case of revenue considerations driving tax policy.

But, again, S. 348 puts a four year holding period into effect immediately and it
does not lose large amounts of revenue in the early years.

Again, the reason why this is true is that S. 348 is focused, targeted, and limited
to venture capital investments, where a four year holding period is perfectly reason-
able. Venture capital investors often could not find a market for their stock in the
first three or four years. The one year holding period would be irrelevant to them.

D. 21% Gains Rate and Minimum Tax
S. 348 proposes that the maximum gains tax rate be set at 21%, which is less gen-

erous than the 15% maximum gains rate the President proposes.
I would like to offer investors a more powerful incentive and I found that some of

my colleagues would not cosponsor S. 348 because they thought that it did not pro-
vide a strong enough incentive.

I chose 21% as the maximum gains rate for two reasons.
First, under S. 348 the alternative minimum tax applies. So, if S. 348 were to give

investors a 15% gains rate, much of the benefits of that rate would be recaptured by
the minimum tax, where the rate is 21%. The interplay of the gains rate and the
minimum tax would amount to a zero sum game for the investors.

I would be very surprised if the congress would reestablish a differential for cap-
ital gains taxes without applying the minimum tax. The minimum tax applied to
capital gains before the tax reform law. The principal argument being raised
against restoring the capital gains tax preference is that it would principally benefit
the wealthy.

S. 348 meets this fairness argument by applying the minimum tax.
And when I applied the minimum tax, the 21% maximum gains rate became the

logical gains rate as well.
Second, a 15% maximum gains rate would lose more revenue than a 21% maxi-

mum gains rate.
I have asked the Joint Committee on Taxation to give me revenue estimates of S.

348 assuming that it sets a 19%, a 17% and a 15% maximum gains rate and assum-
ing that the minimum tax does not apply.

When I receive these estimates I will reevaluate the provisions in S. 348. As I
said, I would like to provide a more powerful incentive for venture capital invest-
ments if it is fiscally responsible and fair to do so.

E. Revenue Estimate
I already have obtained a revenue estimate from the Joint Committee on Tax-

ation on S. 348 as it was introduced.
The committee gave me this estimate on September 18, 1987, based on the prede-

cessor bill to S. 348, S. 931, which I introduced on April 7, 1987. The capital gains
tax incentive provided in S. 931 was available only for companies with $10 million
in paid in capital and the committee found that it would lose only $40 million in the
first five years. I asked the committee how high this threshold might be raised and
not lose $500 million in revenue and the committee said that I could eliminate this
threshold and not exceed a five year revenue loss of $500 million.

When I reintroduced the bill in this Congress I raised the threshold to $100 mil-
lion in paid-in capital. This was the only change I made in the bill, so the revenue
loss for S. 348 would be what the committee has found in its September 18, 1987,
estimate, less than $500 million over five years. I have asked the joint committee to
confirm this revenue estimate and trust that it will again find that S. 348 is a fiscal-
ly responsible bill.

As you know the joint committee found that the President' a proposal would lose
$24 billion in revenue in its first six years as law. So, if the President's proposal is
sometimes referred to as the "15% solution," then maybe S. 348 should be referred
to as the "2% solution"-2% as much revenue loss.

JOINT TAX STUDIES

I have asked the Joint Committee on Taxation to prepare three other studies for
me and I hope to receive them shortly.
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The first is on the interplay between the gains rate and the minimum tax. I have
asked the committee to quantify the extent to which there is a zero sum game be-
tween the gains rate and the minimum tax. The second is on the distribution of ben-
efits by income class for the President's proposal and S. 348. fairness is a key issue
with the capital gains tax and I want to know how the two proposals compare.

And third, I have asked the committee to try to determine to what extent the
President's proposal and S. 348 simply reward investors for doing what they are in-
clined to do without any tax preference. If we are looking at tax "incentives," we

wxu d know how mach new activity of the desired type we expect to generate.

POLITICAL REAIrY

S. 348 is a realistic capital gains bill. I didn't run for President and S. 348 is not a
campaign-type proposal.

I am trying to legislate, not to make everyone happy.
S. 348 doesn't overpromise. It doesn't promise that you can "have it all." It isn't

fancy.
It is focused. It is a bill we need and it is a bill we can afford.
I do not challenge the revenue estimates of the joint committee. I do not have to

do that. I voted against "supply-side" economics in 1981 and it was one of the best
votes I ever cast. I don't rely on magic to argue that we can cut tax rates and gener-
ate more revenue. S. 348 does lose some revenue, but it's a manageable amount.

My bill is prospective only and confers no windfall on past investments
It rewards capital formation, not shuffling of assets among investors.
It is fair because the minimum tax applies.
In my view, the sooner the President and his "supply-side" supporters begin to

focus on these issues, the sooner we can have a real debate on capital gains taxes
here in the Congress.

Finally, I am trying to turn this debate into a bipartisan debate, with Democrats
i3peaking out in favor of capital gains tax reductions, instead of just opposing the
President's proposal.
Enclosure
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COMPARISON OF CAPITAL GAINS PROPOSALS

PRESIDENT
BUSH

MAXIMUM TAX RATE:

EXCLUSION ON GAIN:

HOLDING PERIOD:

INVSTMTS. COVERED:

CAPITAL FORMATION:

TAXPAYERS:

WINDFALL:

MINIMUM TAX APPLY:

15%

45%

1 YEAR UNTIL
1992, 2 YEARS
IN 1993-1994
AND 3 YEARS
AFTER 1994

MANY CAPITAL
ASSETS

COVERS SECONDARY
MARKET TRADING

INDIVIDUAL

RETROACTIVE
TO PAST INVEST-
MENTr, CONFERS
HUGE WINDFALL

NO

SEN. BUMPERS
(S. 34S)

21%

25%

4 YEARS --
FAVORS LONG-TERM
INVESTMENTS

STOCK OF SMALL
BUSINESS ($100
MILLION PAID-
IN-CAPITAL)

COVERS ONLY DIRECT
INVESTMENTS THAT
PUT CAPITAL IN HANDS
OF ENTREPRENEURS

INDIVIDUAL AND
CORPORATE

ONLY APPLIES TO
NEW INVESTMENTS,
NO WINDFALL

YES, ENSURING
FAIRNESS

$24 BILLION
OVER SIX YEARS:
JOINT TAX COMM.

LESS THAN $500 MILLION
OVER FIVE YEARS:
JOINT TAX COMM.

(MINIMAL COST TO
TREASURY UNTIL 1993
DUE TO FOUR YEAR
HOLDING PERIOD)

REV. LOSS:
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INTRODUCTION OP BILLS AND

JOINT RESOLUTIONS
The following bills and Joint resolu-

tions were introduced, read the first
and second time by unanimous con-
sent, and referred as indicated:

By Mr. BUMPERS (for himself, Mr.
DECoNCIN., bir. Dixo, Mr. Oomz,
Mr. INovy , Mr. SANFORD, Mr.
DAscIL, Mr. Hzru-M, Mr. SAssEn,
Mr. DODD. Mr. K=y, Mr. Bumwicx,
and Mr. BOSCHWITZ):

S. 348. A bill to amend the Internal Reve-
nue Code of 1986 to restore a capital gains
tax differential for small business stock held
more than 4 years; to the Committee on Fl-
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STATEMENTS ON INTRODUCED
BILLS AND JOINT RESOLUTIONS

By Mr. BUMPERS (for himself,
Mr. DECONCINI, Mr. DixoN,
Mr. GoRE, Mr. INouyE, Mr.
SANFORD, Mr. DASCHLr, Mr.
HIrLIN, Mr. SASSER, Mr. DODD,
Mr. KeRRY, Mr. BURDICK, and
Mr. BoscHWITZ):

S. 348. A bill to amend the Int,;rnal
Revenue Code of 1986 to restore a cap-
ital gains tax differential for small
business stock held for more than 4
years; to the Committee on Finance.

VXTURE CAPITAL GAINS ACT
e Mr. BUMPERS, Mr. President,
today I am reintroducing legislation to
provide a modest tax incentive In favor
of high-risk long-term investments in
America's future.

It has never been clearer that Amer-
icans need to fight for our economic
prosperity and independence. We find
ourselves In an international competi.
tion of great intensity and we are
losing on many fronts.

There is a developing consensus that
American investors and businessmen
focus too much on short-term gains in
income and neglect long-term invest-
ments in economic growth. The values
that are associated with the 'stereo-
type of a yuppie and inffecting our
business community and our economic
prosperity as a nation will suffer as a
result.

Today we underinvest in new busi-
ness ventures, in research and develop-
ment, in plant and equipment, and in
training. When we underinvest, we put
our future at risk, we live for the
moment, and we ignore the piper's
song.

Increasingly we rely on financial wiz-
ards and lawyers to camouflage the
fact that our economic foundations
are eroding.
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The legislation I reintroduce today
addresses this issue by giving investors
an incentive to become venture cap-
italists, to take risks, to invest for the
long-term, and to seek the gains which
come from economic growth.

My legislation will encourage Inves-
tors to take risks on new ideas and new
technologies, to give entrepreneurs
the capital they need to fund the busi-
ness ventures of tomorrow, and to wait
for long-term gain on these invest-
ments.

I am delighted that Senators DECON-
CINI, DIXON, GORE. INOUYE, SANFORD,
DASCHLE, HEFLIN, SASSER, DODD,
KERRY, BURDICK, and BOSCHWITz have
agreed to be original cosponsors of
this legislation. I hope to have more
cosponsors as the capital gains debate
becomes more focused.

It is clear from this list of cospon-
sors that the capital gains issue is a bi-
partisan issue In the Congress. Senate
Democrats are just as interested in the
capital gains issue as are Republicans.
Senate Democrats want to debate the
capital gains issue on the merits and
to join in fashioning a reasonable and
effective incentive for capital forma-
tion.

I look forward to working with my
cosponsors and with the members of
the Senate Finance Committee on the
capital gains issue.

HISTORY OF VENTURE CAPITAL GINS
LLGISLATION

While we were considering the Tax
Reform legislation in 1986 I expressed
my concern about the repeal of the
capital gains tax preference. My con-
cern then and my concern now is that
small business ventures would suffer
most if the capital gains preference
was repealed and this has proven to be
true.

During consideration of the tax
reform law. the Small Business Com-
mittee held a hearing on this issue and
we heard from many experts about
the adverse consequences of repealing

the capital gains tax. ("The Elimina-
tion of the Capital Gains Differential
for Individuals and Its Impact on
,Small Business Capital Formation,"
hearings before the Senate Small
Business Committee, June 4, 1986.) We
heard from venture capitalists who
warned that repealing the capital
gains preference would reduce the in-
clination of investors to make high-
risk, long-term, growth-oriented in-
vestments.

The witnesses said that the problem
with the tax reform law would be that
it would place a premium on low-risk,
short-term, income-producing invest-
ments. With the elimination of the
capital gains tax preference, there
would no longer be any reason for a
taxpayer to hold onto an investment
even for 6 months, the old holding
period required for capital gains in-
vestments.

Of course, the Congress ignored
these warnings, adopted the tax
reform law, and the capital gains tax
preference was eliminated.

To remedy the flaw in the tax
reform law, in April of 1987 I intro-
duced S. 931, the Small Business Cap-
ital Formation Act of 1987. (133 Con-
gressional Record S4728-4732, April 7,
1987.) The bill I introduce today is the
same bill, with some minor technical
refinements.

VENTURE CAPITAL GAINS COMPARED TO
PRESIDENT'S CAMPAIGN PROPOSAL

I introduced S. 931 long before then-
Vice President George Bush advanced
his own capital gains proposal. We are
now awaiting the details on his pro-
posal, which may aiffer from the cap-
ital gains proposal he described during
the campaign. But it is helpful in de-
scribing the bill I am introducing
today to compare it to the capital
gains proposal the President advocat-
ed during the campaign.

TERMS OF CAPITAL GAINS PROPOSALS

The President and I agree on one
point about capital gains taxes. We
agree that the repeal of the capital



138

gains tax preference in the tax reform
law was ill-considered. But there are
then many differences in our ap-
proaches to restoring a capital gains
preference.

The President's capital gains propos-
al, as described during the campaign,
is sweeping.

S 1216
Pist, he proposed during the cam.

paign that the maximum tax rate on
capital gans income be reduced from
33 to 15 percent. This is a 65 percent
reduction in the maximum tax rate.
This makes the 25 percent "supply
side" tax cut cut in 1981 look modest
by comparison.

Second, this dramatic tax break ap-
parently would be available for the
sale or exchange of any capital asset.

The term "capital asset" is a term of
art In the tax law, but it includes vir-
tually everything-type of property
you own and use for personal purposes
or investment.

It Includes corporate stock, commod-
ities and futures contracts, shares in a
partnership, a dwelling owned and oc-
cupied by you and your family, house.
hold furnshings, a car used for pleas-
ure purposes and commuting, coin or
stamp collectioxns, gems and Jewelry,
gold, silver, and any other metal.

It includes property used in trade or
business, an Invention, good will, a
franchise, trademark or trade name,
livestock, and timber, domestic iron
ore and coal may all be capital assets.

I have commissioned a memorandum
from the Congressional Research
Service which outlines the range of
assets which qualify as capital assets
and it an expAnsive list. (Memoran-
dum of Greg Esenwein, CRS, August
3, 1988.) When you review the list, in
many cases it becomes difficult to jus-
tify providing preferential tax bene-
fits. It is incumbent on any advocate
for preferential tax treatment to ex-
plain why it is in the national interest
to reduce the tax burden for taxpayers
who make certain investments and I

do not think that this is possible for
investments in many of the assets
which qu&Ufy as capital assets.

Third, the President " indicated
during the campaign that to qualify
for capital gains tax treatment, the In-
vestment would have to be held for 1
year. On January 1. 1988, the holding
period on capital gains reverted from 6
months to I year and the President
would not propose that the 8-month
holding period previously in effect be
restored.

The 1-year holding period is hardly
enough to encourage the patient cap-
ital that American firms need to grow
and prosper. It's better than a zero
holding period, but it's hardly enough
to encourage long-term, high-risk in-
vestments in America's future.

Finally, it is not clear whether the
President intends for the alternative
minimum tax (AMT] to apply. The
AMT would not apply unless the tax
lw is amended to include capital gains

the "it of preference items. Indirect
sources indicate that Bush would not
apply the AMT to the new capital
galri preference, but no decision on
this issue apparently has been made.

"This means that high Income tax-
payers would claim capital gains
income and avoid paying their fair
share in taxes. The mirmurn tax is
one of the most important reforms of
the tax reform law and the President's
campaign proposal would undermine
its application and effectiveness.

My capital gains bll--8. 901-and
the bill I am introducing today pro-
pose a much narrower capital gains
tax preference, one that is targeted at
high-risk, long-term, growth-oriented
investments.

First, I propose that the maximum
tax rate on capital gains income be 21
percent. This represents a 36-percent
reduction in the tax rates which apply
to capital gains.

Second, this tax break would be
available only for investments In cor-
porate stock. It Is not available for in-
vestments in any other capital asset.
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Third, these investments in corpo-
rate stock must be direct investments
in corporate stock; that Is, purchases
of stock directly from the corporation
as distinct from purchases of stock
sold by ruiother investor, trading in
the seceldary market.

Fourth, the stock 'must have been
issued by a small business with less
than $100 million in paid-in capital. I
will discuss this limitation further in a
minute.

Fifth, the stock which is purchased
must be held for a minimum of 4
years.

And finally, any gain on the stock is
explicitly included as a preference
item in the alternative minimum tax.

S. 931 and the bill I introduce today
arO directed at the investments typi-
cally made by entrepreneurs and ven-
ture capitalists. These are risky, long-
term investments in startup ventures.
These are the investments which en-
trepencurs make when they start a
new business. These are the invest-
ments which venture capitalists make
when they back an entrepreneur with
seed capital.

I made this point at some length
when the Senate debated the amend-
ment offered by Senator ARMsTROmI
to the Senate budget resolution on
April 14, 198V8 argued then against
indexing the basis for capital assets
and in favor of a targeted capital gains
exclusion. I ernpha.&3ized then that cap-
ital gains should be for entrepencurs.
(133 Congrcsional Record S3959-3960,
April 14, 1988.)

The Prcsidcznt s ucpit-.l g, 1iS incen-
tive Is available :or nm.uch less risky,
much shorter-tcnil invesLnentg in a
wide variety of assets which have
nothing to do with growth or job cre-
ation or the competitiveness of U.S. in-
dustries.

Why should ve encourage invest-
ments in vacation homes or antique
cars? I sce no public policy rationale
for a capital gains tax preference for
either type of Investment.

My bill is fairer to rniddle-income

taxpayers. It limits the benefits which
wealthy taxpayers can reap from the
preference and the President's propos-
al does not.

The differences between the Presi-
dent's campaign proposal and my own
are fundamental. They go to the cues-

tion of what type of investments we
should encourage. They concern the
value of the incentive we should pro-
vide and who should receive the incen-
tive.

These differences are issue of policy,
but they are also issues which go to
our values and priorities.

COMPARISON OF REVENUE IMPACT
Any consideration of a capital gains

tax preference must focus first on the
potential impact of such a preference
on Government revenue. The merits of
the issue are not open for serious
debate if the revenue impact is severe.

The President's campaign proposal:
President Bush asserted many times
during the campaign that his proposal
"would not cost the Government
money." Rather, "it would gain addi-
tional revenue by stimulating growth."
He repeated this claim at his first
press conference last week. He states
that this assertion issubstantiated by
the effect of the 1978 reduction in tax
rates on capital gains-the Hansen-
Steiger amendment-and by the re-
search of Prof. Martin Feldstein and
NBER researcher Lawrence Lindsey.

The Joint Committee on Taxation,
however, has ruled in a response to an
inquiry from Congressman BxLL
ARcnER that a 15-percent tax rate on
capital gains would reduce Govern-
ment revenue by $8.5 billion in 1990,
$15 billion in 1991, and $17.1 billion in
1992. (Letter of David Brockway to
Congressman ARcyER of November 8,
1987). The total 3-year revenue loss Is
projected to be $40.6 billion.

Similarly, the Congressional Budget
Office has stated that a 15-percent
rate would probably reduce Govern-
ment revenue by between $3.9 ard $7.8
billion per year.
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Finally, a recent Congressional Re-
search Service report indicates that in-
stituting a capital gains tax preference
may have a negative impact on Gov-
ernment revenue in the long run even
if it has a positive impact in the short
terrn.

In January 1987 the Treasury De-
partment estimated that the increase
in the capital gains tax rate in the Tax
Reform legislation (from 20 percent to
28-33 percent) would increase Govern-
ment revenue by $21.8 billion over 5
years. The Federal Government al-
ready has received a $10 to $15 billion
revenue bonus at the end of 1986 when
taxpayers rushed to will assets to take
advantage of the then-still-applicable
20 percent maximum capital gains tax
rate.

All of these estimates are controver-
sial. There are more recent studies by
the Treasury Department which indi-
cate that some of the methodology in
its earlier studies are not appropriate.
Theie recent studies have been at-
tacked by critics of the capital gains
exclusion.

I s-m not sure that the revenue loss
estiniatei of the Joint Committee and
Treasury Department are accurate.
Indeed, I am not even sure that they
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are reasonable. But, I do know several
things.

These estimates seem to have been
prepared In good faith by profession-
als. There Is broad agreement among
the Government officials who are pre-
paring estimates.

Most important, these estimates are
not static estimates. In each case, they
find that a reduction in capital gains
tax rates does encourage investors in
capital assets to sell their assets, gen-
erating taxable income. They do not
find that this increase in asset sales-
in tax parlance these sales are referred
to as "realizations"-are as great as
others would find. They find that the

rate of realizations increases, but they
do not find that the increased rate is
enough to offset the loss in revenue
due to a lower tax rate.

Whether or not one agrees with its
estimates, it is clear that the Joint
Committee would find that the Presi-
dent's campaign proposal would lose
many billions of dollars in revenue,
perhaps tens of billions of revenue, if
enacted Into law. The Joint Commit-
tee does not accept the arguments of
Mr. Feldstein or Mr. Lindsey.

More interesting, the Treasury De-
partment of the Reagan-Bush admin-
istration still does not agree with the
President's conclusion. As I have said,
the Department is reviewing its posi-
tion but it has not as yet changed its
position.

There is good reason for all of us to
be skeptical of any proposal which
argues that a reduction in tax rates
leads to an increase in revenue.

The 1981 "supply side" tax cut also
was supposed to have a minimal
impact on revenues because it was sup-
posed to stimulate economic activity,
but the official estimate of its impact
on revenue-an estimate contained in
President Reagan's own budget-is
that it will reduce Government reve-
nue by $290.9 billion this year alone.

Of course, whether or not one agrees
with them, the revenue estimates of
the Joint Committee are the only esti-
mates used in the House and Senate
arid they alone determines whether
the point of order under the Gramm-
Rudman-Hollings law-as to whether a
proposal is "deficit neutral"-applies.

This means that any proposal to
reduce capital gains tax rates to 15
percent wciild have to-be paid for by
an equal amount of additional revenue
from some other source or an equal
amount of reductions in spending. The
final result must not increase the deft-
cit and the Joint Committee's determi-
nation on whether a proposal is deficit
neutral is binding.

Revenue impact of venture capital
gamiis bill: The revenue estimates for
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the President's campaign proposal
contrast sharply with those for S. 931
and the bill I Uitroduce today.

S. 931 dlffers from the bill I intro-
duce today in that it would provide an
incentive only for stock issued by com-
panies with $10 million or less in paid-
in capital. The venture capital gains

bill would be available if the paid-in
capitad is less than $100 million. This
makes very little difference In the rev-
enue impact of the bill.

In 1987. 1 obtained an official reve-
nue estimate from the Joint Commit-
tee on the revenue impact of S. 931.
The Joint Committee finds that S. 931
would lose $24 million-that is million,
not billion-in revenue in 1992, the
first year after the 4-year holding
period has run. Over a 3-year period it
would lose $40 million. (Letter of Mr.
David H. Brockway, September 18,
1987.)

This revenue estimate was so low
that I asked the Joint Committee by
how much the $10 million limitation
in S. 931 could be raised-to apply the
tax break to investments n larger
businesses-while holding the revenue
loss in 1992 to less than $500 million.
The Joint Corrnittee has told me that
the $10 million limitation could be "re-
moved altogether" and the revenue
loss would be less than $500 million in
1992. The committee did not provide a
specific revenue loss figure for the bill
if the $10 million limitation is removed
or raised to a given figure. (Letter of
Mr. David H. Brockway, September 18,
1987.)

After obtaining this estimate, I con-
sulted at length with representatives
of the National Venture Capital Asso-
ciation and the National Small Busi-
ness Investment Company Association
to determine by how much we should
raise the $10 million limitation. In
these discussions I insisted that the
aim must continue to be to target the
capital gains break to smaller busi-
nesses because this is central to the
concept of the bill. Based on these
consultations. I have determined that

the threshold should be raised from
$10 million to $100 million.

The venture capital gains bill re-
mains identical to S. 931 on the other
key issues, the 21-percent maximum
rate, the limitation to direct Invest-
ments, the 4-year holding period, and
the application of the minimum tax.
Each of these limitations is fundamen-
tal to the purpose and rationale of S.
931 and to the current bill.

So, with the $10 million limitation,
S. 931 it lost one one-thousandth as
much revenue as the President's cam-
paign proposal, $40 million versus$40
billion. With the $100 million limita-
tion,- the venture capital gains bill
loses one-eightieth as much revenue as
the President's campaign proposal,
$50Q million versus $40 billion.

These revenue estimates on S. 931
and the current bill show that the 21
percent maximum rate, the limitation
to direct Investments, the limitation to
purchases of stock, the 4-year holding
period, and the application of the min-
imum tax are powerful constraints on
the revenue loss for the bill.

They show that the 15 percent maxi-
mum rate, the absence of limitations
on the type of investment, the 1-year
holding period, and the exemption
from the minimum tax are extremely

generous and open the floodgates to
lose Government revenue.

In terms of the budget deficit, the
venture capital gains bill is responsible
and the President's campaign proposal
is not.

During the past 2 years I have sug-
gested one way to finance the revenue
loss which comes from enactment of
my capital gains bill. On September
30, 1987, I wrote to the Membi- s of
the House Ways and Means said
Senate Finance Committees stating
that if the committees raised income
tax rates for the 1987 reconciliation
bill, there could well be enough revc-
nue generated to adopt S. 931. If
income tax rates were raised, it is
likely that the committees would Vt
least have retained thi. 33-percerit
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maximum tax rate on capital gains. I
suggested that the committees should
move to lower capital gains tax rates
along the lines suggested in S. 931.

Of course, the two committees chose
not to raise income taxes rates so they
never faced the issue of how to adjust
capital gains tax rates.

We did debate this issue in late 1987
in the Senate when we debated the
legislation to implement the deficit re-
duction agreement following the Octo-
ber stock market crash. During that
debate Senator KASSEBAUM and I pro-
posed an amendment which would
have frozen most spending and frozen
tax rates at their 1987 "transition"
levels. This freeze on tax rates would
have preserved the differential in tax
rates between capital gains and ordi-
nary income. The Kassebaum amend-
ment was defeated.

This year we may again debate tax
rates. The 33-percent recapture rate is
an anomaly. High income individuals
pay a top tax rate of 28 percent. Tax-
payers with less income pay a top tax
rate of 33 percent. In short, our tax
system is regressive for high income
individuals. This tax rate structure
makes no sense. If we turn this 33 per-
cent recapture tax rate into a flat
bracket, we should focus on the capital
gains issue.

WINDFALL VERSUS INCENTIVE
The capital gains tax is a tax incen-

tive. Its purpose is to induce or encour-
age taxpayers to engage in certain be-
havior which we in the Congress be-
lieve is in the national interest. We
should only provide a tax Lnccntivbe to
taxpayers if we believe that providing
the incentive will induce or encourage
taxpayers to engage In that behavior
and if we believe that taxpayers would
not otherwise engage in that behavior.

A tax incentive merely creates a
windfall if it rewards taxpayers for
doing that which they would do with-
out the incentive. Of course, some tax-
payers already make investments in
capital assetaor In the stock of startup
small businesses and their investments

would now be rewarded with a tax sub-
sidy. For these investors the capital
gains tax preference confers a windfall
and is not responsible for encouraging
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these taxpayers to make these Invest-
ments.

It is clear that the President's cam.
palgn proposal would confer a much
greater windfall on taxpayers than
would the venture capital gains bill.
There is no capital gains tax prefer.
ence now and millions and millions of
investors are buying capital assets and
holding them for a year. There are
very few taxpayers who invest in start-
up small businesses and hold the in-
vestment for 4 years. This is part of
the reason why the revenue loss for
my bill is so much less than for the
'15 percent solution."

We should not give away tax subsi-
dies unless taxpayers have to work for
them, to do something that. is riskier
with their Investment dollars, The
President's campaign proposal does
not set high enough gtantards for the
quid pro quo for the subsidy. The ven-
ture capital goods bill does.

I have requested that the Joint
Committee on Taxation to attempt to
determine the degree of windfall
which is conferred by the Presdent's
campaign proposal and the venture
capital gains bill I am awaiting its
report. I am not sure the Joint Com-
mittee has ever been asked to prepare
such a report before but its report will
be very interestng to review.

DIIT IX U TMNTS V=5 TA MNG

"Capital formation" is the rallying
cry for a those interested In provid-
ing tax incentives for investment.

The venture capital gains bill literal-
ly forms new capital in the sense that
it applies only to the Initial invest-
ments in new issues of stock issued by
small companies, My bill puts new cap-
Ital In the hands o entrepreneurs to
use in founding or expanding a busi-
ness. The capital is formed for the per-
sons who need it, the entrepreneur.
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The venture capital gains bill does
not apply to the trading of a stock in
the secondary market, which does not
raJse any additional capital for the
company which issued the stock in the
first place. Once a business has issued
and sold its stock, it has obtained the
capital it needs from the investors. No
new capital is formed when stock is
traded on the secondary market.

If trading of that stock Increases the
price of the stock, the business can
obtain more capital when it Issues ad-
ditional stock. The business wants the
stock price to rise so that it can raise
more capital If it Issues additional
stock and so that an investor does not
try to take over the company by
buying a controlling share of the
stock. But the immediate beneficiaries
of stock trading in the secondary
market are investors and brokerage
houses, not the business whose stock is
traded.

By providing a tax incentive only for
direct investments in stock, the ven-
ture capital gains bill ensures that the
business which issues the stock-and
the entrepreneurs who run the busi-
ness-should be able to obtain a
higher price for the stock It issues.
This means the business and the en-
trepreneurs will have more capital to
work with in building the business.

This focus on direct Investments
may have a positive impact on initial
public offerings of stock-and subse-
quent Issues of stock by the businesses
until the $100 million or other limita-
tion comes into play. These Initial
public offerings are the riskiest under-
takings for an entrepreneur, but going
public is the only way many growth-
oriented small businesses can raise the
capital they need to grow.

The venture capital gains bill forms
new capital and puts it In the hands of
entrepreneurs. The Presideut's cam-
paign proposal forms very little, new
c:tpltal and mostly shifts it around
among investors. My proposal rewards
wise investments in smart entrepre-
neurs. while the President's rewards

speculation about the value of existing
stock.
STOCK PURCHASES VVRSUS OTHER INVESTMENTS

The old capital gains tax preference
applied to many tylees of investments
other than investments in corporate
stock, including many investments
which have nothing to do with com-
petitiveness or other macroeconomic
issues. It applied to investments in vin-
tage caxs, antiques, gold coins, paint-
ings, and gems. It also applied to in-
vestments in real estate.

The venture capital gains bill applies
only to investments in corproate stock
because small businesses rely on the
equity market to obtain patient cap-
Ital. Most small businesses cannot
afford to pay the carrying cost on
debt. As a matter of public policy, we
should courage growth in the. equity
markets, not the debt markets This
public policy explains the elimination
of the tax deduction for consumer In-
terest.

The venture capital gains bill fo-
cuses on investments which will help
American compete In Internationad
trade. There is no rationale for en-
couraging investments In collectibles.
Similarly, there is little need to en-
courage additional investments In real
estate. Investments in seed capital for
entrepreneurs Is what is needed for
American to be coml*tltive.

RLAL RISK OF ZXVXSTMMT
The venture capital gains bill pro-

vides a tax break to investments !n the
stock of small businesses bc-cause
there Is real risk in these investments.
Small businesses can and do fail. In
fact, venture capitalists have a rule of
thumb that only one or two of ten in-
vestments will pay off well In tlhe long
run.

Companies whose stock trades on
the New York Stock Exchange rarely
fail. They pay dividends regularly. The
price of bhe stock may rise or fall, but
an Investor rare] risks losing every-
,thing he or she h invested.

Invesors In the initial offering of
stock t.ke a particular risk because it
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Is difficult to know how much the
stock will sell for In the secondary
markeL The Initial price of stock may
bear little relationship to the value
that other investors will place on that
stock in the secondary market. The
price of initial public offerings may
rise or fall substantially the first day
the stock is traded in the secondary
market. In fact, there may be no sec-
ondary market for the stock because it
is not possible to know how much the
stock is worth.

Often investments hi startup compa-
nies are made before the company ha.s
manufactured or marketed any prod-
ucts. The investments provide re-
search funds for the company to dis-
cover a new product or to begin manu-
faeturing that product. At this point
in the life of the company, it is very
difficult to know how profitable the
company will be and it may be many
years before it turns any profit at all.
Startup companies must reinvest their
income in further reseach, manufae-
turing facilities or mass marketing.
This may delay their ability to pay out
dividends.

This is why there Is a need for a tax
incentive to encourage these invest-
ments. These investments do involve
real and substantial risk. These are In-
vestments which investors are reluc-
tant to make, but these are invest-
ments which must be made if we are
to compete in international markets.

1E Jr5NEEURS AND EMPLOYEES
The venture capital gains bill applies

to stock purchases by any investor. in-
cluding the entrepreneur who founds
a company and employees who have
stock purchase plans. It does not
simply apply to outside nvestors who
purchase the stock.

It is a relatively simple matter for an
entrepreneur to issue stock to himself.
It may be more difficult to determine
the market value of that stock than it
is to determine the value of stock sold
to outside investors and the burden is
on the taxpayer to substantiate his or

her claims about the basis value of the
stock.

For many imall businesses, the value
of the companies they found is their
principal source of retirement savings.

FOUR YEAR KOLDTNG P93UOD
The four year holding period en-

sures that investors do not expect that
the small businesses in which they
invest will quickly generate income.
The venture capital gains bill rewards
Investors who seek long-term growth,
not short-term returns. It seeks to
lengthen the time-horizon of both the
oompanies which issue the stock and
the investors who buy it.

This four year holding period is an-
other element of the risk which is re-
warded by my bilL There is inherently
less risk In a shorter term investment.
The longer the taxpayer must hold
the investment to gain the tax bene-
fits, the greater are the risks which
the taxpayer must take and the great-
er is the justification for the tax bene-
fit.

The purpose of the venture capital
gains bill is to encourage risk taking.
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The holding period involves risk, the
emphasis on direct investment in-
volves risk, and the limitation to the
stock of small businesses involves risk.

ALTERNATIVE MINIMUMd TAX

I have already said that the venture
capital gains bill sets the maximum
tax rate on capita! gains at 21 percent
and (hat the alternative minimum tax
applies. These two provisions are di-
rectl related to one another.

The maximum tax rate of 21 percent
on captial gains in S. 931 is the sime
a the tax rate under the minimum
tax in the tax reform law. I considered
setting a maximum tax rate of less
than 21 percent, but it makes little
sense to set the tax rate on capital
gains lower than 21 percent if the min-
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uinum tax applies. If one sets a inaxi-
mum tax rate on capital gains which Is
lower than 21 percent, the taxpayers
who are subject to the minimum tax
will still end up being taxed at the 21
percent rate under the minimum tax.
It's a zero sum game for taxpayers
who are subject to the minimum tax.

I have requested that the Joint
Committee on Taxation to analy-ze the
relationship between a capital gains
preference and the minimum tax. In a
letter of June 28. 1988, Mr. Ron Pearl-
man of the Joint committee has pre-
sented an exact formula which ex-
plains this relationship and in a letter
of July 26 I have asked the Joint com-
mittee to prepare an addiUonal analy-
sis of this issue.

No debate on the capital gains Issue
can avoid the minimum tax issue. It is
inconceivable to me that Congress
would restore a capital gains tax pref-
erence without applying the minimum
tax. If I am correct in this Judgment,
it is hard to Justify setting a maximum
tax rate for capital gains of less than
21 percent.

?RoG;RkSSIVIry ANDa rAIRNSS
The altematlve minimum tax en-

sures that individuals cannot aggre-
gate their tax preferences to reduce
their marginal tax rate below 21 per-
cent. This ensures that the venture
capital gains bill will not undermine
the progressivity and fairness of the
tax system.

Many feel that the principal reason
why the capital gains exclusion was re-
pealed by the tax reform legislation
was because a disproportionate
amount of the benefits of the exclu-
sion went to high-income Individuals.
When the Congress moved to drasti-
cally reduce tax rates, limiting the tax
applicable to very high income individ-
uals to 28 percent, it had no choice but
to limit the tax reduction opportuni-
ties provided to these high income in-
dividuals by such tax preferences as
the capital gairLs exclusion.

The e!iminat',n of the capital gains
exchusion servect this purpose and so
did tMe adoption of the alternative

minimum tax. The tax reform law did
not eliminate all tax preferences
There are still ways for high income
taxpayers to reduce their tax liability.
The minimum tax seeks to ensure that

we will never again have reports of
multimillionaires paying n9 taxes.

The venture capital gains bill explic-
itly Includes the tax benefits of the
capital gains tax break as a preference
item in the minimum tax to ensure
that the bill does not adversely affect
the progressslvity of the tax system. It
will not return us to the time when
there were scandals about wealthy in-
dividuals avoiding paying any Fcderal
Income tax.

I have requested that the Joint
Committee on Taxation study this
issue in some detail. (Letter of May 12,
1988.) 1 have specifically asked the
committee to analyze the dlstr'bution
of benefits from the venture capital
gains bill and from the President's
campaign proposal. I am sure that this
study will find that the benefits con-
ferred by my bill are much more
evenly distributed and are concentrat-
ed with the highest income taxpayers.

EZFECT OF CAPITAL. GAINS REPSAL
There are many differences between

the venture capital gains bill and the
President's campaign proposal. But,
let me repeat again that the President
and I agree that the repeal of the cap-
ital gains tax law was bad policy.

It is not possible as yet to determine
precisely how the increase in the cap-
ital gains tax rates has affected capital
investments generally, but there is evi-
dence that it has hurt capital forma-
tion for smaU businesses. The evidence
is very hard to evaluate because there
are so many conflicting forces at work.
For example, there havo been major
nontax developments such as the
stock market crash which have crip-
pled markets for initial public offer-
Ings.

We do know that traditionally small
businesses have had more difficulty
obtaining capital because investments
in small businesses involve more risk
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and have less prospects for generating
short-term income. The reports of the T The Cal I.L GAINS w ho ^sTe
Small Business Administration and There are some who mile oppose any
others provide extensive data on this capital gains tax no matter how tar-
problem. geted it may be. They %%ill argue that

We know that the tax reform law ex- the tax reform law should not be
acerbates this problem by reducing changed, particularly by restoring one
the tax penalty on ordinary income by of the principal tax preferences. They
reducing marginal tax rates. This fact, will argue that the beauty of the tax
together with the elim rmtion of the reform law is that it simplifies the tax
capital gains holdingpelrt_ may well code, eliminating distortions. They
reduce the attractiveness to vestor _i 1'll argue that restoring any tax pref-
of long-term growth-orlented.X-rts r erences would require raising the low
investments, particularly those in tax rates, which would undo the prin-
startup small businesses. It may in. cipal benefit of the tax reform law.
crease the attractiveness of short- I respect these arguments. They are
term. income-oriented, safer invest- arguments about principles. These ar-
ments. If this is true, the tax reform guments are made by some of th-e
bill will hurt investments in small most responsible Members of the Con-
businesses, which need to reinvest all gress. These are arguments which
of their net income in the business to must be addressed by those of us who
help it grow and prosper. support restoring a capital gains tax

There is anecdotal evidence that the preference.
tax reform law is hurting capital for- The venture capital gains bill does
mation for small businesses. Venture recreate a capital gains tax break and
Magazine reported that "startups face that is controversial no matter what
trouble from venture capitalists, an the limitations are in the proposal.
imperiled SBIC program, and a higher The tax break I propose is limited and
capital gains tax." ("Desperate for targeted and it may be much more pal-
Dollars," May 1988) This article states atable than the President's arnpaign

proposal, but it does reopen the debatethat the problem arises from "simple on capital gains and it may even
arithmetic." When venture capitalists reopen the debate on the tax reform
can get a fairly safe 35 percent to 50 law.
percent on a leveraged buyout, why Many tax reform advocates long op-
accept a potential 50 percent on R posed the capital gains tax break and
startup that carries more risk?" OnO hailed its repeal. Statistics cited
venture capitalist said that "venture during the tax reform debate showed
capitalists aren't looking for redlings, that the benefits of the capital gains
they're looking for 12-inch tree tax break had gone largely to wealthy
trur:ks." individuals. In addition, the 8-month

It is too much to expect that thes,, holding period was indefensible.
of us who propose a capital gA:ns ta'< It can be said that any move to
preference will ever be able to preci.e- recrc-ate any tax break for capital
ly qiuantify what the tax reform Is-,v gains undermines the tax reform legis-
means for capital formation for the lation. The venture capital gains bill
country or for small business. But, we can be seen as a foot in the door for a
have strong evidence that it has exac- much broader proposal like that of the
erbated a problem which small busi- Vice President. Reform advocates may
nesses always 'have had in obtaining not think this to be wise.
sufficient capital to grow and prosper. The critics of the capital gai s pref-

/



147

erence can ask why the President
would favor special tax treatment for
investments in collecUbles and real
estate, why he favors a large differen-
tial in tax rates, why he favors the
break for nondirect investments, why
he favors a short holding period, and
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why he favors exempting the gahns
from the minimum tax. And, most im-
portant, they will ask why he is so un-
concerned about the revenue impact
of an across-the-board capital gains
tax preference.

My proposal challenges the assump-
tions about capital gains by showing
that there is a moderate, targeted. fis-
cally responsible alternative to the
old-style capital gains exclusion. The
criticisms which can be made of the
President's campaign proposal do not
apply to the venture capital gains bill.

My proposal focuses on entrepre-
neurs, employees of startup business-
es, and venture capitalists-not on
takeover artists, arbitragers, and
margin accounts. It focuses on invest-
ments in businesses that might actual-
ly fall, not on trading of IBM stock. It
provides capital to small businesses,
which have been shown to be the prin-
cipal source of new employment and
innovation. It focuses on the future,
not on the short term. It would not ad-
versely affect the progressivity of the
tax system.

If there Is any rationale for restor-
ing a capital gains tax incentive, and I
think there is, the venture capital
gains bill is the approach we should
take.

It is the only fiscally responsible
capital gains proposal being considered
in the Congress.

It rewards real risk taking In growth.
oriented small businesses,

It offsets the bias toward low-risk,
income-oriented investments in the
tax reform legislation.

It gives a preference only to invest-
ments which have a bearing on the
competitiveness of the country.

It literally forms new capital, rather
than simply encouraging trading of
existing capital.

And it is fair to the middle income
taxpayer.

These features of the venture cap-
ital gains bill do not meet every argu-
ment which the defenders of the tax
reform lawv may raise. They want no
changes in the tax reform law. They
view it as a holy document. They see a
problem with any changes because
they fear that this will lead to a flood
of changes.

When the arguments turn to the
merits of the issue, the venture capital
gains bill is a capital gains proposal
which makes sense. It takes the debate
on capital gains back to the basics,
long-term risktaking.

I have great respect for the authors
of the tax reform law. I did not agree
with the repeal of the capital gains In-
centive, but I understand why it hap-
pened. I do not think that the tax
reform law is perfect and cannot be
Improved. I look forward to debating
the venture capital gains bill on the
merits.

POLITICAL REALITY ON CAPITAL CAiJXS

I fear that the President's campaign
proposal gives the opponents of a cap-
ital gains tax preference too many ar-
guments.

His proposal is so lacking in focus, so
indiscriminate and so irresponsible in
its potential reveme impact, it dis-
credits our efforts to debate this issue.

Two years after we have completely
abolished the capital gains preference
is too soon for anyone to be arguing
that we should completely reverse
course. This is shortsighted and politi-
cally unrealistic. Congress does not
often completely reverse Itself on any
issue and it rarely does one on'an issue
which was thoroughly debv.td the
first time.

The President apparently has
learned nothing from the tax reform
debate. One would think that he did
not support the President's tax reform
Initiative. He does not sce any legiti-

/
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macy in the criticisms wlicn were
raised about the old capital gains tax.
He wants to return to the old capital
gains tax preference, with no changes,
no rethinking of the issues, and no
new concepts.

The President's campaign proposal
makes it easy for the opponents of the
capital gains tax preference. In fact, I
believe that the President's proposal
will delay the time when we will have
a frill-blown debate on the capital
gains issue. It is too easy to defeat the
President's proposal on a point of
order. It is too easy to ridicule it. It is
too hard to explain why we are provid-
ing an incentive for investments in va-
cation homes and antique cars.

There are some who will be beguild-
ed with the President's campaign pro-
posal. It's both flashy and simple. It
promises a return to the good old days.
It promises the combined benefits of
the low tax reform rates and the, old
tax preferences. It promises that you
can have it all.

The politics of this issue may turn
out to be quite strange. I would think
that the representatives of the securi-
ties industry would oppose the Presi-
dent's proposal because it restores the
1-year holding period. It prospers
when investors trade stock, not when
investors hold it. It fought for the 6-
month holding period and it loves the
zero holding period even more.

There are, however, investors who
specialize in making long-term, high-
risk investments, the venture capital-
ists. They know that the entrepre-
neurs they back cannot pay out any
dividends. They know that some of
these ventures fail. They know that
the secondary market for their invest-
ments is weak. But, they take the risk
because there can be tremendous re-
wards.

The natural constituency for the
venture capital gains bill is the ven-
ture capital industry. In fashioning
this bill I have worked closely with the
National Venture Capital As-snciation
and the Nationvl Small Busi,(s In-

vestment Company Association. These
asociations can understand the rAtion-
ale foc a long holding period and for
rewardiz high-risk investments.

In fact, I woud argue that it is in the
interest of the venture capitalist to
oppose the President's campaign pro-
posal. If the President's proposal were
to be adopted-which I think Is ex-
ceedingly unlikely-the primary bene-
ficiary will be the securities ind-ustry,
which specializes in shorter term,
lower risk investments. The 1 year
holding period will lead investors away
from longer term, higher risk invest-
ments. It is even possible that the pool
of venture capital investors may
shrink. The President's proposal may
discourage longer term, higher risk in-
vestment s.

The tax reform law did eliminate
many tax preferences. It did deregu-
late the tax system. This means that
whatever tax incentives are lit are
even more powerful. There aren't
many tax incentives left and those
which remain are all the more attrac-
tive. If the President's campaign pro-
posal were to be adopted, it will be the
dominant tax issues for all invest-
ments. And, it is not focused on the
type of investments made by venture
capitalists.

On the other hand, if the venture
capital gains bill is adopted, it will pro-
vide a powerful incentive that Ls tailor
made for venture capital investments.
If it is adopted, the pool of venture
capital may increase. There will be an
incentive for longer term, higher risk
investments and perhaps a slight dis-
incentive for shorter term, lower risk
nvestment.

Indeed, the President's campaign
proposal and the venture capital gains
bill may have opposite effects. One
helps the securities industry and one
helps the venture capital industry. It
is clear to me that these two industries
cannot agree on one approach to the
capital gains Issue. Their interests are
inconsistent. That's Just a statement
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of fact. And the sooner the venture
capital industry realizes this fact, and
takes the lead on the capital gains
issue, the sooner we can amend the
tax reform law.

I am proposing that we reform the
old capital gains tax to meet the legiti-
mate objections which were raised to
it during the tax reform debate. The
venture capital gains bill takes the
debate on capital gains back to its
roots. It avoids ideology, It avoids
supply-side magic, and it forces the op-
ponents of the capital gains tax pref-
erence to debate real issues.

In any event, the revenue impact of
the President's campaign proposal is
so severe, it is quite unlikely that it
can be pursued next year or at any
time in the foreseeable future. Next
year we are facing a drastic and man-
datory reduction in the deficit under
the Gramm-Rudman-HoUings law. We
may have to cut $40 or more from the
fiscal 1990 deficit. It is inconceivable
that the Congrfess can seriously con-
sider a proposal which is estimated to
increase the deficit by tens of billions
of dollars.

It will also be difficult to consider
the venture capital gains bill this ye.r.
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but, it will not be impossible to consid.
er it. It does lose revenue, but this
year the Congress may well enact a
significant tax increase. If that tax in-
crease involves tinkering with tax
rates, particularly the 33 percent re-
capture bracket, it is quite possible
that Congrtss will balance this move
by reducing the maximum capital
gains tax rate to 28 percent or even
reduce it along the lines suggested in
my bill. So, there is a plausible scenar-
io for considering my bill this year and
there is no pt ausibi? scenario for con-
sidering the President's cfrmpaign pro-
posa 

For these reasons 1 must oppose the
President's campagrn proposal on cap-
Ital cains. That proposal is counterpro-
ductive to the goal of encouraging
long-term, hgh-risk investments. It
dehlys the day when we can focus on a
reasonable, responsible and realistic
capital gains proposal. It is not a real-
istic option in the current budget cli-
mate.

If our only choice is between the
President's campaign proposal and
nothing, I would have to prefer no
change in the current law. And it is in
the interest of the venture capital In-
dustry to take the same position.

But, that is not the choice. We can
restore a capital gains preference
which is fiscally responsible, which
will generate economic growth and
Jobs, which complements the tax
reform legislation, and which is tailor
made for the venture capital industry,

I awn convinced that the venture cap.
Vital gains bill is a solid, practical and
reasonable proposal. It is, in fact, the
only realistic option which has been
proposed to restore the capital gains
tax preference.

I ask unanimous consent that a table
summartzing the differences between
my capital gains proposal and that of
the President during the campaign be
printed at this point in the RECORD.

There being no objection, the table
was ordered to be printed in the
RECORD, as follows:

COMPARISON OF CAMiAL GANS PROPOSALS
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PREPARED STATEMENT OF SENATOR JOHN H. CHAFES

Thank you, Mr. Chairman, I would like to express my appreciation to you for
holding this hearing to examine the President's budget so early in the year. It is
vitally important that we give serious consideration to the President's budget and I
hope the Congress will work with the administration in a bipartisan effort to make
dramatic progress on the deficit for fiscal 1990.

We must get the budget deficit under control to show the taxpayers that the Con-
gress and the administration can exercise fiscal restraint. It is wrong in a time of
prosperity to be spending more than we take in. The cloud on the horizon continues
to be the budget deficit. The prospect of higher interest rates, sluggish investment,
fewer jobs, and a decline in our national standard of living will always exist if the
deficit remains high.

I am very happy to see the President include in his budget proposal two issues
that are very important to the competitiveness of American industry in the world
market and to our international trade deficit. The issues I am referring to are the
research and development tax credit and the rule on the allocation of research ex-
penses of multinational firms.

The R&D tax credit has been incredibly successful; since the enactment of the
credit, private research and experimental expenditures in the United States have
reached record levels. I believe we must make this credit permanent and restruc-
ture it according to the Baucus-Danforth bill to continue its incentive effect and
make the U.S. industries more competitive in research and experimentation activi-
ties.

The rule on the allocation of research expenses is also very important in provid-
ing an incentive for our firms to perform their research in the U.S. and not transfer
it overseas. Without these rules we will treat U.S. based research activities as if it
was being performed overseas and thus give them an incentive to move these activi-
ties off-shore.

I would like to briefly address several expiring tax provisions that are not con-
tained in the President's budget. I believe we need to fully examine the benefits and
drawbacks of these programs and provide some guidance as to the likelihood that
these programs will or will not be extended.

The mortgage revenue bond program is an important part of the state housing
program in my home state. Home ownership is an important part of the American
dream and I believe we need to continue to provide tax incentives for programs that
assist lower income Americans in acquiring their first home. We need to reverse the
declining home ownership trend that has existed since 1980.

Recent testimony before the Senate Housing Subcommittee suggests that the
dream of homeownership is becoming more and more difficult to achieve for many
Americans. Today, the nation's homeownership rate is at its lowest level in 15
years. This decline occurs at a time when members of the baby boom are at the
prime homebuying age and during one of the most sustained and vigorous housing
recoveries on record.

In 1986, we adopted a state volume cap which placed a limit on the total amount
of private purpose tax-exempt bonds that could be issued by a state. The MRB pro-
gram expands the types of private-purpose bonds that can be issued by a state
within its volume cap. I believe it is vitally important that we allow states to utilize
tho- volume cap in the most beneficial way for each state's programs and activities.

have received a great deal of information from the Rhode Island Housing and
Mortgage Finance Corporation, which manages the MRB program in my state, that
illustrates the vital importance of this program to fulfilling the homeownership
dreams of low-income Americans. In the 15 years that Rhode Island Housing and
Mortgage Finance Corporation has existed, almost 35,000 families have been able to
purchase a home utilizing a mortgage from our MRB program.

I believe it is imperative for us to extend the authority of the states to issue tax-
exempt bonds to provide Mortgage Revenue Bond financing to our young families
who would not otherwise be able to fulfill the American dream by purchasing a
home.

I would also like to express my support for an extension of the low-income hous-
ing tax credit that expires at the end of this year. We created this tax credit to en-
courage construction and rehabilitation of housing for low-income Americans. The
credit has the potential for expanding the supply of affordable housing and, in fact,
is necessary to provide adequate housing for the poor.

Providing the necessary housing supply for the poor is a long-term job, the state
housing agencies must invest a considerable amount of time and resources in the
development of the necessary capacity to administer them. In addition, private
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housing developers must have considerable lead time for the projects. These neces-
sary participants in the program need to know that it will be extended past 1989, in
order to encourage thcn to make the required investments in time and resources.

The exclusion for employer-provided group legal services is another important
program that helps a wide variety of individuals to obtain necessary legal services.
In a time of rising legal fees, when the cost of adequate legal representation is out
of reach of many individuals, I believe we need to extend this program. However,
this program must be available to individuals at all income levels and job levels
within a company, and should not discriminate in favor of higher income employees.

I look forward to hearing the testimony of our distinguished witness on these im-
portant issues. Thank you, Mr. Chairman.

PREPARED STATEMENT OF SENATOR DAVE DURENBERGER

Mr. Chairman, over the past several years, this Committee has held hearings on a
number of subjects that directly bear on the competitiveness of the United States in
the global economy. Three years ago, we rewrote our tax laws with an eye towards
leveling the competitive playing field for our nation s industries. Two years ago, we
rewrote our trade laws with the goal of opening and expanding the global market-
place. And less than two months ago, we hold extensive hearings to examine the
impact that leveraged buyouts and corporate debt are having on our ability to main-
tain long-term competitiveness in that global marketplace.

I believe that President Bush's capital gains proposal also should be viewed in
light of how it will affect America's competitiveness in the global market In that
vein, I would preliminarily note that nearly all of our major trading partners, in-
cluding West Germany, Japan, Canada, Taiwan, South Korea and most of the EC
countries, either exempt long-term gains from taxation, or impose a tax far lower
than the U.S. tax. Although it would not be fair to attribute our short-term trade
problems to how we tax long-term gains, I believe the issue is very important to the
overall long-term health of our economy.

Mr. Chairman, last year I introduced legislation that would have provided a slid-
ing-scale long-term capital gains differential with a minimum four-year holding
period. I introduced that bill because I believed, and still believe, that a real long-
term capital gains differential will help to encourage a shift in investment strategy
away from the short-term and towards the long-term. I think President Bush's pro-
posal to allow a capital gains differential for assets held three years will also go a
long way to achieve that goal. And I would note that my distinguished colleague
from Minnesota, Senator Rudy Boschwitz has offered several capital gains proposals
that have sought to encourage more entrepreneurship and long-term investment.

I think it is important to point out that the current tax code makes almost no
distinction between the entrepreneur who risks his capital on an unproven new-
frontier technology and the arbitrage speculator who gets in the middle of the latest
corporate takeover. In fact, our current system penalizes the long-term investor and
entrepreneur because it does not factor in the impact of inflation on assets held for
a substantial period of time. By allowing an exclusion for truly long-term gains,
President Bush's proposal diminishes the impact of inflation on asset values, and
reduces the possibility that investors are taxed on phantom gains.

Furthermore, I believe' that establishing a differential for long-term gains will
help to alleviate the current bias in the tax code which favors debt instead of equity.
Although our recent hearings on LBOs failed to produce a consensus on the long-
term impact that such transactions have on our economy, I think it is fair to say
that if there was a consensus from all of the witnesses, it was that we must do
something to eliminate the current tax code bias in favor of debt. Although a capital
gains differential will not completely eliminate this bias, it will reduce the cost of
capital for American companies, while increasing the after-tax rate of return for
stock.

Mr. Chairman, much of the focus of our debate will surely focus on the revenue
effects of cutting the capital gains tax. While Treasury estimates a six year revenue
gain of 9.3 billion dollars, the Joint Tax Committee estimates a 24.2 billion revenue
loss. While I look forward to hearing from Dennis Ross and Ronald Pearlman
defend their estimating techniques, I would note that neither estimate assumes how
much additional revenue will be generated as a result of increased growth in the
overall economy that I anticipate will occur if we cut the capital gains rate.

Mr. Chairman, we should not approach the issue of capital gains by narrowly fo-
cusing solely on how many more capital gains realizations will occur if we lower the
tax rate. Instead, we should be considering whether or not a long-term capital gains
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differential will stimulate new investment, growth in the economy, long-term corpo-
rate investment and increased global competitiveness. I believe the answer to these
questions is yes, and I hope that these hearings will convince the members of this
Committee of the importance of adopting the President's proposal.
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Citizens for Tax Justice

Statement of Robert S. McIntyre
Director, Citizens for Tax Justice

Before the Senate Finance Committee
Concerning President Bush's Proposed Tax Cut

For Taxpayers with Capital Gains
March 14, 1989

I appreciate the opportunity to appear before the committee today
on behaC of Citizens for Tax Justice. Our coalition of labor, public inter-
est and grassroots citizens groups represents tens of millions of middle-
and low-income Americans, who have a vital stake in fair, economically
sound tax and budget policies.

The Tax Reform Act of 1986, which we strongly supported, took
long overdue steps to repudiate a tax code that along with fostering wide-
spread corporate tax avoidance, allowed half of the wealthiest people in
the country to pay a lower share of their incomes in fedei-al taxes than
was paid by families at the poverty line. Tax reform wasn't easy. To get
the bill through the Senate, the Finance Committee had to figure out
how to slash the top income tax rate to less than 30 percent without
giving a windfall to the rich. The final reform bill cut the Gordian Knot
with two bold swipes: strict limits on using tax-shelter "losses"-the
effective tax rate on investments now can't be less than zero--and an
end to the special break for capital gains.

Together these two changes form the core of the individual tax re-
forms in the 1986 tax act. They explain why the final bill was able to
reduce the top income tax rate on the highest earners to only 28 percent
without being a total boondoggle for the wealthy. Continuing the old
loopholQ (or indexing gains for inflation, as some suggested) would have
required a top rate of well over 40 percent to have been fiscally and
distributionally neutral.

The reason why the treatment of capital gains is so central to tax
farness is that capital gains are the single largest source of income for
the rich. Altogether, profits from selling stocks, bonds, real estate and so
forth account for more than a third of the income of people making more
than $200,000. The old rule exempting from tax 60 percent of such capi-
tal gains saved these top-income folks an average of $41,683 in taxes
every year. In contrast, the break was worth less than $20 a year to
families earning under $50,000.

Fairness was not the only reason why ending the capital gains ex-
clusion was so important. The old capital gains break provided a key
impetus for many economically wasteful tax shelters that diverted re-
sources away from more useful activities. For instance, it fueled a huge
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wave of excessive office building construction that Aver
produced vacancy rates averaging close to 20 percent
in most big cities. It diverted resources into unpro- Und
ductive investments such as antiques, llamas and
embryonic cattle breeding. A 1981 study by the Agri-
culture Department found that capital gains treat-
ment for breeding sows actually led farmers to
change their breeding practices to a much less effi-
cient approach in order to maximize their tax sav-
ings. And as much as one-third of the old tax code
was devoted to complicated, largely unsuccessful at-
tempts by lawmakers to restrict abuses of the capital
gains break.

As a result of the 1986 Tax Reform Act, profits
from selling stocks, bonds, land and so forth now are
taxed at the same rates as wages, interest or other
kinds of income. But now President Bush wants to
reverse course. He proposes to exempt 45 percent of
capital gains from tax, with a maximum rate of 15
percent. His plan represents the first major effort on
the part of the opponents of tax reform to under-
mine the 1986 act.

We urge the members of this Committee and
the Congress to reject President Bush's outrageous
proposal.

Who would benefit?

Many controversial claims have been made on behalf
of the President's plan, but nobody disputes one basic fact:
cutting capital gains taxes would be a bonanza for the
wealthy. Two-thirds of all capital gains go to the richest
685,000 people in the nation. Because capital gains account
for more than a third of the income of these folks (who
make an average of $640,000 a year), they would save at
least $25,000 a year each in federal income taxes if the
Bush plan were adopted. Almot 90 percent of the tax cuts
would go to the best-off five percent of the population.

In contrast, the vast majority of taxpayers have no
capital gains at all (other than on their homes, which usu-
ally aren't taxed under current law). For the four out of
five families earning $60,000 a year or less, the average
tax savings from the Bush plan would be only $20.
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Distribution of the Tax Cuts
From the Bush Capital Gains Plan

Next4.3% - ----_ =_

Top 0.7% 2.% ..

64.1%

The administration's claims
On its face, the Bush proposal looks hugely expensive. If there were no

change in behavior by wealthy people, the administration itself estimates that
its tax-cut plan would add upwards of $17 billion a year to the federal deficit.

But, without doubt, there would be changes in how rich people arrange
their affairs. Most obviously, restoring the capital gains loophole would rein-
vigorate the tax shelter industry. Tax scares designed to convert ordinary
taxable income into capital gains would proliferate, adding billions and billions
of dollars more to the revenue cost.

The Bush administration doesn't disagree that tax shelters would be a
serious problem-although it lowballs the revenue impact at only $2-3 billion
a year. But, don't worry, says the President. Redu-ing capital gains taxes, he
argues, will encourage savings. It will stimulate venture capital, he maintains.
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And most important, President Bush insists, lowering capital gains taxes for
the wealthy will set off such a sustained surge of selling of stocks (and other
eligible assets) that it will actually raise revenue for the Treasury.'

It's a familiar litany, and it's been discredited time and time again. The
virtually inexplicable claim about savings runs afoul of the fact that the per-
sonal savings rate plummeted to historic lows following the last round of capi-
tal gains tax cuts in 1978 and 1981. The idea that those previous tax cuts
produced a flood of venture capital into risky, but socially useful enterprises
was refuted by a 1985 Congressional Budget Office report, which found (a)
that the growth in the venture capital industry was well underway before the
1978 capital gains tax cut took effect (following a rapid surge in demand for
high-technology electronic products in the mid-seventies) and (b) that almost
all the increase in venture capital investment after 1978 came from tax-ex-
empt pension funds and other entities that were unaffected by the tax
changes. In contrast, the share of venture capital supplied by individual inves-
tors (for whom the capital gains tax cuts were supposed to be an "incentive")
declined markedly.

What allowed pension funds to get into venture capital was a 1978 re-
laxation of a federal rule limiting "risky" pension investments. What attracted
the funds was the extremely high rates of return that venture capital offered.
In truth, tax reform is likely to be good for the venture capital industry-
since some of the dollars that previously went into tax shelters will be lured
by venture capital's high profitability.

A recent article in the Sunday, February 26, 1989 Washington Post
business section summarizes the evidence about venture capital investment in
the wake of the 1986 Tax Reform Act, and illustrates that Congress was right
not to be concerned that the '86 reforms would endanger such activity.

Few hard statistics have rolled in about the impact of the 1986 capital gains
changes, which made gains subject to the same tax rates as wages and salaries.
But interviews with some leading denizens of California's Silicon Valley suggest
that high-tech ventures have been proliferating lately. Some companies have been
forced to offer higher pay for managerial talent, but to critics of Bush's proposal,
such a modest impact is about what should be expected.

"Look, suppose someone is really going to hit it big and make, say, $10 mil-
lion," said Charles McLure, a tax expert at the Hoover Institution who as a Trea-
sury assistant secretary played a key role in formulating the tax-revision proposals
that led to the 1986 law. "Does it really matter to them a whole lot whether
they're going to keep 72 percent of it [as under current law] or 85 percent of it
[as would be true under Bush's plan)? It doesn't seem like it should make any
difference." . . .

[Even] the proponents [of the Bush plan] concede . .. that despite the 1986

'The administration also suggests that its plan might be seen as a rough-and-ready substi-

tute for indexing capital gains for inflation. To be sure, a theoretical case can be made for in-
dexing, so that only "rebl" gains are taxed. But to work fairly, such a plan must entail disallow-
ing deductions for the inflationary component of interest payments, as well as taking account of
the fact that, unlike other kinds of income, capital gains aren't taxed until assets are sold. Index-
ing was rejected in 1986 in favor of a lower top tax rate--as noted earlier, if gains were indexed,
a rate in excess of 40 percent would be necessary to be fiscally and distributionally neutral. And
whatever the merits of inflation indexing, it's not at all what the administration has proposed.
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law, plenty of capital has been available in the past couple of years to help devel-
op and expand young enterprises.

"It's true there hasn't been an abatement of funds into the venture industry,"
said Norman Fogelsong, general partner at the Mayfield Fund in Menlo Park,
Calif. That isn't surprising, Fogelsong, said, because, "most investors in venture
capital'"-pension funds, university endowments and the like-"have tax-exempt
status anyway."...

And even among venture capitalists, there are some who see virtually no
effect on entrepreneurial activity from the 1986 tax changes.

"I personally don't think many people make a decision to start a company
based purely on the economics," said Bill Hambrecht, president of Hambrecht &
Quist, a San Francisco venture capital firm. "People who want to start their own
comp nies generally do it because they believe in an idea, and want to prove
themselves."

Similar motivations lie behind decisions by managers to leave big companies
for smaller ones, Hambrecht said. Those people 'want to be part of something
that's just getting off the ground," he said. "I find people are still very attracted
by the idea of some ownership in a company, and whether that owner-ship gets
taxed at 25 percent of 33 percent-I haven't met anybody yet where I thought
that was the crucial factor."

How much would the Bush plan cost?
One might be tempted to dismiss out of hand the President's final as-

sertion: that cutting capital gain taxes would increase tax collections. After all,
the Reagan administration and the Congress only recently concluded that
eliminating the capital gains loophole would significantly augment revenues.
(Perhaps jokingly, Bush officials call the diametrically conflicting estimates
"generally consistent.") But because that implausible premise is at the heart
of the administration's case for undermining tax reform, it needs to be ex-
amined carefully.

The administration unabashedly predicts that if its plan is adopted,
wealthy people will more than double their annual reported capital gains (a
necessity to offset the virtual halving of their tax rate). For example, in 1993,
according to the administration, capital gains (not counting those ineligible for
the proposed tax break) will jump from about $148 billion to $309 billion--
an increase of 108 percent!

Administration Predictions About Capital Gains Realizations
(Eligible Gains Only) ($-billions)

Fisacdl Year.-1991 1992 1993 1994 1995 1996 1997 1998

Current Law: $129 $140 $148 $154 $158 $162 $165 $169
If Bush Plan
Is Adopted: $284 $298 $309 $261 $301 $243 $332 $350

% Increase: +120% +112% +108% +69% +91% +50% +101% +107%

Is there any reason to expect that to happen? The Joint Committee on
Taxation doesn't think so. It estimates that adopting the administration plan
would cost $25 billion over the next several years-an estimate that has to be
viewed as extremely conservative. But President Bush continues to press his

99-833 0 - 89 - 6
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argument. After the top capital gains tax rate was reduced from about 38
percent to 28 percent in 1978 and to 20 percent in 1981, he points out, re-
ported capital gains increased rapidly. Post hoc, ergo propter hoc, he con-
cludes. But look:

From 1977 to 1985, the total value of stocks listed on the New York
Stock Exchange grew by more than $800 billion. It's no surprise, therefore,
that reported capital gains on corporate stock were about $40 billion higher
in 1985 than in 1977. (One can't credit the capital gains tax cuts with the rise
in the stock market, by the way. For one thing, an incentive to sell doesn't
usually boost prices. For another, stock values almost doubled from 1982 to
1986, a period that saw no change in capital gains taxation, and they've gone
up by 15 percent more since the end of 1986, after the top capital gains tax
rate was increased from 20 percent to 28 percent.)

Another big factor boosting reported capital gains was the boom in tax
shelters that occurred in the first half of the 1980s. In 1985 alone, some $85
billion in tax shelter "losses" were reported on individual tax returns (up from
less than $10 billion in 1978). There's no doubt that the 1978 and 1981 capital

Capital Gains & Stock Prices
1979 to 1985
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gains tax cuts helped spur that shelter activity, since a primary purpose of the
shelters was to allow the rich to transform their regularly-taxed income into
lightly-taxed capital gains. But this source of increased capital gains obviously
didn't increase government tax collections. Quite the contrary. As Michael
Kinsley of The New Republic has aptly noted, if the government gave a 50
percent tax cut to people whose name is "Bush," it's quite likely that taxpay-
ers named "Bush" would pay more taxes, since lots of people would change
their name. But that hardly would mean the tax break had led to higher total
revenues.

Recently, a major source of reported capital gains has been the wave of
corporate mergers, hostile takeovers and leveraged buyouts, which have gene-
rated close to $600 billion in essentially forced stock sales over the past five
years. The involuntary capital gains produced by these deals plainly aren't
affected by the tax rate on capital gains.

The historical evidence seems clear. If capital gains taxes had not been
reduced in 1978 and 1981, the government would have collected much more
in revenucs-and the federal budget deficits would have been much lower-
than was actually the case. In fact, that's exactly what happened in Canada,
where reported capital gains grew in almost exactly the same pattern as in
the U.S., despite no change in Canada's tax treatment of capital gains.

Conclusion
The 1986 tax reform act represented a drastic change in philosophy by

Congress and the Reagan Administration. After years of experience, it finally
was determined that tax breaks for the wealthy are an expensive, inefficient
and counterproductive way to try to improve economic conditions. As an Oc-
tober 1987 Congressional Budget Office report illustrates, however, the tax act
was far from a complete victory for tax fairness. Even after reform, the
richest one million people in our country are paying a 25 percent lower share
of their incomes in total federal taxes than they were ten years ago, while
taxes on the poorest 20 million American families are up by 17 percent. Mean-
while, the tax system continues to fail at what ought to be its fundamental
task-raising enough money to pay for the cost of government programs.

We can't undo the errors of the past, but we certainly don't have to
repeat them. It's heartening that the key congressional leaders in the 1986
fight for tax reform have made it clear they firmly oppose President Bush's
call for another supply-side round of tax giveaways to the rich. But we need
to persuade the President that extending tax reform, rather than sabotaging
it, is imperative if we are to cut the budget deficit and curb the immoral
borrowing from our children's future that has been the unfortunate hallmark
of the 1980s.
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PREPARED STATEMENT OF RONALD A. PEARLMAN

Mr. Chairman and Members of the Committee: I am pleased to have the opportu-
nity to appear before you today to discuss some of the issues involved in this Com-
mittee's consideration of the Administration's proposal to reinstitute a preferential
capital gains rate.

I have two objectives this morning. First, to highlight some of the important
policy issues relevant to the capital gains debate and second, to explain our estimate
of the revenue impact of the Administration's capital gains proposal.

I. INTRODUCTION

Yesterday, we released a hearing pamphlet I intended to provide members of the
Committee with background information that hopefully will be helpful in your con-
sideration of various capital gains proposals. At pages 18-22, the pamphlet details a
number of arguments in support of and in opposition to a preferential capital gains
rate. This discussion, and my comments this morning, are not intended as a recom-
mendation of a course of action; they are neither statements favoring nor opposing
the Administration's proposal. Instead they are intended to highlight the very im-
portant policy considerations which have been largely ignored as we debate the rev-
enue impact of capital gains rate change.

II. POLICY CONSIDERATIONS

Because these issues are set out in some detail in the hearing pamphlet, I wish
only to refer very briefly to those which I consider most significant.

Savings and Capital Formation-An important part of the historical debate on
the tax treatment of capital gains has been the influence of a preferential capital
gains tax rate on national savings and capital formation. While a reduction in the
tax on capital gains may possibly create substantial unlocking effects, there is no
clear evidence in the economic literature regarding the effect of this unlocking on
national savings and capital forlnation.2

Holding period--Some suggest that it would be advantageous for the nation's
business climate if investors held their assets longer. Our analysis suggests that a
preferential rate for capital gains could lead to a shortening of holding periods, even
under the Administration's 3-year holding proposal.

Inflation-Much has been said about the over taxation of inflationary capital
gains. While a tax preference for capital gains would provide a crude offset to the
effects of inflation, history shows us that the preference also creates opportunity for
tax sheltering. A precise measurement of economic income would adjust for infla-
tion.

Complexity-The Congress is continuously assaulted because of the increasing
complexity of the tax laws. The elimination of the preferential rate for capital gains
was one of the most significant, and perhaps the most significant, simplification of
the business and investment tax system resulting from the Tax Reform Act of 1986.
That is not to mean the 1986 Act achieved maximum simplification-distinction be-
tween capital and ordinary income remains in the Code for the purpose of limiting
capital losses and in anticipation of a return of a preferential rate. Although com-
plexity remains, it is much less than before the 1986 legislation. If Congress chooses
not to enact a preferential tax rate for capital gains, substantial simplification possi-
bilities remain in refining the distinction between capital and ordinary income.

I1. IMPACT OF CAPITAL GAINS ON FgbERAL REVENUES

A. In General
As you are aware, one of the responsibilities of the Joint Committee is to provide

estimates of the revenue impact of tax legislation under consideration by the Con-
gress. A revenue estimate represents our best judgment of the increase or decrease
in Federal receipts that would result from a change in the law. Our reference point
for this purpose is the five-year budget baseline for Federal receipts provided to us
by the Congressional Budget Office (CBO). Our revenue estimating conventions re-
quire that this baseline remain fixed throughout the relevant budget period; it is
unaffected by any proposed tax law change. This baseline includes an estimate of

IJoint Committee on Taxation, Tax Treatment of Capital Gains and Losses, JCS-7-89, March
11, 1989.

*Neither the Joint Committee staff nor Treasury has attempted to predict whether the Ad-
ministration's proposal would have any so-called supply-side response such as accelerated invest-
ment, GNP growth, or increased stock market activity.
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the annual net dollar value of sales of capital assets, which we refer to as "capital
gain realizations."

For most revenue estimates, we rely on large computerized microsimulation
models of the U.S. tax system. Each computer model essentially is a sophisticated
tax calculator. When we are asked to estimate the revenue impact of a proposed
change in the tax law, the model permits us to calculate the income tax paid under
present law and compare that tax with the hypothetical tax which would be paid if
the law were changed. Additionally, we also can examine how the proposed law af-
fects the after-tax distribution of taxpayer incomes.

Our individual and corporate computer models use as their primary input the
confidential tax returns of individuals, corporations, and fiduciaries, drawn from a
sample of actual tax returns filed by taxpayers. However, few of the requests for
revenue estimates that we receive can be analyzed solely by looking at tax return
data. Instead, they require additional data not readily available from the income tax
return. Therefore, in providing the Congress with our revenue estimates, we rely on
a number of other data sources. These include, but are not limited to, corporate fi-
nancial statements, census surveys, data compiled by the Federal Reserve Board,
the Social Security Administration, and the Commerce Department's Bureau of Eco-
nomic Analysis, and the macroeconomic forecasts of various private firms.

In addition to analyzing the large amount of data at our disposal our estimators
also take into consideration the anticipated taxpayer behavioral response to a pro-
posed change in the law. Evaluation of taxpayer behavior is essentially a judgment
call. The estimator's challenge is to make that call on the most educated basis possi-
ble. In doing so, we rely on empirical and theoretical research that has been con-
ducted by economists and others, both from the private sector and from various gov-
ernment agencies. Most importantly, to the extent history gives us some guidance as
to taxpayer behavior, we rely heavily on it. For example, in 1981 we used the best
available information to estimate what we thought would be a modest taxpayer re-
sponse to the expansion of IRA eligibility. In fact, taxpayer response was substan-
tial. Many more taxpayers created IRAs than we had predicted. Consequently, our
estimate was wrong. However, because the changes in the law regarding IRS made
in 1981 and 1986 may help identify taxpayers' response to such changes, our future
analyses of similar changes are likely to be more accurate.

Evaluating taxpayer behavior often involves balancing conflicting theoretical and
empirical research. Arguably, there is no other area where this conflict is so evident
as in the estimation of the revenue consequences of changes in the capital gains tax
rate.
B. Revenue Estimates of Capital Gains

Ihedecision to sell a capital asset, and to realize a gain or loss, is largely a discre-
tionary decision on the part of an investor. Thus, in providing the Congress with
revenue estimates relating to proposed changes in the individual tax rate on capital
gains, we are faced with having to predict how taxpayers will respond to the new
rate. We know very little about why investors choose to buy and sell assets; we do
know that taxes are but one of many factors that enter into their decision-making
process.

The economic literature on the effect of taxes on the decision to realize a capital
gain, unfortunately, lacks consensus and, therefore, is not very helpful. This is both
because of the wide range of estimates the economic literature has produced and the
issues it fails to address. It has been our task to try to make some sense out of a
diverse and complicated area while at the same time provide the Congress with a
reasonable and prudent estimate of the effect of such a tax change.
C. Estimates of the Administration's Proposal

Table 1 contains our estimate of the Administration's capital gains proposal. Our
estimate indicates that the Administration's proposal projects revenue increases in
fiscal years 1989 and 1990 totaling $4.0 billion. Beginning in fiscal year 1991 we
project revenue losses for that and each succeeding year. The total effect for fiscal

ears 1989 through 1994 is to reduce Federal revenues by $24.2 billion. The CBO
aseline projections do not extend beyond 1994. We have extended our estimate

beyond the conventional budget period by assuming approximately the same rate of
economic growth as occurred in the 1990 to 1994 period. We estimate that for the
period from fiscal year 1989 through 1999, the total effect of the Administration's
proposal is to reduce Federal revenues by $67.0 billion.

As you can see from lines 1 and 2 of Table 1, our estimate of providing a 45 per-
cent exclusion for the gain on certain assets sold on or after July 1 of this year as-
sumes that taxpayers respond to this lower rate by selling existing assets to such an
extent that federal tax revenues are increased, over and above the budget baseline
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for fiscal years 1989 and 1990. This increase in revenues results from taxpayer sales
of capital assets in response to a change in the rate-this is the so-called shor+-run
unlocking effect. It was observed following the 1978 and 1981 rate reductions; not
surprisingly it also was observed in 1986 following passage of the 1986 Act but
before the repeal of the capital gains, preference took effect (see Table 2 and Figure
2).

We believe this initial "unlocking" of unrealized capital gains is a temporary phe-
nomenon and that after an adjustment period, taxpayers will settle in to a lower,
more permanent level of realizations. This is not to say that the level of capital
gains realization will return to its level prior to a rate reduction. To the contrary,
our revenue estimate assumes that individual taxpayers will realize more than $600
billion in capital gains during the budget period in excess of what would have been
sold at the higher (current) tax rate.

The Administration's proposal reduces the tax rate on capital gains by close of 50
percent. As a result, if Federal revenues are to remain unchanged, realizations must
double. If a permanent revenue gain is predicted, realizations must more than
double. In our judgment, we do not think the historical record supports that result.
D. Differences Between the Joint Committee and Treasury Estimates

There are several differences between our estimate of the Administration's capital
gain proposal and that provided by the Treasury Department's Office of Tax Analy-
sis.

The vast majority of the difference in the estimates lies in the assumptions made
about taxpayers' behavioral response to a reduction in capital gains tax rates. The
Joint Committee estimate assumes a somewhat smaller long-run taxpayer response
to the lower capital gains tax rate. While our estimated response is significant
enough to offset approximately 70 percent of the so-called "static" revenue loss
(Table 1, line 1), it is not large enough to show a long-run revenue increase. This is
the most significant difference between the two estimates.

Beyond the difference in taxpayer response, there are several more minor differ-
ences between the estimates. First, the assumption as to the annual levels of capital
gains realizations under the CBO budget baseline differs from that of the Adminis-
tration. These differences, on the order of $20 to $30 billion annually, are due both
to economic forecasts and differing assumptions as to the effect of the Tax Reform
Act of 1986 on the subsequent realization of capital gains and losses. (CBO estimates
a higher baseline level of realizations than does the Office of Management and
Budget.)

Second, the Administration's proposal allows for a phase-in period after which
only assets held for three or more years would be eligible for the reduced rate. The
Joint Committee and Treasury estimates differ slightly on both the amount of asset
sales which would be affected by this provision and on the extent to which taxpay-
ers are able to postpone their realizations to take advantage of the lower rate. That
is to say when, in 1993, only assets held for two or more years are eligible for the 45
percent exclusion, taxpayers with assets held for less than the prescribed amount of
time have the option of postponing any sales until they qualify for the reduced rate.
We anticipate'that some taxpayers will speed-up their realizations to take advan-
tage of the ontyear holding period still available in 1992. Of those taxpayers who do
not speed-uptheir realizations, some will wait until 1994 to qualify for the new two-
year holding period. A similar argument holds when the holding period increases to
three years in 1995.

Third, the offices differ somewhat on their estimate of the proportion of assets
which would be eligible for the exclusion. This difference arises primarily from
small differences in assumptions about the percentage of accrued gains held in the
form of corporate stock, real estate, depreciable property, and collectibles.

Fourth, the Joint Committee assumes more taxpayers will be able to temporarily
lower their adjusted gross incomes through the timing of business losses, for exam-
ple, and thereby realize capital gains at tax rates below 15 percent.

It is important to emphasize that neither our revenue estimates nor Treasury esti-
mates are made in a vacuum. Our staff regularly communicates with those of the
Treasury Department, the Congressional Budget Office, and the Congressional Re-
search Service, as well as with academic economists and others who are knowledge-
able about capital gains and revenue estimating methodology. Ultimately, however,
we make an independent judgment of how any tax change will affect the market
place.

Many times the Joint Committee estimate and the Treasury estimate are nearly
identical. Occasionally we disagree, as we do on the estimate of the Administration s
capital gains pro=s- However, our disagreement on the estimate is not total. Sub-
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ject to our constraints to use different baseline assumptions, both the Joint Commit-
tee and Treasury estimate the Administration's proposal will result in a "static"
revenue loss of $20 to $25 billion dollars per year (i.e., one that disregards the tax-
pay er response to the tax change) (Table 1, line 1). Moreover, both estimates contain
substantial taxpayer behavioral response. The estimate we have made predicts that
in the long run, changes in taxpayer response will be sufficient to offset approxi-
mately 70 percent of that static revenue loss. Treasury estimates that something
over 100 percent of the static loss will be offset. While one might conclude that this
difference merely is one of magnitude, I want to emphasize it represents a very sig-
nificant difference in judgment about taxpayer response.

IV. DISCUSSION OF TAXPAYER BEHAVIORAL RESPONSE

A. General
As I stated above, the bulk of the difference between the Joint Committee esti-

mate of the revenue effects of the Administration's capital gains proposal and the
estimate made by the Treasury Department lies in different estimates of the magni-
tude of taxpayer behavioral response to the rate reduction. When taxpayers respond
to a reduction in tax rates by realizing more gains, we refer to these additional
gains as "induced realizations.'

We arrived at our estimate after considering the many academic and government
studies which have attempted to analyze how taxpayers respond to changes in cap-
ital gain tax rates and after undertaking our own analysis. In fact, members of our
staff have contributed to the academic literature. Eric Cook, a former staff econo-
mist, and John O'Hare, a staff economist, published a paper which was the first to
investigate the empirical importance of the effect of a preference for capital gains
on the realization of dividend and interest income. This issue is referred to as the
so-called "portfolio effect." 3

An examination of the economic literature reveals that economic science does not
speak with one voice on this issue. And, one of the first things any of these re-
searchers will tell you is that his or her study is not perfect. To quote Professor Joel
Slemrod of the University of Michigan, who has undertaken several studies of cap-
ital gain realization behavior,

[T]he estimated tax responsiveness of capital gains realizations can be quite sen-
sitive to the exac, specification of the empirical model. In fact a specification
search whose sole objective was to disprove the existence of a lock-in effect
could be successful, as could a specification search designed to establish a large
and significant lock-in effect. In this sense the data do not speak with one
voice.

4

Moreover, the empirical studies have created a substantial academic debate over
methodological issues.

In these studies, economists characterize taxpayer behavior in terms of what they
call an "elasticity." Mathematically, an elasticity for capital gains with respect to
the tax rate is the percentage change in realized capital gains divided by the per-
centage change in the tax rate. This is merely a convenient mathematical way to
measure taxpayer responsiveness. At its most basic level, the greater the responsive-
ness of taxpayers to a tax change, the greater the elasticity.
B. Methods of Empirical Analysis

The studies which have attempted to measure the elasticity of capital gain real-
izations with respect to capital gain tax rates have taken three primary forms: cross
section studies; panel studies; and time series studies.

Cross section studies.-Briefly, a cross section study uses data on many taxpayers
from one year. For example, the data may consist of a random selection of 10,000
tax returns all filed for 1985. Among the 10,000 taxpayers some will face high mar-
ginal tax rates and some will face low marginal tax rates. Some will realize many
capital gains, and some will realize few capital gains. These studies try to infer the
elasticity by relying on differences in tax rates and realizations across the sample of
taxpayers.

3 See Eric W. Cook and John F. O'Hare, "Issues Relating to the Taxation of Capital Gains,"
National Tax Journal, vol. 60, September 1987.

Thomas Barthold, a staff economist, has also written papers on the subject. See Thomas A.
Barthold, "In Search of a Test of Investor Capital Gain Realization Behavior to Capital Gain
Tax Rates," Economics Letters, vol. 12, 1983, and "Investor Capital Gains Realization Behavior in
Response to Capital Gains Tax Rates," Dartmouth College, December 1986.

4 Joel Slemrod and William Shobe, "The Tax Elasticity of Capital Gains Realizations: Evi-
dence from a Panel of Taxpayers," Xerox, University of Michigan, February 1989.
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The major problem with cross section studies is that they rely on only one year
for observation. Because taxpayers have the discretion to realize capital gains in a
year when their marginal tax rate is low, and perhaps deliberately made so by suc-
cessful tax sheltering, the studies cannot tell us what the long run effect would be
to a change in tax rates. Cross section studies also cannot attempt to measure mac-
roeconomic variables, for example GNP growth or inflation, which may be impor-
tant.

Panel studies.-A panel stud), also uses data on a cross section of taxpayers but,
in addition, follows these taxpayers across two or more years. So a panel study may
look at the tax returns for the same 10,000 taxpayers for each of 1985, 1986, and
1987.

While many researchers might prefer to work with panel data because they com-
bine both individual information with changes that occur over time, there have
been relatively few panel studies and they have often had poor data with which to
work. For example, the first panel study undertaken 5 utilized a sample of only ap-
proximately 1,000 taxpayers; when the analysis was restricted to high income tax-
payers the sample of taxpayers was approximately 250. The data only tracked these
taxpayers for period of five years. Even the Treasury Department's study,8 while
having the advantage of a panel of approximately 17,000 taxpayers only has data
from five years in the early 1970s and uses a statistical form which limits the analy-
sis of realizations to three years, years when there were no significant changes in
the taxation of capital gains.

7me series studies.-A time series study uses aggregate data, rather than individ-
ual specific data,, but uses data available for many years. A typical time series study
will employ some measure of realizations for each year between 1954 and the
present and construct an average marginal tax rate on gains for each year.

The major failing of time series studies is that they lack the individual specific
data available in either cross section or panel studies. For example, the tax rate
variable must be some sort of average marginal tax rate, or a hypothetical tax rate
which need not apply to any specific taxpayer. Nor can a time series study control
for the amount of interest or dividend income an individual taxpayer receives.

C. Predictive Ability of Empirical Studies
Without detailing the academic debate about the validity of these studies, from

the point of view of producing a revenue estimate, the results of some of the studies
must be discounted. For example, one academically important and often quoted
study was undertaken by Feldstein, Slemrod, and Yitzhaki. 7 In one of its estimates
the authors estimated a very high elasticity, so high that if one used it to predict
capital gain realizations which would have resulted from the 1978 cut in capital
gain tax rates, one would have predicted that, even accounting for other factors, re-
alizations would have immediately and permanently tripled. In Table 2 we have re-
produced a chart of capital gain realizations prepared by the Congressional Budget
Office.8 An examination of this table suggests that while there appears to have been
a substantial taxpayer response to the 1978 tax cut, there clearly was not a tripling
of gain realizations.

Similarly, Dr. Lawrence Lindsey of Harvard University employed a panel study
to estimate the revenue effects of the Tax Reform Act of 1986. Based on his analy-
sis, with an implicitly high elasticity he predicted that 1987 capital gain realizations
would be $83.6 billion. In fact, the Internal Revenue Services' Statistics of Income
Division reports that actual 1987 realizations were $137 billion.

A possible explanation for this discrepancy might lie in the fact that Lindsey con-
structed his own series of baseline realizations to describe realizations in the ab-
sence of tax reform. His baseline may be lower than the comparable CBO baseline

5 Gerald E. Auten and Charles T. Clotfelter, "Permanent versus Transitory Tax Effects and
the Realization of Capital Gains," Quarterly Journal of Economics, November 1982.8 U.S. Treasury Department, Office of Tax Analysis, Report to Congress on the Capital Gains
Tax Reductions of 1978, September 1985.

" Martin Feldstein, Joel Slemrod, and Shlomo Yitzhaki, "The Effects of Taxation on the Sell-
ing of Corporate Stock and the Realization of Capital Gains, Quarterly Journal of Economics,
vol. 94, June 1980.

8CBO, How Capital Gains Tax Rates Affect Revenues: The Historical Evidence, March 1988,
pp. 25.

9 Lindsey's panel is a panel of aggregate taxpayer adjusted gross income classes rather than a
nel with individual specific data. See Lawrence B. Lindsey, "Capital Gains Taxes Under the

% Reform Act of 1986: Revenue Estimates Under Various Assumptions," National Tax Jour-
nal vol. 60, September 1987.
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by 25 percent. However, even increasing his predicted 1978 realizations by 25 per-
cent to $105 billion leaves his model far from the historical mark.' 0

I present these two examples not to criticize these two publications specifically or
,the quality of the academic literature in general. There is no question taxpayer re-

sponse to a change in the capital gains tax rate is inherently difficult to address
empirically. Rather, I refer to these two examples to suggest that the results of
some of the studies predicting high elasticities lead to conclusions which are suffi-
ciently inconsistent with history to lead our staff to discount them when arriving at
a revenue estimate.
D. Summary

Typically, cross section studies have estimated higher elasticities than either
panel or time series studies. The results of the time series and panel studies are
somewhat similar in terms of order of magnitude while still containing sometimes
substantial differences in their estimates of consumer behavior.

The paucity of yearly data in cross section studies and the existing panel studies
may not permit these studies to adequately account for the effects that economic
and stock market growth have on the pattern of gain realizations. In this regard
Table 2 is again instructive. Table 2 shows that between 1954 and the early 1960s,
gain realizations approximately doubled as nominal GNP grew by approximately 60
percent. This was a period when there were virtually no statutory changes affecting
capital gains taxation. Between 1963 and 1973 the economy approximately doubled
while gain realizations approximately doubled, and again during the majority of
that period there was little change in taxes on capital gains. Table 2 and Figures 1
and 2 continue to show a relationship between gains and GNP to the present day.

This is not to suggest that all realizations are explained by GNP growth, but I
think that we have to recognize that more than taxes can matter. Gain realizations
also appear to move in reasonably close step with stock market performance as
Figure 3 suggests. I make these observations because we believe it is important to
account for these potential factors. Most time series studies, while lacking individ-
ual specific data, do account for factors such as GNP and stock market growth. As a
result, wh -.e not ignoring the cross sectional and panel results, we rely most heavily
on the results of time series analysis. We believe these studies are most consistent
with the historical record.

In our estimate of the Administration's proposal we used a short-run elasticity of
1.20 and a long-run elasticity of 0.71 to measure the taxpayer behavioral response.1

We arrived at these elasticities based on our own analysis and our critical reading
of the existing literature as discussed above. They correspond to no published study
because no published study has limited its analysis to solely financial securities and
non-depreciable real estate as the Administration's proposal attempts to do, and we
have had to account for this targeting. Some may criticize these elasticities as too
low and others as too high, but they represent our best judgment of the likely tax-
payer behavioral response.

V. PLAUSIBILITY OF THE ESTIMATE

Because the Administration proposes a reduction in the tax rate on capital gains
of approximately 50 percent, for the Joint Committee staff to have estimated that
the Administration's proposal would be a permanent revenue raiser we would have
to conclude that gain realizations would more than double, and this doubling would
have to occur after one has already accounted for the growth of the economy on
future gain realizations. For example, if the proposal had been effective from the
beginning of this year, when the stock market is not markedly higher than in 1986,
gain realizations would have to approximately equal the levels realized in 1986, a
year which everyone believes was dominated by the timing effects induced by the
announcement of a pending tax rate hike. We simply do not believe this conclusion
is realistic and surely is not supported by historic realizations following past capital
gains rate reductions when adjusted for economic growth.

10 This is a conservative analysis of Lindsey's estimate, because Lindsey claims to be estimat-
ing the permanent effect of the tax change. The 1986 and 1987 actual data reflect substantial
shor',Aerm shifting of asset realizations in response to the announced tax change, leading to the
actual 1986 realizations exceeding permanent realizations and 1987 realizations at a level likely
to be below permanent realizations. Consequently, the actual 1987 figure is less than what one
should expect as a permanent effect.

"In these elasticities we include the so-called "portfolio effect," the ability of taxpayers to
convert ordinary come to capital gain income.
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In the seven-year period between 1981 and 1987 taxpayers realized a total of ap-
proximately $1 trillion of capital gains. This seven-year period follows the 1978 and
1981 capital gains rate cuts and includes what is probably the strongest bull stock
market in the nation's history. It also includes the tremendous temporary unlocking
which occurred in 1986. For the Administration's proposal to generate permanent
revenue increases in the five-year period from 1991*through 1995 (after the short-
term effects of 1990), taxpayers would have to realize more than $2 trillion in gains.

While we project an initial surge in realizations (see Figure 2), we do not believe
realizations will continue to surge on a permanent basis in relation to the nation's
gross national product. Such a sustained increase in realizations in comparison to
GNP appears to be outside the historical record (see Figure 2).12

The Treasury predicts a substantial increase in realizations. This can only come
from two sources: one, taxpayers churning their portfolios faster; and two, unlocking
of accrued gains which otherwise would have been held until death. If the only re-
sponse to a rate cut is that taxpayers churn their portfolios faster, then the predict-
ed realizations merely are being accelerated from a future date to the present. If
this were the case, the long-run elasticity would be, in fact, approximately zero and
ultimately the proposal must lose revenue.

We believe that it is implausible that the other source of increased realizations,
gains which would otherwise be held until death, would be unlocked in substantial
enough numbers to produce a permanent revenue gain. A 15 percent tax rate, while
less than a 28 percent tax rate, is still significantly greater than the tax rate of zero
a taxpayer can attain by holding an asset with an accrued gain until death. This
leaves a strong incentive for many accrued gains to remain unrealized until death.

In addition, many overstate the penalty on a gain realized while living relative to
that at death. While we do not tax capital gains at death, the estate tax is assessed
on that part of gain which escapes tax when held until death. For taxpayers in the
50 percent estate tax bracket, this rule has the effect of reducing the capital gains
tax on an accrued gain sold immediately prior to death from 28 to 14 percent (50
rnercent of 28). The Federal Reserve's Flow of Funds data indicate that for 1982 the
IACfket value of corporate equities was $1.24 trillion. Of this amout percent, or $1.03
trillion, was owned by individuals.' 3 Of that amount $738 billion, or 71.6 percent,
was owned by individuals with gross assets in excess of $500,000, and thereby poten-
tially liable for the estate tax.1 4 From this perspective, the gain from waiting until
death is to reduce the effective tax rate from 14 percent under current law to 7.5
percent (50 percent of 15) under the Administration's proposal.

Admittedly dropping the tax rate from 28 percent to 15 percent may constitute
the largest tax cut on capital gains in history, but the difference between the 15
percent rate from the top rate of 20 percent the nation had from 1981 through 1986
is small. We do not believe the historical record substantiates that a massive
amount of unlocking of these gains will be forthcoming.

VI. CONCLUSION

It has been said that revenue estimating is as much an art as it is a science. Cer-
tainly all would agree that it is not an exact science. But economic theory and econ-
ometric methods are much more sophisticated than most of us realize. Revenue esti-
mating assuredly is much more than an art.

The revenue effects of capital gains is a subject that has been debated extensively
both within and outside government for many years. This year's discussion among
economists and policy makers will not end that debate.

Every estimate is subject to uncertainty. However, in spite of this uncertainty, the
Joint Committee has a job to do, namely, to provide the Congress the most informed
and reasoned point estimate of the revenue impact of a proposed tax law change as
we possibly can.

This certainly is not to say our estimate is necessarily correct. After all, it is an
estimate. But I do believe the analysis we have employedin arriving at our estimate
of the Administration's capital gains proposal reflects the best and most reliable of
the economic theory and most accords with the history of prior capital gains rate

13 We believe that in interpreting the surge of realizations in the early 1980s one must be
careful to remember that not only was the economy in the middle of one of the largest bull
markets in our history, but that the Congress also enacted substantially improved reporting re-
quirements on the disposition of capital assets.

IsSee, Joint Committee on Taxation, Federal Income Tax Aspects of Corporate Financial
Structures, JCS-1-89, January 18,1989, pp. 14.

14 See Marvin Schwartz, "Estimates of Personal Wealth, 1982: A Second Look," SO1 Bulletin,
vol. 7, Spiing 1988.
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adjustments. We believe a capital gains rate change will result in a significant
short-run behavioral effect and more modest permanent behavioral effects. It is an
analysis which is consistent with realizations following the rate reductions of 1978
and 1981. It is an analysis which is inconsistent with a prediction of permanently
doubled realizations. And, it is our judgment that it is the most reliable analysis for
use today.

Accompanying me today are Randall Weiss, Deputy Chief of Staff of the Joint
Committee, and Thomas Barthold, a member of the Joint Committee's staff of
economists. We will be pleased to try to respond to your questions.
Enclosure

I



Table 1
REVENUE ESTIMATES OF THE ADMINISTRATION'S CAPITAL GAINS PROPOSAL

Fiscal Veers 1989-19991/

[1il1ions of Dollars)

Stem2/ 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999

I) 45% Exclusion
"Static" Effect ............... ......... -3.1 -20.8 -23.4 -25.4 -27.1 -27.8 -2R-E -30.1 -31.7 -33.3 -35.0
Induced Realizations ........ 3.3 21.4 .17.2 16.6 17.4 io.Z 16.6 17.5 18.4 19.4 20.4

Total, 45% Exclusion ......... 0-3 0.6 -6.2 -0.9 -9.8 -11-6 -12.0 -12.6 o13.2 -13.6 -14.7

II) Effective Date ........................... .... 0.3 1.8 0_0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

I-I) Exclusion of Certain Asset Types .......... 0.2 1.3 2.7 2.9 3.1 3.2 3.a 3,4 3.6 3.8 4.0

IV) Transition to 3-year Holding Period ...... 0.0 0.0 0.0 0.1 0.3 -1.9 2.2 -1.6 3.3 2.5 2.7

V) Exclusion Oor Certain Taxpayers ........... -0.1 -0.4 -0.4 -0.5 -0.5 -0.5 -0.6 -0.6 -0.7 -0.8 -0.9

Total. Revenue Effect ............................. 0.7 3.3 -4.0 -6.4 -6.9 -10.9 -7.1 -11.4 -7.0 -8.4 -8.9

Joint Committee on Taxation

N!T : Totals may not add out to rounding.

!-/ The official Coo peseine extends only through fiscal yea.- 1994. Est
t
rates for fiscal years 1995 through 1999 assume that

the Coo baseline assumption for realizations continues to grow at the average rate of growth of the period 1990 through 1994.

2/ Item I has three subparts. The third is the net revenue effect which would result from a 45 percent exclusion, with a

maximum 15 percent tax rate. for capital gains rgxrdlex of asset type assuming a one-year holding period and an effective date

of sales on or after january 1. 1989 The first Subpart Show& the *Static' revenue effect, that is the revenue effect

assuming no texpayr bhehavicral response- The second subpart. "induced realizations." shows the effect on revenues of new

realizations undertaKen And conversion Z1' ordinary income to capital gain by taxpayers in response to the preferential rate.

Item II presents the estimated revenue effect resulting from moving the effective date Of the proposal to July 1. 1989.

Item III presents the estimated revenue effect resulting from excluding collectibles and depreciable property.

Item IV presents the revenue effect of the )engtnening. on a phoased-in basis, of the holding period.

Item V presents the effect o* providing a 100-percent exclusion to those eligible taxpayers with adjusted gross income less than

$20,000.
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Table 2
Congressional Budget Office

Calculation of Realization of Net Long-Term Gains
and National GNP

Realization of
Net Long-Term

Gains
(billions of

Year dollars)

1954
1955
1956
1957
1958
1959
1960
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985

7.0
9.7
9.6
8.2
9.3

12.9
11.7
15.7
13.6
14.5
17.0
20.8
21.8
27.3
35.8
32.6
21.3
28.2
36.1
35.8
30.0
30.7
39.2
44.4
48.9
71.3
70.8
78.3
87.1

117.3
135.9
165.5

\ Year-to-YearPercentage
Change in

Realizations

38.6
-1.0

-14.6
8.1
38.7
-9.3
34. 2

-13.4
6.6
17.2
22.4

4.8
25. 2
31.1
-8. 1

-34.7
32. 4
28.0
-0.8

-16.2
2.3

27.7
13.3
10.1
45.8
-0.7
10.6
11.2
34.7
15.9
21.8

Gross National
Product

(billions of
dollars)

372.5
405.9
428.1
451.0
456.8
495.8
515.3
533.8
574.6
606.9
649.8
705.1
772.0
816.4
892.7
963.9

1,015.5
1,102.7
1,212.8
1 ,359.3
1,472.8
1,598.4
1,782.8
1,990.5
2,249.7
2,508.2
2,732.0
3,C52.6
3,166.0
3,405.7
3,765.0
3,998.1

Year-to-Year
Percentage

Change in GNP

9.0.
5.5
5.3
1.3
8.5
3.9
3.6
7.6
5.6
7.1
8.5
9.5
5.8
9.3
8.0
5.4
8.6

10.0
12.1
8.3
8.5

11.5
11.7
13.0
11.5
8.9

11.7
3.7
7.6

10.5
6.2

Source: CBO, How Ca ital Gains Tax Rates Affect Revenues: The
Histor-calP-encis, Ma-rch 1988.
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CAPITAL GAINS AND GNP
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"Figure 2.
CAPITAL GAINS AS A PERCENT OF
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PREPARED STATEMENT OF PAUL CRAIG ROBERTS

Mr. Chairman, members of the Finance Committee, I am Paul Craig Roberts. I
have a research appointment at the Center for Strategic and International Studies
here in Washington, where I occupy the William E. Simon Chair in Political Econo-
my, and at the Hoover Institution at Stanford University, where I am a Senior Re-
search Fellow. I am a former Assistant Secretary of the Treasury, a former editor*
and columnist for the Wall Street Journal, and a former professor at several univer-
sities. I have worked for the Congress both in the House and Senate and on mem-
bers' and committee staffs. I have known some of you, such as yourself, Mr. Chair-
man, since those days.

I am a columnist for Business Week, the Scripps Howard News Service, the Fi-
nancial Post of Canada, the Washington Times, and for European publications-op-
portunities that came my way because of the independence of my views. I do not
speak for any interests. I am testifying at the request of this Committee. My careers
are those of a scholar, a public servant, and a journalist. I have both worked for the
Reagan Administration and been honored by the socialist president of France.

Having said this, it is not clear to me which, if any, organized interests are push-
ing for a lower capital gains tax. It has never been an important issue to the corpo-
rate community. Perhaps there is an association of individual investors or a group
of talented people with comfortable jobs in large organizations who need an induce-
ment to chuck their security and go chase their dream.

However, organized interests are actively opposing a lower capital gains tax rate,
specifically organized labor and its spokesmen. As an economist, I find labor's oppo-
sition perplexing, even mindless. Tax actions that reduce the cost of capital bring
about an increase in capital investment, which, in turn, improves labor productivity
and raises labor's income.

The imbecilic argument that capitalists benefit from capital and labor benefits
from wages is a proposition from which communist countries themselves are in full
retreat. In the United States we are increasingly a capital intensive economy, but
capital's share of income is not rising. This means that labor's income is rising in
step with capital's, sharing the gains.

I am distressed when people cut off their noses to spite their faces. The claim that
a reduction in the capital gains tax is unfair because it benefits the rich is a perfect
example of self-mutilating behavior. It is also an example of a definition of fairness
drawn so narrowly as to be self-defeating. From a rational standpoint, fairness has
to be measured in terms of the relative success of our country in a competitive
world economy. A tax policy designed to hold back "the rich" is not only unfair to
the rich but also to labor and our competitive position. It is interesting, Mr. Chair-
man, that not a single country in the world agrees with the view that capital only
benefits the rich. If we were to decide to punish the rich by giving away our capital,
every country would be pleased to take it.

If capital benefits other people in addition to its owners, to whom is it unfair if we
have more of it? How has the growth of capital in the U.S. over the past 300 years
disadvantaged labor or the poor?

The only people disadvantaged by new capital are those with old, established
wealth. New capital unleashes upstarts who bust up the status quo, create opportu-
nities, and undermine the protected enclaves of the rentier class. New capital is the
best thing an egalitarian society has going for it.

Moreover, as Appendix I shows, people with recurring annual incomes below
$20,000 receive a larger percent of capital gains than those earning over $200,000.

To go to the crux of the matter, a capital gains tax is an unfair tax. It is not a tax
on income, but on the rise in the price of an asset, reflecting either inflation or the
stock market's estimate that a company's future earnings will be higher.

If the price of the asset rises because of inflation, there is no real gain at all, and
the tax is nothing but a confiscation device.

If the price rises because the company's earnings improve, then these earnings
will be subject to double taxation, first as company income and then as dividend
income to individuals. Taxing the capital gain simply taxes the same income a third
time.

When the unfair capital gains tax hurts ordinary people, we give them a special
exclusion, such as the rollover and exclusion of the capital gains people have in
their homes. However, when the capital gains tax hurts investment, envy crowds
out logic and the economy suffers.

It is a puzzle to me that U.S. tax law treats capital gains as income, even though
the national income accounts do not regard them as income and do not include
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them in the measurement of gross national product. What we have achieved is the
triumph of envy over policy.

Ideologically, the American left sees the capital gains tax as a wealth tax. For
those whose first allegiance is to equality, the more %ealth taxes the better. For
them, this is the real issue. Arguments about the revenue and economic effects of
capital gains taxation are little more than a smokescreen to keep us from the crux
of the real issue.

It is destructive of sound tax policy to confuse wealth taxes with income taxes.
Moreover, it has allowed the political left to establish a wealth tax without having
to be forthright and to make a case before the Congress and the American people.

The government of the world's leading capitalist nation should be able to do a
more honest job of defining capital income. A good starting point is to reject the
supposition that fairness in tax policy mandates discrimination against capital.
Unlike income that is consumed, income that is saved and invested is subject to
multiple taxation. This is a highly irrational tax policy for a country that is worried
about its competitiveness, about long-range real funding for Social Security, about
budget deficits, and about the smooth absorption of large numbers of immigrants
from the Third World.

America needs all the capital that it can get, particularly in light of the flood of
immigrants. This inflow is likely to rise as socialist failures around the world con-
tinue to come home to roost, causing people to give up on their own countries and to
migrate here, legally or illegally, in pursuit of opportunity. We can no longer afford
tax laws whose main purposes are to indulge envy and to provide ideological gratifi-
cation for the anti-capitalist mentality, no matter what its economic cost.

I agree that one reason a lower capital gains tax rate produces more revenue is
that it allows "the rich" to make more money. I agree that it gets the left-wing's
hackles up for "the rich" to have more money. But I object to those who oppose a
lower capital gains tax on the narrow grounds of what it would do for the rich.

If envy prevents you from cutting the capital gains tax rate, you can at least
index it for inflation. That way only real gains in value would be taxed, and this
would introduce a small element of fairness into an unfair tax.

The argument is made that we cannot cut the capital- gains tax rate without open-
ing up the 1986 tax reform bill. I fail to understand the logic of this argument, but
so what? Let's open up the bill. That bill is no great accomplishment. Compared to
the Treasury's proposal more than a decade ago of a cash-flow tax, the 1986 bill is
not worth much. Blueprints for Basic Tax Reform, published in January 1977, pre-
sents a comprehensive reform that would make our tax system neutral in its treat-
ment of saving. It is pointless to complain about low saving when the tax code is
extremely biased against saving.

For reasons I will show, the 1986 bill largely missed the point. Indeed, if it had
not been for this Committee at the last minute, the bill would have been a disaster
and would have wrecked the U.S. economy. It was certainly a psychological victory
to get the top tax rate down to 33%. That's about the maximum tax that could be
extracted from a medieval serf. It is a victory that the American people no longer
have to pay federal tax rates in excess of what the Robber Barons were able to ex-
tract from feudal serfs. Though, of course, when you add in Social Security, state
and local taxes, Americans are far more heavily taxed than medieval serfs. You
need to ask yourselves in what sense a person is free who is not a majority share-
holder in his own income.

It has become fashionable in some circles to present the 1986 tax bill as some sort
of final deal cut between ,he forces of opportunity and the forces of envy. According
to various people, including some of those with power over tax legislation, we
cannot improve the prospect for capital investment in one part of the tax code with-
out worsening it in another.

For example, the argument has been made that if we want to cut the capital
gains tax rate, we have to offset it by raising the personal income tax rate. In other
words, if we are going to help the economy in one way, we must hurt it in another.
Otherwise, the rich will benefit too, along with the rest of us.

The Tenth Commandment is, "thou shalt not covet." I don't see any great
achievement in a tax bill that strikes a 50-50 deal with covetousness I don't see why
we should establish our tax code on covetousness. A good tax cede is one that
doesn't have an ounce of covetousness in it. Considering the ungodly nature of us
humans, that might be hard to accomplish, but there is no reason we shouldn't try.

The opportunity to truly reform our tax system was lost in the 1986 tax reform
legislation. One group used the bill to close "tax loopholes" in blind pursuit of their
goal of "fairness," using a definition altogether lacking in merit. Others simply
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wanted a revenue-neutral bill that would lower tax rates in order to demonstrate a
second major Reagan success.

For their part, economists focused on the improved economic efficiency that would
be achieved by abolishing differential "tax preferences," or "loopholes'r that distort
the choice or mix of investments, and they completely missed the larger issue: The
most serious bias in our tax code results from the multiple taxation of saving, which
reduces the overall rate and level of investment.

As a consequence of the multiple taxation of saving, the rate of return that an
individual realizes from his investment is substantially smaller than the economic
return of the investment to society. The amount of money he has to invest is first
reduced by the personal income tax. If he invests his after-tax savings in a corpora-
tion which uses them to purchase capital equipment, the income earned by the cap-
ital investment itself is subject to taxation. First the return from this investment is
taxed at the corporate rate, and if the remainder is passed on in the form of a divi-
dend, it is taxed as regular income at the personal rate. If, instead, the remainder is
reinvested, the return will be capitalized in the worth of the stock, adjusted for
future corporate taxation. If the individual were to sell the stock and realize a cap-
ital gain, then this amount is subject to further taxation. These multiple layers of
taxation are further compounded by such taxes as the property tax, resulting in re-
duced investment and lower growth in labor productivity.

Specific investment incentives, such as the investment tax credit and what is
called a capital gains differential, can distort the choice of investments. However,
they also reduce the tax bias against saving and investment. A reform that sets out,
as the 1986 bill did, to eliminate distortions that affect the mix of investments can
easily do so in a way that increases the bias against the overall level of investment.

Consequently, the cost of capital would rise and frustrate the expectations of
better performance from efficiency gains. This important consideration was neglect-
ed in the tax reform bill until the last minute when this Committee, in its wisdom,
further reduced the personal and corporate tax rates in order to av oid a substantial
increase in the cost of capital.

The 1986 tax bill did not reduce the tax bias against saving, nor did it make the
tax system neutral or fair in its treatment of investment. Indeed, the bill's contribu-
tion to the economy might not be enough to compensate for the two year hiatus in
investment while the economy waited for the legislative outcome of the tax reform
debate.

Mr. Chairman, members of the Committee, there is no doubt whatsoever that the
capital gains tax affects the cost of capital. Anyone who doubts this should be pre-
pared to raise the capital gains tax to 100 percent.

The capital gains tax is only one element in the cost of capital. It would help to
lower it, but not if it is offset by hiking some other element in the cost of capital.

More importantly than how it affects the cost of capital, the capital gains tax af-
fects our human capital by its energizing impact on the incentive to take risk. There
are a variety of silly arguments that try to cover up this connection, buch as
"money for venture capital comes from tax-exempt entities unaffected by the capital
gains tax rate." Yes, it often does, but the organizers of the ventures are taxpayers.
Pension funds don't dream up new inventions and new technology. On this point see
Appendix 2.

If you are concerned with the dispersion or loss of our technology, you might also
consider that in today's international economy, the location of high risk new tech-
nology will be affected by the international taxation of capital gains. Not entirely, of
course, but on the margin. On this point see Appendix 3.

The margin is important. Since World War II the margin we have held over the
rest of the world has been shrinking. This process is accelerating as Europe unifies,
as the Far East becomes a center of economic power, and as communist countries
repudiate an envy-driven economy policy. If we allow envy to drive our tax policy,
we will deserve to be the second-rate country we will become.

APPENDIX 1

The erroneous claim is often made that the rich are the primary beneficiaries of
capital gains. This claim relics on a peculiar definition of rich-a definition devised
to include the capital gains when, for example, a middle class businessman retires
and sells his business. That year the capital gain swells his income to several hun-
dred thousand dollars, and he is "rich" for that year. The next year his income goes
back down to middle class levels, and someone else sells a business, becoming rich
for a year.

Internal Revenue Service data show that people with recurring annual income
below $20,000 receive a larger proportion of capital gains than those earning over
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$200,000. Moreover, 50% of all capital gains go to people earning less than $60,000
annually.

The average capital gain of the 2.9 million taxpayers with recurring income below
$20,000 who reported capital gains was $15,147. This average is far too low to sup-
port a claim that any significant proportion of these taxpayers are rich people
avoiding taxes on their other i:icome.

In contrast, the average capital gain of taxpayers reporting capital gains in the
recurring income class of over $200,000 was $265,189. 'Me rich people receiving cap-
ital gains are exactly where you would expect them, not hidden away with the poor.

Who are these low income people with capital gains income? Widows and retired
couples living off savings, children being educated with the proceeds of a deceased
parent's estate, capital gains from the piecemeal sale of property or a business.
Enclosure



Capital Gains By Recurring Income: 1985

INCOME CAPITAL PERCENT PEOPLE TOTAL AVERAGE
GROUP GAINS OF ALL W/GAINS PEOPLE CAPITAL
($thous) ($bil) GAINS (thous) IN CLASS GAINS

(thous)

0 - 10 35.30 20.79 1,485 33,504 $23,771

10 - 20 8.90 5.24 1,433 25,668 $ 6,211

20 - 30 10.70 6.30 1,206 16,465 $ 8,872

30 - 40 10.10 5.95 1,122 11,434 $ 9,001

40 - 50 11.10 6.54 956 6,842 $11,610

-- 75 17.50 30.31 1,178 5,516 $14,855

75 - 100 12.50 7.36 478 1,231 $26,150

100 - 150 13.10 7.71 272 630 $48,161

150 - 200 8.70 5.12 103 189 $84,466

200 + 41.90 24.68 158 241 $265,189

source: Internal Revenue Service, 1985 Individual Tax Model File,
Public Use Sample

92--33 82

p
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Appendix 2

The two tables below are drawn from an empirical study by Dr. John
Freear and r. William Wetzel, University of New Hampshire. Their paper
was prepared for the Babson Entrepreneurship Conference in Calgary,
Alberta, Canada in May 1988.

Their evidence shows that individuals provide the bulk of the money
for small capitalization new technology firms. Individuals also provide
most of the seed and start-up funds for new technology firms.

Financial Rounds of Capital Invested in
New Technology - Based Firms

Size of Round

Private
Individual,
(% of total)

Venture
Capital
Funds
(% of total)

All Other
Sources
(% of total) Total

Less than $250,000 102 (84%) 8
S250,000-$499,000 43 (58%) 14
$500,000-$999,000 15 (26%) - 31
Greater than 1 million 17 ( 9%) 120

177

(6%)
(19%)
(55%)
(63%)

173

Rounds of Capital Invested in
New Technology - Based Firms

Stage of Financing

Seed
Start-up
First Stage
Second Stage
Third Stage
Bridge

Total

Private
Individuals
(% of total)

52
55
29
26
10

(29%)
(31%)
(16%)
(25%)
(6%)

5 (3%)

177 (100%)

Venture Capital
Funds

(% of total)

11 (6%)
38 (22%)
56 (32%)
46 (27%)
19 (11%)
3 (2%)

173 (100%)

Total

(10%)
(23%)
(19%)
(28%)

12
17
11
55

95

(100%)
(100%)
(100%)
(100%)

122
74
57

192

445
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Appendix 3

Conapariaon of Individual Taxation of Capial Gains on Portfolio Stock Investments in 1987

"Maximum Maximum f%, umum
Short-Tem Long-Term Period to Qualify Annual

COUNTRIES Capital Guin Capital Gain for Long Term Net Worth
INDUSTRIALIZED Tax Rate Tax Rate, Gain Teatment Tax Rate
United States (A) ....... 38.5% -28%- > Six Months None
Ausalmia (B) ............ 50.25% 50.25% Ont Year None
Belgium ................. Exempt Exempt None None
Canada (C) .............. 17.51% 17.51% None None
Faf-ae (D) .............. 16% 16% None. None
Garmany (E) ......... 56% Exempt Six Months .5%
Italy ... . ............... Exempt Exempt Noi,e None
Japan .................... Exempt Exempt None None
Netherands ....... Exempt Exempt None .8%
Sweden ................ 45% 18% Two Years .3%
United Kingdom (F) ... 30% 30% None None
PACIFIC BASIN
Hong Kong ............ Exempt Exempt None None
Indonesia ............... 35% 35% None None
Malaysia................. Exempt Exempt None None
Singapore ............... Exempt Exempt None None
South Korea ............. Exempt Exempt None None
Taiwan .................. Exempt Exempt None None

Sme. pacnesmi acid ls ma raca so included.
4A) Asua(Jaasuer 1. 2903. ft wnrmia a a W aoahn-A"r-wemapialpinurar is o percent- Therrmargincalratcjhower nco aaol33 pcccc

For jins mears b stairs M.980 aid $149.10 aid fat sip.c reatrns barecn 54,10 and U9, 3W
1l) Tha aboae micamam ling- ad cbaeterr aran ccmpns.4d of L 15% Medicar Lc, and 19% Income Tj-. Pro to JIv 1. 1987, tie \Ici tirc

Len masreas 1.145% Ai Inomet Tax -i mram ac 57 08% (awepnnam 58 Z2% There s no rcincton a race. o ne t ne.vr
bakng peed a fiar apaa tactagan ac nad ittrg

(C) Cad i aseadacs am is-ed ao snsi ,apcm pias carireurmon f Canadian 0.300' 82.9W.)9 ubjic to cmunoav carpuon of up a
Caciadusa SoOO (4313001, cn 19

(D) Ga hem pea ce ucp o FF ZL0OW(I4$S.3 'i)atex mpt from xccoui a mn muub € %ear
(E) Thebc 0?4 LOW (15354')cofuhan-iarcai radpc isaexempt rcrr
(F) The firm 6400 (510.096') Of cana pin i eumpt.

' Seated oan eachape rates as of ,Mart 31. 1987.

Source: Prenared h, Arthur Andersen & Co. "or the Securities
Industries Associat',.,n.
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PREPARED STATEMENT OF DENNIS E. Ross

Mr. Chairman and Members of the Committee: I appreciate this opportunity to
speak with you today about the Administration's proposal to reduce the rate of tax
on long term capital gains. The President's Budget for fiscal year 1990 includes a
number of proposals that affect revenues, but none that is more important to the
continued health of the economy and our future competitiveness. In my testimony
today I will explain the tax and economic policy objectives that support the Admin-
istration's proposal and how the proposal relates to and is consistent with the objec-
tives of tax reform.

I will also explain the basis for our estimate of the proposal's revenue effects. We
recognize that this aspect of the debate over the proper tax treatment of capital
gains is highly controversial. We accept, moreover, that reasonable minds can differ
over the revenue effects of a cut in the capital gain rate. At the same time, we be-
lieve a careful review of the available evidence supports Treasury's estimate that
the proposal raises revenue in the budget period and in the long run. Accordingly,
we have supplied an unprecedented amount of information concerning the basis for
our estimate. If these hearings produce no more than a careful examination of the
issues involved in estimating a reduction in capital gain rates, we will have ad-
vanced debate over an important issue of tax policy and I believe also increased the
chances that a capital gain preference will be restored.

THE ADMINISTRATION'S PROPOSAL

In general, the Administration's proposal would allow individuals to exclude 45
percent of the gain realized upon the disposition of qualified capital assets. The
maximum tax rate applicable to any gains on qualified assets would be 15 percent.
A qualified asset would generally be defined as any asset that qualifies as a capital
asset under current law and satisfies the phased-in holding periods. For example,
assuming the holding period is satisfied, an individual's residence would be a quali-
fied asset and gain on its disposition would be eligible for the lower capital gains
rate as well as the continued rollover of gain and the $125,000 one-time exclusion
provided under current law.

Disposition of a qualified asset by a RIC, REIT, partnership, or other passthrough
entity would continue to be treated as capital gain under the proposal and would be
eligible for the exclusion in the hands of individual investors.

Holding Period and Effective Date. To be treated as qualified assets eligible for
the lower capital gains rate, assets will need to satisfy the following holding periods:
more than 12 months for assets sold in 1989, 1990, 1991, and 1992; more than 24
months for assets sold in 1993 and 1994; and more than 36 months for assets sold in
1995 and thereafter.

The proposal would be effective generally for dispositions of qualified assets after
June 30, 1989. Dispositions of qualified assets after that date would be fully protect-
ed by the exclusion or maximum rate. That is, there would be no blended rate for
gains realized in 1989 after June 30. Conversely, gains realized on or before June 30,
1989, would not be eligible for the exclusion, maximum rate, or any of the other
provisions of the proposal and would be taxable under current law.

Installment sales, including sales preceding the effective date, would be eligible
for the preference to the extent installments were realized after the effective date.

15 Percent Maximum Rate. A 15 percent maximum tax rate would apply to cap-
ital gains on qualified assets. Thus, while a taxpayer's ordinary income may be sub-
ject to a 33 percent marginal rate (due to phase-out of the 15 percent rate or person-
al exemptions), capital gains would not be subject to a marginal rate exceeding 15
percent. In some cases, the application of a 45 percent exclusion would result in an
effective tax rate lower than 15 percent; for example, if the taxpayer's marginal
rate is 15 percent, a 45 percent exclusion would result in an effective tax rate of
8.25 percent.

100 Perent Exclusion for Low Income Taxpayers. A taxpayer would be eligible for
a 100 percent exclusion on sales of qualified assets if the taxpayer's adjusted gross
income is less than .$20,000 and the taxpayer is not subject to the alternative mini-
mum tax. The $20,000 amount would be calculated taking the 45 percent capital
gains exclusion into account. Thus, if a taxpayer's adjusted gross income is $22,000
(including the full amount of gains realized on capital assets), and a 45 percent ex-
clusion on capital gains would reduce the taxpayer's taxable income to less than
$20,000, the taxpayer would be eligible for the 100 percent exclusion.

The $20,000 figure applies to married taxpayers filing jointly aid to heads of
households. Single taxpayers vnd married taxpayers filing separately would be eligi-
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ble for the 100 percent exclusion if their adjusted gross incomes are less than
$10,000.

Relationship to the AMT. Taxpayers who are subject to the alternative minimum
tax would not be eligible for the 100 percent exclusion. In making this determina-
tion, a taxpayer's tentative minimum tax would be compared with his regular tax
computed using a 45 percent exclusion. If the tentative minimum tax exceeds the
regular tax, the taxpayer has liability under the alternative minimum tax and
would not be eligible for the 100 percent exclusion. The ineligibility for the 100 per-
cent rate would have no other effect on the taxpayer.

Collectibles Not Treated as Qualified Assets. The proposal would deny capital gain
treatment for gains realized upon the disposition of collectibles, as defined under
the individual retirement account (IRA) rules. These rules prohibit investments by
IRAs in collectibles, which are defined to include works of art, rugs, antiques, pre-
cious metals, gems, stamps, alcoholic beverages, and most coins. The Secretary of
the Treasury is also given authority to specify other tangible personal property to
be treated as collectibles. Proposed regulations define collectibles to include musical
instruments and historical objects.

Depreciable Assets. The Administration's proposal would not alter the definition of
a capital asset; however, gain from the sale, exchange, or other disposition of depre-
ciable or depletable property used in a trade or business would not be treated as
gain eligible for the lower capital gains rates. For this purpose, depreciable property
refers to any property which is of a character subject to an allowance for deprecia-
tion under Code sections 167 or 168. Thus, gains realized on the disposition of intan-
gible pr, rty, the cost of which may be recovered through amortization deductions
(see Tr .ury Regulation Section 1.167(a)-3), such as sports player contracts, would
be treated as ordinary income if the intangible property is used in the taxpayer's
trade or business. The fact that cost recovery of an Intangible asset may be referred
to as "amortization" would not prevent its being treated as depreciable property
under this provi Wn. Depletable property refers to any property of a character that
is subject to an allowance for depletion, whether cost or percentage depletion.

Under current law, gains on dispositions of special section 1231 assets, which in-
clude certain interests in timber, coal, iron ore, livestock, and unharvested crops,
are eligible for capital gain treatment while losses on such property are ordinary
losses. Under the Administration's proposal, no assets would be afforded such asym-
metrical treatment.

Gains on nondepreciable property that is used in a trade or business and is not
held for sale in the ordinary course of business would be eligible for the lower cap-
ital gains rates. Losses on such property would also be treated as capital losses.
Thus, for example, gain or loss realized on the disposition of land that is used in a
trade or business and is not held for sale to customers would be treated as capital
gain or loss.

Capital Losses. Capital losses would be defined as under current law; however,
each dollar of long-term capital loss that does not offset long-term capital gain could
offset only 50 cents of noncapital gains income, as was the case prior to 1987. The
$3,000 capital loss limitation would remain. Unused capital losses could be carried
over indefinitely.

Preventing A buses. Special rules will be included in the legislation to prevent abu-
sive shifting of capital gains from high income taxpayers to related low income tax-
payers in order to qualify for the 100 percent exclusion, designed for true low and
moderate-income taxpayers. For example, the 100 percent exclusion might be denied
to individuals reently claimed as a dependent on the return of another taxpayer.

Because the proposal provides favorable tax treatment to sales of corporate stock,
without regard to whether the assets held by the corporation are qualified assets, it
may also be necessary to adopt rules preventing the use of a corporation as a vehi-
cle to convert ordinary income to capital gain. For example, it could be appropriate
t, restrict or deny altogether capital gain treatment on sales of S corporation stock,
leaving shareholders to recognize any capital gains through sales of the S corpora-
tion's assets.

REASONS FOR THE PROPOSAL

Encourage Long-Term Investment. A capital gain preference has long been accept-
ed as an important incentive for capital investment. In our own country, the first
tax rate differential for capital gains was introduced by the Revenue Act of 1921.
For each of the next 65 years there was always some tax differential for capital
gains. At times there was an exclusion of some portion of the nominal gains. At
times there was a series of exclusions that depended upon the length of time a tax-
payer held an asset before selling. At times there was an alternate tax rate cap. But
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at no time subsequent to 1921 and prior to 1987 were capital gains ever taxed the
same as ordinary income.

Our major trading partners have similarly recognized the importance of the cap-
ital gain preference. Canada, Japan, Germany and the United Kingdom all prove
some level of preferential treatment for capital gains.

The Administration's proposal further adds to the incentive effects of the capital
gain preference by targeting it to long-term investment. Currently, investors receive
the same tax treatment whether they hold an asset for 10 years or 10 minutes. If
this country is to maintain its leadership role in the world economy, we need to en-
courage investment, and, in particular, investment that is oriented to long-term
growth rather than short-swing, speculation. By orienting investors more towards
the long term, we will also enable and encourage corporate managers to take the
long view of their companies' businesses, and to make the investment in research
and development needed for success in future markets.

Lock-In Effect. Under a system in which capital gains are not taxed until "real-
ized" by the taxpayer, a substantial tax on capital gains tends to lock taxpayers into
their existing investments. Thus, taxpayers who, independent of tax considerations,
would convert their existing assets to new investments may instead hold on to their
investments to avoid paying tax on any accrued gains.

This so-called lock-in effect of capital gains taxation has at least two adverse ef-
fects. First, it produces a misallocation of capital in the economy since it alters the
investment decisions that would be made in a genuinely free market. Second, the
lock-in effect, depending on its strength, may deprive the government of revenue. To
the extent taxpayers defer sales of existing investments, or hold onto such invest-
ments until their death, taxes that might otherwise have been paid are deferred or
avoided altogether. The combination of these two effects produces a situation in
which both the taxpayer and the government lose. The taxpayer is discouraged from
pursuing what he believes is a more attractive investment and the government loses
revenue.

Although some lock-in effect exists at any positive rate of tax on capital gains
income, a preference for long term capital gains diminishes its adverse effects. The
45 percent exclusion proposed by the Administration would both improve the alloca-
tion of investment capital and trigger enough additional realizations to produce a
net revenue gain to the Treasury.

Inflation. Although inflation has been kept low under policies of the past 8 years,
even low rates of inflation mean that every nominal capital gain includes a "fiction-
al" element of profit attributable to inflation. High rates of inflation, such as those
that existed in the mid and late 197Os, exacerbate the problem.

Ideally, an income tax wold consider only "real" changes in the value of capital
assets; the element of nominal gain attributable to inflation would be disregarded.
Current law taxation of nominal capital gains in full has the perverse result that
real gains are overstated (and taxed too highly) and real losses are understated and,
in some cases, actually converted by inflation from losses to gains. The Administra-
tion's proposed 45 percent exclusion for long-term capital gains would provide a
rough adjustment for the inflationary element of capital gains. Although not a con-
ceptually perfect response to the problem of inflation, this rough adjustment avoids
the complexities and additional record-keeping that a precise inflation adjustment
would require.

Low and Moderate Income Taxpayers. Low and moderate income-individuals typi-
cally do not realize capital gains of the same size or with the same frequency as
higher income taxpayers. It is not true, however, that only high income taxpayers
would benefit from a capital gains tax rate differential. Although a large percentage
of capital gains is realized by high income taxpayers, most taxpayers who would
benefit from the Administration's proposal have low and moderate incomes. In 1985,
the latest year for which detailed tax return data have been analyzed, one-third of
all tax returns with long-term capital gains reported other (noncapital gain) income
of less than $20,000. Nearly three-fourths of all tax returns with capital gains had
other income of less than $50,000. And less than 2 percent had other income of
$200,000 or more. (See Table 1.)

Economic studies of the behavioral reactions of individuals to changes in the tax-
ation of capital gains suggest that lower income individuals are less responsive than
higher income taxpayers to capital gains tax rate changes., The Administration's
proposal for a 100 percent exclusion for lower income taxpayers provides such tax-
payers with an extra measure of incentive to make direct capital investment.

Collectibles. Investment in so-called collectibles, which include works of art, stamp
and coin collections, antiques, valuable rugs, and similar items does relatively little
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to enhance the nation's economic growth or productivity. For this reason collectibles
do not warrant the preferential treatment accorded other capital investments.

Treatment of Gain on Depreciable Property. Depreciable property sales are not
particularly sensitive to changes in the tax rate. The timing of such sales is more
likely to be determined by the condition of the particular asset or by routine busi-
ness cycles of replacement than would be true of capital assets held by investors.
Thus, unlike a preferential rate for investor held capital assets, a preferential rate
for sales of depreciable assets could not be justified as offsetting a strong lock-in
effect and would lose rather than gain revenue. Correspondingly, the case for ex-
tending a capital gain preference to depreciable assets would have to rest substan-
tially on the incentive effects of the preference.

The tax system has historically provided incentives for investment in depreciable
and depletable property through the cost recovery system. For example, current law
allows investment in plant and equipment to be recovered on an accelerated basis,
permits percentage depletion for a broad range of natural resources, provides spe-
cial treatment for the costs of raising timber, and has a variety of special rules
under which the cost of certain intangibles may be amortized. An additional incen-
tive in the form of a capital gain preference is at this time neither necessary nor
appropriate.

Moreover, the availability of accelerated cost recovery coupled with capital gain
treatment on sales of depreciable or depletable property has been a major factor
behind tax shelter activity. Although the passive loss rules adopted in the 1986 Act
limit tax shelter activity, restoration of a capital gain preference could make tax
shelters more attractive.

Finally, gains and losses from sales or other dispositions of depreciable and deplet-
able property should be treated in the same manner as other business income or
loss and gains or losses from sales of other business property (e.g., inventory). The
asymmetrical treatment of gains and losses from such depreciable or depletable
property provided by pre-1987 law, i.e., the availability of capital gain treatment for
gains and ordinary loss treatment for losses, is without justification as a matter of
tax policy.

EFFECTS OF PROPOSAL ON REVENUES

As I stated earlier, the effect on Federal tax revenues of changes in capital gains
tax rates is highly controversial. Studies using different data, different explanatory
variables, and different statistical methodologies have reached different conclusions.
Our estimate was made after a careful review of empirical studies by experts in gov-
ernment and the academic community. Our estimate of induced realizations at-
tempts to approximate a consensus from an admittedly wide range of results.

Before analyzing our estimate in detail, allow me to make one point about its
source. The revenue estimates reported in the budget were produced by Treasury's
Office of Tax Analysis,, the same Treasury office that provides revenue estimates for
all other legislative and budget proposals. You may have seen press reports that
other offices in Treaaary determined the estimates or that the Office of Tax Analy-
sis produced them with the proverbial gun to its head. Whether the product of mis-
information or fevered imagination, such reports are simply wrong. Although there
has been a debate for some time at Treasury as to the proper basis for estimating
changes in the capital gain rate, the simple fact is that these estimates reflect the
same basic assumptions the Office of Tax Analysis has used for a number of years
in analyzing capital gains proposals.I

Consistency with Prior Estimates. Perhaps the best place to start in analyzing the
current estimate is with Treasury's estimate of the 1986 Act changes in capital gain
taxation. Many have asked how Treasury could score restoration of a capital gain
preference as raising revenue when it scored the elimination of the preference in
the 1986 Act as raising revenue. The short answer to that question is that the cur-
rent proposal does not simply reverse the changes made in the 1986 Act. When fully
phased-in, the budget proposal limits the preference to nondepreciable assets with a
3-year holding period. This effectively targets assets that are more likely to be sold
in response to a lower tax rate, and turns the budget proposal from a revenue loser
in the long run to a long run revenue gainer.

One factor that masks the consistency in Treasury's estimates is that our pub-
lished estimate of the 1986 Act capital gain change includes revenue not actually

I The general realization response estimated for both the 1986 Act and this proposal is
midway between the time-series and panel cross-section estimates published in the 1985 Treas-
ury study of capital gains.
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attributable to the elimination of the capital gain preference. Prior to the 1986 Act,
there was a 30 percentage point differential in the rates of tax applicable to capital
gains and other income (i.e., a 50 percent maximum rate on ordinary income and a
20 percent maximum rate on capital gains). That differential created a large incen-
tive for taxpayers to convert ordinary income to capital gains. Elimination of the
differential eliminated incentives for income shifting and consequently raised sub-
stantial revenue.

Although our published estimates attributed all of the revenue gain from reduced
income shifting to the capital gain proposal, the greater part of it was in fact a
result of the reduction in ordinary rates from 50 to 28 percent. Thus, even if the
1986 Act had left capital gain rates at 20 percent, the reduction in the ordinary
rates would have substantially reduced the capital gain differential and resulted in
a revenue pick-up from diminished income shifting. By including that revenue pick-
up in the line estimate of the capital gain change, the positive revenue effects of
that proposal were substantially overstated. If that estimate were restated, backing
out the effect of the reduction in ordinary income rates, the capital gain rate in-
crease raised only modest revenue in the long run.

Revenue Effects of Proposal's Separate Elements. Table 3 shows the separate reve-
nue effects of the various elements of the capital gains proposal. In addition, it
shows the "static" and behavioral effects incorporated in the estimate. Additional
revenues resulting from positive macroeconomic effects, i.e., revenue effects from an
increase in economic growth and productivity, are not included in the revenue esti-
mate. I will address the macroeconomic revenue impact later.

1. Effect of Tax Rate Reduction on the Level of Current Law Realizations. Row 1
of Table 3 states the revenue loss that results from reducing tax rates on capital
gains that would be realized at current law tax rates; i.e., realizations that would
have occurred regardless of a reduction in tax rates. This loss is what a truly"static" revenue estimate would show. This "static" revenue loss results from apply-
ing the proposal to all assets held 1 year or longer and is estimated to be $ -11.9
billion in fiscal year 1990 and to be about $ -20 billion a year and growing gradually
thereafter.

The basis for these calculations is reflected in Table 4, which shows that about
$150 billion of net long term capital gains will be realized in 1989 and that this
amount will grow to about $200 billion by 1994 with no change in law. Because the
Treasury had estimated a greater behavioral response to the 1986 Act change than
did the staff of the Joint Committee on Taxation, it is our understanding that the
Joint Committee on Taxation staff assumes a somewhat higher path of realized
gains under current law and hence a somewhat larger "static" revenue loss.

2. Effect of Increased Realizations. The second row of Table 3 shows the revenue
collected from realizations that would not occur absent the lower tax rate. These
induced gains are accelerated from realizations in future years, are due to portfolio
shifting to capital gain assets from fully taxable income sources, or are taxable real-
izations that would otherwise have been tax-exempt because they would have been
held until death, donated to charities, or realized but not reported.

As indicated by a comparison of Rows 1 and 2, we estimate that revenues from
induced realization gains more than offset the revenue loss from lower rates on cur-
rent gains. This conclusion is based on the assumed responsiveness of taxpayers to
changes in the capital gain rate, which is in turn the central and most controversial
aspect of the debate over capital gains and revenue.

The level of taxpayer responsiveness is generally termed "elasticity," which in
this context is shorthand for the expression "percentage increase in induced capital
gains divided by the percentage decrease in the overall capital gains tax rate."
Thus, a tax cut will tend to generate a revenue increase if the elasticity is estimated
to be greater than 1, no change in revenue if the elasticity is exactly 1, and a reve-
nue loss if the elasticity is less than 1.2

Our Pssumption about capital gain elasticities is based on a review of government
and academic studies examining the question. A cursory evaluation of these studies,
which are listed in Table 5, reveals that those carried out with so-called cross sec-
tion data or panel data (examining individual taxpayers in a given year or for sever-
al years) tend to yield higher estimates of taxpayer responsiveness than those car-

'Even this general statement will not always be accurate. An elasticity for reduced capital
gains realizations that is slightly less than 1 generally will still gener'Le a revenue increase
because taxpayers paying the highest tax rates are the most responsive. Induced realizations are
disproportionately distributed with more being taxed at above-average tax rats, and fewer being
taxed at below-average tax rates. In addition, the general statement will not be accurate for
studies using "last dollar" or maximum statutory rates.
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tied out with time-aeries data (examining taxpayers in the aggregate for a number
of years). Giving consideration to studies of both types, we believe that the elasticity
estimates used by Treasury are comfortably in the middle of. the range reported in
the studies. We estimate an elasticity of 1.2 in the short run, dropping to about 1.0
in the long run, and to about 0.9 after considering the impact of converting ordinary
income but before targeting the proposal for certain kinds of assets. It is our under-
standing that estimates made by the staff of the Joint Committee on Taxation
employ a much lower long-run estimate-perhaps as low as 0.7-which is within the
range of the studies, but in our view clearly at the lower end. This difference in
elasticities, which may seem relatively small, accounts for the great bulk of the dif-
ference between the Treasury and the Joint Committee on Taxation estimates.

Table 4 shows that for the Administration's basic proposal (i.e., before targeting
assets, extending the holding period to 3 years, and providing additional low income
tax relief) the estimated amount of induced realizations is large: $167 billion in
1991, nearly doubling the amQunt of gains that would have been realized with no
change in law. By 1995, induced realizations would be expected to level off at about
87 percent of the level of current law capital gains realizations.

This near doubling of realizations, from an estimated $183 billion to about $349
billion at 1989 levels, may seem remarkably optimistic until it is placed in the fol-
lowing perspective.

* The total accumulation of unrealized qualifying gains at the end of 1987 was an
estimated $4 trillion. That's trillion, not billion.

* If we exclude from this figure gains on personal residences, which largely
escape tax because of the rollover and one-time $125,000 exclusion, the total pool of
gains that could be realized is still $2 trillion.

* The year-over-year increase in this accumulation-a good guide to the potential
long-run realizations-has been running about $350 billion per year, even with per-
sonal residences excluded, andis expected to grow.

3. Effect of Deferring Gains Until After Effective Date. Row 3 of Table 3 shows
that the proposal will induce some taxpayers to defer realizations in the first half of
1989 until after the effective date of the proposal. With the announcement of the
proposal in February and the assumed enactment and effective date of July 1, 1989,
some realizations that otherwise would occur between the announcement date and
the effective date will be delayed in order to benefit from the lower tax rate. The
estimate predicts that about $1.4 billion of revenue will be lost only over the fiscal
year 1989-1990 period due to realizations deferred until the effective date.

4. Effect of Conversion of Ordinary Income to Capital Gain Income. The proposal
will induce taxpayers to realize additional capital gains currently and will encour-
age taxpayers to earn income in the form of lower taxed capital gains. Since the
advent of preferential tax rates on capital gains in 1922, taxpayers have found vari-
ous ways to convert ordinary taxable income into capital gains. Many of the most
obvious conversion techniques have been stopped, but a capital gains tax rate differ-
ential will encourage taxpayers to shift to sources of income with lower tax rates.

Methods of converting ordinary income to capital gain income include shifting
away from wages and salaries to deferred compensation, such as incentive stock op-
tions; shifting out of fully taxable assets, such as certificates of deposit, to assets
yielding capital gains; and shifting away from current yield assets to growth assets,
including corporations reducing their dividend payout ratios. It is assumed that the
conversion of ordinary income to capital gain income will occur gradually, increas-
ing from a negligible amount in 1991 to about $2.5 billion by the fifth year.

5. Effect of Excluding Depreciable Assets and Collectibles. The revenue estimate of
the proposal is significantly affected by the exclusion of depreciable assets and col-
lectibles from the lower rate. The 1985 Treasury study of capital gains found the
responsiveness of capital gain realizations from assets other than corporate shares
to be relatively low.3 That is, for some classes of assets the additional tax from in-
duced realizations will not offset the tax loss from lower tax rates on gains that
would occur under current law. By restricting the lower rates to more responsive
assets, the proposal raises an incremental amount of additional net revenue, $1.2
billion in 1990, rising to $2.1 billion by 1994.

6. Effect of Phasinq In the 3-Year Holding Period Requirement. The 3-year holding
period requirement is phased in gradually beginning in 1993. Any holding period
encourages taxpayers to defer realizations until they are eligible for the lower rate.
During the transition to the 3-year holding period, a one-time revenue loss will

3 The estimated elasticity from panel cross-section data was .07 for corporate shares, 0.71 for
residential rental real estate, and 0.43 for all other assets.
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occur as realizations are deferred. After the transition is completed, the 3-year hold-
ing period raises revenue became it, like the depreciable asset exclusion, tends to
limit the lower rate to assets more responsive to changes in capital gains tax rates.
Assets sold after only 1 or 2 years for consumption or other purposes, rather than
deferred to 3 years, would generally be less responsive to lower tax rates.

The phase-in of the 3-year holding period will encourage many taxpayers to defer
realizations that would otherwise occur after 1 or 2 years until they become eligible
for the lower tax rates. In addition, the phase-in will provide an incentive during
the transition for some taxpayers to accelerate the realization of some gains. For
instance, taxpayers who might realize gains held for 18 months in early 1993 might
choose to accelerate those gains into calendar year 1992 to be eligible for the lower
rate as 1-year assets. Thus, the phase-in will increase realizations in 1992 and reve-
nues in fiscal years 1992 and 1993. Due to the two-step phase-in (the jump to 2 years
in 1993 and to 3 years in 1995), the revenue pattern creates temporary incremental
revenue losses in fiscal years 1994 and 1996. By 1998, the long-run effect of imposing
a 3-year holding period is a revenue increase of $1.5 billion.

7. Effect of 100 Percent Exclusion for Low-Income Taxpayers. The additional provi-
sion to exclude all qualified capital gain realizations from tax for taxpayers with
low incomes will lose approximately $0.3 billion annually. In 1985, taxpayers with
adjusted gross incomes of less than $20,000 accounted for 30.2 percent of returns
with capital gains and 11.4 percent of net long-term capital gain realizations. Some
of these taxpayers, however, were taxpayers with low adjusted gross income due to
large tax preferences. The potential cost of this feature is reduced by limiting the
zero tax rate to individuals who are not subject to the alternative minimum tax
rate. The provision is considered after the initial 45 percent exclusion so the reve-
nue loss is due only to the rate reduction from 8.25 percent (55 percent times 15
percent) to zero, not the full reduction from 15 percent to zero.

Total Effect of the Proposal. The Administration's proposal is estimated to in-
crease Federal revenues in fiscal years 1989 through 1993 due to the large indu ed
realizations in the initial years from the unlocking of previously accrued gains.
During fiscal years 1994 through 1996, a one-time revenue loss will occur as the 3-
year holding period requirement is phased in, causing taxpayers to defer short-term
realizations. After fiscal year 1997, the proposal will increase Federal receipts be-
tween $1 and $2 billion annually.

COMPARISON OF TREASURY AND JOINT COMMIEE ON TAXATION ESTIMATES

Table 6 summarizes the principal differences between the Treasury estimate of
the revenue impact and the Joint Committee on Taxation staff estimate. In order to
isolate the various effects in a comparable way, it is necessary to combine four rows
of the more detailed Treasury revenue table and two rows of the Joint Committee
table.

As discussed above, the main difference between the Treasury revenue estimate
and the revenue estimate made by the staff of the Joint Committee on Taxation is
that the latter estimate assumes a lower level of responsiveness by taxpayers. This
difference shows up in the first bank of numbers on Table 6. A second and related
difference appears in the third bank of numbers, dealing with the phase-in of a 3-
year holding period. The Treasury estimate assumes a good deal of shifting on the
part of taxpayers delaying and accelerating certain sales as the holding period is
stretched out, while the Joint Committee on Taxation staff estimate assumes less
responsiveness to shifting realizations around effective dates.

MACROECONOMIC IMPACT OF THE PROPOSAL

Our revenue estimates of the Administration's proposal do not include potential
increases in the rate of macroeconomic growth expected from a lower capital gains
tax rate. This conforms to the general budget practice of including macroeconomic
effects of revenue and spending proposals in the underlying economic forecast and
hence the budget revenue and outlay totals, but excluding such effects from budget
lines showing revenue impacts of any particular proposal. In the case of the pro-
posed lower capital gains tax rate, the investment, savings, and national income
growth will be most significant over the longer term.

There are two ways the Administration's capital gains proposal would affect
growth. First, a lower tax rate on capital gains that qualify under the Administra-
tion's proposal would mean a lower cost of capital, primarily on corporate sector in-
vestment. Since these investments incur higher than average taxes under current
law, the proposed change helps promote a more efficient playing field. By itself, this
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more efficient allocation of capital among sectors would improve economic welfare
and lead to higher growth.

Second, by lowering the cost of capital generally, the proposal would encourage
more savings and investment, leading directly to greater capital formation and
eventually to a higher rate of growth. in the economy.

One possible approach to quantifying the long-run macroeconomic effects would
be to employ the kind of models and techniques that were used by Treasury to
evaluate long-run macroeconomic consequences of tax reform. As an illustration, if
we assume a 4 percent constant long-run rate of inflation and a 4 percent after-tax
real rate of return required by investors, these models suggest that the Administra-
tion's proposal could increase real national income by between 0.2 percent and 0.4
percent after the economy fully adjusts. This, in turn, would translate into a perma-
nent annual increase in long-run tax revenues of about $3 billion to $5 billion in
real 1989 terms. This revenue increase would be in addition to that reflected in the
budget estimate which I have discussed above.

CONSISTENCY WrrH TAX REFORM

Many appear to oppose a reduction in the capital gains rate for fear that it would
reopen tax reform. They argue that the elimination of the capital gains preference
was a basic trade-off in exchange for lower tax rates on other income. On this view,
,-estiring the capital gain preference would either leave the system biased in favor
of wealthy taxpayers or lead inevitably to an increase in the rate of tax on other
income.

The low marginal tax rates established in tax reform were an achievement of his-
torical significance, and plainly should not be jeopardized. Although we should thus
be appropriately cautious in reexamining decisions made in tax reform, the ultimate
test must be whether, consistent with the principles underlying tax reform, a pro-
posed change in the tax law improves the efficiency and fairness of the tax system.
Most accept that a capital gain preference has positive effects on economic efficien-
cy, but we believe it is also consistent with distributional fairness.

In the first place, our estimates show that the lower capital gain rate will gener-
ate more tax revenue from wealthy taxpayers. It is difficult to argue that a proposal
that increases the tax liabilities of the wealthy biases the system in their favor.

Nor do we think this conclusion is inconsistent with the premises of the 1986 Act.
As I stated earlier, the Administration's proposal raises revenue precisely because it
is not a simple reversal of the changes made in 1986. The capital gain preference
would be restricted to a smaller pool of assets, with the preference denied to the
assets historically used in tax shelters. In addition, taxpayers will be required to
hold their investments for a substantial period, with the preference denied to short-
swing, speculative activity.

Finally, as this Committee well knows, the 1986 Act was more complex than a
simple trade of lower rates of tax on ordinary income for an elimination of the cap-
ital gain preference. Tax reform also involved substantial base broadening, the
impact of which landed disproportionately on affluent taxpayers. Even more funda-
mentally, tax reform involved a substantial transfer of tax burden from the individ-
ual to the corporate sector, none of which was factored into the analysis of the legis-
lation's distributional effects. In that context, the addition of a capital gains tax
rate, limited primarily to holders of corporate stock, cannot fairly be seen as under-
mining the progressivity of the tax income system. 4

CONCLUSION

In sum, we believe the case for the Administration's capital gain proposal is com-
pelling. The proposal will provide an important incentive for long-term savings and
investment, which over time will boost productivity and economic growth. Impor-
tantly, this incentive comes without cost in revenues, and indeed in our view signifi-
cantly increases revenues in the budget period and in the long run.

We recognize that for some the possibility that a cut in the capital gain rate could
increase revenue is "too good to be true." They dismiss the argument as a fanciful
elaboration of supply-side economics. Although such reactions are understandable,

4 If tax changes resulting from induced realizations are taken into account along with static
changes in tax, the restoration of a capital gains tax rate differential results in a slightly pro-
gressve redistribution of taxes. For example, as shown in Table 2, before making adjustments
for conversion and targeting, under our basic proposal there would be a 9.2 percent increase in
tax for all taxpayers with over $50,000 of adjusted gross income and a 3.1 percent reduction in
capital gains tax for taxpayers with less than $50,000 of income.
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they miss the critical point that the capital gains tax rate under current law is elec-
tive with taxpayers. Until a taxpayer sells his asset, the rate of tax is zero. Capping
the statutory tax rate at 15 percent will cause many taxpayers, who would other-
wise elect a zero tax rate by retaining their investments, to realize their gains and
pay some tax.

Finally, let me emphasize Treasury's willingness to provide whatever assistance
we can as the Committee examines the Administration's proposal and the tax and
economic policy issues it raises. We have attempted in our testimony to lay out in
detail the policy basis for the proposal and for our estimate of its revenue effects.
We stand ready to supply such additional information as Committee members would
find relevant.

That concludes my prepared remarks. I would be pleased to respond to any ques--
tions.

Attached Tables and Exhibits:
Table 1 showing the distribution of capital gains tax changes by income class for

the basic proposal with induced realizations included.
Table 2 showing the distribution of returns with capital gains by non-gains

income class.
Table 3 showing the Treasury estimates in detail.
Table 4 showing the distribution of realizations under current law and under the

basic 45%-15% proposal.
Table 5 showing the range of elasticities appearing in various studies by academic

and government economists.
Table 6 showing a line-by-line comparison of the Joint Committee on Taxation

and the Office of Tax Analysis revenue estimates.



Table 1

Distribution of Net Long Term Capital Gains
For Returns With Long Term Capital Gains in 1985

(In Percent),

Distribution of Percentage of
Adjusted Gross Income Class Returns With Distribution of Total Returns With
Without Capital Gains Lqng Term Gains Long Term Gains . Long Term Gains

Less than $10,000 16.9% 19.7% 5.1%
$10,000 to $19,999 16.5 5.9 6.5
$20,000 to $29,999 15.9 6.1 9.8
$30,000 to $49,999 24.7 12.0 13.6
$50,000. to $99,999 19.7 17.5 24.6

$100,000 to $199,999 4.5 12.6 56.2
$200,000 or more 1.8 26.2 76.1

TOTAL 100.0% 100.0% 9.9%

Department of the Treasury March 14, 1989
Office of Tax Analysis

Source: 1985 IRS Statistiqs of Income

I



Table 2

Distribution of Net Capital Gains, and Tax Liability
Under Ct.rent Law and an Across the Board

(Calendar Year 1991, $Billions)
Rate Cut 1/

Adjusted Gross Income Class Capital Gain Realizations Tax onCapital Gains
Loider Current Law Current Law I Rate Cut I/ ' Current Law Rate Cut 1/

Less Than $10.000 19 22 0.9 0.7
$10,000 to $19,999 7 10 0.9 0.7

$20,000.. to $29,999 8 12 1.3 1.2
$30,000 to $49,999 15 29 3.3 3.6
$50,000 to $99,999 24 54 6.3 7.5

$100,000 to $199,999 23 50 6.4 6.9

$200,000 or more 86 172 22.2 23.7

TOTAL 182 349 41.3 44.3

Department of the Treasury March 14, 1989

Office of Tax Analysis

1/ The estimate assumes a 45% exclusion, 15% maximum rate on capital gains. This does not

include the effect of a limitation to non-depreciable assets, a three year holding period, or a

100% exclusion for low income families.



Table 3

Revenue Effects of The President's Capital Gains Proposal
Fiscal Years 1989-1999

Fiscal Years billionsns)

Effects of Proposal

Effect of Tax Rate Reduction on Ex~sing Gains
Projected For Current Law Realizations . .....

Effect of Increased Realizations.. . ............. .................

Effect of Delaying Gains Until the Effective Date ............................

Effect of Conversion of Ordinary Income to Capita! Gain Income .........

Effect of Excluding Depreciable Assets and Collectibles ..................

Effect of Phased In Three Year Hold.igJPeiiod ...............................

Effect of 100% Exclusion for Certain Low Income Taxpayers ...........

TOTAL REVENUE EFFECT OF PROPOSAL

Department of the Treasury
Office of Tax Analysis

Notes:

I-Budget Period Longer Run'

19891 '990 1991 1992 1993 1994 1995 !9961 1997.1 1998 1999

-1 6 -11.9 -17-6 -191 -20.2 -21.0 -21.5

2.4 17.1 21.8 21 8 21-5 22.3 22.3

-02 -1.2 0.0 0.0 0.0 0.0 0.0

0.0 -0.1 -0.6 -1.3 -1.9 -2-5 -2.5

0.2 1-2 1.7 1.9 2.1 2.1 2.3

0.0 0.0 0.0 0.4 1.0 -7.4 -2.3

-0.0 -0.3 -0.3 -0.3 -0.3 -0.3 -0-3

-22-0

22.9

0,0

-2.6

2-4

-11.7

-0.3

-22.5

23.4

00

-2.6

2.4

-0.1

-0.3

-23 0

23.5

0.0

-2.7

2.5

1-5

-0.3

-23.5

24.5

0.0

-2.8

2.5

1.5

-0.3

0.7 4.8 4.9 3.5 2.2 -6.8 -2.0 -11.3 0.2 1.8 1.8

March 14, 1989

These estimates include changes in taxpayer behavior bu: do not include potential increases in the level of macroeconomic growth.

Details may not add due to rounding.

lDi aggregated effects are stacked in sequence-

Longer run cstim3Ies assume 1994 growth extends past the budget forecast perixd.
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Table 4

Realizations of Net Long Term Capital Gains
Under Current Law and an Across the Board Rate Cut 1/

($ Billions)

Realizations Realizations Change in
Tax Under Current Under Realizations

Year Law Rate Cut 1/ Rate Cut 1/

1980 71 --
1981 78 ....
1982 87 ....
1983 117
1984 136
1985 166
1986 319
1987 P 140
1988 E 135
1989 E 151 288 137
1990 E 168 333 165
1991 E 183 349 167
1992 E 193 357 164
1993 E 201 367 166
1994 E 206 384 178
1995 E 210 393 183
1996 E 215 402 187
1997 E 220 412 192
1998 E 225 421 196
1999 E 230 431 201

Department of the Treasury March 14, 1989
Office of Tax Analysis

1/ The estimate assumes a 45% exclusion, 15% maximum rate on capital gains. This does not
include the effect of a limitation to non-depreciable assets, a three year holding period, or a
100% exclusion for low income families,

'P', Data are preliminary and include short term capital gains,
'E'. Estimate
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Table 5

Long-Term Capital Gains Realization Elasticities
Derived From Academic and Government Studies

Data T p
Capital Gains

Tpe

Dersed
Realization
Eiacticir%

Individual Tax-Return Studies

Feldstein. Slemrod.
and Y tzhaki (1980)

.Minarik
(1981)

Auten and Clotfelter
(1982)

U S Treasir.
(1985)

U S Treasury
(1

9
85)

Aggregate Time-Series Studies

U S Treasur\
!QO95I

Lindse,
1 l987)

Darh., Girlingham
nd lireenlees

(19881

Cross-Section.
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Treasury and Joint Committee Revenue Estimates
For the President's Capital Gains Proposal

Im 1 Fiscal Years. $ Billions
1989 1991 19921 19931 1994

1 General Proposal 11
Treasury
Joint Committee on Taxation

Difference

2. Exclusion of Certain Asset Types
Treasury
Joint Committee on Taxation

Difference

3. 3-Year Holding Period
Treasury
Joint Committee on Taxation

Difference

4. Exclusion for Certain Taxpayers
Treasury
Joint Committee on Taxation

Difference

Total Revenue Effect
Treasury
Joint Committee on Taxation

Dilerence

Department of the Treasury
Olice of Tax Analysis

0.6
06
0.0

0.2
02
0.0

3.9
24

-1.5

1.2
1.3
0.1

3.6
-6.2
-9.8

1.7
2.7
1.0

1.4 -0.6
-8.9 -9.8

-10.3 -9.2

1.9 2.1

1.0 1.0

-1.2
-11.6
-10.4

2.1
3-2
1..1

0.0 0-0 0.0 0.4 1.0 -7.4
0.0 0.0 00 0.1 19
0.0 00 0.0 -0.3 -0.7 5.5

0.0
-0.1
-0.1

0-7
0.7

-0-I
-0 1 -1.5

-0.3
-0.4
-0.1

4.8
33

-1.5

-0.3
-0.4
-0.1

4.9
-4.0
-89

-0.3
-0.4
-0.1

3.5
-6.4
-9.7
-9.7

-0.3
-0.5
-0.2

2.2

-9.1

March 14. 1989

1! Includes the JCT's 45% exclusion and effective date lines, and Treasury's
stalic eslmale, increased realizations, delayed realizations around etleclive
ddle and conversion of income lines-

-0.3
-05
-0.2

-6.8
10.9
-4.0
-4.0
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PREPARED STATEMENT OF DANA L. TRIER

Mr. Chairman and Members of the Committee: I am pleased to have this opportu-
nity to testify concerning the Administration's budget. I would like to begin by re-
viewing and discussing the specific tax proposals contained in the budget, except for
the capital gaigis proposal, which was the subject of separate testimony before your
committee yesterday by Acting Assistant Secretary for Tax Policy Dennis E. Ross.
Then I will discuss expiring tax provisions which have not been proposed for exten-
sion by the budget.

The budget contains the following proposals affecting receipts: (1) reduction of
capital gains rate for individuals; (2) modification and making permanent the re-
search and experimentation credit; (3) modification of research and experimentation
expense allocation rules; (4) provision of energy tax incentives; (5) provision of enter-
prise zone initiatives; (6) provision of child tax credit and making refundable child
and dependent care tax credits; (7) permitting deduction for special needs adoption;
(8) extension of Medicare insurance coverage to state and local employees; (9) repeal
of the airport and airway trust fund tax trigger; (10) extension of the communica-
tions excise tax; and (11) certain miscellaneous proposals affecting receipts.

The following provisions will expire in 1989 and are not proposed for extension by
the budget: (1) the tax credits for investments in solar, geothermal, and ocean ther-
mal property; (2) the targeted jobs tat credit; (3) authority to issue qualified mort-
gage bonds and mortgage credit certificates; (4) authority to issue qualified small
issue bonds; (5) deduction for health insurance of self-employed; (6) exception to
early plan distribution rules for employee stock ownership plans; (7) low-income
housing credit; and (8) certain provisions relating to financially troubled thrift insti-
tutions. The following provisions expired in 1988 and, we understand, are the sub-
ject of sufficient interest to your committee to warrant our comment at this time: (1)
exclusion for employer-provided group prepaid legal services; and (2) exclusion for
employer-provided education assistance.

SUMMARY OF THE PRESIDENT'S BUDGET PROPOSALS AFFECTING RECEIPTS

MODIFICATION AND MAKING PERMANENT THE CREDIT FOR RESEARCH AND
EXPERIMENTATION

Current Law
Present law allows a 20 percent tax credit for the increase in a taxpayer's quali-

fied research expenses over a base amount. The base amount is the taxpayer's aver-
age annual qualified research expenditures over the prior 3 years. This base, howev-
er, is defined po that it can never be less than 50 percent of current qualified ex-
penditures. The credit. is available only for research expenditures paid or incurred
in carrying on the trade or business of the taxpayer. As a result, new firms and
firms entering a new line of business cannot claim the credit for qualified R&E
until the expenses relate to an ongoing trade or business.

The amount of any deduction for research expenditures is reduced by 50 percent
of the amount of credit taken for that year. The current research credit expires at
the end of 1989.
Budget-Proposal

The proposed R&E credit would retain the incremental feature of the present
credit and its 20 percent rate, but wohld make the credit permanent and modify the
calculation of the base amount. The nQ' base would be a fixed historical base equal
to the average of the firm's qualified SE expenditures for 1983 through 1987 and
would be indexed for inflation. Firms also would have the option of a separate 7
percent credit for expenditures which exceed 75 percent of the base amount. As
with current law, all firms would be subject to a base equal to at least 50 percent of
R&E expenditures. The proposal also would liberalize the "trade or business" test so
that new firms and firms entering new lines of business could claim the credit. Fi-
nally, the proposal would reduce the amount of the taxpayer's deduction for re-
search expenses by the amount of the credit.
Discussion

The Administration is committed to encouraging continued growth of private, do-
mestic research activities by establishing a permanent tax credit for research and
experimentation (R&E). The tax credit for research is intended to create an incen-
tive for technology innovation. R&E activity, by its nature, is long term and taxpay-
ers should be able to plan their research activity knowing whether the credit will be
available. If the credit is to have the intended incentive effect, it should be made
permanent.
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The proposal also would modify the structure of the current credit to increase its
incentive effect and its availability for firms undertaking research. The proposal
would increase the credit's incentive effect by replacing the current credit's moving
base with a fixed-base structure. The critical feature of this fixed base is that a
firm's current spending will have no effect on future credits. Thus, unlike the cur-
rent credit, a dollar of credit earned in the current year does not reduce credits in
future years.

The proposal also would increase the percentage of R&E-performing firms eligible
for the credit. This increase is achieved in two ways: (1) through the design of the
primary and alternative bases, which results in a larger number of firms with R&E
expenditures above the base; and (2) by liberalizing the trade or business test to
allow expendit-res of new firms and firms entering new lines of business to claim
the credit.

Since the proposal would index the credit base, the amount of the credit allowable
to any firm and the cost of the credit to the Government would no longer depend on
the rate of inflation. Finally, by disallowing a deduction for R&E expenses to the
extent of R&E credits taken, the proposal would provide similar tax treatment for
all sources of Federal support for research.
Revenue Estimate

[in tSlins of dollars]

Fiscal Years-

1990 1991 1992 1993

-- 0.4 --07 --10 -1.2

MODIFICATION AND MAKING PERMANENT R&E EXPENSE ALLOCATION RULES

Current Law
Temporary rules for allocating research and experimentation (R&E) expenses gen-

erally expired on May 1, 1988. Under those rules, U.S. firms were allowed to allo-
cate 64 percent of their expenses for R&E performed in the United States to U.S.
source income. The remaining 36 percent of expenses were allocated between U.S.
and foreign source income on the basis of either gross sales or gross income. The
amount allocated to foreign source income on the basis of gross income had to be at
least 30 percent of the amount allocated to foreign source income on the basis of
gross sales.

Since expiration of the R&E allocation rules, R&E expenses have been allocated
between U.S. and foreign source income under detailed 1977 Treasury regulations,
which were designed to match R&E expenses with the foreign and domestic source
income related to the expenses.
Budget Proposal

The proposal would permit 67 percent of R&E expenses to be allocated to U.S.
source income. The remaining 33 percent would be allocated on the basis of either
gross sales or gross income. No limitation would be placed on the allocation to U.S.
source income under the gross income method.

The proposal would apply retroactively to the expiration of the earlier rules, gen-
erally May 1, 1988.

Discussion
The proposal would increase tax incentives for U.S. firms to engage in U.S. based

research activity. Current law allocates more R&E expenses to foreign source
income and less to U.S. source income than the proposal. The higher allocation to
foreign source income under current law reduces the amount of foreign tax credits
that firms can use to offset their U.S. tax liability. Because many firms have excess
foreign tax credits, the existing allocation regulations can reduce firms' U.S.-based
R&E expenditures. Making the rules permanent would provide U.S. firms with the
certainty necessary to assess long-term tax ramifications of their R&E expenses.
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Revenue Estimate

[In billins of dollars]

Fsal Years--

1990 1991 1992 1993

-1./* -0.7 -0.8 -0.9

The IFY 1990 reveue loss IWcudes the retroac appicatio of tis proposal.

ENERGY TAX INCENTIVES

Current Law
Current law provides incentives for domestic oil and gas exploration and produc-

tion by allowing the expensing of certain intangible drilling and development costs
("IDCs") and the use of percentage depletion. CuITent law does not provide any fur-
ther incentive for exploratory drilling or tertiary enhanced recovery techniques.

In general, IDCs include expenditures incurred or paid by an operating or work-
ing interest owner in the development of oil or gas properties which are neither for
the purchase of tangible property or part of the acquisition price of the oil or gas
property. IDs include amounts paid for labor, fuel, repairs, and site preparation.
IDCs do not include geological and geophysical costs, nor do IDCs include surface
casing costs. IDC deductions on successful oil and gas wells are a tax preference
item for purposes of the alternative minimum tax (the "AMT"). Therefore, this tax
preference item increases a taxpayer's alternative minimum taxable income, which
may subject such taxpayer to liability for the AMT. The IDC preference item for
purposes of the AMT is the amount by which a taxpayer's "excess IDCs'" claimed
with respect to successful wells exceed 65 percent of the taxpayer's net income from
oil, gas, or geothermal properties. Excess IDCs" are the amount by which the IDC
deduction for the year (attributable to successful wells) exceeds the deduction that
would have been claimed had the IDCs been capitalized and either amortized over a
10-year period or recovered through depletion.

Independent producers and royalty owners (but not integrated oil companies) re-
cover capital expenditures with respect to oil and gas properties using the higher of
cost or percentage depletion. Under cost depletion, the amount of the depletion de-
duction is equal to the portion of the taxpayer's basis equal to the percentage of
total reserves produced during the year. Under percentage depletion, the amount of
the depletion deduction is equal to a statutory percentage of gross income from the
property (15 percent in the case of oil and gas production not in excess of 1,000 bar-
rels). The percentage depletion deduction, however, may not exceed 50 percent of
the taxable income from the property for the taxable year, computed without regard
to the depletion deduction. Unlike cost depletion, percentage depletion may result in
deductions over the life of a property in excess of the taxpayer's basis in the proper-
ty. The percentage depletion deduction may not exceed 65 percent of the taxpayer's
net taxable income for the year. The "transfer rule" prohibits percentage depletion
with respect to an oil or gas property that is transferred after it has been "proven"
(i.e., shown to have oil and gas reserves).
Budget Proposal

The budget contains four provisions intended to strengthen our domestic oil and
gas industry. Two prp would provide temporary tax credits that would be
phased out if the average da y-S. well head price of oil is at or above $21 per
barrel for a calendar (ear. First, a ter-pjry tax credit wouldbe allowed for explor-
atory intangible drilling costs in the amofi lttG perce tof such costs for the first
$10 million in expendit ures (per year per company) and 5 percent of such costs in
excess of $10 million. 1Second, a temporary 10 percent tax credit would be allowed
for all capital expenditures on new tertiary enhanced recovery projects (i.e. projects
that represent the initial application of tertiary enhanced recovery to a property).
These credits could be applied against both the regular and alternative minimum
tax. However, the credits, in conjunction with all other credits and net operating
loss carryovers, could not eliminate more than 80 percent of the tentative minimum
tax for any year. Unused credits could be carried forward. These credits would be
effective for expenditures after December 31, 1989.

The third proposal is to eliminate the so-called "transfer rule" and raise the per-
centage depletion deduction limitation to 100 percent of the net income from each
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property. This proposal would be effective for taxable years beginning after Decem-
ber 31, 1989. Finally, the budget proposal would eliminate 80 percent of current
AMT preference items generated by exploratory IDCs incurred by independent pro-
ducers. This proposal would be effective for expenditures after December 31, 1989.
Discussion

The Administration is committed to an energy policy that is designed to strength-
en our domestic oil and gas industry and improve the level of domestic energy re-
serves. The sharp reduction in world oil prices and the increasing levels of oil im-
ports may raise both energy security and national security concerns. The prolonged
period of low oil prices has caused a substantial decline in our domestic energy re-
serves resulting from a 70-percent decrease in domestic exploratory drilling, a 20
percent increase in development drilling, and the abandonment of a large number
of marginal wells. The decline in domestic reserves and our increased dependence
on foreign oil may leave our nation vulnerable to potential supply disruptions. In
addition, our ability to respond to supply disruptions has been impaired to the
extent that the prolonged period of low oil prices has damaged our domestic oil in-
dustry. The special tax incentives proposed by the budget are appropriate to encour-
age higher levels of exploratory drilling and the continued operation of our margin-
al wells. This may lead to increased domestic reserves and a stronger domestic
energy industry that would be better able to respond to supply disruptions.

The level of proven domestic reserves is closely related to the level of domestic
exploratory drilling. Historically, independent producers have drilled a majority of
our exploratory wells even though they are generally much smaller than the inte-
grated producers. The tax incentives on which independent producers have tradi-
tionally depended are percentage depletion and the expensing of intangible drilling
costs (IDCs). The budget proposals would increase the benefit of these tax incentives
and provide additional incentives to encourage exploratory drilling by independent
producers.

The budget proposal would also encourage production from marginal properties.
The transfer rule discourages the transfer of producing wells from an owner in
whose hands the property may be uneconomic to an owner who may be more effi-
cient. The 50 percent of net income limitation may encourage the abandonment of
marginal or high-cost properties which produce a relatively small amount of net
income. By eliminating the transfer rule and raising the net income from the prop-
erty limitation to 100 percent, the budget proposal would reduce the likelihood that
tax factors will cause the abandonment of producing properties. Finally, by provid-
ing a tax credit for tertiary enhanced recovery projects, the budget proposal would
encourage the use of such techniques to squeeze additional production from known
fields.
Revenue Estimate

[In biions of dollars)

Fiscal Years-

1990 1991 1992 1993

10 percent credit for exploratory drilling . .. . ... ... -0 2 -03 -03 -0.4
10 percent credit for tertiary enhanced recovery. -. .. .... I ~, (*) (*) (*) (*)
Eliminate the transfer rule and increase the net income allowance to 100 percent for

percentage depletion by independent producers and royalty owners . . .. (*) (*) (*) (*)
Eliminate 80 per cent of exploratory 1DC tax preferences from minimum tax for independent

produLcers . ....... 01 ++01 -01 -01

$50 mll1n on leSS

PROVISION OF ENTERPRISE ZONE INCENTIVES

Current Law
Existing Federal tax incentives generally are not targeted to benefit specific geo-

graphic areas. Although the Federal tax law contains incentives that may encour-
age economic development in economically distressed areas, they are not limited to
use with respect to such areas.
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Budget Proposal
The proposed enterprise zone initiative would include selected Federal employ-

ment and investment tax credits to be offered in conjunction with Federal, state,
and local regulatory relief. Up to 70 zones would be selected between 1990 and 1993.

There would be both capital-based and employment-based tax credits, although
the details of the tax credits have not been specified. The extent of the tax subsidies
would vary, with larger subsidies in the early years that decline over time. Total
Federal revenue losses would gradually rise, however, as more zones are designated.

The willingness of states and localities to "match" Federal incentives would be
considered in selecting the special enterprise zones to receive these additional Fed-
eral incentives.
Discussion

Despite sustained national prosperity and growth, certain areas have not kept
pace. The enterprise zones initiative would stimulate local government and private
sector revitalization of economically distressed areas. Enterprise zones would en-
courage private industry investment and job creation in economically distressed
areas by removing regulatory and other barriers inhibiting growth. They would also
promote growth through selected tax incentives to reduce the risks and costs of ex-
panding in severely depressed areas.
Revenue Estimates

[In blhons of dolars]

Fiscal Years-

1990 1 9ci 1992 1993

-150 -200 -300 -400

PROVISION OF NEW CHILD CARE TAX CREDIT AND MAKING CURRENT CHILD AND
DEPENDENT CARE TAX CREDIT REFUNDABLE

Current Law
The Internal Revenue Code of 1986 (the "Code") provides assistance to low-income

working families through both the earned income tax credit (EITC and the child
and dependent care tax credit.

Earned Income Tax Credit. Low-income families with minor dependents may be
eligible for a refundable income tax credit of up to 14 percent of the first $6,500 in
earned income. The maximum amount of the credit is $910. The credit is reduced by
an amount equal to 10 percent of the excess of adjusted gross income (AGI) or
earned income (whichever is greater) over $10,240. The credit is not available to tax-
payers with AGI or earned income over $19,340. Both the maximum amount of
earnings on which the credit may be taken and the income level at which the phase-
out region begins are adjusted for inflation (1989 levels are shown). Families have
the option of receiving the refund in advance through a payment added to their pay-
checks.

Child and Dependent Care Credit. Taxpayers may also be eligible for a nonrefund-
able income tax credit if they incur expenses for the care of certain dependents in
order to work. To be eligible for the credit, taxpayers must be married and file a
joint return or be a head of household. Two-parent households with only one earner
generally do not qualify for the credit.

Employment-related expenses eligible for the credit are limited to $2,400 for one
qualifying individual and $4,800 for two or more qualifying individuals. Further,
employment-related expenses cannot exceed the earned income of the taxpayer, if
single, or, for married couples, the earned income of the spouse with the lower earn-
ings.

Taxpayers with AGI of $10,000 or less are allowed a credit equal to 30 percent of
eligible employment-related expenses. For taxpayers with AGI of $10,000 to $28,000,
the credit is reduced by 1 percentage point for each $2,000, or fraction thereof,
above $10,000. The credit is limited to 20 percent of employment-related dependent
care expenses for taxpayers with AGI above $28,000.

Dependent Care Assistance Progamns. If the employer has a dependent care assist-
ance program, employees are allowed to exclude from income amounts paid or in-
curred by the employer for dependent care assistance provided to the employee. The
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amount excluded from income may not exceed $5,000 per year ($2,500 in the case of
a separate return filed by a married individual). An employee generally may not
take advantage of both the child and dependent care credit and this income exclu-
sion.
Budget Proposals

Effective January 1, 1990, low-income families containing at least one worker
would be entitled to a new refundable tax credit of up to $1,000 for each dependent
child under age four. The credit would be equal to 14 percent of earned income,
with a maximum credit equal to $1,000 per child. Initially, the credit would be re-
duced by an amount equal to 20 percent of the excess of AGI or earned income
(whichever is greater) over $8,000. In subsequent years, both the starting and end-
points of the phase- out range would be increased by $1,000 increments. In 1994, the
credit would phase-out between $15,000 and $20,000. Families would have the option
of receiving the refund in advance through a payment added to their paychecks.

The existing child and dependent care tax credit would be made refundable. Fam-
ilies could claim either the new child credit or the child and dependent care credit,
whichever would be greater.
Discussion

The proposals would increase the resources available to low-income families,
better enabling them to choose the child-care arrangements which best suit their
needs and correspond to their personal values.
Revenue Estimate

[In bills of dollars]

Fiscal Years-

1990 1991 1992 1993

R eve nue oss .. .................... ... ... ............... ......................................... ... ... (1 ) (1 ) (1 ) .1
Outlays 2 . ......... ....... . . . . . . . . . . ..... . . . . . . . . . . . . . . . . . . . . . . . .. ... ... 2 1.8 2.2 2.4

'$50 milho r ess.
Increased outlays attributable to refunds payable t eligil indivoduafs with no tax liability

PERMITTING DEDUCTION FOR SPECIAL NEEDS ADOPTIONS

Current Law
Expenses associated with the adoption of children are not deductible under cur-

rent law. However, expenses associated with the adoption of special needs children
are reimbursable under the Federal-State Adoption Assistance Program (Title IV-E
of the Social Security Act) under which the Federal Government shares 50 percent
of these costs up to a maximum Federal share of $1,000 per child. Special needs chil-
dren are those who by virtue of special conditions such as age, physical or mental
handicap, or combination of circumstances, are difficult to place for adoption. Reim-
burmable expenses include those associated directly with the adoption process such
as legal costs, social service review, and transportation costs.
Budget Proposal

The proposal would permit the deduction from income of expenses incurred asso-
ciated with the adoption of special needs children up to a maximum of $3,000 per
child. Eligible expenses would be limited to those directly associated with the adop-
tion process that are eligible for reimbursement under the Adoption Assistance Pro-
gram. Expenses which were deducted and reimbursed would be included in income
in the year in which the reimbursement occurred.
Discussion

The proposal, when combined with the current outlay program, would assure that
reasonable expenses associated with the process of adopting a special needs child do
not cause financial hardship for the adoptive parents. In addition, the proposal is
responsive to the Administration's concern that adoption of these children be spe-
cially encouraged and may call to the attention of families interested in adoption
the various programs which help families adopting children with special needs.
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Revenue Estimate

[In million of dollars]

Fscal Years-

1990 1991 1992 1993

(') -3 -3 -3

'Less than $500,000

EXTENSION OF MEDICARE HOSPITAL INSURANCE (HI) TO STATE AND LOCAL EMPLOYEES

Current Law
State and local government employees hired on or after April 1, 1986, are covered

by Medicare Hospital Insurance and their wages are subject to the Medicare tax
(1.45 percent on both employers and employees). Employees hired prior to April 1,
1986, are not covered by Medicare Hospital Insurance nor are they subject to the
tax.
Budget Proposal

As of October 1, 1989, all State and local government employees would be covered
by Medicare Hospital Insurance.
Discussion

State and local government employees are the only major group of employees not
assured Medicare coverage. A quarter of State and local government employees are
not covered by voluntary agreements nor by law. However, 85 percent of these em-
ployees receive full Medicare lxnefits through their spouse or because of prior work
in covered employment. Extending coverage would assure that the remaining 15
percent have access to Medicare and would eliminate the inequity and the drain on
the Medicare trust fund caused by those who receive Medicare without fully contrib-
uting.

Under the proposal, an additional 2 million State and local government employees
would be contributing to Medicare. of these, roughly 300,000 employees would
become newly eligible to receive Medicare benefits, assuming an employee has satis-
fied the minimum 40 quarters of covered employment.
Revenue Estimate

[in ilicns of dollars]

Fiscal Years-

1990 1991 1992 1993

1.8 1.9 1,9 1.9

Net of inco tax offset.

REPEAL OF THE AIRPORT AND AIRWAY TRUST FUND TAX TRIGGER

Current Law
The Airport and Airway Safety and Capacity Expansion Act of 1987 established a

trigger that would reduce by 50 percent several of the airport and airway trust fund
taxes. The trigger will take effect in calendar year 1990 because the 1988 and 1989
appropriations for the capital programs funded by these taxes were less than 85 per-
cent of authorizations. The trigger will reduce by 50 percent the 8 percent air pas-
senger tax, the 5 percent air freight tax, and the 14 cents per gallon non-commercial
aviation fuels tax. It will also substantially reduce the aviation gasoline tax.
Budget Proposal

The proposal would repeal the tax reduction trigger, resulting in increased airport
and airway trust fund receipts of $1.2 billion in FY 1990 and increased governmen-
tal receipts (net of income and employment tax offsets) of $0.9 billion.
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Discussion
Repeal of the trigger is required for the accumulation of funds for the mcderniza-

tion of airport and airway facilities in the United States in the early 1990s.
Revenue Estimate'

[In billions of dollars)

Fmsal Years-

1990 1991 1992 1993

0.9 1.6 1.7 1.8

'Net of income tax offsets. The estimates shown are relative to current series receipts which assume cortinuatlvn of trgger rates through
1994.

EXTENSION OF THE COMMUNICATIONS (TELEPHONE) EXCISE TAX

Current Law
The omnibus Budget Reconciliation Act of 1987 (the "1987 Act") extended the

communications excise tax until the end of 1990. The tax is imposed at a rate of 3
percent on local and toll (long-distance) telephone service and on teletypewriter ex-
change service. Allowing the tax to expire would reduce Federal tax receipts by ap-
proximately $2.5 billion annually.
Budget Proposal

The proposal would permanently extend the 3 percent Federal communications
excise tax. The tax LiAte is substantially less than the 10 percent rate that was in
effect between 1954 and 1972, and as low or lower than the rate in effect for any
year since 1932 (except for 1980-82). The base of the tax would not be broadened.
Discussion

Extension of the communications excise tax would maintain a revenue source
that has been in existence continuously since 1932, and would avoid the disruption
that would occur if the tax were allowed to expire and then were reenacted.
Revenue Estmate1

[In billions of olars]

Fiscal Years-

1990 1991 1992 1993

0 1.6 2.6 2.8

'Net of income tax offset.

MISCELLANEOUS PROPOSALS AFFECTING RECEIPTS

IRS Enforcement Initiative. The proposal would increase IRS funding for tax law
enforcement to improve compliance and collection of past due taxes.

Increase NRC User Fees. The proposal would increase user fees to cover 100 per-
cent of the cost to the Nuclear Regulatory Commission ("NRC") of regulating nucle-
ar power plants costs, effective October 1, 1989.

Initiate FEMA User Fees. The proposal would recover 100 percent of costs of regu-
lating the evacuation plans of the nuclear power industry through user fees, effec-
tive October 1, 1989.

Increase D.C. Employer Contribution to CSRS. Under the proposal, the D.C. gov-
ernment would pay retirement cost-of-living adjustments (COLAs) to its retirees and
their survivors. The initial annual payment would begin in 1991 because of a pro-
posed budget COLA freeze for government annuitants in 1990.

Extend Reimbursable Status to Amtrak. The proposal would exempt Amtrak from
the railroad unemployment tax rate, but would require Amtrak to reimburse the
unemployment fund for actual costs of their employees. The proposal would ensure
that public subsidies Amtrak receives are used for purposes other than paying for
the high unemployment costs of private freight railroads.
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Eliminate Superfund Petroleum Tax Differential. The proposal would equalize the
superfund petroleum excise tax rates applicable to domestic crude oil and imported
products through a slight increase in the tax rate on domestic crude oil and a slight
decrease in the rate on imported petroleum products. This would achieve a system
of petroleum excise taxes that is consistent with GAIT.

Other Proposals. Additional changes affecting receipts include the Administra-
tion's pay raise proposals; extension of the customs processing fee, which is sched-
uled to expire September 30, 1990, at current rates; and the establishment of a fee
for the U.S. Travel and Tourism Administration (USTIA). A user fee on taxpayer
telephone information services is proposed for 1991; a design evaluation will be con-
ducted in 1989 and 1990 that will include an actual demonstration of the technol-
ogies and systems capabilities.

Revenue Estimates

[In billions of dcOlarsl

Fiscal Years-

1990 1991 1992 1993

IR S Enforcem ent Initiative ................................. ......................... . ........................................ ........ 0 .3 0 .6 0 .7 0.7
Increase NRC User Fees ...................................... 0.3 0.3 0.3 0.3
Initiate FEMA User F4s .......................................... (1) (1) (1) ()
Increase DC Government CSRS Contributions ........................................ ....... .......................... . 0.0 (') (1) (1)
Extend Reimbursable Status to Amtrak ............................... (1), (1) (1) (1)
Eliminate Superfund Petroleum Differential ............................. 0.0 0.0 0.0 0.0
O ther P roposa ls ............................. ................. ....................................................................... ..... .- 0 .1 0 .1 0.1 0 ,2

$50 rnilon or less

PROVISIONS THAT WILL EXPIRE IN 1989 AND ARE NOT PROPOSED FOR EXTENSION BY

THE BuDGET

BUSINESS ENERGY TAX CREDIi

Background
A tax credit is allowed under section 46 of the Code for investments in certain

"energy property." For "solar energy proprty," the tax credit was 15 percent in
1986, 12 percent in 1987, 10 percent in 1983 and is 10 percent in 1989. For "geother-
mal property," the tax credit was 15 percent in 1986, 10 percent in 1987 and 1988,
and is 10 percent in 1989. For "ocean thermal property," the tax credit was 15 per-
cent in 1986, 1987 and 1988. These credits expire at the end of 1989.

Solar property consists of equipment that uses solar energy to generate electricity
or steam or to provide heating, cooling, or hot water in a structure. Geothermal
property consists of equipment, such as turbines and generators, that converts the
internal heat of the earth into electrical energy or another form of useful energy.
Ocean thermal property consists of equipment, such as turbines and generators,
that converts ocean thermal energy, into-electrical energy or another form of useful
energy.

The tax credits for solar, geothermal, and ocean thermal property were originally
scheduled to expire at the end of 1985, but were extended for three years by the Tax
Reform Act of 1986 (the "1986 Act").
Discussion

The tax credits for solar, geothermal, and ocean thermal property were enacted to
stimulate the development and business application of these energy sources as alter-
natives to nonrenewable fossil fuels, such as petroleum, natural gas, and coal, The
methods for producing these alternative energy sources were generally well known,
but they were not being fully exploited because of price and other advantages of
fossil fuel systems. The energy tax credits were intended to increase demand for
property producing or using energy from these alternative sources thereby stimulat-
ing technological advances in the design, production, and operation of such equip-
ment.

We do not believe that the tax credits for solar, geothermal, and ocean thermal
property should be extended. These investment incentives apply only to certain tar-
geted activities. Thus, they produce a tax differential among investments that is in.
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consistent with the fundamental concepts underlying the 1986 Act. This tax differ-
ential distorts the allocation of resources by encouraging businesses to make invest-
ments that, without the tax credit, would be uneconomical at current and expected
future market prices. We do not believe that this allocative inefficiency can be justi-
fied in this case.

Although we oppose extension of the ener tax credits, we recognize the impor-
tance of preparing for increased future vse of alternative energy sources in light of
the Nation's limited reserves of fossil fuels. For this reason, the Federal government
provides substantial support for the development of alternative energy sources
through energy research and development programs.

The President's fiscal year 1990 budget requests spending authority of $114 mil-
lion for solar and renewable energy research and development. This research covers
a broad range of technologies, with emphasis on the generation of electricity from
solar, biomass, geothermal, and wind energy. We believe that these research and
development expenditures represent the most appropriate way to promote techno-
logical advances with respect to alternative energy sources.
Revenue Estimate

One year extension of business energy credits

(In million of olarsJ

Fiscal Yeas-

1990 1991 1992

-56 -35 4 2

TARGETED JOBS TAX CREDIT

Background
Section 51 of the Code allows employers a tax credit for the employment of indi-

viduals belonging to one of nine targeted groups. The amount of the allowable tar-
geted jobs tax credit ("TJTC") is generally equal to 40 percent of the first $6,000 of
wages paid to a member of a targeted group in the first year of employment. The
employer's deduction for wages is reduced by the amount of the credit. A targeted
group member must be employed at least 90 days (14 days in the case of summer
youth employees) or perform a minimum of 120 hours of work (20 hours in the case
of summer youth employees) before an employer qualifies to claim the TJTC. The
credit is unavailable for wages paid to an individual who begins work after Decem-
ber 31: 1989.

The nine targeted groups of employees are the following: economically disadvan-
taged youths (ages 18-22); economically disadvantaged summer youths (ages 16-17);
economically disadvantaged youths participating in cooperative education programs;
economically disadvantaged Vietnam-era veterans; economically disadvantaged ex-
convicts; certain handicapped workers; certain work incentive employees (AFDC re-
cipients and WIN program registrants); supplemental security Income recipients;
and general assistance recipients.

For purposes of the TJTC, a worker is economically disadvantaged if the worker's
family income is below 70 percent of the Bureau of Labor statistics lower living
standard income levels during the prior six months. To claim the credit for an em-
ployee, an employer must receive a written certification that the employee is a tar-
geted group member. Certifications of eligibility for employees are generally provid-
ed by State employment security agencies. The employer must have received, or
filed a written request for, a certification on or before the date a targeted worker
begins employment.1

Discussion
The TJTC was intended to increase employment of targeted workers who are con-

sidered to be low-skilled and difficult to employ and train by reducing the wage
costs of employing these workers. The credit achieves its desired effect only when it

I If the employer has received a written preliminary determination that the employee is a
member of a targeted group, the employer may file a written request for a final certification
within five calendar days after the targeted worker begins employment.

H93
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results in the hiring of targeted employees who would not otherwise have been
hired, Where an employer claims the credit with respect to workers who would have
been hired without regard to the credit, the credit does not serve its intended incen-
tive effect, and is merely a windfall for the employer.

The evidence that the credit has not had the intended incentive effect is quite
strong. The Labor Department estimated, for example, that in 1981 2.4 million to 3.0
million disadvantaged youths found employment in the private sector of the econo-
my, whereas only 176,0)0 economically disadvantaged youths received certification
for the TJTC. Thus, in that year over 92 percent of economically disadvantaged
youths who found employment did so without benefit of the credit.

A net increase in targeted employment may not result even when the TJTC is
directly responsible for the employment of a targeted worker. That is, if newly hired
certified targeted employees replace previously employed targeted employees who
are no longer eligible for the credit or are hired in place of uncertified targeted
workers, targeted employment will not increase on a net basis. A recent study of the
TJTC' by the National commissionn for Employment Policy found that many compa-
nies retroactively claim the credit, thus receiving a lax windfall for workers hired
without regard to their qualification under the TJTC Vrogram. 2 Moreover, we be
lieve it is likely that any increase in hiring of targeted: workers as a result of the
credit is achieved at the expense of other low-skill edworkers who have not qualified
for the credit but have job skills similar to those of the targeted groups. Finally,
increases in targeted employment by firms claiming the credit are partially offset
by the loss of employment in other sectors of the private economy.

Other Federal programs currently provide assistance to many of those eligible for
the TJTC'. Under the Job Training Partnership Act, grants are made to the states to
prepare low-income and unskilled youths and adults for entry into the labor force,
and contracts are also provided for specialized job training to handicapped persons.
The Job-(orps provides remedial training and job skills training for disadvantaged
youth Other training programs are targeted to veterans, native Americans, and mi-
gra it and seasonal farm workers

Hcet''lle t k'strinatc

In rmikns ot U5Iarsl

Fhsoa Years~

19% 1991 1992 1993

(.9, tar , .nojn ef the TT 74 -141 149 55
1W' 'eJ' e 1101,-K of 1 TITC -14 196 295 210

4'ALi.ViEi MORTI;AGE HONDS AND MOHXA(;E CHDIT (ERTIFICATES

litck,rmnd

In the 197 0s, state and local governments discovered that they could issue tax-
exempt mortgage revenue bonds to provide below-market rate mortgage loans to
their residents at no co.st to themselves. By 1980, the issuance of tax-exempt bonds
for owner-occupied housing had grown to 20 percent of total tax-exempt financing.
Prior to the Mortgage Subsidy Bond Tax Act of 1980 (the "1980 Act"), there were no
federal rttrictions (,n who could benefit from the subsidized mortgages financed
with these tax exempt bonds, Beginning with te 1980 Act, a series of legislative
changes were enactd to target the subsidy to first-time homebuyers, to improve the
efficiency of tOe subsidy, and to curtail the mounting federal revenue losses from
the i. tiante of these bonds

First, in order to target the subsidy to those individuals with a greater need, the
1980 Act imposed eligibility requirements on mortgages financed with proceeds of
qualified mortgage bonds The 1980 Act required that (a) the mortgages finance only
principal residences; (b) the mortgagor not have owned a principal residence during
the immediately preceding three years; and (c) the acquisition cost of the residence
not exceed 90 percent of the average area purchase price for single family resi-
dences. In certain targeted low-income areas, the first-time homebuyer requirement

The lorg.tgee Jte- ua.x creditt in Marvldam ant Mihssour 1982-1987. National Commission
for Erployment Policy Research Report N o 8- 18 (November, 1988).
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-was waived, and the purchase price limitation was increased to 110 percent of the
average area purchase price. These requirements were liberalized by the Tax Equity
and Fiscal Responsibility Act of 1982 (the "1982 Act"). Under the 1982 Act, up to 10
percent of the mortgages in non-targeted areas could be for existing homeowners,
and the purchase price limits were increased to 110 percent (120 percent in targeted
areas) of the average area purchase price.

The .1986 Act tightened the mortgage eligibility requirements. The 1986 Act re-
duced to 5 percent the mortgages in non-targeted areas that could be for existing
homeowners and reinstated the lower purchase price limits that applied before the
1982 Act. The 1986 Act also imposed a household income limit of 115 percent of the
higher of the area or statewide median income. In targeted areas, the income limit
was increased to 140 percent of the median and was waived for one-third of the
mortgage financing. These income limits were revised by the Technical and Miscel-
laneous Revenue Act of 1988 (the "1988 Act"). Under the 1988 Act, the income
limits are determined by reference to area median income (rather than by reference
to the higher of the area or statewide median), the limits are reduced to 100 percent
(120 percent in targeted areas) for families with fewer than three persons, and the
limits are increased (to no more than 140 percent) in areas where housing costs are
high in relation to area-median income. The 1988 Act also provides that, in the case
of mortgages originated after December 31, 1990, all or a portion of the federal tax
subsidy from the mortgage during the first 5 years is to be recaptured through an
increase in the mortgagor's individual income tax liability if the assisted home is
disposed of within 10 years. The maximum recapture amount (1.25 percent of the
mortgage principal ano mt for each of the first 5 years) is ratably phased out
during the second 5 year The amount recaptured is reduced or eliminated if the
mortgagor's income dtxs not inrease above a prescribed level and is capped at 50
percent of the gain realh-d on disposition of the home.

Second, in order to curtail the mounting federal -revenue losses from the issuance
of mortgage revenue bonds, the 1980 Act imposed a volume cap on the aggregate
amount of qualified mortgage bonds that could be issued within a State during a
calendar year. The annual volume cap for each State was the greater of $200 mil-
lion or 9 percent of the average annual amount of mortgages for owner-occupied
residences originated in the State during the preceding three years. The 1986 Act
repealed the separate volume cap for qualified mortgage bonds and subjected these
bonds to the unified volume cap that applies to private activity bonds generally.

Third, in order to ensure that a greater portion of the federal subsidy accrued to
the homebuyers, the 1980 Act limited the arbitrage profits that the issuer could
earn and retain. The spread between the interest rate on the mortgages and the
yield oz, the bonds was limited to one percentage point. (The allowable spread were
increased to one and one-eighth percentage points by the 1982 Act). In addition, any
arbitrage profits earned from investing the bond proceeds in non-mortgage invest-
ments was required to be paid or credited to the mortgagors (or, if the issuer elect-
ed, to the Treasury). The 1988 Act requires the arbitrage profits to be rebated to the
Treasury and requires bonds proceeds not used to originate mortgages within 3
years (and mortgage prepayments) to be used to redeem bonds within 6 months.

Finally, in order to provide an opportunity to review the effects of the new re-
quirements, the 1980 Act provided that the qualified mortgage bond program would
terminate at the end of 1983. The authority to issue qualified mortgage bonds was
extended through 1987 by the 1984 Act, through 1988 by the 1986 Act, and through
1989 by the 1988 Act.

In the Deficit Reduction Act of 1984 (the "1984 Act"), Congress tried to improve
the efficiency of the mortgage subsidy by allowing State and local governments to
elect to trade some or all of their qualified mortgage bond authority for authority to
issue mortgage credit certificates ('MCCs"). The trade-in rate was set at 20 percent
of the nonissued bond amount. MCCs entitle a homebuyer to a nonrefundable
income tax credit in the amount of 10 percent to 50 percent (as determined by the
issuing authority) of, interest paid on a mortgage incurred to finance the mortga-
gor's principal residence. The maximum annual credit per recipient is $2,000. Eligi-
bility for the credit is based on the same criteria as for qualified mortgage bonds.
The 1986 Act increased the MCC trade-in rate from 20 percent to 25 percent. The
authority to issue MCCs is scheduled to terminate at the end of 1989, along with the
authority to issue qualified mortgage bonds.
Discussion

The Administration opposes any further extension of the authority to issue quali-
fied mortgage bonds. Other federal support for owner-occupied housing for low- and
moderate-income families exists. Moreover, tax-exempt qualified mortgage bonds are
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very costly and an extremely inefficient means of providing assistance to low- and
moderate-income homebuyers.

The federal income tax rules provide substantial assistance to homeowners
through the allowance of a deduction for interest on mortgages of up to $1 million
incurred to purchase a principal (or second) residence, allowance of a deduction for
real estate taxes, rollover of capital gains on sales of a principal residence, and al-
lowance of a one-time exclusion of capital gains of up to $125,000 on the sale of a
principal residence by a taxpayer aged 55 or older. As a result, the income from
owner-occupied housing investments is exempt from tax o er the entire lifetime of
most taxpayers. The mortgage interest and real estate tax deductions allow taxpay-
ers to reduce their withholding taxes and have more take-home pay with which to
make monthly mortgage payments. We estimate that these special tax provisions
provided over $50 billion in assistance to owner-occupied housing in fiscal year 1988.

In addition to preferential tax treatment, other federal programs aid homebuyers.
For example, the Federal Housing Administration and veterans' Administration
provide mortgage insurance that allows many first-time homebuyers to purchase a
home with a low down payment.

Tax-exempt financing is an extremely inefficient means of providing assistance to
low- and moderate-income homebuyers. The subsidy is possible because high-income
individuals and other persons subject to a high marginal rate of tax are willing to
accept lower interest rates on tax-exempt bonds. The portion of the benefits cap-
tured by the purchasers of the bonds is large, due to the large outstanding volume
of tax-exempt bonds, including mortgage revenue bonds. A GAO study estimates
that because of the inherent inefficiency, as well as the significant overhead costs of
administering the subsidy, less than half of the tax benefits were passed along to
homebuyers. 3 Because of these inefficiencies, the program provides a low rate of
subsidy to prospective homebuyers. The program, therefore, is unlikely to encourage
home ownership for persons who would not otherwise be purchasing homes. This
fact is suggested by the GAO study, which found that two-thirds of assisted house-
holds could have afforded the homes they purchased without assistance and that
most of the rest could have purchased homes in the near future without assistance.

Finally, the costs of the qualified mortgage bond program are very high. Revenue
estimates that focus on the short-term revenue loss resulting from a new tax-exempt
bond issue vastly understate the long-term revenue lo. The long-term revenue loss
reflects up to 30 years of tax subsidies. For example, we estimate that the revenue
loss from all outstanding qualified mortgage bonds in fiscal year 1988 is $1.8 billion,
almost all of which is attributable to bonds issued before 1988. In addition, the in-
creased supply of tax-exempt bonds resulting from the qualified mortgage bond pro-
gram raises interest costs for State and local governments for financing traditional
public projects such as schools, roads, sewers, and public buildings.

In summary, extension of the qualified mortgage bond program is unnecessary,
inefficient, and very expensive. The qualified mortgage bond program is the leas.'
cost-effective means of providing federal assistance to owner-occupied housing and
does not provide sufficient assistance to those who may need it to justify its large
cost. If Congress deems that additional assistance for first-time homebuyers is neces-
sary, it should consider providing all such assistance in the form of mortgage credit
certificates to improve the efficiency of the program.
Revenue Estimate

[In millmrs of do rs;

Fiscal Years

1990 1991 i992 1993

One-year extension-, _37 _44 _41 _35

3 US. General Accounting Office, Home Owtership: Mortgage Bonds Are Costly and Proe'ide
Little Assistance to Those in Need, 1988.
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QUALIFIED SMALL ISSUE BONDS

Background
In the 1960s, State and local governments discovered that they could issue tax-

exempt industrial development bonds (IDBs) to provide below-market rate loans to
private businesses at no cost to themselves. Prior to the Revenue and Expenditure
Control Act of 1968 (the "1968 Act"), there were no federal restrictions on the types
of business activities that could benefit from the subsidized loans provided with
these tax-exempt bonds. Beginning with the 1968 Act, a series of legislative changes
were enacted to restrict the purposes for which tax-exempt IDBs could be issued and
to curtail the mounting federal revenue losses from the issuance of these bonds.

The 1968 Act primarily restricted tax-exempt IDB financing to certain exempt ac-
tivities. The exempt activities for which such financing continued to be available
were those that traditionally had been carried on by State and local governments
and that furthered some public purpose (e.g., multifamily rental housing, transpor-
tation facilities, and sewage and solid waste disposal facilities). The 1968 Act, howev-
er, also permitted tax-exempt IDBs to be issued to finance land and depreciable
property of any type for any private business as long as the bonds qualified under a
special exemption for small IDB issues.

Under the 1968 Act, an IDB qualified as an exempt small issue if the aggregate
face amount of the issue did not exceed $1 million. In determining whether the $1
million limit was exceeded, the aggregate face amount of other exempt small issues
issued primarily with respect to facilities located in the same locality was taken into
account if the principal user of both facilities was the same. The small issue exemp-
tion was amended by the Renegotiation Amendments Act of 1968 to permit issuers
to elect to apply a $5 million limit in lieu of the $1 million limit, The $5 million
limit was applied by also taking into account any capital expenditures incurred
during a 6-year period with respect to other facilities in the same locality if the
principal user of the bond-financed facilities and the other facilities was the same.
The 6-year period began 3 years before and ended 3 years after the date of issue.
The $5 million limit was increased to $10 million by the Revenue Act of 1978.

Between 1976 and 1981, tax-exempt IDB financing grew from 33 percent of total
tax-exempt financing to 56 percent of total tax-exempt financing. During the same
period, annual volume of tax-exempt small issue IDB financing grew from $1.5 bil-
lion to $13.3 billion. Based on this growth, annual volume in 1987 was estimated by
the Joint Tax Committee to reach $31.3 billion. The proliferation of tax-exempt
IDBs was contributing to a significant narrowing of the spread between tax-exempt
and taxable interest rates, increased interest costs for State and local governments
for financing traditional public projects, distortions in the allocation of scarce cap-
ital resources, and mounting federal revenue loses. For these reasons, the 1982 Act
eliminated the tax-exemption for small issue IDBs issued after December 31, 1986.
The 1982 Act also prohibited use of more than 25 percent of the proceeds of these
bonds for certain retail and recreational facilities. Despite the restrictions imposed
by the 1982 Act, the volume of tax-exempt IDB financing continued to grow. By
1983, tax-exempt IDB financing amounted to 61 percent of total tax-exempt financ-
ing.

The 1984 Act imposed additional restrictions on tax-exempt IDBs. In an effort to
curb the continually rising federal revenue losses from the issuance of these bonds,
the 1984 Act imposed a cap on the volume of tax-exempt IDBs that could be issued
within a State during a calendar year. The annual volume cap for each State was
the greater of $200 million or $150 for each State resident. Bonds issued for multi-
family rental housing -and governmentally owned transportation facilities were
exempt from the volume cap. The 1984 Act also restricted the portion of the pro-
ceeds of a tax-exempt IDB issue that could be used to acquire land and generally
prohibited the acquisition of existing property unless a prescribed level of expendi-
tures was incurred for rehabilitation of the property. Additional restrictions on tax-
exempt small issue IDRS were imposed. To eliminate the practice of issuing these
bonds to finance each store in a large shopping mall, the $10 million capital expend-
iture limitation was clarified to apply to an entire project. The 1984 Act also re-
stricted the availability of tax-exempt small issue financing to businesses that bene-
fited from no more than $40 million of outstanding tax-exempt IDBs. The 1984 Act,
however, permitted tax-exempt small issue IDBs to be issued to finance manufactur-
ing facilities for two additional years, through December 31, 1988.

The 1986 Act included a comprehensive set of provisions designed to meaningfully
constrain the volume of tax-exempt bonds issu edby State and local governments to
subsidize nongovernmental activities. Between 1975 and 1985, the volume of tax-
exempt private activity bonds (including tax-exempt IDBs, student loan bonds, mort-

l a Illl II III
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gage revenue bonds, and bonds for section 501(cX3) charitable organizations) in-
creased from $8.9 billion to $124.2 billion. As a share of total state and local borrow-
ing, financing for these private activities increased from 29 percent to 55 percent.
The 1986 Act consolidated the two separate state volume caps that applied to IDBs
and qualified mortgage bonds into a single unified State volume cap on private ac-
tivity bonds. The annual volume cap for each State is the greater of $150 million or
$50 for each State resident. Bonds exempt from the volume cap are those for air-
ports, docks and wharves, governmentally owned solid waste disposal facilities, and
section 501(cX3) charitable organizations. The 1986 Act repealed authority to issue
tax-exempt private activity bonds for several exempt activities that were not tradi-
tionally carried on by State and l2cal governments and that primarily furthered pri-
vate business interests (e.g., bond for sports facilities, air and water pollution con-
trol facilities, and convention and trade show facilities). The 1986 Act also placed
restrictions on the exempt activities for which tax-exempt financing continued to be
available to target the subsidy to activities that actually served a public purpose
(e.g., the low- and moderate-income occupancy requirement for multifamily rental
housing projects was significantly tightened). The 1986 Act however, also extended
the authority to issue tax-exempt small issue IDBs to finance manufacturing facili-
ties for one additional year, through December 31, 1989. These bonds are now re-
ferred to as qualified small issue bonds.
Discussion

The Administration opposes any further extension of the authority to issue quali-
fied small issue bonds for manufacturing facilities. As discussed above, tax-exempt
financing is not an efficient or appropriate means of providing a subsidy to private
business, and tax-exempt financing should generally be restricted primarily to those
activities that traditionally have been carried on by State and local governments
and that further public rather than purely private interests.

Moreover, the use of tax-exempt financing to subsidize private manufacturing
businesses has anticompetitive and distortive effects on the economy. Manufactur-
ing businesses that receive tax-exempt financing have significant advantages over
their competitors, which must raise capital with higher-cost taxable financing. Yet,
the availability of qualified small issue financing depends on the size of a particular
facility, on the amount of capital expenditures incurred in a particular locality by
principal users of the facility, on which localities have the necessary programs in
place and the available private activity bond authority to issue the bonds, and on
the ability of persons to negotiate through obstacles of State and local law and pro-
cedure. It is unrealistic to assume that qualified small issue bond authority will nec-
essarily be allocated to financing of private manufacturing businesses for which any
subsidy might actually be necessary or desirable. Furthermore, th( use of private
activity bond authority to finance these purely private busines, ,' ities reduces
the amount of the subsidy available for the exempt activities th si,-cifically have
been targeted and approved for taxexempt financing.
Revenue Estimate

Fiscal Years

1990 1991 1992 1993

ONe-year extension -10 _12 - 13 12

DEDUCTION FOR SELF-EMPLOYED INDIVIDUALS OF 25% OF HEALTH INSURANCE COSTS

Section 162(1) of the Code provides that self-employed individuals may deduct 25
percent of the amount paid for health insurance for the individual and the individ-
ual's spouse arid dependents. In the case of a self-employed individual who has em-
ployees, the deduction is available only if the health insurance is provided under a
plan that meets the nondiscrimination requirements of section 89. The deduction
does not apply to amounts paid in years beginning after 1989.

This provision was added to the Code by the 1986 Act to make more consistent the
tax treatment of health insurance benefits provided to self-employed individuals and
employees (whose employer-provided health insurance is generally excluded from
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income), and also to encourage a narrowing of the gap in health coverage among
small businesses.

The Administration supports efforts to better coordinate the tax treatment of
health insurance expenditures among employees and self-employed individuals and
to narrow the gaps in health insurance coverage. However, we believe that an ex-
tension of the self-employed health insurance deduction rule does not significantly
address the inconsistencies in the tax treatment of health care expenditures and
would not result in significant increases in health care coverage. Accordingly, in
light of the significant revenue loss that would result from extension, the Adminis-
tration opposes extension of this provision.

Providing a deduction to self-employed individuals will provide more consistent
tax treatment to only small segment of the population. it does not address the more
significant inequity between employees whose employer provides health insurance
and those whose employer does not. Moreover, the provision will not significantly
address the gaps in health insurance coverage. In many cases, the deduction is
being utilized by self-employed individuals who would purchase health insurance in
any event. In the case of a self-employed individual who has employees, the value of
the deduction will in many cases not be sufficient to induce the individual to pro-
vide health insurance to the employees. Similarly, the provision provides no benefit
to employees who must purchase health insurance on their own.

Revenue Fstimate
Permanent extension of the section 162(1) deduction

I[In Sm s of doIlarsI

Fq l Yeirs

I99C 191 1992 1993

147 268 319 368

-XCl' TION TO 'FHi EARLY WIT11IRAWAL. TAX FAR DISTRIBIUTIONS FROM FNMIOYEE STOCK
OWNERSHIP' PANS

,Section 72(t) of the code imposes a 10-percent additional in-ome tax on distribu-
tions received by an individual from tax-qualified qualified retirement plans prior to
age 59 . Section 72(tX2XC.) provides an exception from the additional income tax for
certain distributions received from Employee Stock Ownership Plans ("ESOPs"'
prior to 1990.

The Administration opposes extension of the exception from the additional
income tax for distributions from ESOPs The additional income tax on early distri-
butions is designed to discourage individuals from withdrawing their retirement sav-
ings prior to age 59. and to recapture some portion of the tax savings provided to
tax-qualified plans providing retirement income. ESOPs receive the same advantage
of tax deferral and are subject to the same general distribution rules as other tax-
qualified retirement plans, including eligibility for five-year forward income averag-
ing and rollover treatment. The Administration believes that the additional income
tax should apply to ESOPs in the same manner that it applies to other tax-qualified
plans to discourage employees from diverting their ESOP savings for nonretirement
uses.

LoW-INCOME HOUSING CREDIT

Background
A tax credit is allowed under section 42 of the Code for qualified expenditures

with respect to low-income residential rental housing. The credit was enact-d as
part of the 1986 Act, and was intended to provide tax incentives more efficient than
those under prior law for encouraging the production of affordable low-income
rental housing.

The credit for any low-income building is limited to the amount allocated to the
building by a designated State agency, which allocation generally must be made in
the year in which the building is placed in service. States may allocate credits each
year subject to annual credit authority limitations for each State, may not carry
unused credit authority from one year to the next, and may make allocations only
through 1989. However, the 1988 Act permits a building to be placed in service
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within the two years succeeding the year in which the credit allocation is received,
provided that (1) the building is part of a project in which the taxpayer's basis at
the end of the allocation year is more than ten percent of the reasonably expected
basis for the project, and (2) the building involves either new construction or sub-
etantial rehabilitation, consequently, while the credit generally is scheduled to
expire for property placed in service after December 31, 1989, certain property
placed in service by 1991 may qualify for the credit.

The credit is claimed with respect to a qualified building in annual installments
durn g a ten-year period generally beginning with the year in which the building is
placed in service. After 1987, the annual tax credit percentage for non-federally sub-
sidized new buildings is determined by the Secretary of the Treasury to yield a dis-
counted present value over the ten-year credit period (based upon federal borrowing
rates) equal to 70 percent of the expenditures eligible for the credit. A lesser tax
credit percentage, similarly determined by the Secretary of the Treasury to yield a
discounted present value equal to 30 percent of eligible expenditures over the ten-
year credit period, is available for certain acquisition costs of existing buildings and
for federally subsidized new buildings. For these purposes, rehabilitation expendi-
tures are treated as a "separate new building," and "federal subsidies" are defined
to include tax-exempt financing and below-market federal loans.

The credit generally is available only for qualifying expenditures with respect to
units rented to households satisfying one of two minimum income criteria: (1) at
least 40 percent of the units in a project must be rent restricted and occupied by
households having no more than 60 percent of area median gross income; or (2) at
least 20 percent of the units in a project must be rent restricted and occupied by
households having no more than 50 percent of area median gross income. Gross
rents on qualifying low-income units must not exceed 30 percent of the foregoing
income limitations.

While the credit is claimed over a ten-year period, buildings must comply with
the low-income housing requirements for a period of fifteen years. If, during this
compliance period, a building fails to comply with the applicable requirements, or
the taxpayer disposes of the building, the taxpayer may have to recapture the
credit. Noncompliance or disposition within the first eleven years could result in re-
capture of one-third of the credit amount, while recapture thereafter would be less.
Discussion

The Administration strongly supports the ultimate objective of the low income
housing credit to improve housing for low-income families and individuals. The Ad-
ministration has not proposed an extension of the low income hous,,ing credit as cur-
rently structured because the credit does not appear to provide an efficient subsidy
for low income housing.

The relative efficiency of the current credit should be fully analyzed before any
decision is made to extend the credit. This is especially important as a budget
matter because the revenue cost of the low-income housing credit continues for ten
years with every year tL at the credit is extended. Based upon preliminary informa-
tion for 1987-88, we anticipate that the revenue cost of the low-income housing
credit will be approximately $295 million in fiscal year 1989. Moreover, we expect
this cost to grow to approximately $715 million in fiscal year 1993 as a result of
increased usage of the credit since 1987, placement in service of qualifying buildings
through 1991, and continuing claims for credits over the ten-year period following
placement in service of a qualifying building.

The motivation for enactment of the low-income housing credit was the inefficien-
c of the low-income housing tax provisions under prior law. congress was concerned

at the tax preferences under prior law were not effective in providing affordable
housing for low-income individuals. The preferences under prior law were uncoordi-
nated and not directly related to the number of low-income households being served.
In addition, there was no incentive for recipients of tax subsidies to provide more
low-income units than the minimum amount required, nor was there any direct in-
centive to limit rents.

While the low-income housing credit is a clear improvement over prior tax incen-
tives and although the structure of the credit has been significantly improved by
recent legislation; we continue to have significant concerns about the efficiency and
equity of the credit. Some subsidized units simply may replace units that would
have been available in the absence of federal assistance, and the credit may not
result in significant long-run housing supply increases. The percentage of the cost of
the credit that accrues to the benefit of low-income families is unclear. The addition-
al administrative costs borne by the IRS, HUD, and State agencies as a consequence
of the credit have not been determined. The credit includes no requirements for
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maintenance, and the incentive of landlords renting at below-market rates to pre-
vent deterioration is unclear where there may be no corresponding loss of tenants.
Without additional subsidies, project owners may have no economic incentive to con-
tinue to rent to low-income tenants after the 15-year compliance period has elapsed.
Finally, the credit may not make housing available or affordable to households sub-
stantially below the poverty level.
Revenue Estimate

(In mllons if dLars]

FIcal Years~

1990 1991 1992 1993 1990
1993

One Year tensionn of Low-income Housing Credit 55 200 295 _325 _875
Two Year Extension of tow--lic Housing Coedit _55 260 505 --635 1455

SPECIAL TAX RULES APPLICABLE TO REORGANIZATIONS OF FINANCIALLY TROUBLED
THRIFTS

Prior Law
In the Economic Recovery Tax Act of 1981 (the "1981 Act"), in order to resolve

some of the uncertainties of prior law and to permit the relevant supervisory au-
thority to arrange mergers of financially troubled thrift institutions with healthy
institutions at a lower cost to the supervisor,' authority, congress enacted special
tax rules for transactions involving financially troubled thrift institutions.

First, as enacted in 1981, Section 597 provided a special exclusion from income for
amounts received by a domestic building and loan association from the FSLIC under
its financial assistance program. Section 597 also p;'ovides that no reduction in the
basis of the recipient's assets is required on account of such a payment. Although
Section 597 appears to contemplate that such assistance might be regarded as either
a nonshareholder contribution to capital (which would necessitate a basis reduction
under Section 362(c)) or gross income, the Treasury Department believes that. in the
absence of Section 597, such amounts are generally properly viewed as gross income.

Second, Section 368(aX3 XI)), as enacted in 1981, permitted certain acquisitions of
financially troubled thrift institutions to qualify as tax-free reorganizations under
Section 368(aXIXG), without regard to the continuity of interest or distribution re-
quirements ordinarily applicable in the case of (G) reorganizations. Until December
31, 1988, this rule applied only if (1) the acquired institution was a thrift institution
(i.e., a domestic building and loan association, a non-stock cooperative bank orga-
nized and operated for mutual purposes and without profit, or a mutual savings
bank); (2) the relevant supervisory authority certified that the acquired thrift was
insolvent, could not meet its obligations currently, or would be unable to meet its
obligations in the immediate future in the absence of action by the supervisory au-
thority; and (3) the acquiring corporation acquired substantially all of the assets and
assumed substantially all of the liabilities (including the deposits) of the acquired
thrift.

Third, in the case of transactions that qualified under the relaxed rules as a (G)
reorganization, section 382(1X5), as enacted in 1981, permitted the acquiring corpora-
tioi to succeed to the net operating loss carryovers, built in losses, and excess credit
of the acquired thrift, without limitation under Section 382, provided that the share-
holders, creditors, and depositors of the acquired institution acquire a 20 percent in-
terest in the acquiring corporation as a result of the acquisition. For this purpose,
de positor interests are considered interests in the acquired institution.

In the 1986 Act, congress repealed these provisions effective December 31, 1988.
Current Law

In the 1988 Act, Congress extended these provisions for one additional year,
though December 31, 1989, but modified them by requiring that certain tax at-
tributes be reduced by an amount equal to 50 percent of the agency assistance re-
ceived and by making these provisions applicable to FDIC assisted reorganizations
of troubled banks.

Thus, under current law, the provisions of section 368(aX3XD) and 382(1X5) as de-
scribed above are retained, and extended to banks in the case of transactions that
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meet certification requirements similar to those required for thrifts. Section 597 as
currently in effect excludes both FDIC and FSLIC assistance payments from income,
but requires that an amount equal to 50 percent of the amount excludable be ap-
plied to reduce tax attributes in the following order: (1) pre-assistance net operating
osses; (2) allowable interest deductions; and (3) recognized limit-in losses on certain

portfolio assets.
Discussion

The Administration's plan for the S&L industry, as embodied in the proposed "Fi-
nancial Institutions Reform, Recovery and Enforcement Act of 1989," contemplates
permitting these special tax provisions to expire at the end of this year. Although
these provisions have played a role in facilitating the resolution of insolvent savings
and loan institutions, such indirect subsidies are inherently inefficient and do not
permit the kind of full and precise accounting for costs envisioned by the Adminis-
tration's Plan.

The 1986 Act repeal of these special provisions, after a two year transition period,
comported with one of the basic theme of the 1986 Act, that the tax laws should
not provide beneficial treatment to some industries, or segments of an industry, and
not others. The Treasury Department generally supported this decision fs sound tax
policy.

The President's Tax Proposals to the Congress for Fairness, Growth, and Simplici-
ty in May 1985 specifically recommended that these provisions be repealed. That
recommendation, however, included a longer transition period, to January 1, 1991.
In March 1988, we testified that the Treasury Department remained concerned that
the two year transition period provided in the 1986 Act was insufficient, and that
we would not object to a one year delay of the repeal of the special provisions. The
Treasury Department thus did not oppose the provisions in the 1988 Act that modi-
fied and extended these special rules. we are strongly opposed, however, to any fur-
ther extension of these provisions.

In general, we believe that the subsidization of specific industries through the
Federal tax laws is inefficient. In the case of the special provisions applicable to re-
organizations of financially troubled thrifts, the subsidy is not only inefficient, but
also more costly than congress believed when it acted upon these provisions in 1986
and 1988. As discussed below, the nature of the activity to which these provisions
apply makes estimation of the revenue costs extremely difficult.

It is difficult to predict the use and vale of the tax benefits provided through the
special thrift merger rules. Because these transactions are seldom, if ever, negotiat-
ed on the premise that the agency should receive 100 percent of the predicted value
of the tax benefits, the use of these rules to provide Federal assistance 1.o FSLIC is
inherently inefficient. The acquiring firm may receive a sizable portion of the tax
benefits, which means that the cost to the Treasury of providing indirec: assistance
to FSLIC through the tax code is greater than the: cost of providing direct assist-
ance. Even if the deals were arranged so that FSLIC received 100 percent of the tax
benefits, there would be no reason to believe that the acquiring firm would not at-
tempt to "trade" the loss of those benefits and negotiate more advantageous provi-
sions elsewhere in the acquisition contract. For example, an acquiring firm may
agree that FSLIC will receive all of the tax benefits, but the firm may demand a
lower capital infusion requirement or a higher guaranteed yield on covered assets.

In the revenue estimating process, the uncertainties of predicting the use and
value of tax benefits available in an individual transaction are compounded by the
lack of knowledge of the tax position of the acquiring firm and the heavy reliance
on outlay estimates provided by FSLIC. This is true because the ability of the ac-
quiring firm to use the tax benefits available from a FSLIC assisted merger depends
both upon the expected income of the acquiring firm and on the application of the
tax rules that restrict the use of the tax benefits, including section 382, section 384,
and the separate return limitation year rules of the consolidate return rules to the
particular circumstances of that transaction. However, this information is generally
not known.

PROVl.q!ONS WHICH EXPIRED IN 1988

EMPI.OYER-PROVIDRD GROUP PREPAID LEGAL SERVICES

Background
Prior to 1989, the value of employer contributions to, and employee benefits pro-

vided under, a "qualified group legal services plan" was excluded from an employ-
ee's income under section 120 of the Code. Amounts excluded from income were also
excluded from an employee's social security tax wage base. A qualified group legal
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services plan was defined as a separate written plan of an employer for the exclu-
sive benefit of its employees or their spouses or dependents. The plan was required
to provide specified personal (i.e., non-business) legal services to employees through
prepayment of, or provision in advance for, all or part of an employee's legal fees
for such services. Benefits under the plan were required to be provided in a manner
that did not discriminate in favor of officers, owners, or highly compensated employ-
ees. In addition, no more than 25 percent of the amounts paid to the qualified plan
could be for the benefit of persons holding a more than five percent ownership inter-
est in the employer.

Prior to 1988, section 501(cX20) of the Code exempted from tax organizations or
trusts the exclusive function of which was to form part of a qualified group legal
services plan under section 120. These organizations were permitted to provide
other legal services or indemnification against legal costs without jeopardizing their
tax-exempt status.

With the expiration of section 120, the benefit to an employee' of coverage under
an emp!oyer-provided legal services plan generally is included in the employee's
grecs income and social security tax wage base. An offsetting income tax deduction
w, id be allowable to the employee only in very limited circumstances.

Discussion
The Administration would oppose the permanent reinstatement of section 120.

This section created inequitable distinctions among taxpayers that, in our view,
cannot be justified.

The exclusion for group legal services permitted a limited group of employees to
achieve the effect of a deduction for their personal legal costs (and an exclusion of
such amounts from the social security wage base), simply because their employers
operated qualified group legal services plans. According to a Labor Department
study, only 3 percent of all employees had access to such plans in 1985. Thus, al-
though the intent of section 120 was to increase access to legal services for middle
income taxpayers, only a small percentage of taxpayers actually benefited. More-
over, section 120 produced an inequitable tax advantage for participants in group
legal services plans as compared to the vast majority of other individuals, who, be-
cause they could not deduct their personal legal expenses, paid such expenses with
after-tax dollars. Even among participants in a qualified group legal services plan,
the tax exclusion provided the greatest benefits to higher-income participants who
were subject to higher marginal rates of income tax.

FMPiLOYEH-PROVI)lE) EDUCATION ASSISrANCE

!ac kgfrou ad
Under section 127 of the Code, up to $5,250 of the value uf educational assistance

provided by an employer under a qualified educational assistance program could be
excluded from an employee's income. In 1988, such educational assistance did not
include expenditures for graduate level courses. Specifically, the exclusion did not
apply to any benefits with respect to any course taken by an employee who had a
bachelor's degree or was receiving credit toward a more advanced degree, if the par-
ticular course could be taken for credit by any individual in a program leading to a
law, business, medical, or any other advanced academic or professional degree

In order to qualify for the exclusion, the educational assistance program was re-
quired to meet several conditions, including that the assistance be provided in a
manner that did not discriminate in favor of officers, owners, or highly compensated
employees. In addition, no more than five percent of the amounts paid under a
qualified educational assistance program could be for the benefit of persons holding
a more than five percent ownership interest in the employer. Section 127, which
was first enacted in 1978, expired on December 31, 1988.

Section 117(dx2) excludes from taxable income amounts of "qualified tuition re-
duction," i.e., reduced tuition provided on a nondiscriminatory basis to an employee
of an educational organization for the education (below the graduate level) of the
employee or the employee's spouse or dependent children. This exclusion is subject
to the limitation of section 117(c), which makes the exclusion inapplicable to any
amount that represents payment for teaching, research, or other services by the stu-
dent if the performance of such services is required as a condition for receiving the
tuition reduction. Prior to the expiration of section 127, section 127(cx8) provided
that, in the case of a graduate student engaged in teaching or research activities,
section 117(d) was applied without regard to the requirement that the education be
below the graduate level. The 1988 Act made this provision permanent by adding it
to section 117(d). Accordingly, even though section 127 has expired, section 117
serves to exclude from income the portion, if any, of a graduate student tuition re-
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duction that is in excess of reasonable compensation for teaching or research serv-
ices performed.

With the expiration of section 127, an employer's payment or reimbursement of
an employee's educational expenses generally must be included in the employee's
income unless the cost of the assistance qualifies under section 117(d) as a tuition
reduction, under section 132 as a fringe benefit, or under section 162 as a deductible
job-related expense of the employee. In general, educational expenses are treated as
job-related only if the education maintains or improves skills required in an employ-
ee's retention of his job, job status, or rate of compensation. Education that qualifies
the employee for a new job (with the same or a different employer) is not considered
job-related.

Discussion
The Administration opposes the reinstatement of section 127 chiefly because this

provision accorded tax benefits to only a small proportion of similarly situated tax-
payers and did not principally benefit those most in need of educational assistance.
This view is supported by a study of section 127 conducted by the Treasury Depart-
ment, as required by Public Law 98-611. That study was issued in June, 1988.

The tax-favored treatment of educational expenses under section 127 applied to
only a small percentage of persons taking courses to train for a new job or occupa-
tion, thus creating inequitable distinctions among taxpayers. Obviously, the tax ben-
efit was not available to unemployed persons or to workers whose employers did not
offer such programs. Moreover, self-employed individuals and many small business
owners were, as a practical matter, unable to benefit effectively from section 127
plans.4 As Table 1 indicates, 84 percent of all adult education courses taken in 1984
to qualify for a new job or occupation were paid for by the student himself. Thus,
only 16 percent of such training could have benefited from section 127.

Moreover, the Treasury Department study and various other studies suggest that
the section 127 educational assistance plans failed to achieve the primary objective
offered for their tax subsidy, namely increasing opportunities among lower paid,
lower skilled workers for training for new, better paying jobs and occupations. In-
stead, the effect of this tax subsidy may have been to contribute to the sharp in-
crease since 1978 in adult education that is related to the current job and is concen-
trated among higher paid and better educated workers.5 Thus, for example, a Labor
Department survey found that higher-paid professional and administrative employ-
ees were more likely than production workers to have employer educational assist-
ance plans offered to them, and were more likely to be offered full, rather than par-
tial, reimbursement." In addition, as Table 2 indicates, less educated workers in
lower-paying jobs represented a smaller fraction of participants in adult education
courses in 1984 than in 1969, before the enactment of section 127.

In summary, although the Administration strongly supports the objective of pro-
moting education, we believe that section 127 unfairly provided, at a substantial
revenue cost, preferential treatment to a relatively small group of individuals, a dis-
proportionately high percentage of whom were higher paid professional and admin-
istrative personnel. For these reasons, the Administration opposes the reenactment
of section 127.

4 Although section 127 provided that self-employed individuals and sole proprietors could tech-
nically qualify for the benefits of the section, effectively these benefits were primarily available
only to employees of larger businesses, closely held businesses were unable to benefit from sec-
tion 127 because of the requirement that no more than five percent of the amounts paid under
the educational assistance program be for the benefit of persons holding a more than five per-
cent ownership interest in the employer.

6 Department of the Treasury, Report to the Congress on Certain Employee Benefits Not Sub-
ject to Federal Income Tax, 2 (1988)

6 U.S. Department of Labor, Bureau of Labor Statistics, Employee Benefits in Medium and
LargW- Firms in 1985, Washirgton: US. Government Printing Office (1986).
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Revenue Fstimates

[in million of dowa]

Fiscal Years-

1989 1990 1991 1992 993

Three year extension ... ....... -70 -430 -319 -97 .........
One year extension ........ ...... . . ...... - 70 - 215 ........

This concludes my prepared remarks. I would be pleased to respond to your ques-

tions.

EMPLOYER-PROVIDED EDUCATION ASSISTANCE

TABLE 1.-ADULT EDUCATION IN 1984, REASON FOR TAKING COURSE AND SOURCE OF PAYMENT
(In thousands]

Job-reated courses
Total lmpwve New job New jc: reid

in current in same in new othe CoUa-.es
fob occupation Dccupation

Total courses
Employer paid
Row pefrentages.

Total courses
Job-related

Employer paid.
Job-related,

Column percentages
Employer pad..

Unknown

40,751 19,703 984 3,818 1,654 14,448 145
14,800 12,328 242 549 791 857 28

1000 480
153

100 0 83 0
88 6

24 94 40
38 146 63
16 37 53
17 39 5.7

363 626 246 144 48.2

355 03

58 01

59 193

Source Tabulated from U S Dpardmet of [ducaton, Center fto Educational Statista, Trnd in Adult Education 1969-1984. Tables
G H, pp 33-36

TABLE 2.-DISTRIBUTION OF ADULT EDUCATION PARTICIPANTS AND THE ADULT POPULATION 17
YEARS AND OLDER BY SELECTED CHARACTERISTICS, MAY 1969 AND 1984

Adult partcipants
Ohafjactenisloc

Total number (in thousands).
Total percent .........

Sex-
Men
Women

Race
White ....
BLck ...
Other ...

Ethrity:
Hispanc .

Population 17 years old and
ovef

1969 1984 1969 1984

13,041 23,303 130,251 172,583
100% 100% 100% 100%

52 45 47 47
... 48 55 53 53

92 92
7 6
1 2

89
10
I

(2) 3 (2) 6
Age group.

1 7 -3 4 . ... .. ...... . . .......
3 5- 5 4 ... ..... .... .............. .. .....
55 and over ............. .. .. .

Ed cation le:
Less than 12th grade .......... .......................
High school gradual .. ............ . .
Som e college (I to 3 years) ..................... .........
Bachelor's degree or higher ... ....................... ........................

53 50
36 38

,1 12

16
38
20
26

8
30
26
36

37
35
28

44
34
12
10

86
11

42
30
28

27
38
18
17
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--TABLE 2.-DISTRIBUTION OF ADULT EDUCATION PARTICIPANTS AND THE ADULT POPULATION 17
YEARS AND OLDER BY SELECTED CHARACTERISTICS, MAY 1969 AND 1984-Continued

M partac nnts PwulatnI I yar old a
Characteristic

1969 1984 1969 1984

Regions:
Northeast ................................. ... . 23 17 25 22
North Central .................................... 30 26 28 25
South ....... .... ...... .......... ............ 24 31 31 34
W est2 ..... 2 ......... .......................................... .... 23 24 16 20

Incon, group:
Abowemedian fam y income .................................... .... 68 65 50 50
Below median family income . ............. 32 35 50 50

Labor force status:
Em p o e ..... ...... . .............. ......... 78 8 1 57 61
Unemrployed ...... ................... 2 4 3 5
Keeping house, going to school ....... ...... ........ ....... 18 12 27 22
Other (retired, etc,) ........ ... ........ ... .... 3 3 13 13

Occupational groups:I
Executive/mnanagefial ...... . ........ ...... 11 15 9 11
Professiooal/technical 33 31 13 15
Adm inistratre support ... ......... .. ...... ..... 17 17 15 16
Sales and service . ...... ... 16 20 27 26
Other- . ...... .... .. . 23 17 36 32

te basis ot these percentages are emioyed adult educate pal pants and the employed pe plate 17 years and oler,
'Not avallabse
Note Details may not add to totals because o rounxng
Source US Department of Edu.aton, Ceoter tor Educatosal Statrstics, Trrnd In Adult Education 1969-1984, Table 1, page 3,

1987

PREPARED STATEMENT OF DR. CHARLS E. WALKER

INTRODUCTION

My name is Charls E. Walker. I am chairman of the American Council for Capital
Formation. I appreciate this opportunity to present testimony in support of Presi-
dent Bush's capital gains tax proposal. The American council for Capital Formation
hopes that the President's capital gains tax initiative is the beginning of a construc-
tive dialogue on capital gains tax reform.

The history of this debate is not partisan, with support for a capital gains tax dif-
ferential coming from both Democrats and Republicans. When the issue was last
thoroughly debated in 1978, Democratic proponents of a capital gains differential in-
cluded Senators Lloyd Bentsen, Alan Cranston, and Russell Long, and Congressmen
Byrle Anthony, Ed Jenkins, and Jim Jones. Among Republican advocates were Sen.
ators Bill Armstrong, Bob Kasten, and Malcolm Wallop and Congressmen Bill
Archer, Bill Frenzel, Bill Gradison, and Bill Steiger.

In the current debate, prominent individuals who have spoken out in favor of a
reduced tax on long-term capita] gains include Michael Blumenthal, Secretary of
the Treasury in the Carter Administration, prominent investment bankers Felex
Rohatyn and Henry Kaufman, and Nobel prize winner James Tobin, a member of
the Council of Economic Advisers during the Kennedy Administration.

The President's capital gains tax initiative differs from traditional capital gains
tax cut proposals in that it has been carefully crafted to maximize revenue to the
Treasury and investment in the U.S. economy. The proposed maximum tax rate of
15 percent is the result of extensive research in academia and elsewhere on the sen-
sitivity of capital gains realizations to tax rates. One key.survey of leading academic
and government studies concluded that the revenue maximizing rate is in the range
of 9 to 21 percent. The Administration's proposed top tax rate falls in the middle.

This capital gains tax cut would be available to all taxpayers through a 45 per-
cent exclusion. Very significantly, taxpayers with adjusted gym incomes of $20,000
or less would not have to pay a capital gains tax, which is fair since many of them
would be paying the tax on purely inflationary gains. Collectibles are excluded and
we applaud the Administration's goal of forestalling tax sheltering, although we
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would suggest alternative mechanisms. There should be a thorough debate on the
proposed longer holding period, whichjs a break with historic levels in the tax code.
One should balance the desirability of capital liquidity on the one side with the
merits of encouraging long-term investment on the other. We also are unaware of
any tax policy reason for excluding corporations from a capital gains tax differential
and there are numerous good reasons why they should be included.

We hope to contribute to the current debate by commenting on the economic sig-
nificance, the fairness, and the revenue consequences of restoring a capital gains tax
differential. The thrust of this testimony is that a capital gains tax differential, be it
the President's initiative or a Congressional alternative, has important and benefi-
cial economic consequences which should be considered separately from the ongoing
debate over the revenue implications of the proposal for the Federal Treasury. The
testimony also addresses the revenue raising potential of such a tax change.

Before I begin my testimony, I should say something about the American Council
for Capital Formation and our role in the capital gains tax debate. The American
Council for Capital Formation is a nonpartisan, nonprofit organization comprised of
individuals, corporations, and associations united in their support of government
policies to promote jobs, growth and competitiveness. For more than a decade, we
have focused much of our attention on the impact of tax policy on saving and in-
vestment. In particular, we have been involved in the debates of 1978, 1981, 1986
and 1988 about the appropriate taxation of capital gains.

THE ECONOMIC SIGNIFICANCE

The restoratiV" of a capital gains differential will have economic significance for
U.S. saving, th Dst of capital, international competitiveness and entrepreneurial
effort.
U.S. Saulng

Recent testimony before Congress on corporate restructuring and on the problem
of the U.S. budget deficit has focused on the problem of our low national saving
rate. Reducing the budget deficit will curtail government dissaving but steps to in-
crease private saving are also needed. A discussion of the taxation of capital gains
should be looked at in the context of our current tax laws which tend to encourage
consumption and di ourage saving. Consumption today costs less in terms of fore-
gone future ipconre because income is taxed before it can be saved. Furthermore,
any income thk'lna ows out of the investment of those savings is also taxed again. If
income which is saved-and the further income it generates-were exempt from
tax, the cost of current consumption compared to what could be consumed in the
future would rise and the incentive to save would be strengthened.

The Tax Reform Act of 1986 substantially increased the bias against saving by
imposing one of the largest capital gains tax rate increases since the advent of the
capital gains tax differential in 1922. This change took place unfortunately in the
context of an increasingly competitive world where most nation tax capital gains
more lightly than we did even before the capital gains tax rate in rease in the 1986
act. There is a lrge body of economic research, including that of Harvard Professor
Lawrence Summers and Stanford Professor John Shoven, showing that savers do re-
spond positively to higher after-tax rates of return. The capital gains tax increase of
the 198t act reduced after-tax rates of return to investors and therefore made
saving considerably less attractive.

THE COST OF CAPITAL

There is a growing concern among economists and policymakers about the cost of
capital in the U.S., which is considerably higher in our country than in Japan, West
Germany and most of our competitors. Lower capital costs promote higher invest-
ment. This increases a nation's capital stock and provides more capital per worker,
greater productivity, and growth in a country's standard of living. The crvial gains
tax is an important element of the cost of capital and the President, initiative
should be judged in that context.

Taxes directly influence the cost of capital, which is the pretax return on a new
investment required to cover the marginal cost of the investment given the market
rate of interest, the rate of inflation, and the taxes levied on the income from the
investment. Capital gains tax rates have a significant impact on the cost of capital
faced by business because of their impact on the "hurdle rate" which new invest-
ment projects are required to meet. Lower capital gains taxes mean that for any
given after-tax rate of return required by investors, the pretax return can be small-
er and, thus, the cost of capital firms face is lower. As a consequence, more projects
will meet the new lower, hurdle rate and investment will be encouraged.
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For new endeavors, including venture capital projects, the capital gains tax rate is
an especially important component of the cost of capital. For example, Dr. J. Greg-
ory Ballentine, an economist with Peat, Marwick, Main & Co., estimates the cost of
capital for investments yielding capital gains increased by 12 percent after the 1986
tax changes relative to an investment yielding ordinary income such as dividends.

Furthermore, research by Dr. Yolanda Henderson, an economist with the Boston
Federal Reserve Bank, also shows that the capital gains tax provisions of the Tax
Reform Act of 1986 significantly increased overall U.S. capital costs. Dr. Henderson
concludes that, had the capital gains tax not been raised in 1986, the ost of capital
for U.S. business would have risen only half as much as it did. (See Table 1.)

According to simulations based on the Washington University macroeconomic
model developed by Laurence H. Meyer & Associates, if the President's proposal
were enacted, the overall cost of capital for U.S. firms would decline approximately
11 percent and capital costs for equipment would fall by 14 percent. A decrease of
that magnitude would materially reduce the cost of funds to U.S. firms and help
narrow the gap between capital costs in the U.S. and abroad.

The cost of capital has been estimated in several studies to be higher in the
United States than in several foreign competitor nations. Although some controver-
sy surrounds these data, estimates after the 1986 Tax Reform Act suggest that the
cost of capital in the United States has been about 50-75 percent greater than the
cost of capital in Japan. In a paper prepared for the American Council for Capital
Formation Center for Policy Research, Dr. John Shoven, chairman of Stanford Uni-
versity's Economics Department, found that after the 1986 tax act, the cost of cap-
ital in the U.S. was 63 percent hiher than in Japan, 26 percent higher than in Ger-
many, and 81 percent higher than in the United Kingdom. The 1989 Economic
Report of the President, prepared by the Council of Economic Advisers (CEA) notes
the tax burden. on corporate equity capital in the U.S. is much higher than many of
our competitors. Higher capital gains taxes exacerbate this spread and further
reduce saving and investment incentives.

The linkage between the cost of capital, which is influenced by tax policy, and a
country's standard of living is described in a 1988 article by Harvard Professor Law-
rence Summers, Thermo Electron Chairman George Hatsopolous, and MIT econo-
mist Paul Krugman. The authors explain that the cost of capital is much lower in
Japan with the result that investment in plant and equipment in that country is
twice as high as in the U.S. This helps explain the higher productivity iii Japan and
the faster growth in the Japanese standard of living.

For these and other reasons, business economists overwhelmingly support a reduc-
tion in capital gains tax rates. According to a survey of the National Association of
Business Economists released February 27, 1989, by a margin of 79 percent to 21
percent, the economists said the President's capital gains tax proposal will improve
capital formation.

INTERNATIONAL COMPARISONS OF CAPITAL GAINS TAXATION

The U.S. taxation of capital gains should also be analyzed in the context of the
treatment afforded capital gains by our international competitors. They recognize
the contribution a capital gains tax differential can make to new risk capital, entre-
preneurship, and new job creation. An Arthur Andersen & Co. study comparing tax
rates on corporate stock found that U.S. capital gains taxes are among the highest
in the world. (See Table 2.) Germany, Japan, and South Korea, among others,
exempt long-term capital gains on portfolio stock from tax or tax gains orly lightly.
As Dr. Shoven's research makes clear, the favorable treatment of capital gains in
Germany and Japan is an important element in their lower capital costs.

ENTREPRENEURIAL EFFORT

Restoring a capital gains tax differential will have a particularly powerful impact
on the entrepreneurial sector of the American economy, making possible new tech-
nological breakthroughs, new startup companies, and new jobs. Venture capital is a
process requiring a number of participants: entrepreneurs, informal investors, ven-
ture capital funds, and finally, healthy public markets. All of these participants are
sensitive to after-tax rates of return. The key to successful venture investment is
the ability to attract and motivate the entrepreneur. By taxing the entrepreneur's
potential gain at a higher rate, either the pool of qualified entrepreneurs will be
reduced or the investors will have to accept a lower rate of return. In either case,
the implications for the American economy are clearly negative.

Furthermore, fledgling companies depend heavily on equity financing from
family, friends, and other informal sources. Professors William E. Wetzel and John
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Freear of the University of New Hampshire surveyed 284 new companies and found
that private individuals were the major source of funds for new companies raising
$500,000 or less at a time. The individuals providing startup capital for these new
companies do pay capital gains taxes and are sensitive to an increased tax rate on
gains.

It is true that a portion of the organized venture capital pool comes from tax
exempt entities but the informal pool is equally important. Data collected by the
National Venture Capital Association documents the fact that private taxable inves-
tors, including corporate venture capital funds, provide on an informal basis as
much funding as does the organized venture capital industry. Moot importantly, it is
the taxable investors who, more often than not, provide the seed corn for the new
firms, with tax exempt pension funds and formal venture capital pools entering the
funding process at a later stagt. The willingness of tax exempt entities to partici-
pate in the venture capital process is also dependent, to a very large extent, on a
vibrant stock market which is directly affected by the level of capital gains taxes.

The Tax Reform Act of 1986 discouraged entrepreneurial endeavors. An analysis
prepared by Dr. Ballentine of Peat, Marwick, Main & Co. concludes that the 1986
act fails to recognize that many capital gains investments are inherently risky and
that realized capital gains often include purely inflationary gains that are not
income. In fact, the combined effect of taxing inflationary gains and limiting the
deductibility of capital losses leads to severe over taxation and produces a "surtax"
on many investments that will earn capital gains.

For example, assuming a 4 percent real return and 5 percent inflation, a taxpayer
in the 28 percent marginal tax bracket pays a 29 percent higher tax on an asset
yielding capital gains held for 5 years than on one which earns ordinary income,
such as dividends, and which is taxed currently. Even worse, under the same as-
sumptions, a taxpayer in the 28 percent bracket who realizes a gain on a "high
risk capital asset faces a tax rate 50 percent higher than the rate on ordinary
income on an asset held five years. (See Chart 1.) Higher taxes on risky capital
assets result from the fact that, while capital gains are subject to full taxation,
losses are allowed only limited deductibility. These factors clearly discourage invest-
ment.

Conversely, the earlier 1978 and 1981 capital gains tax cuts proved to be an eco-
nomic success story. These cuts improved the investment climate, facilitated a
record number of new stock offerings, bolstered corporate equity values, and result-
ed in employment gains across the entire spectrum of the economy.

THE FAIRNESS ISSUE

There is much controversy about the "fairness" of capital gains tax cuts. There
are two aspects to the fairness issue. What is most often discussed is the predicted
distribution of taxes paid by different income classes. What, in fact, is more impor-
tant is the beneficial impact to the U.S. economy and the fairness of opportunities
created or lost for the less fortunate in our society which has already been discussed
in this paper.

First, a threshold question is whether saving should be taxed at all. Many Ameri-
cans, in fact, believe that saving should be exempt from taxes.

Second, many Americans do not believe capital gains should be taxed or, if taxed,
should be taxed lightly. For example, a November 1988 survey by the Media Gener-
al/Associated Press found a plurality of poll respondents supported a reduction in
federal capital gains taxes. A decade ago, in 1978, when the now well-known Steiger
capital gains initiative was hotly debated in Congress and around the country, sur-
veys of public attitudes on capital gains taxes showed strong support for substantial
cuts in gains tax rates. One such survey (Louis Harris, "The Harris Survey," August
14, 1978) asked for a reaction to this statement: "In order to get the economy going
again, it is important to provide incentives for peo,,le to want to invest their money
through measures such as a capital gains tax reduction." An overwhelming 70-19
percent majority agreed with this proposition.

Third, contrary to what opponents of lower capital gains tax rates suggest, the
American middle class, not the very wealthy, are hit hardest by the capital gains
tax hikes of the Tax Reform Act of 1986. Under the 1986 act, taxpayers with in-
comes under $30,000 will generally see a tripling of capital gains tax rates; that is
much more than the 75 percent tax hike for taxpayers earning more than $200,000.
If one looks at combined Federal and state capital gains taxes before and after the
1986 act, the tax increase for the middle class is even more dramatic. According to a
1987 Arthur Andersen & Co. study, for a middle income Arkansan, the combined
capital gains tax increases by 84 percent; for a similarly situated Oregonian and
Virginian by 118 percent; and for a middle income New Yorker by 149 percent. The
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President's initiative corrects some of this inequity by exempting families with less
than $20,000 in adjusted gross income from the tax.

Fourth, taxpayers with moderate incomes are responsible for a substantial
amount of reported capital gains. In 1984 and 1985, taxpayers with incomes of
$50,000 or less reported 23 percent of all long-term capital gains. Although their
share of long term gains fell to 15 percent in 1986 because of the increase in upper
income realizations, gains reported by taxpayers with incomes of $50,000 and below
surged 43 percent in that year, to a record $45 billion.

Fifth, Jodie Allen, a columnist for the Washington Post, best described the fair-
ness of current law in a recent article. (January 11, 1989). Compare, she wrote, the
"fairness" of taxing a family of modest means that takes a capital gain on a long-
held asset and pays a 33 percent tax on a perceived gain which may be a capital loss
due to inflation with a speculator who pays only a 28 percent tax on a multi-million
dollar short-term profit.

Sixth, logic, historical experience, and academic research indicate that lower cap-
ital gains tax rates coincide with higher government revenues from upper income
taxpayers.

Consider the logic. The capital gains tax is a voluntary tax. Taxpayers alone can
decide when and if to realize their capital gains. This is especially true of upper
income taxpayers with large, unrealized capital gains. Many commentators make
the classic error of assuming the tax rate on unrealized gains for the wealthy is 28
or 33 percent when it is in fact zero. To the extent that a lower capital gains tax
encourages the realization of gains that would otherwise not be triggered, the effec-
tive tax rate on that particular income rises from zero to 15 percent rather than
declining from 28 percent to 15 percent.

Now, consider the historical experience. In the period 1978-85, when capital gains
taxes were reduced from 50 percent to 20 percent, total individual capital gains tax
receipts increased from $8.6 billion to $23.7 billion. The bulk of this new revenue for
Uncle Sam came from upper income taxpayers. Total capital gains realizations by
those with annual incomes over $100,000 increased almost 700 percent between 1978
and 1985 compared to a 120 percent increase for those with incomes below $100,000.

Finally, consider recent academic research. In a 1987 analysis of a 15 percent cap-
ital gains tax, Dr. Lawrence Lindsey, formerly a Harvard professor and currently an
economic adviser to President Bush, found that 70 percent of the new revenue to
the Treasury from the "unlocking" of gains will come from taxpayers with incomes
over $100,000 and 40 percent from those with incomes greater than $200,000.

In short, it is important to remember that the tax yield on unrealized, locked in
capital gains is precisely zero. It is wrong to describe a capital gains tax rate reduc-
tion as a "tax break for the wealthy" when in fact the taxes paid by this sector will
multiply dramatically.

REVENUE IMPLICATIONS

In this time of severe budgetary pressures, one should take very seriously the rev-
enue implications to the U.S. Treasury of any spending or tax initiative. There has
been extensive research in academia and government on the revenue consequences
of higher and lower capital gains tax rates. The findings are inconclusive but the
research provides much support for a capital gains tax cut as a revenue raiser.

Before examining those findings, it is helpful to review the new Treasury and
Joint Committee on Taxation's analyses of President Bush's capital gains initiative.
The Treasury estimates the President's proposal will increase Federal revenues sub-
stantially in FY 1989-93 due to a large part to greater induced realizations. There
will be a one-time loss in FY 1994-96 caused only by the phase-in of a new three
year holding period. In the years 1997 and beyond, the Treasury Department fore-
casts increased tax receipts of $1-$2 billion annually. The Joint Committee on Tax-
ation estimates the President's proposal will result in initial revenue gains in FY
89-90, but lead to significant losses in subsequent years. (See Tables 3 and 4 for a
comparison.)

What we can all agree upon is that the revenue dispute is not a minor one. It is
in the range of $30-40 billion over a four-year budget period. In the period 1989-93,
for example, the Treasury estimates the President's proposal is a $16 billion gain;
the Joint Committee estimate is a $13 billion loss. This is probably the first time
there has been such a serious disagreement on revenue estimates between the
Treasury Department and the Joint Committee, suggesting the immediate need to
reconcile these differences and to pinpoint the underlying factors which create
them.

In our judgment, the Treasury estimate of the impact of the President's capital
gains tax proposal fits better with logic and historical experience.

99-833 0 - 89 - 8
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The logic is siw ple and intuitive. Economists of all persuasions-Keynesians, con-
servatives, supply-siders, and liberals-agree on one point. Since capital gains taxes
are voluntary, higher capital gains tax rates do not necessarily result in greater rev-
enues to the government because taxpayers may choose not to realize their gains if
the tax penalty is too high. The critical question policyrnakers should ask is: What
is the revenue-maximizing capital gains tax rate? This question should be put before
the Treasury and the Joint Committee on Taxation.

The historical experience is compelling. The very recent historical experiment
(1978-86), when the maximum capital gains tax was cut from 50 to 20 percent, did
not result in lower capital gains tax receipts. To the contrary,. tax revenues from
capital gains were 179 percent higher in 1985 than in 1978. Inflation and stock
market fluctuations, alone, are not sufficient to explain this phenomenon. Rather,
the behavioral response of taxpayers and the economy to a lower capital gains tax
simply proved to be substantially greater than anticipated by official government
revenue estimates.

What it basically comes down to is a judgment about the level of behavioral re-
sponse and the permanency of that effect. Another recent real world example to
look at are the estimates of the impact of the 1986 tax act's tax hikes on capital
gains tax receipts in fiscal year 1987 (calendar year 1986). All analysts agreed there
would be some unlocking of accrued gains in 1986 in anticipation of the substantial-
ly higher capital gains tax rates in 1987 and beyond. The Joint Committee on Tax-
ation anticipated more than an $8 billion revenue pickup in FY 1987. The actual
receipts were in the range of $20-22 billion. Some assert that this was just a one-
time effect, but we suggest that the historical evidence resulting from the 1978 and
1981 capital gains tax cuts shows that the revenue impact of lower capital gains tax
rates is permanent rather than transitory.

CONCLUSION

In conclusion, the debate about the appropriate taxation of capital gains has been
with us almost since the inception of the Federal income tax. From 1922 until 1986,
a capital gains tax differential existed as part of U.S. tax policy for very sound eco-
nomic policy reasons which are recognized by almost all of our economic competi-
tors. A capital gains tax cut will be productive for the American economy and fair
for American taxpayers. Although there is considerable controversy about the reve-
nue consequences of the President's capital gains initiative, a very strong and credi-
ble case can be made that this initiative, with its very important economic conse-
quences, will not reduce revenues.
Enclosure
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Table 1: Impact of Tax Reform Act of 1986
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1977; OTA Department of the Treasury, Washington, D.C., 1987; and
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Table 2: Comparison of Individual Taxation of Capital Gains

on Portfolio Stock Irrvestuents in 1989

COUNTRIES
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Canada (a)
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Tax Rate' Tax Rate*
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(A) The nominal tax rate for long- and short-term Capital gains is 28 peCrcent.

rate, however, rises to 33 percent for joint returns between 574,850 and &155,370 and for

single returns between $44,900 and $93,130 for calendar year 1989.

(1) Canadian residents are allowed an anruaI capital gains exemption of Caradian $ 30,000 (122,998')

subject to a cerlative exception of up to Canadian S500,000 (5383,300'*) in 1990.

(C) Gains from proceeds of up to FF 272,000 (S45,288") are exert from taxation in a given taxable

year.

(D) The first ON 1,000 (554") of short-term capital gains is exempt from tax.
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(F) Only gair,s and tosses accrued since 1982 will be taxed; gains since 1982 are indexed.

*6 Based on exchange rates as of March 31, 1987.
Source: Prepared by Arthur Arderseni & Co., for the Securities Association in March, 1987; updated

by the American Co,,ctl for Capital Formation Center for Policy Research, March, 1989.
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Chart 1.
Effective Tax Rate & Surtax on Regular &
High-Risk Capital Gains, Compared to the
Tax on Current Income
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after-tax return and held for a five-year period before realhzatim3n.
The surtax on a capital asset (8% for a regular asset and 14% for a
high-risk asset) results from the taxation of inflationary gains ,r-.
the limitation on the deductibility of capital losses.

I Taxpayer in 28% bracket faces a 29% surtax on the capital gain.
Calculated as follows: 36%-28%8t; 81/28%-29%

2 Taxpayer in 28% bracket faces a 50% surtax on the capital gain.
Calculated as follows: 42%-28%-14%; 14%/28%=50%

Turce: J. Gregory Ballentine. "The Tax Penalty on Capital Gains." Augist
1987.
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COMMENTS ON DEPARTMENT OF TREASURY AND CONGRESSIONAL JOINT
COMMITTEE ON TAXATION ANALYSES OF CAPITAL GANS REVENUE
AND DISTRIBUTIONAL ISSUES

BY

DR. MARGO THORNING, CHIEF FCONOMIS-T, AMERICAN COUNCIL FOR
CAPITAL FORMATION

I. INTRODUCTION

This paper addresses some of the revenue and distributional aspects involved in
changing the current law treatment of capital gains. A careful review of available
evidence suggests that the Administration's proposal may indeed raise revenue and
make the tax system more progressive.

II. CAPITAL GAINS TAX RATES AND REVENUES

A. HISTORICAL EXPERIENCE

1. The 1978 and 1981 Tax Reductions
Research by the U.S. Department of the Treasury concludes that the combined

effect of the 1978 and 1981 capital gains tax cuts was to increase Treasury reve-
nues.I The study reestimated the time-series equation presented in the 1985 Treas-
ury report, first using the original 1954-1982 sample data base and then using data
revisions published subsequently. 2 Then the regression sample was extended
through 1985, adding three years of data that were not available when the original
report was written. A major finding of the Treasury study is that extending the re-
gression sample through 1985 sharply increases the estimated revenue gains from
the 1978 act. In particular, the Treasury study found that the assertion of Joseph
Minarik, that "by 1980, the revenue gain from the 1978 law had essentially evapo-
rated" 3 is only true when the incomplete sample is used. The Treasury study also
revealed that the extended sample and the superior method used for adjusting
nominal GNP for inflation yield much less severe revenue losses from the Economic
Recovery Tax Act of 1981 (ERTA) than do the regressions based on 1954-82 only.
When both adjustments are made, Treesury estimates that the combined effect of
the two laws was a direct revenue increase of $4.7 billion over the 1979-1985 period.

Treasury Assistant Secretary Michael Darby, Robert Gillingham and John S.
Greenlees (DGG) defended the Treasury analysis of the effects of the 1978 and 1981
capital gains tax cuts from criticism by Dr. Minarik in a piece in Tax Notes. 4 In the
article, they note that they agree with Minarik on three points: that both time-
series and cross-section analyses have 3trengths and weaknesses; that the two ana-
lytical approaches have complementary roles; and that their results ideally should
agree. They state that the purpose of the Treasury research was, in fact, to show
that a correct interpretation of the time-series evidence brings it into closer agree-
ment with the cross-section evidence. Because the elasticity (or measure of behavior-
al response) is generally greater for cross section studies than for time series, esti-
mates are based on cross section data which tends to be more optimistic about the
revenue impact of a capital gains tax cut than those based on time series data. DGG
comment that Minarik is disingenuous in criticizing them for putting one type of
analysis "at the bottom of a two-element totem pole". Minarik has previously char-
acterized the Treasury's time-series results as "much more meaningful" than cross-
sectional predictions, and in his comment on DGG's paper, he makes a similar argu-
ment.

Minarik repeatedly has warned researchers to avoid relying on cross-section evi-
dence without being "able to find the revenues in the time-series data after the cap-

'"The Direct Revenue Effects of Capital Gains Taxation- A Reconsideration of the Time-
Series Evidence", Treasury Bulletin, U.S. Department of the Treasury, Office of the Secretary,
Spring Issue, June 1988

' "R4port to Congress on the Capital Gains Tax Reduction of 1978" Office of the Secretary of
the Treasu rySeptember 1985 and "How Ca pital Gains Rates Offset Revenues: The Historical
Evidence," Congressional Budget Office, March 1988.

3 Joseph Minarik, "Raising Federal Revenues Through a Reduction in the Capital Gains Tax,"
statement before the Ad Hoc Committee on the Taxation of Capital Gains, February 2, 1988.

4 Michael R. Darby, Robert Gillingham, and John S. Greenlees, "The Black Box Revealed:
Reply to Minarik." Tax Notes, July 26, 1988.
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ital gains tax cut takes place." The Treasury Office of Economic Policy staff turn
that comment around, stating

If you continue to believe that the time-series evidence proves that tax cuts will
lose money, if you think that the revenue-maximizing capital gains tax rate is
36 or 40 percent, you are going to have to explain why constant-dollar Federal
capital gains revenues more than doubled between 1978 and 1985, while the
marginal tax rate fell by around 40 percent. As we emphasized in our paper,
our time-series explanation of this phenomenon is not definitive, but it is cer-
tainly informative.

2. Feldstein Analysis of the Effect of the 1978 Tax Cuts on Realizations
The Joint Committee on Taxation (JCT) testimony of March 14, 1989 before the

Senate Finance Committee attempts to discount academic studies such as that by
Feldstein, Slemrod and Yitzhaki, which predicted an immediate tripling in realiza-
tions as a result of the 1978 act. The JOT testimony fails to note that- the Feldstein
study focused on the responsiveness of high- income taxpayers in realizing capital
geins on corporate stock. As Feldstein et al. point out in their "reply" to Minarik,
the actual data seem to support this contention.6 Data on long-term realizations
compiled by the ACCF Center for Policy Research in fact support the Feldstein
analysis. As shown in Table 1, the realized long-term gain of taxpayers in the
$500,000 and over Adjusted Gross Income (AGI) class more than tripled from 1978 to
1979, rising from $3.7 billion to $13.0 billion. Realizations continued to rise, and by
1982 had increased sixfold for the over $500,000 class. Indeed, for taxpayers in the
$100,000 and above AGI class, realizations had almost tripled by 1981, and by 1982
they had more than tripled. Thus, the JTC's attempt to discredit the Feldstein anal.
ysis is open to serious criticism.

11. "NE ADMINISTRATION PROPOSAL: REVENUE EFFECTS

A. THE PROPOSAL

The Administration's proposal would establish a maximum capital gains tax rate
of 15 percent for individuals; it would not apply to corporations. The proposal would
provide a 45 percent exclusion for gains on qualified assets; taxpayers with $20,000
or less in AGI (joint returns) would be eligible for a 100 percent exclusion. The pro-
posal would require a holding period of 12 months or more for qualified assets sold
in 1989, 1990, and 1992; 24 months for assets sold in 1993 and 1994; and 36 months
for assets sold in 1995 and thereafter. The proposal would define capital assets as
under current law, but collectibles and depreciable or depletable property would be
excluded.

B. RATIONALE FOR SCORING THE PROPOSAL AS A REVENUE RAISER

In his recent testimony before the Senate Finance Committee, Treasury Acting
Assistant Secretary Dennis E. Ross defended the revenue-enhancing capabilities of
the Administration proposal (see Table 2). Ross testified that the effect of the static
rate cut (line 1) would be more than offset by increased realizations (line 2). These
induced gains are either accelerated from realizationG in future years, are due to
portfolio shifting to capital gain assets from fully taxable income sources, or taxable
realizations that otherwise would have been tax-exempt because they would have
been held until death, donated to charities, or realized but not reported.

In Treasury's view, its assumption regarding taxpayer responsiveness (elasticity)
to the rate changes is comfortably in the middle of the range reported in the stud-
ies.7 Treasury estimates an elasticity of 1.2 in the short run, dropping to about 1.0
in the long run, and to about 0.9 after considering the impact of converting ordinary
income but before targeting the prop(al for certain kinds of assets. Ross observes
that estimates made by the staff of the Joint Committee on Taxation employ a

5 Martin Feldstein, Joel Slemrod and Shlomo Yitzhaki, "The Effects of Taxation on the Sell-
ing of Corporate Stock and the Realization of Capital Gains", Quarterly Journal of Economics,
vol. 94, June 1980 and "Reply to Minarik", Quarterly Journal of Economics, Vol. 99, February
1984.

6 Joseph J. Minarik, "The Effects of Taxation on the Selling of Corporate Stock and the Real-
ization of Capital Gains: Comment." Quarterly Journal of Economics, Vol. 99, Feb. 1984.

1 The level of taxpayer responsiveness is generally termed "elasticity," which in this context
is shorthand for the expression "percentage increase in induced capital gains divided by the per-
centage decrease in the overall capital gains tax rate." Thus, a tax cut will tend to generate a
revenue increase if the elasticity is estimated to be greater than 1, no change in revenue if the
elasticity is exactly 1, and a revenue los if the elasticity is less than 1.



230

much lower long-run estimate-perhaps as low as 0.7-which is within the range of
the studies, but in Treasury's view clearly at the lower end. This difference in elas-
ticities, which may seem relatively small, accounts for the great bulk of the differ-
ence between the Treasury and the Joint Committee on Taxation estimates, Ross
states.

Ross also notes that even an elasticity response of slightly less than 1 will still
generate a revenue increase, because taxpayers paying the highest tax rates are the
most responsive to a capital gains tax decrease. Induced realizations are dispropor-
tionately distributed, with more being taxed at above-average tax rates and fewer
being taxed at below-average rates. hat is at issue is the elasticity of revenues with
respect to rate changes, not realizations.

The Ross statement is supported by the 1988 Treasury study (mentioned in part
II) In their analysis of the capital gains rate cuts of 1978 and 1981, DGG found aver-
age and marginal rates do not always move proportionately and that it is the aver-
age tax rate which influences revenues. They state that "there are a number of eco-
nomic explanations for these mathematical results. First, the tax cuts analyzed did
not reduce the marginal tax rate by the same proportion for each taxpayer. Second,
even for a given taxpayer, average and marginal tax rates did not have to change
proportionately, because of movements along the rate schedule. Finally, cross-sec-
tional evidence reveals that capital gains realizations are generally much more elas-
tic at high than low rates. This relationship implies that a proportionate reduction
in marginal tax rates will increase the share of gains taxed at the highest rates, so
the average tax rate falls less than proportionately." 6

C. DOUBLING OF REALIZATIONS

Treasury expects the amount of realizations induced under the Administration
proposal to almost double (see Table 3). Defending this estimate, Ross notes that this
near doubling of realizations, from an estimated $183 billion to about $349 billion at
1989 levels, may seem remarkably optimistic until it is placed in the following per-
spective.

-- The totfl accumulation of unrealized qualifying gains at the end of 1987 was an
estimated $4 trillion.

-If we exclude from this figure gains on personal residences, which largely
escape tax because of the rollover and one-time $125,000 exclusion, the total
pool of gains that could be realized is still $2 trillion.

-The year-over-year increase in this accumulation-a good guide to the potential
long-run realizations-has been running about $350 billion per year, even with
personal residences excluded, and is expected to grow.

In light of historical experience, and of the large pool of unrealized gains, JTC's
contention that a doubling of gains is unlikely does not seem convincing. Further-
more, realizations may not need to double if high income taxpayers' response to the
Administration proposal is stronger than that of low income taxpayers because the
gains of high income taxpayers would be taxed at 15 percent while those of low
income taxpayers would be taxed at rates s low as 8.3 percent.

D. JTC'S ESTIMATES OF ALTERNATIVE CAPITAL GAINS CUT PROPOSALS

In an April 4, 1989 revenue estimate, the JTC noted that a flat 25 percent tax
rate on all assets (including depreciable property) would lead to a negligible revenue
loss over five years. Subsequent conversations with JTC staff suggest that the Ad-
ministration's proposal, imposed at a rate higher than 15 percent, could indeed be a
revenue raiser.

IV. THE AbhVSNISTRATION PROPOSAL: DISTRIBUTIONAL ASPECTS

In addition to enhancing revenues, the Treasury analysis suggests that the Ad-
ministration proposal will increase the amount of capital gains taxes paid by higher
income classes (see Table 4). For example, taxpayers with income in excess of
$50,000 would pay 86.0 percent of capital gains taxes in 1991 under the Administra-
tion proposal compared to only 84.5 percent under current law.

The JTC also presents data on the distributional impact of the Administration
roposal. Their analysis, which is based on the percentage distribution of the tax
urden rather than on tax paid (as Treasury shows), indicates that upper income

taxpayers receive most of the "benefit" of lower rates (Table 5) Taxes paid by differ-

8 Treasury Bulletin op. cit.
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ent income classes seems to be as good a measure, if not better, of the distributional
aspect of capital gains taxation as does a more ephemeral concept of tax burden.

V. CONCLUSION

This paper has reviewed the evidence on whether previous capital gains tax cuts
increased tax revenues and finds that the evidence supports this conclusion. Exami-
nation of the Treasury and JCT on the Administration proposal suggests that the
revenue maximizing rate is lower than current law.
Enclosure



Adjusted Gross
Ircoe Class (AI)

Under $25,000

$25,000-50,000

$50,000-100,O00

Sub-Total

$100,000-500,000

Over $500,000

Sub-Total

Grandi Total

Table 1I Realized Net Long Term Capital Gain
Less Long-Term Loss, for Selected Years,
($ in millions)

1978 1979 1981 1982 1983 1984 1985 1986/p

$9,731 $13,512 $13,219 $10,210 $14,104 $17,740 $17,365 $20,344

9,026 12,189 10,214 8,468 14,582 11,681 13,834 24,315

6,608

25,265

9,467

35,168

i1,227

34,660

10,189

28,867

16,692

45,378

19,496

48,917

24,402

55,601

PeL etAKe

(1978-1986)

109.1

169.4

41,286

85,945

8,607 15,582 18,984 21,338 29,801 33,197 45,393 85,682

3,692 13,101 14,965

12,299 28,683 33,949

$37,664 $63,851 $68,609

24,486

45,824

$74,691

30,754

60,555

$105,933

40,557

73,754

$122,671

50,426

95,819

$151,420

137,640

223,322

$309,267

524.8

238.8

895.5

3628.1

1715.8

721.1

p/preliminary
Source: Statistics of Income, Individual Income Tax Returns, Intemal Revenue

Service, various issues. Prepared by AC Center for Policy
Research, May 1988.
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Revenue Effects of The President's Capital Gains Proposal
Fiscal Years 1989-1999

SP Fiscal Years (SbRIi )
Effects of Proposal 1 ... 0199 99 1994o199 19-6 i ,,," iw

Efiect of Tax Rate Reduction on Exisoino GainsProjected For Cufe" Law Realizations ..................... ... ............. .. . .. . -1.6 -11.9 -17.6 -19.1 -20.2 -21.0 -21.5 -22.0 -22.5 -23.0 -23.s
Effect of increased Reaizations ......................................................... 24 17.1 21.8 21.8 21.5 22.3 22.3 22.9 23.4 23.9 24.5
Effect of Delaying Gains Until the Effective Date ................................. -0.2 -1.2 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Effect of Convoesion of Ordinary income to Caitai Gain Income .......... 0.0 -0 1 -0.6 -1.3 -1.9 -2.5 -2.5 -2.6 -2.6 -2.7 -2.
Effect of Excluding weelabe Asses and Conectllb" ...................... 0.2 1.2 1.7 1.9 2.1 2.1 2.3 2.4 2.4 2.5 2.
Elfect of Phased In Three Year Holding Period ................................... 0.0 00 0.0 0.4 1.0 -7.4 -2.3 -11.7 -0.1 1.S 1.5
Effect of 100% Exclusion for Certain Low Income Taxpayers .............. -00 -0.3 -0.3 -0.3 -0.3 -0.3 -0.3 -0.3 -0.3 -0.3 -0.3

TOTAL REVENUE EFFECT OF PROPOSAL 0.7 4.8 4 9 3.5 2.2 -6.8 -2.0 -11.3 0.2 1.6 1.0D e a r m e t o f th e T r e s u y 
-- -"1 4 I NL

Office of Tax Anaiysis

Notes: These estimates include changes in taxpayer behavior but do not include potential ineree m n bbe level of vCrofc- .*po.
Details may not add due to rounding.
Disaggregeat effects are stacked in se~qnmce.
* Longeer run, estimates assume 1994 trotnph extends past the tIndget finrecast period.
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TLble 3

Realizations of Net Long Term Capital Gahi~s
Under Current Law and an Across the Board Rate Cut 11

(S Billions)

Realizations Realizations Change in
Tax Under Current Under Realizations

Year Law Rate Cut 1/ Rate Cut 11

1980 71
1981 78
1982 87
1983 117 ..
1984 136 ..
1985 166 --

1986 319
1987 P 140
1988 E 135 --

,989 E 151 288 137
1990 E 168 333 165
1991 E 183 349 167
1992 E 193 357 164

1993 E 201 367 166
1994 E 206 384 178
1995 E 210 393 183
1996 E 215 402 187
1997 E 220 412 192

1998 E 225 421 196
1999 E 230 431 201

Department of the Treasury March 14, 1989
Office of Tax Analysis

1/- T.4 Ostimale aS.Sumes a 45% exclusion, 15% maximum rate on capital gains. ThiS dceo not
,e- .e the effect of a limoition to non-deprecabie assets, a three year ?ot1ng Perod, o, a
lcc'- exclusion for low income famlies,.

P. -ata are prelimnnary and include shori term capital gains.
'E. E-Stimate,



i ablo 4

Distribution of Net Capital Gains, and Tax Liability
Under Current Law and an Across the Board Rate Cut 1/

(Calendar Yea. 1991. $Billions)
Adjusted Gross Income Class Catat Gain Realizations Tax on Catal Gains
Under Current Law Current Law J Rate Cut 11 I Current Law Rate Cut 11

Less Than $10.000 19 22 0.? 0.7$10.000 to $19.999 7 10 0.9 0.7$20.000 to $29.999 8 12 1.3 1.2$30.000 to $49.999 15 29 3.3 3.6$50.000 to $99.999 24 54 6.3 7.5$100.000 to $199.999 23 50 6.4 6.9$200.000 or more 86 172 22.2 23.7
TOTAL 182 349 41.3 44.3

Department of the Treasury 
March 14. 1989

Office of Tax Analysis

11 The estimate assumes a 45% exclusion, 15% maximum rate on capital gains. This dogs notinclude the effect of a limitation to non-depreciable assets, a three year holding period, or a
100% exclusion for low Income families.
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Table 5-Diotributluns Effect of the President's CapilW Gan
Proposal.' 1990 Income Levela

Numblt ?ew

return Aggrtoells p iatribe.
I,,cow, clsaa' wo fs d3U .fnc ~ ~ ~ mlllw- CI" ih1" hr r t

(111,r6 of doflanu (doo I)

*and*)

Less than $10.000 ..................
$10,000 to $20.000 ..................
$20,000 to $30,000 ..................
$:o.0o0 to $40,000 ..................
$40,000 to $50,000 ..................
$50,000 to $75,000..................
$75,000 to $100.000 ................
$100,000 to $200 ,000 .............
$200,000 and over ..................

Totals ...........................

72 -15
695 -177

1,216 -286
1,498 -498
1.OK3 -682
1,581 -1,270

539 -1,011
875 -3,808
376 -11,603

7,935 -19,350

I'This calculatiun w.,uni'w thut qualified a.&ets are held in
acro" income clase auw are u!l sauitL.

the same proportions

'The income concept ubk-d to place tax returns into income clause is adjuSted
gruw income plus (1) tai.exentpt inter-t, (2) employer contribution fons r e"th
plans and life irurince. (3) iride build-up on life inurarice, (4) workar'e
compens tion, (5) nont&xable sociall security be.nefita, (6) deductible contnbuioM to
individual rrtireme rt accounts. (7) the minimum Iax prTferences. and (8) we Ices
in ezcxr of minimurn taz preferences, from passive buziness activities.

Source: Joint Cummitwe on Taiation Staff.

202
255
235
332
630
803

1,876
4,351

30,820
2,438

0.1
0.9
1.5
2.6
3.5
6.6
5.2

19.7
60.0

100.0



COMMUNICATIONS

STATEMENT OF ZOLTAN Kiss, CHAIRMAN AND CHIEF EXECUTIVE OFFICER, CHRONAR
CORP., PRINCETON, NJ

On behalf of the Chronar Corporation and the photovoltaic industry, I urge the
U.S. Congress to extend the Solar Business Energy Tax Credit at the current 10 per
cent level for a minimum of three years through December 31, 1991.

While the photovoltaic industry has made tremendous strides in achieving cost
competitiveness with traditional energy resources and systems, it has done so
against the greatest of odds. It is not unreasonable to state that the photovoltaic
techno has been brought to market in spite of U.S. government policies. In 1980,
the US. Department of Energy budget for photovoltaic research and development
reached its highest point of $60.1 million. Each year since then, the Administration
in power has acted to cut the funding significantly. Presently, this most important
technology program is funded at $35 million. This very week, the Industry is work-
ing to prevent further cuts proposed by the Bush Administration from being adopt-
ed by the House Appropriations Committee.

In addition to the cuts in federal funding for research and development, the feder-
al and state tax incentives for the commercialization o" suiar energy systems have
all but disappeared. The remaining federal incentive is the Solar Business Tax
Credit. It was given a one-year extension by the 100th Corgress. It expires on De-
cember 31 of this year, only 9 months from now. While the extension may facilitate
some sales this year, the lack of a solid, long-term commitment to a research, devel-
opment and commercialization path is most detrimental to this Industry. Just watch
Wall Street. Mere rumors of a change in fiscal policy by the Administration sends
investors scurrying.

Short-term, piecemeal extensions at the eleventh hour are particularly harmful to
Chronar and other solar companies that are trying to commercialize technologies
for large-scale commercial, industrial, and most importantly, grid-connected utility
system applications. Chronar has a real-world example. Last year Chronar secured
an option to install a small photovoltaic power station in Southern California. This
was the Company's first opportunity to install a commercial-scale, grid-connected
power station. It was a very important development not only for Chronar, but the
entire photovoltaic industry. It was of significant size to establish credibility and to
verify reliability and costs to the utility industry. The total cost of the project was
$15 million. The uncertainty over the extension of the Solar Business Tax Credit
became a key factor in the negotiations with investors because it enhanced the oth-
erwise marginal internal rate of return. Financing for the project disappeared as
the clock ticked past the 100th Congress.

The uncertainty created by the lack of commitment to a sound tax policy to sup-
port the commercialization of photovoltaic technologies combined with continued ef-
ots to cut federal funding for research and development is particularly damaging

given that the Industry has been in existence for less than 15 years.
These uncertainties affect the Industry on several fronts:
(1) Researvh and Development. The U.S. Industry's ultimate success is, of course,

directly related to its ability to stay on the cutting edge through continued research
and development. While the U.S. has cut federal solar research and development
funding by 80 per cent since 1981, Germany, Japan and other industrialized nations
have increased consistently their funding commitments to the development of the
photovoltaic technology. ,

(2) Financing. Chronar s objective is to be the largest and lowest-cost producer of
photovoltaic panels and systems. To achieve the development and growth of a com-
pany infrastructure that operates efficiently and effectively, it is essential to have
investors with deep pockets and a 6 to 7-year view toward return on investment.

(237)
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The lack of a comprehensive National Energy Policy, adequate photovoltaic re-
search and development funding, and commercialization incen,:ives, especially given
the full government support our Japanese and German competitors receive, make it
particularly difficult to attract and maintain the support of institutional investors.

(3) Competititeness. Chronar views the integration of photovoltaic panels and sys-
tems into the design and construction of large-scale residential, commercial; and in-
dustrial buildings as a major market that has not been tapped. This year, construc-
tion will start in California on the world's largest photovoltaic panel manufacturing
facility. The lower cost and increased power efficiency of the panels that it will
produce, will enable Chronar to enter these markets with products such as curtain
wall and skylighting systems. Unlike consumer products, which are often emotional-
ly-based purchases, these products will be scrutinized closely by architects, engi-
neers and accountants to determine their cost-benefit in comparison to traditional
products.

Another untapped market of great potential to Chronar is "he electric utility in-
dustry. Today, Chronar is the only U.S. photovoltaic company ii a po'-itw1Ln to sign a
contract for the delivery of a photovoltaic power station of i0 MgW or greater
annual electrical output.

In an ideal world, Chronar would compete without any government assistance on
an even playing field with the fossil and nuclear fuel industries. But, given the
enormous subsidies provided to these industries, the only way to provide equity in
today's market place is to also subsidize the photovoltaic technology.

While the continuation of the 10 per cent Solar Business Tax Credit will hardly
offset the cumulative benefit of the massive subsidies received by the fossil and nu-
clear industries, it will help open the door to certain electric utility market areas.

The photovoltaic industry is at a crucial point in its development. This technology
can, with adequate support, play a major role in providing electrical power world-
wide.

Chronar and its financial partners-the Sheet Metal Workers' National Pension
Fund, the International Brotherhood of Electrical Workers' National Pension Fund,
Pacifica Gas and Electric Enterprises, Bechtel Development Company, and Harbert
Capital Services-are doing their part to accelerate the pace at which photovoltaic
systems are available at competitive market prices. It certainly behooves this Na-
tions' government to join private industry and labor in accomplishing this objective.

Any reasonable means that aide the photovoltaic Industry in gaining experience
and credibility with new markets, especially the electric utility industry, is vital.

The small revenue loss that will occur from a 3-year extension of the Solar Busi-
ness Tax Credit will be minuscule compared to losses this Nation will incur if this
technology is lost to our competitors.

I urge you to extend for a minimum of 3 years the Solar Business Tax Credit.
Thank you.

STATEMENT OF ESOP ASSOCIATION

Mr. Chairman, and Members of the Senate Committee on Finance: The ESOP As-
sociation, a national and international membership organization of nearly 1500,
urges the Committee and Congress to make permanent the Internal Revenue Code
Section 72(tX2XC), which is currently scheduled to expire at the end of this year.

Code Section 72(tX2XC) provides that an individual's receipt of a distribution from
an employee stock ownership plan (ESOPi is not subject to the 10% additional tax
on early distributions from a qualified deferred compensation plan.

The reason for the special ESOP exception to the 10% early withdrawal tax is as
valid today as it was in 1986, when the Senate Finance Committee adopted the ex-
ception as part of its ESOP package included in the Tax Reform Act of 1988 (TRA
86).

To understand the reason for the Committee's action, it is necessary to refer to
the House provisions on ESOPs included in TRA 86.

In the fall of 1985 the House Ways and Means Committee adopted a package of
ESOP "reform" amendments. These amendments, offered en bloc by House member
Beryl Anthony, included an amendment mandating that an ESOP distribute a par-
ticipant's account upon the participant's termination from employment, even if the
participant was under age 55. (I.R.C. Section 409(o)). This House amendment thus
made the ESOP different from other qualified ERISA plans, which may keep the
terminated participant's account until he or she reaches retirement age.

The genisus of this House amendment was to make the ESOP account more visi-
bly tied to the employee's work effort, and to blunt the criticism of ESOPs as not
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providing current income similar to a person with direct stock ownership. (These
P critics claimed real ownership meant the owner could "sell" ,, cash-in" his

or her stock whenever the) wished,)
Congressman Anthony did not wi-h, 'w have ES3OP participant's cash-out their ac-

counts whenever they wished, but he did want to prevent employers from locking-up
the participant's accounts for years after termination.

Furthermore, the Congressman felt that once an employee left the employee-
owned company, he or she no longer had input in the productivity or economic
health of the former employer. ie felt to leave the former employee/ESOP partici-
pant s assets in the securities of a former employer eliminated the link between em-
ployee-ownership and possible productivity benefits.

When this House provision was reviewed by the Senate Finance Committee, Sena-
tor Russell Long, then ranking minority member, decided it was not fair on the one
hand to mandate the ESOP sponsor to make early distribution while on the other
hand punishing the individual recipient of that distribution with a special 10% pen-
alt tax. ie, therefore, included a version of Section 72(tX2XC) in the Senate version
of TRA 86. (The full Senate, on a roll call vote, unanimously voted for all provisions
of the Finance Committee's ESOP provisions.)

In August 1986, the House-Senate conference adopted the Senate version with a 3-
year sunset.

Over the past 3 years, nothing has occurred that diminishes the fairness of the
ESOP exception.

To allow Section 72utX2XC to expire would serve no purpose except to hurt the
individual receiving an ESOP distribution.

We are certainly aware of the Administration's position that Section 72(tX2XC
should expire and that the recipient should rollover his or her ESOP distribution
into an IRA. We are also aware that extending Section 72(tX2XC) would reduce Fed-
eral revenues by a modest $10 million in Fiscal Year 1990, and $21 million in Fiscal
Year 1991.

We, again, in retort to the Administration's position emphasize that TRA 86 man-
dates early distributions from ESOPs, unlike other qualified deferred compensation
plans. Thus, it is not fair to eliminate this exception to the general rule on the 10%
tax, which arose because of the ESOP distribution exception to the general rule on
distributions.

The Committee's consideration of the Association's members' position is appreci-
ated.

STATEMENT OF GEOTHERMAL RF-SOURCEs ASSOCIATION

Mr. Chairman and Members of the Committee, on behalf of the members of the
Geothermal Resources Association (GRA), our firm, Van Ness, Feldman, Sutcliffe &
Curtis, welcomes the opportunity to submit comments for the hearing record. Our
purpose is to urge the Committee to extend the energy tax credits for qualifying
geothermal property beyond the scheduled December 31, 1989 expiration date.

The GRA is the association of major U.S. geothermal producers and developers
who are actively developing geothermal resources on our Nation's public and pri-
vate lands. Member companies of the GRA include small, independent geothermal
developers, and large, integrated energy producers. I would be pleased to provide,
for the record, a list of our membership.

Currently, under Section 46 of the Internal Revenue Code, a 10 percent nonre-
fundable energy tax credit is allowed for certain investments in geothermal proper-
ty provided that a project is placed in service prior to December 31, 1989. The credit
was originally enacted in an effort to encourage commercial development and use of
alternative energy technologies. Although we are currently' not experiencing condi-
tions similar to the energy crises of the mid and late 1970 s, there is still a need to
maintain a commitment to alternative energy resources if this country is to achieve
independence from foreign and unstable sources of petroleum.

It is important to underscore that our dependence on imported energy continues
to grow as prices remain low and supplies are abundant. The use of imported
energy, which supplied 21.3 percent of U.S. energy use in 1988, is expected to grow
at a very rapid annual rate of 4.0 percent between 1988 and the end of this century.
Importd energy will provide almost 30 percent of the total energy used in the
United Sitates in 2000. Net petroleum imports are expected to increase from an aver-
age 6.3 million barrels per day to 10.2 2 million barrels per day by 2000. This would
account for 55 percent of all petroleum used in the U.S. in 2000 and 24.3 percent of
total energy used in that year. (Source: 1989 Annual Energy Outlook, Long Term
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[r-jeclions, Energy Irformation Administration, Department of Energy, January
1989.) The LO's 1987 report to the President on Energy Security reported that by
1995, the volatile Middle East producers and OPEC will control as much as 60 per-
cent of the world market for oil. At that rate, by 1995 the United States might be
spending $80 billion a year on oil. This is $52 billion above the $28 billion we spent
on imported oil in 1986. That out-flow of U.S. dollars is a principal reason we are
hemorrhaging in our trade balance. Furthermore, our own domestic sources of oil
and gas, despite the rosy predictions, shrink smaller and smaller. A recent U.S. Geo-
logical Survey (USGS) review of its estimates of American oil and gas reserves con-
cluded that we have 11 years of undiscovered oil left at today's rates of production
and 14 years of natural gas.

Geothermal energy should be examined in this context of growing dependence on
foreign sources and diminishing supplies of domestic fossil fuels. According to the
USGS, U.S. geothermal resources could potentially provide 95,000 to 150,000
megawatts of electrical generating capacity. To date, approximately 2,300
megawatts of geothermal powered capacity has been constructed in the United
States. Depending on the cost of competing fuels it is quite possible that by the mid-
1990's the geothermal industry might be responsible for generating more than 3,000
megawatts of electricity from an abundant and environmentally benign fuel source.

Even though the development of geothermal energy continues at a robust pace,
thanks in large measure to the assistance of the energy tax credit, it is clear that
tax incentives are still required to bring this nascent industry to maturity. High
technological risks, whether real or perceived, low competing fuel prices (albeit tem-
porary) and the high capital requirements needed to construct a geothermal power
plant (even though fuel costs--geothermal--are low) have combined to make contin-
ued development of this important resource questionable once existing power pur-
chase contracts are consummated.

The Administration recently testified that the energy tax credits should be al-
lowed to expire. Support for geothermal resources is confined to the research and
development effort administer-ed by the Department of Energy. Unfortunately,
simply providing funds for long range geothermal research and development does
not address the concerns of today's developers who have projects that will be com-
pleted within the next two years. We believe the short and long-term potential of
geothermal energy will be best assured if this Committee continues support-
through an extension of the energy tax credit-of existing developers and the
projects they are currently pursuing. In the case of many projects, the business
energy tax credits have been the difference between a viable project and one that
cannot proceed forward. While we do not wish to discourage research and develop-
ment activities, we merely point out that R&D funding does not replace the finan-
cial incentives to current commercial development provided through the energy tax
credit.

The tax credits are particularly important as the only tax incentive remaining
after the elimination, over the past couple of years, of state tax benefits and the
regular investment tax credit. The energy tax credit has provided that slight hedge
to developers that can make the difference when they decide whether or not to take
the extra risk in building a power plant that utilizes geothermal resources or before
entering into a power purchase contract. It can also make the difference, particular-
ly in the case of small developers, in whether or not they can assemble the neces-
sary financing for a project. All of these factors emphasize the importance of the
business energy tax credits.

One final, but important comment. There are a dwindling, but significant number
of companies with projects that are approaching completion, that have been relying,
over the years of the projects' planning, permitting, and construction, on the exist-
ence of the energy tax credits. For those projects especially, the continuance of the
energy tax credit is critical to the economic survival of the project and in some in-
stances the developer. Thus, an extension of the credit, or an assurance that the
credit will be available for those projects, is vitally important.

Thank you for the opportunity to submit the views of the Geothermal Resources
Association on the expiration of the business energy tax credits for qualifying geo-
thermal property.

STATEMENT OF ICICLE SFKAFOODS, INC.

Icicle Seafoods, Inc. of Seattle, Washington submits this statement to the Interna-
tional Trade Subcommittee of the U.S. Senate Committee on Finance for inclusion
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in the record of the hearing on "[,S..-Canada Trade I)isputec" scheduled for April 7,
1989.

Icicle Seafoods, Inc., on its own behalf and on behalf of nine other seafood process-
ing companies located in Washington State and Alaska, filed a Section 301 Petition
with the Office of the U.S. Trade Representative on April 1, 1986. The gravamen of
the petition was the assertion that Canadian law forbade the export of unprocessed
salmon and herring to the United States in violation of General Agreement on Tar-
iffs and Trade (GA'Pi) and is therefore an unfair trade practice under Section 301 of
the Trade Act of 1974. The Canadian export restriction gives Canada's fish process-
ing companies a competitive advantage because they are able to freely purchase un-
processed salmon and herring in the United States when additional sup plies are
needed. U.S. fish processing companies are denied this ability by the Canadian
export restriction.

A summary of the history of this dispute is as follows:

1986
April 1-Section 301 Petition filed with USTR.
May 16-USTR initiated investigation and requested consultations with Canada.
September 3 and October 27--Consultations between U.S. and Canada.

1987
February 20--US requested GATT to establish a dispute settlement panel,
June-GA'17 panel was designated and met with U.S and Canada on June 18 and

July 10.
November 4--GATI panel ruled in favor of the U.S, finding Canada's export re-

strictions in violation of GATT Article XXXIII.
March 11--Consultations between U.S. and Canada
March 22-Canada says it will accept GAff panel decision and remove export pro-

hibition by January 1, 1989. Certain Canadian officials announce intent to sub-
stitute landing restriction for export prohibition to protect Canadian industry.
Landing of all fish in Canada prior to export was indicated.

March 23-GATT panel report is adopted by GAIT Council.
August 30-USTR publishes a Notice of Proposed Determination and Action under

Section 301. The Notice requests comments on the impact of Canada's export
restrictions and alternative Canadian landing or inspection requirements.

SepLember-Canadian negotiators in Free Trade Agreement tFTA) talks attempt to
include provision "grandfathering" Canadian provincial laws that prevent the
export of unprocessed fish. U.S. negotiators object but agree to language refer-
ring to export prohibition laws of the maritime provinces on the East Coast (i.e.
not B3ritish Columbia), and making the language subject to GAIT. Article 1203
of the FTA.
Congress amends FTA implementing legislation to require the President to t.4ke
appropriate action within 30 days of any action by Canada applying export re-
strictions referred to under Section 1263 of the ,'TA or applying ]an ing re-
quirements.

January 1-Canada does not remove its export prohibition on herring and salmon,
January 4-5-Canada begins consultations with USTR and discloses, for the first

time, landing law program for West Coast salmon and herring only. USTR
offers counterproposal to allow landing in U.S. subject to Canadas regulations.

February 2--Canadian negotiators reject counter proposal by the U.S

Recently, Ambassador Carla Hills met with Canadian Trade Minister John Cro's-
bie and indicated that Canada's proposed landing requirements were not acceptable
to the United States because of the delay inherent in landing the fish and resulting
reduction in the fish's value. See, 6 International Trade Reporter 323 (March 15,
1989).

This dispute has continued without a satisfactory resolution for almost three
years. During this time, the petitioners have had to endure the fact that Canadian
fish processing companies are able to freely purchase unprocessed fish in the United
States to increase their inventories, while U.S. fish processors are denied this ability
by Canadian law. Canada has not fulfilled its promise to GAIT to remove its export
prohibitions on salmon and herring, and the Canadian herring season is now nearly
over for 1989. Canadian government foot-dragging has been an obvious negotiation
tactic, requiring our government to press for a resolution at every turn only to see
more delay from Canada each time. Our fish processing companies are increasingly
dismayed by the strong "free trade" rhetoric coming from the two governments
while resolution of this dispute remains as uncertain as when the case. was filed in
1986. Moreover, USTR has been unwilling to support reciprocal measures that



242

would eliminate the obvious buying advantage of Canadian companies in U.S. fish
markets.

On March 28, Ambassador Hills determined that Canada's failure to lift the
export restriction denies the United States rights to which it is entitled under a
trade agreement aid has published a notice of possible retaliation. See, attached
Federal Register notice. A hearing has also been scheduled for April 26, 1989 to con-
sider a final list of products that would be subject to increased duties or other trade
restrictions if Canlda does not comply with the GATT ruling.

Retaliation is not welcomed by the Petitioners in this case. Unfortunately, the Ca-
nadian government is unprepared to deal with this dispute on a straight-forward
basis and to eliminate the export restrictions and not replace them with equally re-
strictive landing requirements. The dispute has been fairly and effectively handled
by the Office of the U.S. Trade Representative, without threats or rhetoric. But this
approach has been met with continual resistance and delay from the Canadian ne-
gotiators. From this, our negotiators have concluded that only the toughest meas-
ures, i.e. retaliation against Canadian fish exports, will get that country to reach a
meaningful settlement.

In conclusion, the Petitioners want an early and quick resolution of this dispute
that fulfills the "free" trade promise of the Free Trade Agreement between the
United States and Canada Many of the Petitioners have now become victims of the
worst oil spill in U.S history and will suffer substantial and loss of busine s as a
result. Access to fish in Canada will help soften the blow to our fish processing oper-
ations. We hope the Subcommittee will continue to monitor this dispute and to
press for a resolution as scon as possible.
Enclosure
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Unfair Trade. racels;k e
Seafoods USTR Oeteerrnatlion an

Aal*CY-. Office of the Unuted States
Trade Representati ,e.
AcT05 Notice of Section 304
Determination; Notice of Public Hearing
Lnd Request fou Public Comments on
Pnsibla U.S A,:on in Response to
Certain Canadian Unfair Trade
t'racticea8

sUmNARY: In May I*S& the United
.3tales Trade Representattvie (USTR)
initiated an investigation under section
30. of the Trade Act of I94, as
omende'd. I U S C. 2411 et seq ("the
Act 1. concerning Canada's prohibition
on the export I the United States of
unprocessed Pacific hearing and pink
and sockeye salmon, In March 159. the
General Agreement on Tahifs and
Trade (GATT) Councd of
Representatives adopted a panel report
finding that Canada's export prohibition
s inco intent with Canada's

obligations under the GATT.
Based wa the Councl's endings. and

because Canada continues to maintain
its export prohibi-ion. Lh USTM ha
determined under section 304(4)(1t)A) of
the Act subject to the direction of the
PresidenL that Canada'a export
prohibition consultatlonis with the
Government of Canada These
conaultatimxa were held on September 3
and October 2. 19M8 They failed to
5'ield a satlfactor resohitlon oftire
issue. ConsequenitJ, the USTR Invoked
the formal dispute settlement
procedures of the GAT and won a
favorable panel decision that was
adopted by tie GATT Coucil i Marcd
19e&.

Representatlvea of the United States
and CAnada again comkaltad on March
D-t, 198& On March 2Z I 9& the
Government of Canada announced that
it would altmnate the export restrictlona
effective January 1. 198. The
Government of Canada also armounced
that it intended to impoe now
requirements for landing and inspection

of certain specas of fish prior to
exponlatlo.

On Augist 0 1968, the USTR invited
p'iblic commrI pursuant to section
304(b)(IXA. on a proposed USTR
dete'nmnarion regarding the Canadian
export prohibition. 53 FIR 33201'. Canada
has cot as yet elim nated it export
reatrictionj nor Lmpoaed landing and
Inspection requirements.

Notice of Deteunanadais at-Aa Public
Herin

On the baais of the findings adopted
by the GATT Connrecurig Parties, and
because Canada continues to maintain
the export prohibitic. the UST"R
determined on March 28. 1989 thaI
C.anadas'a export prohibition denes a
riget to which the United States is
entitled under a trade agreement The
UTSTR alao directed the dentei rtghta to
which the United States is entitled
under a trade agreement, Prnding
further development n thims case, the
USTR has directed the Section 301
Committee to conduct a public hearing
on possible U S, action under section
30 as a result of thIs determinahot
This hearig will be held on April 28,
1989
Foo F1rrrMT SVA0T1OU COWTAGrT
Questions about products under
consideration for Increased duties or
other Import restrictions should be
directed to Mr. Jukka Kolhon'rt. U.S.
Department of Commerce. (301) 427-
2383 Questions concerning the state of
thia caam or othar queatioa, should be
referred to Mr. Peter Murphy, Aslaistant
United States Trade Representative,
Office of the United States Trada
Representatives (202) 395-48&.
supaiUirAny UsomAintio On April
1. 19m. Icicle Seafoods and nine other
compare with fish processing facilities
in southeastern Alaska and the State of
Wasbion filed a petlton ti der
section 301 of the Trade Act of 1974
alleging that Canada prohibited export
of unprocessed Pactfic hernin and pink
and sockeye salmon. and that thIs policy
was an unjustifiable trade pracUce in
violation of ArUce X of &,c GATT.
ArUtile X1 prohibit most types of export
restrictions.

On May 18 IN& purauant to 19 U S.C
2412al. the USTR Initiuted an
lnvestgation on the ba ts of the petition
(51 FVR 19Wa). On the same date, th*
United States requested Section 301
Committee to conduct i a pubhc hearing
p urm ant1 to seciw 304(bK(IXA) on
possible U.S. action as a reeult of this
delerminaton.

LegaI A utority
The Trade Act if I9r4. A amended.

requires the USTR in this case to
determine under section 30 4(a)(X1A)
whether right, to which the United
States Is entitled under a trade
agreement are being denied In the event
that the USTR finds that such rights are
bejg denied, the USTR must take
appropriate and feasible acton ia
response subject to the specifc
direction, if any, of the PresidenL unless
an exception specified in section
301(a)(2 applies Section 301(cXt)(B)
expressly authorizes the USTR to
impose duties or other import
restlctiora on the goods of a foreign
country for such time as the USTtR
determines appropriate. Meas.rea under
section 301 may be taken against the
country concerned or against eL
countries, at the discretion of t),e USTR

Pubuc I lerin

The section 301 Comm-ittee will fold a
public bearng on a bIat of products
exported from Canada under
consideration for lncluslon on a final list
of products that would be subject to
increased duties or ,olber trade

ret,"ictions. Tte hearing win he held on
Apri 2& 1989, at 10-00 am In Cout
Room .& Room 100, of the US.
International Tride Comlssion. 500 E
Street SW, Washington. DC

The public is invited to comment at
the heating on: (1 The appropirlatnesa
of subjectin the products lited In
Annex A to an increase In duties or to
other trade restrictions (2 the levels at
which U S. customs duties or other
import restrictions o paitictlar
products should be set. and 13) the
degree to which i.ctased duties or
other import restrictictnus might have an
adverse effect on U.S. consumers of the
products concerned The comments
submitted will be ccioatdered in
recommenjing any action under section
303 to the U3TR.

Interested pawns wishing to testify
must provide wnritlen notice of their
intenuon by noon. April 14. 1M8. to Ms.
lan Bradley, Clialrma of the Section
301 Committee, Ofce of the United
States Trade Representative, Room 222,
8W0 17th Street KW. Washineto. DC
XC80. The written notice mult provide
lie following infornaton: (1) Name. firn
or a ffillatIon. address and telephore
number, u)d () a ,umuary cf the
proposed testimony, tocludi the
product, by tariff rubieading numbers.
to be discussed In addition, such
persons must subdt a complete writ en
statement In coyea n Ei lish. by non.
April 17,191M, at the above addre-es.
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STATEMENT OF Luz INTERNATIONAL LTD.

SUBMITTED BY PATRICK IFRANCOIS, CHIEF FINANCIAL OFFICER

Mr. Chairman and Members of the Committee, my name is Patrick Francois and
I am the Chief Financial Officer of Luz International Limited, a California corpora-
tion that is the world's leading developer of solar thermal electric power plants. I
want to thank the Committee for its past support of the solar industry and for pro-
viding Luz with the opportunity to present testimony on why the business energy
tax credits, scheduled to expire on December 31, 1989, should be extended.

To place the business energy tax credits-and particularly the solar energy tax
credit-in perspective, it is important to chronicle the growth of the solar thermal
industry which could not have been achieved without the solar energy tax credit.

To date Luz has placed in service six 30 megawatt facilities and one 14 megawatt
facility, all in the Mojave Desert in California, totalling 194 megawatts of electric
generating capacity. The output of these facilities-which is adequate to meet the
residential needs of 270,000 people in Southern California-is sold to Southern Cali-
fornia Edison.

Unlike photovoltaics with which you may be more familiar, the basic principle of
Luz technology is simply to use parabolic trough mirror assemblies to focus the heat
of the sun and increase the temperature of a heat transfer fluid. Superheated fluid
circulates through vacuum insulated pipes, in turn, producing steam through a con-
ventional heat exchanger and electricity through a conventional steam turbine gen-
erator.

Luz has combined simple principles with state of the art engineering and electron-
ics to successfully demonstrate that renewable and non-polluting solar power can
meet utility standards of cost, efficiency and reliability.

Our technology has flourished in large measure because we meet a current need
for peak load power. Peak demand periods in Southern California mostly fall during
summer daylight periods. Luz facilities operate during 95-100 percent of the on-peak
hours, 80 percent of the summer mid-peak hours and 60 percent of the winter mid-
peak hours. In contrast we operate during only 13 percent of all uff-peak hours.

To assure reliability even during cloudy periods and to provide power during high
demand evening periods, Luz facilities are designed to operate using a limited
amount of natural gas, the cleanest fossil fuel, as a supplementry source of energy.

The ability to operate on either solar or gas independently, or in a hybrid mode,
makes it possible to meet baseload needs with maximum utilization of solar re-
sources. For example, during this winter's cold spell in California we were able to
alter our operating plan at the request of Southern California Edison to help meet
surging demand for electricity at a time when several base load plants were off line
for service.

This week we broke ground on the first 80 megawatt facility, which will be on-line
by the end of 1989. The output of this facility, along with an additional 300
megawatts to be completed by 1994, will also be sold to Southern California Edison.
As a result of a recent bidding exercise, we have an additional contract to build 80
megawatts of capacity for San Diego Gas and Electric and we are actively pursuing
several other opportunities in the southwest United States and overseas.

When construction of our current inventory of contracts is completed, 654
megawatts of solar electric power will produce enough electricity to meet the needs
of over 800,000 people-nmore people than live in San Francisco, New Orleans,
Denver or Washington, D.C.

Moreover, solar thermal plants address positively two of the major environmental
issues facing us today: ozone pollution and the so-called "greenhouse effect." The
SEGS VIII plant will minimize nitrous oxide emissions which create ozone pollution
by emitting only 6 parts per million of NO, per kilowatt hour produced as opposed
to 125 parts for a conventional gas fired plant. With regard to carbon dioxide emis-
sions which produce the greenhouse effect, the SEGS plant produces only 0.27
pounds of CO, emissions per kilowatt hour produced as opposed to 20 pounds for a
coal plant, 1.7 pounds for an oil refinery and 1.1 pounds for a natural gas facility.

Construction of our facilities and our research and development program have all
been funded by private capital. This could not have been accomplished, however,
without the benefit of a national policy that mitigated several critical market fac-
tors: the high risk associated with any new technology; the effect of depressed fossil
fuel prices; and the capital intensive nature of a technology which costs more to
build but less to operate than a conventional power plant with large fuel require-
ments.

We are proud of the progress that Luz has made towards commercializing solar
electric power generation. But market conditions continue to require federal policy

99-833 0 - 89 - 9
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support. World energy prices continue to dampen market interest in renewable
technologies, even though clean renewable power has clear public benefits. Even
though the lifecycle cost of building and operating a solar power plant is becoming
truly competitive with conventional fossil fuel technology, low energy prices discour-
age market place interest in alternatives. And under our new contracts with the
utility, payments to us of so-called "avoided energy costs" costs which the utility
avoids by purchasing energy from us rather than building a new plant-are project-
ed to be only half the amounts received under the previous contracts.

Tax incentives have made it possible for us to provide adequate financial packages
to attract private investment to a new technology. But with the termination of state
tax benefits and the elimination of the regular investment tax credit, only the
energy tax credit remains-and the energy tax credit provides the slim margin of
viability for our projects. Put bluntly, without the energy tax credit our eighth
SEGS project could well be our last unless there is a substantial increase in the
price of oil coupled with a decrease in interest rates.

Particularly at a time when Congress is struggling to fashion policies to encour-
age the development of clean and safe sources of power as quickly as possible, we
hope that this proven mechanism will be retained to keep private capital flowing
into solar power projects. I urge you not to let a vigorous solar thermal industry die,
because to resuscitate it, as will inevitably be the case when the next energy crisis
arises, will cost the taxpayers subsidies far in excess of the modest cost of extending
the business energy tax credits and, in any event, might not be achievable in a time
frame which would make a positive contribution to the national interest.

Thank you for your consideration.

STATEMENT OF OPPOSE fORGANIZAriON FOR THE PRESERVATION OF THE PUBLIC EM-
PLOYEES' REIIREMENT INDUSTRY AND OPPOSITION TO SOCIAL SECURITY EXPANSION TO
SUICH INDUSTRY)

SUBMITTED BY ROBERT J. SCOTT

Members of the Senate Committee on Finance, I am Robert J. Scott, secretary-
treasurer of OPPOSE. OPPOSE is a Colorado corporation formed by teachers, fire-
fighters, police, and other state and local government employees who have elected
not to join the Social Security system. The purpose of our organization is to assure
the continued financial integrity of our members' retirement and health insurance
plans by resisting congressional efforts to mandate Social Security or Medicare cov-
erage of public employees. Our members are found in Alaska, California, Colorado,
Illinois, Kentucky, Louisiana, Massachusetts, Minnesota, Nevada, Ohio, and Texas.
With respect to the isaue of mandatory Medicare coverage, the interests of OPPOSE
are identical to those of the four to five million public employees throughout the
nation who remain outside the Social Security system.

In its budget submission for 1990, the Reagan Administration for the third time
proposed to raise revenues by requiring all state and local government employees to
participate in the Medicare system, effective October 1, 1989. Along with the other
Reagan revenue proposals, this measure was included in President Bush's budget
plan released February 9, 1989. Under the Bush plan, the revenues raised by the
payment of additional Medicare taxes would apparently be used to offset some of
the costs of various revenue-losing tax proposals. Through this testimony, we wish
to express our strong opposition to the mandatory Medicare coverage proposal.

By way of background, I would remind you that employees of state and local gov-
ernments were nQt permitted to join the Social Security system when it was estab-
lished in 1935. While they have been permitted to join since the 1950s, those who
have chosen to remain outside the system have their own retirement plans and, in
many instances, health insurance plans.

In 1985, in response to the federal government's pressing need for revenues, Con-
gress elected to require state and local governments and their employees to pay the
Medicare tax. It implemented this decision, in the Consolidated Omnibus Budget
Reconciliation Act of 1985 ("COBRA"), by extending mandatory Medicare coverage
to all state and local government employees hired on or after April 1, 1986. By
adopting this phase-in provision, which is resulting in increasing numbers of Medi-
care-covered public employees through normal job turnover, Congress ensured that
all public employees will ultimately pay the full Medicare tax to the federal govern-
ment. While we at OPPOSE did not favor mandatory Medicare coverage, we be-
lieved that the phase-in provision adopted in COBRA was a reasonable, permanent
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solution that avoided imposing overwhelming burdens on state and local govern-
ments and their employees.

During consideration of the Omnibus Budget Reconciliation Act of 1986, Congress
threatened to abandon COBRA's phase-in by mandating coverage of those employ-
ees specifically excluded from coverage under COBRA, but, in the end, did not adopt
such a provision. The issue was reopened and the same proposal was rejected by
Congress in 1987.

We believe that the phase-in compromise reached in COBRA should be respected
and that our employees and retirees should not be visited by the same threat year
in and year out. Therefore, and for the reasons set forth below, OPPOSE asks you
this year to reject the proposal to extend mandatory Medicare coverage to all state
and local government employees.

1. Despite the promise of the President not to propose new taxes and the recent ef-
forts of Congress to provide tax relief to lower- and middle-income individuals, this
proposal singles out a group of 4 to 5 million lower- and middle-income Americans
and their spouses for new taxes. The President campaigned on a pledge not to raise
taxes and has repeatedly asserted that the budget may be balanced without new
taxes. Asked to specify what measures qualify as "new taxes," Office of Manage-
ment and Budget Director Richard Darman suggested application of "the old if-it-
looks-like-a-duck rule, if it looks like a 'tax' to most Americans, it's a tax."

Quite simply, this measure has webbed feet and quacks. For the 4 to 5 million
affected Americans, the proposal would result in the deduction from their paychecks
of approximately $363 each year. No one can deny that this is a new tax under the
Bush Administration's definition. And, adding insult to injury, it is the only Admin-
istration proposal to raise income or payroll taxes!

This new tax would fall on a group of people-primarily teachers, firefighters,
and police, as well as other public employees-whose income averages about $25,000
per year. This is hardly a high level of income in an era when many federal employ-
ees making almost four times this amount can not afford to remain in government
service. To consider the example of the average Jllinois teacher, who makes $28,085
annually, the new tax of $407 would more than offset the meager $303 that nuw
remains to such an individual after payment of basic expenses such as rent and gro-
ceries.

Moreover, the new tax would more than offset the tax cuts these individuals re-
ceived under the Tax Reform Act of 1986. According to the Joint Committee on Tax-
ation, the Tax Reform Act provided taxpayers with incomes in the range of $20,000-
$30,000 with a cut equivalent on the average to $220. The new Medicare tax that
would be imposed upon state and local government employees equals 1.45 percent of
payroll.

Thus, to cite another example, in the case of the average government employee in
Colorado (whose annual salary is $25,842), the new Medicare tax of $375 would
result in a net tax increase of $155. (See attached Table A setting forth state-by-state
the cost of Medicare coverage to the affected individuals as well as the projected
amount of his or her tax cut under the Tax Reform Act.) The increased tax burden
for employees would be even higher if the 1.45 percent tax that would be newly im-
posed upon their employers is passed along to the employees.

2. President Bush has vowedto leave a legacy as "the Education President, " lead-
ing the effort to improve the quality of education. Yet mandatory Medicare coverage
would have a particularly adverse impact upon education in America. Within the
past several years, the National Commission on Excellence in Education declared
that America's educational system is failing both its students and the entire coun-
try. It has been recognized that one cause is the difficulty school systems face in
recruiting and retaining quality teachers. The federal government has reported that
the country will have 34 percent fewer teachers than it needs by 1992.

One reason for thi, problem is that teachers are significantly underpaid. In 1986-
87 (the most recent year for which statistics are available), the average teacher's
salary was $27,878, while the averages ranged state-by-state between $19,000 and
$46,082. After adjustment for inflation, the average American schoolteacher's salary
has risen only 7.3 percent over the last ten years.

Mandatory Medicare coverage would only exacerbate the problem caused by low
salary levels. Teaching is one of the major professions with large numbers ofnon-
covered members. In the affected states, mandatory Medicare coverage would take
an additional $404 from the average teacher's salary each year (1.45 percent of
$27,878). If, as appears likely, employers attempt to recoup their own Medicare tax
obligations from their employees, the average teacher's pay cut could be double that
amount. As a result, many of the best qualified teachers-particularly those with
marketable skills in mathematics, science, and computers-would leave teaching for
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better-paid employment. In a year in which education is to take top priority, adopt-
ing legislation that would aggravate the teacher recruitment problem appears
unwise.

3. The proposal would hate an extremely negative fiscal impact upon the affected
state and local governments. While the impact of the proposal would fall most heavi-
ly upon governments in approximately 10 states,* forty-nine states include at least
some subdivisions with non-covered employees that would be significantly harmed
by these additional operating costs. Estimates of the annual cost to state and local
governments are set forth state-by-state in Table B, attached. For example, each
year, the proposal would cost governments in Illinois $79 million; in Ohio, $158 mil-
lion; in Maine, $14 million, and in Texas, $129 million.

Imposition of these additional costs would come at a difficult time. Recent reports
released by the National Governors' Association and the National Association of
State Budget Officers found that the flexible freeze called for in the Bush budget
could reduce federal aid to state and local governments by as much as $5 billion and
would underfund the cost of welfare reform implementation by more than 50 per-
cent. Moreover, state and local governments have repeatedly been forced to shoul-
der additional burdens in recent years, resulting from considerable cuts in the feder-
al appropriations for many of their programs and the loss of revenue-sharing, while
the Tax Reform Act of 1986 limited their ability to raise revenues, through loss of
the sales tax deduction and new restrictions upon municipal bonds.

The result is that state and local governments are in no shape to absorb addition-
al fiscal burdens. Early revenue estimates for fiscal 1989 show an average revenue
growth of 5.4 percent, compared with expenditure growth of 6.8 percent--a trend
that could lead to further fiscal difficulties in the future. Two sti'tes that would be
most seriously affected by the mandatory coverage proposal reported no revenue
growth (Alaska and Louisiana), while two other such states (California and Massa-
chusetts) reported lower-than-anticipated personal income tax collections.

To cite a few examples of the results of this fiscal squeeze, a number of California
counties have been required in recent years to close public libraries and parks as a
result of budget shortfalls. In 1987, the President of the Board of Commissioners for
Trumbull County, Ohio, testified that, as a result of the loss of revenue-sharing,
39,000 citizens in his county were without police protection. Governments at all
levels around the country would find that imposition of the new 1.45 percent Medi-
care tax would force them to make very hard choices among essential services and
staff.

4. Mandatory coverage of public employees will not pay /br other pr(ora"ms because
the revenues raised by the mandatory cot erage proposal would shortly decline to zero,
while the Bush Administration 's re'enue-lo'ing proposals 1' would require !krm,inent
sources of financing Through the operation of COBRA 's provision imposing cover-
age on newly hired employees, job turnover has resulted in a larger percentage of
the public employee workforce being covered each year. We estimate the overall
turnover rate for state and local employee groups to be approximately 9 percent per
year. Thus, of the state and local government employees not covered by Medicare

fore COBRA, approximately one-quarter are now covered.
As time progresses, fewer employees remain outside the system. representing a

declining revenue base. The revenues that the mandatory coverage propiosal would
raise would dry up entirely in a relatively short time and would not be available for
any purpose in the long run. On the other hand, the items that the Administration
proposes to finance through mandatory coverage are permanent, and require a per-
manent source of financing. Enacting the spending proposals on the pro ot that
mandatory coverage would pay for them would actually exacerbate the deficit prob-
lem.

Moreover, because the Administration's revenue estimates do not reflect a decline
in the amount that this proposal would raise over 'ime, the estimates are them-
selves open to challenge even concerning the amount that would be raised in the
first year. The Administration estimates that the mandatc-y co%. age proposal
would raise $1.8 billion in fical year 1990 and $1.9 billion in each of the next three
years. These estimates, which do not reflect a decline in revenues in the out years,
are simply inaccurate with respect to-the later years and suggest that the full effect
of COBRA was not taken into account in the estimate for fiscal year 1990.

By suggesting that mandatory Medicare coverage presents an available revenue
source, the Administration's proposal also ignores the fact that the newly taxed indi-

' Alaska, California, Colorado, Illinois, Louisiana, Maine, Massachusetts, Nevada, Ohio, and
Texas.
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viduals would also become neu'lv entitled to benefits. Ideed, their benefits might
well be relatively more expensive than the benefits of the average covered individ-
ual. Like the federal employees who were brought into the system in 1983, newly
covered state and local government employees would become entitled to the full
package of Medicare benefits despite having spent a portion of their careers outside
the system and having paid a relatively small amount of the Medicare tax as a
result. Given the projected decline in the HI trust fund's balance in the next decade,
any revenues raised by an expansion of mandatory Medicare coverage would be
needed to offset the cost of additional benefits.

Recent reports have indicated that the magnitude of the deficit problem the coun-
try faces in the next decade is masked, in part, because the Social Security trust
funds, which are counted for purposes of deficit calculation, will begin to build large
surpluses that must be expended on benefits in the next century. Congress should
not add to this problem by enacting spending proposals and claiming to fund them
by revenues which are credited to the HI trust fund and necessary to pay futt.-e
benefits.

5. Mandator- Medicare coverage of the enploees who were ''grandfathered ' out-
side the s'stern by COBRA would create a i-arety of problems that were avoided by
COBRA ' comp rorzse position. Some state and local governments have health plans
in place for their employees, including retirees. Adjustment of these plans to take
account of Medicare coverage for existing employees would prove an overwhelming
task, or would result in abandonment of these plans. While COBRA affects the
health benefits and take-home pay of individuals at the time they commence em-
ployment, the current proposal would displace benefits programs that individuals
have enjoyed, in some cases, for many years, and would reduce the amount of take-
home pay they have come to expect. Abandonment of the careful compromise adopt-
ed in COBRA would unfairly disappoint the expectations of millions of public work-
ers,

6. ,Mandator-v coverage can not be justified on the grounds that it would benefit the
affected e'rnplovtes. The Reagan Administration attempted to justify its proposal
with the paternalistic concern that '[a] minority of State and local government
employees . may not be assured of Medicare coverage." The response to this con-
cern is simple if those public employees wanted Medicare coverage, they would
have it. Since the passage of COBRA, local jurisdictions have had the option of join-
ing the Medicare systeni without also participating in the Social Security system. If
Medicare coverage were desirable, employees would certainly bring pressure to bear
upon their employers to adopt it. In fact, the opposite is true: public employee
groups are vehemently opposed to mandatory Medicare coverage, and do not need
the federal government to provide it "for their own gooA.d

TABLE A ANNUAL COST TO STATE AND LOCAL GOVERNMENT EMPLOYEES OF MEDICARE COVERAGE
OF ALL EMPLOYEES

A.r a3e A'Uh 3C A"Ceog Li
.mr 3 .3 >' 2 rn, irhe [ai

Refyrn A Ir

Alabarna $20,304 $290 $220
Alaska 39,6;2 - 575 273
Arizona 28.044 401 220
Arkansas 18,060 262 200
Calhfornia 32,700 474 213
Colado 25,608 311 220
Con nticut 27,108 402 220
Delaware 24,132 350 220
Dist of Coumbia 32,412 471 273
Floods 23,616 342 220
Georgia 20,400 296 220
Hawai 23,460 340 220
Ida!o 19,908 289 200
I1llinis 26,496 384 220
Indana 24,996 362 220
Iowa 23,064 334 220
Kansas 20,856 302 220
Kentucky 19,692 286 200
Louisiana 18,768 272 200
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TABLE A.-ANNUAL COST TO STATE AND LOCAL GOVERNMENT EMPLOYEES OF MEDICARE COVERAGE
OF ALL EMPLOYEES--Continued

Arinal salay of kniaiItuA Avwagf
State aaputlc wiciesI Mhrgfm pgosi from V"

Maine, 20,724 301 220
Maryland. 27,540 399 220
Massachusetis. 26,076 378 220
Michigan 28,848 418 220
Minnesota . 29,340 425 220
Mississpi.... 16,656 242 200
Missouri__ 21,300 309 220
Monta.a 21,588 313 220
Nebraska 20,592 299 220
Nevada 26,208 380 220
New Hampshire 21,636 314 220
New Jersey 27,348 397 220
New Mexico 20,640 299 220
New York. 29,160 423 220
North Carolina 22,140 321 200
North Dakfrta 22,056 320 220
Ohio 24,516 355 220
Oklahoma. 19,752 286 200
Oregon 24,504 356 220
Pennsylvania . 24,132 350 220
Rhode Island 27,036 392 220
South Carolina 1. ,752 286 200
South Dakota. 18,828 273 200
Tennessee. 20,184 293 220
Texas 21,924 318 220
Utah 21,912 318 220
Vermnt 21,768 316 220
Virginia 23,172 336 220
Washingt,n 26,616 J86 220
West Virginia. 19,368 281 200
Wisonsin 25,620 371 220
Wyoming 23,268 337 220

'US %ureau of the Census, Fubc Emplcymert in 1987 -Gownrnet Empoyreit (Seie GE-t7-1) at 10
'The amourt of the new Medare tax is derrdbe nu'itri,ng the avage ernpoye's salary by 145%
3 ont Committee on Taxation Staff, Data on Ostr o- by Income Class of Effects of H R 3838, Tax Reform Act of 1986 (C-28-86)

(Oktober 1, 1986), TaWe 4

TABLE B.--POTENTIAL ANNUAL COST TO STATE AND LOCAL GOVERNMENTS OF COVERAGE OF THOSE
EMPLOYEES CURRENTLY NOT COVERED BY MEDICARE

Em not Employe not cowed by Cost of
State coed by Medicare coverage (inStteSocl ... millions of

Secunty Number Percentage' dollars)

Alaba,Tia .. . ....... 27,000 19,710 8.2 7.2
Alaska. 40,000 29,200 51.5 106
Arizona. 21,000 15,330 8 2 56
Arka, s... .. ....... 39,000 28,470 9.7 10.3
Cairloroa .... . _ 991,000 723,430 47.1 263.0
C ...orado.. . 150,000 109,500 56.7 398
Connecticut . 63,000 45,990 27.6 16.7
Delaware ... 14,000 10,220 254 3.7
Florida . 127,000 92,710 157 33.7
Georgia. . 64,000 46,720 13 5 17.0
Hawaii. 24,000 17,520 24 7 6.4
Idaho ....... 0 0 0 0
llinois 29. .... ... .... . ... . ...... 29,000 218,270 35.9 79.3
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TABLE B.-POTENTIAL ANNUAL COST TO STATE AND LOCAL GOVERNMENTS OF COVERAGE OF THOSE
EMPLOYEES CURRENTLY NOT COVERED BY MEDICARE-Continued

E ntpkees not ( no co mel by (coto
Saeccrw by Mediare =o~ug (in

Securty Numbr Percenage ' iArs) S

IM Ft, . ...... . . . . .
Louisi.... ....... ..... . .
Kma ... .... ..........Kentucky. ........ .
Louisiana......... ..

Marytn .e..

Massachusetts...
M ihigan ........
Minnesota.

Missouri.
Montana .....
Nebraska ....... .........

New Hampshire .....
New .
New Mexico .......
New York .......
Norh Carolina.
North Dakota

Oklahomna
Oregon
Pennsylvania
Rhode Isand.
South Carolina
South Dakota-
Tennessee.,
Texas . . ..
Utah ....... . ..
Vermont..
Virginia ......
Washington.
West Virgnia ......
Wisconsin.
Wyoming ......

TOTAL ............. ...... .. ...........

54,000
5,000
2,000

56000
.. . . .... 271,000

52,000
29,000

334,000
19,000
96,000

2,000
. ........ ...... 62 000

.. 5,000
2,000

49,000
. .... . ...... 6,000

. .. . . . ......... . .. 30,000
33,000

153,000
43000

6,000
595,000

. ... .. ..... 33,000
14,000
36,000
25,000
6,000
2,000

29,000
486,000

1,000
1,000

72,000
36,000

7,000
48,000

5,000

4,564,000 3,331,720

I Soc& Secwty Afntirsatc, 1985 Current Popuaio Sixe and Contno.s Work History Same, retr~ted in Congressional Research Serv
paper "Mediare Coeage of Employees of State and Local Gowots," by Dav Kotz, (March ii, 1987)

2 The Consolidated Ormius Bdg Reconclatn Act of 1985, Pul. L 99-272, reqnns pok emloyees hired after March 31, 1986, to.r the Meiare system. Because we assume employee towom at a rate or ap oomat rer year, e the three years swce
W took effect, " m,.atey 217 of previously noow ered puic eroye e n covered by Mekcare. The number of polbi employees not

covered by Social Secrty has therefore bw reckad by 277 to ref te number of emnl yee who are currently no covered by Mekcare
2The fiops reflect only the 1.45% that would be pad by the govwnents as ernployers, and do rot inde the cost increase totheir
rloyees, who wM also have to pay the 1451 Medicare tax (we rewne side for ineased tax bNrden on i h a ef ployees), Given that the

empoyer's part of te MeIdlcare t 1457, and the salary of the amage state or local govrrnt eryooyee is $25,068, (US. Bureau of the
Cersu, Piisi Emriployreet hr 1981-Goernent E oymnet Series GE-8i-ho 1) at 10), eac govemnntal ernTployerl cost is equal lo the
nmber ofcalenoyme, orutapie by $25,068, mutid b 145

STATE NT O,. ROBKRTh, LOUCKS & CO. A CORPORATION, PRIVATE INVEwTmENT
Accouims

Dear Friends: The following recommendations are submitted in connection with
your current hearings on the capital ins tax. Thanks to your staff for inviting me to
present my views and careful directions thereof.

39,420
3,650
1,460

40,880
197,830
37,960
21,170

243,820
13,870
70,080

1,460
45,260
3,650
1,460

35,770
4,380

21,900
24,090

111,690
31,390

4,380
434,350
24,090
10,220
26,280
18,250

4,380
1,460

21,170
354,780

730
730

52,560
26,280

5,110
35,040

3,650

12.7
15
07

20 1
63.4
530
7,5

74.6
3.0

247
0.7

16.4
6.7
1.5

70.2
7.5A"5

20 1
8.9
82
7.5

74 6
112
52
4.5

321
2.3
3.7
89

37.3
07
15

135
97
45

119
7.5

14.3
13
05

149
71.9
138
7.7

88.6
5.0

255
05

165
13
05

130
16
so
8.8

40.6
11.4
1.6

157.9
88
3.7
9.6
66
16
05
7.7

1290
03
0.3

191
9.6
19

127
1.3

$1211.2
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The U.S capital gains tax, I am told, is the highest in the world. When you add
state taxes on gains in high tax states such as Massachusetts, New York and Cali-
fornia it is even higher, exceeding 40% for some taxpayers.

We are investment advisors mostly to individuals and families with nearly $300
million total. Our clients are located in many states from Vermont to Alabama,
Florida and California, etc. We have been advising people on investments in Chicago
since the 1920's through predecessor firms.

Every week of every year we are constantly advising investors whether to realize
gains on stocks they consider no longer suitable for their own objectives We took
gains freely and flexibly with the previous law before 31 December 1986. We do not
and cannot now. There is no question in my mind that our clients would pay consid-
erably more gains taxes if the rates were lower not only for one year but for many
years. Until that happens (lower rates) we are going to hold off on realizing most
gains we would like to take. My recommendations are as follows:

1. Increase taxes from zero for tax-free investors (such as endowments and pen-
sion funds) for securities sold in less than one year to a rate of 5% under one year
and 10% under six months. These traders are engaging in a business and do not
seem to me to qualify as tax-free investors.

2. Reduce the gains tax for tax-paying investors to allow for some sort of inflation
indexing formula on sale of investments and principal residence, e.g. maximum 22%
on holding periods over two years and 16% over five years. I believe that consider-
ably higher tax revenues would be received at these rates. Also our clients would
have better flexibility of investment and be encouraged in venture capital and in-
vestment in smaller, newer companies.

The idea of special treatment for gains with holding periods of over six or twelve
months may help stock trading. I think it has doubtful benefits for investors who
save and keep the economy supplied with capital. The idea of long-term capital gain
at six months is absurd and encourages all kinds of wasteful tax-shelter schemes to
convert income to gains in only six or twelve months. We have a stock brokerage
affiliate which does considerable stock trading for individual tax-payers. I am giving
a fair, objective opinion.

Why do investors save less in the U.S.? The gains taxes discussed above are a
major deterrent. Also the after-tax, after-inflation results of saving are not very
good, particularly if the investor must spend 5% or more of his capital each year.
For this I enclose an article we prepared.

Sincerely yours,
W1JJA%1 J. ROBERTS C.F.A., Manraging l)trector

Enclosure

INVESTING AND SPENDING CONSERVATIVELY SINCE 1968 AND 1972 1987
PURCHASING POWER OF INVESTMENTS LOWER

Investors for many years have been accustomed to seeing performance measure-
ment of stock and bond portfolios assuming reinvestment of all income. Purchasing
power of a Standard & Peor's 500 stock, weighted-index, income-reinvested portfolio
would be 51% higher at the end of 1987 than the previous peak at the end of 1972.
Nominal dollar wealth ratio (without Consumer Price Index adjustment for inflation
and reduced purchasing power) would be 310% higher than 1972.

We are indebted to Peter L. Bernstein of New York for his article in the Financial
Analysts Journal of July, 1988, for pointing out the following: a 5% income cash
withdrawal rate each year from a 60-30-10 portfolio (60% S&P 500, 30% long-term
Treasury bonds and 10% Treasury 90-day bills) would result in lower portfolio pur-
chasing power at the end of 1987 compared to any year from 1925 to 1972!

Using the 1979-82 low, real wealth ratio (adjusted for inflation) was about 405
below the levels at the end of 1925, 1930, 1941, 1953 and 1973 with a 55 annual with-
drawal rate from Bernstein's balanced portfolio. The 1985-86 rise in the stock
market reduced this purchasing power decline to about -- 19% at the C:,d of 1987.
Even worse, the purchasing power of this balanced portfoli^ at the end if 1987 was
about 42% below the levels the portfolio had reached in the 1955-68 goden period.

RESULTS FROM ALL STOCKS

We thought it would be useful to look at several other investor alternatives. What
if our investor had 100% of his savings in the S&P 500 to capture the more volatile
but long-term higher returns of common stocks? The attached graph shows results
since 1960. A 5% annual withdrawal rate leaves him well below his purchasing
power levels of 1960-72. Only if he reduces his withdrawal rate to 3% annually has
h maintained purchasing power. Even with only 3% withdrawn annually he lost
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purchasing power from 1960-73 to 1974-84. How many retired investors, endowment
funds and other purchasing-power investors could or did live on 3% a year?

RESULTS FROM 5-YEAR TREASURIES

Here is another realistic example: a conservative investor who shuns the volatili-
ty and uncertain annual returns of both common stocks and long-term bonds. This
investor concentrated solely on a portfolio each year of U.S. Treasury bonds of aver-
age maturity five years. He avoids the usual reduced yield of shorter-term invest-
ments and the much more volatile total returns of long-term bonds. The investor
also avoids all state income taxes if a tax-payer.

Such an investor is even uvrse off The purchasing power of his 5-year Treasury
portfolio after 5% cash income withdrawal annually declined steadily after the first
year, 1960. The real wealth ratio bottomed out for a few years from 1969-72 and
then sank to a saucer shape from 1977-78 to 1986-87. At the 1981 bottom this port-
folio had lost over 69% of its purchasing power. At the end of 1987 the wealth ratio
was still 56% below the 1960 level and 365 below the 1972 level. The 3% annual
withdrawal index was 13% below the 1972 level. The 5%'; annual withdrawer has
maintained purchasing power since 1978 before federal income taxes.

RESULTS AF TER FEDERAL TAX

For a taxpayer, see the accompanying graphs showing results for tax-free munici-
pal bond portfolios with average maturity of 5 and 10 years. The investor who with-
drew 5% annually from the 5-year portfolio suffered over a 70% loss of purchasing
power from the beginning of 1972 to the end of 1981. He has maintained purchasing
power since the 1980-81 level. The investor in 10-year tax-free bonds withdrawing
only 5% annually has lost about 44% of purchasing power since Jan. 1, 1978, but
has held about even since 1980. Conclusion: investors withdrawing more than 5%
have been losing purchasing power. "A major reason we Americans save so little is
that taxes still take most of the real return on additional savings"-see Prof.
Martin Feldstein, "A National Savings President", Wall St. Journal, Nov. 21, 1988.

ASSET ALLOCATION

What about tactical asset allocation shifting and market timing? Recent years'
actual experiences in asset allocation are a disciplined optimizer approach compared
to intuitive market timing and may be of benefit. Rex Sinquefield and David Booth
presented simulations ("Market Timing: Costs and Benefits", University of Chicago
Graduate School of Business CRSP seminar, May, 1985) of investors shifting be-
tween stocks, cash equivalents and long bonds. We are impressed with their conclu-
sion that the shifter has to be correct in his allocation decisions over 605 of the time
in order to equal the buy-hold return.

Withdrawals, inflation and taxes greatly reduce the compounding of reinvest-
ment. The investor who makes withdrawals and wishes to maintain purchasing
power of principal has to aim for better stock results than the S&P 500 and not
demand too much cash income flow from the bond portion of his balanced, diversi-
fied portfolio.
November, 1988
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CUMULATIVE WEALTH RATIO
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SrATKMKNT OF SEIA (SOLAR ENERGY INDU5TRES ASSOCIATION), S,1BMrrr1 BY SCOTr
SKLAR, ExErUTIVE DIRECTOR

INTRODUCTION

The Solar Energy Industries Association, the national trade organization of the
photovoltaic and solar thermal manufacturers and component suppliers, urges the
U.S. Congress to extend the solar business energy tax credits at the current 10 per-
cent level through December 31, 1991. The federal incentive has been an effective
market primer to facilitate 200 megawstts of solar thermal power, thousands of
solar water heating installations, and selective use of photovoltaics nationwide. Cur-
rently Japan and many of our other international competitors are using tax and
other market incentives to build their domestic solar energy industries.

While the Administration opposes this tax incentive extension due to "substan-
tial" solar federal research and development programs, the fact is that solar federal
research programs have been cut by 8n percent over the last eight years. As a
result, both Japanese and German government solar research programs have sur-
passed that of the United States by over 30 percent which threaten U.S. technical
predominance. No industry, including the U.S. solar industries, can maintain their
competitive advantage if they are unable to expand their domestic markets.

The solar industry is a microcosm of any high-technology industry. How will the
United States commercialize the research in which it has spent millions of dollars?
Will the United States succumb to "VCR Syndrome"? This syndrome is where the
United States invests millions of dollars in research and then allow our internation-
al competitors to commercialize the technology to reap billions of dollars and mil-
lions of jobs. Maintenance of solar business energy tax credits, tied to level solar
R&D funding, is the most effective formula for successful commercialization. This
formula has been effectively proven in solar thermal power applications, and will
shortly do so in photovoltaic and solar water heating applications. However, if the
U.S. Congress fails to extend these tax incentives, the United States risks the proba-
bility of importing all our solar technologies from our international competitors
within a decade.

The choice is ours-whether we will further commercialize solar energy and main-
tain our technological lead-or whether we will abdicate our technological leadership
to our international competitors? Extension of the solar business energy tax credits
requires minimal revenue loss, and will create a billion dollar industry with mil-
lions of jobs, if the solar industry is allowed to mature.

HISTORY

Title I of The Energy Tax Act (P.L. 95-618), established the ten percent solar busi-
ness investment credit which was to expire on December 31, 1982. At the time,
there were virtually no photovoltaic or solar thermal power installations and F" few
hundred commercial solar water h:ati,'g installations. The Windfall Profits Tax Act
of 1980 (P.L. 96-223) ,xtended the solar business tax credit through December 31,
1985 at the 15 percent level. In the Tax Reorm Act of 1986, the solar business com-
mercial credits were extended retroactively from January 1, 1986 through December
31, 1988 at the 10 percent level. By this timE commercial sales (excluding residential
and export sales) of photovoltaics reached 15 million, solar water heating reached
$10 million, and solar thermal power reached $200 million in 1988.

And in the 100th Congress, an amendment was introduced on the Senate floor as
part of the Technical Corrections Act of 1988 which extended the 10 percent solar
business energy credits through December 31, 1989.

These piecemeal extensions at the eleventh hour adversely effect the development
of the solar energy industry in the United States. Potential loss of the credits deters
private investment until the issue is resolved by the Congress. The Solar Energy In-
dustries Association (SEIA) request for a three-year extension at the 10 percent
level, will lower the "new" technology risk while still allowing market forces to de-
termine the most cost effective use of solar.

While the tax incentives are not large enough to offset market forces, they do
compensate the investment risk marginally, which is adequate at this point in our
development to incentive projects. Without continued solar research and develop-
ment, and incentives to allow interconnection to the utility grid, the tax incentives
alone will not do the job. However, maintaining tax incentives are essential if the
United Statee is to commercialize the solar technologies. The revenue loss estimates
by the Administration appear high, and our industry estimates half the revenue loss
predicted by the Administration.
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According to a study prepared in March 1985 for SEIA by economist Robert R.
Nathan titled, "The Development of Solar Energy and Federal Income Tax Credits",
Mr. Nathan states, "Without further technologically based innovations and econo-
mies-of-scale advantages, necessary cost reductions cannot be attained."

STATE OF SOLAR INDUSTRY

Photovoltaics, the conversion of sunlight directly to electricity, has come down
ten-fold in costs in the last decade while efficiency has increased four-fold. Photovol-
taic sales topped $100 million in 1988 with 65 percent of U.S. photovoltaic equip-
ment exported to the developing world to provide power for medical refrigerators,
water pumping and irrigation, communications, and lighting. Many of the utilities
in the United States are looking towards photovoltaics to provide remote power in
the utility service area for sign and street lighting and even to country homes. Pho-
tovoltaics for utility peak power will be seen before 1990 if the tax incentives are
maintained, for there are several privately-financed projects in the pipeline now. In
1989 sales are expected to increase by 25 percent.

Solar water heating is the most common solar technology in the market place.
Over one million homes in the United States use solar water heaters. And while
that sounds like a large number of solar applications over the last fifteen years, the
City of Tokyo alone has an equal number of solar water heaters. Most of the solar
water heaters are rated by the Solar Rating & Certification Corporation (SRCC) a
non-profit organization established by the solar industry and state government
energy officials. SRCC has developed a solar system certification that meets the
HUD Minimum Property Technical Standards. In 1988, SEIA/ASHRAE with sup-
port of the U.S. Department of Energy has published a commercial-scale design
manual which draws from over ten years experience of the industry and federal re-
searchers, to show the best way to design large-scale, cost effective, commercial
solar projects. In 1989, sales are expected to increase by 15 percent.

Solar thermal power, which concentrates sunlight to create steam, which in turn
can be used to generate electricity is cost effective today. As stated earlier in this
testimony, the United States has the largest privately-financed solar thermal power
facilities generating 200 megawatts of utility-grade electricity in California. Over
500 megawatts will be generated over the next two years with costs already below
that of nuclear energy generation. In 1989, sales are expected to increase by 50 per-
cent.

After years of research, solar energy is finally being commercialized. Extending
solar business energy tax incentives at the current 10 percent level will insure this
commercialization continues.

CONCLUSION

After years of research, solar energy is finally being commercialized. Extending
solar business energy tax incentives at the current 10 percent level will insure that
this commercialization continues. But the United States is not the only industrial-
ized nation attempting to commercialize solar technology.

The European Consortium, Phoebus, is attempting to build a 30 megawatt solar
thermal power plant in Jordon as a first step in building the Middle East market.
The European Community has established a $30 million tied- aid fund to allow
drought-stricken North Africa countries to purchase European photovoltaic water
pumping equipment. This incentive alone will allow the smaller European photovol-
taics industry, now producing only a fraction of our PV-manufacturing capacity, to
potentially surpass the total United States photovoltaic manufacturing output
within the next three years. And Japan still retains, market incentives and manda-
tory building requirements for solar water heating which has made their solar
water heating industry the largest in the world.

The United States must rise to meet this challenge. Mr. Nathan stated in his
aforementioned study, "However, without prospective higher volume of demand,
solar manufacturers have little incentives to invest in larger-scale manufacturing
facilities." Without larger facilities achieving certain economies of scale, our indus-
tries will not be able to lower our costs to become more competitive. Such economies
of scale were needed by the semiconductor and computer industries which were as-
sisted by the government through large- scale government procurement by the mili-
tary. A similar approach will be adopted for high resolution imaging.

The solar energ-y industries are no less important as a high technology investment-
for the United States. Energy is essential for any country to remain competitive.
Any country that leads in energy conversion technologies, will lead the world eco-
nomically.So far, every industrialized nation has increased its government solar re-
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search and development program while the United States has drastically cut our
own research efforts. Most of our competitors have a wide range of solar market
incentives involving mandatory building requirements, tax incentives, import tariffs
and tied-aid projects to vigorously promote exports. Therefore, the loss of our domes-
tic solar business energy tax credits, will seriously undermine our industries' inter-
national competitiveness which may be irreversible.

The, 989 year will be a turning point for the United States solar industries. If
federtfl research and development is cut further, tax credits allowed to expire, and
incentives for utility interconnection placed in regulatory limbo by the Federal
Energy regulatory Commission (FERC) the United States solar energy industries
will be subsumed by our international competitors.

However, if federal research and development programs are maintained and tax
credits are extended, the United States solar energy industries will be the showcase
of the world. We are the only nation that has shown that the private sector can
successfully develop solar thermal power at the 200 megawatt level. Concerns about
the effects of burning fossil fuels on global climate makes solar energy development
an important. Concerns about the United States as a technology leader, makes solar
energy development critical to our country's international competitiveness.

But most important, the United States taxpayer has invested millions of dollars to
develop solar energy and the United States has been faulted in the past for not
having the commitment to stick with technology development to the commercialia-
tion stage. There is no reason for the United States to follow the VCR Syndrome
path in solar energy. The revenue loss is minimal, the market and environmental
benefits are staggering, the employment creation potential is large, and energy to be
delivered is significant.

The Solar Energy Industries Association on behalf of the U.S. solar energy indus-
tries urges the U.S. Congress to extend the solar business energy tax credits at the
current 10 percent level through December 31, 1991. If the U.S. Congress meets this
request, the results will be profound. Thank you.
Enclosure
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Federal R&D Funding for Photovoltaics
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Photovoltaics

Progress in Efficiencies for Laboratory Cells
3 5J

30

25

20,

31% High Efficiency
Concentrator Cells

22.8% Flat Plate
Single Crystal
Silicon Cells

151- 14.6% Flat Plate
Thin Films

10 F----------------

I I I I
1978 1980 1982 1984 1986 1988

Q
C

C
0

C
0

0-

[



266

Solar Thermal Power

SOLAR THERMAL RESEARCH & DEVELOPMENT

As illustrated below, innovations in materials and components for
parabolic troughs were integrated into and proven by the DOE
ModuLar Induitria Solar Retrofit (MISR) systems. These enabling
technologies\,encouraged Luz to employ these component
improwments ZM is comaercial syulems. As ianovatioas were
incorporated into successive commercial systems, each new
generation reflected lower system capital costs and lower energy
podootioa costs as iustrated. L.z is now considering further
reductiom in coet by replacing hy4fidt solar/gas steam generators
with storage systems currently under development by DOE.
Specific feedback of this kind is incorporated into the DOE
research and development program and strengthens industry's
ability to continue deployment of systems in broader applications
with increased user confidence.

Commercial Solar Thermal Syslems
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Such processes, in the longer term, also allow solar thermal
systems to enter advanced applications such as hazardous waste
destruction, materials processing and fuels and chemicals
processing. While prototype solar thermal systems have not been
tested in these applications, industrial manufacturers of
concentrators have begun to see how the low-cost membrane dish
concentrators and central receiver technology can directly be used
to conduct chemical reactions in a receiver/reactor. Laboratory
data have encouraged industry to begin to develop plans and assess
the market potential for integrating solar thermal systems into
these emerging applications which have national importance.
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Receivers for solar thermal systems have also evolved during the
past decade. Initially small-scale field experiments were needed to
investigate the feasibility of using tube receivers to produce steam.
In the early 1980s a scaled-up water/steam receiver was deployed in
the 10-megawatt Solar One Pilot Plant, a systems experiment
developed by DOE in conjunction with Southern California Edison
Utility Company. Today's R&D efforts are aimed at further
reducing receiver costs through the use of advanced designs and
molten salts as the heat transfer fluid.
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Solar Water Heating

ACTIVE SOLARHEATING
SYSTEMS

DESIGN MANUAL
American Society of Heating, Refrigerating,

and Air-Conditioning Engineers, Inc.

in cooperation with

Solar Energy Industries Association

ACEC Research & Management Foundation
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Solar Water lteatin
Executive Summary- Page I

EXECUTIVE SUMMARY

PURPOSE

This manual was prepared to provide architects/engineers (A/Es) of large active solar
heating systems with the best available design information for large commercial-scale solar
service water and space heating systems. It incorporates experience from the solar indus-
try and from government-sponsored programs that have demonstrated and advanced the
technology of active solar heating systems.

The manual is not a 'stand-alone* document. The manual draws on information from both
industry and government sources. It requires the use of referenced documents to address
basic engineering and design practices. Addition or removal of information to adapt the
manual to the individual needs of the architect/engineer is left for the user to do..

The manual is to be used by the A/Es of active solar heating systems from concept devel-
oprent through final design. Solar insolation calculations and system configurations are
included for experienced A/Es of conventional heating systems who may not have a work-
ing knowledge of solar energy systems. The manual may also be used by a prospective
owner to follow the progress of solar energy system design, from concept through final
design. After the system is built, the manual's design package will provide a record of how
and why certain design decisions were made, for reference during future repair or modifica-
tion.

Finally, the manual provides information for preparation of system installation, operation
and maintenance procedures. The companion volume to this design manual, Installation,
Operation and Maintenance (ICM) Manual, should be used during preparation of the IOM
procedures for the as-built solar energy system.

SCOPE

The manual is for use in designing commercial and industrial solar energy systems for
service water heating and space heating. The systems described in this manual have been
demonstrated to be dependable and efficient to operate. The systems are limited to those
using flat plate or evacuated tLbe collectors, liquid or air cooled, and requiring solar storage
of at least 1000 gal (3,800 L) of water or equivalent or a collector field of at least 700 ft,
(65 m2). The systems' highest operating temperature is that temperature recommended by

the collector manufacturer.

Solar Design Manual
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STATEMENT OF SHEET METAL WORKERS' INTERNATIONAL ASSOCIATION, AFL-CIO,
SUBMITTEI BY EDWARD J. CARLOUGH

As Co-chairman of the Sheet Metal Workers' National Pension Fund which has
assets of over $1 billion and as General President of Sheet Metal Workers' Interna-
tional Association, AFL-CIO with over 160,000 workers and some 10,000 contractors
nationally, I urge you to extend the Solar Business Tax Credit for a minimum of 3
years.

The commercialization of solar energy technologies in particular, the photovoltaic
technology is of great interest to the Sheet Metal and Air Conditioning Industry.
Traditionally, we have provided the management and technical expertise to fabri-
cate, install and maintain heating, ventilating and air conditioning systems.

As a result of the energy crises of the 70's and the subsequent recession, we con-
tracted for independent studies by the Stanford Research Institute, Syracuse Uni-
versity, and the Mitre Corporation to assess iiew sources of jobs in the energy field
through the year 2000. Those studies recommended that we give a priority to pre-
paring for the commercialization of solar energy technologies and that we take ap-
propriate actions to encourage their commercialization.

With this information in hand, our Industry has undertaken several very impor-
tant activities.

1. We developed curricula to train our Industry's instructors, technicians, and
contractors to fabricate, install and maintain solar-thermal energy systems.

2. We equipped our training labs which are located throughout the U.S. with solar
training materials and equipment.

3. We installed a solar-thermal system on at least one of our training facilities in
each region of the country.

4. Three years ago we constructed in Alexandria, VA a major office complex to
house the Sheet Metal Workers' National Pension Fund and our other trust funds.
Integrated in the design and construction of this building was a solar-thermal
energy system that provides 100 percent of the space and water heating needs and a
significant portion of the air conditioning needs. The system uses the advanced evac-
uated tube collector, and it is the largest one funded entirely with private funds.

5. Most recently, via our National Pension Fund, we invested over $15 million in
the Chronar Corporation of Princeton, NJ. Chronar is a publicly held company, and
it is the world's largest and lowest-cost producer of photovoltaic panels and prod-
ucts. This technology represents the high-tech side of the solar technologies. Photo-
voltaic panels convert light electrically into AC electricity

6. In addition to our investment in Chronar at the corporate level, the Sheet
Metal National Pension Fund is the lead investor along with Chronar, Pacific Gas
and Electric Enterprises and Bechtel De.,lopment Corporation in a partnership to
construct the world's largest photovoltaic panel manufacturing facility. It will be lo-
cated in Fairfield, CA and will be in operation in 1990.

The panels which will be produced at the Chronar California facility will enable
Chronar to enter new markets with competitively priced systems. These markets
are 1.) large-scale residential, commercial and industrial facilities; and 2.) electrical
power generation stations. Thse will not be easy markets to penetrate given cur-
rent market forces and the inherent problems of competing against proven systems.

The solar technologies and especially photovoltaics are being commercialized
against the greatest of odds including the absence of a comprehensive national
energy policy and an adequately funded federal research and development program.
Surely, it is in our national interest not to loose this photovoltaic technology to for-
eign competition. It has the potential to meet world-power needs on a very substan-
tial scale; reduce the severity of environmental degradation from fossil and nuclear
fuels; and generate a continuous source of high-paying jobs for American workers.

The Sheet Metal Workers' National Pension Fund, the International Brotherhood
of Electrical Workers' National Pension Fund, Pacific Gas & Electric Enterprises,
Bechtel Development Corporation, and Harbert Capital Services are working with
Chronar to bring photovoltaic products and systems to market as quickly as possi-
ble. We believe it is a model example of private enterprise and labor working to-
gether.

However we need for the near-term a stronger hand from the government to
assist in opening the door on primary markets for photovoltaic systems. The exten-
sion of the Solar Business Tax Credit for a minimum of 3 years will greatly enhance
the certainty and fairness of the market environments in which the photovoltaic in-
dustry must compete. I urge you to extend the Solar Business Tax Credit for a mini-
mum of 3 years. Thank you.
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News Release-

SHEET METAL WORKERS' NATIONAL PENSION FUND ENTERS AGREE-
MENT WITH CHRONAR CORP. FOR A $13 MILLION SEMI-AUTOMATED
AMORPHOUS SILICON PHOTOVOLTAIC MANUFACTURING PLANT

Princeton, N.J., January 7, 1988-Chronar Corp. (NASDAQ:CRNR) today an-
nounced that it has entered into definitive agreements with the Sheet Metal Work-
ers' National Pension Fund to establish a $13 million 10-megawatt semi-automated
photovoltaic panel manufacturing plant. Photovoltaic (PV) panels are solar devices
that convert light energy directly into electricity.

Pursuant to the agreements, the Company has received a down payment of $3.5
million from the Pension Fund. The balance of $9.5 million will be paid to Chronar
in several installments.

The Pension Fund will lease or acquire a suitable site which Chronar is responsi-
ble for identifying. In addition to the $13 million turnkey package, it is anticipated
that the project will require up to an additional $6 million in financing for general
working capital purposes. Chronar is responsible for obtaining these funds, which
will be secured by the Pension Fund's pledge of the equipment.

Chronar will manage the facility and market its products pursuant to a 10-year
management and services agreement. This agreement provides that Chronar will re-
ceive an annual $150,000 management fee payable from positive cash flow and reim-
bursement of its management expenses payable from revenues and working capital
financing. As owner of the plant, the Pension Fund will receive a priority amount of
the venture's net income. After this amount, the venture and Chronar will evenly
divide remaining net income. Chronar will receive its usual 5% technology royalty
as part of its share of profits. Chronar has agreed that the plant will commence op-
eration not later than April 1989, and will run on not less than a one-shift basis
throughout the term of the agreement.

Chronar is now in the final stages of selecting a site for the plant and is in discus-
sions with various states and municipalities to determine a suitable location. Fur-
ther, Chronar, with the Pension Fund's support, is seeking participation in the
project by an electric utility. Chronar expects to complete site selection and the
choice of a possible utility partner by March 1988.

This is the first of a new generation of semi-automated PV panel manufacturing
plants designated by the Company as "Eureka" plants. Pursuant to a separate
agreement, the Pension Fund will receive a payment from Chronar of 6% of the
proceeds of each sale to third parties of subsequent Eureka plants or interest there-
in and 6% of the cost allocatable to Chronar s interest in each Chronar-owned or
affiliated Eureka facility. The Pension Fund, or its designees, have agreed to per-
form certain consulting services in exchange for these fees. Further, the Pension
Fund will be entitled but not obligated to purchase each fully automated flow line
plant to be located in the United States or Canada or up to 50% of Chronar's equity
in each flow line plant sold to a third party or constructed for its own use for a
period of five years from the time of the first such sale. In the event that the Pen-
sion Fund does purchase a future flow line plant, Chronar will accept as part pay-
ment the Eureka equipment at its then depreciated book value.

The first Eureka facility will have a 10-megawatt capacity, eight times as large as
any other of Chronar's existing amorphous silicon PV plants. The company believes
that direct manufacturing costs of the Eureka facility will be substantially lower
than at its existing batch plants, which Chronar believes already have the lowest
production costs of any PV manufacturer. The plant will be larger then any other
amorphous silicon PV manufacturing facility existing today.

Upon full operation, the plant is expected to have the capacity to produce about 2
million square feet of PV panels. It is expected that most of the output of the facili-
ty-panels 2.5 feet by 5 feet in size, a larger size than at the other Chronar facili-
ties-will be used for power generation by electric utilities, for industrial applica-
tions and for power projects in developing countries. It is anticipated that members
of the Sheet Metal Workers International Association will be active in installing the
panels in some of these applications.

Chronar also announced that its French affiliate, Chronar France, has suspended
negotiations to acquire an additional 30% interest in Photowatt S.A. pending a re-
consideration of the original acquisition by Chronar France of a controlling 56% in-
terest in Photowatt in July 1987.

Chronar is the largest U.S. manufacturer of amorphous silicon PV panels, and to-
gether with its subsidiaries and affiliates is currently operating one-megawatt batch
plants in Port Jervis, New York; South Wales, United Kingdom; and Lens, France.
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A new batch plant in Birmingham, Alabama, which Chronar manages has recently
commenced preliminary operations, a batch plant in Harbin, Peoples Republic of
China is nearing completion, and the Company has commenced shipment of equip-
ment for a new batch plant in Split, Yugoslavia. Another one megawatt batch plant
proposed for Shenzhen, China (near Hong Kong) is still subject to financing and gov-
ernment approval, both of which have been delayed. Upon full operation of the five
batch plants now operating or nearing completion, Chronar will have annual PV
capacity of approximately six megawatts.

News Release-

CHRONAR CORP. SIGNS AGREEMENT IN PRINCIPLE FOR JOINT VENTURE
WITH UNITS OF PACIFIC G&E AND BECHTEL

Princeton, NJ., June 2, 1988-Chronar Corp. (NASDAQ:CRNR), the largest U.S.
manufacturer of amorphous silicon photovoltaic solar panels, today announced that
it has executed an agreement in principle under which two additional parties will
participate with Chronar and a subsidiary of the Sheet Metal Workers' Internation-
al Association's (AFL-CIO) National Pension Fund in a previously announced plan
to build and operate an advanced photovoltaic manufacturing facility. The proposed
partners are PG&E Enterprises, which is a wholly owned subsidiary of Pacific Gas
and Electric Company, and Bechtel Development Company.

In the agreement, PG&E Enterprises and Bechtel Development (Bechtel) propose
to form a joint venture company with Chronar and the pension fund's subsidiary to
be known as the Chronar Photovoltaic Company of California. The purpose will be
to build, own aid operate a 10 megawatt-capacity panel production plant using
Chronar's new semi-automated "Eureka" manufacturing process to produce larger-
size photovoltaic panels. Photovoltaic panels convert light directly into electricity.

The agreement contemplates that the venture would be capitalized at $22 million,
with $11 million in equity. PG&E Enterprises would invest $3 million, Chronar and
Bechtel would invest approximately $500,000 each, and the union pension fund pos-
aibly with another party agreeable to all partners-is expected to invest the remiain-
ing $7 million. The remainder of the capital is to be in non-recourse debt of the joint
venture that is expected to be arranged for by the partners.

The union pension fund, which had already agreed to buy from Chronar for $13
million the equipment and technology necessary for the plant, is expected to trans-
fer its rights in the equipment and technology to the joint venture for the original
purchase price of $13 million.

Bechtel National, Inc., under the agreement, is to be the project manager and
prime contractor for the construction of the new facility, which is to be in Pacific
Gas & Electric's service area in northern California. Bechtel Development Company
and Bechtel National, Inc. are both units of Bechtel Group, Inc.

Chronar will operate the facility aiid market its output for resale worldwide
under a technology, management and services agreement. PG&E Enterprises may
also buy some of the output.

Chronar as part of the agreement is to grant to PG&E Enterprises and Bechtel
certain rights to participate in the equity and construction roles of future Chronar
manufacturing ventures and power generation projects, primarily in North Amer-
ica. Chronar in turn is to enjoy certain rights to supply manufacturing equipment,
products and photovoltaic panels for future projects of PG&E Enterprises and Bech-
tel and may grant licenses to those parties.

The agreement is subject to continuing due diligence by PG&E Enterprises and
Bechtel, to the consent of the union pension fund, which was not a signatory to the
agreement in principle, and to execution of definitive agreements.

In a separate agreement, Chronar has granted PG&E Enterprises the right to pur-
chase up to 250,000 restricted shares of Chronar's common stock at $7.30 per share
until July 31, 1988. Each share would carry a 10-year warrant to purchase six-
tenths of a share of Chronar common stock with an exercise price of $9.50 per
share. Should PG&E Enterprises in fact acquire and continue to hold 250,000 shares
or more of Chronar's common stock, Chronar has agreed to nominate one PG&E En-
terprif representative to Chronar's Board of Directors.

Dr. Zoltan J. Kiss, chairman and chief executive officer of Chronar, said: "This
proposed joint venture of PG&E Enterprises, Bechtel, the Sheet Metal Workers' Na-
tional Pension Fund and Chronar is a milestone in the evolution of the photovoltaic
industry. Bechtel's worldwide engineering expertise and PG&E Enterprises' status
in theUnited States electric utility industry will be a most helpful factor in the
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introduction of photovoltaics in the power industry. We at Chronar are gratified by
the endorsement of our technology by these leaders in the energy industry."

News Release-

PG&E ENTERPRISES PURCHASES STAKE IN CHRONAR CORP.

Princeton, New Jersey, August 3, 1988-Chronar Corp. (NASDAQ:CRNR) today
announced that PG&E Enterprises (PG&EE), a wholly-owned subsidiary of Pacific
Gas & Electric Company (PCG), has purchased 250,000 shares of no par common
stock of Chronar Corp. for $1,825,000. The private placement was made pursuant to
a right to purchase granted to PG&EE as part of a contemplated joint venture be-
tween Chronar and PG&EE and others to build and operate an advanced ten mega-
watt photovoltaic manufacturing facility in Northern California. The parties are
prese.'ly finalizing site selection and negotiating definitive joint venture agree-
ments which are expected to be concluded later this year. The facility is expected to
commence operations in late 1989 or early 1990.

The stock purchase includes a ten year common stock purchase warrant fo:
150,000 shares at $9.50 per share. PG&EE has a right to nominate a representative
to Chronar's Board of Directors and has designated Mason Willrich, the Chief Exec-
utive Officer of PG&EE and an Executive Vice President of Pacific Gas & Electric
Company to join Chronar's Board of Directors. As a result of the purchase of shares
by PG&EE, Chronar now has approximately 11,000,000 shares outstanding.

Chronar is a leader in the research, development and commercial production of
amorphous silicon photovoltaic panels that convert light directly into electricity.
The company develops and sells photovoltaic-panel production equipment and photo-
voltaic-powered consumer and industrial products, and develops and markets elec-
tricity-generating power stations using photovoltaic panels.

News Release-'

CHRONAR TO SELL UP TO $22 MILLION PRIVATE PLACEMENT OF STOCK
TO NATIONAL ELECTRICAL CONTRACTORS PENSION FUND

Princeton, N.J.-August 18, 1988-Chronar Corp., (NASDAQ:CRNR) the largest
U.S. manufacturer of amorphous silicon photovoltaic solar panels, today announced
that it has signed a letter of intent with The National Electrical Contractors Asso-
ciation Pension Benefit Trust Fund for a private placement of its common stock.

Chronar has agreed to sell the fund 1,428,572 of its no par common stock at $7.00
per share on or about September 30, 1988! but in no event later than October 14,
1988. The transaction is subject to completion of the fund's due diligence and execu-
tion of definitive agreements, which are expected before the end of September.
Chronar presently has approximately 11 million common shares outstanding.

The total proceeds to Chronar from this private stock placement will be $10 mil-
lion. The fund will not participate in a proposed 10 percent stock dividend, which
has a declared shareholder record date of September 2, 1988, and is to be paid on
October 3, 1988. The stock dividend is subject to shareholder approval of an increase
in the authorized number of shares of common stock of the company, at a special
meting of shareholders which has been called for September 30, 1988.

For each share purchased by the fund, the fund will also receive a warrant enti-
tling it to purchase an additional share of Chronar's common stock at a price of $10
per share. Such warrants will be exercisable for a period of 10 years with an early
forced exercise should the market price of Chronar's common stock reach $30 per
share.

The fund will, upon completion of the initial investment, have the right to pur-
chase, at a price per share equal to 85 percent of the market price, up to $12 million
of additional common stock. The purchase may be made in up to three installments
on November 30, 1988, January 31, 1989, and March 31, 1989. The mark,!t price will
be the average price for 20 trading sessions preceding the relevant pu -chase date.
For each share purchased by the fund at the time, the fund will receive Aix-t*onths of
a warrant, each full warrant entitling it to purchase an additional share of Chron-
ar's common stock at a price equal to 130 percent of the relevant purctiase price.
The warrants will have a term of ten years with an early forced exercise should
Chronar's common stock achieve a market value equal to three times the exercise
price of the warrant.
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Once the fund has made its initial investment by purchasing at least the initial
1,428,572 shares, it may make an equity or debt investment in any of Chronar's
future manufacturing or power station projects in the United States. To the extent
the investments are made prior to December 31, 1990, the fund will be entitled to
purchase additional shares of Chronar's common stock. The fund is expected to be
granted the option of investing in the company's Eureka project, presently planned
with PG&E Enterprises, Bechtel Development Corp., and a subsidiary of the Sheet
Metal Workers' National Pension Fund,. on terms as favorable as those presented to
other investors in Eureka.

As long as the fund holds at least one million shares of Chronar's common Stock,
the fund will have the right, to nominate two persons to serve on the company's
board of directors, one of whom will also serve on its executive committee.

Jack Moore, the Secretary of the fund, stated "Our investment in Chronar goes
far beyond being simply a good financial decision. It is an investment in an industry
segment which we believe will become a source of future employment for our mem-
bers in a dynamic sector of the energy industry."

Zoltan Kiss, chairman of Chronar, said, "The investment in our company by the
Electrical Contractors Association Pension Fund expands Chronar's opportunities
and brings us a level of expertise that will help spur our growth and market share
as a truly viable alternate energy producer. This fund now joins the Sheet Metal
Workers National Pension Fund in a commitment by labor to reindustrialize Amer-
ica by supporting an important new technology here at home."

Chronar is a leader in the research, development and commercial production of
amorphous silicon photovoltaic panels, which convert light directly into electricity.
The company develops and sells photovoltaic-powered consumer and industrial prod-
ucts, and develops and markets electricity-generating stations using photovoltaic
panels.

News Release-

CHRONAR CORP., UNIT OF SEAWEST POWER SYSTEMS, INC. 'T JOINTLY
DEVELOP ESTIMATED $125-MILLION, 50-MEGAWATT PHOTOVOLTAIC
POWER STATION

Princeton, N.J., September 8, 1988-Chronar Corp. (NASDAQ:CRNR), the largest
U.S. manufacturer of amorphous silicon photovoltaic (PV) solar panels, today an-
nounced the signing of an agreement with SeaWest Induatries, Inc., a wholly owned
subsidiary of SeaWest Power Systems, of San Diego, for the joint development of a
50-megawatt photovoltaic power station.

When developed, the PV power station is expected to be seven times larger than
any already existing PV power station, and is expected to generate competitively
priced peaking electricity.

The power station, which will be located in the Lancaster- Palmdale area of Cali-
fornia, will sell electricity to Southern California Edison Company pursuant to exist-
ing Standard Offer No. 4 power purchase agreements. Such agreements pay favor-
able rates to suppliers of electricity that use specified renewable energy sources.

The successful development of the project will depend on the availability of con-
struction and project financing on favorable terms and the completion of other de-
velopment steps and regulatory matters. The project will be constructed after specif-
ic sales transactions are negotiated with and financing commitments are obtained
by third party investors. The project may be constructed as several units depending
upon how the sales transactions are ultimately structured. Chronar anticipates that
certain of its present investors and partners may participate as third-party investors
in the project. The ability of Chronar and SeaWest to attract such investors may be
dependent on the continued availability of tax benefits, some of which are now
scheduled to expire at the end of 1988.

Chronar anticipates selling the completed photovoltaic power station to third
party investors at an estimated installed price of $2,500 per kilowatt of capacity, or
$125 million for the entire 50-megawatt development. The actual installed price of
any portion of the project will be affected by then-existing tax laws, interest rates,
negotiations with investors and lenders, and other considerations. Construction of
the project is expected to begin in late 1989 and to be completed in 1992.

The project will use PV modules to be manufactured at Chronar's recently an-
nounced 10-megawatt-per-year manufacturing facility to be, built in California. To
supply additional modules for this project, Chronar anticipates building additional
10-megawatt-capacity manufacturing plants.
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The agreement between Chronar and SeaWest provides for a sharing of the re-
sponsibilities, benefits and risks of developing the power station. To make develop-
ment of the project possible, Chronar has agreed to expend $1.61 million over the
next nine months for site acquisition, preparation and other development expenses.

Dr. Zoltan Kiss, chairman and chief executive officer of Chronar, said: "The devel-
opment of th's 50-megawatt PV power station will be by far the single most impor-
tant event in the history of the photovoltaic industry. It will conclusively demon-
strate the viability of photovoltaics as a reliable, cost effective, safe and clean source
of electricity." He noted that "the broad development of solar energy is necessary to
combat the adverse environmental considerations of burning fossil fuels, such as the
greenhouse effect and acid rain". Dr. Kiss also said that "the company will continue
to aggressively pursue additional manufacturing capacity and PV power station op-
portunities in the United States and abroad."

SeaWest is the third-largest developer of wind farms, with the highest capacity
factor in 1985, 1986 and 1987 among the 10 largest developers of wind turbine gen-
erators, according to the California Energy Commission. To date, it has successfully
developed 22 projects with an installed capacity of 160 megawatts, requiring over
$200 million in capital. SeaWest, which has been in the development business for
seven years, has extensive experience in preparing renewable energy sites for devel-
opment. SeaWest and Chronar will work closely together on the various aspects of
the PV power station project.

Charles Davenport, chairman and chief executive officer of SeaWest, said: "Photo-
voltaics is a promising new energy source with widespread domestic and interna-
tional applications. SeaWest views this joint development of 50 megawatts as a
major event in the realization of cost-effective photovoltaic grid electricity produc-
tion through mass production and installation."

Mr. Davenport also added: "SeaWest's expansion into photovoltaics is a natural
development into a compatible technology, with similar financial and marketing
structure. SeaWest's expansion into photovoltaics is part of a plan to develop inte-
grated renewable energy power systems such as wind, photovoltaic and hydroelectri-
city for utility grid interconnection."

Chronar is a leader in the research, development and commercial production of
amorphous silicon photovoltaic panels, which convert light directly into electricity.
Chronar develops and sells photovoltaic powered consumer and industrial products,
and develops and markets electricity generating stations using photovoltaic panels.

4
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Is widespread use of solar energy just a
slender, distant hope? Not if one can be-
lie'e Zoltan Kiss. Chronar's founder says
solar is getting closer to competing with
fossil ftels for generating electricity.

Solar energy-
getting hotter

By James CesZ OtAN I Kiss is close to Casnine
in on a decade of breatntakingly
hard work A volatile arn volu-

bl man Kiss is chairman 0t L.w.
rencevile, N .'s Chronar Corp In
Chroiar, Kiss hiss put together the
U S., largest and most successful pro
ducer ot amorphous silicon photovol-
tas cells, those Iby-3.foot
panels that spontaneously
transform light into electric-
ity, and that for Chronar
seem at last about to pay oif

mail-order.c4 talog buffsare already farlie with at

Ieast one Chronar product,
those solar-powered gazden
lights that require no wing
But these are ust nills
Chrovsr is into tar more tm
ponant stuff. Like winning a
lair share ot the world's u-
tore e~cctncirY market

"To develop the technol-
ogy for amorphous silicon,'
KiSs says, 'we had to identeil I
the manu'acturng process.
then build the equipment.
because it didn't exist. Then
raise the money and set up j"
the factones. You couldn't "
bAve a product unul you had
the panels to put into prod-
uct One step alteranother i
took us a decade of incuba
liOn to get that 1."

Photovoltsui. long ago proved
themselves in space. but costs were so
hi theur commemal development
has been slow ua comi All that is
chatng, thanks to the development
o microscopically than. Amorphous
Doscrysulline coanngs on glass.
tteeL alumnum of plasaca which
cut production c€sts draat ,il .
With itu costu cootiml to decDe.

solar energy shapes up as the most
ben:gn answer eo the world's growing
ereriy and enviroimenul problems.

There are other players in the pho-
tovoltaic business--Arco Solar, Ener-
gy Conversion Devices and A'noco's
Solarex division, among othcrs,--but
Chronao has gone further in briging
photovoltaics to the poIt of commer-
Sal development than any of is con-

Kim apid a Mos"n* boaofic Piame
oikwaU5 Upha to P*W" 4961116".

petitors. Either directly or through
joint ventures abroad, Chron. can
now mnufacturv 10,000 kilowatts of
generating capscary a year nd should
have twice that ae year.

Ten thousand kalowatu may not
seem be much considering that the
average new conventional power sca.
eioo runs amund 600,000 kilowurts
these days, but then Ldio's original
Pearl Street generatual sucon stane

wilh only W kilswalts Of capacity
Fcr Chrfoar the explosion has &j,

[cady bcgun Having diddled around
at under S million in annual sales or
nearly a clade. Chonar booked f;I I
million in 1986, 17 million in 19g7
ana should wind up with some S.15
million this year ard 570 million or
more in 1989 "We're at te place
where the companyrt sales art doub-
hn," Kiss says, "and I think the dou-
bting will continue at lesst for the
next three or four years." That's a tal
order. Keeping that up would make
Chronar a hall-bIlion-dolla. year
company wp hnn a very few yrm.

Pan of Cilrorar's growth has comne
from saleS o afhliatC of equipment
lot manuafacrunring solar panels But
Chronar i s manuaact-n ang mAu.j-m ._..
morte end ptducts Beside the walk-
way and pndgn liht, for the cresure-
er market, t ere t billboard lighu.
highway tigh ang and water pumps tor
indusinaf markets especially ie areas
beyond the each cl conventional
power sources, Last year Chronar sold
only S4 mili6n worth of consumer
products. This year n will sell about
$13 million List year it sold so sn-
dusuamal products. This year ,t wil sell

over SI million. Next year,
depending on the rate of mia-
ket development, it should
sell 10 million or more

Best of all, alter piling up
more thn $20 million La
losses in the past five years,
Chtranu will probably break
even this year though naie.
month earnMP were sull
$1.1 million in the red. "For
ten years we were in the de.
vetopmevt Sitage," KJS sys
"We are now at the point O
turning into the black, and
from now on we expect to be
prolsible."

A physicist by traiing,
4. Kiss left his native Hungary

in 1950 at the age of 17,
picked up a Ph D. at the Uni-
versirv of Toronto, and
wound up in the early 1960s
as hcad of quantum electroe.
ics research at RCA Labora
tories in Pnnceton. N I He
quit RCA Labs in 1969 to

stain a liquid crystal display ouuit
called Optel. quit again in 1976 when
MtUubishi gained control of the com-
pany. He went out on his own, choos.
tg photovoltaic technology and put-

tmin up $40,000 of his own monry to
found Quac uin 1976.

H&altle battle hu bees isding the
money to finale the losses inevts-
bit to any high-tech development
busats, and it didn't help any that a
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few years aio Ice NEC went aiter
Chronic ino its accountants for wnat
it considteO iiauJulent accounting
practices That stalled Chronar or a
time, forcing te cancedliion or a SI2
million puollC StOCK oierting Kiss%
eased his financlal croolems by set-
ting up joint %enlule manufacturing
parnerships arouno ine world &no in
the last veas or two i1s picked up a
handliul ol -ed-heeiea backers. These
include Birrynirnam construction ty-
coons John and Bill Harb>ctt who
mJle a S :'I win ;uLit',V ivest,
mentd, the Nneet Mctai Workcrs pen.
sion fund iS? 5 mimon in equatv. 17 5
million in iclans re National Elcc-
tncal Contractors rcnsion tuna 1S0
million in equitv ana most recently
Pacific Gas N E. ctric S1 5 million)

Chronar can airiav compete Kiss
claims. ,irn sma.L scaic cdcsel gcner-
ators ranonr up to :0 kilowatts pro.
ducing electicitv rcr 25 to 35 cents

"For ten years Lee were Ls
the deveLopment stage."
Elsa says. -We are n-ow at
the pOin of turning Lnta
he black."

per klowait-nour, %ersus 30 to 50
cents for the diesels, depending on
their size ano other factors And that.
says Kiss, opens up a $5 billion mat.
ket. But the really big market is yet to
be conquered--the one served by
largi-scale coal- or nuclear-tueled sys-
tems, which retail power at under 7
cents a kliowait-iour. Lf photovol-
tacs, can cricx that, the potential is
incalculable but surety vast. To judge
by the huge snort interest In Chro-
nat s stock, not everyone agrees

As Kiss likes to point out. photovol-
taics is a modular technology To in
crease capacity, you don't build larger
plaints, you tust keep adding panels
and interconnecting them You don't
have to hook into the utility grid.
Photovoltaics can operate indepen-
dentlv and effectively on their own.
Chronar itself is putting a 60-kilowatt
statoo on the root ol its New lersey
headquarters ich will generate
-ower tor a: ut r itns a kilowatt
comparanie to Me inc cnts Inc local
utility, Public Service Elcctric m Gas.
charges at its summer peaks

To crack the big scale utility mar-
kct. Choonr ,l have to do a lot
better than tnat The principal cost in
photovoltaic power generation is the
cost o the capital needed to produce
and install the photovoltac panels.
and though Chronar nas reduced such
coStSbV a third in the past 18 months,
it's far from enougn. Chronar has re-

ccntiv worxeco out a $25 million ioint
venture wtin Bechtel. a Pacitc Gas &
Electnc subsidiary and a Sheet Metal
Workeis pension run subsidiary -
build an automated manutactunng
plant, slated to go into operation next
sear, that is expected to cut the direct
cost or manufacture bv 50% At that
level Chzonar can install a power sta.
lion tor 12,500 a kilowatt and maKe a
decent proft Says Kiss: "We will
have brought the cost of manuiactur.
int down to the point where wc can
,cncratc electricity in the 10to-12-

cents-a-kilowatt.hour range." That s
still not enough: The utility industry
generates power at a tully loaded aver-
age cost ot approximately 6 cents per
kilowatt hour

N-everineless, Kiss is so conidcnit
that the economics oi the new plant
wll prove out that he is working out
another ioit venture with SeaWest
Industries a Califomia wind power
company 1o ruild a proposed $125
million :0000-kilowatt photovoltaic
plant that will scll power to Soutncrn
Calhfomia Edison during peak pen.
ods. Under lepslation designed to en.
courage the use of alternative energy
sources, the rates will range up to I1
cents a kilowatt-hour in 1989 and up
to 24 cents in the year 2000.

At such pnces, Chronar begins to
move in on its utility targets, and Kiss
is confident that within live years
he'll be able to reduce costs another
50% by doubling the efficiency o the
photovoltaic panel If he succeeds--
and that may not be so easily done as
he claims-Chronar will be able to
generate power for under 7 cents a
kilowatt-hour, and the long-awaited
brcakthrougr will be acnieved

It may not happen, but neither is' it
implausible Sin Franctsto's Pactlc
Gas & Electric is persuaded enough
that it bought a 250000-shate stake in
the company. *If solar panels make
the economic breakthrough necessary
for them to become marketable." says
Richard Clarke, chairman of the big
utility, 1 want PG&E people install-
ing them tot our customers -

Clarke says if"t- but lot Kiss there
are no "fs "He foresees the day when
2ioto,oitatcs w ill bc used in ,he cdcc
1iilVs1, oi water to pfoUcc cincap nv
diogen for tuel cells ant combustion
engines, opening up to photovoltaics
not lust the market tor electricity but
also the transportation market. Eat
your heart out, OPEC

Kiss becomes almost lyrical when
talking o the future. Says he: "I be.
leve photovoltalics will ultimately be
the world's pnmary energy source.
and it's rust a question o how raptulv
the cost can be brought down." 
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Business Day
Chronar Plans Solar Power Plant in West

By MATTHEW LWALD

In a ladmark m the development
of solar power. a company t ;O cur-
renily makes patio lights powered Or
tie sun said yes(erdav thati it %ouid

build a S1[5 m3llroon plant n the desert
near LOs Angeles to make large
amounts of electricity directly from
suoslighl. -

The power wos d be sold at a orolit
to the Southern CaI fornia E,.sun
Company, under a rate estlbhised
several year ago to encourage pro.
duction of energy from renewaoe
sources.

Th Chronar Cornoranton of Prince
ion, N J. said its plant would be seven
times larger than any exi1stng power
station of ItS type. WnLh s cailed

pOtOVOia:C The plant wri be built in
rarlnersniD with a a.n Diego compa.
n% r, est Industries.

5D Mfejawai is of I Power Planned
The Chrnonar plant is expected to

prouce 50 megalwatt$, or % kOOkilo
aits, of power at peak capacity.

7-at would provide enough power for
,pical use in 25000 homes A large

coal plant produces about 600 mega-
u aIts a nuclear plaint about 1000
-"nawaits

"he pIant will be buil, in tire Lan
:;ster Parridale area. aL.,t 60 iles
east of Los Aneeles

Cirer small p ants are already in
-r rrre rPat ire saniljril t0 boi

L er, 4. h lte steam used to
' ,ouceeetri itr
"his wuua D e a substantial mde-

sloce.' 'said Edward a Sabiskyr cl h"
Solar Energy Pesearcm In i l( al
which is Ioneced bV lie Department
of Erbergy

Mr Sahisky said that Chronir s an-
nouncement was only tie latest n a
rapid series of develormenct this
)e3r in the solar fielJ in witiCt
Chroelar and two ooer companies
yave each announced plans to build
large new manufacuturing plais 1o
make addil.lia I ceils

An Energy Department soes-
man Roger Meyer sa:d new mass
production o1 ihe sclar ce.ls had ap-
parentiv pernniled an irroortani re
auction m cost. rn cm he dcscr:Cei 1s
a oreasrl,'ragt Fe moo ii.

Continued
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A $125 Million So'lar Plant
Is Planned for California
Continued From First Business Page

ever, that the technology to be used
was not new. nor was it u'e most ad-
vanced available.

Chronar's cetls, of a type called
amorphous silicon. carn convert oniy 5
to 6 percent of the sun s energy to
electricity: a company cailcd Energy
Conversion Devices of Troy, Mlich.,
has developed ceils consisting of sev-
eral layers that has an eificicncy of
13.7 percent and has succeedlc in
licensing its tecnnoiogy for use
abroad for $15 million.

But its cost per watt of capacity is
higher than the figure estimated by
Chronar for its new pjant.

"Photovoitaics are everybody's
dream answer to energy needs." said
Chronar's founder and chariman. Zol-
tan J. Kiss, in a teJephone interview.
"The problem was, it was always too
costly."

Until now, the :ost of rhotovoilaic
cells has been consterco too nigfi (o
compete with conventional energy
sources like coal and oil. Nlanv com-
panies have founa a niche Ov provid-
ing power sources for locations cut
off from the power grid. Chronar. the
only domestic manuiacturer now op-
erating profitably, has found success
in patio and walkway lights, which
use the sun to charge a battery during
the day and then switch on at dusk. In
June, the company shipped 100.000
such lights under its own orand name,
Mr. Sabisky said.

While the Chronar plant would
dwarf other photovoltaic facilities,
another company, Luz International
Ltd.. has four 30-megawatt plants al-
ready on line.

Lui sells power to Southern Califor-
nia Edison under the same kind of

Solar's Growth I
'Wordwide shipments of cells
that make electricity directly
tram sunlight Total capacity.
In thousands of kilowatts. "

35

20

101

'S 81 '82 83 '84 '85 86 *87. -
Sowes: SolAr Energy Reswref; Irssmw

contract that'Chronar will use, under
a structure established in the early
1980's .to encourage alternative
energy sources. According to R. Dean
Gallagher. senior project. devekop-
ment. manager for SoUthern Califor-
nia Edison. the structure set the price
to be paid by the utility. at relatively
generous levels.

With the collapse of oil prices In
1986 and other developments, he said, -
"at this point in time. it's very uneco-
nomical for our ratepayers."
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Chronar's Chairman Placing Two Big Bets
On His Vision of a Solar- Powered Future

By R i II A o, si;
1Iu t IFpnI,,.f Tr. , 's, LS ,,. , , ln, .

PRINCETON. ';, J -Z.lan aiss s iit
keeps a sketch given l Ia - jest.n aol-
leag ues vi sie ilt a J,-t as a Tesearcn
pth sicisl Entiled Z atan s Last Si.upr -
it slhOws robed ftrures arcuuj a tL, ' witi
Lie niulteril g tn Ii r l t :tejulah. e
in tht irase Io i-ear Viat ateaaea oArd
Lreakthouolt aat. -

'' r)th Lad.,' 17.e carcatjrea '-!r ,:s
rays, aet'er rile rcun ,ese i al

Mt, Kss. nhe I ider. I irn L:l I
intet execistte Ohll er t I i rntar t 1 ;'.
-,as spent nucl I ct s 15 ,.t lie trIn. g rj
persuade a sn.eplican -lna 1) r ,-e-e [
lechiinolcgcal inonaltiis , I I se tm II
tie in-uid cr),saj displays -I t jic tes I-is
current iercuon. it e fiteratia -1 s -ar cn
ergy.
Pane-Mlaaig Plant

Mr. Kiss (pronounced hi si n sees a Su
rure %ntere ptrJiio oota ro,eis. ite An:.
dow shaped cells tiat 1:t ap rtII ald
send ou electric current te.eck tie rouis
sot witoe netghbo-rics ana stretch icft s
.,pen iand in vast arras Tc',ard 1.ate ot,
Chronar plans to buldd one of tie un1ild s
latest pacel productlan plants rest teat.
iats licre, the cainpalyt aI pes to cul
strict tie Airld s largest I altOla[rC gen.
eralinz statai1o by SOlii .i.,'o7tiLan is cbI ous li rijrg t t I Sl tie
technotoy extren eto last.' s as ) tujd
Catison, a n ecutrie at Anrloca ,rp s s
lar energy s sidiary. ie s really SUtCK-
itg Inls neck out "*

ThougI (tie history at solar energy is
strewn wl great expectatlins gone bst.
photovoiltan tealsin og-p it recent itars
hira gavied inore commtniercial uses, lih de.
vices sucI as carcuJalns and battery criar
gers, But the market tor large scale poier
generallon-he po.entlal Comstock Loe
for ptiotovoalcs ca.npaues-itas rlaeiy
beet tapped. AId tit Is iiere CLirotar is
leading.

The sigonlicarce the company attaches
to its new pacel plant, a 1 o be uli In tile
northern Caitornia town O Fathe:d. is
reflected in its name-the Eureka piant
Chronar bis it as the sort ct aJ:ca'.a:ed
production lie needed to slash coss atiJ
tlhus help Tnlake ptatovoitac tecrnol -y
itore compettlne with tossnl and nuclear

tuels Althougth the plant s panels could be
put to a variety of uses. te company
hopes ;tany will id up is sl;ar generat.
Ing station.s.

Ttle generating station slit Clironar ai-
Islons, i% hich would sprawl o or 5i Ies-

er acres outside Los A!igeles. is mow oo
snow that such plants are c oilntTCiatly
teasibe. The company tiupes to seil lhe
electicity to a utility during periods of
peak Ienaid

Chronar, WiiiC hrd a pruS ot ! I I .I-
I ion tor this )ear's ft ,st re ntiths on
revenue ot $1'6,8 InTlr4i1i., rnao seem ar, on-
iPelo coo patlo, to express suci ajdacioLs
ri onljlls 1"cundeJ in 1975. it is a I1 ]Zet
a leld tat It1 , j es Al.1 Co 311a M .' iLc

r-hclliletd Cc t t ie ti e Pi F muI r ,SS.
a 0 lett tV i taboalo tes o RICA C1,r p tar

I .e up ad do-wa cil nes o t s ensn en-
'. Ipte-ear. rejects a'l r.. mir Itlat
Ciloiar can r deter. - Ve S(ij t Ltd
card casiier,' I e sas

Indeed, tie has traveled tie orid d uag
deals 11t wtliIr1 Clironar pr itdes eqop
inens and kinoedge to Said pall prtJuc
tOi plants. Tt ere ate now six-n Por
.ter ls. 0 , ritd Blimil'hrionni Al. ld

a tal Framnce. Yuposah.a a'd IC.,na -
Ot 1 Lii1 holds cidy nin it) stakes

II tine o (ihe plants
Alu; Mtl nss lias een tta c aint aid

i.nilrlll '1hri 1tr) selitig SltkeaI ILt cilI.
'-tily. 'Ia ttrt11iIrtI1 il itm t"umck 'A i
Ile lSU a Pima ehro del 5 S a'IDSIai'ly (I t ,i
C II G ,,% & I IIl . C ., ;: I lle p[i s I l

J, IJ at j, SCP eet 1-ma "a -' re s I , it -i
' _ lal 'nO cSO lar L ,j t,.e / i , a.'ej
install -t1, n pron n us I

'r LIe las Lee Itell to hi1le sice
sclerisls b gan to harness ite ' titouot.
taiC elect ' Liit enere escles ecih ntis
in Cinm olluuctors. suci s ta e scoll hi-
: 0y used in faneis. le current thtus set
in motion is then clianineed IntO crcuitry

'a' "d.plng ' the siicon with cieiicas
that establs an electric held

tie draw,,bawk o solar energy is cost
C. er mhe past decade, prices nt o
i-iC p I 5. III co tllt i 7 dli, ls I, ile
ropped to about $5 a is't traim S Itut 1lo

make a dent In lie ulity inarket natty
erenr} specinsis say. prices a..Id hate
ao plunge to $t

Like -nany olier i inL, tie ulepa Io-
ClIll is1ill Ise so called aortpoos Slicin
lecinol,c, a il h gises up soniem eclency
In capturing sonar eolf or ooer proijc
tion ccsts thut Vihil set tie Eureka plant
apart (I atn earer lirotar projects is art-
tcmarln"on conveyor els instead ol crple
will atoIe tile panels anton i arnlbers
a Pete silicon and other s5 stances ate de
poniled onto glass backings, Ntr kiss esti-
multes this wilt cut production costs II half
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The plant, scheduled for collection in
the second h3lf of next year, ,mnld also
represent a huge increase in partelprodIuc-
tion capacity. Expected to occ pv 75.u00
square feet and cost $22 intihioti, it toiild
be capable of annual production of panels
vtlh total power of 10 megawatts. 1 hat Is
about one-quarter of panel production
world-wide today.

The generating station, too. \(vmhl tep-
resent a leap In scale. It is to he rated at
50 megawatts, or the equivalent of po,,er
used by a cotiliUnil of I5.OO0 io 25.IU
i'eople. That's more than seven tilps ir."
ger than tlie fargest exustiriv lItk.oltaic
generator, a project of Atlantic RIchfield's
Arco Solar Inc.

Can Clironar pull It off?
Not oiily Mr. Kiss but other phtolovol-

taics specialists believe solar tclniolouy
eventually will gain more applications in
the utiiity market. V,'lether progress can

.keep pace with Mr. Kiss's goal of starting
up the plant by 1992 is the question.

Mr. Kiss's projections of tlhe panels'
costs are In line with some estimates.of
what It will take for pliotovoltaics to com-
pete against (he price some utilities pay
others for electricity during periods of
peak demand-and against the cost of add-
Ing conventional generating cipacity. Yet
those estimates often assume that (lie
panels will convert at least 107o of solar
energy to electrical energy. The initial
panels from the Eureka plant are expected
to have a conversion rate of about 5%.

Cutting installation Costs
Mr. Kiss says teclhologlcal advances

will eventually boost conversion ratios.
More important at the outset, he says, is
slashing installation costs. One example:
using telephone poles instead of concrete
yions to hold up the panels.

First, though, lie has another selling
Job. Clironar has found one partner in the
generating station, SeaVest lolw er Ss-
tetns, until now mostly a developer o1
winoinill farms. But the venture still must
line up some S125 million in funding. Pros-
pective Investot s may wait to see whether
tlhe station gets to chat ge high rates for its
elect icity under R state program meat to
nurture renewable energy sources.

The local utility. Southern Callfornia
Edison Co., is balkiiig, since regulators
who set tie rates years ago assuired rising
oil PIces. It slys Llose rales nr ImW SOY,
viol tl iS ll0 hier thalln w nt Its addlIlu tl
costs would be if it siiip~ly hi('d ul Its owit
idle generating capacity during peak pe-
iiads. The two sides are still negotiating,
ubi, tie issue could yet end up before re u-
Iators or in the courts.

For all his ups and downs, Mr. Kiss is
becoming a figure that others tio longer ig-
tiore. The giant engineering concern of
Bechtel Group Inc., for one, plans to help
build the Euieka panel plant partly to keep
up with solar-eie- gy technology.

As for the generating station, it "Is still
a dream in Zoltan Kiss's eye," says Pat De
Laquil. Bechtel's solar-enerKy specialist,
'hiut not an iiipossible (reatn.-
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By JOHN RICHARDSON
Hon-e News business writer

For many investors. Chronar
Cor is involved in a high risk in-
dusiry headed down a blind alley
But the West Vindsor-based corn-
pan:.-, which develops technology, to
turn sunlight into electricity, is
abo,L to turn the corner, and some
ex-rts feel Chronar's future is
'ni-it indeed

P.rsstence has guided the com
pa,, through 12 %cars of net losses,
and Chronar hopes its patience sult
soon pay off

The company is on the verge of
producing electricity cheaply
eniagh to compete wti the oil. coal
and nuclear industries, through a
yet to be built automated rnanufac-
furing plant. officials said Becom-
ing competitive has been the major
obsa Acle for the high tech, low-pro
file industry, and the small number
of Analysts who follow Chronar feel
the companys name may eventual-
N- become as familiar as Exxon or
Putlie Service Electric & Gas

"rhis is going to be the world's
largest industi'r in the next dec
ade." said Dr Zoltan J Kiss. the
founder and cOef executive of
Chronar BuLt, he said. "the tremen-
dous growth potential has not yet
been recognized on Wall Street"

The photovoltaic industry, he
sai, will conLrol a $1 trillion market
at the turn of the ceary, compet-
ing head-to-head with the most
powerful traditional energy produc-
ers There are now five U S photo-
votraic manufacturers with sales to
talking $300.000 million, according to
industry- figures

fly the early 1990c. it will le
clear tiat photovoltaies will be seen
As a more cost effective method of
gnerating elect city than either
nuclear, coal or fossil fuels." said
k-ss

Industry experts and investment
analysts agree about the approach
tog crossroads and the long term
potential of photovoltaics, a tech-
nology which depends on a source
that will long outlast other fuel
r,esernes And, although the compa-
n,' has never turned a profit for
wore than one consecutive quarter.
they said Chronar is in a strong po

tion to lead the way
Chronar now operates five manu-

ficturing plants around the world.
turning out glass panels that con
Lit, the photovoltaic cells, and
three more are in the planning
,tage. Kis-s said The company ako
operates a generating plant in Ala
bama, which provides poAer to the
Alabama Power Co, during peak de-
mand penods

200 local workers
The company employs rore than

1o workers worldwide and about
'00 at its headquarters in West
Windsor

.nd Chronar is recognized as the
leader in developing a ciost-effective
technology, even ahead of Japanese
companies which have directed
their resources toward smaller
scale uses lke calculators, experts

Jid
They seem to be on the leading

edge of the technology," said its-
sell E Miller, an investment aila-
ivst with Alex Brown & Son tin Balti-
more But the technology is not yet
reads to compete with other energy
sources for a share in the utilaes

ma'keL he said- "That's Chronar's
hlg challenge - to develop the
market for the (soar-toelectric)
* eils Lhev re ranufactung "

The company began marketing
onumer and industrial products
fhat operated on photovoltatc pnn-

,ti)irs to la6 to create a market
,tid proNide revenues Its most pop-

iar vonsurser producL a "walk
i4hi that izenerates electricity,
,tonrin it diung the day and ltght-
ing idei4aJks and dnvewass at
night setls fr about $50

The aOnsumer :.nd idustnsal
product .iles will help 'hronar
,itce v e a not income for 1988, Kiss
-.aid ( hmn.r, S hs is traded by
the Natonal Asocitation of Securi-
ties [tialhi Quotation s-stem
,NASD). ha reported anrnud net
ossc5 rc, ,,,'r sirce going public

in f,il I i,r,nir reported its larg-
, -: ,o, ) t,,88 million. in 1986, and
1'87 I-,urvs hate not yet been re-

inaed

I he conpany s failure to deliver
set earnings - despite several
,uch predcttons -- has been cited
be analysts as one reason its stock
performs below, the market. Chro-
nar stock peaked a $25 dollars and
bottomed at $1 in its 7 years on the
market Since the Oct 19 crash.
Chronar stock has fluctuated
,cound $6 closing Friday at $6 25

While Cirosar is clearly a leader
in terms of technology for large
scale electricity producton, some
ii vestors worry it may never cash

( think that people 4ill look back
and say Chronar did a good job and
Igot the industry off the gr-ound,"
Smith said "But they might say
that it's another example of the bn
tint scientists that, even though he

had a good idea, wasn't able to
make a lot of money with it"

But Smith also expects a profita-
b!e 15M for Chronar. vlich can

iL products are marketed correct-
ly, he said.

The company expects its new
product Ines to provide net earn.
tngs, but the products are only a
means to an end, Kiss said

The more important break-
through, for Chronar i-nd for the in-
dustry., is the company's planned
automated manufacturing plant
that will turn out photovoltaic pan-
els at a cost low enough to compete
with traditional energy sources.

Chn sar announced last month
that the Sheet Metal Worker's Na-
tior'aJ Penision Fund would help
finance the $20 million plant Atch
is scheduled to open by April, 1988
at sisa yet to be announced

The plant wtll help Kiss meet his
uttirsatc objective.

"Our long term goal remains
what it was, to reduce the cost of
phoovoltaic panels to the p.int
,Awh _re it can compete in a cost ef-
fectie manner with fossil fuels -
oil and coal - and nuclear," he
said,

Kiss' focus has taken the compa-
ny from his garage to a position as
perhaps world leader in photovolta-
ic technology,

The IHungarian born Kiss found-
ed Chronar in 1976, when the orjy
application of photovoltaic technol-
ogy was in the U S space program.
Kiss, who studied physics in Toron-
to and England. worked with laser
and early photovoltaic technology
at RCA Laboratones in East Wind.
sor.

Chronar was essentially a re-
search operation until it built its
Port Jert-, NY plant tn 1984, and
the company did not market prod-
ucts until 1986. But Chronar has
suxrved - despite cuts in federal
research funding since 1981 and
dwindling public support since the
energy crises of the 1970s - by
marketing its technetogy as well as
its products

The company has sold each of its
manufacturing plants, while retain-
ing some equity, to produce in-
come. Chronar also arranged to
manage the facilites for a fee, and
it buys back the panels to sell again
or use for its products.

By creating its own market. Kss
and Chronar have been able to per.
severe in their quest for large scale
electricity production, a goal that
soon may be within reach "That
the ultimate area." said Kiss
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Sheet Metal Pension Fund Sets
Example for Innovation

3 -yen thtigh the ration : penqnn funds
lost a bundle in the market nn tkt 19,
MaIllack Monday nearly $2 trillion is

NM left in reservesi fnr money managers io
handle, and they come up dailv wiih ideas

iftsq inve acting those vast .ums
i The primary goal must he in manipulate

be mothy so it will increase, and thereby
Ihkelp ensure pensons for retiree' Hui little
attention i .iad to *hat should he an
Important aecostdary goal using the money
In ways that will better serve wirkcrs whn

r covered Iy the pension plan, hut who
tawe tl orfD r$Dei .

3itowever. a few of the nearly 900,O0
vale and public pension programs are

1s by people with inaginauve suggestion
r safe waya to do more for workers than

.smply increase the huge reserves
Amn the most innovative ideas in the

country hanee been devised for the SI l-bl-
sIc Sheet lMsal Workers National Pension

to the pentoe fund and are creating jobs
for sheet mutl worker by develip ng
wtya to, anrwi other thisnp. income the
use of solar ener and Ond safe methods to
remove life-threstenlng asbestos from
homes. c hools and office build Ulp.

er example, pension reserves have been
used to bu) about 30% of Chcona Corp.,
based near Princeton, N J. Chronar is
building what Carlouagh says will be the
world's lrgs "amorphous silicon photo-
voltaic" manufacturing plant

The fund will own the plant that Chirnar
will mane4e and also market the pholovolo -
taxc tiis that tur sunlight Into eiectaity.
And sheet metal workers will fabricate and
i nsal tiv product.

'Lab-& Investments." a newsletter
punished by the AFL-CIO Indus,'J union
dep-Uneist to keep track of unIons Rnan-
cal Inveasasla says the sheet mewa
watkWa' psse fund 1s the only one

Fund. which is jointly controlled by union
and management teerteW

Most of the de" cs from Fdward
Carlough. presdent of the relauvely mall,
147.000-member Sheet Meti Workers Un-
ion. Not a self-effacing man. Carlough
nevertheless has reason to be pleased with
the access of his proposals so far.

They've done so well, in fact, that. unlike
moast construction industry unona. the
Sheet Metal Woekers Union is increasing
its membership, which in expeted to top Its
1978 record of 152.000 by the end of the
year

The membership in rease is partly due to
cooperative effortx by the union and indus-
try to keep labor costa down in the face of
niing non union competition. But another
significant factor a the clever tue of some
of the penano fund money.

About 175 million has been mn'ested in
companies that are br-ngtng a S trtn

making major equity investments in corpo-
ration that manufacture products used It
jots held by pension plan participants

The sheet metal fund also bought 30% of
Actasl Corp based In East Hartford. tbnn.
a heating. ventilating and alr-condiioning
company that recently entered the rapidly
growing asbestos-removal business, which
is providingois for sheet metal workers.

But Acmat. like other asbestos.removal
fint'y, is facing increasing trouble byt~lng
Liability Inurance for its asbestos jobs. To
help solve that problem, pension ft.
wee used to buy a 30% stake In Unitad
Cos"d Insurance. which offers the man-
dated asbestos insurance policies

Another Innovative Idea was to devise a
way to help contractors get performance
bonds thst small flrms often have trouble
obtAirun. To achieve that goal, the pension
fund-financed Acmat Lat week announced

lees s* SRSM92SYKIT N, Pap
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plans to ouy a subsidiary of John
Hancoci Holding that wil offer
bending to qualified asbestos
abatement contractors.

Randy Barber. a financial con-
,uit nt to unions. compiami that

far too little has been done by
unions to make sure that pension
fund administrators invest fund
reserves not only to protect retir-
ees but also to help active union
members.

But he said Carlough and other
ruStees of the sheet metal pension

fund "are doing some excitig.
pioneering things that can serve as
examples for other unions around
the country.

Usually, almost all of the enor-
mous amounts of money in the
nation s pension funds are put into
"safe" investments such as stocks.
bonds and government securties
by money 'managers. who often
make small fortunes for them-
selves in the process.

But relatively small amounts of
those vast sums trickle into )ob-

sreaung construction loans that
directly benefit active workers
Covered by pension plans.

Jobs are opened for constructon
workers when a construction in-
dustry pension fund simply makes
a loan to a developer. The develop-
er then hires a building contractor.
who hires construction workers.
The contractor, in turn. makes
pension fund contributions for his
workers. ihus putting additional
money into the fund.

Much more use should be made
of money set aside for workers for
their retirement to create jobs for
them as iong as the fund trustees
don't -iola. their fiduciary re-
sponsibilities by careless, high-
risk, low- return investments.

But much more can be done. as
the sheet metal fund trustees are
showing, to find other equally
inteligent methods for using the
huge pension fund reserves for the
benefit of workers other than sim-
pl) investing them in the tradition-
ai fashion

Harbrant Is Honored
for Service to Scouts

Unions have fallen on htrd times
'n recent ears. and they will not
,uddeniv beRin to flourish after
May 20 when Robert Harbrant. a
iedicatcd labor leader. is presented
A ih the Silver Buffalo award for
,Jistinguished service to youth" by

niationai officers of the Boy Scouts
-) America

But the award does symbolize
.he first chance unions have ever
'iad in the 78-year history of
kcoutig in the United States to
each millions of Scouts the poet.

uve story of organized labor's role
o the economic, social and political
afe of this country.

And to stop the eromon of their
awrength. unions neod to get their
nWry across to America's youth.
tie source oi their future member.
shp. Sadly, the public schools
teach almost nothing about labor
,nions.

Harbrant. heal of the AFL-CIO
rood and allied services trade de-
partment. spearhcaded a lengthy
campaign to persuade Boy Scout
'eaders to create a labor merit
badge. and the success of the
campaign will be marked in cere.
monies in San Diego where Har.
brant will receive the award. (Oth-
er 1988 recipients of. the Silver
Buffalo include First Lady Nancy
Reagan, who received it .n Janu-
ay.)

More than 20 years ago, Amen-
ca's business community won the
chance to present its moat favors-
ble side to Boy Scouts when a
business merit badge was created.
But when Harbrant arld oLhers
sought equal treatment for lahor.
there was strong, often strident
opposition.

One draft of the badge require-
nents oec!gned to help Scouts

;earn about the American labotr

movement was complete in 1935
But that Aas derailed because
critics said it didn't ask ScouLs to
:earn about the non-union sector of
the work force,

1"he final battle in what has a-en
taged "the great adge war came
at a meeting of 19 corporate cxecu-
tives who make up Scouting s spe-
cial merit badge committee.

The executives indicated that
Lhey would approve the labor merit
badge only if Scouts were reqmred
to learn about allegations of cor-
ruUon of unions as well as their
achievements, according to profes-
xv Arthur Shoetak. a Drexel Uni-
veslsty soc2ologit who has fol-
lowed the badge war closely.

Harbrant agreed to the idea if. in
tur, the corporate executives
wouil add a requss-ement to the
ousines inet badge spelling ou,
the corporate corruption and
white-collar crime "directly linked
to the companies of the very
businessmen trying to decide the
fate of the labor badge," accor-ing
to Shostak.

That ended the argument. The
corruption that exnss in both labor
and management was not included
in the merit badge program.

A 47-page 'American Labor'
pamphlet has just been issued so
that any of this country's 5 million
Scouts who want a labor merit
badge to help them advance in the
ranks of Scouting can get it by
learning the story of unionism in
the United States.

The Silver Buffalo award to
llarbrant is quite appropriate for
such an achievement.
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Solar firm spots
light at the end
of a long tunnel

aIRONAR. from 1I)
John Westergaard. a managing

director for the investment-
ban.ng firm of L.adenburg Thai-
uenn & Co. Inc. in New York
,ity, said Chronar was a prospect
io watch.

"Te fact is that if it can make
solar energy on economic terms.
this is probably the company
nth the mos open-ended peter.
tel over the next several dec.
Ides. !t t ly is," he sail.

The stock has bounced in a
range of S4 to SL2 a share icr the
last 12 months and hs bees tell-
iag most rectJy for about SS a
$hare.

The cause of Chronars recent
success is a modest but extreme-
ly popular consumer product - a
solar-powered outdoor light
catled the WatkLite. In 1987. t
company sold 1 ,000 of the
lights. Already Ib I year it has
sold mom than X (000 of them.

Company execuuves are sur.
prlsed. at the populrty of the
eight, which sells from about $
to $A

No wirino needed
i's idverced As the fit-ever

sotar-powered outdoor light, and
it can be Insled in gardens and
stong walkways Without the has.
ste of waiting. it c llefts sullght
during the day, turns It into elec-
Iriciry that is stored in a battery.

3nd then, at lght the light goes
011.

Jon K. Clemens. Chronar's
resident and chief operate ing of-

ficar, said the the company's rev.
eues from consumer sales bad
rocketed. They went from only
I.000 for all of 1986 to about $6
ullion or just this year's second
,uarter. Revenue from consumer
sales will be aoout S25 million for
this year. according to Kiss.

The company has other co-
tumsr products. including a so.
air-powered handlight. a key-

chain light and solar-powered
chargers that can be ased to re-
charge A car bantery wbn Ihe
War is idle.

New products will be intro.
duced soon, including soLar-
powered house numbers that
light up at night and a solar.
powered sentneL light that turns
on when someone walks in front
of aen infrared sntch.

The company expects to soon
begin enoyig some earning
from tiduwa produce includ-
inmg bLord-ightLng and solar
powered pumping systems.

But the key to the company's
future is soia.vpowered generat-
ing plants that electnc utilities
could use in the United States to
meet peak summer demand end
that could be used In remote re-
gions abroad to iuoduce elec-
tricity.

'ide open'
"Once we demonstte that we

can build a cost-effective. phOto-
voltaic power station. we believe
that the photovoltaic industry is
wide open and this Igrowts that
we talked about is po~ssble." s3d
KIss n yvew a

he company. i my *new. has
the best lehioogosy for produc-
Ing solar Power.' stud Russell C
Miller. an analyst with Ale
Brown & SoLs in Baltimore.

in my view. it is gettng close
to the point where it will be able
10 compete With Other ources Of
power such As nuclear enew
and c al." he said.

Eariler photovoLtaics were
made out of more expensive sli4-
con crysais. Chroner use lower-
coot amorphious silicon - In a so
celed ttan-fiLm proce in which
the silicon is sprayed ont glass.
The company believes that It has
at Iles a one-year lead over com-
pettors i the United States and
Japan in the technology.

PhOlovoltemc cells convert sun-
light directly into energy. When
the pbotons in the sun's rays
strike the photovoltaic cells, they

activate electrons In the silicon
the are harnessed into a trrent
of electurty.

Twety years ago. solar cells
were used only to power intel-
lites in spec. The cells were ex-
tremely expensive, costing more
than $100 for each watt of elec-
Ucty produced. according to en-
alysit iasxwell.

Just five years ago. the cost was
down to about $10 to 112 a wart
for fully encapsulated solar pan-
els reedy to produce eleccity.
said MamitwlL But now the cost
hasicOmedown to aboutS4 awatt.
he saId.

At that cost. photovoltalcs are
beginning to be competitive with
the prices paid by utilities to pro-
do"e elecitry for peek de-
mands. particularly to handle
summer air-conditioning loads.
said MaxwLL

Utilities pay about Sn4O to 13.70
a wet to istnalt pow.2r stOn.
(A las nuclear plant produces
about 1 000 megawatts. or I bil.
lion watts.)

Chronar says Its manufacture.
ing cost for the panels has
dropped to lea than S1 a watt.
Next year, the company plans to
open a manufactunag plant -
theso-cailed Eureka pro)ect- in
Califorta. where it expects to
lower costs even further.

Also next year, Chronar plane
to build a 5)-megawatt power sta-
tion in California. The location
and partner for the project have
not been announced, but Kis pre-
dicts that the plant will demon-
strate the feasibtlity of a commer.
cud solar-power station.

Chronr already has a small.
experimental station in BirmIog-
ham, Ala.. that is producing
about 60 kilowatts of power and
has proved to be an "unquali-
fled" success, K1s said.

Impresim partners
For the new, S i million man.

facrn/g plant in northern Cal.
fornmi. Chronar has lined up im-
pressive partners with deep
pocket Pacific Gas A Electric
Co.. Bechtel Development Co. and
the Nenonal Pension Fund of the
Sheet Metal Workers' Interns.
tional AssociatIo.

Ths is quite an endorsement
for our technology. These Iys
don't do thinp Ughtly. They d* a
lot of homework," said William
mBBeecher. Chronar's vie press-
deaL

Chromnar employs about 380 peo-
ple in the United States. including
330 at the headquarters and re-
search center in New Jersey. wit
the ret at manufacu rng opera-
Oons in Port Jervis N.Y. and Bfr-

In addition, the Company has
emb rked on joint pa-merstips
that built plants m South Wales.
France and China. Other plants
are under costru cuon i1 Yugo-
sliave and Hong Kong. Another
will begiun soon in Talwan.

Company executives believe
that manufacturing abroad wll
give Chronar petaOn Into
the biggest potential market for
photovoltaics: lsr-developed
countries .

"There are thousands and
thousands of villages on either
side of the equator that have no
electricity, through South Amer-
ici Central Amenca. Asia and
Africa - something like two bil.
lion people or more who are not
connected to the gnd." said Bee-
char. "The only way it makes
sense for these people to receive
eLectricity is through photovoL-
taics."

Accoting to Kis, by early In
the t century, the world Will
nei to double i53 current elect.
cangernaung capeciy to keep up

- with demand. Thot men it will
ntoe o mors M aw ofat power
_ it. equivejel o 2.o00 nuclear

If phottO0ics; cad fil 1s 0
percent of that need. It would
translate Into a Si trillo-e4.year
induasWy, be said.

0


