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TAX PROVISIONS IN THE CONTRACT WITH
AMERICA DESIGNED TO ENCOURAGE
SAVINGS AND INVESTMENT

TUESDAY, JANUARY 24, 1995

HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
Washington, D.C.
The committee met, pursuant to call, at 10 a.m., in room 1100,
Longworth House Office Building, Hon. Bill Archer (chairman of
the committee) presiding.
[The advisories announcing the hearings follow:]
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ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS

FOR IMMEDIATE RELEASE

January 6, 1995
No. FC-2 CONTACT: (202) 225-1721
ARCHER ANNOUNCES DETAILS ON SAVINGS AND INVESTMENT

HEARINGS
-January 24, 25, 26, and 31-

Congressman Bill Archer (R-TX), Chairman of the Committee on Ways and Means, today
announced that the Committee will conduct hearings on January 24, 25, 26, and 31, 1995, on the tax
provisions in the Confract with America designed to encourage greater savings and investment. The
Committee will receive testimony on the proposed American Dream Savings Account provision in
the American Dream Restoration Act and tax cuts in the Job Creation and Wage Enhancement Act,
which includes the proposed capital gains tax cut, neutral cost recovery, increased expensing for
small businesses, increased estate tax unified credit, and improved home office deduction. The
hearings will feature invited witnesses, Members of Congress, and public witnesses. All hearings
will begin at 10:00 a.m., in the main Committee hearing room, 1100 Longworth House Office
Building.

BACKGROUND:

The American Dream Restoration Act would create a new personal savings vehicle, the
American Dream Savings Account (the "ADS Account”), effective for tax years beginning in 1996.
Individuals could make non-deductible contributions up to $2,000 (married couples could contribute
up to $4,000) annually to an ADS Account and could rollover amounts from a regular deductible
IRA into an ADS Account. Distributions from an ADS Account used for retirement, first-time home
purchases, educational expenses, and medical expenses would receive favorable tax treatment.
Current-law, deductible IRAs would be retained.

The Job Creation and Wage Enhancement Act contains several proposals to encourage
savings, investment, and entrepreneurship. First, the Act includes three capital gains incentives:
(1) a 50 percent capital gains deduction, (2) indexation of capital gains basis to eliminate inflationary
gains, and (3) a capital loss deduction for homeowners who sell their homes at a loss. The 50
percent capital gains deduction and the home sale capital loss provision would apply to sales on or
after January 1, 1995, and the capital gains indexation would apply to inflation (and sales of assets)
occurring after December 31, 1994. Second, the Act contains a "neutral cost recovery™ proposal.
Effective for eligible property placed in service on or after January 1, 1995, the proposal would
increase depreciation deductions to approach the economic equivalent of expensing. Third, the Act
would allow small businesses to "expensc” (i.e. deduct in the year of purchase) up to $25,000 of
property annually (current law limits expensing to $17,500). Fourth, the Act would phase in an
increase in the estate and gift tax exemption to $750,000 and index the exemption. The current
$600,000 exemption has not been increased in several years and has been eroded by inflation. Fifth,
the Act would clarify the tax laws to allow greater deduction of expenses arising from a taxpayer's
use of an office in his or her home. Sixth, the Act would let taxpayers allocate up to 10 percent of
their tax liability to a public debt reduction fund. The designated funds would be strictly carmarked
for national debt reduction and would be enforced through automatic spending cuts.

Archer stated, "There is no question that we should provide greater incentives for people to
save and invest. These provisions contained in the Contract with America will go far in helping
people to achieve these goals.”



DETAILS FOR SUBMISSIONS OF REQUESTS TO BE HEARD:

Requests to be heard at the hearings must be made by telephone to Diane Kirkland, Traci
Altman, or Richard Scott, (202) 225-1721 no later than the close of business, Thursday, January 12,
1995. The telephone request should be followed by a formal written request to Phillip D. Moseley,
Chief of Staff, Committee on Ways and Means, U.S. House of Representatives, 1102 Longworth
House Office Building, Washington, D.C. 20515. The staff of the Committee will notify by
telephone those scheduled to appear as soon as possible after the filing deadline. Any questions
concerning a scheduled appearance should be directed to the staff at (202) 225-1721.

In view of the limited time available to hear witnesses, the Committee may not be able
to accommodate all requests to be heard. Those persons and organizations not scheduled for an
oral appearance are encouraged to submit written staternents for the record of the hearing. All
persons requesting to be heard, whether they are scheduled for oral testimony or not, will be notified
as soon as possible after the filing deadline.

Witnesses scheduled to present oral testimony are required to summarize briefly their written
statements in no more than five minutes. THE FIVE MINUTE RULE WILL BE STRICTLY
ENFORCED. The full writfen statement of each witness will be included in the printed record.

In order to assure the most productive use of the limited amount of time available to question
witnesses, all witnesses scheduled to appear before the Committee are required to submit 300 copies
of their prepared statements for review by Members prior to the hearing. Testimony should srrive
at the Committee office, room 1102 Longworth House Office Building, no later 48 hours before
hearings.

WRITTEN STATEMENTS IN LIEU OF PERSONAL APPEARANCE:

Any person or organization wishing to submit a written statement for the printed record of the
hearing should submit at least six (6) copies of their statement by the close of business, Friday,
February 3, 1995, to Phillip D. Moseley, Chief of Staff, Committee on Ways and Means, U.S. House
of Representatives, 1102 Longworth House Office Building, Washington, D.C. 20515. If those
filing written statements wish to have their statements distributed to the press and interested public at
the hearing, they may deliver 200 additional copies for this purpose to the Committee office, room
1102 Longworth House Office Building, before the hearing begins.
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ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS

FOR IMMEDIATE RELEASE
January 20, 1995
No. FC-3 CONTACT: (202) 225-1721
R DAY OF
ON SAVINGS AND INVESTMENT PROPOSALS

Congressman Bill Archer (R-TX), Chairman of the Committee on Ways and Means, today
announced that the Committee will conduct an additional day of hearings on Wednesday,
February 1, 1995, on the tax provisions in the Contract with America designed to encourage greater
savings and investment. In response to significant interest on the part of the public in testifying on
these issues, this additional day of hearings bhas been scheduled in order to accomodate as many
witnesses as possible. Only members of the public who, in accordance with prior press releases,
have requested to be heard and have been contacted by the Committee, will be scheduled to testify
on February 1. Other interested members of the public are invited to submit written statements for
the record of these proceedings. The hearing will begin at 10:00 a.m., in the main Committee
hearing room, 1100 Longworth House Office Building.

All other details for the hearings remain the same. (See full Committee Advisory No. FC-2,
dated January 6, 1995.)
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Chairman ARCHER. Good morning. Today we begin the last phase
of our hearings on the tax proposals in the Contract With America.
Last week we focused on what we can do within the Tax Code to
strengthen families, and for the next 5 days of hearings we are
going to be considering parts of the Contract that will increase sav-
ings and investment and protect existing savings.

One of the biggest threats to our economic security is that we
don’t save enough in America. I think every economist agrees about
this whether they are liberal, moderate or conservative. The one
thing we all know for sure is we don’t need any efficient incentives
for consumption. I think that if every one of us on the dais were
willing to publicly show his or her wallet you would find at least
one or more credit cards enclosed therein. So we are well along the
road for consumption but are woefully weak in savings.

Many people talk about the incentive for new savings but few
speak to the need to retain existing savings, amounts that have al-
ready been put aside at sacrifice and on which taxes have already
been paid. Those savings need to be retained wherever they are in
order to secure tools and technology to increase productivity and
thereby increase the opportunity of American workers to have
higher real wages. So that is what we will talk about in the next
5 days of hearings.

Our tax laws have a lot to do with whether we consume or
whether we save. We must remove the disincentives to the greatest
degree possible in the current tax law. We must also I believe in
the long term find a method of raising money to pay for the govern-
ment’s bills that will reduce even further the disincentives to sav-
ings and create an agenda for the next century where we will be-
come the economic juggernaut in a competitive world marketplace.
That is where our future lies. This is not just the future of this
country, but whether or not American workers will have the oppor-
tunity to realize their dreams of a better standard of living for
their family, higher real wages, and an opportunity for their chil-
dren to improve their economic lot in life.

But for now we must focus on the Contract With America. Later
in the year I plan to hold hearings on alternative forms of taxation
to replace the current income tax. Just as every blueprint is subject
to modification, we welcome any constructive comments on how we
can improve the basic provisions of the Contract.

I must say, though, I am not interested in hearing testimony as
to how we can preserve the status quo. I don’t want to hear why
we can’t make the Tax Code more friendly for savings and invest-
ment. I want to hear suggestions as to how we can do it. And I look
forward to what our witnesses have to say as they present their
testimony today and in the colloquy with our members.

{The prepared statement follows:]



Opening Statement of Chairman Bill Archer -
Hearings on Savings and Investment Provisions in the Contract with America
January 24, 1995

Today we begin the last phase of our hearings on the tax proposals in
the Contract with America. Last week, we focussed on the tax provisions to
strengthen the American family. Over the next five days of hearings, the
Committee will examine in detail the provisions in the Contract designed to
encourage greater savings and investment.

One of the biggest threats to our long-term economic security is that
Americans as a whole don’t save enough.. Without savings, a person cannot buy
a house, a business cannot purchase new equipment, and our economy cannot
create jobs. Unless we can raise our national savings rate, our standard of living
and our children’s and grandchildren’s standards of living will not grow.

Our savings rate is important, and it’s not because we want to win some
statistical game with other nations. We want to create jobs in this country, and
high paying jobs at that. Low savings means less capital is available to a
business that wants to expand and hire new workers or invest in new technology
to make its workers more productive.

Why is our savings rate so abysmally low? If you look at our tax
laws, you will see a large reason why. Instead of encouraging people to save,
the tax code often punishes people who save and invest.

The issue is not just whether we need to create more tax incentives to
encourage people to save and invest; it’s how do we reduce the current
disincentives residing in the tax code. 1 think you’ll find few defenders of our
current tax code. It encourages consumption. It erects barriers to savings and
investment.

From a long-term standpoint, we have got to look at alternative tax
systems, systems more suited to our economic goals. I intend to have this
Committee seriously examine alternative tax systems after we finish with the
Contract with America.

But that’s the long-term plan. In the short-term, we have to dismantle
some of the barriers Congress has erected in the Tax Code. That’s the real
issue we will be examining in these hearings. The question I want all of us to
ask ourselves is What is the fairest and most efficient way to increase savings
and investment in this country.

The provisions in the Contract with America will be our blueprint. Of
course, a blueprint often is modified upon closer inspection, and I welcome any
constructive comments on how we can improve these basic provisions.
However, I am not interested in hearing people defend the status quo. 1 don’t
want to hear why we can’t make the tax code more friendly for savings and
investment. I want to hear how.

I look forward to what our witnesses have to say about increasing
savings and investment and creating more economic opportunity for all
Americans. 4
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Chairman ARCHER. I now recognize Mr. Matsui to make an open-

ing statement on behalf of my Democrat colleagues.
r. MATSUL Thank you, Mr. Chairman.

I think we, as you stated in your opening statements, do favor
savings and investment as well. In fact, back in 1986 during the
tax reform debate, President Reagan and Chairman Rostenkowski
and Senator Packwood, then chairman of the Finance Committee,
all supported tax reform, the idea to lower rates, and at the same
time make sure that we had a more efficient economy where in-
vestments would be placed based upon good business judgment
Iéat(l;er than tax incentives. So we also favor efficiency in the Tax

ode.

I might just point out that the important issue over the next few
months is the issue of getting the deficit under control. In fact, this
week we in the House of Representatives will be voting on a bal-
anced budget amendment. 1 presume it will pass, although at this
tirlr(me I understand there is some uncertainty as to what form it will
take.

Back in 1983, Democrats essentially passed a $500 billion deficit
reduction package based over a 5-year period. Back in 1990, with
the assistance and leadership of President Bush, we reduced the
budget deficit by $500 billion. At this time, we have the deficit on
an annualized basis about 23 percent of the total GDP in this coun-
try.

Many economists say that that is a sustainable deficit, one that
we can live with to promote growth in the economy, but we know
that the deficit will be rising in years ahead mainly )ll)ecause of enti-
tlement programs which many people have taken off the table in
terms of spending cuts. So Democrats want to work with the Amer-
ican public, the business community, and our colleagues.

On the matter of how we are going to pay for these tax cuts, over
the next 10 years, according to Treasury Department numbers, the
13 tax cuts in the Contract With America will cost $725 billion—
$215 billion will be the cost over the next 5 years and $725 billion
will be the cost over the next decade.

The cost increased from years 6 to 10 because that is when the
capital cost recovery and that is when the issue of the capital gains
tax kicks into place. So we want to make sure that if in fact we
embark upon these tax cuts, we have spending cuts in place, cer-
tain spending cuts in place before we embark upon these tax incen-
tives.

Let me mention, the Chairman had mentioned when we were de-
bating the Kennelly amendment on the adoption of the rules that
he is going to use discretionary spending cuts to pay for tax cuts.
In the past, as the Chairman and other members know, we had a
tradition in our committee that only revenue offsets would occur
within this committee; that is, entitlement spending cuts would
occur for tax cuts themselves.

The danger we face when we use discretionary spending cuts is,
let’s say that we want to cut the space program $3.5 billion over
5 years and then we give a tax cut of $3.5 billion over 5 years to
replace that spending cut. The tax cut will continue on from years
6 to 10 into the definite future. The spending cut will end at the
end of 5 years and that means that we will really not pay for it
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even though, under our budget rules, there will be a revenue neu-
tral package. That is the danger of using discretionary spending
cuts and we ought to be aware of this as we embark upon this
quest.

Let me conclude by making one additional observation. There is
always a fear, and we hope to hear from witnesses over the next
5 days on this, that the combination of the neutral cost recovery
and the capital gains provisions will lead to tax shelters.

As you know, the reason the American public and President
Reagan supported the issue of tax reform in 1986 was because tax
shelters became a way of life, they became a way of avoiding the
Tax Code, converting ordinary income into capital income. We need
to make sure that this doesn’t happen in this series of tax cuts.

Ultimately, the American public will want interest rate stability
and interest rate reduction, but a business individual and a cor-
poration makes judgments based upon how they should invest their
capital. It is not just capital gains or capital cost recovery; it is a
business climate and it 1s interest rates. That is what determines
how people make business decisions. So we must make sure that
we don’t do damage to the economy which, at this particular point
in time, is running at a reasonably even pace.

So we look forward to working with the Chairman and members
of the other side of the aisle and certainly with the business com-
munity on achieving capital recovery and growth in the economy.

Thank you, Mr. Chairman.

Chairman ARCHER. Would our first panel of witnesses please
téalile their seats at the witness table. Mr. Bloomfield, Dr. Sinai, Mr.

ohen,

Without objection, any other opening statements may be entered
by individual members 1n the record.

{The opening statement of Mr. Ramstad follows:]

OPENING STATEMENT OF HON. JIM RAMSTAD

Mr. Chairman, thank you for compiling another excellent panel of witnesses for
today’s hearing on the “Contract With America.”

I am extremely pleased that today’s hearing focuses on the critical issue of sav-
ings and investment. Clearly, Americans must be relieved of the heavy Federal tax
burden they now shoulder and be encouraged to put more of their income into sav-

ings.

%Ve are all too familiar with the alarming data concerning our Nation’s saving
rate. The U.S. household saving rate compares miserably to that of our partners in
the Group of Seven industrialized nations (G-7). In 1993, the U.S. household saving
rate was just half that of the next lowest G—7 member, at 4.4 percent.

The Contract With America directly attacks this national problem by allowing
Americans to keep more of what they earn and by encouraging them, through tax
policy, to save more of their earnings.

Today’s hearing will give us an opportunity to ask some of the leading experts
on these matters how the provisions in the Contract will affect the ability andp pro-
pensity of the American family to save more.

I thank you all for being here and I look forward to your testimony.

Chairman ARCHER. Gentlemen, again, welcome.

Mr. Bloomfield, you are our first witness. As president of the
American Council tor Capital Formation, we are delighted to have
you with us this morning. I note in reviewing your testimony that
you have also prepared special reports for this hearing, questions
and answers on capital gains, questions and answers on IRAs, and
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the impact of the alternative minimum tax on investment and eco-
nomic growth. I found these reports to be very useful and commend
them to my colleagues.

You may proceed. You probably know the rules of the committee,
that we would like you to keep your oral testimony to 5 minutes
or less. Any lengthier testimony in writing may be submitted for
the record.

STATEMENT OF MARK A. BLOOMFIELD, PRESIDENT,
AMERICAN COUNCIL FOR CAPITAL FORMATION;
ACCOMPANIED BY MARGO THORNING, PH.D.,, CHIEF
ECONOMIST

Mr. BLOOMFIELD. Mr, Chairman, thank you. For the record, I am
Mark Bloomfield, president of the American Council for Capital
Formation, and I am accompanied by Dr. Margo Thorning, our
chief economist.

Today history has come full circle. Almost 17 years ago, July 25,
1978, a member of this committee with bipartisan support offered
a proposal to index capital gains for inflation. It passed the com-
mittee. Unfortunately, it dig not become law. Today it is in the
Chairman’s mark. The author of that proposal in 1978 was Con-
gressman Bill Archer and the chairman today is Chairman Bill Ar-
cher. We congratulate you, Chairman Archer, and urge its enact-
ment. It is long overdue.

Today I would like to make three points. First, we have a very
serious savings and investment problem. U.S. savings and invest-
ment today lags behind those of our major competitors and our his-
toric past. We need to do something about our low savings and in-
vestment.

Second, current tax policy is impeding savings and investment.
The basic point here is that we tax savings and investment as if
it were a sin rather than the important determinant of economic
growth, higher living standards and better jobs for our citizens. Let
me illustrate.

In our international survey of the taxation of personal savings,
we found that the United States ranks at the top of 12 countries
that most harshly tax personal savings, capital gains interest, and
dividends. In our international comparison of the tax treatment of
investment in machinery and equipment that is technologically in-
novative and that is crucial for economic growth as well as pollu-
tion control equipment, we again found that the United States
taxes investment much more harshly than our competitors.

Although the Tax Reform Act of 1986 reduced corporate and indi-
vidual tax rates, it unfortunately increased capital costs by elimi-
nating the investment tax credit, lengthening depreciation lives,
creating the comprehensive corporate alternative minimum tax and
increasing capital gains tax rates. These are the issues that the
Contract now seeks to redress.

Third, the GOP Contract. There are three savings and invest-
ment provisions that are an important step in reducing the bias
against capital formation, provided that the Contract does so in
such a manner as to be revenue neutral in the aggregate and does
not increase the deficit.



10

Neutral capital cost recovery (NCRS). While true expensing
would be preferable, NCRS is a positive step toward real expensing
for investment and it ameliorates some of the negative impact of
the alternative minimum tax on new investment.

IRAs. We believe IRAs are a very useful tool to increase our dis-
mally low personal savings rate. Let me respond to the criticisms
of IRAs. Do IRAs result in new savings? I think the answer is yes.
The weight of available evidence suggests that IRAs generated a
silgniﬁcant amount of savings that otﬁerwise would not have taken
place.

Second, can we afford expanded IRAs? Again. I think the answer
is yes. Harvard Professor Larry Summers, who now serves as the
Under Secretary of the Treasury explained, under current law, the
government loses 25 cents for each dollar of IRA contribution. If
more than one quarter of new saving going to IRAs represents new
savings, IRAs will increase private saving by more than their reve-
nue cost.

Capital gains tax reductions. Treasury Secretary Robert Rubin
suggested that the President could sign a capital gains tax cut if
it met three criteria: That it made economic sense, that it was fair
and that it did not lose revenue. Let me expand. First, it would
make economic sense if it reduces our high capital costs, if it pre-
vents the taxation of inflationary gains, and if it encourages entre-
preneurship.

Second, it would be fair if it applies to all income brackets and
all sectors of the American economy, to Main Street as well as Wall
Street, to middle-class investors as well as farmers, to new entre-
preneurs as well as retiring businessmen, and to individuals and
corporations.

Third, it should not reduce total tax revenues and should in fact
be a revenue raiser because of the unlocking of existing assets and
important macroeconomic consequences. On all three counts, I sug-
gest the capital gains proposals in the Contract measure up to Sec-
retary Rubin’s criteria and therefore should be enacted into law.

Conclusion. The pendulum may be about to swing from the tax
policies of the last decade, especially the substantial increase in the
economic tax burden on savings and investment and back toward
progrowth policies. When historians in years ahead judge this com-
mittee, let its legacy be that it was the savings and investment
Committee on Ways and Means.

Thank you.

[The prepared statement and attachments follow:]



11

ACCF

AMERICAN CoUNCIL POR CAPITAL FORMATION

Statement of
Mark A. Bloomfield, President
American Council for Capital Formation
before the House Committee on Ways and Means
January 24, 1995

ACCF STATEMENT

My name is Mark A. Bloomfield. I am president of the American Council for Capital
Formation (ACCF). I am accompanied by Dr. Margo Thoming, our chief economist. The ACCF
represents a broad cross section of the American business community, including the
manufacturing and investment sectors, Fortune 500 companies and smaller firms, individuals, and
associations. Our board of directors includ bi bers of prior Republican and
Demacratic administrations, former members of Congress, prominent business leaders and public
finance experts. We appreciate this opportunity to present testimony on the impact of the tax
provisions in the Republican “Contract With America.”

To encourage a constructive debate on the Contract’s saving and investment proposals,
our affiliated public policy think tank, the ACCF Center for Policy Research, has prepared three
special reports for today’s hearing: “Questions and Answers on Capital Gains,” “Questions and
Answers on [RAs,” and “The Impact of the Alternative Minimum Tax on Investment and
Economic Growth.”

We commend the emphasis the GOP Contract places on the need to increase saving and
investment. The saving and investment proposals: the Neutral Cost Recovery System (NCRS),
capital gains tax reductions, and expansion of Individual Retirement Accounts (IRAs) in the GOP
contract will, if enacted, go a long way toward addressing the burdens on capital formation
imposed by the Tax Reform Act of 1986 (TRA). Almost ten years after the enactment of the
TRA, it is clear that U.S. tax policies toward saving and investment must be revised if we are
10 increase real wages for U.S. workers and retain our leading role in world affairs. We also
applaud Chairman Archer and bers of this i for their commitment—which we
share—to enacting the Republican Contract in such manner as to be revenue neutral in the
aggregate, thus not increasing the federal deficit.

TRENDS IN U.S. CAPITAL FORMATION

Investment spending in the United States in recent years compares unfavorably with that
of other nations as well as our own past experience. From 1973 to 1991, gross nonresidential
investment as a percent of Gross Domestic Product (GDP) was lower for the United States than
for any of our major competitors (see Table 1). The U.S. saving rate averaged 4.8 percent over
the 1973-1991 period, compared to 19.1 percent in Japan and 10.7 percent in West Germany.
Even more disturbing is the fact that net annual business investment in this country has in recent
years fallen to only half the level of the 1960s and 1970s. Net private domestic investment
averaged 7.4 percent of GDP from 1960 to 1980; since 1991 it has averaged only 3.0 percent (sce
Table 2).

Reflecting the reduced share of GDP being invested each year, the U.S. capital stock has
also grown more slowly. In the three decades prior to 1980, the total capital stock grew at 4.0
percent per year; in the 1980s and 1990s, the rate fell to 2.7 and 1.4 percent respectively (see
Table 3). The stock of equipment, which many experts regard as critical for strong productivity
growth, has increased only about half as fast since 1980 as in previous decades. Industrial
equiprnent stocks, which grew at an average rate of 4.3 percent over the 1950-1979 period,
increased by just 1.2 percent annually in the 1980s and 0.1 percent since 1990.

LINK BETWEEN INVESTMENT, PRODUCTIVITY INCREASES, AND ECONOMIC GROWTH

The importance of investment in plant and equipment for economic growth is emphasized
in a new book by Harvard Professor Dale Jorgenson. Professor Jorgenson's book, Productivity:
Postwar U.S. Economic Growth, analyzed economic growth between cyclical peaks in the
business cycle over the 1948-1979 period. Allocating increases in output to three sources, growth
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in the capital stock labor, supply, and multifactor productivity, Professor Jorgenson found that
increases in the capital stock contribute most to increases in output (see Figure 1).'

In 1979, the output of the civilian economy stood at almost three times the level of output
in 1948. Capital and labor inputs together contributed 2.6 percent per year to the output growth
rate of 3.4 percent from 1948 to 1979; capital’s share was 1.5 percent compared to 1.1 percent
for labor. Thus, these two inputs accounted for more than three-fourths of output growth,
Professor Jorgenson stated. By contrast, multifactor productivity increases (efficiency gains)
during this period contributed 0.8 percent per year, or only 24 percent of output growth. Growth
in capital input is the most importance source of growth in output, growth in labor input is the
next most important source, and multifactor productivity growth plays a subordinate role,
Professor Jorgenson concluded.

Studies by Harvard Professors Bradford De Long and Lawrence H. Summers, now on
leave at the U.S. Department of the Treasury, concluded that investment in equipment is perhaps
the single most important factor in economic growth and development. Their research provided
strong evidence that for a broad cross section of nations, every 1 percent of GDP invested in
equipment is associated with an increase in the GDP growth rate itself of one-third of one
percent—a very substantial social rate of return.

Investment’s key role in advancing technological progress and productivity growth is also
stressed in recent research by New York University Professor Edward N. Wolff. He argued that
U.S. labor productivity growth rates are depressed by the recent slower growth in the capital-to-
labor ratio—from a peak of 2.0 percent per year in the 1950s to 1.2 percent per year in the 1972-
1992 period. He emphasized that the effects of the decline in U.S. capital-labor growth are
perhaps even more pernicious than they appear at first glance. First, an increasing capital-labor
ratio will increase labor productivity through capital deepening. Second, there appears to be an
important and significant interaction effect between capital investment and technological advance.

Thus, a slowdown in capital formation may doubly hurt labor productivity
growth—directly by slowing down the rate of capital deepening and indirectly by slowing down
the rate of technological advance. His research also shows that U.S. labor productivity growth
lags behind our competitors; OECD countries outstripped the United States during much of the
1950-1990 period. He noted that countries such as Japan and Germany, which experienced strong
productivity growth in the 1970s and 1980s, showed significant gains in their capital-to-labor
ratios. Our competitors’ gains in capital-to-labor ratios are a direct result of their higher levels
of investment.

IMPLICATIONS OF LAGGING INVESTMENT AND SLOW GROWTH IN LABOR PRODUCTIVITY
FOR CURRENT AND FUTURE LIVING STANDARDS

Real family income in the United States has been nearly stagnant since the mid-1970s and
in recent years has actually fallen. For example, real median household income was $39,869 in
1989; income has declined in each subsequent year, and in 1993, stood at $36,959. These trends
have not only made it harder to maintain living standards but have also jeopardized our future
economic health and our ability to remain the principal leader in international affairs. In addition,
looming in the future is the need to finance the retirement of the baby boom generation. Research
by Stanford Professor B. Douglas Bernheim, commissioned by the ACCF Center for Policy
Research, our public policy think tank, shows that current saving by members of the baby boom
generation is seriously inadequate. The typical baby boom household saves at only one-third the
rate required to finance a retirement standard of living comparable to that enjoyed before
retirement.

lJorgensal'l's analysis uses multifactor productivity, which relates output to inputs of both labor and capital. The
traditional productivity measure commonly found in popular articles is Jabor productivity, which relates output to
labor input alone.
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TAX PoLICY AND CAPITAL COSTS

The user cost of capital is the pretax return on a new investment that is required to cover
the purchase price of the asset, the market rate of interest, inflation, risk, economic depreciation,
and taxes. This capital cost concept is often called the “hurdle rate” because it measures the return
an investment must yield before a firm will be willing to start a new capital project.

Economists are in broad agreement that capital costs are affected by tax policy. For
example, Stanford Dean John B. Shoven estimated that about one-third of the cost of capital is
due to taxes. In other words, hurdle rates are 50 percent higher than they would otherwise be due
to the tax liability on the income produced by the investment. Thus, the higher the tax on new
investment, the less the investment that will take place. Although TRA substantially reduced
corporate and individual income tax rates, the legislation’s capital cost recovery provisions raised
effective tax rates and capital costs for productive and pollution-control assets. Capital costs
increased because of the loss of the investment tax credit, lengthening of depreciable lives for
many assets, creation of the corporate alternative minimum tax (AMT), and increases in the
capital gains tax.

The corporate AMT has an especially pernicious effect on the cost of capital. TRA created
a comprehensive AMT system separate from, but parallel to, the regular tax system. Under the
AMT regime, taxable income is modified by an intricate series of “adjustments” to income,
including depreciation. A high level of investment is a major reason firms become AMT
taxpayers. Depreciation allowances for firms paying the AMT generally are much less favorable
than for those for firms paying the regular corporate income tax (see Table 4). Today, a
significant proportion of large U.S. companies pay the AMT rather than the regular income tax.
Yet a high level of investment is exactly what is needed for increasing economic growth; thus,
AMT reform should be given high priority. (For additional background, see “The Impact of the
Alternative Minimum Tax on Investment and Economic Growth,” a special report prepared by
the ACCF Center for Policy Research for this hearing.)

The impact of TRA on U.S. industry can be illustrated by the following example relating
to the present value of the capital cost recovery allowance when a corporation purchases new
equipment. For example, the present value of the deductions for investment in modern and
competitive continuous casting equipment for steel production under the strongly pro-investment
tax regime in effect from 1981 to 1985 was close to 100 percent, according to a study by Arthur
Andersen & Co. prepared especially for today’s testimony. In contrast, under current law the
present value of the capital cost recovery allowance for that same investment today is only 81
percent for a corporation paying the regular income tax. And if a corporation is subject to the
corporate AMT, as many major steel companies are, the present value is only 59 percent (see
Table 4).

The Arthur Andersen study also shows that the United States lags behind many of our
major competitors in capital cost recovery for equipment that is technologically innovative, is
crucial to U.S. economic strength, or helps prevent pollution. Capital cost recovery provisions for
pollution-control equipment are much less favorable now than prior to TRA’s passage. For
example, the present value of cost recovery allowances for wastewater treatment facilities used
in pulp and paper production was approximately 100 percent prior to TRA. Under regular TRA
income tax, the present value for wastewater treatment facilities dropped to 81 percent; for AMT
payers, the figure became 63 percent. Scrubbers used in the production of electricity fared even
worse. Prior to TRA, the present value was 90 percent. Today, the present value is only 55
percent; for AMT taxpayers the figure drops to 42 percent. As is true in the case of productive
equipment, loss of the investment tax credit and lengthening of depreciable lives both raise
effective tax rates.

According to estimates by Dr. Joel Prakken of Laurence H. Meyer & Associates, the user
cost of capital for most types of productive equipment would now be about 15 percent lower had
TRA not been enacted (see Figure 2).
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THE REPUBLICAN CONTRACT AND U.S. ECONOMIC GROWTH

Reforming and restructuring the U.S. federal tax system to reduce the multiple taxation
of saving and investment inherent in the income tax—and promoting investment and higher living
standards—is high on policymakers’ 1995 agenda. The saving and investment proposals in the
“Contract With America” will, if enacted, go a long way toward addressing the burdens on saving
and investment imposed by TRA.

4 Neutral Capital Cost Recovery (NCRS)

The Republican Contract’s proposal to increase depreciation deductions to allow the
theoretical equivalent of expensing—i.e., immediate write-off—for property with recovery classes
of ten years or less, and to index longer-lived property for inflation will be important steps
forward in reducing the bias against saving and investment for firms paying the regular income
tax.

Under NCRS, the present value of capital cost recovery allowances of, for example, assets
used to produce continuous casting equipment for steel production, rises from 81 percent under
current law to 95 percent, not far below the equivalent to expensing (see Table 4). Firms paying
the AMT also fare much better under NCRS. For example, the present value of depreciation
allowances rises to 93 percent for equipment used for producing continuous casting equipment,
compared to 59 percent under current law.

However, short-lived equipment comes closer to the ideal of expensing under NCRS than
do assets with recovery classes longer than ten years. For example, net present value for scrubbers
used in electricity plants would rise from 55 percent under current law to only 69 percent under
NCRS (Table 4). Thus NCRS does not provide a “level playing field” among assets with short
and long lives. Another possible drawback to NCRS is that cash flow for short-lived assets is
reduced in the early years of an assets’ life due to the switch from 200 percent declining balance
method of depreciation to the 150 percent method. However, the fact that NCRS is voluntary and
can be elected on an asset-by-asset basis should minimize this concern for companies that tend
to give more weight to cash flow compared to net present value’s in evaluating investment
projects.

The ACCF has long advocated expensing as the optimal way of leveling the playing field
for all types of assets. While true expensing, which would allow in the first year a complete
write-off for the purchase price of an asset is preferable in many ways to NCRS, such an
expansive change in tax policy may not be affordable at present.

In sum, NCRS is a positive move toward real expensing for investment and ameliorating
much of the AMT’s negative impact on new investment.

. Capital Gains Tax Reductions

The GOP “Contract With America” contains three capital gains incentives. First,
individual and corporate taxpayers could exclude 50 percent of their capital gains from taxable
income. The new effective capital gains tax rates would be 7.5 percent, 14 percent, 15.5 percent,
18 percent, and 19.8 percent for individuals, depending on the tax bracket. Corporations would
be subject to a top effective capital gains tax rate of 17.5 percent. Second, the basis (the original
cost) of capital assets would be indexed for inflation occurring after 1994. Third, individual
taxpayers could deduct losses on sales of principle residences.

Capital gains tax reform should satisfy three criteria. First, it should make economic sense
by lowering the excessively high cost of U.S. capital, reducing the bias against high-risk capital,
and ameliorating the taxation of inflationary gains. Second, it should be fair to all income groups
and sectors of the U.S. economy: Main Street and Wall Street, middle-class investors and farmers,
new entrepreneurs and retiring businessmen, and individual investors and businesses alike. Third,
it should not reduce total tax revenues and, in fact, it might be a revenue-raiser because it would
unlock existing capital gains and would have important macroeconomic consequences.
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On all three counts, the capital gains proposal in the Republican Contract measures up and
should be enacted. (This is further documented in “Questions and Answers on Capital Gains,”
a special report prepared by the ACCF Center for Policy Research for this hearing.)

To those who favor a truly level playing field over time for individual and business
decisions to save and invest, stimulate economic growth, and create new and better jobs, capital
gains (and other forms of saving) should not be taxed at all. This view was held by top
economists in the past and is held by many mainstream economists today.

This is primarily because the income tax hits saving more than once—first when income
is earned and again when interest and dividends on the investment financed by saving are
received, or when capital gains from the investment are realized. The playing field is tilted
because the individual or company that saves and invests pays more taxes over time than if all
income were consumed and no saving took place. Taxes on income that is saved raise the capital
cost of new productive investment for both individuals and corporations, thus dampening such
investment. As a result, future growth in output and living standards is impaired.

Low capital gains taxes not only treat savers more fairly but also help hold down capital
costs. Public finance economists refer to the tax on capital gains as a tax on retained income,
which funds a large part of business investment. The higher the capital gains tax, the more
difficult it is for management to retain earnings (rather than pay out dividends) to fund real
investment in productive projects. Research by Stanford Dean John Shoven, Ohio State Professor
Patric Hendershott, and Dr. Allen Sinai, chief global economist at Lehman Brothers and a highly
respected economic forecaster, indicates that a cut in the capital gains tax rate to a range of 15
to 20 percent would reduce the cost of capital by 4 to 8 percent.

Favorable tax treatment of capital gains is especially important in encouraging the “start-
up” of new but risky enterprises, which provide significant dynamism and growth to the U.S.
economy. Much of that start-up money comes from friends and relatives of the entrepreneur.
Most of their return is likely to be in appreciated stock; thus, low capital gains taxes makes them
more willing to risk their savings.

Dr. Sinai's research in the past has shown that when macroeconomic “feedback™ effects
as well as unlocking of unrealized capital gains are estimated, a substantial reduction in capital
gains taxes results in new and better jobs, as well as increased capital formation, stronger
economic growth, and federal tax revenues that are significantly larger than under current law.

Specifically, capital gains tax reductions would:

raise real and nominal gross national product,

increase capital spending and capital formation,

increase employment,

raise stock prices,

increase household net worth,

lower the cost of capital for business and increase business profits,
shift business financing from debt to equity,

draw a larger portion of household investment in to equities,

shift the financing of business activity away from debt to equity, and
induce portfolio allocations by households toward equity.

¢ Individual Retirement Accounts

Individual Retirement Accounts (IRAs) were developed in the 1970s to encourage
individuals to save for retirement. The 1981 tax cut expanded IRAs so that any wage eamer could
contribute up to $2,000 annually to an IRA; a couple with two wage-earners could contribute
$4,000. A couple with a nonworking spouse could contribute $2,250. Contributions were tax
deductible and taxes on funds accurnulating in an IRA were deferred until withdrawn. Individuals
had to be 59 1/2 years of age to withdraw funds from IRA accounts without penalty.



16

TRA curtailed IRAs so that contributions are not fully deductible except for workers
without employer pensions, families with annual incomes under $40,000, and individuals with
annual incomes under $25,000. These income limits are not indexed.

The Republican “Contract With America” offers a new “American Dream Savings
Account” (ADS) which allows a nondeductible annual contributions of up to $4,000 for a married
couple ($2,000 for an individual) and provides indexation for inflation. If the ADS were held for
five years, the taxpayer could withdraw funds without penalty for retirement, first-time home
purchases, and college or medical expenses.

IRA reform enjoys bipartisan support. For example, President Clinton has also proposed
such reform, expanding tax-deductible IRAs as part of his “Middle-Class Bill of Rights” and
permitting the use of the money before retirement to pay for the purchase of a first home,
education, catastrophic health costs, or the care of an elderly parent. The Administration proposal
raises the current tax-deductible IRA income limit from $40,000 (phasing out at $50,000) to
380,000 (phasing out at $100,000). The Administration proposal also allows individuals the
option of the “back-loaded IRA” in which after-tax saving is put into an IRA but the proceeds
are exempt from tax when withdrawn.

Prominent public finance economists and scholars such as former Council of Economic
Advisers Chairman Martin Feldstein, Treasury Undersecretary Lawrence H. Summers, and
Professors David A. Wise of Harvard University, James M. Poterba of Massachusetts Institute
of Technology, Steven F. Venti of Dartmouth College, Jonathan Skinner of the University of
Virginia, and Richard A. Thaler of Cornell University have concluded that IRAs—especiaily tax-
deductible IRAs—do in fact result in new saving.

Nearly a dozen scholarly studies, using a variety of data sources and employing several
different statistical approaches, have examined whether targeted saving vehicles such as IRAs and
401(k)s affect saving. For example, Professor Venti’s recent testimony before a Senate Finance
Subcommittee examined saving data from a Survey of Income and Program Participation for
three different age groups (families reaching age 60 to 64 in 1984, 1987, and 1991). Professor
Venti found a striking increase in saving the longer the family has been exposed to the targeted
retirement programs—IRAs, 401(k)s, and Keoghs (see Table 5).

The growth in IRA and 401(k) asset balances is astounding, Professor Venti noted. The
typical member of the youngest family—those with nine years of exposure to targeted retirement
saving programs—has nearly three times the targeted retirement assets of the oldest cohort. There
is a comparable increase in total assets as well. In contrast, among families without IRAs,
401(k)s, and Keoghs, the youngest families have only about 75 percent of the financial assets of
the older families ($1,691 vs. $2,247). Professor Venti concluded that since total financial assets,
including balances in IRAs and 401(k)s, were much larger for the younger cohort (the families
with the longest exposure to IRAs) in 1991 than for the older cohort in 1984, targeted retirement
saving programs did stimulate new saving over the period.

Another reason that IRAs can be an important tool in increasing the low U.S. saving rate
is that they encourage the self-control required to abstain from consumption. According to
Professor Thaler, IRAs help people save by making it more difficult to “get to™ the money than
if it were left in an open bank savings or checking account. Professor Thaler explains that
households allocate funds, implicitly or explicitly, into categories, or “mental-accounts.” Some
funds—for example those in cash or a checking account—are designated for current consumption.
Others—for example those in a savings account—are for “rainy days” or “special occasions.”
Self-control and mental-accounts come together because the latter vary in how “tempting” they
are to invade. Money in a person’s wallet is more tempting to spend than money in the checking
account, which in turn is more tempting than the savings account. Less tempting are funds
explicitly set aside for retirement, such as money in an IRA plan. Once this concept is factored
in, IRAs can increase saving even if (as some critics charge) all the money put into IRAs would
have been saved anyway. By putting funds into a less accessible account, the IRA increases long-
term saving. (For additional background on IRAs, see “Questions and Answers on IRAs,” a
special report prepared by the ACCF Center for Policy Research for this hearing.)
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CONCLUSION

The pendulum may be about to swing away from the tax policies of the last decade,
especially the substantial increase in the economic tax burden on saving and investment, and back
toward progrowth policies. The hard fact is that we can no longer afford the luxury of tax
policies that reward consumption, discourage saving and investment, overregulate American
business, and penalize economic growth,

The Republican Contract’s tax reform proposals for neutral capital cost recovery, capital
gains tax reductions, and IRA expansion have started a dialogue that is likely to result in a
substantial reduction in the bias against saving and investment in the U.S. tax code. These
provisions would help move the United States toward a tax system that is more neutral toward
productive capital formation and pave the way for more fundamental tax restructuring.

11
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United States  Canada Japan France West Germany  United

SAVING

Net saving' 4.8% 8.1% 19.1% 8.8% 10.7% 4.7%
Personal saving? 5.9% 7.7% 1.9% 6.9% 8.2% 3.2%
Gross saving 16.6% 19.7% 328% 21.2% 229% 16.2%

(net saving plus
consumption of
fixed copital)®

INVESTMENT

Gross nonresidentiol 13.9% 15.3% 241% 15.0% 14.7% 14.3%
fixed capitat formation

Gross fixed copital 18.4% 1.7% 30.3% 1.1% 20.6% 18.0%
formation

'The main components of the OECD definition of net saving ore: personal saving, business saving (undistributed
corporate profits), and government saving (or di ing). The OECD definition of net saving differs from that used in
the National Income ond Product Accounts published by the Department of Commerce, primarily because of the
treatment of goverament capital formation.

*Personal saving is comprised of household saving ond privote unincorporated enterprise.

3The main components of the OFCD definition of consumption of fixed capital ore the capital consumption cllowances
{depreciation charges) for both the private and the government sector.

Source: Derived from National Accounts, Yol. il, 1973-1985 and 1979-1991, Organization for Economic Cooparation ond
Development {OECDY}, 1987 and 1993 eds. Prepored by the Americon Council for Capitel Formation Center for Policy Reseorch,
Februory 1994.

Average Averoge Average Average

1960-1980 1981-1985 1986-1990 1991-1994'
Net private domestic saving 8.2% 7.2% 5.1% 5.2%
State and local government surpluses 0.4% 1.2% 0.9% 0.4%
Subtotal of private and state saving 8.6% 8.4% 5.9% 56%
Less: federal budget deficit -1.0% -4.1% -3.2% -3.6%
Net domestic saving available 7.6% 4.3% 2.7% 1.9%

for privote invesiment

Net inflow of foreign saving? -0.4% 1.2% 2.4% 1.1%
Net private domestic invesiment 7.2% 55% 51% 3.0%
Personal saving 51% 5.6% 3.4% 3.4%
Net business saving? 3.1% 1.6% 1.7% 1.8%

'In the 1960-80 period the United States sent more copitol abroad than it received; thus net inflow was negative during
this period.

INet business saving = gross private saving - personal saving - corporate and noncorporate capital consumption
allowance.

°The 1994 figures included in this averoge reflact only the first two quorters.

Source: Department of Commerce Bureou of Economic Analysis, National Income Accounts. Update prepared by the
Americon Council for Capital Formation Center for Policy Ressarch, Qciober 1994,

1993 level
1950-59 1960-69 1970-7%9 1980-89 1990-93 {billions of 1987 §)
Total 3.6 45 38 27 1.4 49795
Equipment 4.1 50 49 2.6 2.3 2359.7
Information processing 8.8 8.9 8.9 9.3 73 7477
Equipment less 38 4.7 4.4 1.0 0.3 1612.1
information processing
Industrial’ 50 43 3.6 1.2 0.1 754.6
Struciures 33 42 2.8 28 0.6 2619.7

'Industriol equipment includes fabricated metol products, engines and turbines, metal working machinery, special
industry mochinery, generol industrial {including moterials handing, equipment, and electrical transmission), distribu-
tion, and industrial opporatus.

Source: “Fixed Nonresidential Private Copitol, by Type of Equipment ond Structures,” Department of Commerce, Bureau of

Economic Analysis, July 21, 1994. Chart prepared by the American Council for Capitol Formation Center for Policy Research,
September 1994,
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Wostewoter Wostewater

Cerubh

Continvous

Telephone Casting for for Pulp Used in
Computer Switching Foctory Cramk- for Steel Engine Chemical and Poper  Electricity
Chips  Equipment Robots shofis Production Blocks Production Equipment Mants

United States
1985 Law  100.1 100.1 100.1 100.1 100.1 100.1 100.1 100.1 89.7
MACRS' 85.2 85.2 80.8 808 808 80.8 852 80.8 545
AMT? 81.1 784 688 64.6 590 608 70.0 62.7 415
NCRS? 95.4 95.4 949 949 949 949 95.4 94.9 6B.9
AMT-NCRS* 95.4 952 94.2 938 930 93.3 943 935 61.1
Brazil 757 748 747 747 88.3 74.7 747 747 79.4
Canada 769 759 740 738 742 7346 85.3 853 853
Germany 836 830 827 839 822 83.9 718 69.7 68.9
Japan 87.1 862 834 839 81.4 83.7 8446 837 82.4
Korea 88.7 843 824 80.1 777 794 95.2 93.9 92.2
{w/3% ITC)
Singapore 9.7 N7z 9N.7 n.z7 Nnz n.7 N7 N7 Nn7s
Taiwon 83.9 780 790 643 635 63.7 147.0 147.0 1470
Notes: 'MACRS = Modified Accelerated Cost Recovery System (Current Law)
IAMT = Alternctive Minimum Tax (Current Low)
INCRS = Neutrol Cost Recaovery System Proposal in Republicon Controact for regular tax payers
‘AMT-NCRS = AMT Reform in NCRS Proposal in Republicon Controct for AMT payers

Source: Stephen R. Corrick and Gerald M. Godshaw, "AMT Depreciction: How Bad is Bod.* in Economic Effects of the

Corporate Alternative Minimum Tax (Washington, D.C.: American Council for Capital Formotion Canter for Policy Research,
September 1991); and blished dote i porating the AMT provisions of OBRA 1993. Updated by Arthur Andersen LLP,
Office of Federai Tax Services, Washingion, D.C., Jonuory 1995,

1987

1991
4

Percent of families with targeted retirement saving 41
Approximate years of exposure to plons 5 9
Targeted retirement assets $7,575 $13,119 $21,613
Total financial assets $29.847 $34,013 $45,019
Percent of families without targeted retirement soving 62 59 58
Total financial assets $2,247 $1,982 $1,691

Note: The data on saving ore medion asset bolonces in 1991 dolfars.

Source: Steven F. Venti, “Promoting Sving for Retirement Securily,” testimony presenied 1o the Senote Finance Subcommities
on Deficits, Debt Management, and Long-Term Growth, December 7, 1994,

Outpul

4.5%

3.5%

3.0%

2.5%

2.0%

1.5%

1948- 1948- 1953- 1957- 1960- 1966- 1969- 1973-
1979 1953 1957 1960 1966 1969 1973 1979

Contribution of Multifactor Productivity Increases to Growth
[£] Contribution of Labor to Growth
[l Contribution of Capital 1o Growth

The endpoints for sach period ore ywors in which o cyclical peok occurred. The growth roie is the overoge annual growth rate
between cyclical peaks.

Source: Dole Jorgenson. Productivity, Vol. I: Postwar U.S. Economic Growth. (Combridge, Mass.. MIT Press, 1995). Chart
prepared by the ACCF Canter for Policy Research, Jonuary 1995,
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Note: The cost of copitol is defined as the user cost of copital; it includes economic depreciation. Personal tax rates

are not factored into the calculations.

Source: Joel Prakken, Lourence H. Meyer ond Associales, unpublished doto, August 1994.

14



21

AMERICAN CouUNcIL FOR CAPITAL FORMATION
CENTER FOR PoLicYy RESEARCH

SPECIAL REPORT

January, 1995

Questions and Answers on Capital Gains

Q. Does the United States Need a Capital Gains
Tax Cut?

A. Yes. To those who favor a truly “level playing field”
over time for individual and business decisions to save
and invest, stimulate economic growth, and create new
and better jobs, capital gains (and other forms of sav-
ing) should not be taxed at all. This view was held by
top economists in the past and is held by many main-
stream economists today. -

This is primarily because the income tax hits sav-
ing more than once, first when income is eamned and
again when interest and dividends on the investment
financed by saving are received, or when capital gains
from the investment are realized. The “playing field” is
tilted because the individual or company that saves
and invests pays more taxes over time than if all in-
come is consumed and no saving takes place. Taxes on
income that is saved raise the capital cost of new pro-
ductive investment for both individuals and corpora-
tions, thus dampening such investment. As a result, fu-
ture growth in productivity and living standards is
impaired.

Low capital gains taxes not only treat savers more
fairly but also help hold down capital costs. Public fi-
nance economists refer to the tax on capital gains as a
tax on retained income, which funds a large part of
business investment. The higher the capital gains tax,
the more difficult it is for management to retain eam-
ings (rather than pay out dividends) for real invest-
ment in productive projects.

Favorable tax treatment of capital gains is espe-
cially important in encouraging the "start-up” of new
but risky enterprises, which provide significant dyna-
mism and growth to the U.S. economy. Much of that
start-up money comes from friends and relatives of the
entrepreneur. Their return will be in appreciated stock
and thus low capital gains taxes makes them more will-
ing to risk their savings.

The unfaimess of taxing capital gains is signifi-
cantly increased in those cases in which gains are
“phantom eamings”™ brought on by inflation. Index-
ation of capital gains taxes would obviate this.

Although the economy is expanding, worries about
the future appear to be multiplying. A cut in the capi-
tal gains tax to a top marginal rate of, say, 15 to 20 per-
cent would by no means act as an economic panacea.
However, it would surely give 2 strong boost to values
of capital assets {e.g., real estate and the stock market),
encourage investment by both mature and new busi-
nesses, and constitute fairer taxation of peoples’ sav-
ings.

Q. Will Capital Gains Tax Cuts Increase U.S. Job
Growth and Economic Growth?

A. Yes. Dr. Allen Sinai, chief global economist at
Lehman Brothers and a highly respected economic
forecaster, argues that when macroeconomic “feed-
back™ effects as well as unlocking of unrealized capital
gains are estimated, a substantial reduction in capital
gains taxes results in stronger economic growth, in-
creased capital formarion, and federal tax revenues
that are significantly lacger than under current law.
His estimates show that cuts in capital gains raxes:

* raise real and nominal gross national product,

® increase capital spending and capital forma-
tion,

* raise stock prices,

* increase household net worth,

® lower the cost of capital for business and in-
crease business profits, and

® increase employment.

A capital gains tax reduction would aiso shift the
financing of business activity away from debt 1o

For more information on capital gains issues, please contact the American Council for Capital Formation Center for Policy Research,
1750 K Street, N.W., Suite 400, Washingron, D.C. 20006-2300; 202/293-5811.
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equity, and induce porrfolio allocations by households
toward equity to take account of changes in expected
after-tax returns on stocks and bonds.

Q. How Do Capital Gains Affect Capital Costs?

A. The cost of capital is the pretax retum of the new
investment needed to cover the purchase price of an
asset, the market rate of interest, inflation, taxes, and
the return required by the investors. Capital costs are
an important factor in determining which
investments firms will make and how much
investment occurs. High capital costs mean thac only
those projects with the greatest expected return will
be undertaken because only they will yield a return
large enough to satisfy investors, resulting in less
overall investment and an aversion toward higher
risk projects.

Research by Stanford's Dean of the College of
Arts and Sciences, Professor John Shoven, Chio
Srate Professor Patric Hendershott, and Dr. Allen
Sinai of Lehman Brothers indicates that a capiral
gains tax rate in the range of 15 to 20 percent would
reduce the cost of capital by 4 to 8 percent.

Q. Aren’t Cuts in Capital Gains Tax Rates Simply
Another Version of “Trickle-Down"” Economics
that Won't Help Working Americans?

A. No. The econometric studies of Dr. Allen Sinai
demonstrate that a cut in capital gains tax rates will
begin quickly to promote jobs, growth, and
investment. This is because the tax cut would lower
business capital costs, increase start-ups of new
companies, and raise the value of equities and real
estate. This is precisely the sort of economic
environment in which “working Americans” prosper.

Perhaps the best ane :dotal answer to those who
argue that high raxes on capital gains hurt working
Americans comes from a New Jersey painting
contractor who (as quoted in the Washington Post)
was “trying to scare up some work...”

*...you're looking at a poor mon who thinks
the capital gains tax [cul] is the best thing that
could happen to this couniry because thot's
when the work will come bock. People soy
capital goins is for tha rich, bul I've never
been hired by a poor man.”

Q. Sull, isn’t it True that Most of the Direct
Benefits of a Capital Gains Tax Cut Go to the
Rich?

A. No. The facts are that many middle-class
taxpayers realize a capital gain every once in a while
but are counted as permanently rich under IRS
statistics. But when those tax payer returns are
adjusted to exclude their temporary capital gains and
include only their wage and salary income, it becomes
clear that middle- class taxpayers are major
beneficiaries of lower capital gains tax rates. A special
Treasury study covering 1985 shows that nearly one-
half of all capital gains were realized by raxpayers with
wage and salary income of less than $50,000. In
addition, three-fourths of all recuns with capiral gains
were reported by taxpayers with wage and salary
income of less than $50,000. The issue of counting as
wealthy the middle-class person who occasionally
realizes a capital gain which arrificially inflates his
income in a given year has been studied by the Joint
Commitree on Taxation. A panel analysis for the year
1979-1983, by the JCT, found that 44 percent of
taxpayers reporting gains realized a gain in only one
out of five years.

It is true that many upper-income people have
large capital gains. By realizing them, they pay more
taxes, making revenue available to finance
government programs which benefit lower-income
recipients.

Q. How Do Capital Gains Rates Affect “Start-Up"
Companies?

A. Capital gains taxation has a particularly powerful
impact on the entrepreneurial segment of the U.S.
economy—making possible new technological
breakthroughs, new start-up companies. and new jobs.
Starting new businesses involves entrepreneurs.
informal investors, venture capital pools, and a
healthy public market. All are sensitive to afrer-tax
rates of return, which is why the level of capiral gains
taxation is important.

Foremost is the entrepreneur. By taxing his
potential capital gains at a higher rate, either the pool
of qualified entrepreneurs will decline or investors will
have to accept a lower rate of return. In either case,
the implications for the U.S. economy are clearly
negative. To be successful, the entrepreneur needs

2 ACCF CenTer For Poucy RestarcH
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capital. Fledgling start-ups depend heavily on equity
finance from family, friends, and other informal
sources. Professors William Wetzel and John Freear of
the University of New Hampshire, in a survey of 284
new companies, found taxable individuals to be the
major source of funds for those raising $500,000 or less
at a time. The point to be stressed is that individuals
providing starc-up capital for these new companies pay
capital gains taxes and are sensitive to the capital
gains tax rate.

Small businesses and entrepreneurs face higher
capital costs than Fortune 500 companies. For them, a
significant capital gains tax differential can make a big
difference.

Q. Can We “Afford” a Capital Gains Tax Cut?

A. Yes. Critics of lower capital gains taxes argue that
such cuts will reduce federal revenues and thus add to
the budget deficit, absorb national saving, and raise
interest rates and capital costs. Both economic analysis
and experience effectively refute this view.

There is actually little difference between
congressional estimates of capital gains tax cuts and
those of the Treasury. For example, when President
Bush proposed a 30 percent exclusion for capital gains
in 1989, the congressional Joint Committee on
Taxation (JCT) estimated a “static” loss over 1990-
1995 of $100 billion. However, induced realizations—
the “unlocking” effect-—and depreciation recapture
would have recouped almost 90 percent of the loss,
according to the JCT, and 110 percent as estimated by
the Treasury. [This arithmetic accounts for only one
behavioral response—the “unlocking” effect—and the
Treasury recoups almost all of the revenue loss. There
is no revenue accounting for lower capital costs and
increased economic activity. This impact would be
substantial.]

Experience indicates that lower capital gains taxes
have a positive impact on federal revenues. The most
impressive evidence involves the period from 1978 to
1985. During those years the marginal federal tax rate
on capital gains was cut from almost 50 percent to 20
percent—but, total individual capital gains tax
receipts increased from $9.1 billion to $26.5 billion.

Research by experts at the prestigious National
Bureau of Economic Research indicates that the
“maximizing” capital gains tax rate—i.e., the rate that
would bring in the most Treasury revenue—is
somewhere between 9 and 21 percent.

2. How Do Our Competitors Treat Capital Gains?

A. Our intemational competitors recognize the
contribution a capital gains tax differential can make
to new risk capital, entrepreneurship, and new job
creation.

The United States taxes capital gains more harshly
than almost any other industrial nation. A survey of
twelve industrialized countries shows that the U.S.
capital gains tax rate on long-term gains on portfolio
securities exceeds that of all countries except Australia
and the United Kingdom, and these two countries
index the cost basis of an asset (see Table 1). Germany,
Japan, and South Korea exempt or tax only lightly
capital gains on portfolio stock.

Not only do virtually all industrialized countries
tax individual capital gains at lower rates than the
United States; they also accord more favorable
treatment to corporate capital gains.

Q. What Should a Sensible Capital Gains Tax Cut
Look Like?

A. Capital gains tax reform should satisfy three
criteria. First, it should make economic sense by
lowering the excessively high cost of U.S. capital,
reducing the bias against high-risk capital, and
ameliorating the taxation of inflationary gains.

Second, it should be fair to all income groups and
sectors of the U.S. economy: Main Street and Wall
Street, middle-class investors and farmers, new
entrepreneurs and retiring businessmen, and individual
investors and businesses.

Finally, although there is controversy abour the
revenue consequences of the capital gains tax
reduction, a very strong and credible case can be made
that this initiative, with its important macroeconomic
consequences, will not reduce total tax revenues and,
in fact, is 3 revenue-raiser.

Q. Isn’t Indexing the Best Way to Lower the Capital
Qains Taxes?

A. Indexing is a very good idea because it adjusts for
inflation, but taken alone it is a far from complete
solution to the problem. A traditional capital gains tax
exclusion is also needed.

Indexing for inflation will not offset much of the
negative effects on the cost of capital caused by the
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very high capiral gains taxes resulting from the Tax taxpayers to exclude one-half of the amount of

Reform Act of 1986. their net capital gains. Currently, capiral gains
are taxed at the same rate as ordinary income,
subject to a cap of 28 percent. Thus, there is a

Q. What Is the Capital Gains Tax Proposal in the modest capital gains differential for the upper
GOP “Contract With America?” tax rare brackets, but principally because the
1993 tax law raised income tax rates. The
A. The GOP “Contract With America” contains Contract would halve the effective capital
three capital gains incentives: gains tax rate for lower- and middle-income
taxpayers. The new effective capital gains tax
*  Fifty Percent Capital Gains Deduction—The rates would be 7.5 percent, 14 percent, 15.5
“Contract With America” would substantially percent, 18 percent, and 19.8 percent for
cut the tax rate on capital gains by allowing individuals, depending upon the individual's

Country Copital Gains Meximum Individual Tox Rate' Personal Saving Rate?
Short-term Long-term 1975-1991
United States 28.0% 31.3%: 6.8%
Japan 1% of sale 1% of sale 17.3%
price or price or
20% of 20% of
net gain. net gain.
Australio 48.3% 48.3%; 9.3%
osset cosi
is indexed.
Belgium Exempt Exempt 14.7%
Canada 2380% 23.80% 12.5%
Fronce 18.1% 18.1% 15.6%
Germany 53.0% Exempt 12.7%
Hong Kong Exempt Exempt N/A
ltaly 25.0% 250% 19.8%
Netherlonds Exempt Exempt 2.9%
Sweden 25.0% 25.0% 1.4%
United Kingdom 40%; 40%; 9.8%
asset cost assel cost
is indexed. is indexed.

! Reflech top marginol rates on portfolio securities gains.

? Organization for E i ion and Devat Net h hold soving os o percent of disposable income. OFCD Eco-
nomic Outlook 52, Decamber 1992, Table R 12, p. 212.

3 While the top siotutory rate is 28.0%, the actual lop marginal rate for on individuol foced with reduced itemized deductions ond
phasing out of personal exemptions is 31.3% for o family of four.

Prepared by the American Council for Capital Formation Center for Policy Reseorch.
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tax bracket. Corporations would be subject to
a top effective capital gains tax rate of 17.5
percent.

e Capital Gains Indexation—The “Contract With
America” would end the current practice of
taxing individuals and corporations on capital
gains due to inflation. Currently, raxpayers
must pay capital gains raxes on the difference
between an asset’s sales price and its “basis”
(the asset's original purchase price, adjusted
for depreciation and other items), even
though the increase in value may be due to
inflation. The Contract would increase the
basis of most capital assets to account for
inflation occurring after 1994. Taxpayers
would be taxed only on the real—not
inflationary-—gain.

*  Loss on the Sale of a Home—The “Contract
With America” would trear a loss on the sale
of a principal residence as a capital loss.
Currently, if a home-owner sells his or her
home at a loss, that loss is not deductible
{even though gains on future residence sales
may be taxable). The Contract would allow
taxpayers to deduct the loss on the sale of a
principal residence. This loss would be subject
to the capital loss limitation rules, which allow
a net capital loss (determined after netting
capital gains and capital losses) to offser up to
$3.000 annually of ordinary income, with the
unused portion of the loss carried forward into
succeeding years.

Q. What Is a Capital Gain?

A. A capital gain or loss is the difference between the
selling price of an asser and its basis (cost). The basis
(cost) is the purchase price of the asset, including any
brokerage fee. For example, if corporate stock is
purchased for $2,000 and later sold for $2,500 (net of
broker commissions), the capital gain is the difference
between the $2,000 purchase price and the $2,500
received from the sale, or $500. If the asset purchased
is a physical asset, such as 2 building, and the owner
had made improvements, then the tax basis is the
purchase price plus the cost of the improvements. If
the asset depreciates over time, the basis is the original
sale price reduced by the decline in value from
depreciation.

The distinction between capital assets and other
forms of property is the most important concept in the
law relating to the raxation of capital gain. Under the
Code. any property is a “capital asset” unless it is
covered by one of numerous exceptions. The theme
running through the exceptions is that capiral gains
treatment is appropriate only for income resulting
from the appreciation in value of investment property
or property used in a trade or business. Thus, there are
exceptions that deny capital gain treatment for
income from personal efforts, income from property
not attributable to appreciation {such as inrerest,
dividends. royalties, and rent}, and the ordinary profits
of business operations.

The primary assets that typically yield capital gains
are corporate stock and business and renral real estate,
according to a recent report by the Senare Budget
Committee. Corporate stock accounts for from 20
percent to 50 percent of total realized gains, depending
on the state of the economy and the stock market.
There are also gains from assets such as bonds,
partnership interests. owner-occupied housing, timber,
and collectibles, but all of these are relatively small as
a share of rotal capital gains.

Q. What Is the Current Federal Capital Gains Tax
Rate?

A. Gains on the sale of capiral assets held for more
than a year are limited to a maximum tax rate of 28
percent under the federal individual income tax, even
though rates on ordinary income go up to 39.6 percent
{or even higher in some cases). Also, gain on the sale
of property used in a trade or business is treared as a
long-term capital gain if all gains for the year on such
property exceed all losses for the year. Qualifying
property used in a trade or business generally is
depreciable property or real estate that is held more
than a year, but not inventory.

Benefits of the 28 percent maximum tax rate are
limited to individuals with tax rates above 28
percent—that is, those in the 31 percent bracker, the
36 percent bracket, or the 39.6 percent bracket. For
1994, a taxpayer filing a joint retum would have to
have taxable income of $91,850 before the 31 percent
tax rate applied {single taxpayers would have 1o have
$53,500). Taxable income would have to be $140,000
before the 36 percent rate applied, and $250,000
before the 39.6 percent rate applied.

Under current law, capital gains net of capital
losses realized by an individual are taxed at a top
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Corp
Top Top
Holding Marginal C-G* Marginal C-G°
Years Period Rate Rate Ditf* Rate Rate Ditt*
(%) (%) (%) (%) (%) (%)

1942-43 6 mos. 88.0 250 63.0 40.0 250 156
1944-45 6 mos. 940 250 69.0 400 250 15.0
1946-50 6 mos. 910 250 660 380 250 13.0
1951 6 mos 87.2 25.0 62.2 508 250 25.8
1952-53 6 mos. 88.0 260 620 520 26.0 260
1954 & mos. 870 260 61.0 520 260 260
1955-63 6 mos. 87.0 250 62.0 520 250 270
1964 6 mos. 770 250 52.0 50.0 250 250
1965-69 6 mos. 70.0 250 450 480 250 230
1970 6 mos. 700 295 405 48.0 280 200
1971 6 mos. 70.0 325 375 480 300 18.0
1972-76 6 mos. 70.0 35.0¢ 350 48.0 300 180
1977 9 mos. 700 350 350 480 300 18.0
1978-10/31/78 1yr. 70.0 350 350 480 300 180
11/1/78-6/9/81 1yr 700 280 420 46.0 280 180
6/10/81-6/22/84 1yr 500 200 30.0 46.0 280 180
6/23/84-86 6 mos. 50.0 200 30.0 46.0 280 18.0
1987 6 mos. 38.5 280 105 40.0 340 6.0
1988 1yr. 33.0¢ 33.0¢ 0 340 340 0
1990 Tyr 310 280 3.0 340 340 0
1993 1yr 39.6 28.0 116 350 350 0
Rep. Contract Proposals 1yr. 39.6 19.8 19.8 350 175 175
= Maximum copilol gains tax rote.
* Differenhal batween marginal income tax rafe and copital gains rale
< Interplay of minimum fax ond moximum fax on eorned income resulis in o marginal rote of 49.125%.
< Statutory maximum of 28% but “phasecut” notch increases rale to 33%.
* Interplay of all “phaseouls® can increase marginal rate to 49.5%
 The Budget Act of 1990 increased the sialutory rala to 31.0%, and copped the morginal rote on copital gains ot 28.0%. Until 1996, however,
some laxpoyers will face effeciive morginal rates of more than 34.0% due 1o the phose out of personal exemplions and ilemized deducrions.
# The Republican Contract proevides: (1) o 50 percent capial gains ded: for individvals and corps s, (2) ind: of the bosis of
copital assels to sliminate goins due to inflation, and {3) o provision to treat the loss on the sale of a home as o capital loss. The 50 percent
capilol goins deduction means thot capitol gains tox rates would be 7.5%, 14.0%, 15.5%, 18.0% ond 19.8% for individuals.
Propared by the American Council for Capilal Formation Canter for Policy Research
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marginal federal tax rate of 28 percent in taxable
income. Net losses are included up to a maximum of
$3,000. Net capital losses in excess of $3,000 are
carried over to later taxable years. This constraint
{imits the ability of investors to time the realization of
gains and losses so as to minimize taxes.

Corporate capital gains are taxed at a rate of 35
percent, the rate applied to ordinary corporate income.

Q. What Is the History of Capital Gains Taxes in
the United States?

A. Although the original 1913 Income Tax Act taxed
capital gains at ordinary rates, legislation in 1921
provided for an alternative flat-rate rax for individuals
of 12.5 percent for gain on property acquired for profit
or investment. This treatment was to minimize the
influence of the high progressive rates on market
transactions. Over the years, many revisions in this
treatment have been made. In 1934, a sliding-scale
trearment was adopted (where lower rates applied the
longer the asset was held). This system was revised in
1938. In 1942, the stiding-scale approach was replaced
by a 50 percent exclusion for all but short-term gains
(held for less than six months}, with an elective
alternative tax rate of 25 percent (see Table 2). The
alternative tax affected only individuals in tax brackets
above 50 percent.

In 1978, a 60 percent exclusion for individuals was
introduced and the altemative rate for corporations
was lowered to 28 percent. In 1981, the maximum rax
rate on capital gains was reduced to 20 percent; the
corporate gains tax remained at 28 percent.

The Tax Reform Act of 1986, which lowered
overall tax rates and included only two rax rate
brackets (15 percent and 28 percent), provided that
capital gains would be taxed at the same rate as
ordinary income.

In 1990, a 31 percent rate was added to the rate
structure for ordinary income. There had, however,
been considerable debate over proposals to reduce
capital gains taxes. Since the new rate structure would
have increased capital gains rax rates for many
taxpayers from 28 percent to 31 percent, a separate
capital gains rate cap of 28 percent was maintained.
The 28 percent cap was continued when the 1993
Omnibus Budget Reconciliation Act added a top rate
of 36 percent and a ten percent surcharge on very high
incomes, producing a maximum rate of 39.6 percent
on ordinary income.

Q. Do States Also Tax Capital Gains?

A. Yes. Of the 42 states which tax capital gains, the
majority apply this tax to the gain reported on the
federal tax return. The Tax Reform Act of 1986,
which eliminated the 60 percent exclusion for capital
gains income, dramatically increased state capital
gains taxes. As noted in a recent op-ed in the
Washington Times:

...State copitol gains toxes odd another loyer of
impediment to investment and enirepreneurship,
thareby further hampering economic growth and
job creation...

Even though o slale copital gains lox rate of
4.5 percent, for example, as levied in Connecticut,
is less than the nalional state average of 5.4
percent, it can turn out o be much more daunting
ofter inflation is factored into the equetion. For
example, if one considers inflation on a venture
copital investment of $50,000 made in 1987 ond
sold for $70,000 in 1993, Connecticut's real
capital goins tax rate jumps 1o 11 percent..

In a state with a much higher capital goins
fox rote, such os New York, where the top rate 1s
7.875 percent, the real rate on such an investment
jumps o over 19 percenl.

The combined burden of federal and state taxes on
capital gains makes it more difficult to raise capirtal for
the start-up and entrepreneurial activity companies
which are the source of much economic vibrancy,
innovation, and job creation.

Q. Is Capital Gains a Partisan Issue?

A. No. A reduction in capital gains raxation has not
been a partisan issue in the past and should not be a
partisan issue now. Capiral gains tax reductions
enjoyed bipartisan support from the rax-writing
committees in all the major debates on this issue for
nearly two decades. The real issues are economic: U.S.
productivity growth, competitiveness, and job
creation. As to fairness, past capital gains cuts have
benefited the public generally by strengthening the
U.S. economy. In fact, capital gains tax reductions in
the Republican “Contract With America” is one of
the most progressive measures to be considered by the
Ways and Means Commitree in many years. It raises
large sums from upper-income taxpayers to fund
programs for low income Americans. A number of
prominent Democrats have championed lower capital
gains taxes over the years.  %*
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Questions and Answers on IRAs

Q. What is an Individual Retirement Account?

A. Individual Retirement Accounts (IRAs) were
developed in the 1970s to encourage individuals to
save for retirement. The 1981 tax act expanded [RAs
so that any wage eamner could contribute up to $2,000
annually to an IRA; a couple with two wage-eamers
could contribute $4,000. A couple with a nonworking
spouse could contribute $2,250. Contributions were
tax deductible and taxes on funds accumulating in an
IRA were deferred until the funds were withdrawn.
Individuals had to be 59 1/2 to withdraw funds from
IRA accounts without penalty.

The Tax Reform Act of 1986 curtailed IRAs sa
that IRA contributions are not fully deductible excepr
for wurkers without employer pensions, families with
annual incomes under $40,000 and individuals with
annual incomes under $25,000. These income limits
are not indexed.

Q. Do IRAs increase saving?

A. Yes. Prominent public finance economists and
scholars. including former Council of Economic

Tabie't  Financial Assets Saved by Families

Percent of families with targeted retirement saving
Approximate years of exposure to plans
Torgeted relirement assets
Total financial assets

Percent of families without targeted r

Total financial assets

saving

Advisers Chairman Martin Feldstein, Harvard
Professor Lawrence Summers, now on leave as U.S.
Treasury Undersecrerary for International Affairs, and
Professors David A. Wise of Harvard University, James
M. Poterba of Massachusetrs lnstiture of Technology.
Steven F Venti of Darumouth College, Jonathan
Skinner of the University of Virginia, and Richard A.
Thaler of Cornell University, have concluded that
IRAs—especially tax deductible [IRAs—do result in
new saving.

Nearly a dozen scholarly studies, using a variety of
data sources and employing several different statistical
approaches, have examined whether targeted saving
vehicles such as [RAs and 401{k)s impact saving. For
example, Professor Steven Venti's recent testimony
befure a Senate Finance Subcommittee ¢xamined
saving data from a Survey of Income and Program
Participation for three different age groups {families
rcaching age 60 to 64 in 1984, 1987 and 1991}.}
Trofessor Venti found a striking increase in saving the
longer the family has been cxposed ro the targered
retircment programs—IRAs, 401(k)s, and Keoghs (see
Table 1).

The growth in [RA and 401(k) asset balances is
astounding, Professor Venti noted. The typical member

Families reaching age 60-64 in:

1984 1987 1991
38 41 42
2 5 9
$7.575 813119 $21.613
$29,847 $34,013 $45,019
62 59 58
$2,247 $1,982 $1,691

Nofe: The doto on saving are medion osset bolances in 1991 dollors

For more information on [RA ssues, please contact the American Council for Capital Formation Center for Policy Research. 1750 K Srreet.

N.W,, Suite 40C. Washington. D.C. 20006. 202/293-5811




Average Average Average Average

1960-1980 1981-1985 1986-1990 1991-1994'
Net private domeshic saving 8.1% 7.2% 51% 5.2%
Stote and focal government surpluses 0.7% 1.2% 09% 0.4%
Subtotal of private and state saving 8.8% B.4% 59% 5.6%
Less: federal budget deficit -1.0% -41% -3.2% -3.6%
Nat domesiic saving avoilable 78% 4.3% 27% 1.9%

for privata investment

Net inflow of foreign saving? -0.4% 12% 24% 1.1%
Net private domasfic investment 7.4% 55% 51% 3.0%
Personal saving 52% 5.4% 3.4% 3.4%
Net business soving® 29% 1.6% 1.7% 1.8%

1The 1994 igures included in this averoge reflect only the first three quariers
3in the 1960-80 period the Uinited States sent mora copital obrood than it received; thus net inflow was negative duting this

period.

Net business saving = gross private saving - personol saving - corporate and noncorporate capital consumption aliowonce

Source: Department of Commerce Bureau of Economic Analysis, National Income Accounts. Update prepared by the American Coun-
cil for Capital Formation Center for Policy Research, December 1994.

of the youngest family—those with the nine years of
exposure to targeted retirement saving programs—has
nearly threc times the targeted retirement assets of the
oldest cohort. There is a comparable increase in total
assets as well. In contrast, among families without
IRAs, 401(k)s, and Keoghs, the youngest families have
only abour 75 percent the financial assets of the older
familics ($1,691 vs. $2,247). Professor Venti
concluded rhat since total financial assets, including
balances in [RAs and 401(k)s, are much larger for the
younger cohort in 1991 than for the older cohort in
1984, targeted retirement saving programs did
stimulate new saving over the period.

Q. Why does the United States need more suving?

A. The U.S. personal saving rate dropped from 5.2
percent of GDP in 1960-1980 to 3.4 percentin 1991-
1994 (see Table 2). Saving makes possible the
productivity-enhancing investment that is critical to
raising real wages for both skilled and unskilled
workers. Investment in the Unired States averaged 7.4
percent of GDP from 1960 to 1980, but since 1991 it
has averaged only 3.0 percent, and is unlikely to
increase unless U.S. domestic saving increases. The
downward trend in U.S. net private domestic
investment must be reversed if real incomes are to
increase. U.S. family income has been nearly stagnant

since the mid-1970s and in recent years family income
has actually fallen. For example, real median
household income was $39,869 in 1989; income has
declined each year to $36,959 in 1993.

In addition, looming in the future is the need 1o
finance the retirement of the “baby boom" generation.
Research suggests this generation's saving rate is only
one-third the amount needed far secure retirement

Q. Who uses IRAs?

A. Most contributions to IRAs are made by middle-
income families. according to Professor Venti. At the
[RA program’s peak in 1986, about 16 percent of tax
filers contributed to an IRA and about 29 percent of
all families with a head of household under age 65 had
positive IRA assets batances. Of course, households
that had low incomes or had a young household head
were less likely than wealthier or older households 10
have an [RA. However, at the peak of the program 75
petcent of all IRA contributions were accounted for by
families with annual incomes less than $50,000.

IRA participation is also closely related to age.
Nearly 50 percent of all families in the 55-65 age
interval had an IRA account. Thus even though less
than one-third of all families have an IRA at a single
point in time, over their lifetimes at least half of all
families could be expected to participate in an [RA
program.?
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Q. Do other countries use IRAs?

A. Many industrial countries, including Canada,
Australia, France, the United Kingdom, the
Netherlands, and Belgium, encourage saving through
IR A-type programs. Most of these countries permit
larger IRA contributions than does the United Srates,
and most allow a rax deduction for the IRA. For
example, Canada permits taxpayers covered by an
employer’s pension plan to contribute $3,500 per year
to a Registered Retirement Saving Plan (RRSP);
persons without an employer pension plan could
contribute up to $13,500 in 1994.

Canada's generous RRSP plan may help explain
why thar country has 2 higher personal saving rate
than the United States (9.6 percent of disposable
income over the 1986-1994 period, compared to 4.7
percent for the United States). Other countries with
[RA -type saving programs also have personal saving
rates which exceed that of the United States. For
example, the personal saving rate was 6.3 percent in
Australia, 12.5 percent in France, and 9.1 percent in
the United Kingdom over the 1986-1994 period.

Q. What are the leading proposals for IRA

expansion?

A. IRAs enjoy strong bipartisan support.

®  The Republican Contract With America offers
a new “American Dream Savings Account”
{ADS) which allows a nondeducrible annual
contribution of up to $4,000 for a married
couple ($2,000 for an individual); the annual
IRA contribution would be indexed far
inflation. 1f the ADS were held for five years.
the taxpayer could withdraw funds without
penalty for recirement, first-time home
purchases, college, or medical expenses.

®  President Clinton has proposed expanding tax-
deductible IRAs and permitting the use of the
money before retirement to pay for the
purchase of a first home, education,
catastrophic health costs, or for the care of an
elderly parent. The administration proposal
raises the current rax-deductible IRA income
limit from $40,000 (phasing out at $50,000} to
$80.000 (phasing our ar $100,000). The
administration proposal also allows individuals
the option of the “back-loaded IRA™ in which
after-tax saving is put into an [RA but the
proceeds are exempt from tax when
withdrawn.

* IRAs have also enjoyed bipartisan support over
the years. For example, outgoing Treasury
Secretary Lloyd Bentsen is a long-time IRA
supporter and cosponsored several bitls with
Senator Bill Roth (R-DE) to reinstate
deductible IRAs while he was chairman of the
Senate Finance Committee. Senators Roth
and Breaux {D-LA) have introduced similar
legislation (S12} in the 104th Congress.
Treasury Undersecretary Summers also believes
deducrible IRAs will help increase the U.S.
saving rate.

Q. Should IRA contribution limits on nonworking
spouses be raised?

A. Yes. Under current law, a family with two wage-
eamers can contribute up to $4,000 per year to an
IRA. In contrast, a couple with one wage-eamer can
make a rotal IRA contribution of only $2,250. Over 40
years, the couple in which both spouses work outside
the home can contribute $70,000 more to an IRA than
can the single-income couple. At a 6 percent return on
investment, the first couple wauld earn almost
$300.000 more in savings for its retirement needs than
the single-income couple. despite the fact that the
retirement needs of both couples would be
approximately the same. Changing the current
treatment of nonworking spouses who wish to establish
[RAs would promote fairness and recognize the
retwrement needs of the non-wage eaming spouse—
goals shared by Republicans and Democrars.

Q. Can we “afford” expanded IRAs?
A. Yes. As Dr. Summers commented:

The weight of the available evidence suggests
that IRAs generated a significant amount of
saving that would otherwise not have token place.
If [deductible] IRAs were reinstated under currenl
low, the government would lose about twenty-
five cenis for soch one dollar of contribution., if
more thon one-fourth of the money contributed
to IRAs represents new saving, IRAs will increase
privale saving by more thon their revenue cosi.
If this condilion is mel, the case for reinstating
IRAs is cleor Even if it is not, there is still a strong
case for soving incenlives given thol the
restorotion of IRAs would be likely to come at
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the expense of other lax breaks rother than ot
the expense of larger deficits.”

Q. How do IRAs reinforce the self-control needed for
saving?

A. The importance of self-control is usually ignored in
the formulation of a national savings policy.
According to Professor Thaler, IRAs help people save
by making it more difficult to “get to” the money than
if it were left in a bank savings or checking account.
Professor Thaler explains that households allocate
funds, implicicly or explicitly, into categories, or
mental accounts. Some funds, for example those in
cash or the checking account, are designated for
current consumption. Others, for example those in the
savings account, are for “rainy days” or “special
occasions.” Self-control and mental accounts come
together because mental accounts vary in how
“rempting” they are 1o invade. Money in your wallet is
more tempting to spend than money in the checking
account, which in tum is more tempting than the
savings account. Less tempting are funds explicitly set
aside for retirement, such as money in an IRA plan.
Once this concept is factored in, [IRAs can increase
saving even if {as some critics charge) all the money
put into IRAs would have been saved anyway. By
purtting funds into a less accessible account, the IRA
increases long-term saving.!

Q. Do Americans want to see IRAs expanded?

A. Yes. Support for additional saving incentives has
remained high tor several years. Two nationally
representative polls, one canducted in December 1990
and one in late-December 1992, demonstrated
remarkakble stabiliry in the public’s opinions
concerning saving. According to the poll conducted in
1992 by the Opinion Research Corporation:

«  The vasr majority of Americans (77 percent)
feel it is important for the government to make
it a national priority to increase personal
saving.

® Nearly nine in ten Americans (88 percent)
believe that it is important for them to
increase their personal saving rate.

s Seventy-four percent of Americans would save
a larger proportion of their income if the
government provided them with tax incentives
to save more.

In light of this strong support for additional saving
incentives, it is not surprising Americans want the
104th Congress to put expanded IRAs at the top of its
agenda. According to a post-election survey conducted
by the Luntz Research Companies, expanded IRAs are
the single most popular tax proposal “on the table.”

Q. Won’t Americans just shift money from existing
accounts if IRA limits are raised?

A. No. American families simply do not have the
money to keep shifting assets from other accounts
into their [RAs, according to a new study by Capiral
Research Associates.® The study classified families
by the age of the “family head” and found,
specifically, that families headed by individuals 44
years of age and below have median net financial
assets of just $700. Even families on the verge of
retirement, headed by individuals aged 55 to 64,
have median ner financial assets of only $6,880.
Those families with the highest level of median net
financial assers, $10,000, are headed by individuals
aged 65 to 74. Overall, the median leve! of net
financial assets for all U.S. families amounts to
approximately $1,000. the analysis concluded, thus
suggesting that American families cannot simply
shift assets from other accounts to [RAs.

Notes

1. Steven F Venci. “Fromoting Saving for Retirement Security,”
testicony presented ta the Senate Finance Subcommittee on
Defictes, Debr Minagemenc, and Long-Term Growth, December 7,
1994.

I Venu, "Promiting Saving for Retiement Security.”

3 Lawrence H. Summers, “Sumulating Personal Saving” in The
U'S. Savings Challenge: Policy Opaons for Producaviry and Growth,
ed. by Charls E. Walker, Mark A. Bloomfield, and Margo Thorning
(Boulder. Colo Westview Press, 1990} p. 170.

4. Richard H. Thaler. “Self-Conrrol, Psychology and Savings
Policies,” testimony presented to the Senare Finance Subcommittee
on Deficits. Debt Management, and Long-Term Growrh. December
7.1994.

5. Joseph M. Anderson, “The Wealth of U.S. Families in 1991
and 1993.” (Chevy Chase. Md : Capital Research Associates.
December 1994). The study was commissioned by Merill Lynch
and Co.
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The Impact of the Alternative Minimum Tax on
Investment and Economic Growth

by Margo Thorning”

Q. What is the Corporate Alternative Minimum
Tax?

A. The Tax Reform Act of 1986 created a
comprehensive alternative minimum tax (AMT) system
that exists separate from, but parallel to, the regular tax
system. Under the AMT scheme, taxable income is
modified by an intricate seties of “adjustments” and by
“preference items” to arrive at altenative minimum
taxable income. Depreciation allowances for firms paying
the alternative minimum tax are generally much less
favorable than those for firms paying che regular
corporate income tax. The corporate minimum tax rate
is 20 percent, while the top minimum tax rate for
individuals is 28 percent.

There are three main reasons why corporations can
become AMT payers: (1) a high level of investment in
assets such as equipment and structures, andfor (2) low
taxable income due to cyclical downtuens, strong
international competition, or other factors, andjor (3)
low real interest rates.

Q. How Does the AMT Affect Investment
Spending?

A. A study by Prakken, Varvares, and Meyer (PVM)
argues that the AMT has the potential to reduce
investment spending in one of two ways.! First, AMT-
filers pay a higher average tax rate and consequently
generate less intenal cash flow than they would under
the regular tax. This, in turn, may curb investment by
fiems with impeded access to capital markets. Second,

the AMT affects the marginal tax rate on capital, and
hence may discourage investment by raising what in
neoclassical investment theory is known as the rental
price of capital {or the “cost of capital”). The “rental
price” is defined as the annual cost {interest plus
depreciation) per unit of capital, after adjusting for the
real purchase price of capital and allowing for corporate
taxes, including deductions for depreciation and interest.

PVMss results show that firms permanently on the
AMT face capital costs significantly higher than firms
that pay the regular corporate income tax. PVM's
econometric simulations show that if all firms were w0
face the AMT indefinitely {the worst case scenario), the
result would be to reduce the level of output by
approximately $60 billion annually relative to the case in
which all firms paid the regular income tax. Ultimarely,
the equipment/output ratio would fall by 3 percent. In
absolute terms, the stock of equipment would be 3.9
percent lower.

Q. How Does the AMT Affect U.S. Cost Recovery
Compared to Our Competitors?

A. Research by Arthur Andersen and Co. shows that
U.S. firms paying the AMT recover their investment
costs for new equipment much more slowly than do
companies in major competitor nations. For example, the
present value of cost recovery allowances for U.S. steel
firms using continuous casting equipment is only 57.7
percent compared to 79.3 percent in Germany and 88.3
percent in Brazil (see Table 1).

"Joel L. Prakien, Chris P. Vavares and Laurence H. Meyet, *Investment, Economic Growth and the Corporate Altemative Minimum Tax.” Tax
Policy for Economic Growth im the 1990s, American Council for Capital Formation Center for Policy Research, 1993.

“Margo Thoming is the Director of Research for che ACCF Center for Policy Research, the education and research affiliate of the American
Council for Capital Formation. lts mandare is ta enhance the public’s understanding of the need to promote economic growth through sound
tax, regulatory and environmental policy. For further information, contact the ACCF Center for Policy Research, 1750 K Street, N.W., Suite

400, Washington, D.C. 20006, 202/293-5811.
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Q. How Does the AMT Affect Taxes for Firms
that Purchase Pollution-Control Equipment?

A. Capital cost recovery provisions for pollution-
control equipment are much less favorable now than
prior to TRA's passage. For example. the present value of
cost recovery allowances for wastewater treatment
facilicies used in pulp and paper production was 98.0
percent prior to TRA. Under regular TRA income tax,
the present value dropped to 78.5 percent, while for
AMT payers, the figure is 62.1 percent. Scrubbers used
in the production of electricity fared even worse. Prior
to TRA, the present value was 86.8 percent. Today, the
present value is only 50.8 percent; for AMT raxpayers
the figure drops to 41.5 percent. As is true in the case of
productive equipment, loss of the investment tax credit
and lengthening of depreciable lives both raise effective
tax rates.

Q. Didn’t the Changes to the AMT in the 1993
Budget Act “Fix” the Problems Faced by
Capital Intensive Firms?

A. While the repeal of the adjusted current earnings
(ACE) adjustment to depreciation contained in OBRA
1993 was a positive step, the capital cost disadvantage
faced by firms on the AMT remains (see Figure 1).
AMT firms with assets depreciated over seven years face
capital costs 10 percent higher than for firms on the
regular corporate income tax. Had the reform proposed
by the Clinton administration been enacted, AMT
firms® capital cost disadvantage would have fallen ro less
than 4 percent. %
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Chairman ARCHER. Thank you.

Our next witness is Dr. Allen Sinai, managing director and chief
global economist, Lehman Brothers, Boston, Mass. We are pleased
to have you with us.

STATEMENT OF ALLEN SINAI, PH.D., MANAGING DIRECTOR
AND CHIEF GLOBAL ECONOMIST, LEHMAN BROTHERS,
BOSTON, MASS.

Mr. SiNAL Thank you. I am pleased to be here. After 4 years of
an economic upturn and now a near full employment economy, ex-
tending and preserving the business expansion without rising infla-
tion is a major challenge for economic policy. So what economic
policies might increase saving, stimulate productive investment,
raise productivity growth, and increase the potential supply of the
economy should take center stage.

It is in this context that the American dream savings account,
other provisions in the American Dream Restoration Act and of the
tax reductions in the Job Creation and Wage Enhancement Act of
the Contract With America are examined. All more or less as objec-
tives increased savings, higher investment, greater capital forma-
tion, more entrepreneurship, and improved family welfare.

On this basis, some tax changes, for example, the $500-per-child
tax credit under 18 for families with incomes up to $200,000 and
other refundable tax credits for child adoption and family care of
dependent senior citizens do not score well. These are principally
consumption stimuli as opposed to savings stimuli.

Some of the tax proposals in the Contract do well on the criteria
of savings, investment, productivity growth, entrepreneurship, and
increased potential output, but none would be beneficial under full
employment if the Federal budget deficit were to rise significantly.

Of the tax reductions considered, those with greatest potential
economic effects on savings and investment I believe are capital
gains tax reduction, neutral cost recovery, and the ADS account.
Preliminary results from some quantitative work that we have
done on proposed capital gains tax reductions are provided in the
testimony.

I want to focus on some of the conclusions. First, many of the tax
reductions in the Contract With America are very positive for sav-
ing, investment, productivity and entrepreneurship, but in most
cases the macroeconomic impact is relatively small, perhaps only
marginal. That is true for the increased small business deductions,
property expenses, increased estate and gift tax exemptions, and
the greater deductibility of expenses for home offices.

They all have a positive saving and entrepreneurship effect, but
too small to make much of a difference in the overall economy.
With funding for the total of all the tax reductions perhaps difficult
on economic and political grounds, it would be wise to choose
among them, skinnying down the costs and reducing the funding
requirements.

Also, given that the economy is near full employment, I would
suggest that only those tax reductions that increase potential sup-
ply should be used. And those prime candidates are the capital
gains tax reductions, neutral cost recovery, and the ADS.



35

Some of the quantitative results we find from capital gains tax
reductions and simulating it with our large-scale model of the U.S.
economy include the following. The capital gains tax reductions, as
proposed, do stimulate economic growth, do raise economic activity
compared to what otherwise would occur, do create extra jobs, 1.4
million jobs over the 5-year period of the program, and they do
raise national saving at least initially. If these capital gains tax re-
ductions were financed by reductions in government spending, then
national savings would be permanently raised by this combination,
that is, reduced capital gains and reduced government spending.

Taking account of feedback effects on the economy from the tax
reductions of the stimulative effect and increased capital gains re-
alizations—here I don’t mean unlocking; just realizations from a
better economy and a better stock market—the revenue losses for
the capital gains tax reduction net is estimated at $62 billion over
5 years.

If one adds the unlocking of unrealized capital gains to that, and
unlocking is now well accepted as a real phenomenon by the aca-
demics who study it, and by those of us who work in the business
world, the capital gains tax reductions are the only tax proposal of
all that has a shot at paying for itself over the horizon in which
they are applied.

Now, the neutral cost recovery accelerated depreciation also
could be beneficial for stimulating investment, capital formation,
and productivity, but it would not have the broad-based effects and
potential for revenue feedback of the capital gains tax reductions.
It would be less cost effective ex-post than reducing capital gains
taxes.

The ADS account or enhanced IRAs very likely would be quite
popular, with many new accounts created in financial institutions
for them, but the net effect on overall savings is questionable, with
mixed results from studies on this topic. I think, though, the par-
ticular form of the proposal this time, the ability to draw tax free
for certain purposes could provide a stronger incentive to current
saving and the savings rate than past types of IRAs and so it
should be considered.

In an economy so near full employment, it is important to raise
productivity, savings, investment, and potential supply through in-
creased savings and investment of all the measures for reducing
taxes in the Contract With America. Capital gains tax reduction
has the lead on this score.

Thank you.

[The prepared statement and attachments follow:]
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Saving and Investment in a Full Employment Economy:’
The Contract With America Tax Reductions
by Allen Sinai*

Introduction and Summary

After four years of an economic upturn and now a near full employment economy, extending
and preserving the business expansion without accelerating intlation has become the major
challenge for economic policy

In almost all cyclical episodes, once the economy reaches full employment, booming spending
and heavy borrowing, spiraling inflation, speculative excesses in the financial and real economy,
and upward spiraling interest rates eventually lead to financial instability, credit crunches,
declines in real economic activity and a full-fledged recession

What economic policies might lower consumption and increase saving, stimulate productive
investment, raise productivity growth, increase the potential output, or aggregate supply, of the
economy take center stage in a full employment economy, since a side effect from strong and
rapid growth in such a situation can be accelerating and unwanted inflation.

Economic policies that previously might have been appropriate no longer are so at or near full
employment. Instead, monetary and fiscal policies must be designed to slow the demand-side of
the economy and raise the supply-side so as to balance the growth of aggregate demand and
aggregate supply.

Against a given backdrop of monetary policy, tax and spending policies that shift consumption
to saving, induce productive investment and capital formation, raise productivity growth, and
provide incentives for entrepreneurship are to be preferred.

It is in this context that the American Dream Savings Account (ADS Account), other provisions
in the American Dream Restoration Act, and some of the tax reductions in the Job Creation and
Wage Enhancement Act of the Contract With America are examined.

All, more or less, have as objectives increased savings, higher investment, _%reater capital
formation, more entrepreneurship, and improved family welfare. Presumably, if any of these
goals were achieved, productivity could improve and also the potential output, or supply, of the
economy. Also, the revenue loss, or cost for each proposal must be assessed, since under the
Oranibus Budget Reconciliation Acts of 1990 and 1993 and Budget Enforcement Act of 1990,
tz}x re[cliuctions have to be paid for by spending reductions, other outlay cuts, or higher taxes
elsewhere.

On this basis, some tax changes not considered here, for example, the $500 tax credit per child
under 18 for families with incomes up to $200,000, the $5,000 refundable tax credit for child
adoption, and $500 credit for family care of dependent senior citizens do not score well. The
same applies to the Administration's scaled-down proposal for a child tax credit of $500 in
families with incomes of $75,000 and under. These tax reductions would tend to stimulate
consumption more than savings or potential sufppl{, and because of large revenue losses would
re%uire substantial and possibly politically difficult reductions in federal government spending
and outlays. In a full emplovment economy, any sizeable net fiscal stimulus or deficit-financed
reéductions of taxes should be avoided.

Some of the tax proposals in the Contract With America do well on criteria of savings,
investment, lproductivity growth, entrepreneurship and increased potential output. None would
be beneficial in a fully employed economy if the ?ederal budget deficit were to rise significantly
Sizeable deficit-financed tax reductions’ of any kind are the wrong action to take at full
employment, inviting the very result economic policy must try to avoid—potentially higher
inflation, speculative excesses in spending, borrowing and financial investments, a weaker
dollar, tighter monetary policy, spiraling interest rates, and eventually an economic downturn.

Of the tax reductions considered in the American Dream Restoration Act and Job Creation and
Wage Enhancement Act, those with the greatest potential economic effects on saving and
investment are capital gains tax reductions, neutral cost recovery, and the ADS Account

Preliminary results from macroeconometric model analysis of the proposed capital gains tax
reductions  are provided, since this policy change probably would have the greatest
macroeconomic impact. The effects on the economy, inflation, cost of capital, savings, capital
spending, employment, productivity, potential output, the federal budget deficit, and federal
%ovemm_enl tax receipts, on ex-ante (static) and ex-post (dynamic) bases, are considered
Appendix Tables 3-5).

Here, dynamic refers to capital gains realizations and full macroeconomic feedback effects of the
capital gains tax reductions. Estimates of increased capital gains realizations that occur because
of the lower capital gains tax, a better stock market, and increased saving are superimposed on
the model-based macroeconomic results 10 assess more fully the dynamic, or ex-post, revenue
losses. Estimates of a "taxpayer effect" or "unlocking"—the realization of previously unrealized
capital gains and pafyment of additional taxes because of the new capital gains tax
reductions—are taken from Joint Tax Commuttee (JTC) and Office of Tax Assessment (OTA
figures used in the evaluation of capital gains tax reduction proposals made by the Bus

Administration. The capital gains tax proposals this time are greater in scope, a larger reduction
in the effective capital gains tax rate and through the addition of indexing for inflation

* Chief Global Economist and Director. Lehman Brothers Global Economics
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The results are presented without and with equivalent reductions in spending and/or transfers to
offset the ex-post or dynamic loss of revenues from the tax reductions. Monetary policy is not
changed from a baseline situation.

The Baseline Forecast (January 1995) parameters that underlie the model simulation are shown
in Table 1 of the Appendix, essentially a near-balanced growth Palh for the economy that

reflects economic forces in place now to slow the demand-side o

the economy in-line with

potential supply. This Baseline scenario shows a reduction of inflation pressure as the economy
slows, permitting tax reductions to occur with less chance of an inflationary effect.

Some conclusions, briefly:

Many of the tax reductions in the Contract With America (Table 2, Appendix) are very
positive for saving, investment, productivity, entrepreneurship and potentla? output. But, in
most cases the macroeconomic impact wouf::l be relatively small, and perhaps only marginal.
This is true for increased small business tax deductions for property expenses, increased
estate and gift tax exemptions then indexed for inflation, amf the greater deductibility of
expenses for home offices. All have a saving or entrepreneurship effect, but too small to
make much of a difference in the overall economy

The Modify Marriage Penalty provision, at a $10 billion cost, would be designed to correct a
socially undesirable subsidy. Raising social securities earnings limits to $30,000, phasing
out the social security tax increase recently passed into law, and tax incentives for private
long-term care insurance are more consumption-oriented than for savings and investment.

If all provisions were enacted, the tax reductions could be very costly, some $193.3 billion
over five years, according to House of Representative estimates, adding sizably to the federal
budget deficit unless offset by spending or outlay reductions. With reductions in defense
outlays ‘gother than alreﬂy rogrammed in prior legislation), social security, net interest and
much of Medicare and Medicaid "off the ta%le," savings to finance all the tax cuts could be
hard to find or politicallg' difficult. A balanced budget amendment could not be passed
quickly enough to fund the aggregate of tax reductions, many of which are designed to be
implemented on January 1, 1995 or in January 1996.

With funding for all the tax reductions difficult on economic and political grounds, it would
be wise to chose among them, skinnying-down costs and reducing the funding requirements.
Also, given that the economy is near ful% employment, only those tax reductions that increase
potential supply should be used

The prime candidates are thus capital gains tax reductions, neutral cost recovery, or the new
ADS Account, an essentially enhanced IRA.

The capital gains tax reductions were simulated in the Sinai-Boston large-scale
macroeconometric model of the U.S economy, a 50% exclusion for gains on assets held at
least one year and indexing for inflation over the holding period of the asset

These proposals would have the greatest macroeconomic effects of the various savings-
investment oriented tax reductions, stimulating economic activity, increasing jobs, increasing
capital spending and capital formation, for a time improving national savings, increasing
entrepreneurship, and raising the potential output of the economy without generating higher
inflation (Table 3, Appendix). .

s According to the Sinai-Boston Model, over the five-year period from 1995 to 1999, real
GDP would be $26.3 billion higher per year and real economic growth up 0.1 percentage
point per annum compared with a situation of no capital gains tax reductions. A
considerable increase in business capital spending is estimated, 2.1% a year relative to
the Baseline, with about two-thirds of the additional spending in equipment. 283,000
jobs a year or about 1.4 million over the five-year period would be gained. Productivity
growth would be up 0.1 percentage points a year and potential output by $4 4 billion per
year.

« National savings would not change much, principally because of a net, after feedback,
rise in the federal budget deficit of $12.3 billion per annum. But, business savings would
move sharply higher, by $10.2 billion per year (Table 4).

« The stronger economy stems from a lower cost of cagnal with the reductions in capital
gains taxes, i.ncreasegl business and personal saving, higher business spending on plant
and equipment, the increased stock prices and higher household net worth as investors
shift funds away from other investments into stocks, increased hiring and new jobs, and
wealth, income. and profits effects on spending. saving, and purchases of financial assets.
Short-term interest rates would move somewhat higher assumiiig no change in monetarz
policy But, long-term interest rates likely would drop somewhat from positive wealt
and income effects.

e With the increased capital formation, entrepreneurship measured by new business
incorporations and reductions in government operations, productivity would increase and
so would the potential output ofglhe economy. This supply-side effect, although very
modest, woulzftend to limit any inflationary effect of the tax reductions. The balanced
nature of the economy before the tax reducfions in terms of demand and supply are part
of the lack of any inflationary effect. The unemployment rate would move down by 0.1
percentage point per year
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« Taking account of the feedback effects from the tax reductions, increased capital gains
realizations and stronger economy, ex-post, or dynamic estimates of revenue losses total
$61.9 billion, or $12 billion per year (Table 5).

Assuming that some "unlocking” occurs, an effect that is almost universally agreed upon,
the net cost of the capital gains tax cuts is even less, with a possibility that the effects
would go a long way toward fully paying for the initial loss of ex-ante tax receipts.
Unlocking estimates can very considerably, however, so that a precise estimate of the net
cost in reduced tax receipts cannot be made at this point

- Financing the capital gains tax reductions with reduced government spending and/or outlays
weakens the macroeconomic effects, but does not wipe them out (Table 6). Growth, jobs,
investment, entrepreneurship and employment all rise, as does consumption. National saving
increases substantially, however, because of the reductions in spending/outlays (Table 7).
The combination, capital gains tax reductions and cutbacks in government spending and
outlays to match the ex-post revenue losses, about 362 billion over five years, produces an
economy that, on balance, tﬁrows faster, creates more jobs, generates more capital formation
and raises productivity without any pickup on inflation. Increased savings and investment
tilt the economy away from consumption.

- Neutral cost rec_over}/, or accelerated depreciation, also could be beneficial for stimulating
investment, capital formation and productivity, but without the broad-based effects an
potential for induced revenue feedback of the capital gains tax reductions. It would be less

cost effective, ex post, than reducing capital gains taxes

- The ADS Account, or enhanced [RA, very likely would be quite&opular, with many new
accounts created in financial institutions for them. But, the net effect on overall saving is
questionable, with mixed results from studies on this topic.

Most likely, a considerable switching of savings from other vehicles to the ADS Accounts
would occur, a plus for financial institutions but not necessarily reducing consumption and
raising saving relative to disposable income. The ability to draw, tax-free, on the ADS
Account for ?urposes of education, medical costs, insurance for long-term care, and
retirement could provide a powerful incentive to current saving, however, with this B{c]){)csal
having a better chance of increasing the personal savings rate than previous types of s.

In summary, the tax reductions proposed in the Contract With America have much to be
commended, with many aimed at and contributing to increased savings, investment,
productivity, entrepreneurship, and higher potential output. These are all good supply-side
dimensions, whose beneficial effects would be buttressed if financed by reductions in the
operation of the federal government, headcount reduction, consolidation, outsourcing,
privatization of certain functrons and reductions in entitlements. Consumption spending also
would be increased, relatively more under some measures than others. Fa.mify tax credits 50 not
score well on supply-side considerations and are principally a stimulus to consumption.

Of all the tax reductions considered, the most beneficial, in a balanced way, to both the demand-
side and supply-sides of the economy at potentially least net cost, is the 50% exclusion of capital
gains from taxation, effectively having the capital gains tax rate at all personal and corporate
income tax levels, and the indexing of capital gains to inflation.

Econometric model simulations with the Sinai-Boston Model of the U.S. Economy also show
significantly positive effects on economic activity, real economic growth, capital spending for
equipment and plant, jobs, and national saving if the capital gains tax reductions are financed by
equivalent cuts in spending and/or outlays.

The tax on inflation-generated capital gains has long been considered a distortion that would be
corrected on indexing. The stimulation to the supply- and demand-sides of the economy through
an effective halving of capital gains tax rates is tolerable for an economy near full employment,
given the savings-investment dimensions of the capital gains tax reductions.

On several criteria for judging changes in taxes—allocative efficiency, economic growth,
savings and investment, international competition and faimess—capital gains tax reduction wins
on almost all. The one exception is equity, because higher income famiﬁes tend to hold more of
the assets that could be subject to capital gains.

In an economy so near full employment, it is imronant to raise fproductiyity and potential supply
through increased saving and investment. Of ali the measures for reducing taxes in the Contract
With America, capital gains tax reductions lead on this score.
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Table 1
Baseline Forecast Parameters*
Economic Assumptions (Calendar Years, Except Where Noted)

1993 1994 1995 1996 1997 1998 1999

Real GDP (% chg., 4th qtr./4th qtr.) 31 40 27 25 20 28 21
GDP Deflator (% chg., 4th qtr./4th qtr.) 18 26 34 29 32 26 25
Unemployment Rate (%) 68 6.1 5.3 52 56 55 57
91-Day Treasury Bill Rate 30 43 63 59 46 49 45
10-Year Treasury Note Rate (%) 59 71 17 72 70 715 69

Source: Lehman Brothers Global Economics (LBGE).
*January forecast, LBGE.

Table 2
Tax Reductions in the Contract With America*
(Bils. of $'s)

‘ 5-Year Cost

Acts and Provisions or Savings (-)
Reinforcing Families

Tax Incentives for Adoption 09

Dependent Care Tax Credit for Seniors 8.0
American Family Tax Relief in American Dream Restoration Act

$500 Per Child Tax Credit 107.0

Modify Marriage Penalty 10.0

American Dream Savings Account (Super IRA or ADS Account) 4.7
Senior Citizens' Reforms

Raise Social Security Earnings Limit to $30K 6.8

Phase-Out Clinton Social Security Tax Increase 17.0

Tax Incentives for Private Long-Term Care Insurance 13

Economic Growth/Regulatory Reform (Job Creatjon and Wage Enhancement Act)

Cut Capital Gains Rate (50% Exclusion/Index for Inflation) 56.0
Neutral Cost Recovery -19.5
Smalil Business Expensing 35
Raise the Estate and Gift Tax Exclusion 6.5
Restore Tax Deductions for Home Offices 0.5
Total 193.3

*House Budget Committee, Republican Staff Estimates, October 1994.
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Table 3
Macroeconomic Effects of a Capital Gains Tax Cut*
50% Exclusion for Long-term Capital Gains and Indexing for [nflation - All Taxpayers
(Changes from Baseline, Fiscal Years)
Avg.
1995 1996 1997 1998 1999 Per Yr.
Real GDP - Level

(Bils. 87 §'s) 53 215 29.1 34.0 414 26.3
(Pet. Chg.) 0.1 0.4 0.5 0.6 07 0.5
Real GDP-Growth (Pctg. Pts.) 01 03 0.1 0.1 0.1 0.1

Business Capital Spending

Totat (Bils. 87 §'s) 22 11.5 188 233 279 16.7
(Pct. Chg.) 03 1.5 24 28 3.2 2.1
Pit. (Buls. 87 §'s) 1.0 52 7.6 84 93 6.3
(Pct. Chg. 0.6 32 44 47 50 36
Equip. (Bils. 87 §'s) 1.2 6.3 11.2 14.8 18.6 104
(Pct. Chg.) 02 1.1 1.8 23 2.7 1.6
Capital Formation - Stocks
Plt. (Bils. 87 $'s) 03 38 104 179 25.7 11.6
(Pct. Chg.) 0.0 0.1 04 .07 0.9 04
Equp. (Bils. 87 §'s) 04 4.5 12.9 238 36.7 15.7
(Pct. Chg.) 0.0 0.2 04 08 1.1 0.5
Consumption
(Bils. 87 §'s) 39 17.0 26.2 304 339 223
(Pct. Chg.) 01 05 0.7 0 08 0.6
Real Net Exports
(Bils. 87 §'s) -1.5 -10.3 -19.4 =229 -234 -15.5
Inflation - GDP Deflator
(Pctg. Pts) -0.0 -0.0 0.1 0.0 -0.0 0.0
Employment and Unemployment
Payroll (Mils.) -0.028  0.251 0428 0404 0361 0.283
Unemp. Rate (%) -0.0 -0.1 -0.2 -0.2 0.2 -0.1
Productivity Growth (Pctg. Pts.) 0.1 0.1 0.1 0.2 0.2 0.1
Potential GDP
(Bils. 87 $'s) 0.2 1.5 4.0 6.8 9.7 44
(Pct. Chg.) 0.0 0.0 0.1 0.1 0.2 0.1
Interest Rates (%)
90-day T-Bill 0.02 0.09 0.14 0.16 0.18 0.12
30-year Treas. -0.01 -0.11 -0.08 -0.08 -0.09 -0.10
AAA-Equiv. Corp. New [ssue -0.12 -0.16 -0.12 -0.11 -0.13 -0.13
Aftertax Return on Equity 0.96 1.31 1.35 141 1.47 1.30
Cost of Capital (%)
Pretax Equity -0.74 -1.03 -1.08 -1.15 -1.22 -1.04
(Pct. Chg.) S0 12 16 19 83 12
Aftertax Wted. Avg. Cost - Debt & Equity -0.27 -0.36 -0.39 -0.42 -0.46 -04
(Pct. Chg.) 27 -31 0 39 a4l 43 a7
S&P500
(Pct. Chg.) 03 1.0 12 1.4 .7 1.1
Exch. Rate
(Pct. Chg.) 0.0 02 0.5 01 -02 0.1
Household Net Worth
(Bils. $'s) 245 104.0 187.6 2629 3348 182.7
(Pct. Chg.) 0.1 04 0.7 0.9 1.1 0.7
Fed. Bdgt. Def. (NIPA)
(Bils. §'s) -11.8 -11.5 -10.5 -12.7 -15.0 -12.3
Personal Savings
(Bils. $'s) 58 6.4 19 =37 -6.6 08
Business Savings
(Bils. §'s) 6.6 104 log {11 12.1 10.2
National Savings
(Bils. $'s) 08 6.1 30 4.7 -8.9 -0.7
National Savings Plus Earnings

from Higher Realizations (Bils. § 's) - - - - - -

* Macroeconometric model simulation with the Sinai-Boston Model of the U.S. Economy. Policy changes
effective January 1. 1995,
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Table 4
National Savings®
50% Exclusion for Long-term Capital Gains and Indexing for Inflation - Al Taxpayers
{Changes from Bascline, Fiscal Years)
Avg.
1998 1996 1997 1998 1999 Per Yr.
Nationaf Saving 08 6.1 30 4.7 -89 07
Personal Saving 58 64 19 3.7 46 08
Business Saving 6.6 104 108 1.1 12.1 102
Government Surplus or Deficit (-) (NIPA) <116 106 -9.7 -12.t -14.5 -7
Fodeeal -11.8 <145 -10.5 -12.7 -15.0 -123
State and Local 0.3 09 08 06 0.5 06
*M ic model jon with the Sinai-Boston Mode! of the U.S. Economy. Policy changes effective January 1, 1995
Table §
Foderal Tax Rooeips®
50% Exclusion for Long-term Capital Gains and Indexing for Inflation - All Taxpayers
(Changes from Basobine, Fiacal Years)
Cum.
1995 1996 1997 1998 1999 199599
Total Receipta -12.1 -12.5 BN ] -124 -138 619
Personal =76 9.0 43 99 -114 <466
Ordinary 03 21 34 37 42 137
Capital Gains <18 -11.1 -121 <136 -156 £0.3
Corporate 4.5 -53 -53 5.7 .58 266
Ovdinary 0.7 20 24 27 34 111
Capitel Gaing 5.1 272 \1.7 44 92 -37.7
Excise 0.0 02 03 04 04 14
Socisl Insurance 0.1 1.5 27 28 29 9.9
Ex-Ante (Static) Revenue Loas -25.1 -36.3 -398 433 -48.8 -1938
Personal®* 148 2.1 23 ] 216 -309 -1202
Corporatc®* 103 142 150 -16.2 178 T35
Exclusion®* 248 2348 <370 -394 24 -1784
Indexing®® 03 -15 28 44 64 -154
Taxpayer Effect (Incressed Realizations, LBGE) 102 15.7 166 176 19.1 792
Eoonomic Foadback Effect (Increased Tax Receipts
from Maoroeconomic Reedback - LBGE) 29 8.1 121 13.8 159 528
Ex-Po-l (Dynume) Revenue Loss
Incroased Roslizations (LBGE) -12.1 -12.5 -l <124 -13.8 419
W'nh “Undocking” Estimates
Personal
JCT (1) 91 64 33 25 04 27
OTA (1) 93 6.8 73 46 28 122
Pors. pnd Corp. (Corp. B‘ LBGE) '
JCT (1) -12 92 48 42 21 89
OTA (1) <14 9.6 838 6.3 1.1 84
*M model simulation with the Sinai-Boston Mode! of the U.S. Economy. Policy changes effective January 1, 1995.
** L BGE Estimate.

(1) JCT - Joint Committee on Taxation, 1990 estimate of Bush Administration capital gains proposel, no indexing.
OTA - Office of Tax Analysis, 1990 cstimate of Bush Administration capital gains proposal, no indexing.
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Tabie 6§
Macroscanomic Effects af s Capital Gaias Tax Cut®
50 Exclusion for Loag-iar Capital Gaime and Indexing for Inflation - All Taxpsyos
Dysamic Revenuc Losses Financed by Lower Federal Government Outlays®®
(Changas from Bascline, Fiscal Years)
1995 1996 1997 1998 1999
Real GDP - Level
(Bil. 17 $%) -3 125 .6 ns 368
(Pet. Chg.) 0.1 0.2 0.4 9.5 0.6
Roat GDP-Growth (Prtg. Pta) 0.1 0.3 02 0.1 0.1
Businces Capital
Total (Bile 87 $4) [1X] 98 177 e 78
(Pot. Chy.) ol 13 23 28 32
Ph. (Bila. 87 $Y) 0.7 48 15 [ & 9.5
(Pt Chg.) 0.4 29 44 43 5.1
Equip. (Bibs. 47 $) 0.1 S0 16.2 14.1 18.3
(Pt Chg) 0.0 0.8 1.7 22 27
ital Formation - Stocks
Ph. (Bik. 37 $%) 0.2 33 9.6 172 252
(Pet. Chg.) 0.0 0.1 04 0.6 0.9
Equip. (Bils. 37 $%) 0.1 27 103 0.8 336
(Pt Chg) £.0 0.1 04 0.7 10
w
(Bils, §7 §) 0.8 19 19.0 250 306
(Pet Chg) 0.0 02 0.8 06 0.8
Roal Net Exparts
(Bils. 57 5%) 11 -1.8 -12.0 -18.6 -19.8
Inflation - GDP Deflstor
(Potg Pa) 00 0.1 0.0 0.0 0.1
Employosat wad Unomploymant
Payroll (Mils.) 0.139 0.037 0.304 0.302 0.294
Unomp. Rats (%) 00 £0.0 0.1 0.1 0.2
Productivity Growth (Petg. Pha.) 0.1 02 40 02 02
Potetial GDP
(Bils. 17 $4) 0.1 L2 36 6.1 9.3
(Pat. Chg) 0.0 090 0.1 ot 0.2
Intorost Rates (%)
90-day T-Bill .03 0.03 0.10 on 0.13
30-year Trams. .14 .18 0.13 <£.13 .17
AAA-Equiv. Corp. Now lmue 0.16 k2] 0.20 0.19 <0.20
Aftcstax Return on Equity 098 131 135 140 1.46
Cost of Cagital (%)
Protax Equity 474 o103 09 L6 1:
(Pt Chg) -5.2 <12 <16 20 8.3
Aftartax Wied. Avg. Coat - Debt & Bauity 0.2 2.8 0.41 Q.44 0.48
Por Chg) 23 38 “1 “3 43
S&Ps00
(Pt Chg) 0.2 L1 17 20 24
Exch Rats
(Pet. Chg) 02 03 0.2 0.1 03
Howsehold Net Warth
Bils. §Y9) . 95 58.7 1322 2082 2842
{Pet Chg.) . 0.0 0.2 0.5 0.7 i.0
Fod. Bdgt Dol (NIPA)
(Bila. $%) -3.3 -1.4 16 13 27
Porsona! Saviags
@ils. $4%) 0.2 4.0 43 -24 54
Businem Ssvings
(Bik $%) 46 93 107 1s 138
Nationsl Sevings
(Bils $%) L1 127 178 123 128
from Higher Realizations (Bils. $ 3) - - - - -
* M ic modol & ion with the Siasi-Bostoa Modol of the U.S. Ecomomy. Pnhcychn.-mh—nyl l”!

Avg.
Per Yr.

19.1
03

0.1

111
13.5
04

16.3
0.4

-10.2

0.0

0.160

€1

0.}

0.07
.16
L. 30
<108
<13

-9

1385
0.5

0.2

0.1

10.0

13

** Reduction of outlays is aplit botwoe: two-thirds purchases and cnc-third traasfers. No
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Table 7
Nationa) Savings®
50% Exclusion for Long-term Capital Osins and Indexing for Inflation - All Taxpayers
Dynamic Revenuc Losses Financed by Lower Federal Governmont Outlays®*
{Changes from Baseline, Fiscal Years)

Avg
1995 1996 1997 1998 1999 Per Yr
National Saving 1.1 127 178 123 125 113
Personal Saving 02 40 43 24 -54 01!
Business Saving 4.6 93 107 118 138 100
Government Surpius or Deficit (-} (N[PA) -36 £6 28 29 41 1.1
Feders -3.5 -14 1.6 18 27 0.2
State and Local 01 0s 12 11l 1.4 09
* M; ic model simulation with the Sinai-Boston Model of the U.S. Economy. Pulnychmpeﬂ'ocuve!muuyl‘ 1995.
** Reduction of outlays is split between two-thirds purchases and one-third transfers. No red di
Tabie 8
Federa} Tax Receipts®
50% Exclusion for Long-term Capital Gaing and Indexmg for Inflation - All Taxpayers
Dynamic Revenue Losses Financed by Lower Federal Government Outlays®*®
(Changes from Bascline, Fiscal Years)
Cum.
1995 1996 1997 1998 1999 199599
Total Receipts -15.3 -16.9 -14.0 -15.2 -189 2772
Personal 8 -10.7 98 -11.0 -12.3 -52.6
Ordinary 08 05 24 28 34 33
Capital Gains -8.0 -1z -123 -i38 <157 509
Corporate -56 $0 5.5 57 -53 -28.1
Ordinary 04 12 22 27 39 9.7
Capital Gains -5.2 73 <78 84 93 -379
Excise 0.0 00 02 03 03 0.6
Social Insurance 09 0.1 13 13 14 29
Fed. Govt Oudays -121 <125 111 -i24 -138 619
Purchases - Ex-Post 3.1 -83 -74 -8 9.2 413
Transfers - Ex-Post 40 42 -3.7 4.1 46 <206
Ex-Ante (Static) Revenue Losa -25.1 2363 2398 438 488 -1938
Personal®** -143 -22.1 248 =216 -309 -120.2
Corporate®** -103 -142 -150 -162 178 7138
Exclusion®** =248 -8 =370 -394 424 -178.4
Indexing®** 03 -5 28 44 ©4 -154
Taxpayer Effect (Increased Realizations, LBGE) 102 15.7 166 176 19.1 792
Economic Feodback Effect (Increased Tax Roceipts
from Magrocoonomic Feedback - LBGE) ‘ 04 37 92 11.0 138 373
Ex-Post (Dynamic) Revenue Loss
With Increased Realizations (LBGE) -153 -169 -14.0 -152 -15.9 -n2
With “Unlocking™ Estmates
Personal
€1 -123 20 04 03 25 -12.6
OTA (1) -125 24 44 18 0.7 3.1
Pen. and Corp. (Corp. Est, LBGE)
T -104 48 19 1.4 42 £.4
OoTA (1) <106 52 59 35 -1.0 31
* N moded s ion with the Sinai-B. Modd of the U.S. Economy. Pohcychm;u:ﬂ‘uuvchmwyl |995
** Reduction of outlays is split betweon rwo-thirds purchases and one-third fers. No red in F s
#** LBGE Estimate.

(1) JCT - Joint Committee on Tmon 1990 estimate of Bush Administration caprtal gains proposal, no indexang.
OTA - Office of Tax Analyms, 1990 estimate of Bush Administration capital gains proposal, no indexing.
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Chairman ARCHER. Thank you, Dr. Sinai.

Our last witness on this panel is Sheldon Cohen, former Commis-
sioner of the Internal Revenue Service.

Welcome to the committee.

STATEMENT OF SHELDON S. COHEN, PARTNER, MORGAN,
LEWIS & BOCKIUS, WASHINGTON, D.C., AND FORMER
COMMISSIONER OF THE INTERNAL REVENUE SERVICE

Mr. CoHEN. Thank you, Mr. Chairman. I am Sheldon Cohen, a
partner in the Washington law firm of Morgan, Lewis & Bockius
and speak for myself not for my law firm or for any of its clients.
I am pleased at the opportunity to talk with you today.

I want to talk a bit about a tax system on which these changes
will be imposed and how these changes might improve or deterio-
rate the administration of the tax laws. I think that is an impor-
tant element here because we have a very fine tax system with a
very low cost of administration. Indeed, our tax system as a whole
collects about 29 and a fraction percent of our GDP as against 35
or more percent for any developed country. Our cost is much less
than Germany, Japan, et cetera.

One of the things that we have to be careful of is that we keep
it as a perceived fair system; that is, the taxpayers around the
country must understand that they are being treated fairly. I be-
lieve you need a progressive system to do that or slightly progres-
sive, and that is what we have today. It can be better, but beauty
is in the eyes of the beholder there.

We have to be careful how we use those resources, that we don’t
skew economic planning by use of the tax system. Many of us
would not vote for centralized economic planning in this country,
and yet many of the same people would suggest tax deductions, tax
credits, et cetera, which have the net effect of economic planning,

I prefer that the system work whereby lawyers, accountants, and
businesspeople make decisions on the merits of the economy, the
economic return from that investment, and that taxes be a cost at
the end of the line that doesn’t enter into the first decision that you
make. One reason that [ would avoid some of the credits and so
forth that have been suggested is because they do come first.

The first decision will be made, can I get a tax benefit. We have
had a great deal of that over the past number of years. The Tax
Court has bkeen full of cases, jammed with cases that revolve
around tax benefits and very little economic benefit, and I think we
have to avoid that.

The problem with refundable credits is that they will produce an
action. You are putting a job on an agency that is an audit agency
and you are putting a job that basica%ly is a social work job. If you
gave HHS $x billion and told them to give benefits to every child
in the United States, you would put an obligation on HHS to audit
more than eight-tenths of 1 percent of those people.

The IRS presently audits eight-tenths of 1 percent of all the peo-
ple and it is on a sliding scale; the higher the income, the higher
the percentage, so if you get into $30,000, $40,000, $50,000 brack-
ets, you are talking one-tenth of 1 percent or less. I question
whether you would put such a program in any agency with that lit-
tle degree of supervision.
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When we get over to the home office deduction, for example, I
can understand a lot of people’s unhappiness with the tight rule,
but that tight rule was written in 1986 in exchange for rate reduc-
tion. If we break the package, we break the package. The difficulty
is that back before 1986, everybody had in their apartment or
house a room with a desk and that was their home office. I would
hesitate to go back to that because once you loosen those rules,
they basically become unenforceable.

’[pl',le so-called neutral cost recovery system allows a very fast re-
covery of more than one’s basis. We are back again to making deci-
sions based on the tax benefits. If most of us remember the exces-
sive rental property that was produced as a result of the deprecia-
tion benefits of 10 or 15 years ago, we produced a real estate deba-
cle in effect by throwing benefits at real estate that were beyond
what was needed.

I am not an economist, I am only a tax lawyer, but I see the way
my clients make decisions, see the way other clients make deci-
sions, and if they see a benefit, they go for it and they tend to push
other considerations to the side. They go for the immediate benefit,
so I worry about the “administrability” and decisionmaking that
would result, particularly when you throw that together with cap-
ital gains at the disposition end.

en we get to capital gains, capital gains is a religion. Mr.
Bloomfield believes in it anf I don’t. We have debated this a num-
ber of years and we like each other and don’t get mad at each
other. We have a capital gains tax break—in effect, we have one
now, a 28 percent rate against a nominal rate of 39.6 percent, and
there ought to be some benefit there. Whether that is enough,
Mark and I would again debate that, and you might debate that.
But throw it together with indexing and you have an interesting
goulash.

Those people who go for indexing are the same people who say
that we have too many regulations in the United States. You are
going to get a thick book of how to apply indexing. It is not a sim-
ple concept, not easy to do. Recordkeeping will not be easy.

One can try to design a lot of rough and ready rules. They will
either be too beneficial or too detrimental, I don’t know which, but
even if you write restrictive rules, the big six accounting firms,
large law firms will be able to do it; the small businessman, the
people that you ought to give the benefits to will not be able to do
it. They will do it wrong and cause problems for themselves and
the IRS. So I would ask you to go slow and think about the
administratability of those provisions as well as the benefits that
they might give.

My own view is that the best thing that you could do for capital
formation is to reduce the deficit. A dollar’s worth of deficit reduced
is a dollar’s worth of savings. The United States ran a very large
capital surplus during the %(orean war because it ran the Korean
war basically on a balanced budget.

I am proud to say that I am the last Commissioner of the IRS
to preside over a balanced budget. My last year in office was the
last year the United States had a balanced budget.

Thank you, Mr. Chairman.

[The prepared statement follows:]
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STATEMENT OF SHELDON 8. COHEN
BEFORE THE
COMMITTEE ON WAYS AND MEANS
UNITED BTATES HOUSE OF REPRESENTATIVES
January 24, 1995

Mr. Chairman and distinguished members of the Committee:

My name is Sheldon S. Cohen. I am a partner in the law firm
of Morgan, Lewis & Bockius in the D.C. office. It is my pleasure
to appear before you today to present my personal views on some
of the tax proposals contained in the "Contract with America."

My comments will reflect my opinions regarding our Federal tax
system and the principles that I believe are vital to the support
and maintenance of the system. My views have evolved over many
years of working in the area of taxation on both sides of the
table: within the IRS as one of the drafters of the 1954 Code
under President Eisenhower, and as Chief Counsel and Commissioner
of Internal Revenue in the Johnson administration as well as in
private practice as an attorney frequently representing clients.
I speak here for myself, not for my firm or any of its clients.
You might be interested to note that I was Commissioner of the
IRS the last time the United States had a balanced budget,
(fiscal 1969).

In light of all the recent criticism about our tax system,
it is interesting to note that we have the finest tax system with
the lowest cost of collection of any of the developed countries
of the world. (Indeed, our overall tax collection, state, local
and federal, is lower than any of the other developed countries.)
In order for our self-assessment tax system to function well, it
must be perceived by the taxpayers as a fair system. In my
experience, fairness requires that an individual's tax burden be
based on his or her ability to pay. This, in turn, requires a
reasonably progressive rate structure. The rate structure does
not make a tax system complex. It is deductions and credits,
which require careful definition, that make the system
complicated. Moreover, perceived fairness of the system cannot
be maintained if taxpayers believe that, somehow, there are
loopholes available to well advised taxpayers which enable them
to escape their fair share of the tax burden. An overly complex
system contributes to the perception of unfairness. Confidence
in the system is a fragile balance. We should do nothing to
lessen compliance with our tax laws as they are the sinews which
hold government together. I have been all over the world working
with developing countries to improve their systems; they all envy
ours.

Experience has taught me that the tax system should not
direct the utilization of our nation's resources. Commercial and
financial transactions should be driven by economic and business
considerations, not by tax considerations. It is interesting that
many of those who do not believe in centralized government
economic planning will suggest a tax deduction or credit which
has the effect of imposing a centralized economic plan. As a
practicing tax lawyer, I, and many of my brethren, have spent too
much time and energy addressing client concerns, not about the
legal or economic aspects of the investment, but about the size
of the tax "write-offs." Memories are still fresh of the
collapse of the rental real estate market, caused, in part, by
overdevelopment facilitated by depreciation deductions that made
the availability of tenants almost an afterthought. Let us not
return to the days of the "tax shelter society.”

We all know that the integrity and efficiency of the IRS is
the cornerstone of an effective tax system. I think it is
counter-productive to use the IRS as the administrative
institution to implement and administer a broad range of social

policies. These burdens are ill suited to the skills needed by
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tax administrators and cause a diversion of resources away from
the Service's important traditional functions. I have said
before this Committee in the past, when it was controlled by the
other party, that you can accomplish almost any program by use of
the tax system. Thus, if you push this too far you could abolish
many departments of the government and use the IRS to hand out
agricultural subsidies, child care benefits, veterans benefits,
business incentives and on and on. All this would, of course,
bring down the system. With each added item, the IRS becomes
less effective and the Code a jumble of conflicting provisions.
We must be careful not to go too far afield with the tax system.

I approach the "Contract with America" with these principles
and opinions in mind.

A number of the social programs that are contained in the
Contract with America are funded through a technique referred to
as the refundable tax credit. These programs are: (i) the $500
per child refundable tax credit; (ii) the $5,000 refundable tax
credit for adoption expenses; and (iii) the $500 refundable tax
credit for elderly care.

Some of these social programs may be worthy in purpose and
address the concerns of many Americans. Perhaps there is room
for discussion regarding the effectiveness of these programs and
the precise targeting of the benefits. I might target them at
one group in society while some of you seem to direct these
benefits at everyone -- at a greater cost. My concerns, however,
deal with the problems of administering and auditing these
benefit programs within our present system of tax administration
and enforcement.

No doubt the refundable tax credit technique has appealing
features; after all, the IRS already administers other
deductions, credits and refundable tax credits, and almost
everyone files a tax return. I assume the authors believe that
it is relatively simple to reduce tax liability by the amount of
the credit, or to request a refund to the extent the amount of
refundable credit exceeds tax liability. I submit, however, that
notwithstanding the asserted ease of administration, the
refundable tax credit technique forces the IRS into the business
of administering social programs for which it does not have the
skill or experience. This will result in high cost
administration coupled with a low level of accountability from
the beneficiaries of the programs. It will also denigrate the
existing tax administration since new resources are not
provided.V

The $500 credit is given to everyone except for the upper
one percent of taxpayers. I suspect that many people earning
over $100,000 would enjoy the credit but do not in my judgment
have need of it. How much lower than $100,000 the limit should
be is a judgment call.

The Congress would, I believe, insist that a social work
agency have strict accountability before paying out benefits
under a program such as one providing a $5,000 payment to defray
adoption expenses. Yet, upon the receipt of a tax return
claiming a tax credit for adoption expenses, it is likely that
the IRS would accept a reduced tax payment or authorize cash
disbursement to the taxpayer. It does not have the staff to
check on this or if it attempts to use existing staff it will be
at the expense of revenue agents who are in sorely short supply

v I would remind the Committee of the furor caused by the
proposal of candidate George McGovern in 1972 that there be
a grant of $1,000 to every man, woman and child in America
to alleviate poverty. I opposed that idea on
administrability, as well on other grounds.
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now. I'm sure that even the $500 child credit will create more
incentive for cheating. After all, by listing one more child, I
get a check for $500 and the IRS has the burden of checking on
me.

The IRS is not the kind of agency to oversee or enforce a
social program utilizing refundable tax credits. At present, the
IRS examines a very limited number of returns (substantially less
than 1%). Moreover, most of the returns filed by persons
qualifying for the benefits provided under these tax credit
programs are not ordinarily selected for audit. The number of
audits tends to be higher for the complex high income returns and
lesser for simpler low income returns. It is unlikely that Forms
1099 or other similar verification will be available to prevent
the payment of tax benefits in cases involving taxpayer mistakes
or fraud. 1Indeed, we see a high incidence of mistakes and fraud
on the earned income tax credit now. I believe these new
proposed programs would engender similar cheating. If the
verification burden falls on the IRS personnel, then resources
that would normally be assigned to audits of complex high income
returns, will be diverted to monitoring social welfare programs -
- an inefficient use of resources by any standard.

It is likely that the IRS will have problems monitoring
taxpayer compliance under other provisions of the Contract with
America. For example, under an American Dream Saving Account
("ADSA"), penalty free withdrawals would be allowed after five
years for the purchase of a first home, higher education
expenses, or medical expenses. Again, the compliance issue
centers on difficulties of verification. For example, if the
ADSA account requires the financial institution to issue a Form
1099 (or similar information return) upon a purported penalty-
free withdrawal event, verification of the bona-fides of the
withdrawal would require an audit of the return. The limits on
the number of returns that can be selected for audit would either
prevent any meaningful verification of ADSA withdrawals or would
divert the IRS from auditing other, higher priority returns. 1In
any event, there is no evidence from our prior experience with
IRAs that this program would markedly increase savings in this
country.

Any expansion of the home office deduction is likely to
expand the possibility of taxpayer abuse in this area of the tax
law that traditionally has been the subject of abuse. That was
the reason the Congress toughened these rules in 1986. Many of
us can remember when it seemed that every home in America had a
room with the mandatory desk and bookcase that, presumably, was
set aside for some business activity or another and for which tax
deductions were taken. (As I recall, the Congress in 1986, with
the Reagan Administrations concurrence, traded the lowering of
tax rates for the elimination of deductions).

Speaking of the bad old days, I would like to address the
neutral cost recovery system and the capital gains preferences as
provisions that have the potential for tax shelter activity and
for directing investment on the basis of tax benefits rather than
pre-tax economic return.

The neutral cost recovery system provides special tax
incentives for investment in short-lived tangible assets based on
an indexing system that exceeds the inflation rate. As a result,
the amount of depreciation over the life of some assets will
exceed the cost of the assets. These special tax incentives
likely will cause taxpayers to modify their behavior by making
investment decisions based on tax considerations rather than on
economic considerations (particularly when coupled with the
capital gains proposal). As I have stated, a well-ordered tax
system should not cause this result. We have only recently seen
the backlog of the shelter cases in the Tax Court and Appeals
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Division of IRS fall off. These suggested new shelters will
again cause disruption,

The long-standing debates continue over the fairness, cost
and economic efficacy of preferential treatment for capital
gains. Some in the debate center their ideas on the use of
preferential rates; others on the use of an indexing system. The
provisions in the "Contract with America" contain both types of
preferences. There may be some merit on either side of the
debate. This area has become one of religious belief. There is
no certainty on either side of the argument. If I had to choose,
my personal choice is for no special capital gain preference but
I can see the idea of a simple and modest capital gain preference
~~ somewhat as we have in present law (where the maximum capital
gains rate on individuals is 28% as against a nominal high rate
of 39.6%).

Simplicity is not the hallmark of an indexing system.
Incredible complexity is almost certain to accompany any system
that can be applied to the variety of special situations we can
all envision. Such complexity is likely to present a costly
burden to_the IRS and a bewildering array of rules to the average
taxpayer.y One of the concerns of the Contract is the
excessive rules and regulations with which it contends we all
live. The contract provisions on indexation would markedly
increase the volume of regulations needed to implement such a
complex provision. Moreover, I would be deeply troubled by tax
policy concerns over the results of indexing assets without
indexing the debt incurred to acquire those assets. If I buy a
machine with 100% debt, why do we index the machine, but not the
debt. I pay off the debt with depreciated dollars. I prefer no
indexing but if we go for the complexity, we need it to work
fairly.

While some aspects of the capital gains preference issue are
debatable, there should be absolutely no question that large
differences between the tax treatment of ordinary income and
capital gains spawn tax planning activity designed to convert
ordinary income into capital gains and to shift the benefits of
capital gains to high-bracket taxpayers. The results of this
planning may be lucrative for the players and their tax advisors
but is costly to the economy and destructive to the tax system.
Moreover, a revival of the gamesmanship surrounding capital gains
conversions will force me to brush up on the collapsible
corporation rules, a painful exercise I would prefer to avoid.

My comments, today, are offered in the hope that the work of
this Committee will strengthen the integrity of the Federal tax
system. The American taxpayers deserve and expect a tax system
that is fair, administrable and economically neutral. I hope
that goal can be achieved through your work. I would be glad to
assist you and your staff to achieve such a goal.

H I have often discerned that taxpayers only complain about
complexity when the rules are ones they do not like; they do
not seem to mind complex provisions which are beneficial.
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Chairman ARCHER. Thank you, Mr. Cohen.

If we make judgments as to which provisions are to be put in the
Tax Code strictly based on difficulty of administration, would you
suggest to this committee that we abolish the foreign source income
tax provisions in the current Tax Code?

Mr. CoHEN. I think those rules are terribly complex and I would
try to make them more simple. The difficulty is that anything that
is so complex that it takes a special category of people like me who
administer them, you have perceived unfairness.

Now, you have a variety of provisions in the law that are terribly
complex and were put there to ameliorate some problem or other.
It would be better if we could do it some other way. I am not say-
ing that you shouldn’t do anything that makes the law more com-
plex but that you must think carefully when you make the law
complex because the compliance rate in the United States is in the
80th percentile now.

When I was in office 25 years ago, it was the 90th percentile.
When you think about 1 percentage slip in compliance, you are
talking about more revenue than you are talking about in most of
these measures.

Chairman ARCHER. Well, I would simply submit to you that we
looked very carefully at foreign source income on several occasions
and, at the end of those deliberations, we made it more complex.
That did not seem to deter this committee from doing that. I would
also submit that the complexity of the foreign source income provi-
sions would make indexing look very, very simple.

Dr. Sinai, let me inquire of you, because you are reputed
amongst many sources in this country as having one of the best
models for looking at capital gains and its impact on the economy.,
I am curious as to whether you have done any rough tabulation on
the capital gains provision that is in the Contract With America
and, if so, could you tell us what impact you believe it would have
on revenues?

Mr. SINAL The tax reductions are unique, as you know, because
of the unlocking effect and the effect potentially on the stock mar-
ket, also on the economy, I would submit, and what that means for
the induced tax revenues to the government. I don’t know of any
other tax that is quite like this. So what we gained when we simu-
lated this is that our economic activity is greater, economic growth
is stronger.

We do generate and increase business savings and personal sav-
ing. I am now talking about a situation where we wouldn’t finance
this with cuts in government spending, and we increase productiv-
ity and potential output. That brings some extra revenues in and
a somewhat better stock market increases realizations and then, at
the lower tax rate, more taxes come into the government. Net-net,
the particular proposal that is in the Contract With America, after
these feedback effects, without making an assessment of the full
unlocking effect, cost $62 billion over 5 years. That is about $12 bil-
lion a year. We haven’t done our own independent estimates of
unlocking.

I don’t think the proposal has been evaluated yet in terms of
what the unlocking effects would be, but there is a vast majority
of opinion, academic and otherwise, that says there really is
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unlocking. So that $62 billion cost has to be, I think, reduced once
you add the effect of unlocking. Whether it would fully pay for it-
selfdor not, I don’t know. It depends on the unlocking numbers
used.

But I could cautiously say that a capital gains tax reduction has
the best shot of any tax of perhaps paying for itself, all things con-
sidered. When we have looked at the model simulations, what it
does to saving, investment, and the economy, and though it is not
a big potatoes thing in a $6.8 trillion econom , it is a big enough
thing that it really goes move the economy in the direction that you
talked about in your opening comments, Chairman Archer.

So I have to be of all—f I have to pick one of what is being
talked about here, this would be the one that at this time in our
economy I would favor.

Chairman ARCHER. I am a little reluctant to ask you the next
question, but I am going to do it anyhow.

Mr. SINAL I appreciate your comments about the model.

Chairman ARCHER. I would like you, if you are willing to do so,
to characterize yourself to this committee as to whether you believe
yourself to be a liberal, moderate, or conservative economist.

Mr. SINAL Yes. That is an interesting question, Mr. Chairman.
I think it is in the eyes of the beholder. I suspect that in my re-
search and my opinions, sometimes I strike people as being liberal,
sometimes conservative and maybe most of the time they can’t un-
derstand what I am talking about. So I don’t really put myself in
either of those.

And with all due respect to Democrats and Republicans, both of
whom I provide advice and information to, I am happy to do so as
a citizen of the country, I am independent politically and that inde-
pendent doesn’t mean I am a Perot supporter. The research drives
me so I would refuse to be labeled any of those. If someone, be-
cause I have said what I just said about capital gains, thinks I am
conservative, that is for them to say. I wouldn’t say it.

Chairman ARCHER. You think of yourself as being mainstream?

Mr. SiNAL I think of myself as being evidential. In forecasting,
there is no doubt I can change my mind at any time.

Chairman ARCHER. Let me ask you and Mr. Bloomfield a ques-
tion that has troubled me over the years. We talk a great deal
about incentives for new savings andyl believe that that is very,
very important. I think all three of you probably agree that that
is important, but very rarely do we hear anyone speak of existing
savings.

Are not existing savings important, particularly if they are given
flexibility to seek their highest and best use in the marketplace?
In fact, are they not on a par with new savings inasmuch as new
savings merely become mixed in an existing savings pool as soon
as they are saved and become a part of existing savings?

Mr. SINAL Well, Mr. Chairman, I think what you say is true in
a qualitative sense and in a practical sense. It is not always so fun-
gible. It is not easy for the forms in which savings are held to be
moved from one use to another. But, generally, markets will do in
terms of incentives what you think.

On the margin, what will move markets more, of course, are the
marginal funds flows. That is often why there is stress on that.
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Mr. BLooMFIELD. Mr. Chairman, I would add that one of the crit-
ical factors, particularly with capital gains, is the lock-in effect and
to the extent to which you have a capital gains tax cut, you will
have a lot of unlocking. And I think that would be helpful for small
business and others that are looking for capital. That capital may
never be unlocked without a capital gains tax cut.

I would also like to comment about the revenue implications of
capital gains that Dr. Sinai talked about. Dr. Sinai looked at the
macroeconomic impact of capital gains. In his testimony, you will
see that he estimates that a capital gains cut creates about 1 mil-
lion jobs over 5 years and it has a significant impact on investment
which is critical to long-term economic growth.

Harvard Professor Dale Jorgenson, who will be here I think 2
days from now, just published a book indicating that the most im-
portant factor for long-term capital growth is capital stock. I think
that what you have in capital gains is a tremendous impact on in-
vestment, which is important for long-term economic growth.

In other words, Dr. Sinai talked about the macroeconomic impact
of capital gains. There are two other aspects that affect the revenue
impact. One is the historical data. If you look at the historical data
and you look at the period when we did have a capital gains experi-
mentdy)vhich was the period 1978 to 1985, what happened in that
period?

In 1978, capital gains receipts were $9 billion, in 1985 they were
$27 billion. That cannot be explained only by economic growth and
the stock market. What would apply is higher capital gains reve-
nue at lower rates.

The second example that I would like to use in terms of histori-
cal data is the period subsequent to the 1986 tax bill. What hap-
pened with the 1986 tax bill, of course, was a tremendous
unlocking in 1985. In 1985, capital gains receipts were $49.7 bil-
lion, and they have not recovered to that level. They dropped in
1986 under tﬁe new regime to $32 million, and now capital gains
receipts are only $29 billion. I think that says something about
capital gains receipts and tax rates because, in the period 1987 to
1992, there was an increase in the economy and inflation.

Let me finally comment about the whole question of unlocking
and revenue estimates. This may sound contrarian, but there is not
that much of a difference of opinion among economists, I am talk-
ing about the Joint Committee on Taxation and the Treasury,
about unlocking. Let me give you an example.

When the Bush proposal for a 30-percent exclusion was before
the committee, the static revenue loss of the Bush proposal was
$100 billion. The Joint Committee on Taxation estimated that
unlocking alone over 5 years would recoup 90 percent of that static
revenue loss. The Treasury Department assumed that unlocking
would recoup 110 percent, of the revenue loss. So if you look at the
amount in the aggregate, unlocking almost does it.

As you go through revenue estimates, we have a Treasury reve-
nue estimate of the capital gains provisions of the Contract, we
have Dr. Sinai’s revenue estimates which show that with macro-
economic feedback, that after 5 years you do have a revenue impact
which is positive in addition to the jobs created. But the Joint Com-
mittee numbers we haven’t seen yet.
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I would suggest that, since unlocking is not a macroeconomic ar-
gument but a very technical argument about how much unlocking
you are going to get, as you look at the revenue estimates, you
probably will have a range from A to D where D might be a reve-
nue loss in the range of %50 billion and A would be a revenue loss
in the range of about $2.5 billion. This committee might line up
those revenue estimates and understand that these are very, very
technical and they are also very, very credible numbers. These are
not far out things.

In that sense, the unlocking is something which is a mainstream
argument, something we should look at carefully. I think even be-
fore you get in the macroeconomic analysis of the revenue impact,
you are going to be pretty close to avoiding a big revenue loss.

Chairman ARCHER. Thank you very much.

Mr. Stark.

Mr. STARK. Thank you, Mr. Chairman. I would just note that in
Dr. Sinai’s testimony, I think he emphatically points out that none
of these tax proposals would be beneficial in a fully employed econ-
omy if budget deficits were to rise significantly.

It is interesting to note that in his testimony, he has a total tax
reduction 5-year cost of $193 billion. And the Senate Budget Com-
mittee came out with a 5-year tax cost of $188 billion. Not bad.

The Senate’s proposal to pay for this would cut nondefense dis-
cretionary spending by $252 billion, and most of that I suspect
would be to cut entitlements with the exception of Social Security
by $580 billion, arguably cuts to the lowest income people in the
country.

So I ask my friend, Sheldon Cohen, in your experience and re-
viewing what we have done and the number of taxpayers and
whether they are rich or very low or middle income, how would you
assess the distribution of these cuts? Would most of them go to the
upper 2 percent of Americans, 1 percent, 5 percent, half of the
American taxpayers?

Mr. CoHEN. I was rather surprised that, for example, the $500-
per-child credit went all the way up to $250,000. You are talking
there about a fraction of 1 percent of the population. If you got
down to $100,000, you would be talking about the upper 2 percent
of the population so that those benefits flow across the board.

en you are talking about the depreciation, capital gains com-
bination where the big money is, those cuts go predominantly to
the upper 5 to 10 percent of the population. Most of the capital
gains activity in the United States is in the upper 5 percent of the
population.

Mr. STARK. Where do you find the largest amount of the entitle-
ments excluding Social Security? You take most of that out of Med-
icare, but those would go to the seniors, 40 percent of those are
poor.

Mr. CoHEN. Older people would be lucky if they had $40,000 in-
come, so you are talking about the average income in the United
States is in the low thirties, so you're certainly talking well below
the average.

Mr. STARK. So it would be a fair estimate to say that what this
plan would do is %'ive $188 billion of incentives or rewards or bo-
nuses to those at least in the richest 10 percent and at the same
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time taking three times as much away from the lowest 40 percent
of people in income, those people below arguably $30,000 a year;
is that a fair assumption?

Mr. COoHEN. Yes, sir.

Mr. STARK. How would your model deal with that, Dr. Sinai?

Mr. Sinal I think capital gains tax reductions benefit higher in-
come families compared with lower income families. The cuts you
describe would do the same; it would be an increase in the inequity
of income distribution that has happened over the last 10 or 12
years.

If one weights very highly that particular dimension of capital
gains tax reduction, you have to be against it. I understand and re-
spect that view. That is one of the criteria by which we judge tax
changes.

On the other criteria

Mr. STARK. We could do it other ways. If capital gains is very im-
portant, we could pay for it by distributing the cuts more to those
upper-income people as well, could we not?

Mr. SINAL Yes. The other dimensions of capital gains tax reduc-
tion, growth, the ability to compete internationally on cost of cap-
ital grounds, we have the highest capital gains taxes of any of the
countries on the list. Many of them have no capital gains taxes.
The jobs effect, these are the dimensions that are also very impor-
tant and each individual weights them differently.

My judgment is, capital gains tax reduction wins on four out of
five criteria, even admitting for the effect you taltk about. So I think
it is a good thing to do. The tax cuts you describe sound large to
finance, $188 billion over 5 years. We did in the model do simula-
tions where we cut spending and some transfers by $190 billion,
the amount of the static revenue losses, and I couldy provide those
results to you.

Mr. STARK. In your testimony, you show $193 billion in cuts.

Mr. SINAL That is the static revenue loss.

Mr. STARK. The Senate showed $188 billion.

Mr. SINAL. We are very close. We have done model simulations
of both cutting spending and transfers by $190 billion to see what
it does and what was reported in the testimony would cut spending
and transfers by $62 billion, which was the ex-post revenue loss.
I would be happy to provide the former to the committee as well.

[The following was subsequently received:]
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Table 9

Macrocconomic Effects of & Capital Gains Tax Cut®

50% Exclusion for Long-term Capital Gains and Indexing for loflation - All Taxpayers
Dyoamic Revenue Losscs Financed by Lower Foderal Governmeat Qutlays®*

(Changes from Bascline, Fiscal Years)

1995
Real GDP - Level
(Bils. 87 $'s) 1143
(Pet. Chg.) -0.3
Real GDP-Growth (Petg. Pts.) 03
Busincss Capital Spending
Total (Bils. 87 $'s) 0.5
(Pct. Chg.) 0.1
Ple. (Bils. 87 $'a} 0.4
(Pet. Chyg.) 02
Equip. (Bils. 37 §'3) 09
(Pet. Chg.) 02
Capital Formation - Stocks
Ph. (Bils. 87 $3) 0.1
(Pet. Chg.) 0.0
Equip. (Bils. 37 $') 0.6
(Pet. Chg.) 0.0
Consumption
@ils. 87 §'s) KX
(Pct. Chg.) 0.1
Real Net Exports
(Bils. 87 $°0) 3.0
1nflation - GDP Deflator
(Petg. Ps.) 0.1
Employment and Unemploy meat
Payroll (Mils.) 0.238
Uaemp. Rate (%) 0.1
Productivity Growth (Pcig. Ps.) 0.1
Polentia) GDP
(Bils. 87 $"2) 0.1
(Par. Chg.) 0.0
Interest Rates (%)
90-day T-Bill -0.07
30-ycar Treas. £0.18
AAA-Equiv. Corp. New lssuc -0.20
Afteqtax Return on Equity 0.95
Cont of Capital (%)
Pretax Equity -0.75
(Par. Chg.) -5.2
Afieriax Wied. Avg. Cost - Debt & Bquity 0.29
(Pet. Chg.) 2.9
S&P500
(Pct. Chg.) 0.2
Exch. Rate
(Pet. Chg.) 0.5
Houschold Net Worth
(Bils. $ ') 5.0
(Pot. Chg.) 0.0
Fod. Bdgt. Def. (NTPA)
@Bils. $'0) 2.4
Personal Savings
(@Bils. $ *a) 2.7
Busincas Savings
@Bils. $ ') 23.9
National Savings
@Bils. $ 's) 2.0
National Savings Plus Earnings

from Higher Realizations (Bils. $ 's) -

M ic model simulati

with the Sinai-Bostoa Model of the U.S. Beomy Pohcychmgelaﬂ'ecuvchmryl 1995.
ono-thind

** Reduction of outlays is split between tovo-thirds purchases and

1996

-1.9
0.0

02
713
1.0
4.2
2.5

31
0.5

2.6
0.1
0.7
0.0

0.6
0.0

6.8
02
0.22
0.1
0.3
1.1
0.0
-0.05
-0.31

1.31

-1.03
-12
039
4.0

29.8
0.1

12.1

249.5
260.1

1997

73
0.1

0.2

14.7

6.9
4.1
73
13

8.5
03
6.5
0.2

55
Q.1

0.013

oW
-l

0.01
027
-0.32

1.35

-1.09
-1.6
0.43
43

2.0

66.1
03

2755

298.6

1998

19
0.1

0.0
19.4
2.4
8.1
4.5
113
1.8
15.6
15.1
0.5

12
0.2

0.0

-0.031
0.0

o.01
029
034

1.40

-1.17

£0.48

4.6

2.6

102.3
04

27.8

304.7

327.7

1999

16.3
0.3

246
2.8
9.3
5.0

15.3
23

23.4
0.9
25.9
08

10.9
0.3

£0.071
-0.0

0.2

10.0
0.2

0.01
032
-0.37

1.46

-1.24

-0.53

-5.0

35

143.4
05

338.7

3673

Avg.
Pex Yr.

0.1

131
1.6
58
33
73
11

10.0

9.5
03

<0.110
0.0

0.2

43
0.1

-0.02
0.26
0.31

1.29

-1.08
<13
0.4
4.2

69.3
02

19.6

2788

2953

spending.
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Table 10
National Savings®
50% Exclusion for Loag-term Capital Gains and Indexing for Laflatioa - All Taxpaycrs
Dynamic Reveaue Losscs Figsanced by Lower Federal Goverumeat Outlays**
(Changes from Baseliae, Fiscal Years)

Avg.
1995 1996 1997 1998 1999 Per Yr.
National Saviog 223.0 260.1 298.6 327.7 367.3 295.3
Personal Saving 2.3 2.0 0.8 6.3 6.9 3.8
Busincss Saving 223.9 249.5 275.5 304.7 338.7 278.5
Government Surplus or Deficit (-) (NIPA) 1.9 12.6 239 29.3 355 20.7
Federal 2.4 121 2.6 27.8 33.1 19.6
State and Local 0.5 0.6 13 1.6 2.4 1.1
* M ic modcl simulation with the Sinai-Boston Model of the U.S. Economy Pohcy dnngc.l cﬂ'ecuvc .lmunry 1, 1995.
** Reduction of outlays is split beiwoen two-thinds purch and onc-third No in P
Table 11
Federal Tax Reccipus®
50% Exclusion for Long-tcrm Capital Gains eod Indexing for Inflation - Alt Taxpayers
Dynamic Revenue Losses Financed by Lower Federal Government Outlays®™*
(Changes from Bascline, Fiscal Years)
Cum.
1995 1996 1997 1998 1999 1995-99
Total Receipts -18.1 -23.0 -21.8 -24.8 26.7 -114.3
Personal 9.8 -13.2 -13.0 -15.1 -17.2 -68.3
Ordinary -1.7 -1.7 0.5 -1.0 <11 6.2
Capital Gains 8.1 -11.4 -12.5 -14.1 -16.0 62.1
Corporate 6.6 -1.5 71 -1.2 £.2 -34.5
Ordinary -1.4 0.1 0.7 1.3 32 37
Capital Gaina -52 213 -7.8 8.5 9.4 -38.3
Excise 0.0 0.0 0.2 03 03 0.6
Social Insurance 0.9 0.1 1.3 1.3 1.4 29
Fed. Govt. Outlays -25.1 -36.3 -39.8 -43.8 -48.8 -193.8
Purchases - Ex-Post -16.9 242 -26.6 -29.2 -32.5 -129.4
Transfers - Ex-Post 42 -12.1 -13.2 -14.6 -16.3 4.4
Ex-Ante (Static) Revenue Loss . 251 -36.3 -39.8 -43.3 -48.8 -193.8
Personal *4* -14.8 22.1 -24.8 -27.6 -30.9 -120.2
Corporate*** -10.3 -142 -15.0 -16.2 -17.8 -713.5
Exclusion®** 248 3438 -37.0 -39.4 424 -178.4
Indexing*** 0.3 LS 2.8 4.4 6.4 -15.4
Taxpayer Effect (Increased Realizations, LBGE) 10.2 15.7 16.6 17.6 19.1 .2
Economic Feedback Effect (Increased Tax Receipts
from Macroeconomic Foodback - LBGE) 283 -38.7 -38.4 424 -45.8 -193.5
Ex-Post (Dynamic) Revenue Loss
With Increased Realizations (LBGE) -18.1 -23.0 21.8 24.8 26.7 -114.3
With “Unlocking” Estimatcs
Personal
ICT (1) -15.1 4.1 -7.4 9.9 -13.3 -49.7
OTA () -15.3 3.7 3.4 -1.8 -10.1 -40.2
Pers. and Corp. (Corp. Est., LBGE)
ICT () -13.2 -13 -5.9 82 -15.0 -43.5
OTA (1) -13.4 0.9 -1.9 6.1 -11.8 -34.0
M model simulation with the Sinai-Boston Model of the U.S. Economy. Policy dnn;u effective January 1, 1995.

** Reduction of oullays is split betweoen two-thirds purch and onc-third fers. No reduction in non-defease infrastructure spending.
**+ LBGE Estimate.
(1) JCT - Joiat Committce on Taxation, 1990 estimate of Bluh Mmmllnucm uplul gains prvpoul no mde)ung

QTA - Office of Tax Analysis, 1990 estimate of Bush A capital gains prop xing
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Mr. SINAL You will get a much bigger gain in national savings,
but by $190 billion of cuts out of the government side you are going
to lose a lot of macrostimulus because it has negative effects. One
issue is how much do you have to cut outlays to finance whatever
estimate of the revenue losses you use.

Mr. STARK. Did you not find in your testimony that the dream
savings accounts do little to increase overall savings but lead to
switching existing savings inte tax-deferred accounts?

Mr. SINAL That is an opinion based on others’ research. We have
not quantitatively analyzed that. Years ago, I did an analysis of the
IRAs in place at that time and came to the conclusion there was
more switching in savings allocations than stimulus to saving. This
one, because of the tax-free drawing on it for various advances
could provide a bigger incentive to saving. It is different from the
past IRAs. I don’t think it will raise the savings rate very much,
if at all, but that is an opinion. I haven’t done the real research
on that yet.

Chairman ARCHER. The gentleman’s time has expired.

Mr. Crane.

Mr. CrRANE. Thank you, gentlemen, for your testimony. Back
when my son was a teenager, I remember one summer he had a
job and I counseled him not to blow his paycheck at the end of the
week on instant gratification but put something away for the pro-
verbial day. He said, “That’s nuts, daddy.” I said, "‘(’Vhat do you
mean, George?” He said, “Daddy, if I blow it at the end of the week,
they only get at it once.”

I thought about that. I invest my saved dollar and invest in a
public corporation. When they make a profit, it gets taxed a second
time; dividend distribution, it gets hit a third time. I sell my stock
and enjoy a capital gain and it gets hit a fourth time. And the ulti-
mate obscenity in our code, in my estimation, is when you have the
audacity to die and leave, then they come in and bash your be-
reaved spouse and loved ones.

I personally believe that we have one of the most reprehensible
Tax Codes on the face of this Earth. It does violence to the values
that I was brought up to believe in. I don’t believe we should tax
interest, dividends, or capital gains at all.

The fact of the matter is, if you have denied yourself instant
gratification, why can’t you put that dollar to work for the rest of
that dollar’s life and let it grow and develop interest? Hopefully
that would put you in a position at some point to pass it on to a
loved one when you shuffle off this mortal coil.

In that context, we have debated this question of reducing the
capital gains tax. I remember in 1978, when Billy Steiger took the
rate down to 28 percent and we got a lot of static revenue assess-
ment about a revenue loss when 1t actually increased revenues. We
heard that again in 1981.

When we took the rate back up in 1986, we had an executive ses-
sion of the Ways and Means Committee over in H~137 and there
was a fellow from Treasury sitting beside me who had scored this
as a $25 billion revenue raiser over the next 5 years.

I said, “How can you come to that conclusion based on our expe-
rience?” He said, “You have to understand that this bill doesn’t go
into effect until January 1, 1987, but the fiscal year starts
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October 1, 1986. We anticipate raising $20 billion of that between
October 1 and December 31,” which they did.

If you look at the figures, you had $326 billion in capital gains
realizations in 1986 because of that anticipated hike. That then
dropped the next year down to $144 billion. The actual Treasury
revenues were $49.7 billion in 1986, and that dropped to $32 billion
the next year. Looking at these figures causes me to ask a ques-
tion. If your objective is to maximize revenue and maximize the
creation of venture capital at the same time, I have heard reports
that the ideal rate, assuming you feel determined to tax capital
gains, should be between 9 and 12 percent. Have you got any mate-
rial or do your studies indicate anything to confirm that?

Mr. BLOOMFIELD. Mr. Crane, t{le 9 to 11 percent rate is based
on some work done at the National Bureau of Economic Research
that Dr. Feldstein heads, and that is the result of work there. It
is also the result of work done by Larry Lindsey, who now serves
on the Federal Reserve Board. In prior years, he looked at the var-
ious economic models, and he looked at data, and that is sort of the
rough range that he came up with, which was 9 to 11 percent.
Now, obviously, with your proposal, you are at 19.8 percent, but
you have indexing, so you are beginning to get down to that level.

What I am concerned about, that at some point if you do not
have a significant capital gains tax cut, which you have, it is not
worth doing, so I think you need to get to that range.

Mr. CRANE. You know something else, in that connection, I have
a graph that goes back to the late eighties which indicates b
quintiles the beneficiaries of the capital gains tax cuts. The grap
shows that 75 percent of those beneficiaries of a capital gains cut
are in the $50,000 and under bracket, and 90 percent of the bene-
ficiaries have incomes under $100,000. The Treasury Department
gave us these figures and I'm wondering if the panel would com-
ment.

Mr. CoHEN. Those are the beneficiaries, Mr. Crane, not the dol-
lars.

Mr. CrRANE. The beneficiaries, yes.

Mr. CoHEN. But if you looked at the dollars, it skews the other
way.

l\)lllr. BLooMFIELD. Well, Mr. Cohen, there is a point that Mr.
Crane is making that is very legitimate and that is when the IRS
looks, when the Joint Committee looks at income distribution, it as-
sumes that the same taxpayer has a capital gain every year, which
is distortionary. You take a person who earns $50,000 and his
spouse earns $50,000 and they sell their business, they are a
$200,000 taxpayer.

What CBO and others have done, they have always assumed
that it was the same taxpayer. In fact, it is not. If you look at IRS
statistics, you find out that 44 percent of all taxpayers realize a
capital gain only once in 4 years.

If you look at the numbers you are talking about, Mr. Crane is
correct. Half of all dollars of capital gains go to taxpayers with sal-
ary income of less than $50,000. If you look at filers, 75 percent
of all returns that have capital gains have salary incomes of
$50,000 or less. I am not disagreeing with the fact that I think Mr.
Stark would make that a lot of upper-income people have capital
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gains, but there is a heck of a lot of middle-class people who have
capital gains, too.

Mr. CraNE. Could I make just one final comment, regarding the
percentage of taxes paid by income groups, the top 10 percent in
1992 paid 57.5 percent of the total taxes, the top 50 percent paid
94.9 percent. The fact of the matter is these are tf)e people who are
paying the taxes, and I think they are entitled to some relief for
doing the right thing.

Thank you, Mr. C%airman.

Chairman ARCHER. Mr. Thomas.

Mr. THoMAS. Thank you very much.

One of the more frustrating things for me, especially last year in
dealing with health care and in cosponsoring a super IRA bill along
with then-Senator Bentsen and Roth and Jake Pickle as I continue
to do, is the frustration in dealing with both the budget environ-
ment in which the world has to be looked at in 5-year increments
and nothing exists beyond that, and as our colleague from Califor-
nia did, the penchant of examining tax policies through tax dis-
tribution charts in terms of who gets the benefit on a straight anal-
ysis of who benefits immediately.

Going back to my friend from Illinois’ family analogy, if we sat
around the table and talked about a distribution of family income
on a distribution chart basis, my kids would want to claim far more
than I let them claim, because I happen to think that the way in
which I want to use the money has a superior calling than the way
in which they want to use the money. Mr. Cohen, you are right.
Paraphrasing the “Field of Dreams” in terms of tax breaks, if you
give it, they will take it. I understand that, but my question is in
terms of this whole business of deferred gratification. On an indi-
vidual basis it is good for the soul, but I beheve collectively it is
good for society in ways that I would hope we could break out of
the tax distribution models or the 5-year model.

You can deal with a Tax Code which people see as a higher good
of building see-through office buildings, both literally or figu-
ratively, or you can have a Tax Code which encourages people to
put their own money away to take care of themselves at some fu-
ture time. Frankly, they are both tax breaks if you look at them
that way, but 1 happen to see a qualitative and a quantitative dif-
ference, and unfortunately it almost always has to get outside of
the 5-year window or the distribution charts.

How do we break out of, or should we break out of, this concep-
tual framework of the 5-year budget window or the decision has to
be made on a realtime basis in a distribution of tax benefits where
people at the lower end of the income have to get the same deal
as people at the upper end?

I will just throw it open to anybody who wants to respond.

Mr. SINAL I don’t know how you can design something that at
the same time will give everybody equal benefit from some public
policy change on taxation or spending. Where I come down is these
days because we are close to full employment, is looking very posi-
tively at measures and actions in Washington that raise productiv-
ity growth and increase the rate of growth of potential output.

Now, that supply side growth of potential output, which has been
very anemic for so many years and is now creeping up, estimated
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now at 2%z percent a year, it used to be 3 percent a year, if we
could pump that up and grow 3 percent a year, then the central
bank would not next week be thinﬁing about raising interest rates,
which punishes everybody, upper and lower income families, so
that, to me, gets out of this looking at it on the 5-year horizon and
looking at it trying to make it work for everybody at the same time.

I do want to point out that the higher income families do save
more, and if the goal is savings and investment, more will flow that
way. I do want to point out also that a lot of other countries we
compete with internationally have no capital gains taxes, that in-
cludes Germany, and Japan has a much lower one than we have,
and there are other countries that index for inflation.

Your question on indexing, I do not see why that should be so
difficult. If the United Kingdom and Australia can do it, I don’t un-
derstand why we can’t do it, either, so, you know, if we were back
in 1981 and talking about a depressed economy and depressed
growth, I might have a different view, but here we are talking
about an economy close to full employment, so I am looking for sav-
ing, investment, productivity growth and an increase in potential
outputs. If you finance by cutting the inefficient part of the Federal
Government, starting on the operations side, you really get a very
effective package.

Mr. BLoOMFIELD. Mr. Thomas, first of all, I want to congratulate
you for your leadership again on promoting IRAs in this Congress.
I might point out that yesterday Jonathan Skinner at the Univer-
sity of Virginia and Glen Hubbard at Columbia released a survey
of the literature of the economic impact of IRAs, which I hope you
will see soon.

But one of the interesting things they pointed out, which partly
responds to your question, 1s that raising IRA contribution limits
would increase long run national capital stock, $4 for every $1 lost
in government tax revenue. Their work focuses on distributional ta-
bles, the first part of your question, and then also the revenue im-
pact, and this gets into the debate that you have had, and I know
the Joint Committee just prepared a pamphlet for the Finance
Committee hearing today on do you do dynamic or do you do static
revenue estimates. It seems to me that there is some fiscal dis-
cipline to starting at least in this round and focusing on traditional
static analysis. .

Having said that, however, 1 think we can put capital gains in
a specia;lz category because of what Dr. Sinai referred to as the
unlocking factor. We have on our board of directors of our public
policy think tank people like John Shoven and Michael Boskin at
Stanford; and Jim Poterba at MIT. We surveyed these mainstream
NBER economists, and they are of the opinion that it might be very
helpful to have alternative scenarios of the macroeconomic impact
of tax policy done carefully because it is controversial. And it seems
to me that that would be one way at getting at what Chairman Ar-
cher has referred to as accurate revenue estimates because we are
concerned about the macroeconomic impact. The ultimate question
on distribution is a job lost which could have been created because
we tax savings and investment more than our competitors do.

Chairman ARCHER. If the gentleman would suspend, we have
about 5 minutes to make this vote, and with apologies to our wit-
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nesses, we will recess, vote, and come back right away and con-
tinue.
Mr. THOMAS. Mr. Chairman, I might just make a statement that
as we sit here and berate the business leaders of America for
thinking on a quarterly by-quarterly basis in terms of their invest-
ment and then turn around and do exactly the same thing on the
Federal Government in terms of the societal needs, I just find it
ironic that we don’t realize that a 5-year increment is the same as
a quarterly basis for business if we are making societal decisions.
I will be back.
[Brief Recess.]
Chairman ARCHER. Will our guests please take their seats. Mr.
Matsui.
Mr. MATsuL Thank you, Mr. Chairman.
- I would like to ask Mr. Sinai a question. In your testimony, you

talked about the locking effect of the capital gains treatment, and
the impression I had from you, that I think Mr. Bloomfield cor-
rected, was that the Treasury Department’s $60 billion revenue
loss over 5 years did not take into consideration the fact that there
would be more activity.

Did I misunderstand you?

Mr. SNAL That is correct. I believe that is true. It does not take
into account the effect of the lower capital gains tax on economic
activity and saving and all the things I talked about, the macro-
economic effects.

When the economy gets stronger, you get induced revenues com-
ing into the Federal Government on excise taxes, Social Security
taxes, and ordinary income.

Mr. MATsUL. We are talking about two different things here. I
think what Mr. Bloomfield said, and I don’t mean to use him as
a way of explaining your situation, but he correctly stated that
back in 1990, I guess it was, when President Bush had a capital
gains proposal, there was a difference between Treasury and Joint
Tax, but both of them took into consideration the fact that it would
be more economic activity, it was just a question of how much.

Mr. SINAL I don’t think they did. They just estimated what is
called the unlocking effects, and they had two—small numbers, bil-
li};)ns of dollars difference, and I do not believe they took into effect
the

Mr. MaTsul. That is not my understanding.

Mr. Bloomfield, because you were right in the middle of that, my
understanding is that even—I mean, Joint Tax, they use dynamic
scoring in terms of the provision itself, the specific provision itself.
They don’t use dynamic scoring in terms of the macroeconomic ef-
fect but they do use dynamic scoring in terms. of the behavioral
changes for the tax cut itself. If you could just answer yes or no
on that.

Mr. BLOOMFIELD. Yes.

Mr. MATSUL Dr. Sinai.

Mr. SINAL. What you just said is what I call unlocking, the tax-
payer response, the unlocking response.

Mr. Marsul. It does have an impact, right?

Mr. SINAL Yes, it does have an impact.




63

Mr. MaTsul. OK. Then the larger issue is does this have an im-
pact on the overall economy.

Mr. SINAL Yes.

Mr. MATSUL. Now, let's take the first one first, the behavioral
changes for the tax cut itself. Now, Mr. Bloomfield, you mentioned
that Treasury had one point of view in 1990 and Joint Tax had an-
other, it was a very small amount, but if you recall the difference
was over a 3-year period about $35 billion. In other words, $10 bil-
lion difference a year.

I believe the President’s proposal at that time had a $22 billion
revenue gainer out of it over that period of time, and the Joint Tax
had an $11 or $15 billion revenue loser over that period of time.

Now, the real problem I see is that a small almost imperceptible
change in assumptions could create a massive problem for us if, in
fact, we guessed wrong or we made assumptions that were incor-
rect.

Now, going back to 1981, because that is, frankly, where my
start on this committee occurred, the danger I see is that we can
use assumptions that even though they might be only a very small
amount off could lead to massive budget deficits, and if you recall,
I think you were even sitting in this Chamber here when Dave
Stockman and Don Regan and the rest of them said that by 1983
we will have a balanced Federal budget with capital gains, with
the investment tax credit, with all of t%ese tax preferences that we
gave to the entire private sector, and of course they paid for it, be-
cause in 1982 we tightened it up and in 1986 we went all the way
the other direction and took all of them away, including the invest-
ment tax credit.

I think that is one of the dangers the private sector better be
concerned about. They may get it for the next 2 years, but then the
next 3 or 4 we may have a total shift in the other direction, but
perhaps you can tell me why the assumptions are better in 1995
than they were in 1981.

Mr. BLoOMFIELD. Well, first of all, the most important point is
that the unlocking part is so very sensitive to assumptions. I mean,
everybody agrees on that.

Under the Bush proposal, as I recall, there was a revenue esti-
mate over 5 years, and it was minus 12 on one side and minus 12
on the other, so whether it would be 35 or 20, it really doesn’t
make a difference because you raise the valid point you don’t want
to increase the deficit,

The point I am making, though, since it is so hard for the reve-
nue estimator to come up with semething concrete on what the per-
fect or the most accurate elasticity is, the members of this commit-
tee should know that this has nothing to do with supply side eco-
nomics, this is the estimator’s best guess at elasticities. One little
change can throw the numbers off, and all I am saying is that you
shou%d have before you a range of A to D, and at least know that
his number is not any more accurate, assume it is D, than what
A would be.

Mr. MaTsUL That is not necessarily true, but let me just end by
saying this, I think what you are saying is we should probably be
a little cautious at the same time and maybe have a little more
spending cuts than we have tax cuts in order to make sure that
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in case we are wrong we might have a little margin of error, and
let me just make one final comment, and all three of you or none
of you can comment on this if you like.

Chairman Alan Greenspan testified before the House and Senate
Budget Committees recently, and he stated “no model currently can
be used to predict macroeconomic developments without substan-
tial ad hoc adjustments.” In other words, he is saying basically you
can’t make macroeconomic predictions on the effect of the economy
on tax changes or even changes in many programs like education
programs, which some might suggest might be able to raise produc-
tivity, thereby increasing the macroeconomic effects of this country.

Do you disagree with Chairman Greenspan, any of you?

Mr. SiNAL Certainly, I disagree with my friend, Alan Greenspan,
a professional forecasting colleague before he came to the Federal
Reserve. He said that for years. But for years he used himself econ-
ometric models in his own forecasting, so I think there is a large
body of evidence that says you can have reliable inferences drawn
from these models.

Mr. MaTsul. Mr. Chairman, I hate to ask you this, but can I just
have one last question?

Chairman ARCHER. How long will the question and the answer
be?

Mr. Matsul It will be very, very short. I hope it will be very
short on their side. It will be very short on mine.

Mr. SINAL I concur with you that as a business matter you would
want to be conservative; you should be aware of static revenue esti-
mates; you should be aware of the dynamic estimates when you in-
clude unlocking; you should be aware of the macroeconomic effects;
and it is better to make sure you finance it adequately on the
spending side and take a conservative approach to it.

Chairman ARCHER. Very quickly, Mr. Matsui.

Mr. MATsUL Very quickly, Mr. Chairman.

Here is what the problem is, assuming for a minute you are cor-
rect that additional investment, by doing capital gains you unlock
activity, more investments go because of the capital gains, but
what about—here is what the problem is when you use the macro-
economic approach, what about the fact that these investments go
to real estate or whatever it is instead of other areas because you
are going to be moving capital from one area to another area, to
the one that is most generous by way of a tax break, and so, you
know, even though it might create activity in one area it may re-
duce activity in another. This is why the macroeconomic approach,
dynamic scoring is so dangerous, frankly.

Mr. SINAL Yes, the situation we are in now there is still mainly
economic incentives for what you mentioned, real estate and capital
gains tax reduction would not materially increase the subsidy to
that asset class in a similar situation to the past.

I am absolutely convinced and I know the—I think the difficulty
with dynamic scoring is the validity of the estimate, who does it
and how they are used for political purposes. But I am absolutel
convinced it is wrong to think in static terms because that isn’t
what happens after the fact. What happens after the fact is what
happens to the economy, and the revenue results and what goes on
in actual behavior, and as far as whether these things actually
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make a difference in a model or not in a model, you have to talk
to businesspeople, financial people, and from the grassroots anec-
dotal experience find out what they think about this. Over the
years, I have tended to be persuaded that something like capital
gains actually does have an effect. I notice all our competitors are

oing it, lower rates or exemptions, and maybe there is something
to be learned from that in terms of capital formation and productiv-
ity of countries like Japan.

Chairman ARCHER. The gentleman’s time has expired.

I truly regret on these very important issues that we limit our-
selves to 5 minutes, but if we didn’t, we would never get through
all of the members up here.

Mr. Herger.

Mr. HERGER. Thank you very much, Mr. Chairman, and I want
to commend you, Mr. Chairman, on your opening remarks. Cer-
tainly the goal of our Contract With America and with the majority
party on this committee, and I believe a majority of this committee
on both sides, is to increase America’s savings and be able to maxi-
mize our job creation.

And my question to you, Mr. Bloomfield, to get back to something
that I think is very important, something that you alluded to some-
what a little bit earlier in testimony, and I want to thank you for
your pioneering and research in the debate in this area of capital
gains, has to do with these one-time events which I believe is the
vast majority of the capital gains sales that take place within my
district; I believe in the districts of all of the Members of Congress.
It is certainly within my district, that example of the family who
has raised their family, the couple are retiring, are selling that
home that is larger than what they need to move into a smaller
home, and there is capital gains, a one-time event. Or maybe that
middle-class farming family in my district that for whatever reason
may be, which is their retirement, to sell this property or maybe
it would be a small business, a one-time event, and I would like
to have you, if you could, maybe relate a little bit more on this
comment on how this bunching up phenomenon might make these
statistics that would appear to be that those selling capital gains
are the wealthy within our society when in reality we are seeing
a lot of bunching up, but if you could comment a bit more on that,
I would appreciate it.

Mr. BLOOMFIELD. Thank you, Mr. Herger.

One of the things that I would like to draw your attention to,
Chairman Archer indicated that we prepared three special reports
for this hearing. They are attached to the back of my testimony.

The reason I mention that, if you look at page 2 of the questions
and answers on capital gains, the question is: Isn’t it true that
most of the direct benefits go to the rich? The source of the data
is the IRS. The history of this debate, quite frankly, is that oppo-
nents of capital gains tax cuts were saying that most of the bene-
fits of capital gains go to people with incomes of $200,000 and
above. Those people included capital gains in income, and, there-
fore, the data assumed that the same person was doing it all the
time.

This was a number that the Congressional Budget Office was
using. We looked at the CBO analysis and said it distorts it be-



66

cause it assumes that it is the same people who have capital gains
every year. To engage in the debate, we said let's exclude capital
gains from income, and that is why looking at that number, that
assumes that they never repeat, they never have capital gains in
their income. We therefore used that data and said that half of all
capital gains go to people with a wage income of $50,000 or less.
Mr. Cohen is correct, that figure is dollars. What about filers? We
said three-fourths of the people who filed tax returns with capital
gains reported wage income of less than $50,000.

CBO came back, and they said, well, yeah, but we don’t know
how many people repeat, and at that point, as we say in our @ and
As, a panel analysis for the years 1979--93 by the Joint Committee
found that 44 percent of taxpayers reporting gains realized a gain
in only 1 out of & years, Your farmer, of course, probably doesn’t
buy and sell his farm every 4 years. He probably does it once in
a lifetime. So you can see how the numbers are skewed because
that person realizes his savings, eats up his savings once in a life-
time, so this is what the debate is about.

I should add, however, that the debate really shouldn’t be fo-
cused on middle-class Americans because there are some members
of this committee, I know, who would suggest that capital gains
only be limited to the middle class, and that has all sorts of
distortionary effects because what you are concerned about is not
the class source of the capital, you want the capital available to all,
and therefore what you really ought to focus on is not the distribu-
tion but does capital gains create jobs. We believe lower capital
gains creates jobs.

Mr. HERGER. Thank you very much, and again I think it makes
sense if you have the family that is making $36,000 a year, has
this one-time sale, I guess we could ask how many jobs that person
who is middle income, middle class, who is just getting by can cre-
ate. It really takes those who are the entrepreneurs—those who are
doing a bit better are the ones who can afford to create the jobs.
I think it just makes a lot of sense, and I think what

Mr. COHEN. Mr. Herger, they don’t pay tax now because the one-
time sale of a residence you have got a one-time exclusion, so they
wouldn’t pay any tax today.

Mr. HERGER. Well, I believe there are those who perhaps—again,
we are talking about a middle-class individual who perhaps has a
small rental that they have that perhaps they are selling or a piece
of property that maybe they have had in the family.

Again, these are not wealthy people. This is middle-class Amer-
ica, and people who have saved, who have accumulated a little
something. They are the ones where we have historically with our
Tax Codes penalized—and I am happy to see you nodding your
head, Mr. Cohen in agreement—these are the ones we penalize.
These are the ones that I would like to see and certainly in the
Contract With America to stop penalizing those who are attempt-
ing to produce and begin rewarding those people and try to again
create jobs to increase savings.

Thank you very much.

Mr. SHAW [presiding]. The time of the gentleman has expired.

I would like to ask Mr. Cohen a question. I am somewhat in-
trigued by the way this thing is going, and I think that sometimes




67

we focus too much on who is getting something rather than trying
to focus on what this does for the entire economy.

It takes capital to develop business, create jobs, and all of us will
agree that those jobs are better in the private sector; they are more
permanent, and that is where we like to see the majority of the
jobs in this country. That is what has made this country great.

In following this through, I understood you as saying that you
did not believe that capital gains and favorable capital gains treat-
ment would stimulate the economy. Did I misunderstand you?

Mr. CoHEN. No, I didn’t say that, sir. I just said that the dif-
ferential in capital gains rate is a religious belief, Mr. Bloomfield
and I have discussed this many times, that there will be—if you
ask me the question, will there be an unlocking effect if you change
the capital gains rate from 28 percent top rate to 20 percent or any
other lower rate, yes, there will be more transactions.

I would answer as Mr. Sinai answered a little before this wheth-
er that will make sufficient difference to stimulate the economy of
the United States, sufficient to pay for the potential costs other-
wise, I doubt, but there will be an effect. People will respond to
tl}'llat. People do respond to tax incentives, there is no doubt about
that.

Mr. SHAW. Mr. Bloomfield in his testimony said that the income
or the revenue received in 1985 from capita{ gains was more than
is being received right now. Is that correct?

Mr. BLOOMFIELD. Yes, Mr. Shaw, the revenue—well, the revenue
in 1985 was $26.5 billion. Then it went up in 1986 to $49 billion.
In 1987, it was $32.9, $38, $35, $27, $24 billion, and the latest
numbers were in 1992, which is $28 billion. That certainly is a
drop from what it would have been.

Mr. CoHEN. It also had something to do with what the stock
market was doing at the time.

Mr. BLOOMFIELD. In that period of time——

Mr. SHAW. I am sure there are other factors, but I think all of
the data I have heard would certainly indicate that favorable cap-
ital gains treatment is not a revenue loser to the country. I want
to explore that further because I think that by the government tak-
ing more capital away from the private sector leaves less capital for
the private sector to invest.

Mr. CoHEN. No, sir, I don’t agree with that.

Mr. SHAW. And less money invested in the private sector, means
less ereation of jobs in the private sector.

Mr. CoHEN. I don't necessarily agree with that. The best way
that we can increase the stock of capital in the United States is to
stop running a deficit. If the United States does not run a deficit,
it will not sop up capital and, therefore, there will be more capital
left in the economy for the free enterprise system to work on.

Now, that is my belief. Mr. Sinai may have some variance of
that, but I think most economists would believe that to the extent
that any of this increases the deficit, we are counterproductive.

Mr. BLOOMFIELD. I want to respond to that. Allen, do you want
to go first?

Mr. SHAW. Would you two gentlemen respond to that, then I will
recognize Mr. Levin.
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Mr. SINAL We are close to full employment now so increasing the
deficit significantly would be a mistake. In the early eighties, we
were a long way from full employment. Increasing the deficit, if it
had only been temporary for 2 or 3 or 4 years, was not a mistake,
and so if there is a tax change either because of what it does to
the economy or the taxpayer that brings back revenues to the gov-
ernments, one element in financing it, either that or cutting spend-
ing or outlays or the entitlement side on the government side is ab-
solutely essential. I think the budget laws of 1990-93 really make
it very difficult not to finance any of the tax cuts you are talking
about. I don’t detect any mood to overturn that, so it is a choice
of which tax cut, can it, does it bring back some revenues, and then
how much are the spending cuts or outlay cuts you need to do, to
finance that and that is how the overall package looks to me at this
time.

I wouldn’t be saying the same thing at all times. Deficits are not
always bad. If you have a very unemployed economy with a lot of
slack, lots of people out of work, you can in that situation by in-
creasing spending, lowering taxes, running bigger deficits, you can
actually have a net positive effect.

Mr. BLOOMFIELD. Mr. Shaw, over the long term, though, what we
are concerned about is our level of national savings, and obviously
after you get through the cyclical aspects of the economy, I agree
with Sheldon Cohen that perhaps the biggest thing you could do
is reduce the Federal deficit. The difference that Sheldon Cohen
and I may have is how you reduce it.

Remember, national saving has three components: Government
saving or dissaving; personal saving; and business saving. To the
extent to which you reduce the Federal deficit or government dis-
saving by substantially increasing the tax on personal saving or
business saving, you have done the fiscal equivalent of running in
place, so I would argue that some of the proposals that people have
engaged in the past to reduce the Federal deficit have been coun-
terproductive.

Having said that, that we need to continue to reduce government
dissaving in a responsible manner, if you look at the drop in na-
tional saving for the last decade or so, we have had a drop in gov-
ernment dissaving because of the deficit. Personal saving has also
plummeted, and as Mr. Houghton and I have talked about, busi-
ness saving has plummeted, so we have got to do things on all
three fronts and not just worry about the government deficit.

Mr. SHAW. Thank you, Mr. Bloomfield.

Mr. Levin will inquire.

Mr. LEVIN. Thank you very much.

Dr. Sinai, your estimates for 5 years from the tax provisions are
very close to what came from Treasury, as Mr. Stark mentioned,
205 was Treasury and yours are, what, 193? Treasury, when it
looks at the period through 2005, comes up with a loss of $725 bil-
lion. Do you have any reason to question those estimates?

Mr. SINAL Yes, but I generally would question any estimates
going out that far from anyone, and since we haven’t looked at it
out to that point, I don’t think I could comment one way or the
other on the Treasury estimates. Too much happens on budget pol-
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icy and in the economy between now and then for that to nec-
essarily be reliable.

Mr. LEVIN. Well, but these are just the tax estimates, for exam-
ple the $500-per-child credit, the neutral cost recovery.

Mr. SiNAL Oh, is that the total package that you are talking
about?

Mr. LEVIN. Yes.

Mr. Smal Oh, including the tax credit for the $500 per?

Mr. LEVIN. Right.

Mr. SINAL Then that number doesn’t sound out of line. That par-
ticular part of it is very expensive, the $500-per-child tax credit.

Mr. LEVIN. And that the neutral cost recovery shifts from a gain
to a loss when you look at 10 years.

Mr. COHEN. Yes, it is back-end weighted, so it recovers money
early and loses it late.

Mr. LEVIN. So there is a shift from—you have a $19%2 billion 5-
{'ear gain, Treasury has $18.4 billion. That shifts to a $120 billion
oss over 10 years.

Mr. SINAL I think the figures I used were 5-year estimates from
the House of Representatives.

Mr. LEVIN. So you would question that it is likely that the neu-
tra?l cost recovery proposal would shift to a gain in 5 to a loss over
107

Mr. SiNal. Without taking account of what it would do to the
economy, I probably wouldn’t question that. I think, here again, we
have another tax policy which would, that particular one, acceler-
ated depreciation, does have—in my studies in the past I have
found that to have significant effects on capital spending, and that
would have a significant effect on the economy. So, I think when
you take account of what might happen in the economy over that
period of time as a result of that tax cut, I would argue that the
losses estimated are too high, net, over the whole period of time.

Mr. LEVIN. Have you looked at that specifically?

Mr. SiNalL. No, we haven’t looked at that yet. I have looked——

Mr. LEVIN, You say it would be less cost effective than reducing
capital gains?

Mr. SinaL Yes, I think that is correct. That is based on some
unlocking effect out of capital gains, even if it was a conservative
one, because no other tax cut has that particular characteristic.
Capital gains is always going to be more effective in the “bang for
a buck,” depending on the economic side of the impact. On the rev-
enue side, it is always going to be more effective because it is going
to generate unlocking. Almost all of the studies show this. The
issue is whether you get unlocking over all years going out 10
years or whether you just get it for 2 or 3 or 4 years.

Mr. LEVIN. Let me just mention to you, Mark, the staff calculated
the data from 1991 in terms of the dollars that result from a cap-
ital gains reduction, and I don’t understand your figures because
the 1991 figures show that 65 percent of the dollars would go to
people with incomes of $100,000 or more, so I would appreciate
your supplying this soon for the record. I think we need to take a
candid look at all these proposals.

I must say, Dr. Sinai, I read your testimony as the most tepid
embrace of the proposals in the Contract. You say the tax reduc-
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tions proposed have much to be commended, but then you say the
neutral cost recovery would be less cost effective than reducing the
capital gains. The IRA provision, the net effect on overall savings
is questionable.

On capital gains you suggest over 5 years, this isn’t reflective of
lock-in, there would be a loss of $62 billion, and acknowledge that
there is a problem of equity, the capital gains provision. I think
that is an accurate summation of your testimony.

Mr. SINAL You have picked certain parts of the testimony. Here
is the problem, as I see it down here. If you add up the costs of
all the cuts, it is fairly expensive. I think the practical problem is
are you going to be able to find the spending side reductions to fi-
nance that, and so I am saying that you are probably going to have
to pick and choose from what is in there. That was the tone of the
testimony, in terms of picking and choosing.

Mr. LEVIN. The red light is on. I will finish.

You say that it is especially important to be careful in a time of
fuller employment when there could be an even further dangerous
crowding out of savings because of the deficit; isn’t that accurate?
So you say pick and choose, but be especially careful at this point
in our economic recovery; isn’t that true?

Mr. SINAL Yes, that is right; that is correct.

Mr. LEVIN. Thank you.

Mr. BLOOMFIELD. Mr. Levin, may I respond to your comments?

Mr. LEVIN. If the Chairman will indulge. I didn’t mean to sug-

est
8 Mr. SHAW. Yes, you may continue.

Mr. BLOOMFIELD. The numbers that I referred to earlier were tax
returns not including capital gains as part of income, and the rea-
son I refer to that is because these are not the same people realiz-
ing capital gains every year.

I think I have got the same chart in my briefing book that you
have, and if you look at capital gains, if you inc]use capital gains
in income, what is the distribution, and the answer obviously, it is
more skewed toward upper income. But if I look at my 1991 num-
bers and I look at a total of capital gains of 111,443, I look at cap-
ital gains in dollar amounts, 22, 23; 778 out of that goes to people
$50,000 or less. If you look at filers, the discussion I had with Mr.
Cohen, you still have in 1991 about 60 percent.

Mr. LEVIN. I am not talking about filers.

Mr. BLOOMFIELD. You are talking about dollar amounts.

Mr. LEVIN. We are talking about dollar amounts because you can
have millions who receive small amounts and thousands who re-
ceive large amounts, and there is no use of obscuring this issue,
and I think this committee, without a lot of propaganda, needs to
look at a number of issues, growth issues, but also distribution is-
sues, so we will continue the dialog as we have in the past.

Thank you, Mr. Chairman.

[The following was subsequently received:]




71

10-24-91 (DTR} TAXATION, BUDGET AND ACCOUNTING TEXT {No.206) L-13

#081-5 093
Revised
PREUMINARY
18-Oct-91

DISTRIBUTIONAL EFFECT OF THE ADMINISTRATION'S CAPITAL GAINS PROPOSAL

{1991 Income Leveis]
Number of Percent of Percent
Retums Total Average Aggregate Olstribution
INCOME CATEGORY With RAetums  TaxChange TaxChange of Aggregate
(1) Tax Change @ &) (Millions Tax Change
{Thousands) _ (Percent) {Dollars) of Dollarg) (Percent)
Less than $10,000..... 118 0.5% $105 $-12 0.1%
10,000 - 20,000. 325 1.4% -100 33 03%
20,000 - 30,000. 738 4.0% -155 -114 0.9%
30,000 - 40,000. 961 7.0% -208 -200 1.6%
40,000 - 50,000. 1,034 102% -256 -265 2.1%
1,965 14.3% ~385 -758 5.9%
981 20.9% -854 837 8.6%
1,184 38.0% -1,670 1,977 15.5%
684 §7.5% -12,526 -8,567 67.1%

71%
Joint Committee on Taxation

NOTE: Detaits may not add to totals due to rounding.

{1) The income concept used 1o place tax retums into categories is adjusted gross incone (AGI) plus: [1] tax-exempt
interest; 2] employer contrbutions for health plans and [#e insurance:; [3] inside buikiup on [ife insurance;

{4] workers' compensation; [5] mmauua social security benefits; [6] deductible contributions to individual relire-
ment {T1the tax preferences; and (8] net losses, in excess of minimum tax preferences,
from passive business activities.

{2) Total returns include filing and nonfiling units. Filing units include all taxable and nontaxable retuns. Nonfiling
units include individuals with income that is exempt from Federal income taxation (e.g., transfer payments,
interest from tax-exempt bonds, etc.). However, individuals who are dependents of ather taxpayers are exciuded.

(3) The tax reduction reported here assumes no change in taxpayer behavior. Thus, this measure understates
the tax benafit received by certain taxpayers.

End of Text

Published by THE BUREAU OF NATIONAL AFFAIRS, INC . Washington, D.C. 20037



72

suteb Tertdec wxel BuOT YITM GE6T UT POTTI SUMIaT JO ISqUnU Teicy JO JuS0I8d = (€)
(suteb Teztdes 3o 38U JWOOUT) SSETO MO Aq suTeb JO aumToA XETTCP TE3CH JO Sxeus = (7)
(suteb TeyTded JO 38U ACOUT) $5ETO aweouT Ag suTeS wires HUOT WITM SWMIal 3o Jusorsd = (T)

-RLOXY JO SINSUMS SU] S§61 32n08

srsAjpuyY X8 jO 60110
6861 "y YIBN >5aao.w 8y} jo Juewsedeq

%66 9%0°00t 90001 WIOL

192 29 81 j0w 0 000°002%

9 o« i sy 666'661$ O  000°001$

9've S'Ll 461 666°668 O 000°0SS

9'¢i [ x4} L'y 666'6¥S O  000°0€S

8’8 19 661 666'62¢ O 000°02S

59 6'S . S'9 666'61S O  000°01$
%4'S L YA %691 000°01S  ueyl ss0)

(“ (&) ()
suen une ) BuoT | sued wie) Buol | SURD Wwie ) BUGT SUED (EIGRD) INOUIM
UM SuIniey (w0 | jo vonnqusig Y swnoy $SBID SWodU| $3019 PRISNipy
0 ebwjuesiey 1O LONNQUISI
(weosog uj)

6861 Ul suten felide) wie ) 6uoT YU suinjey 104
sutey fended wia) 6uo leN j0 uonnquisiq

| oey

snTeD



73

Mr. SHAw. OK. Mr. Hancock will inquire.

Mr. HaNcocK. Thank you very much.

Mr. Cohen, in the second paragraph of your statement you state
that it is interesting to note that we have the finest tax system
with the lowest cost of collection of any of the developed countries
of the world.

I wonder how you arrive at that. For instance, you are a tax at-
torney. You obviously get paid for working in the tax area. Is your
income calculated as part of that compliance cost?

Mr. COHEN. No, sir, I am talking about governmental cost, and
I have gotten that from—I do some consulting work for the United
Nations and for several international organizations, and I have
studied other systems, looked at their cost of operation.

Mr. HANCOCK. But isn’t it also true that the cost of operation, it
doesn’t consider the fact that the small businessman has to collect
the money for Internal Revenue rather than Internal Revenue col-
lecting it?

Mr. CoHEN. That is true in Britain and France and Germany and
Japan also, sir.

Mr. HaNcock. Well, isn’t it also true that Milton Friedman has
said that the biggest mistake he ever made was developing the
W-4 withholding, that that started concealing from the individual
how much income taxes they paid. It was supposed to have been
temporary to finance World War II. Boy, once we got it, we kept
it, didn’t we?

Mr. CoHEN. I have read the Beardsley-Rumel report which is in
the IRS somewhere. It was invented in 1942.

Mr. HANCOCK. As a small businessman, I can assure you that for
several years my cost of complying with the tax law was much
more than the amount of the income tax that I paid, and in fact
I tried to make a deal with them, to where I will just send you x
number of dollars if you won’t make me do all this paperwork and
that we both would come out a lot better, but they didn’t think that
would be the proper thing to do.

I would like to get back to Mr. Bloomfield and Mr. Sinai on the
problem we have with capital gains. I am very much in favor of
capital gains; I don’t think there is any question. I get too many
telephone calls from individuals that say, look, I am ready to retire,
I own two or three pieces of property, I would like to sell, do you
think we should wait and see if the Congress is going to pass a
capital gains tax reduction. In fact, they have been talking about
it ever since we got rid of it in 1986.

The Democrat Party has attached a stigma to capital gains, that
only the rich benefit from capital gains, I know that is not true.
Anybody that is out in the real world knows that is not true. Would
it be feasible to come up with some form of a zero capital gains,
say, up to the first $1,000 that would apply to everybody across the
board, merely to get rid of this asinine statement that capital gains
only benefits the rich? The perception I think is what we have got
to get rid of if we are going to be able to get the general public to
support it, and get the news media off this topic.

Mr. BLooMFIELD. Well, Mr. Hancock, you could obviously exempt
capital gains up to a certain level. You could say that people in the
15 percent bracket, instead of having their tax reduced to 7.5, you
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could have an arbitrary number and say zero, so that could be
done.

I want to say something about Democrats and capital gains be-
cause I think it is very important to recognize that this in the past
has not been a partisan issue.

As you may recall, President Kennedy in January 1963 proposed
a capital gains tax cut. He talked about it as an engine of economic
growth, The history of capital gains tax debates in this Congress—
you have people today in the Senate like John Breaux and Joe
Lieberman who are for capital gains tax cuts. Tomorrow there will
be a breakfast with Democratic Members of Congress who want to
reduce capital gains tax cuts. It has not been a partisan issue. It
should not be a partisan issue. A capital gains tax cut, as you
know, passed a Democratic House of Representatives.

I think, also, if you look at the distribution argument or the fair-
ness argument, the best thing I could bring to bear on this,
anecdotally, is a fellow by the name of Joe Dolan, who many of you
don’t know. Joe Dolan perhaps should be brought to the committee
because he could say as much about the fairness of this issue that
Mr. Cohen and I talked about.

Who is Joe Dolan? Joe Dolan is a New Jersey painting contractor
who was quoted in the Washington Post the day after the election,
and he said that “you are looking at a poor man that thinks the
capital gains tax cut is the best thing that could happen to this
country because that is when the work will come back. People say
capitgl gains is for the rich, but I have never been hired by a poor
man.

Mr. SINAL Congressman Hancock, if I might say, actually Can-
ada has such a system, the first $250,000 is exempt.

The issue of fairness having a—we tax capital too much, as was
mentioned by Congressman Crane, too many times as it is, which
is part of why savings rates are low and there are enormous distor-
tions in that, so an exemption of zero for lower income families
would certainly make sense and could be structured that way. It
is a very creative suggestion in terms of dealing with this issue.

To me the criteria are four or five. It is probably a little esoteric
and technical, when you use the word “fair” people get very excited
about that—1I do, too—and the other criteria that 1 have mentioned
have tended to slip by the consciousness of people, and it is just
a very emotional rich versus poor issue, that kind of thing.

Mr. HaNcock. Well in my life prior to the time I came in the
U.S. Congress, I was involved in commission selling and getting
people started in savings. Anything that we can do to get the young
people to start some type of a savings program, it carries on if we
get them started early enough. That is what we need to get done.
And that is why I would like to consider a zero capital gains rate
on the first $1,000 of interest income. I think we ought to look at
it real seriously.

Thank you, Mr. Chairman.

Mr. SHAwW. The time of the gentleman has expired. Mr. Camp
will inquire.

Mr. Camp. Thank you, Mr. Chairman. I appreciate all the wit-
nesses testifying on our proposals to increase savings and invest-
ment.
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Mr. Bloomfield, looking through your testimony, it is my under-
standing that most industrial countries have what we call IRAs or
ADS accounts. Is that correct, Canada or Australia?

Mr. BLOOMFIELD. It is correct, yes, sir.

Mr. CAMP. France, United Kingdom. Many of those permit larger
cont‘;‘ibutions than what we have in the United States, is that cor-
rect!

Mr. BLOOMFIELD. It is correct. For example, Canada’s generous
savings plan—in Canada what you can do is you can contribute
$3,500 a year to a registered retirement savings plan, and if you
g(i3n505,0have an employer pension plan, you can contribute up to

Mr. CAMP. So countries, if I understand the tables in the back
of your testimony, countries with these IRA-type savings, including
Canada’s, they have higher savings rates than the United States
of America?

Mr. BLOOMFIELD. That is correct.

Mr. CaMP. You note that U.S. personal saving has declined, and
you compare the late eighties to the time period between 1960 and
1980, and you also note that net private domestic investment has
declined. What do you mean by net private domestic investment?

Mr. BLOOMFIELD. Net private domestic investment is a netting—
it refers—for investment you need savings, and investment in the
United States can either be financed by our saving or it can also
be financed by saving from abroad, and because we did not have
sufficient saving in this country we had to rely on savings from
abroad in addition to that of the United States, and because there
wasn’t a total amount of additional savings around, our investment
in machinery and equipment, which is what we are particularly
concerned about in an economic sense has declined, and as you
rightly said, it has declined from 7.4 percent in the sixties and the
eighties to less than 3 percent now, and of course the investment
level is the key to long-term economic growth.

Mr. CaMP. So savings and investment are directly related?

Mr. BLOOMFIELD. They are related. You cannot have investment
unless you have savings, and our savings has been burdened be-
cause part of our savings has been used to finance the debt, and
that has caused pressure on investment in the United States, and
then obviously our ability to continue to bring in savings from
abroad is a touchy issue because there is a growing demand for
savings in Eastern Europe and around the world.

Mr. Camp. Is it also fair to say in your testimony that that in-
vestment is what is essential to the kind of economic growth to
raise real wages for workers across the spectrum, skilled and un-
skilled?

Mr. BLOOMFIELD. It is critical as Harvard Professor Dale
Jorgenson might mention when he appears before the committee on
Thursday. The most important determinant of long-term growth is
our capital stock, which is a function of the level of investment.

Mr. Camp. Thank you.

Now, Dr. Sinai, in a table attached to your testimony, you indi-
cate that the IRAs or enhanced IRAs will bring additional revenue
to the government in the first 5 years, about $4.7 billion, is that
correct?
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Mr. SINAL Yes. Those are estimates done by the House of Rep-
resentatives, and I have no reason to disagree with them.

Mr. CaMp. All right. But you make the assertion that the IRAs,
as outlined in the Contract With America, would not have any net
effect on overall saving or that it is a questionable effect on overall
saving, yet I don't see any statistics or tables to support that asser-
tion.

Do you have something that you could submit in writing?

Mr. SINAL. We have studied that in the past, and in a study that
I did, I did come to the conclusion that there was not a significant
effect on the personal savings rate from the IRAs in place at that
time. The other research on the subject provides pros and cons.

My opinion is that the research on the subject does not conclu-
sively tell us which way the current proposal would go. I have not
done the research on this particular proposal. There are certain in-
centives to saving having to do with the tax-free drawing for cer-
tain kinds of activities, which might make it do better on savings
than the past ones. So my answer is I haven’t done the research
on it to really be able to say.

Mr. CaMpP. Would you agree with the tables and the statistics
that indicate the countries that have, as I mentioned with Mr.
Bloomfield, that have IRA-type accounts have higher savings rates?

Mr. SINAL You know, they do, but Japan has no IRA or has no
provision. They have one of the highest savings rates in the world,
so I don’t think you can necessarily draw that conclusion based on
that two-factor association.

Mr. CaMmp. Would you agree, though, that savings and invest-
ment are directly related?

Mr. SiNalL Yes, yes. You know, investment decisions can be taken
without saving. You then borrow to finance the investment. We
borrow internally here in the United States or we borrow exter-
nally. Incentives that make businesses invest sometimes are not—
they are different than where the saving comes from and you go
and you look for the financing. So they are only identical in the
definitional sense, not identical all the time in the behavioral
sense.

Mr. Camp. Thank you, Mr. Chairman.

Chairman ARCHER [presiding]. Mr. Cardin.

Mr. CARDIN. Thank you, Mr. Chairman.

Let me thank our witnesses for their testimony today. I think all
the members of this committee are concerned about the savings ra-
tios of our country and what role the Tax Code plays in encourag-
ing more savings. We are all looking for ways of modifying our Tax
Code to encourage additional savings for this Nation to be more
competitive.

In that light, reducing the capital gains rate makes sense and I
think would have a very positive impact on additional savings. I
also think indexing of capital assets could make some sense if we
could figure out how to do it administratively and make it simple
and not add additional complexity to the code.

But on the neutral cost recovery, I would like to focus your atten-
tion on that specific proposal because that does cause me to wonder
whether we are talking about a proposal which appears to look
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good from a textbook point of view, but in the real world is not
going to accomplish the results that we all desire.

Let me try to explain. What we are asking investors to do is to
invest in an asset under neutral cost recovery, to give up more lu-
crative depreciation schedules, to give up capital gains favorable
treatment because we are going to give them a more economically
realistic writeoff of their assets.

Now, Treasury indicates that during the second 5 years, from
years 6 through 10, that one proposal will cost the U.S. Treasury
$139 billion, that one proposal.

Treasury also has indicated that it will cause shelters where eco-
nomic decisions will be made based upon the tax consequences
rather than based upon what is appropriate economic activity as a
result of the 3.5 percent assumption on the economic returns.

Now, if Treasury is right, it is likely that Congress won't let that
type of schedule continue in years 6 through 10. There are going
to be additional modifications to these provisions and I am wonder-
ing whether financial advisors are going to tell their clients to trust
the Tax Code and use this neutral cost recovery system.

It may well be that the economic consequences that we are trying
to achieve won’'t become reality because of the skepticism about
Congress leaving in place a tax law over 10 years or 15 years or
20 years. We would all like to see more certainty in the tax laws,
but if we use an academic exercise such as this neutral cost recov-
ery rather than dealing with the problems of the real world, I am
not sure we are doing a service to the people we are trying to help.

Many of us would rather we work on the alternative minimum
tax problems than working on this neutral cost recovery, and I am
curious as to the views of any who care to express a view on this
whether we shouldn’t be setting priorities. Capital gains I under-
stand, but as for the neutral cost recovery proposal, isn’t there a
better way?

Mr. CoHEN. You will certainly induce in the small business con-
text a lot more expense. As long as the systems are an elective and
you can go into the present system or into the new system, that
means that the small businessman has to do the analysis many
ways, has to engage lawyers or accountants or somebody who can
do that for him and try to give him parameters from which he can
make the judgment as to whether he wants the benefits short
range, long range, however that would work. So that makes it a
much more difficult decision.

The government has to gear up and do it both ways, has to train
its people to do it both ways. That is a very expensive process.

Mr. BLOOMFIELD. I think that you should try to fix the AMT.
Under NCRS, the fancy word for neutral capital! cost recovery,
AMT taxpayers are better off. In preparation for this hearing, we
asked Arthur Andersen to look at NCRS, the theoretical exercise,
and see how NCRS affects the tax treatment of investment in
seven assets.

In table 4, we look at computer chips, telephone switching equip-
ment, factory robots, continuous steel casting, let’s look at your
steel production outside of Baltimore. You will find that in a steel
company in your district, perhaps, that NCRS substantially in-
creases the present value for investing in continuous steel casting.
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Under the 1981 act we had expensing. If you look at the invest-
ment in continuous steel casting after the 1986 act, we got to a
present value of 81 percent. Witl% the AMT, you only got a present
value of 59 percent. Under NCRS, if you are a regular taxpayer,
you are at 95 percent and you can see the relief up to 94 percent
present value.

So in terms of running it through a computer through the
present value analysis, N%RS helps regular taxpayers and AMT
taxpayers.

Mr. CArRDIN. Which I would suggest to you, if Treasury is right
on these estimates, it is unlikely. What advice are you going to give
your clients?

Mr. BLoOMFIELD. The question is, what do you do instead. I
agree that you ought to use this opportunity to deal with the AMT.
And there are various ways to do that. I would also suggest for
non-AMT taxpayers that you might consider phasing in expensing.
I would like somebody to explain to me Les Samuel’s testimony be-
fore this committee and I think exactly how you are going to get
a lot of tax sheltering. You are not talking about a lawyer or a doe-
tor investing in a building. We do have passive

Mr. COHEN. It won’t be in a passive situation. It will be within
a business. You will skew investment within a business or there
will be a temptation to skew toward the most beneficial tax situa-
tion and it may affect people’s judgment on economics. Hopefully
it wouldn’t, but people are strange, and they take signals. When
you signal them that you want them to do something, businessmen
seem to get a herd instinct and they all run to it.

Chairman ARCHER. Perhaps some other panel member might like
to pursue Mr. Cardin’s inquiry, but Mr. Cardin’s time has expired.

Mr. Zimmer.

Mr. ZiMMER. Thank you, Mr. Chairman.

Mr. Cohen, you just stated that people take signals and you have
been saying throughout your testimony that the Tax Code will have
an impact on people’s behavior, sometimes making them act in
ways that are not economically rational.

Those of us who support cuts in capital gains taxes and IRAs and
other elements of the Contract With America believe that the Tax
Code properly drafted and properly reformed can influence people’s
behavior in a way that will substantially increase savings and in-
vestment, risk taking and job creation. This is a premise that is
disagreed with by some of the people who testified before this com-
mittee this montﬁ.

I asked Congressman Gephardt whether he believed that the Tax
Code could encourage savings and investment and he said he didn’t
t‘{:ink it could. Mr. Block of H&R Block said essentially the same
thing.

Do you share our underlying belief that the Tax Code can in fact
increase savings and investment?

Mr. COHEN. I think you can skew investment. You see, you can’t
ﬁet more investment unless there is more savings. That is why I

eep emphasizing the deficit because I know that a reduction in
the deficit will put more capital into the hands of private industry.
c 1:14r. ZIMMER. | agree. But the other provisions of the Tax

ode
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Mr. CoHEN. I think you skew it, not create it, that is, you can
affect where it goes. You don’t create new capital. You have to have
pain to have new capital. You have to save it. That is the way you
get it.

Mr. ZIMMER. Do you have data to support that. You said it was
a religious——

Mr. CoHEN. It is part of my religion, yes, sir, and also 44 years
of tax practice.

Mr. SiNAL I think you could. What I am about to say I am not
going to suggest you necessarily do. But you can use the tax system
to reduce consumption. You can use the tax system to increase in-
vestment and you can have a permanent change.

Suppose we went to a value-added tax with exemptions at lower
income levels as our basic tax system. That would reduce consump-
tion and raise savings. That exists in most countries around the
world. Suppose at the same time you reduce capital gains taxes or
reduce the corporate income tax. I believe that kind of restructur-
ing would reduce consumption, raise saving and raise investment,
and that would happen if the economy were fully employed.

When you are at much less than full employment, you can re-
cover a percentage of it all because you have so much room for
growth in the economy which will then generate additional saving
and spending at the same time. So I think from the macroeconomic
point of view, you absolutely can use the tax and spending ability
of the Federal Government, the Congress and the Federal Govern-
ment to alter macroeconomic behavior in very, very significant
ways.

Mr. ZIMMER. Mr. Bloomfield.

Mr. BLOOMFIELD. I concur with the economist on the panel.

Mr. ZIMMER. Mr. Cohen, you have spoken approvingly of the
1986 Tax Act and you have said that our efforts would break the
faith that was evidenced in that act in the sense that it would re-
store deductions that were eliminated in exchange for the reduction
of the marginal rates.

Isn’t it a fact, though, that the marginal rates have been raised
significantly since 1986, roughly a 40-percent increase in the top
marginal bracket; so isn’t that already the mark of a doublecross,
50 to speak?

Mr. CoHEN. I don’t want to condone one ill and, therefore, I in-
duce another one. The difficulty with the Tax Code is that one de-
duction begets another, one credit begets another, one change be-
gets another and then we are all complaining about the complexity
of the Internal Revenue Code.

When I came to this room for the first time in 1952 to draft some
legislation, which is when I started drafting legislation for the
Treasury, the Internal Revenue Code was not as thick as my
thumb. Today it is about 5 inches wide. I don't like that. But I can’t
stop it. When I came to driving a car, it was a stick shift car with-
out air-conditioning. That has changed. I can’t go back.

I am saying that you must be careful, and careful is a relative
term. Each of you has to apply it in your own judgment about add-
ing things that add complexity in addition to providing benefits, be-
cause one begets another. Each one you add will be the marker for
the next person that comes along and says, you can do that or you
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can do this and you can but there is a cost attached to it. There
is a cost of administration.

The administration of the Internal Revenue Service has fallen
off. IRS used to audit 4.5 percent of returns. Today they audit
eight-tenths of 1 percent of returns. We used to have 92 or 93 per-
cent compliance. Today we have 82 or 83 percent compliance. Those
things go together.

Mr. ZIMMER. Thank you.

Chairman ARCHER. If I may piggyback on that, we eliminated
over 6 million people from the tax rolls in 1986. Those were the
people that had the easiest compliance of everybody in the tax pay-
ing public. So these comparisons must be made in context as to the
percentage of compliance.

But it 1s Mrs. Kennelly’s turn.

Mrs. KENNELLY. Thank you, Mr. Chairman,

And having read Mr. Cohen’s statements before and having lis-
tened to him, I know that he is very firmly a believer that the most
important way we encourage savings is to reduce the deficit. I look
at someone like Mr. Bloomfield, who has been marvelous in his
years of being in business and capital formation and trying to in-
crease savings and I say to you, I read your testimony and you
praise the Contract issue after issue and I understand that, and I
love them too, but my problem is paying for them.

I wonder, have you thought at a{l1 tiat maybe we can do some
but not all of them. Have you looked at the tax of $500 per child
for every family and know what a huge figure that is? Is there any
way you couldy guide us to see how we could do some of these
things, not all?

Knowing you all these years, I understand this is exactly where
you want us to be, except I know you don’t want to have the deficit
we do. Is there some way we can approach this by not building up
the deficit and at the same time the American public gets some
good things that they like?

Mr. BLOOMFIELD. Thank you. What I said in the first paragraph,
and I want to reiterate it, is that we applaud Chairman Archer and
members of the committee for their commitment, which we share,
that this Republican contract needs to be revenue neutral in the
aggregate. If it is not, that would be very troublesome for the rea-
sons that you have articulated and that Mr. Cohen has articulated.

If you look at where you cut back if you have to cut back, if you
look at the 5-year numbers, and this is not a politically attractive
response, 60 percent of the 5-year number, understanding that
there are budget gains with the other, 60 percent is the $500 tax
credit. If you look at polls, Frank Luntz recently did a poll and he
said, which one of these proposals is most popular among the
American people? The IRA was the one that was most popular.

I juxtapose those because my concern is savings and investment.
Here you have a savings and investment proposal which Mr. Neal
and Mr. Thomas and others are supporting which makes economic
sense. So from an economic point of view, I have some concerns
about overall tax cuts, not commenting directly on the fact that
Americans do feel that they are overtaxed.

If you go in other areas, and I understand that there is a reli-
gious nature to the capital gains debate, but putting that aside, I
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think one can make a very strong case that reasonable people can
look at that and the revenue cost of capital gains because of
unlocking is not that great. Let me just throw that out as a propo-
sition that can be debated.

If you look at other provisions there, I still believe and agree
with Larry Summers that IRAs will pay for themselves; in other
words, if you look at IRAs, 25 cents of every dollar is what the rev-
enue cost will be. He assumes that if you contribute a dollar, if you

et one quarter of new savings coming in, it pays for itself. If you
ook at NCRS—I have commented on that—I think there are oppor-
tunities there to address the AMT.

1 would like to go expensing, but you have a revenue problem as
you know under 5 years. But my hope is that the committee and
the Congress will come up with a revenue neutral aggregate pack-
age, which I think is more important than the individual pieces.
And if you look at the individual pieces, that is my honest response
to how I would cut back.

Mrs. KENNELLY. Am I correct that you probably could not do it
in ?d%rears, but if you do a 10-year figure, you seem to think you
could?

Mr. BLOOMFIELD. I don’t know what the spending cuts are going
to look like.

Mrs. KENNELLY. Good answer, Mark. Nobody does. Thank you
very much.

Mr. SiNAL The various tax credits as much as we would like
them for American families when you are close to full employment
and you may have limited resources to finance tax reductions, tax
reductions that stimulate consumption are about the last thing
that, from an economic point of view, one would want to do.

Mrs. KENNELLY. Thank you. I think that is the dilemma we are
in. We all feel we are paying too much in taxes, we would love to
give a tax break, but in the long run, by a tax break, we could end
up paying much more than we want to. That is what I am wres-
tling with.

Out there they think a tax break is a great thing but when you
know someone like Mr. Bloomfield who has studied this, you know
we can’t pay for it at this time under our circumstances with the
deficit. We want to give people back more money but, on the other
hand, we don’t want to increase the deficit. As Mark says, we don’t
know what the budget cuts are going to be, but we know the money
is in Medicare.

You are saying that is a tough one?

Mr. SINAL 1 think it is a practical matter to get something done.
It is going to be difficult to do all that is in the Contract With
America. To try to do it all may lock Washington into a debate
about how to finance it that could end up with nothing better done.

In terms of getting something done for some part of the economy
and that leads to increased savings and investment, I would en-
courage you to skinny it down and to make it a more manageable
task on the financing side so that Republicans and Democrats and
the President can agree rather than ending up having nothing hap-
pen from all these very good proposals and the very good debate
that has started this year.

Chairman ARCHER. Ms. Dunn.
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Ms. DUNN. Thank you, Mr. Chairman.

There is no question that this panel supports the effort to in-
clk-:aase America’s savings and that is what the GOP contract is all
about.

Mr. Bloomfield, I would like to ask you a couple of particular
questions. Along that line, one element you have in your testimony
but is not yet part of the Contract is the spousal IRA. Would you
focus on the spousal IRA and how does it relate to equity and to
savings?

Mr. BLOOMFIELD. We are very supportive of the spousal IRA. If
I could make reference to our IRA special report that is attached,
we have a question on that which is on page 3. The basic problem
with existing law, as you know, is there is a bias for two wage
earners. They get a $4,000 deduction, whereas a family with one
wage earner only gets a $2,250 deduction.

So I think it makes a lot of sense from an equity point of view
and reviewing the literature, including the report that just came
out yesterday, I think IRAs do work and we definitely shouldn’t
discriminate against a couple with one wage earner.

Ms. DUNN. Thank you.

Mr. Bloomfield, I would also like you to address an issue impor-
tant to me considering the district 1 represent, which has many,
many small timber properties. What is your thought on what wouﬂl
happg}n to these owners if they were not exempt on long rotation
crops’

Mr. BLOOMFIELD. You are getting into an area which I am not
that familiar with and, therefore, if I could—I rarely like to duck
questions, but my understanding is tomorrow there will be some
witnesses who are able to respond to that. I am just not that famil-
iar with that issue. I am supportive of a broad-based capital gains
tax cut and I don’t think that one should discriminate between
farmers versus people that own securities.

Mr. COHEN. My son-in-law is an economist and deals in timber.
He indicates to me, and this is not my area of expertise, that it
does take a lot of incentive to hold that long crop 10, 20, sometimes
30 or 40 years, so that he believes incentives need to be produced
for those kinds of products.

Ms. DUNN. I certainly share that belief.

Let me ask a general question to the panel. A lot of what we are
doing is going to be helpful in terms of increasing savings, and in
other ways across the board, but it occurs to me we are doing a
patchwork. What is your view of the long-term Tax Code and tax
plan that we ought to be working for? For example, is the Armey
flat tax something that we ought to be considering?

Mr. BLoOOMFIELD. I, in my testimony, started by saying that 1
think that the GOP contract is an important beginning. If one talks
about a beginning, one wants to know what the end is. With regard
to Mr. Cohen’s comment about using the Tax Code to skew eco-
nomic behavior, I would like the ending to be a level playingfield
between consumption and investment and saving, and our income
tax system is biased against savings and investment.

So what does that mean? That means that I share the Chair-
man’s view that we should take a look at fundamental tax reform.
There are a variety of proposals out there, as you know. There is
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the Nunn-Domenici consumed income tax, the universal IRA and
expensing on the business side, there is European value-added
taxes, there is the Boren-Danforth proposal. In many ways, all
those proposals, including the Armey flat tax, have more in com-
mon than not. :

What they basically have in common is the following. Number
one, we are going to eliminate the multiple taxation of savings and
investment and we are moving, thereby, in a prosavings and in-
vestment tax regime. What I ask you to consider when the Chair-
man holds hearings on this matter is take all the proposals, don’t
worry about all the specific details, but focus on the most impor-
tant one, how do they tax saving and how do they tax investment.
In my view, I think our long-term economic future depends on a
tax system which taxes savings and investment very little if at all.

Mr. SiNAL. My guess is a consensus of economists on this issue
would be that the tax system should be designed to increase pro-
ductivity and potential supply of the economy; that is what ulti-
mately determines the real standard of living of the American peo-
ple, that is their potential rate of growth. That would favor less
consumption, more saving, more investment oriented tax systems,

I wouldn’t want to say anything more at this time in terms of
the particular kinds of taxation algorithms you might go on to do.
But I am sure I speak for the profession in terms of designing it
to increase the saving, investment, and potential of the economy.

Mr. CoHEN. The tax system is kind of interesting—I have been
playing with it for 44 years. The question is whether you go to a
gross income tax or a net income tax. If you don't get rid of the
income tax, the imposition of a VAT is so much more burdensome.
It seems to me, if I were to get rid of the income tax and I might
consider one of these alternatives, Mr. Armey’s alternative is basi-
cally a gross income tax. That is going to hit different people in dif-
ferent ways.

A traveYing salesman who uses his car, are you going to give him
deductions or not? Are you going to give a deduction for charity?
That is going to change the way the United States works. We like
housing, we give a housing deduction. All those things will have to
be evaluated at the same time. It is not a simple process.

A VAT, if you put in a VAT tomorrow, you have an immediate
spike in inflation. That doesn’t mean the spike is going to stay
there forever but you have to remember that many of the European

overnments, when they put in a VAT the Belgian Government fell
gecause they had an immediate spike of whatever the rate is, that
is how much inflation you get the first day.

It takes a long time for that to work its way through the system
if you otherwise relieve certain other taxes. So the political heat
wifi have to be taken by whatever does it, so I think I would go
slow and think about it a little bit first.

Chairman ARCHER. The gentlelady’s time has expired.

Mr. Rangel.

Mr. RANGEL. Thank you, Mr. Chairman. I guess I will address
my remarks to Dr. Sinai since he is the first chief global economist
I have ever seen.

Mr. SINAL Titles don’t mean anything, Mr. Rangel.

Mr. RANGEL. Listen, when you got it, flaunt it.
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Is there—we don’t have the luxury on this committee to vote for
part of a tax bill, we do in the process. But when it gets to the
floor, unless a part of the reforms are that there is an open rule
on a tax bill, generally speaking, it is up or down.

If indeed you were in a position to take a look at the Contract
With America and you could not pick what you like, what you
didn’t like, as economists and in your own minds, at least, you
know what is best for America, would you vote for this?

Mr. SINAL Yes. But then you have the spending side and that
has to be taken care of. If we put everything in there that is pro-
posed in the Contract With America on the tax side and on the
spending side made the Federal Government more efficient, leaner,
more eftective and financed it that way and then got into the enti-
tlements that need to be reduced, you would, I think, have a mar-
velous result.

Mr. RaNGEL. Let's talk about the spending sides. Do you have
any estimate as an economist, after talking with your colleagues,
as to what the long-term spending costs would be if any if we
adopted all of the Contract tax provisions?

Mr. SiNAL On a static revenue estimate basis, this isn’t very pre-
cise, there is a lot more work that has to be done on it. Without
cutting into the outyear budget deficit, that is a separate issue, just
taking care of this, you are talking about $300 billion of spending
and transfer payment reductions over 5 years.

Mr. RANGEL. And the language that you are using, static, that
is the commonly accepted description of what the people in the fi-
nancial market will use in order to determine the

Mr. SINAL No, I don’t think so. I think for people in the financial
markets, dynamic scoring is very controversial.

Mr. RANGEL. What you are talking about

Mr. SiNAL It is presented in the Contract With America in a
static way and the cost has been estimated by various people. We
have costed out the static nature of the proposals. From an eco-
nomic point of view, it is a bit more than what is in the document,
$300 billion. Other people might say $200 billion over 5 years.
Take some number, take $250 billion, and that is the size of what
you would have to think about in terms of spending reductions.

Mr. RANGEL. You agree that no matter what professional experts
would say for the majority of what it is, that if it is not accepted
by economists generally, then it is not accepted by the marketplace,
and it could have an adverse effect if we just went on with some
numbers; is that right?

Mr. SINAL Yes. Truth in estimates is very important for financial
markets. They will figure out whether it is credible, whether it
makes sense and then the verdict will be registered in the market-
place. Remember when you did deficit reduction, which was very
hard to do in the early months of the Clinton administration, the
financial markets gave resounding applause to that. They knew it
was real.

Mr. RANGEL. No matter what economists they get, we still have
to deal with the marketplace in terms of judging what was done.
Let me ask you another question because I am for savings, and I
think we should have incentives, I think America should be more
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corrll(petitive in how and if we should tax the risks that people
make.

You said something which we are saying as Democrats, and I
wish more Republicans would say, as exciting as this sounds, we
are concerned with how we pay for it no matter what figure we
come up with and we think they are taking the right approach.
They have to lock in these cuts %efore we start drafting a bill or
something close to that.

Economists never talk about, however, a lack of investment in
human skills. They will be the first to agree that if we took a look
at our communities with the highest unemployment, the highest
number of high school dropouts, the highest level of teenage preg-
nancy, AIDS, crime, that it costs hundreds of billions of dollars i1n
health and law enforcement, but worse than that, when you put in
lost productivity, lost competition and load this into a global econ-
omy, if we invested head-on, couldn’t we get some dynamic scoring
in terms of how much we would save and how much we would gain
in the 5- or 10-year period as it relates to the overall economy? Can
economists do that?

Mr. SINAL Yes, they can contribute to that. We are not paying
enough, in my view, attention to what you have described as a na-
tional problem.

Mr. RANGEL. That is because they want to keep the Federal Gov-
ernment out of local and State government but, my God, when we
talk about global competition, we have to talk about the workplace
and the labor market and whether or not they, too, can be competi-
tive.

Mr. SINAL I think the problem which you identify—I am quite
sure we all know it is a huge problem and a huge detriment to our
family and economic welfare and how our economy performs.
Whether you use the Federal Government to do it or some other
way through the tax system or through State and local govern-
ment, that 1s yet another issue.

Mr. RANGEL. How we do it—it won’t be “we” that is doing it. If
it is not the Congress, then you have to tell me who.

Mr. SINAL I am ready to sit on a commission and work with you
on the problem.

Mr. RANGEL. I am talking about the national economy, not the
local and State, and I am suggesting if I can get your global back-
ground to get the interpretation of the cost in dollars and cents of
not doing what you think we should be doing, then maybe we can
get some static or dynamic scoring for that investment as I am
willing to join our chairman and get some dynamic scoring for the
reduction in capital gains.

Chairman ARCHER. I thank the gentleman for that comment.
With that, his time has expired.

Mr. English.

Mr. ENGLISH. Thank you, Mr. Chairman.

I would like to explore a remark that Mr. Bloomfield made in his
testimony. I understand that you have suggested that investment
in equipment is the single most important factor relating to eco-
nomic growth and development. I know in my district there is cer-
tainly a very high correlation between creating jobs that are highly
skilled and well paying in businesses that are making a constant
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effort to invest in new equipment to improve the productivity of
their workers and to compete internationally.

Have I accurately portrayed your views Mr. Bloomfield?

Mr. BLOOMFIELD. Yes, you have.

Mr. ENGLISH. Would the other gentlemen care to comment on
that viewpoint?

Mr. SINAL No, I am in agreement.

Mr. CoHEN. I don’t have disagreement with Mark. We disagree
around the edges.

Mr. ENGLISH. Can we explore, then, international comparisons in
the cost of capital? I know, Mr. Bloomfield, in your testimony you
provided some insights into that. Can you gentlemen genera]{y de-
scribe the cost of capital and the treatment of capital in the tax
system in our system, in summary, as it compares to our major
trade competitors, particularly in manufacturing?

Mr. BLOOMFIELD. Mr. English, what I find most convincing is the
table that we had Arthur Andersen prepare for this hearing. There
you can look at various pieces of equipment and, if you look at our
competitors, whether it be Brazil or Japan or Germany, I think one
can make the case from this present value analysis that our capital
cost recovery system, including the AMT, is way out of sync.

If you look at OECD countries and you look at where countries
get most of their revenue, they rely less on income taxes or they
rely more on consumption taxes than we do which, by definition,
allow for the immediate expensing of machinery and equipment.

There is a very interesting person you might want to get in touch
with, Larry Summers, Unger Secretary o? the Treasury Depart-
ment for International Affairs. He and his colleague looked at de-
terminants of economic growth and one of the critical factors was
investment in machinery and equipment.

Finally, I would ask that you ask that question of Harvard pro-
fesslpr, Dale Jorgenson, who has done that work that I alluded to
earlier.

Mr. CoHEN. I don’t see the cost recovery technique in the United
States is that much off from the others. The tax systems vary. For
example, the Japanese have a much heavier income tax than we,
both on corporations and on individuals. So there is something else
going on in the system in terms of the savings rate.

Mr. BLOOMFIELD. I don’t think that is true. If you look at cor-
porate tax rates in Japan after the 1986 act

Mr. COHEN. They are higher. They are not dramatically higher,
but they are higher. The individual rates are much higher. Individ-
ual rates are around 50 percent.

“M;; BLOOMFIELD. They don’t tax capital gains and dividends and
all that.

Mr. CoHEN. I have not done the study to see how it breaks down
for different kinds of income.

Mr. ENGLISH. Would any of you care to comment on whether our
tax structure at this time puts us at a competitive disadvantage?
Particularly, I would like to gear this to manufacturing, because I
have always understood that manufacturing is more sensitive than
other areas of the economy to tax changes and level of taxation just
because of its nature.

Would you agree with that?
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Mr. BLoOMFIELD. I would agree. The big issue is capital costs
and that is more than tax policy. If you look at work that Professor
John Shoven at Stanford has done, you will find that he attributes
our high capital cost, one-third to our tax system, and our tax sys-
tem does so by heavily taxing investment.

Mr. SiNAL I think once you take out interest rates, that is the
major determination of cost of capital. Once you extract from that,
I believe we are internationally at a competitive disadvantage. The
more incentives which exist, and the more complete a tax system
which would help savings and help investment, and any country
that employs a VAT, and I am not necessarily for a VAT, but any
country that employs a VAT automatically is cutting back the
share of consumption in their economy just by that tax method
alone, and we are maybe one of two countries that don’t use that.
We do tax capital many times and have for many years in this
country, and that you will not find in many of the countries with
whom we compete.

Mr. ENGLISH. I have a few more questions, but we are running
late so I want to thank the three of you. 1 appreciate your coming
out and providing your massive expertise.

Mr. SmNAL If I might ask permission to excuse myself. I do have
to get a plane.

hairman ARCHER. We understand, and we are very appreciative
of your coming and being with us today. You made a great input
to the panel.

Mr. Ensign will inquire.

Mr. ENSIGN. Thank you, Mr. Chairman.

I have a couple of issues to address. First, we have been talking
about welfare reform in this committee as well, and one of the com-
ments that Mr. Rangel has made and I share his concern, is where
are these jobs in the inner cities going to come from if we are talk-
ing about workfare-type programs.

ince we are talking about capital gains taxes, could you address
how to encourage jobs in the inner cities, about having a zero cap-
ital gains tax in so-called enterprise zones in the United States, to
encourage capital investment in those enterprise zones and, there-
fore, create jobs in the inner cities?

Mr. BLooMFIELD. First, I think the correct approach to capital
gains is a zero capital gains tax rate and some of the enterprise
zone proposals do that,

Two, capital gains has a macroeconomic impact in terms of cap-
ital costs and it applies to big businesses and small businesses as
well.

Third, capital gains taxes are particularly important for startups.
The fellow who wants to start a small business, he can’t go to a
bank or the New York Stock Exchange; he has to go to his friends
and his relatives. Obviously, his relative could put money into a
bank and get a reasonable rate of return or he can take a risk and
invest in a new startup. He will take that risk because his aftertax
rate of return is low and, therefore, capital gains has an important
microimpact on startups which, hopefully, 1s where some of these
initial jobs will come from.

Mr. CoHEN. I suspect that more important than anything the
Federal Government does is what is the State and local tax situa-
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tion, that is real estate taxes and taxes on the property, that is put
in there, cost of land, transportation system, police protection, a
whole variety of things that need to go into that inner city to make
me put a small plant there.

Mr. ENsSIGN. I agree, but we don’t have control over that so that
is why we are addressing the capital gains issue from this level.

Mr. CoHEN. That is a marginal effect. He won't go in even if he
gets a capital gains break unless he gets these other things.

Mr. ENSIGN. Another issue that you addressed, Mr. Bloomfield,
that I agree with, to deal with entrepreneurship and the capital
gains and world competitiveness from the United States. You men-
tioned that lowering the capital gains tax encourages small
startups and much of technology breakthrough has come from
small companies.

To make the United States more competitive on a world stage,
it would seem to me that we want to encourage small startups,
from where these technology innovations are going to come from.

Mr. BLoOMFIELD. Congressman, I think what one needs to focus
on, in terms of these new technological breakups and job creation,
is the whole entrepreneurial process. As you know, the process of
starting new businesses involves the entrepreneur. He will be sen-
sitive to capital gains. He will leave the Fortune 500 company and
go to a startup because he has the prospect of having a capital gain
through stock options. The more formal investors are a second part
of the process.

They, of course, are very sensitive to capital gains tax rates.
They are going to make algecision whether to put the money in a
bank and get a safe rate of return or take a risk on a new business.
Venture capital pools, and of course a healthy public market, are
important because if you start a technologically sound company,
sooner or later they will want to go public.

My point is that all of those are extremely sensitive to capital
gains tax cuts. But I know that you are going to have a wonderful
panel of entrepreneurs and you should and will address the ques-
tion to them,

Mr. ENSIGN. My last quick point, Mr. Cohen, and that is we have
heard a lot about the economy being at virtually full employment.
We are talking about work programs, once again getting back to
welfare, and they are saying where are these jobs going to come
from, full employment seems like a dichotomy. But we hear capital
gains and tax cuts will overstimulate the economy but yet we are
concerned that there are not enough jobs for people coming into the
work programs from welfare.

Mr. CoHEN. The problem is, we are in a technological society and
the jobs are for the best trained people, people who are computer
literate trained in skills. The folks without the skills are basically
locked out. Full emgloyment or not, you can’t hire as a computer
operator a person who is not literate and can’t operate a computer.
It is a sociological problem. We do have a class of people who have
not received sufficient education to be employed in this kind of an
economy.

Mr. ENSIGN. Thank you, Mr. Chairman.

Chairman ARCHER. Dr. McDermott.

Mr. McDERMOTT. Thank you, Mr. Chairman.
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Unfortunately—well, first of all, welcome. Our economist slipped
away. Senator Henry Jackson used to say he was always lookin
for a one-armed economist because he couldn’t say on the one han
this and on the other hand that.

I think some of us on this committee, in looking at this tax break
question, are searching for some way to think about it conceptually
that makes some sense. Most of us on this end of the dais voted
last year to raise taxes and to cut programs because we were led
to believe that deficit reduction was the main thrust of what we
ought to do for the economy. So we went through that exercise,
pfgirﬁful as it was. Some say we are in the minority in part because
of that.

So now we are in a position where I guess the deficit is all taken
care of and we should now begin reducing taxes, because I don’t
know how 1 am going to go back to my aerospace mechanics and
explain to them why we raised taxes last year to deal with the defi-
cit and this year we are now reducing taxes when the deficit is still
there, when the national debt is still rising.

How would you explain to the ordinary citizen, because that is
our problem—we vote for these tax cuts—what do we say to people
to make sense in that kind of tacking back and forth in the ocean
of economics?

Mr. CoHEN. It is easy to vote for a tax cut. That is the most pop-
ular thing in the world. One of the problems that—I was testifying
before the committee when the committees back in the seventies
started indexing things and I said tax committees would live to re-
gret indexing, although you can’t argue with it theoretically. Once
you index, the people on this committee only get to vote for tax in-
crtlalases, it is hard to vote for tax decreases. They happen automati-
cally.

I am a deficit hawk. I think that the best thing we could do for
the United States is to work at reducing the deficit, certainly in the
full employment situation we find ourselves in. If we don’t reduce
the deficit now, when will we, next time there is a slight dip in pro-
duction or employment statistics? Of course we won’t. We have to
do it now and that is why I have been leaning on that element of
it.

Mr. McDERMOTT. Could you, in any way, justify any of these tax
reductions on the basis that it is going to be put into savings, in
other words, we ought to vote for the ones that can be forced into
the savings pool? Would that make sense in terms of economics in
the long run?

Mr. BLoOMFIELD. I think the answer to the aerospace worker in
your district is I think he would be for proposals that provide for
more modern machines and equipment, for better too?s. I think
also, the fact that Luntz’ polls and others indicate the most popular
proposal in this Contract is not the $500 credit but it is the IRA
proposal. I think he would understand that to the extent to which
these things affect savings and investment, and we could have rea-
sonable arguments about whether they do or not, I think that he
would be supportive.

Mr. McDERMOTT. Do you then think that the IRA proposal here
is sort of kind of a tax shelter savings account that you can jerk
it out at any time, you are going to take off the penalties. The IiiA
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I have now, I could get the money, but it is going to cost me a
chunk. These ones are kind of loose and they have a certain insta-
bility in terms of real savings to them, don’t they?

Mr. BLoOMFIELD. Well, there is a question about whether you
can withdraw them too quickly. I might have constructed a dif-
ferent IRA proposal. There is a question about whether they shift
savings or not, but I still think this IRA proposal will, on balance,
create new savings. The fact that your constituent would favor that
over a $500 tax credit indicates that he wants to do things that
make economic sense.

Mr. CoHEN. But it is basically a self-certification and if it is self-
certification, that means there 1s no governor, they can take it out
any time they want to.

Mr. BLOOMFIELD. One of the arguments about shifting concerns
the fact that the average net assets of an American family is
$1,000. So obviously there is not going to be that much shifting.
That statistic alone indicates that, sooner or later, people are going
to save more through IRAs. It makes economic sense, and your av-
erage constituent also doesn’t think his savings ought to be taxed.
That is a savings proposal.

We can have a debate about your aerospace worker in terms of
what proposal would give him more modern machinery and equip-
ment, and that is what I think the committee is about, NCRS or
some version of NCRS.

Mr. MCDERMOTT. So on your list, the earlier question you were
asked about ranking pieces of this Contract, you would say that the
IRA is the number one item that you would go for on the list?

Mr. BLOOMFIELD. No, I don’t. I would prioritize them. I think
capital gains is in a category by itself because I think the unlocking
pays for a lot of it. I don’t want this thing passed unless, in the
aggregate, it is revenue neutral. There are various IRA proposals.
Mr. Neal has his proposal, the President does and others.

As far as NCRS is concerned, I know members of this committee
have expressed some concerns and, therefore, there are alternatives
there—I wouldn’t prioritize one over another.

Chairman ARCHER. The gentleman’s time has expired.

Mr. Christensen.

Mr. CHRISTENSEN. I wanted to touch briefly on a couple of points.
Early last weoek, the administration briefed Members of my class
on the Mexican bailout or the loan guarantee and during that brief-
ing they handed out materials that talked about some things on
the Mexican situation. In there they had one sentence that I fiked.
This was from the administration. It said “Who benefits?” Well,
millions of American middle-class families invest their money in
mutual funds.

I tell you, Mr. Bloomfield, for so long I have been hearing this
class warfare argument about how a capital gains reduction isn’t
going to help the middle class, and I am just glad to hear a lot of
my colleagues on both sides of the aisle, and this is truly a biparti-
san measure, are not taking part in this class warfare bit.

And there have been those that are still out there hollering about
it, mainly Les Samuels. We heard him here talking about that. Mr.
Samuels stated that there is going to be a sheltering effect. Where
in the world is this tax shelter that we are creating? Please explain
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it to me because I sure don’t see it. I have heard it this morning
by Mr. Cohen.

Mr. CoHEN. It depends on how you define capital gains. As I in-
dicated in my testimony, I don’t want to have to brush up on my
collapsible corporations again. There are a variety of techniques by
which investors can convert what would otherwise be ordinary in-
come into capital gains. If that is allowed, then you will have a
great deal of economic activity from lawyers and accountants.

Whether it will be productive economic activity is another ques-
tion. That goes to how you make the change and how you define
it. I don’t oppose the true capital gain, but one has to be very care-
ful that you don’t allow a variety of activities that don’t produce
anything and don’t do anything for the economy to yield a benefit
nevertheless.

Mr. BLOOMFIELD. There is another answer to it. Mr. Cohen point-
ed out at the beginning of the hearing that our income tax system
has a very low cost of administration. I would suggest that it has
a very high cost of administration, Mr. Christensen.

If you look at the corporate side, Joel Slemrod at the University
of Michigan pointed out for large corporations that it is the most
inefficient tax because it costs more to collect and administer it
than it does in terms of revenue. If you do what I think you want
to do, and that is to have a zero tax on capital gains, if you had
a consumption tax, not an income tax—the problem with an income
tax is they spend a lot of time trying to figure out what income is
versus what capital gains is. They spend a lot of time trying to
come up with the ideal depreciation system.

A lot of these technical issues are implicit in an income tax. If
you go to a flat tax, you will get rid of a lot of the complexity.

Mr. CHRISTENSEN. Mr. Bloomfield, I want to add to that. I don’t
want to pick on Mr. Cohen, but you did say you have been involved
since around 19527

Mr. CoHEN. I first started drafting legislation for this committee
in 1952,

Mr. CHRISTENSEN. You said, I don’t like it, but I can’t stop it. I
guess I would challenge you on that, because I believe you can stop
it. You were the Commissioner of the IRS for a long time and that
code grew larger and larger.

Mr. CoHEN. I administered laws that you folks passed.

Mr. CHRISTENSEN. I think we are heading in the right direction
for the first time in a long time. Thank you.

Chairman ARCHER. Mr. Ramstad.

Mr. RAMSTAD. Thank you, Mr. Chairman.

I just have a brief question. I know your bladders are being se-
verely tested with the longevity of your being here. My question is
this: Is there a better holding period than 1 year? Would, for exam-
ple(,1 ;a 2-year period be preferable perhaps or some other holding pe-
riod?

Mr. CoHEN. Back in the twenties when capital gains first came
in, they had a graduated holding period. That is—you can get a dif-
ferent result from people by imposing a different standard. That
test went, the longer you held it, the lower the rate. I don’t nec-
essarily approve of that. I merely recount that as a historian.
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Mr. BLOOMFIELD. I can submit, if you would like, a history of the
capital gains tax treatment and, as Mr. Cohen did point out, you
had a sliding scale in the thirties. Part of the problem with a slid-
ing scale is, how fast do you slide and, as you get close to the new
rate, are you locked in? This is implicit in any discussion of capital
gains if you don’t have a zero capital gains tax rate.

So the answer is, is a sliding scale better than a rate reduction
or indexing. It depends how that sliding scale is crafted, how long
the slide is and what the rates are. You will also have a debate
among different people who are involved in capital gains. Venture
capitalists would like a very long holding period to encourage long-
term investment, but then you have the mobility argument that we
alluded to earlier.

Mr. RAMSTAD. The bottom line for me is, is output growing this
economy? I look at the various econometric studies, for example,
the one referred to by Dr. Sinai. His bottom line is that if we could
create 1.4 million new jobs over a 5-year period, output would
stand to increase by $4.4 billion a year. Now, obviously this as-
sur(riles the rate reduction and indexing and the 1-year holding pe-
riod.

Would you care to comment how those numbers might change,
if at all, given a 2-year holding period?

Mr. BLOOMFIELD. The only thing I would say in response to that
is a longer holding period—and you can check with Dr. Sinai on
it—a longer holding period would not be good for capital costs in
general. That is the fundamental point there.

The other thing I would like to say is that Mr. Archer’s capital
gains proposal, as a package, it has three parts—it includes cor-
porations, there is no minimum tax—is probably as good a capital
gains package as has appeared before this committee and that is
no aspersion upon your predecessor, Mr. Frenzel, who played a key
role in 1978.

Mr. RAMSTAD. If he were here today, I am sure he would corrobo-
rate your testimony. I appreciate eliciting that statement from you.
Thank you, gentlemen.

Chairman ARCHER. Mr. Neal.

Mr. NEAL. Thank you, Mr. Chairman.

Mr. Bloomfield, tgank you for reinforcing support for the IRA
proposal which has been offered by Mr. Thomas and myself. I have
offered two versions of the IRA. I offered a more narrow version
which would indeed be more difficult for the consumer to get at
until retirement. I think in the end that is where some of this de-
bate is going to go.

The expansive IRA that we have offered I think has merit consid-
ering some of the issues which confront the American family at this
time. But how would you respond to waiving the penalty for with-
drawing, that if the vehicle that you are creating is for savings,
why would you let people after a prescribed period of time get at
it? That is——

Mr. BLooMFIELD. I think you answered the question. You pro-
vided the answer the way you phrased the question. I am troubled
W%]t.}il the ease of getting it out. I prefer that it be in there for a
while.

Mr. NEAL. Mr. Cohen.
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Mr. CoHEN. I am worried about the auditability of getting it out.
If you have to certify the reason you get it out and that it is on
your own self-certification, the government has no way of knowing,
except in a very limited audit circumstance whether you really had
the education expense, the medical expense or whatever it was.
Therefore, you create a problem both ways, that is, the money can
evaporate quickly and there is no way of testing whether it ought
to be taxed or not.

Mr. NEAL. At the risk of sounding superficial, Mr. Greenspan
some years ago in front of the Banking Committee I thought
summed it up very nicely when he said that the number one eco-
nomic problem that America has today is our low national savings
rate. Long before this Contract With America was outlined I have
been pushing for restoring the traditional advantages of the IRA,
and would you comment on that simple assertion that Mr. Green-
span made?

Mr. BLoOMFIELD. Well, I agree, I think he was talking about na-
tional savings and obviously there are three components to na-
tional savings.

Mr. Cohen and I agree that one of the biggest things is eliminat-
ing government dissaving, which is the deficit. I am very concerned
that if you eliminate government dissaving by higher taxes on per-
sonal saving or business saving you haven’t made any progress, so
if you eliminate the government deficit by not increasing the bur-
den on other saving, you have made progress, but having said this,
if you look at the decline in national saving over the last decade,
you have had an increase in government dissaving, you have had
a decrease in personal saving, and you have also had a decrease
in business saving, so where I might differ with some of my col-
leagues is that I am worried how you reduce the deficit, and I also
think that you can do a lot about personal savings, and, as you
know, some witnesses may not agree that IRAs work.

Mr. CoHEN. I don’t happen to believe IRAs work. My own experi-
ence is most of it is transferred, the bulk of it. That isn’t to say
it doesn’t work a tiny bit.

The question is, then, whether the price is worth it. Why savings
have fallen so dramatically, I mean, since the time I was in office
until now, I don’t know. And I don’t think anybody else knows, un-
fortunately. Whether economics has anything to do with it or there
are other societal pressures, I think would be an interesting socio-
logical study as well as economic study.

I have seen some of the economic studies. I have not seen any
of the sociological studies. It is not fashionable for young people to
say I have savings. When I first went to work my brother and I
organized an investment club, which still has its money in the ac-
count and has been discussed in an economics text of the way it
ought to be done. I started when my children first got their first
jobs, and we have an investment club, and it invests each month.
1 did this because I thought that encouraged them as a group, it
was a group pressure, if one saves, they all have to save. It has
provided a good discipline, but that is not a societal way to do it.
I think somebody has to think about that in the broad context of
why we changed our behavior in the last 25 years or so.
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Mr. BLOOMFIELD. I would suggest that if you compare a country
like Singapore with the United States, let’s use Singapore many
years ago, why were their personal savings rates higher than ours,
and I would suggest three factors.

Number one, they made people save. I mean, the government
made you as a taxpayer put a certain amount in a postal account.
Number two, they had incentives that make our IRA proposals look
like pipers, and, number three, they had a big cultural thing. I
mean, those people are scared. Having said that, though, you can
affect personal saving to a very large extent, it seems to me,
through something like the Tax Code and you are not going to
make people save in this country, but incentives can work.

Mr. NEAL. Thank you for that timely information.

Chairman ARCHER. Mr. Collins.

Mr. CoLLINS. Thank you, Mr. Chairman.

I\S/Ir. Cohen, when were you with the Treasury Department or the
IRS?

Mr. COHEN. Two different times, from 1952 to 1956 and from
1963 to 1969.

Mr. CorLINS. OK. I think some of the reasons for lack of savings
now is because we baby boomers have just gone through about 10
to 15 years of raising dependents, affected by the higher cost of liv-
ing, college tuition, and so forth.

Mr. CoHEN. I had four children in college at one time, sir.

Mr. CoLLINS. We didn’t have room or the money left in our budg-
et for savings, but that is not part of my question.

A Tot has been said about the deficit, but I believe the param-
eters for the tax reform that we will eventually consider on the
floor of the House will actually be determined by the preceding
budget reconciliation bill that we will take up first. I think that is
going to drive the actual end results of what we do in this commit-
tee.

A lot has been said about capital gains and it being used as a
tax shelter, but the gain comes only after a person or a business
divests itself of a capital investment; is that not true?

Mr. COHEN. Well, sir, that is true, but there are various tech-
niques that lawyers and accountants engage in that have the possi-
bility of converting ordinary income to capital gains. We have those
techniques in our arsenal, and unless you stop us, we will have to
do it. I mean, that is my job.

Mr. CoLLINS. There is really no gain until such time as a person
actually divests themselves of the cash—but my point is that once
that is done, it enhances the cash flow of the private sector, which
leads to taxation.

Mr. CoHEN. Well, we are going to differ there, sir. I mean, that
is—what you are saying is a truism, but whether it can be abused
is what I am saying, and, yes, it can be abused. There are other
techniques for abusing it to create what is an artificial capital gain.

Mr. CoLLINs. OK. I want to get on to my last question, though.

A lot has been said about how tax policy can actually influence
capital investment, and it was mentioned, too, about the aerospace
industry. During meetings with General Electric and Boeing, I
heard both of them make the same statement about a provision in
the Tax Code that had really affected their sales because the air-
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line industry had been experiencing huge deficits, but was still sub-
Jject to tax liability, because of their capital investments in aircraft.
And the reason they had a tax liability is the alternative minimum
tax.

What should we do or should we be looking at the alternative
minimum tax? Should we repeal it or should we lower the rate? Or
what should we do and why or why not? I would like to hear from
both of you.

Mr. BLooMFIELD. Well, Mr. Collins, as you rightly observed, you

et into an alternative minimum tax situation for three reasons:

ne, you invest and you get more deductions and you don’'t pay
enough taxes. It is crazy, you get an alternative minimum tax be-
cause you invest, which is how you get long-term economic growth.
You get an alternative minimum tax if your business is in a down
cycle and there is a third reason you get into it, so it is a very bad
tax in terms of economic policy.

What are the options on the alternative minimum tax?

Well, obviously you can eliminate it, you can speed up the depre-
ciation lives, you can do away with some of the limitations on AMT
credits. I mean, there are a variety of specific things you can do.

There will be a panel on NCRS, and I have seen some of the tes-
timony that they will submit, and I would just look at all those.
You have got some good witnesses and look at the pros and cons.
But I wou%d try to use this opportunity to do something about it,
and NCRS, per se, does improve the situation for NCRS AMT tax-
payers, as my chart suggests in the testimony.

Klr. COHEN. AMT came into the law in 1969, as I recall it. It
came in because there were a variety of large taxpayers, both indi-
viduals and corporations, who paid little or no tax while they had
allegedly large economic gains. It is a substitute, it is a crude sub-
stitute for looking at how deductions and credits, et cetera, ought
to apply.

I would prefer if you ask me what is the best way to deal with
this. The best way to deal with this is to look at each of the deduc-
tions and credits and so forth critically and say do we want to limit
them in some way so that they can’t apply in an excessive manner
rather than coming at this crude measure of this rough and ready
AMT. But it came about because the committee at that time
couldn’t decide on the direct technique and came at it indirectly,
so nobody is going to bless it as being a perfect instrument. It is
not, it is a very crude instrument.

Mr. CorLINS. I think GE and Boeing both are good examples,
though, how this type of taxation has led to fewer jobs on the as-
sembly line.

Thank you, Mr. Chairman. Thank each of you.

Chairman ARCHER. Gentlemen, thank you for 1 think outstand-
ing input to the committee today, and particularly for your patience
in staying here with us for shghtly over 3 hours. We appreciate
your input.

The committee will recess for about 2 minutes while the next
panel takes seats at the witness table.

[Brief Recess.]

Chairman ARCHER. Gentlemen, welcome to the committee. Jo-
seph Lane, who is scheduled to be on the third panel has an imper-
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ative need to get away earlier so we have moved him up to this
panel, and we are pleased to do that to accommodate you.

At this point inasmuch as you may have to leave before this
panel completes its testimony, I would like to recognize you first
for your testimony, and you may proceed.

STATEMENT OF JOSEPH F. LANE, MEMBER, GOVERNMENT
RELATIONS COMMITTEE, NATIONAL ASSOCIATION OF
ENROLLED AGENTS

Mr. LANE. Thank you, Mr. Chairman. Thank you to the members
of (;;he committee for providing this opportunity to testify before you
today.

My name is Joseph Lane. I am an enrolled agent in private prac-
tice in Menlo Park, Calif., and I am appearing %ere today on behalf
of the National Association of Enrolled Agents.

Our 8,900 members are primarily small businesspersons them-
selves, and they also represent over 4 million individual and small
business taxpayers each year in the process of preparing tax re-
turns for them and also representing them before the Internal Rev-
enue Service.

We are happy to be able to comment on some of the specific pro-
posals outlined in H.R. 9, particularly with respect to the capital
gains reduction.

We agree and endorse the committee’s proposition to reduce that
by 50 percent. One area of concern to us is that in the event that
this does go through, we would like to see the prior exemption—
we are assuming if you have that 50-percent exclusion that it will
become a preference item for AMT purposes, and if that is the case,
we would like to see the exemption provided for the gain on the
sale of the personal residence that was in the prior law also rees-
tablished to exclude that gain from AMT calculation purposes. So
if the committee could note that, we would appreciate it.

We agree with the proposal to provide capital loss treatment for
the sale on a personal residence. We would like also to see the in-
dexing, we would like to see indexing extended to shareholders of
sub-S corporations to the extent that smey have basis available.

With respect to the exclusion on the foreign stock corporations,
we would like to see the provision that exists in the proposal al-

_ready to provide an exemption for foreign corporate stoc‘l)(, or ADRs,

that are traded on the American exchanges extended to also cover
foreign stock mutual funds, which are available to American citi-
zens for investment. As our world economy increasingly diversifies,
more and more Americans are allocating a small portion of their
investment ﬁortfolio to foreign stock mutual funds, and we would
like to see that exemption extended to provide for them as well so
they can get indexing on those funds that they invest in. For exam-
ple, T. Rowe Price and Fidelity are the type of firms that offer for-
eign market funds and we don’t see any reason why they should
be excluded from the indexing.

With respect to neutral cost recovery, we agree that a major revi-
sion to current rules governing depreciation methods ought to be
employed, but we think that the driving force ought to be sim-
plification of the tax laws. Mr. Hancock commented before about
the difficulty of small businessmen keeping track of this and com-
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plying with these regulations. We think this neutral cost recover
groposal could create a situation where the average small
usinessperson couldn’t conceive of how to compute his own depre-
ciation, and we think what you really need to do is lock in on a
few simple asset lives and agree not to change the law for a while,
and I think you will get a much higher level of compliance and un-
derstanding by the taxpayers and the practitioners to boot.

We also iave a concern about the way the proposed calculation
would work. You actually could be increasing the depreciation basis
on an asset that is actually dropping in value. For example, some
rental property in California of late would prove that.

On the small business initiatives, we endorse the 179 proposal
to increase the annual limitation from $17,500 to $25,000. We
think that is clearly in favor of helping businesses beccme more
competitive and aids the small businessperson,

On the home office deductions, we completely support the new
definition of a principal place of business that is outlined in your
proposal. We think the Soliman ruling was a disaster for small
business, and we hope that this would overturn that in effect by
eliminating the constant interruption by the Internal Revenue
Service of the small businesses that operate out of their homes.

The estate tax changes. We also note the proposal to increase it
to $750,000. It does benefit owners of small business, farmers, and
since that limit has not been changed for almost 15 years, there is
probably an inflation increase warranted alone, and the future in-
dexing should allow the estates to be taxed on the true economic
value of the estate assets.

So we stand in favor of most of these proposals that you put forth
today. We think in terms of small business, the taxpayers that we
represent, it clearly would aid them and reduce the burden and
simplify some of the rules they have to follow.

[The prepared statement follows:]
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TESTIMONY OF JOSEPH F. LANE
NATIONAL ASSOCIATION OF ENROLLED AGENTS

Chairman Bill Archer, Ranking Member Sam Gibbons and Ways and Means
Committee members, thank you for the privilege of testifying today. My name is Joseph F.
Lane and 1 am an Enrolied Agent in private practice in Menlo Park, California. 1 am here
to testify on behalf of the National Association of Enrolled Agents (NAEA).

The National Association of Enrolled Agents appreciates the opportunity to comment
on this very timely issue which is of great significance to our members, who are themselves
primarily small businesses, and their small business clients. Our organization represents
more than 8900 Enrolled Agents, specialists in representation of individual and small
business taxpayers. Enrolled Agents work with more than four million (4,000,000)
individual taxpayers annually.

It is in our role as the voice for our members and for the general taxpaying public
that NAEA presents this testimony on the “Contract With America™ proposals contained in
the Job Creation and Wage Enhancement Act of 1995 (H.R.9).

Our comments on the specific sections of the proposed legislation are presented in an
effort to suggest the best means for the Congress and the Administration to administratively
implement whatever terms of the bill finally win passage. As we have not received any cost
estimates for H.R. 9 as of yet, we are not able to comment on the fiscal impacts which
would result from the bill’s implementation.

Capital Gains Changes

NAEA supports the initiative that provides for amending Section 1201 to ailow for a
Capital Gains deduction of 50% We believe passage of this section will aid small businesses
in capital formation, encourage investment in our economy and create new jobs for
America’s citizens. One area of concern to us in evaluating this change is the treatment of
this new exclusion when computing the alternative minimum tax. Under prior law, the capital
gains exclusion was a preference item for purposes of computing alternative minimum
taxable income. If Congress intends to provide for a similar interpretation for this exclusion,
we would like to see reestablishment as well of the prior exemption for the gain on sale of
the taxpayer’s principle residence as an alternative minimum 1ax preference item.

We also endorse the proposal to permit the capital loss on the sale of the taxpayer's
personal residence. This is a change that is long overdue! For many of America’s citizens,
the home is the one major investment they enjoy. It is only fair that they be afforded the
benefit of a capital loss should they suffer such financial reversal. In all, it results in a fairer
tax system and this perception of fairness is critical {0 increasing taxpayer compliance with
the tax laws.

We also conceptually support the proposal to index certain assets for purposes of
determining gain or loss (Section 1022). We suggest that Congress reconsider the exclusion
of Stock in Sub-Chapter S corporations from indexing. A great many small business entities,
which provide the vast majority of newly created jobs in our economy, begin their existence
as sub-chapter S corporations. While many of these entities elect to convert to regular
corporate status once they reach profitability, we do not believe that owners who took the
risk to strike out on their own and invest in America by building a business and creating new
jobs shouid be denied the benefit of indexing their original investment in their businesses.
This is especially significant if the Congress desires to send the message that
entrepreneurship is going to be supported and not discouraged. If a taxpayer can index his
investments in existing companies but not his own start-up, it appears (o us that the message
being communicated is the exact opposite of what we believe is the intent of “Contract with
America” initiatives.

A final suggestion for change in this proposed legislation is the exclusion from
indexing of stock in foreign corporations. While the bill does provide an exception to foreign
corporation stock or ADRs traded on American exchanges, we believe this exception should
also be extended to the many foreign stock mutual funds, which are available to American
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citizens for investment. Many of these foreign funds are offered by U.S. investment
management firms such as Fidelity and T. Rowe Price and reflect diversification in their
family of funds. As our world economy increasingly diversifies, more and more Americans
are allocating a small portion of their investment portfolios to foreign sector mutual funds.
We do not believe there should be a “penalty” for making this investment decision.

Neutral Cost Recovery

We agree with Congress that a major revision of current rules governing depreciation
methods for business is needed. But, we think the primary factor driving the revision ought
to be simplification of the tax laws. Unfortunately, the proposal contained in the Bill (Section
2001) does not meet this critical criterion.

While we do not disagree with the basic premise, that a business ought to be
permitted full “economic” expensing of assets employed for productive use, the proposed
formula is too cumbersome for business owners to deal with, too complicated for tax
preparers to calculate, and too administratively convoluted for the Internal Revenue Service
to uniformly enforce. The annual adjustment needed to determine the 3.5% per annum rate
of return and the general inflation in the economy since the asset’s acquisition date places an
unreasonable burden on small business owners to track these assets and the return preparers
to properly report them on the tax remurns.

In addition, there is potential for significant distortion to reality in the proposed
equation. For example, it is possible to have an increase in the general inflation in the
economy and an adjustment for the 3.5% rate of return and, at the same time, have the asset
drop in market value. California real estate prices in the last few years provide an example.
1f we applied this proposed formula to a rental home in California we would have increased
the depreciable basis of an asset as it drops in value!

A far preferable, and fairer, system for depreciation would be to standardize a few
simple asset life rules and agree not to change them for the foreseeable future. This would
permit business to plan more cogently, permit tax preparers to accurately calculate
depreciation and simplify the verification process for Internal Revenue Service examiners.

Small Business Initiatives

NAEA believes that the proposal to amend Section 179(b) and increase the annual
dollar limitation from $17,500 to $25,000 will benefit small business. We believe for most
small businesses it will substantially alleviate the cumbersome cost recovery calculations,
since it provides an immediate write-off for cash investments made during the year.
Businesses which reinvest in their productive capabilities increase their competitiveness. We
suggest that the effective date be upon enactment rather than for taxable years beginning after
December 31, 1995 as many business owners may defer purchasing needed equipment until
1996 to qualify for the new limit and our small business manufacturing and sales clients
would prefer to have their sales increase as soon as possible. Increased sales directly benefit
our national economy.

Home Office Deductions

From its inception, the home office deduction has been a contentious issue. Over the
years, the Internal Revenue Service has expended a considerable amount of time and
resources defining and defending its position in this area at great taxpayer expense. The
current law regarding this deduction, resulting from the Supreme Court’s Soliman decision,
has further clouded this issue.

NAEA views the Soliman decision’s definition of a taxpayer's "principal place of
business" as too restrictive and predicts its impact will be devastating on small businesses.
This decision has resulted in a definition of "principal place of business" which is extremely
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difficult to determine and which according to IRS guidance qualifies very few taxpayers for
the deduction. "Relative importance” is a very nebulous concept which is very arduous for
taxpayers 1o comprehend. Consequently, the home office deduction remains a contentious
issue over which the IRS, taxpayers and their representatives will continue to expend much
time and monetary resources.

From a social and economic standpoint the Soliman decision is a disaster. More and
more businesses are encouraging their workers to work from home and for many fledgling
entrepreneurs it’s a necessity. Home based workers don’t have to commute to work thereby
reducing air pollution and conserving our energy resources.

H.R. 9 contains a proposal that would eftectively repeal the Soliman decision. The
home office deduction would be allowed if essential administrative or management functions
regularly are carried on in the home office and the taxpayer has no other location for
performing such functions. We support this definition of “principal place of business”. It
better reflects the reality of many legitimate home office situations than the current definition
under Soliman. lIn addition, it would be much easier to ascertain compliance than the
"relative importance” test. Consequently, fewer conflicts between the IRS and the taxpaying
public would arise regarding this issue thereby substantially reducing the time and resources
expended resolving differences.

Clearly, the current law regarding the home office deduction leaves much to be
desired from the standpoints of fairness, economic policy, social policy and administerability.
It is our opinion that legislation along the lines of that contained in H.R. 9 would address the
current deficiencies in the law and create a vastly improved home office deduction.

Estate Tax Changes

NAEA notes the proposed changes to Sections 2010 and 2001(c) and agrees that
increasing the decedent’s exclusion amount to the $750,000 limit does provide additional
benefit to the families of small business owners and farmers and other taxpayers. Since this
limit has not been changed in almost fifteen years it would appear that an adjustment for
inflation alone is warranted. Future indexing of these exctusion amounts should permit annual
adjustments to more fairly reflect the true economic value of the estate’s assets.

Summary

NAEA appreciates the opportunity to present its views to the Committee on these
issues impacting small business taxpayers. We stand committed to further assist the
Committee in future deliberations on these issues, and will be happy to provide. more
specific testimony on key points on the "Contract with America" at future hearings.
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Chairman ArRCHER. Thank you, Mr. Lane.

Our next witness is William Sinclaire, senior tax counsel for the
Chamber of Commerce.

Mr. Sinclaire.

STATEMENT OF WILLIAM T. SINCLAIRE, SENIOR TAX COUNSEL
AND DIRECTOR OF TAX POLICY, US. CHAMBER OF
COMMERCE

Mr. SINCLAIRE. Thank you. Mr. Chairman and members of the
committee, good afternoon. I am Bill Sinclaire, senior tax counsel
and director of tax policy for the U.S. Chamber of Commerce. The
Chamber is the world’s largest business federation, representing
215,000 businesses, 3,000 State and local chambers of commerce,
1,200 trade and professional associations, and 72 American cham-
bers of commerce abroad.

The Chamber appreciates this opportunity to testify again before
the House Ways and Means Committee. I am here today to focus
on some of the tax-related aspects of the Contract.

The Chamber has long advocated the need to reduce the tax on
capital gains and fully supports the reform proposal. The current
maximum tax rate on long-term capital gains of individuals is near
its historic high, and the rate for corporations is the highest ever.
The proposal would permit a 50-percent deduction for net long-
term capital gains, thereby reducing the effective rate for all tax-
payers.

Perhaps the most unfair aspect of the current method of taxing
capital gains is that much of the gain is often attributable to infla-
tion. The proposal would eliminate this unfairness by indexing the
cost of capital assets for inflation.

Unlike a normal investment, if a taxpayer sells his principal resi-
dence at a loss, that loss can never be deducted from income, even
if there is a gain from the sale of a subsequent principal residence.
The proposal also corrects this anomaly.

A neutral cost recovery system is supported by the Chamber.
Businesses are not currently permitted to recover the full economic
equivalent of their investments in depreciable business property.
Businesses are only allowed to recover the historical costs of their
capital expenditures. The proposal would allow depreciation deduc-
tions to be increased to approach the economic equivalent of
expensing by accounting for inflation and the time value of money.

The Chamber supports the unified estate and gift tax credit in-
crease proposal, and strongly favors reform, simp%-;ﬁcation, and an
overall reduction in the estate and gift tax burden on individuals
and the owners of family businesses.

The current unified credit has not been indexed for inflation
since it was fully phased in in 1987. Increasing the estate and gift
tax exemption to $750,000, with indexing, would be a move in the
right direction for the preservation of savings and family busi-
nesses. However, the value of a small family business or a family
farm can exceed the $750,000 limit, and while the proposal would
improve the situation, consideration should be given to having an
even higher limit.

The original House version of OBRA 1993 proposed increasing
the small business expensing allowance from 510,000 to $25,000.
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Nonetheless, the final version only provided for an increase to
$17,500. The Chamber supported the original House OBRA version
and now supports the proposal to increase the allowance to
$25,000. In addition, the Chamber encourages consideration of rais-
ing the proposed $25,000 limit to an even higher level.

%‘he Chamber supports the proposal that would allow a home of-
fice deduction to an individual if the office is the location where es-
sential administrative or management activities are conducted on
a regular basis, and the office is necessary when there is no other
place to perform such activities.

The Chamber opposed the OBRA 1993 provision which increased
from 50 to 85 percent the portion of SociaFSecurity benefits subject
to income tax. The Chamber supports the provisions that would re-
peal that increase.

In conclusion, the Chamber is anxious to work with this commit-
tee and the 104th Congress to develop a further agenda to help
American businesses grow, create jobs and opportunities, and ex-
pand our economy while keeping America strong and competitive
in the global marketplace.

To open this dialog, let me just name a few other tax areas that
concern the Chamber community—the alternative minimum tax,
environmental remediation expenditures, subchapter S reform, and
the research and experimentation credit.

The Chamber looks forward to continuing to work with this com-
mittee and the entire Congress to achieve this goal.

Mr. Chairman, thank you for the opportunity to share with the
Ways and Means Committee the views of the U.S. Chamber of
Commerce.

This concludes my oral statement. I would be pleased to address
any questions you might have.

[The prepared statement follows:]
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STATEMENT
on the
CONTRACT WITH AMERICA
before the
HOUSE COMMITTEE ON WAYS AND MEANS
for the
U.S. Chamber of Commerce

by
William T. Sinclaire
January 24, 1995

Mr. Chairman and members of the Committee, good moming. [ am William T.
Sinclaire, Senior Tax Counsel and Director of Tax Policy for the U.S. Chamber of
Commerce. The Chamber is the world's largest business federation, representing 215,000
businesses, 3,000 state and local chambers of commerce, 1,200 trade and professional
associations, and 72 American Chambers of Commerce abroad.

The Chamber appreciates this opportunity to testify again before the Honse Ways and
Means Committee. Twelve days ago, Carol L. Ball, Publisher and Chief Executive Officer
of Ball Publishing Company, and a member of our Board, testified generally on the Contract
with America; 1 am here today to focus on some of the tax-related aspects of the Contract --
capital gains, neutral cost recovery, the estate tax credit, small business expensing, the home
office deduction, and the taxation of Social Security. [ will also address a few other tax
concerns of our members that relate to the overall intent of the Contraci -- the alternative
minimum tax, environmental remediation expenditures, Subchapter S reform, and the
research and experimentation credit.

CAPITAL GAINS REFORM

The Chamber has long advocated the critical need to reduce the tax on capital gains
and fully supports the proposed capital gains provisions included in the Job Creation and
Wage Enhancement Act of 19935 (the "Job Creation Act”).

The current maximum tax rate on the net long-term capital gains of individuals is 28
percent and it is 35 percent for corporations. The rate for individuals is near its historic high,
and the rate for corporations is the highest ever. This level of capital gains taxation
discriminates against capital gains income, discourages venture capital formation, impedes
job creation, and hinders America's international competitiveness.

The capital gains reform proposals would permit a 50 percent deduction for net long-
term capital gains for all taxpayers. Lower capital gains tax rates would stimulate economic
growth, promote technological innovation, and create employment opportunities.

Opponents of a capital gains rate reduction continually renew the myth that a capital
gains tax rate reduction would only benefit the wealthy. This is untrue, and the myth must
be nullified for it not only harms middle- and lower-income Americans, it also imperils our
position in the world economy.

According to Treasury Department estimates, over 55 percent of the individual
taxpayers reporting capital gains income in 1993 had adjusted gross incomes of $50,000 or
less, and nearly 74 percent had adjusted gross incomes of $75,000 or less. In addition, it
must be remembered that these income figures include the capital gains.
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Perhaps the most unfair aspect of the current method of taxing capital gains is that
much of the gain from the sale of a capital asset is often attributable to inflation. When
capital gains are due entirely or in part to inflation, taxing the entire gain serves only to
confiscate capital generated from past income -- income that has already been taxed at least
once. However, the proposals would eliminate this unfaimess by indexing the cost of capital
assets for inflation.

Unlike a normal investment, if a taxpayer sells his principal residence at a loss, that
loss can never be deducted from income -- even if there is a gain from the sale of a
subsequent principal residence. The proposals would correct this anomaly by allowing the
loss from a sale of a taxpayer's home to be deductible as any other capital loss.

NEUTRAL COST RECOVERY

A neutral cost recovery system is supported by the Chamber. The Internal Revenue
Code (the "Code") currently does not permit businesses to recover the full economic
equivalent of an investment in depreciable business property. The Code only allows
businesses to recover the historical cost of their capital expenditures for business property
and does not take into account inflation and the time value of money.

Inflation and time erode the full recovery of capital expenditures when historical costs
are used without future adjustments for inflation and the true cost of money. The Chamber
believes capital investments made by a business should be recovered using a depreciation
system that provides for the use of the full present value of investments, thereby achieving
the economic equivalent of expensing.

The proposal for neutral cost recovery in the Job Creation Act would allow
depreciation deductions to be increased to approach the economic equivalent of expensing
by accounting for inflation and the time value of money. The Chamber embraces this
proposal.

SMALL BUSINESS INCENTIVES
Increase in Unified Estate and Gift Tax Credits

The Chamber supports estate and gift tax reform and strongly favors simplification
and an overall reduction in the estate and gift tax burden on individuals and the owners of
family businesses. The Chamber supports the unified estate and gift tax credit increase
proposal in the Job Creation Act

The current estate and gift tax system is punitive. It depletes savings and family
businesses and effectively punishes capital accumulation and the hard work of a lifetime.
Today's estate and gift tax structure can force a successful family business to liquidate or be
over-burdened by debt incurred to pay estate taxes.

When a small business owner achieves a moderate level of success, attention must be
diverted from the business to the development of an estate plan to help preserve what has
been accomplished. With the estate and gift tax laws being very complicated; estate planning
and administration can be very expensive. This diverts time, money, and energy that could
be devoted to business expansion, economic growth, and job creation.

The current unified credit, which exempts from estate and gift taxes estates under
$600,000, has not been indexed for inflation since it was fully phased-in in 1987. Increasing



105

the estate and gift tax exemption from $600,000 to $750,000, with indexing, would be a
move in the right direction for the preservation of savings and family businesses. However,
even the value of a small family business can exceed the $750,000 limit and, while the
proposals would improve the situation, consideration should be given to having an even
higher limit.

Increase in Expense Treatment for Small Businesses

Increasing the small-business expensing allowance would give businesses a greater
incentive to purchase equipment and other tangible property. Assets which are purchased
and not immediately expensed must be capitalized and depreciated over a number of years.
Not only does this depreciation requirement extend the time period in which a small business
can recover the cost of the original investment, it takes into account only an asset's historical
cost, and forgets inflation and the time value of the money invested.

Currently, businesses can immediately expense up to $17,500 annually for equipment
and certain other capital asset purchases. To the extent a taxpayer's total capital expenditures
exceed $200,000 in a particular year, the amount of the deduction is reduced on a dollar-for-
dollar basis.

The original House version of the Omnibus Budget Reconciliation Act of 1993
("OBRA") proposed increasing the expensing allowance from $10,000 to $25,000.
Nouetheless, the final version of OBRA provided for an annual limit of $17,500.

The Chamber supported the original House OBRA version, and now supports the
proposal in the Job Creation Act to increase the small-business expensing allowance to
$25,000. The Chamber believes that increasing the small-business expensing level to at least
$25,000 would encourage small- and medium-sized firms to invest more of their resources
in productivity-enhancing equipment.

However, in today's marketplace, $25,000 will not purchase very much equipment,
even for a small business. Accordingly, the Chamber encourages consideration of raising
the proposed $25,000 limit to an even higher level. Increasing the annual amount would
spur economic growth and job creation even faster.

Clarification of Definition of Principal Place of Business

Until recently, to deduct home office expenses, a taxpayer had to establish that (a) the
space in his home used for business purposes was devoted to the "sole and exclusive use"
of the office, (b) he had no other office for his business, and (c) his business generated
enough income to cover the deductions. Now, a taxpayer must additionally establish that (a)
the customers of a home-based business physically visit the home office, and (b) the business
revenue must be produced within the home office itself.

The proposal in the Job Creation Act would allow a home office deduction to an
individual if his office is the location where essential administrative or management activities
are conducted on a regular basis and the office is necessary because he has no other place
to perform such activities. In addition, expenses allocable to the storage of product samples
would also qualify as home office expenses.

Home offices are becoming more popular because they make sense for businesses,
families, and individuals. The narrowing of the home office deduction ignored or tried to
roll back fundamental changes taking place in the economy -- more telecommuting, more
two-income families with one parent working out of the family home, more elderly and



106

disabled people working at home, more entrepreneurial people who start businesses operating
from their homes to minimize costs, and the easing of traditional business hierarchies as
more functions are contracted out.

The Chamber supports the proposal in the Job Creation Act that clarifies and expands
the availability of the home office deduction.

REPEAL OF INCREASE IN TAX ON SOCIAL SECURITY BENEFITS

The Chamber opposed the OBRA provision which increased from 50 to 85 percent
the portion of Social Security benefits subject to income tax. The Chamber believes that
reducing the taxes of middle-income retirees is beneficial not only from a social standpoint,
but an economic one as well for it would make available additiona! funds for injection into
the economy. Additional spending would help with job creation and the expansion of
American businesses.

The Chamber supports the Senior Citizens' Equity Act provision that repeals the
increase in the portion of Social Security benefits subject to taxation.

BEYOND THE CONTRACT WITH AMERICA

Moving from the specific business provisions of the Contract, the Chamber is anxious
to work with this Committee and the 104th Congress to develop a further agenda to help
American businesses grow, create jobs and opportunities, and expand our economy, while
keeping America strong and competitive in the global marketplace. This would include the
alternative minimum tax, environmental remediation expenditures, Subchapter S reform, and
the research and experimentation credit, among others.

THE ALTERNATIVE MINIMUM TAX

The Alternative Minimum Tax (AMT) was enacted in response to well-publicized
cases of corporations with substantial income paying no income taxes. Since its enactment,
the AMT has become the primary tax system for some of America's basic industries,
including the steel, energy, paper, chemicals, mining, transportation, and building sectors.

AMT taxpayers are not allowed many of the investment incentives available to regular
taxpayers, including the research and experimentation credit, targeted jobs credits, and other
general business credits. Likewise, AMT companies are relegated to one of the worst cost
recovery systems for depreciable assets in the industnialized world. The net effect is to
discourage participation in some of the most capital-intensive industries and limiting the
means for obtaining capita! for needed investment in plants and equipment.

Fundamental AMT depreciation reform is critical to any tax policy initiative designed
to increase investment since the AMT currently operates to recapture the investment
incentive provided by the regular tax. The Chamber believes that there should be no
difference between AMT and regular tax depreciation.

The Chamber advocates AMT reform because the incentives to invest in plant and
equipment, which create jobs and improve productivity, should be equally available for all
assets regardless of the current profitability of a particular company.



107

ENVIRONMENTAL REMEDIATION EXPENDITURES

The question of how to treat environmental remediation expenditures -- ordinary and
necessary business expenses or capital expenditures -- is significant as American businesses
are spending billions of dollars in site cleanup, complying with federal mandates, and making
energy efficiency improvements.

Last June, the Internal Revenue Service (IRS) issued a revenue ruling recognizing that
the costs incurred to clean up land and to treat groundwater contaminated with
polychlorinated biphenyls (PCBs )are properly deductible as ordinary and necessary business
expenses and do not have 1o be capitalized. While this ruling is commendable, and it
adopted the premise advanced by the Chamber -- environmental cleanup costs are ordinary
and necessary business expenses and not capital expenditures -- it is being narrowly
construed by the IRS. The issue of whether cleanup costs are current expenses or capital
expenditures is not limited to PCB-contaminated soil and groundwater -- it also arises in
connection with asbestos, CFCs, lead, leaking storage tanks, and other carcinogens and
hazardous materials.

With businesses showing a willingness to spend billions of dollars, the correct tax
treatment established by the IRS ruling for PCBs must be extended to its logical conclusion
for all contaminants. The Chamber urges finality of the issue with an extension of the IRS
ruling that environmental cleanup costs, no matter what the contaminant is, are ordinary and
necessary business expenses and not capital expenditures. A resolution of the issue will
permit businesses to make an informed decision before committing substantial financial
resources.

SUBCHAPTER S REFORM

Subchapter S was first enacted in 1958 to help remove tax considerations from the
decisional process of a small businesses owner contemplating incorporation. This has proved
quite helpful to small businesses over the years, especially to start-up businesses. Today,
over 1.6 million American businesses are S Corporations; however, these businesses are still
subject to provisions dating back to the Subchapter S enactment in 1958.

1t goes without saying that times have change since 1958. Unfortunately, Subchapter
S has not kept pace with the realities of modern business. Business and financial
environments are far more complex and the 1950's Subchapter S rules have been outgrown.
The Chamber believes Subchapter S needs an overhaul and one should be undertaken.

THE RESEARCH AND EXPERIMENTATION TAX CREDIT

The Research and Experimentation Tax Credit (R&E credit) is due to expire shortly.
The Chamber believes it should be made permanent because it will benefit the economy in
both the long and short term.

Permanency of the R&E credit is an issue that affects the entire business spectrum.
Of all the companies that claimed an R&E credit in 1991, 36 percent had total assets under
$1 million. However, the major amount of research and experimentation dollars is spent by
large corporations.

The greatest opportunity America has to retain its edge in the world economy is
through innovation and technological development and advancement. America must keep
pace with its major trading partners and competitors -- Japan and Germany -- by
encouraging research and development activities. The growth in research and development
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spending in Japan is twice that of America, and in Germany, it is half again greater than ours.
Both of these countries emphasize research and development through tax incentives.

Research and development cycles can last years, and high levels of research and
experimentation must be performed continuously. The R&E credit must be permanent for
there to be firm commitments for long-term projects. This, in turn, would benefit all
Americans through the creation of jobs, an expansion of the econmomy, remaining
internationally competitive, and raising the quality of life.

The R&E credit is a jobs-creation incentive, and the Chamber believes America needs
a permanent R&E credit.

CONCLUSION

Tax policy plays a pivotal role in our economic environment. Sound tax policy can
stimulate investment, foster new businesses, spur job growth, and encourage individuals to
work harder and save more. However, bad tax policy can retard capital formation, hinder
entrepreneurship, reduce job growth, and adversely impact the economy.

The Contract will play a key role in reducing the tax burden on Americans, however,
sight should not be lost of the steps that need to follow for a comprehensive review of the
federal tax laws. Members of this Committee, 10gether with the other members of the 104th
Congress, have the opportunity to reduce the tax burden on Americans, create jobs, and a
build a vibrant economy. The Chamber looks forward to continuing to work with this
Committee and the entire 104th Congress to achieve this goal.

Mr. Chairman, thank you for the opportuinty to share with the Ways and Means
Committee the views of the U.S. Chamber of Commerce.. This concludes my statement.
1 would be pleased to address any questions you might have.
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Chairman ARCHER. Thank you, Mr. Sinclaire.
Our next witness, Paul Huard with NAM. Mr. Huard.

STATEMENT OF PAUL R. HUARD, SENIOR VICE PRESIDENT,
POLICY AND COMMUNICATIONS, NATIONAL ASSOCIATION
OF MANUFACTURERS

Mr. HUARD. Thank you, Mr. Chairman.

Chairman ARCHER. Let me say also at this time that at the con-
clusion of your testimony we are going to have to run over and an-
swer this quorum call and subsequently vote, so the committee at
{)hekconclusion of your testimony will be in recess until we can get

ack.

Mr. HUARD. Thank you, Mr. Chairman.

It is a pleasure to be here on behalf of our more than 13,000
manufacturing members, 8,000 of whom are smaller firms with
fewer than 500 employees. The panel is large and the hour is late
so I will submit my full statement for the record and abbreviate my
remarks.

I would like to address three areas.

Chairman ARCHER. Without objection, all of your statements will
be inserted in full in the record.

Mr. HUARD. Thank you. I would like to limit my comments to the
three areas we feel are most critical for the issue of savings and
investment, and that is capital gains, individual retirement ac-
counts, and capital cost recovery.

On capital gains, I will say only that we support both the reduc-
tion in the capital gains tax rate through the 50-percent exclusion
as well as the inflation indexing for cost basis. We strongly urge
you to go ahead and do it because it is good for the country, it is
going to be good for the economy, and you ought to forget about
class warfare and tax policy by distributional tables.

On IRAs, similarly, we support the Contract’s provision to im-
prove incentives for f'R.AS. We basically are supportive of any incen-
tive which will do something to increase our scandalously low per-
sonal savings rate. In this particular case, it is also something we
think is essential to take pressure off the Social Security system,
which, frankly, has questionable long-term viability once the baby
boomers start to retire.

Finally, on the issue of capital cost recovery, I think the neutral
cost recovery system is a problematical issue. The back-end loading
is troublesome, you know. There are a lot of businesses who can’t
spend present value, they have to rely on cash flow, and also you
get the outyear revenue effects.

Those of us that were around when NCRS was put in in 1981
and promptly chiseled away at for the next 7 years have some
doubts about the value of putting in something with large outyear
revenue losses.

There is also the complexity issue. It might well be better in
terms of improving the short-term picture for capital cost recovery
to focus on either repealing or substantially curtailing the effect of
the AMT and also dealing with the subchapter S 1ssue. As you
know, the subchapter S corporation that retains its earnings and
reinvests them in capital equipment still has to pay an outrageous
rate because you are taxed at the personal rate of tge shareholders.
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Finally, I would urge you once you complete your work on the
Contract to treat it as a beginning and not think that the job is
done and to look at the real need for comprehensive overhaul of the
tax system that will truly make the system better and more friend-
ly to savings and investment by eliminating all these levels of mul-
tiple taxation we have on savings and investment.

In that respect, 1 think any of the plans that are out there,
whether it is Mr. Armey’s plan, Senators Nunn and Domenici’s
plan, the Danforth-Boren plan are well worth looking at. As Mr.
Bloomfield on the prior panel pointed out, they have many features
in common and one of the most attractive ones is the expensing of
capital equipment.

I yield back the balance of my time.

[The prepared statement follows:]
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TESTIMONY ON
SELECTED PROVISIONS OF THE "CONTRACT WITH AMERICA"
DEALING WITH SAVINGS AND INVESTMENT

BY PAUL R. HUARD
SENIOR VICE PRESIDENT, POLICY AND COMMUNICATIONS
NATIONAL ASSOCIATION OF MANUFACTURERS

BEFORE THE
COMMITTEE ON WAYS AND MEANS
U.S. HOUSE OF REPRESENTATIVES

JANUARY 24, 1995

The National Association of Manufacturers (NAM) is a voluntary business association
of more than 13,000 firms, large and small, located in every state. Our members range in
size from the very large to the more than 8,000 smaller members that have fewer than 500
employees. The NAM’s member companies produce more than 80 percent of the nation’s
manufactured goods.

We appreciate this opportunity to testify on certain tax provisions included in the
"Contract With America" intended to encourage greater savings and investment. We remind
Committee members that most of our comments are directed to the provisions under Title II
of the Contract titled "Job Creation and Wage Enhancement Act" because manufacturing jobs
in general provide high wages along with good employee benefits, including health care
coverage. We, too, are interested in tax laws that will effectively encourage greater savings
and investment which in turn results in the creation of more high wage jobs.

Capital Gains Reform

The NAM supports the two-pronged reform of the tax treatment of capital gains by
1) excluding SO percent of capital gains from taxable income and 2) indexing for inflation the
cost basis of capital assets. This reform, which is applicable to both corporate and individual
taxpayers. is long overdue and recognizes that tax proposals which will effectively stimulate
economic growth, investment and job creation must be directed to all taxpayers regardless of
income and economic status. In the case of indexing, this reform is essential to end the
confiscatory taxation of illusory "gains” on long-held assets.

Neutral Cost Recovery System

The legislative goal of the Neutral Cost Recovery System (NCRS) proposal -- to
improve the capital cost recovery for productivily-improving assets by providing deductions
that are the "economic equivalent” of expensing -- is commendable, as is the congressional
recognition that such change is needed. The NAM has long advocated immediate
deductibility of capital expenditures; however, the goal of expensing should not be limited
only to regular taxpayers. Firms subject to the corporate alternative minimum tax (AMT)
will still incur a significant tax penalty on investment under the NCRS because the current
faw AMT recovery period is, in most cases, about twice as long as the regular tax recovery
period. Thus, the economic equivalent of expensing will never be achieved under the NCRS
by AMT payers and the current negative effects of the AMT, i.e., disincentives for job
creation and investment, will continue.

AMT payers currently rank as having one of the worst capital cost recovery systems
among industrialized nations despite repeal of the adjusted current earnings (ACE)
depreciation adjustment in 1993. The depth of the AMT problem is widespread and affects
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many industries. ncluding the manufacturers of chemicals, electronic equipment, energy,
metal, paper and steel, as well as transportation-related businesses. In fact, many firms are
sull paying the AMT today despite an improved economy because of investments they made
during the last recession.

Thus. the NAM urges this Committee to consider rectifying current tax code
impediments for investment by reforming the corporaie alternative minimum tax (AMT).
One specific recommendaticn advanced by President Chinten in Februarv 1993 and advocated
by the NAM would be 1o conform AMT recovery periods with regular tax recovery periods.
This recommendation would substantially reduce the cost of capital for AMT payers with
basic manufacturing assets and negate the current tax code inequity between companies in the
same industry which make the same investments yet have considerably different recovery
costs for those similar investments based on the profitability of the companies. Due to the
perverse effects of the AMT, the less profitable company often has the higher rax liability.

The NAM would be pleased 1o work with this Commiutee 1n drafting changes to
mitigate current tax code penalties on capital investment so as to encourage investment and
job creation for both AMT and regular taxpayers. In the long run. of course. the best
solution has always been and will continue to be outright repeal of the AMT.

One additional concern about the NCRS worth mentioning is whether the goal of the
"economic equivalent of expensing” will actually be achieved given the relative instability of
the tax law. If history is any indication, the probabilities for future repeal or limitation of
this proposal are high.

I might also note that adding yet another depreciation system will do nothing to
alleviate the already byzantine level of complexity faced by business taxpayers making capital
investments. Because of this -- and because many businesses survive on their cash flow and
would be unable to "spend” the present value of a stream of future NCRS deductions -- an
attractive alternative might be a substantial increase in the expensing limit that would be
available to businesses of all sizes.

Small Business Provisions

Small businesses have always been an engine of job growth. Two provisions in the
"Contract” that would stimulate increased job growth among small businesses are the

1) proposal to increase the amount of capital investment that may be expensed from the
current level of $17,500 to $25,000, and 2) the proposal to phase in an increase of the estate
and gift tax exemption trom the current leve! of $600,000 1o $750,000 with indexation
thereafter of the exemption limit. While supporting these proposals, the NAM urges you to
address the following problems as part of your approach to dealing with small businesses:

First, no relief is provided from the excessively high rates of tax paid by shareholders
of an S-Corporation on income that is retained and reinvested in the business.

Secondly, the relatively low gift tax exemption still leaves the heirs of family
businesses with estate tax bills that could force the sale of these family firms. This is one of
the primary reasons why it is so difficult and so unusual for family businesses to survive into
the second and third generations.

Lastly, the expensing provision is structured in such a way that the increased amount
is irrelevant for a small to medium-sized, capital-intensive manufacturer. The expensing
provision is reduced dollar-for-dollar when capital expenditures exceed $200,000 -- an
absurdly low amount when the cost of even the smallest machine in many industries starts at
that level. At many small to medium-sized companies, capital expenditures -- even in a low
year -- exceed this $200,000 threshoid, so they are never able to take advantage of the
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expensing provision and it provides no incentive for additional investment. Furthermore,
automobiles and trucks may not be expensed under current law. For small businesses of all

types, vehicles are critically important and we believe they should fall under the expensing
provision.

Expanded IRA Incentives

The NAM has consistently supported changes that would encourage individuals to put
more money in individual retirement accounts (IRAs). Additional IRA savings expand the
pool of job-creating investment capital and help relieve pressures on the Social Security
system, whose long-term viability is extremely questionable.

Tax Reform

The "Contract With America" does not address the issue of overhauling the entire
U.S. tax code. Yet compliance and administrative costs associated with our ridiculously
complex tax laws exceed tens of billions of doflars annually. And the anti-growth, anti-
savings, anti-competitive bias of the present system hurts both domestic and multinational
companies in the U.S. The NAM urges that this Committee -- as soon as it completes its
work on the Contract -- begin the debate on the long-term goal of tax system overhaul.
Major goals of reform of the current tax system should include moderate tax rates at all
points in the system; simplicity; stability; elimination of anti-savings biases; proper
integration of the corporate and individual tax systems; and greater compatibility with other
countries’ tax systems so as to improve international competitiveness of U.S.-based
taxpayers.

This concludes my prepared testimony, Mr. Chairman. We would be pleased at this
time to address any questions you or other members of the Committee might have.
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Chairman ARCHER. Thank you, Mr. Huard.

The committee will recess for this vote. We will be back. Thank
you for your patience.

[Brief Recess.]

Mr. HERGER [presiding]. The committee will resume, and our
speakers will take their seats, please.

Mr. Kleckner.

STATEMENT OF DEAN R. KLECKNER, PRESIDENT, AMERICAN
FARM BUREAU FEDERATION

Mr. KLECKNER. Thank you, Mr. Chairman.

I am Dean Kleckner. I am president of the American Farm Bu-
reau Federation. I am a hog, corn, soybean farmer from Rudd,
north central Iowa.

I appreciate the opportunity to comment on tax issues important
to our 4.4 million member families in the Farm Bureau. The Con-
tract With America contains many good tax reform proposals sup-
ported by the Farm Bureau. We urge the committee to view these
proposals as a start of a series of tax changes that will improve the
economic well-being of our Nation’s farmers and ranchers.

In the area of capital gains, the maximum tax rate for real cap-
ital gains should be 15 percent, and capital gains should be indexed
for inflation. The proposals to provide a 50-percent exclusion and
indexing for future price level changes are a substantial improve-
ment over current law.

The capital gains tax creates a disincentive for farmers to up-
grade their farming operations because taxes must be paid on as-
sets that are sold to finance improvements. The unimproved farm
businesses are less profitable and are uninviting to young farmers
contemplating a career in agriculture. Many older farmers and
ranchers who would like to transfer assets for retirement income
are discouraged by the high taxes on inflationary gains and asset
values. This delay in sale of farm assets is a hindrance to young
farmers trying to obtain land and equipment necessary to begin a
farming operation.

Mr. Chairman, I have had a number of farmers in many States
tell me they are just waiting, hopefully for the rate to drop, so they
can transfer or sell. They want to do that but they can’t afford the
current rate.

Many farm commodities like timber, Christmas trees, breeding
livestock, dairy cows and equine have extended production cycles
and therefore qualify for capital gains tax treatment.

Taxing capital gains on slow maturing commodities, like I men-
tioned, at ordinary rates reduces the profitability of these oper-
ations and fails to compensate producers for risk.

In the estate tax area, that exemption should be increased to $2
million, and indexed for inflation. The $750,000 limit to the adjust-
ment in value that can be made when farmland is valued at its ac-
tual use rather than its highest and best use should be eliminated.

The unified tax credit and use value allowance no longer allow
many family farm businesses to pass from one generation to the
next. When farm business assets must be sold to pay estate taxes,
the economic viability of an operation can be destroyed and family
members forced to abandon the farm.
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Removing the $750,000 limit on the allowable adjustment for use
valuation is especially important in areas of the country that are
becoming 1ncreasinFly urban. If this cap cannot be eliminated, it
should, at the very least, be increased and indexed for inflation.

Health insurance is an issue that is not addressed in the Con-
tract With America, but it is of extreme importance to farmers, and
that is the deductibility of health insurance premiums. A tax de-
duction for the cost of insurance premiums will go a long way to
hel;:i farmers and ranchers provide for their own health insurance
needs.

There is urgency in reinstating the 25-percent deduction for
health insurance premiums paid by the self-employed before farm-
ers file their 1994 tax returns. I might point out, Mr. Chairman,
that for a great many farmers that file, that date is March 1, not
April 15, so there is even more urgency than you might have
thought.

In addition, we think there should be a permanent 100-percent
deduction for health insurance premiums paid by the self-employed
individuals.

On related farm business tax issues, we support accelerated de-
preciation; investment depreciation should equal the full value of
original investments; and the amount of investment in equipment
inventory that can be expensed each year should be increased.

One key item not currently under consideration is the tax treat-
ment of disaster payments. Farmers and ranchers should be able
to count income from forced livestock sales and disaster payments
in the year that they would normally have occurred so tﬁat taxes
paid are a fair and true reflection of normal farm income.

In conclusion, but before closing I would like to just mention a
tax issue that is threatening the future of agricultural organiza-
tions, including the Farm Bureau. The IRS is attempting to tax the
dues of Farm Bureau’s associate members as unrelated business in-
come. This is misguided, unprecedented, and a reversal of long-
standin% policy. We urge you to examine the issue and pass cor-
recting legislation,

Mr. Chairman and the committee, thank you for the opportunity
to present these ideas.

[The prepared statement follows:]
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STATEMENT OF THE AMERICAN FARM BUREAU FEDERATION
TO THE HOUSE WAYS AND MEANS COMMITTEE
ON TAX PROVISIONS OF THE "CONTRACT WITH AMERICA™

PRESENTED BY DEAN R. KLECKNER
PRESIDENT OF THE AMERICAN FARM BUREAU FEDERATION
JANUARY 24, 1995

Good day. I am Dean Kleckner, President of the American Farm Bureau Federation
and a hog, com, and soybean farmer from Rudd, lowa. Farm Bureau is the nation’s largest
general farm organization with a membership of 4.4 million member families in 50 states and
Puerto Rico. Farm Bureau members produce virtually every commodity grown commercially
in this country. Our policy is developed by producer members at the county, state and
national levels of our organization. I appreciate the opportunity to comment on tax issues
important to our member families.

Farm Bureau applauds the efforts of this committee to hold hearings and move
forward with 1ax legislation early in the 104th Congress. Making tax policy more farmer-
friendly has been on the top of Farm Bureau’s agenda for many years. The "Contract with
America" contains many good tax reform proposals which are important to farmers and
supported by Farm Bureau. We urge the committee to view these proposals as the start of a
series of tax changes that will improve the economic well-being of our nation’s farmers and
ranchers.

Federal 1ax policy must give all citizens, including farm and ranch families, more
opportunity to keep their own money and create their own personal financial safety net rather
than rely on government programs. For farm families to be financially secure, tax policy
must create a business climate where well managed farms can produce profits. Then, tax
policy must allow farmers to keep more of their income so they can save for future financial
security.

Capital Gaing

Farm Bureau supports setting the maximum tax rate for real capital gains at 15 percent
and indexing capital gains for inflation. Proposals to provide a S0 percent exclusion and
indexing for future price level changes are a substantial improvement over current law.

Farming and ranching are extremely capital intensive businesses. Farmers hold land
an average of 28.6 years; over this period, the value of total farm real estate in the United
States has increased 4.27 times. Much of this increase in value has been due to nothing more
than inflation. Farm Bureau believes that taxes on capital gains should be assessed only on
the real increases in the value of property and not on nominal gains caused by inflation.

In most instances, the capital gains tax is not a tax on income, but rather a tax on
wransterring capital from one asset to another. The tax creates a disincentive for farmers to
upgrade farm operations because capital gains tax must be paid on land and other farm assets
sold to finance improvements. Unimproved farm businesses are less profitable and are
uninviting o young farmers contemplating a carcer in agriculmre.

Many older farmers and ranchers who would like 10 transfer land and other capital
property to some other assets for retirement income are prevented by the high taxes on
inflationary gains in asset values. This delay in the sale of farm assets is a hindrance to
young farmers trying to obtain land and equipment necessary to begin a farming operation.

Many farm commodities, such as timber, Christmas trees, breeding livestock, dairy
cows and equine, have extended production cycles. These extended production cycles merit
capital gains tax treatment of income when the commodities are marketed. Taxing capital
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gains on slow-maturing commodities at ordinary rates reduces the profitability of these
operations.

Estate Taxes

Farm Bureau supports increasing the estate tax exemption from $600,000 to $2 million
and indexing the exemption for inflation. We also support elimination of the $750,000 limit
to the adjustment in value that can by made when farmland is valued at its actual use rather
than its highest and best use under Section 2032A.

Farming in this country is both a way of life and a business. Perhaps like no other
family business, today’s farmers and ranchers owe a great deal to the generations who farmed
before them. Most learned how to farm from their parents and most started their careers in
production agriculture using assets provided by the previous generation.

Estate tax laws that govern the transfer of farm family business assets from one
generation to the next were last updated in 1981. Due to gradual inflation and pressure from
land development, the current $192,800 unified tax credit and allowance for farm use
valuation are no longer sufficient to allow many family farm businesses to pass from one
generation to the next. Because more and more farms have assets exceeding the $600,000
exemption, heirs are forced to sell land, equipment and/or buildings to pay estaie taxes.
When the portion of farm business assets that must be sold is too great, the economic
viability of the operation is destroyed and family members are forced to abandon the farm.

Removing the limit on the allowable adjustment for use valuation is especially
important in areas of the country that are becoming increasingly urban. Land values for
development in these areas are much higher than for agriculural use rendering the $750,000
cap ineffective in preserving farmland. If this cap cannot be eliminated it should, at the very
least, be increased and indexed for inflation.

Health Insurance Deduction

An item not addressed in the "Contract with America" but of extreme importance to
farmers is the deductibility of health insurance premiums. Farm Bureau must stress the
urgency of reinstating the 25 percent deduction for health insurance premiums paid by the
self-employed before farmers file their 1994 tax returns. In addition, Farm Bureau supports a
permanent 100 percent deduction for health insurance premiums paid by self-employed
individuals.

It is difficult to understand why, during the recent debate about health care, this
provision to make health insurance more affordable has not been expanded to 100 percent and
made permanent. High health insurance costs are particularly roublesome in farming and
ranching because it is a hazardous occupation. High risk translates into high insurance
premiums, and many farmers are reducing their coverage or dropping it entirely because they
cannot afford it. A tax deduction for the cost of insurance premiums will go a long way 10
help farmers and ranchers provide for their own insurance needs.

Individual Retirement Accounts

Farm Bureau supports changes in individual retirement accounts (IRAs) to expand
their use for saving for education, for the purchase and upgrade of primary residences, and for
medical illness. Tax changes to reinstate IRAS, to allow non-employed spouses to participate,
and to expand the uses for saved funds will be good for farm and ranch families of all ages
and are supported by Farm Bureau.

Farm and ranch income can vary greatly from year to year. When farmers and
ranchers have good income years, their incomes are heavily taxed as well as their camings on
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savings. Proposed changes in IRA rules will allow them to save more money and allow them
to retain more of the income from savings. In addition, increasing the variety of uses for
savings will give farmers more control of their financial future.

While farmers and ranchers understand the importance of saving for retirement,
business capital needs frequently supersede retirement savings. To many farmers, investing in
farm assets that can be productive now and sold in the future to finance retirement makes
sound business and personal sense.

As mentioned before, farm income can vary greatly from year to year. IRA rules
place limits on the amount of funds that can be invested each year. During tough financial
years, farmers and ranchers may not have money to invest. Yet in years when they show a
profit and could invest, the amount of retirement savings they can shelter from taxes is
limited.

Farm Bureau supports allowing farmers and ranchers, in preparation for retirement, to
invest proceeds from the sale of property and machinery into a special retirement account on
which taxes would be due at the time of withdrawal. Using an IRA, farmers and ranchers
could defer capital gains on the sale of qualified farm assets until the money was withdrawn
from the special account.

Farm Business Tax Issues

Farm Bureau supports accelerated depreciation. Proposals to increase the value of
investment depreciation to equal the full value of original investments and to increase the
amount of investment in equipment and inventory that can be expensed each year would help
farmers and ranchers and is supported by Farm Bureau. Depreciation rules keep becoming
more complex and have less and less relationship to actual investment decisions on farms and
ranches. Simplification is long overdue.

One key item not currently under consideration that is very important to farmers is the
tax treatment of disaster payments. Farm Bureau supports allowing farmers and ranchers to
count income from livestock sales and disaster payments in the year that they would normally
have occurred so that taxes paid are fair and a true reflection of normal farm income.

Weather is a factor that can’t be controlled or even accurately predicted. In years of
natural disasters, farm income from the sale of crops may be severely reduced or even
eliminated. Livestock producers who face multiplied feed costs may be forced to sell animals
prematurely. In addition to problems caused by reduced income, irregular and unexpected
cash flows make farm financial planning very difficult.

Fortunately, the federal government provides disaster assistance to farmers and
ranchers in these times of need. Unfortunately, disaster assistance payments and income from
forced livestock sales are usually received in a different tax year. Receiving extra income in
a single year increases taxes paid by farmers and ranchers who are already financially
handicapped by natural disaster and negates the benefits of disaster assistance.

Farm Bureau supports legislation to allow farmers and ranchers who are forced by
disaster to sell livestock early to include sale proceeds in the following year if that is when
the sale would have normally occurred. In addition, farmers and ranchers should be able to
count disaster payments in disaster years regardless of when the aid is actually received if that
is when income from crop sales would normally have occurred. The measure should be
retroactive to sales after December 31, 1992, to include victims of the 1993 midwestern flood.

There is some precedent for allowing farmers to report disaster payments as income in
a year other than the one in which the disaster payments were received. Currently farmers
are allowed to report insurance payments, such as hail insurance, in either the year in which
the insurance payment was received or the year in which the commodity would have been
marketed.
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Farm Family Tax Issues

Farm Bureau supports the creation of a per child tax credit and elimination of the
marriage penalty. In addition, we believe there should be an increase in the personal
exemption for income tax purposes.

The failure of the personal exemption to fully keep up with inflation and with growth
of personal incomes has forced a rapid rise in the income tax load for young farmers and
ranchers. The increased taxes for married couples has reduced the value of eamings from
spouses who work off the farm. While these tax changes would benefit all farmers and
ranchers, they would most benefit young farmers and ranchers who are raising families while
also trying to build a farm business enterprise.

Conclusion

Before closing, [ would like to mention a tax issue threatening the future of
agriculture organizations including Farm Bureau. The Internal Revenue Service (IRS) is
attempting to tax the dues of Farm Bureau’s associate members as unrelated business income.
This is misguided, unprecedented, and a reversal of long standing policy.

Tax policy and the resulting rules and regulations are critical to our members.
Policies that are fair and equitable promote both the economic well-being of farmers and our
nation’s food supply. Our tax system must provide incentives for citizens to pay their fair
share of their respective tax liabilities and encourage all citizens to create personal financial
safety nets. Provision of the "Contract with America" and other ideas discussed in our
statement will benefit farmers and ranchers and our economy. We urge you to adopt these
changes. We urge the Ways and Means Committee to examine the issue and pass correcting
legislation.

Thank for the opportunity to present these ideas today.
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Mr. HERGER. Thank you very much for your testimony, Mr.
Kleckner.
Mr. Atkinson will testify.

STATEMENT OF TERRY L. ATKINSON, CHAIRMAN, MUNICIPAL
SECURITIES DIVISION, PUBLIC SECURITIES ASSOCIATION;
AND MANAGING DIRECTOR AND HEAD OF THE MUNICIPAL
SECURITIES GROUP, PAINEWEBBER, INC.

Mr. ATKINSON. Thank you, Mr. Chairman, and members of the
committee, good afternoon.

I am Terry Atkinson. I am a managing director and head of the
municipal securities group at PaineWebber. I am also chairman of
the municipal securities division of the Public Securities Associa-
tion, and it is in that capacity that 1 appear here today. I am
pleased to be here to represent PSA’s views on the capital gains
provisions of H.R. 9.

I think, as most of you know, PSA represents nearly all banks
and securities firms which deal in municipal and other public secu-
rities. Consequently, we take an active interest in issues related to
capital formation, savings, and investments. We are encouraged by
the considerable attention being paid to these issues of late, and we
commend this committee for calling the series of hearings.

I would like to focus this afternoon on PSA’s views on two of the
capital gains provisions contained in title I of H.R. 9, and also on
the need to restore capital gains tax treatment for municipal bonds
purchased at a market discount.

Savings and investment are essential for the sustained gains in
productivity, standards of living, and economic growth. PSA gen-
erally supports responsible proposals to encourage capital invest-
ment and savings. In that regard, we fully support the two provi-
sions of H.R. 9 which would effectively reduce the tax rate on such
gains and would allow taxpayers to index capital gains for infla-
tion. These two provisions would create powerful incentives for
families to save and invest. The result would be a stronger, more
productive, and more competitive economy.

I would now like to turn to an issue also closely linked to savings
and investment: The tax treatment of market discount on tax-
exempt municipal securities. Market discount occurs when bonds
trade at prices below face value, usually as a result of increasing
interest rates. This is admittedly a complex and arcane issue. The
provision in OBRA 1993 which amended the treatment of munici-
pal market discount from capital gain to ordinary income has re-
sulted in a less stable, less liquid market. It has also resulted in
tax rules which are complicated and difficult to apply, even for pro-
fessional tax practitioners.

Let me outline a few of the effects the provisions have had on
the municipal market.

First, the liquidity of the market has been negatively affected.
Some investors, especially mutual funds and bank common trust
funds, have refuse(f to buy market discount bonds altogether. This
problem is especially acute in today’s market where, as a result of
higher interest rates, there are large numbers of discounted bonds
being traded.
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Second, pricing of discounted bonds has become more volatile, in-
efficient, and misunderstood. Peculiar interactions between dis-
counted bonds and bonds trading at or above face value occur regu-
larly. As a result, sellers get significantly lower prices for their in-
vestments than they should, and buyers face prices that are dif-
ficult to understand and evaluate.

Third, higher secondary municipal market yields will ultimately
lead to higher costs for States and localities in issuing securities in
the primary market to pay for much-needed public infrastructure
investment. The ability of States and localities to raise capital for
public investment depends on a stable and liquid secondary market
for their securities. Since the adoption of new market discount
rules, the market has become more volatile and less liquid.

Last, the new rules are not accompanied by any significant eco-
nomic gain for the Federal Government. Whatever revenue is real-
ized by the Treasury will not come until far into the future. The
market effects, however, are immediate.

In short, because they negatively affect municipal securities issu-
ers and investors, the new rules for municipal market discount are
a disincentive to savings and investment. They offer little economic
benefit and do not effectively address any public policy concerns.

We strongly support the capital gains provisions in H.R. 9. How-
ever, we also urge the committee to address a tax provision that
is harmful to savings and investment: Restore capital gains treat-
ment for market discount on municipal bonds. Congressman
Cardin introduced legislation in the last Congress designed to ad-
dress this issue, and we urge the adoption of a similar provision
as an amendment to H.R. 9.

Thank you for the opportunity to present our views. I look for-
ward to answering your questions.

[The prepared statement follows:]
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Thank you, Chairman Archer, and good moming. Iam Terry Atkinson, and I am a managing
director and manager of the municipal securities group at PaineWebber, Inc. 1am also
Chairman of the Municipal Securities Division of the Public Securities Associaton (PSA). [ am
pleased to be here this morning to present PSA’s views un the capital gains provisions of H.R. 9,
the Job Creation and Wage Enhancement Act of 1995.

PSA represents banks and securities firms which deal in municipal securities, U.S. government
and federal agency securities, mortgage- and other asset-backed securities and money market
instruments. Consequently. we take an active interest in issues related to capital formation,
savings and investment. We are encouraged by the considerable attention being paid to these
issues of late, and we commend Chairman Archer for calling this series of hearings.

My statement this morming will focus on PSA’s views on two of the capital gains provisions
contained in the Contract with America and in Title 1 of H.R. 9, a 50-percent capital gains
deduction and a provision to index the application of the tax on capital gains to the inflation rate.
[ would also like to discuss the need to restore capital gains tax treatment for municipal bonds
purchased at a market discount.

The Public Securities Markets and Capital Galns

One of the most unique aspects of the markets represented by PSA is that they exist primarily to
serve public policy goals. The municipal bond market exists to provide financing for state and
local investment in infrastructure and other productive assets. The government and federal
agency securities markets provide capital and liquidity for securities issued by the U.S. Treasury
and U.S. govermment agencies. These markets reduce the costs to American taxpayers of
funding the federal budget deficit and also finance other government investment. The mortgage-
backed securities market helps provide financing for home ownership. By bringing together
investors and public sector borrowers, these markets together provide hundreds of billions of
doliars in financing each year for investment which is vital to the nation’s continued economic
strength.

Savings and investment are essential for sustained gains in productivity, standards of living and
economic growth. PSA generally supports responsible proposals to encourage capital
investment and savings. In that regard, we fully support the two provisions in H.R. 9 which
would provide for a 50-percent deduction of realized capital gains — thereby reducing the
effective tax rate for such gains — and would allow taxpayers to account for inflation in
calculating capital gains subject to taxation (Sections 1001 and 1002 of the bill). Reducing the
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tax rate on capital gains and indexing gains for inflation would create powerful incentives for
families to save and invest. The result would be a sronger, more productive and more
competitive economy.

Capital Gains and Market Discount

An issue closely related to capital gains reform involves the taxation of securities purchased on
the secondary market at a discount, securities aptly referred to as “market discount bonds.” The
budget reconciliation legislation enacted into law in 1993 (OBRA "93) contained a provision that
amended the tax treatment of municipal securities purchased at a market discount. The law
causes financial gain from the sale of these instruments to be taxed as ordinary income rather
than as capital gain. The new market discount rules have had a harmful effect on secondary
market liquidity for municipal securities, are overly complex and burdensome to apply. and will
eventually increase borrowing costs for state and local govermment issuers of municipal bonds.
Since the principal goal of H.R. 9 is to increase investment by decreasing the taxation of capital
gains, restoring the lower, pre-1993 tax rates on gains from the sale of market discount bonds
would be entirely consistent with the bill. Such a change would decrease the tax burden on an
important investment tool and restore lost market liquidity.

The consequences of the change in tax treatment of market discount to trading and pricing of
municipal securities have been enormous. The tax principles involved are technical and
complex. The issues surrounding the new treatment of market discount are often misunderstood
by professional tax analysts and practitioners, to say nothing of individual investors.

Market Discount and Liquidity

Market discount exists when a bond is purchased in the secondary market at a price below par,
or face value. Market discount is the difference between the purchase price of a bond and its
stated redemption price at maturity.' In most cases, market discount exists because yields have
increased since bonds were originally issued. For fixed income securities like municipal bonds,
when yields rise, prices fall. resulting in bonds that trade below face value. A de minimis rule
exists so that if the amount of market discount is small — an amount less than 0.25 percent of
the face value of a bond times the number of years between the bond’s acquisition and its
maturity — the discount is taxed as under previous law.

Before the enactment of OBRA '93, accreted market discount on municipal bonds was taxed as
capital gain at the time the bond was sold, redeemed or otherwise disposed of. Under the new
law, accreted market discount is still taxed at the time a bond is sold or redeemed. However,
accreted market discount is now being taxed as ordinary income, not as a capital gain. The pre-
OBRA ’93 exemption from the market discount rules for municipal securities was important for
one principal reason. Because the interest earned on municipal securities is generally exempt
from federal taxation, many municipal bond investors avoid bonds with an element of ordinary,
taxable income. The exemption from market discount rules for municipal securities tended to
broaden the investor base for state and local bonds, thereby maintaining the liquidity of the
market.

For example, suppose an investor buys a tax-exempt bond in the secondary market at a price of
90" with ten years left until maturity. (Assume the bond was originally issued at par, or face
value — a price of 100.) Five years later, he or she sells the bond at a price of 95. The investor
must treat the five-point gain as ordinary income in the year the bond is sold. (Total market
discount at the time the bond is purchased is ten points, which must be accreted on a straight-line
basis over the ten years until maturity. After five years, accreted market discount totals five
points.) Suppose, under the same circumstances, that the investor holds the bond to maturity.
Ten points (the entire amount of market discount) are taxed as ordinary income in the year the
bond is redeemed.

' In the case of a bond sold at original issue discount, such as a zero-coupon bond. market discount is the
difference between a bond’s adjusted issue price and its stated redemption price.

? Municipal bond prices are quoted here in poins. or percentage of face value. A $1.000 bond trading at a price of
90 sells for $500.
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These examples highlight the simplest scenarios. In reality, most calculations of market discount
are much more complex. If, for example, an investor buys a bond with original issue discount
(OID) and then sells the bond prior to maturity, he or she could realize income as tax-exempt
interest, tax-exempt OID, capital gain or loss, and market discount taxable as ordinary income,
all from a single transaction. The calculations required to distinguish from among these four
types of income are complicated and burdensome. The chances of anyone — even professional
tax practitioners — correctly calculating their tax liability in such a circumstance are minimal.
Although it surely was not the intent of the drafters, the market discount provisions contained in
OBRA '93 have resulted in rules that are extremely difficult, and for some nearly impossibie, to
comply with. The new tax reatment for market discount has also resulted in unpredictabie and
volatile pricing for discounted municipal bonds.

Market Discount and Volatility

Since the new market discount rules took effect, a two-tier secondary market has existed for
municipal securities. One tier consists of bonds where market discount is treated as ordinary
income {market discount bonds) and the other of securities where there is no discount or where
de minimis discount is taxed as capital gain. The interaction between these two segments of the
municipal market regularly results in inconsistent, inefficient and misunderstood pricing of
discounted municipal bonds on the secondary market. Indeed, discounted municipal bonds can
wade at yields of 20 basis points (0.2 percentage point) or more above comparable municipal
securities selling at or above face value. In mid-1993, market interest rates were at historical
lows. Very few municipal bonds were traded at a discount, and the effects of the new tax
reatment were not widely felt. Although PSA swenuously opposed the new treatment of market
discount during deliberationis over OBRA ’93, as a result of market conditions at the time, the
municipal finance community failed to focus on the problems generated by the provision. The
effects of the change in tax status have been magnified by a drastically different bond market
which has emerged over the past year. As a result of changing economic expectations among
investors and actions taken by the Federal Reserve, interest rates have increased considerably
since the enactment of OBRA '93, resulting in many more bonds trading at discounts. The
market effects of the provision are now severe.

As a result of their new tax status, the market for discounted municipal bonds has become
significantly less liquid — there are fewer investors, and discounted bonds offered for sale are
priced less aggressively. Many tax-exempt bond mutual funds and bank cornmon rust funds
have stopped buying discounted bonds altogether, citing specific restrictions against earning
ordinary, taxable income or an unwillingness 10 report taxable income te fund investors. Other
investors, especially retail investors, avoid market discount bonds because of the complexity of
calculating the amount of discount subject to taxation. In practice, market discount municipal
bonds are priced based on an after-tax yield assuming the investor is in the highest marginal tax
bracket of 39.6 percent. However, investors do not actually incur a tax liability from market
discount until bonds are redeemed, and this often occurs when the bonds mature many years into
the future. In many cases, especially when bonds serve as retirement savings, the investor by
then is in a lower marginal tax bracket.

In addition, under the new rule, investors can no longer offset gains attributable to market
discount bonds with capital losses on other investments. The worst circumstance for a tax-
exempt mutual fund, for example, would occur in a year where the market performed poorly and
the fund’s overall performance was negative. In previous years, any market discount realized by
the fund during the year would be offset by capital losses. However, under current law, that
fund's shareholders may be subject to ordinary income tax on market discount in a year when
the fund actually had an overall negative return. Such a circumstance has a chilling effect on
investors in tax-exempt funds, and tends to discourage investment in municipal bonds.

The effects of the new tax treatment for market discount were exacerbated by market conditions
in 1994. Historically steep increases in interest rates caused bond prices to fall precipitously
throughout the year. As prices of municipal securities fell below face value, secondary market
investors began demanding even higher yields to compensate them for the higher rate of taxation
of market discount, causing prices to fall even further. Falling bond prices caused many mumal
fund investors to exit the market, forcing funds to sell bonds at discounts in order to “‘cash out™
shareholders. Selling by funds resulted in even more market discount bonds in the market for
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which the few buyers that remained demanded even higher yields to compensate for the new tax
treaiment. The market discount rules helped perpetuate market conditions where sellers got
significantly lower prices for their investments than they should have, and where buyers faced
prices that were difficult to understand and evaluate.

These higher secondary market yields now demanded by buyers of market discount bonds will
ultimately lead to higher costs for states and localities in issuing securities in the primary market
to pay for much-needed public infrastructure investment. The ability of states and Jocalities to
raise capital for public investment depends on a stable and liquid secondary market for their
securities. Since the adoption of new market discount rules for municipal securities, the market
has become more volatile and less liquid.

The added capital costs for states and localities that will result from the new market discount
rules are not accompanied by economic gain for the federal government. Although the new
policy was designed to prevent high-income individuals from converting ordinary income into
capital gains, no evidence exists that such behavior has ever, or would ever, be widespread in the
municipal secondary market. Therefore, the savings to the federal treasury are negligible.
Whatever revenue is generated will not be realized until far into the future when market discount
bonds are sold or redeemed. The negative effects on the marketplace, however. are immediate.

Summary

The tests of a well-constructed tax law are that it is equitable and easy to apply, that it achieves a
policy goal and that its benefits exceed its costs. PSA believes that the capital gains provisions
contained in H.R. 9 meet these tests. The goal of the capital gains provisions in H.R. 9 is to
encourage savings and investment in order to strengthen the economy. PSA believes that
savings and investment are vital to growth, productivity and our standard of living, and for this
reason, we support the provisions of H.R. 9 providing for a 50-percent deduction of capital gains
and indexing gains for inflation.

The new market discount rules for municipal securities meet none of the tests of a good tax law.
It is not equitable: sellers of municipal securities are unnecessarily hust by inefficient pricing. It
is not easy to apply: the calculations required to comply with the new rules are needlessly
complex and difficult to understand. It does not achieve a policy goal: investors do not come to
the municipal market as a means of converting ordinary income to capital gain. lts benefits do
not exceed its costs: the federal Treasury will realize little revenue from the provision, and
municipal bond investors and state and local borrowers are being harmed.

The current treatment of market discount is a disincentive to savings and investment. The new
market discount rules have resulted in a rnore volatile and less liquid municipal securities market
and will eventually hamper the ability of states and localities o undertake new investment by
increasing their cost of capital. Addressing problems raised by the new treatment of market
discount for municipal securities is consistent with the goals of H.R. 9. A bill introduced in the
103rd Congress with bipartisan cosponsorship by Congressman Ben Cardin, H.R. 4714, would
have repealed the new the new treatment of market discount on municipal securities. We urge
the Committee during its deliberations on H.R. 9 to adopt a similar provision to tax market
discount as capital gain, rather than as ordinary income.

| appreciate the opportunity to present PSA’s views, and I look forward to working with this
Committee as the debate over H.R. & continues.
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Mr. HERGER. Thank you very much.
Mr. Auerbach, please.

STATEMENT OF ALAN J. AUERBACH, ROBERT D. BURCH
PROFESSOR OF TAX POLICY AND PUBLIC FINANCE,
DEPARTMENT OF ECONOMICS, UNIVERSITY OF CALIFORNIA,
BERKELEY

Mr. AUERBACH. Thank you very much, Mr. Chairman.

Let me just say because I am on a panel with others represent-
%]nglffdiﬂ'erent constituencies that I am here testifying on my own be-

alf.

I am director of the Burch Center for Tax Policy and Public Fi-
nance at the University of California. I am an economist and I
have studied and testified before this committee on issues of capital
formation and the budget many times in the past. My discussion
today and my written testimony will be limited to two sets of provi-
sions in titles I and IT of H.R. 9 dealing with the indexation and
exclusion for capital gains and the NCRg provisions for capital re-
covery.

Let me begin by summarizing my conclusions.

The combination of the capital gains exclusion of 50 percent and
indexing would, for typical assets, easily lead to the equivalent of
greater than 60-percent exclusion of gains without indexing. You
may recall that in 1978 one of the reasons for increasing the exclu-
sion for capital gains to 60 percent was inflation. If we were ever
to go back to the unfortunate inflation rates of the late seventies
and early eighties, the combined effect of the 50-percent exclusion
and indexing would actually be far greater than 60 percent. So in
that sense this would be establishing more generous treatment for
capital gains than in the period from 1978 to 1986.

Second, the capital gains reform would cost the Treasury tax rev-
enue in the long run. There are differences in measurement and
opinion about the short run. On the basis of the professional evi-
dence, there is little doubt that a capital gains tax reduction will
cost revenue in the long run. You may have heard statements to
the contrary here today. Those are not based on evidence, and the
evidence is all that I can go on.

Taking dynamic considerations into account, that is, looking at
macroeconomic feedback effects, would likely increase this revenue
loss. That is because the capital gains exclusion that applies not
only to newly acquired assets but also to existing assets with po-
tentially large accrued gains has an enormous windfall effect.
Windfall effects do not have incentive effects; they do not encour-
age saving. They encourage consumption, and by providing a very
large windfall, a tax change like this would have a much more di-
rect impact on reducing saving than on increasing it. This is par-
ticularly so in a full employment economy, as we ﬁave now, where
increasing consumption is not likely to increase output. That in-
crease in consumption is going to come at the expense of invest-
ment, that reduction in investment is going to reduce the growth
rate of the economy, and that is going to reduce future tax revenue.

Third, the proposed neutral cost recovery system offers the equiv-
alent of immediate expensing, at least theoretically. Compared to
the current system, it is as if you were giving an investment credit
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for corporate taxpayers in the 35 percent bracket ranging from 2.4
percent for a 3-year property at current inflation rates to about 8.3
percent for a 10-year property.

Fourth, despite the large tax reduction it provides, NCRS is con-
sciously designed in a way that masks its large revenue costs. As
is quite clear from the revenue estimates, the costs are much high-
er in the long run than they are in the short run, and like the cap-
ital gains reform, it is best to look at the longer run revenue impli-
cations when deciding whether this is something that the Nation
can afford.

If you feel that a program like NCRS is something that should
be done, you should be prepared to pay for it in the same way that
you would pay for the equivalent investment tax credits ranging
from 2.4 to 8.3 percent.

Fifth, the NCRS scheme does not eliminate the distortions asso-
ciated with the taxation of investment income. While it does pro-
vide a zero tax for machinery and equipment, it doesn’t go far
enough even for those assets in taking care of the way they are fi-
nanced. In particular, if they are financed with debt, there will be
a significantly negative tax rate for that kind of investment. As
distortionary as positive capital income taxes are, negative capital
income taxes are distortionary as well.

Sixth, and finally, from a macroeconomic perspective this is a
particularly inappropriate time to introduce large investment in-
centives. Investment grew at over 13 percent in the past year. It
grew at nearly 13 percent from the third quarter of 1992 to 1993.
We are operating near capacity overall and near capacity in the
capital goods industry, and increasing demand is not the right way
to increase saving right now. The better way to increase saving is
to reduce consumption, both by the government and by the private
sector.

Thank you.

[The prepared statement and attachment follow:]
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Capital Formation and the "Contract with America"
Testimony before the Committee on Ways and Means, U.S. House of Representatives
by

Alan J. Auerbach
Robert D. Burch Professor of Tax Policy and Public Finance
University of California, Berkeley

January 24, 1995

Mr. Chairman and Members of the Committee:

1 appreciate the opportunity lo give my views of the effects of the "Contract with
America" on saving and investment. My discussion will be limited to Titles | and 1l of H.R. 9,
the Job Creation and Wage Enhancement Act, which contain proposals to reduce and index the
capital gains tax and increase the value of depreciation allowances on business fixed investment.
Let me begin by summarizing my conclusions.

1. By providing both a 50 percent exclusion for long-term gains and inflation indexing,
the capital gains reform would sharply reduce the tax burden on capital gains. The combined
impact could easily exceed that of a 60 percent exclusion of gains without indexing.

2. The capital gains reform would cost the Treasury 1ax revenue in the long run. Taking
"dynamic" considerations of growth into account would increase this revenue loss: because of
large windfalls to existing capital, the reform would encourage current consumption rather than
saving,.

3. The proposed Neutral Cost Recovery System (NCRS) offers the equivalent of
immediate expensing of the cost of investment in machinery and equipment. Compared to the
current system, NCRS provides the additional incentive to invest that would be provided by an
investment tax credit ranging from about 2.4 percent for three-year property to about 8.3 percent
for ten-year property.

4. Despite the large tax reduction it provides, NCRS is designed in a way that masks its
large revenue costs. Like the capital gains reform, it promises short-run revenue pains due to
timing. The long-run losses, however, are a better measure of budgetary impact and should be
used as a basis for evaluating the proposals.

5. The NCRS scheme does nor eliminate the distortions associated with the taxation of
investment income. Different assets will face different effective tax rates, and debt-financed
capital purchases are likely to face quite negative tax rates, making NCRS property a tax shelter
for other capital income.

6. I'rom a macrocconomic perspective, it is a particularly inappropriale time to introduce
the large investment incentive embodicd in NCRS. Business fixed investment is booming and
the economy as a whole s operating near its capacity. Added stimulus to investment is likely to
exacerbate supply constraints and inflationary pressures.

In short, neither scheme offers a painless reduction in capital income taxation. [nan
economy with a terribly low national saving rate. fiscal policy that is out uf balance, and
production that is operating near capacily, this package is likely to work in the wrong direction
on all three counts: to reduce national saving, worsen the budger deticit and stimulate production
demand.

Let e wrn now to a detailed discussion of the proposals.

Capital Gains Provisions

‘The capitai gains tax provisions of H.R. 9 would introduce a 50 percent exclusion
of capital gains and also provide for the prospective indexing of asset bases for inflation
accurring after December 31, 1994 Like the exclusion, indexing acts to reduce the portian of
nominal capital gains subject to tax. Thus, the two provisions together will exclude more than 50
percent of gains from tax. For example, for an asset held for ten years, yielding a total return of 9
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percent annually, and an inflation rate of 3 percent, 63 percent of gains would be excluded from
the tax base. This exceeds the 60 percent exclusion rate that existed between 1978 and 1986. At
the higher rates of inflation experienced in the late 1970s and early 1980s, the exclusion rate
would be even higher because the indexing provision would be more valuable.

There are several arguments offered for reducing capital gains taxes or indexing them in
this manner, but as [ will explain, | find them generally unconvincing.

Revenue Effects

A capilal gains tax recuction would lessen the distortion of the “lock-in" effect that
discourages investors from realizing their capital gains. As a result, it would lead to more
frequent tumover of capital assets and hence more capital gains being taxed. Some argue that the
increased tax base would more than offset the reduced tax rate, leading to increased revenue.
Unfortunately, there is little empirical support for this argument. While there is convincing
evidence that investors time their capital gains realization to take advanage of lower tax rates --
as they did at the end of 1986 to avoid the impending tax increase -- there is ne evidence that
realizations increase permanenily by enough to raise revenues in the long run. Tndeed, as [ have
illustrated in previous research, such a long-run increase in realizations would require an
implausible speeding up of transactions and reduction in assets passed through estates.! The
most recent studies of investor behavior confirm that. while realizations are extremely sensitive
to temporary lax rate variations, they are far less responsive to more permanent ones -- not nearly
responsive enough (o raisc revenues.? Hence, capital gains tax cuts do cost tax revenue, and must
produce other social benefits to offser the revenue loss.

Increased Capital Formation

Proponents argue that capital gains tax reductions wil! lead to more capital formation and,
as a result, generate further revenue gains. However, while reductions in capital gains taxes (or
other taxes on capital income) lower the cost of capital, thereby encouraging investment, they
affect saving in a second way as well. By raising the after-tax income of households, capital
gains tax reductions encourage consumption. Saving will increase only if the first effect
outweighs the former. Unforiunately, the impact on the incentive to save and invest will be
relatively small, and a retroactive capital gains tax reduction, as is being proposed, provides large
windfalls to the owners of existing assets. Such windfalls will have a much more powerful
effect in the opposite direction -- to increase consumption and reduce saving.

For corporate investment, there are several factors that attenuate the effect of a capital
gains tax reduction. First, as capital gains even now receive favorable tax treatment (they are
taxed only upon realization at a maximum of 28 percent and are not taxed if transferred through
an estate), the effect of the rate reduction would be muted. Given my past estimates of the
advantages of deferral and basis step-up at death’, the current 28 percent maximum rate translates
into an effective rate of about 10 percent. Based on the same assumption, the combination of
indexing and the 50 percent exclusion might reduce this to just over 5 percent, yielding a roughly
5 percentage point reduction the effective tax rate on capital. Capital gains taxes primarily affect
the cost of equity-financed investment, to the extent that equity returns are received in the form
of capital gains and are received by taxable investors. As a rough estimate, if 1) half of all
finance is through equity, 2) half of all equity returns are in the form of capital gains, and 3) half
of this equity is held by taxable investors, then the drop in the effective tax rate falls by seven-
eighths, to about .6 percentage points. For a real, before-tax rate of return of 6 percent, this is
like an increase of 4 basis points in the rate of return to saving.

'Alan J. Auerbach, "Capital Gains Taxation and Tax Reform," National Tax Journal 42,
September 1989, pp. 391-401.

2Leonard E. Burman and William C. Randolph, "Measuring Permanent Responses to Capital-
Gains Tax Changes in Panel Data,” American Economic Review 84, September 1994, pp.794-809.

’Alan J. Auerbach, "Capital Gains Taxation and Tax Reform,"” Op. Cit
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By contrast to this very small increase in the incentive to save, offering investors a
refroactive tax cut on prior appreciation of existing assets bestows a very large windfal} that will
increase consumption. To a first approximation, the size of this windfall equals the reduction in
the effective capital gains rate, again about 5 percentage points, times the total current value of
unrealized gains held by taxable investors. The extra consumption this windfall generates likely
will more than offset the small reduction in consumer spending induced by the rise in the after-
tax rate of retum

Thus, as currently structured, the capitat gains tax reform would almost surely increase
consumption and reduce saving. This unfavorable outcome could be mitigated somewhat by
reducing the windfall 1o existing assets. One change in this direction would be to require sale or
constructive realization of existing assets in order to qualify for indexing. This change would
have the additional benefit of increasing realizations and tax revenues. An even more direct
measure would be to limit the capital gains exclusion to newly acquired assets or those
constructively realized.

Promoting Venturc Capital Investment

An argument often made for reductions in capital gains taxes is that they are needed to
promote investment in risky enterprises and new businesses that yield much of their return in the
form of capital gains. However, a provision targeted precisely 1oward this objective is already in
force: the Revenue Reconciliation Act of 1993 permits an exclusion for newly issued equity in
small businesses. Thus, the venture capital argument does not apply to the current changes.

Insulating Gains from Inflation

The tax system generally measures income on a nominal basis, ignoring the fact that
some returns merely compensate asset owners for a decline in the real value of their assets due to
inflation. This distorts the measurement of income and raises the effective tax rate on asset
returns. While a capital gains exclusion has sometimes been justified to compensate for this
overtaxation, this is not the best way to alleviate the distortion of nominal taxation. Indeed, the
current proposal includes the most straightforward approach, indexing of asset bases, so the 50
percent exclusion cannot also be justified by the need to compensate for inflation.

While basis indexing is the right way to protect capital gains from inflation. there is no
reason 10 single out this one form of capital income when indexing. Since capital gains already
receive favorable tax treatment, the inflation tax weighs less heavy on them than on the return to
fully taxed capital income such as payments on interest-bearing assets. Fatlure to index interest
not only leaves out an important class of assets, but also keeps in place the benefirs that inflation
provides to interest deductions. Given that borrowers are likely to be in higher tax brackets than
lenders, this means that, under 1he indexing provisions, borrowing 10 invest in capital assets will
actually be encouraged by higher inflation. While indexing is desirable, | see no justification for
limiting it to capital gains. particularly when capital gains are already tax-favored and about to
become more so. Indexing depreciation allowances, as would be done under the Neutral Cost
Recovery System, is another step in the right direction, but does not address the mismatch in the
treatment of interest deductions and capital gains.

The Neutra] Cost Recovery System

As just noted, the Neutral Cost Recovery System would index the bases of assets for
purposes of calculating depreciation allowances. Assets currently written off over three, five,
seven or ten years using the 200 percent declining balance method would also effectively receive
interest, at the rate of 3.5 percent, on any undepreciated basis, while having allowances shifted to

the 150 percent declining balance method. For this group of assets, the new scheme would be
approximately equivalent to immediate, {irst-year expensing of the entire cost of investment.*

“The equivalence is based on the assumption that the real discount rate is 3.5 percent. If the
appropriate rate is lower, the scheme is more generous than expensing. If the appropriate rate is
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At an inflation rate of 2 percent and a real discount rate of 3.5 percenr. NCRS gives investors
facing the corporate 1ax rate a benefit equivalent to an investment tax credit ranging from a 2.4
percent (with a 50 percent basis adjustment, as during the period 1982-86) for three-year property
to 8.3 percent for ten-year property.

The Timing of NCRS Deductions

Since both expensing and investment 1ax credits are familiar concepts in the tax code,
then why does NCRS 1ake the form it does, rather than simply expanding the scope of existing
expensing provisions or reintroducing the investment tax credit? There can be anty one answer:
timing. By shifting from 200 percent declining balance to 150 percent declining balance and
then grossing up deductions for inflation and interest, NCRS greatly increases the present value
of allowances while shifiing them into the future.

Figure 1 illustrates this. [t shows the annual deductions for a dollar of investment in ten-
year property under existing law and NCRS, assuming a 3 percent inflation rate. During the first
three years, deductions are actually higher under current law. Combine this project with projects
starting in years 2, 3. 4 and 5, and you could well raise revenue in each of the first five years --
the relevant budget window. You would almost certainly raise revenue in the five years
combined. Indeed, all the provisions of NCRS taken together, including those affecting other
assets, have been estimated by the Treasury fo raise revenue during the period 1995-2000.°

Thus, this new system of depreciation would be very costly in terms of revenue. From
the perspective of responsible budget policy, we should be prepared to make the same offsetting
budget adjustments in terms of added revenue or reduced spending as we would to finance a
system of investment tax credits ranging from 2.4 to 8.3 percent.

Ironically, this backloading of incentives may actually make the policy less effective. By
offering businesses the equivalent of expensing but only providing payments over time, the
government is giving firms an IOU. To the extent that businesses face restrictions in credit
markets, it would make more sense for the government to borrow the cash needed to provide
immediate payment of the [QU, rather than forcing cash-constrained firms 1o borrow until the
10U is paid off. Even with its current budget problems, the federal government faces less
difficulty raising funds than many businesses do. This is one reason why, in the past, proposed
investment incentives have either taken the torm of an investment credit, as in President Clinlon's
original 1993 package, or accelerated depreciation, as in President Bush's 1992 proposal for a 15
percent investment tax allowance.

Is NCRS neutral?

If tax neutrality means equal treaiment of different assets, then NCRS fails by giving
more generous treatment to machinery and equipment than other assets. [f neutrality means a
zero tax rate on investment income, then NCRS fails again, even for machinery and equipment.
While expensing or its equivalent imposes no net tax on the returns 1o investment, there are
additional provisions that may impose positive or negative taxes on the same returns. For
example, as already mentioned, debt-financed investments will still provide tull, nonindexed
interest deductions. As long as interest is received by those in a lower bracket than the borrower,
the combined tax on borrower and lender wil] be negative. Combined with the zero tax on asset
returns produced by NCRS, the result is a net negative tax rate on debt-financed investment in
NCRS property. While lower capital income 1ax rates may make sense, negative tax rates are
hard to justify and produce distortions of their own, including new 1ax shelter opportunities.

higher, than expensing is more aftractive.

*Statement of Assistant Treasury Secretary Leslie B. Samuels before the Committec on Ways and
Means, January 10, 1995, Table 1



132

NCRS and the Macroeconomy

In the past, investment incentives were introduced as a way of stimulating investment and
economic activity out of recession. This type of countercyclical policy is hard to practice
because it often comes loa late and may even exacerbate investment fluctuations by leading
investors to hold off investing during a recession as they await yet another investment incentive.
However, from the perspective of countercyclical poticy, it is difficult 1o imagine a worse time
than the present for the introduction of investment incentives.

With an unemployment rate of 5.4 percent, the economy may well be operating at a
capacity above that sustainable at a stable inflation rate. Business fixed investment 1s growing
briskly; it grew in real terms by 12.6 percent between the third quarters of 1992 and 1993, and by
another 3.7 percent between the third quarters of 1993 and 1994. For machinery and
equipment, the growth rates over the same two years were 17.6 percent and 17.3 percent. An
added stimulus for equipment purchases, particularly one not sufficiently balanced by oftsetting
deticit reductions, would push further against capacity constraints in capital-goods-producing
industries and the economy as a whole, adding considerable fuel i present inflationary
pressures.

The United States needs morc national saving. However, with aggregate demand already
strong, a belter way to meet this objective is by reducing consumption -- by government as well
as households -- rather than trying 1o increase investment. A serious deficit reduction policy is
the most direct way to accomplish this objective.

Figure 1
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Mr. HERGER. Thank you very much, Mr. Auerbach.

I am just curious, you had somewhat of a different type of seeing
the results of our policy than what perhaps several other members
of the panel would agree with. Is there anyone who would disagree
with Mr. Auerbach who would like to comment on the panel?

Mr. HUARD. The rest of us here are all at something of a dis-
advantage, none of us are economists. I think you obviously have
a difference of opinion. Most of you were here for the prior panel,
and I think you really have to decide on the issue of things like
capital gains tax cuts whether it is the right thing to do, whether
it makes economic sense.

I have been testifying before this committee for nearly 15 years,
and the only thing I could say with confidence when econometric
estimates are thrown around, and this is going to lose $x billion
and this is going to raise $y billion, is that you know for certainty
that those estimates are going to be wrong, and they are going to
be wrong by billions of dollars. About all they can tell you that is
helpful is orders of magnitude and trend lines, but the actual num-
bers themselves imply a precision which, frankly, doesn’t exist.

Mr. HERGER. Thank you very much.

Mr. Kleckner, I would just like to comment on your comments,
being from an agricultural area myself, I thank you very much for
your testimony, and specifically I would like to ask you if you could
explain to our committee concerning the increase of maximum ex-
emption for special use from $750,000 to $1.5 million.

My colleague, Mr. Thomas, has legislation that would do that,
and I have introduced legislation that would help index land, spe-
cial use land, particularly for agriculture. And we see so often in
our communities where so many of our farms have been out away
from the cities at one time, but as the urban area grows we find
ourselves that the urban areas now encroach where it is right on
top of us but yet our land is valued for what it might be for indus-
trial use perhaps or for building homes on rather than the family
farm, and I wish-—would you mind commenting a little bit more on
how important these two aspects of indexing and raising the spe-
cial use from $750,000 to $1.5 million—I believe you mentioned $2
million in your recommendation—would be to the family farmer?

Mr. KLECKNER. Yes, thank you, Mr. Chairman. It is extremely
important, and you are surely right, that many people were in the
country years ago but now the city is moving out. Land valuations
have skyrocketed for the new potential use as compared to the use
for agriculture that they are now valued at.

We would prefer that there be no exclusion at all, that it be en-
tirely valued at agricultural use. However, we will certainly sup-
port the raising from $750,000 to $1.5 million or whatever the pro-
posal might be revised to be.

We think your proposal to index it is extremely important, also.
I think indexing in this whole area, this area as well as capital
gains, is a key to the future. We will support increasing the exemp-
tion up to the $1.5 million. If there is a maximum at $1.5 million,
it should definitely be indexed.

It seems to me the government loses nothing in the end. There
may be a bit of delay, but in the end if that land is converted to
houses, as you mentioned, taxes will be paid on it at that time.
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Let’s take a $1 million piece of property for farming valued at $5
million, raising the exclusion from $750,000 to $1.5 million, while
very helpful still might cause that person to have to sell the farm
and get out of farming. So whatever it can be raised to will be of
great benefit.

The three-quarters of a million to a million and a half would be
extremely helpful. I would hope that the committee would look at
even going further than that. But at all costs, your proposal to
index needs to be in there.

Mr. HERGER. Thank you very much. Mr. Levin will inquire.

Mr. LEVIN. Thank you very much.

Let me ask those of you, other than Professor Auerbach, who
favor these proposals, do you favor them if in the end they are not
part of a deficit neutral package? Do any of you favor that or is
your position conditioned on over 5 years, it would be 10 in the
Senate and I think the 10-year standard would be discussed here,
there would have to be no negative impact on reduction of the defi-
cit?

Mr. HuarDp. Well, the NAM has consistently taken the position
that any tax cuts adopted as a part of the Contract should be fi-
nanced fully with spending cuts. We don’t think you should be
playing shell games and financing them with offsetting tax cuts on
somebody else. That is basically not going to do anything for eco-
nomic growth, but we do think if you fully finance any spending
cuts adopted as part of the Contract with offsetting spending cuts
you will get very positive benefits and that is the way you ought
to do it.

Mr. LANE. We would agree with that at NAEA. I think that the
purpose of our support for all the initiatives in the business aspect
of this bill are going to support a growth in the economy and
growth in the profitability of businesses and if that is offset by an
increase in the deficit of the government, it just cancels it out, so
we would like to see the economy expand, at the same time govern-
ment revenues will expand, but it would have to be coupled with
spending reductions so we don’t wind up in a negative position 5
or 10 years out.

Mr. LEVIN. And you don’t outline cuts in your testimony, not that
you are before the Appropriations Committees. I was a little bit
concerned about the response that you can never be sure of pre-
dictions, economic predictions. I take it we have to have some rea-
sonable estimation of the likely effect on revenues of any tax cuts.

Mr. HUuARD. Well, I think that is correct. My comment was in-
tended to convey the fact that frequently these numbers are tossed
around with what appears to be a marked sense of precision and
certitude, and I just think they ought to be taken occasionally with
a grain of salt.

Mr. LEVIN. Occasionally? The problem is this morning Allen
Sinai, who I don’t think has an ax to grind, estimated the revenue
losses for the next 5 years at, I think, $183 or $193 billion. The es-
timate of the Treasury Department is $205 billion for 5 years; for
10 years, the estimate of the Treasury Department is $725 billion,
which is a considerable chunk of change.
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Let me ask Professor Auerbach, what do you see as the economic
reasons, in a capital gains proposal, to include a change in rate for
existing assets?

Mr. AUERBACH. Well, I think the only justification from an eco-
nomic perspective would be that you would generate so much addi-
tional unlocking of capital gains that the revenue gains from the
reduced distortion would essentially pay for itself.

I don’t think that is true. I also thinlz that there is an additional
issue. People talk about capital gains tax cuts as a savings incen-
tive. The capital gains tax certainly is a tax on capital income. If
we are talking about the prospective capital gains tax that people
are going to pay, then to a certain extent that will weigh on their
decision to save. But I fail to understand how telling people who
have appreciated assets that those assets are now worth more, be-
cause of a tax reduction, will increase national saving. It is certain
to increase consumption. Revenue estimates may differ, and indeed
economic estimates may differ, but I don’t think there is very much
controversy over the statement that people who are wealthier will
consume more.

Mr. LEVIN. My time is up. Thank you.

Mr. HERGER. Thank you. Mr, Shaw will inquire.

Mr. SHAW. Thank you, Mr. Chairman.

Mr. Atkinson, I particularly enjoyed listening to your remarks,
how it impacts on municipal borrowing. In my own State of Florida
almost $8 billion a year is financed 1n long-term bonds. This has
become very important for the building of bridges, roadways, wa-
terways, sewer sanitation plants, all types of things that we want
to encourage to be built and taken care of at the local level.

You speak of some complications and restrictions in regard to the
exchange of those particular bonds. Could you be specific in your
recommendations as to what changes should be made, and also
comment particularly on those provisions that were contained in
the 1993 tax bill?

Mr. ATKINSON. OK. Actually, prior to the tax change in 1993, all
market discount bonds were treated in a uniform fashion. Bonds
that trade below par—using 100 as par—a bond trading at 90, the
market discount—or the difference between 90 and 100 was treated
as 3 c(ilpital gain. The market was very efficient in how those bonds
traded.

The change in the 1993 Reconciliation Act created another func-
tion because that discount now can be treated, depending on a cou-
ple factors in a rule, as capital gains, as ordinary income, or it can
be treated as both in the same bond. You basically have investors
looking for tax-exempt income, not for ordinary income. If they
were, they would be investing in some other vehicle, taxable bonds,
stocks, real estate, or some other investment. So what has hap-
pened is that people are avoiding bonds that have ordinary income
as a result of the rule. In addition, some mutual funds which are
large institutional investors, as well as trust departments, and in-
deed even individuals, are not as concerned about the credit quality
of the bond or its yield, but rather whether or not it will be taxed
as ordinary income as opposed to tax-exempt income. As a result,
market liquidity has changed rather significantly. If you look at the
blue list, a publication used in the industry that lists all the bonds
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owned and for sale, you will see that a majority of those bonds are
discount bonds. That is a reflection of the fact that people aren’t
that interested in those bonds.

I think that the change we propose is a very simple change. It
would go back to the pre-1993 level when we had the gain on the
sale of discount bonds treated as capital gains.

As I said, I think the revenue impact on the Treasury is very
minimal. I think the impact on the market, as a positive factor,
would be immediate and reasonably dramatic.

Mr. SHAW. Do you know the revenue figures on that?

Mr. ATKINSON. I don’t have the revenue numbers. As I recall,
Congressman Cardin asked for an estimate last year from the Joint
Taxation Committee and I don’t know if that was ever done. Intu-
itively, I would think it is small, and far out in the distance.

Mr. SHAaw, Have the restrictions, do you feel impaired the ability
of municipalities to get favorable interest rates from their cus-
tomers?

Mr. ATKINSON. It is an iterative process. New bond issues are al-
ways priced based upon yields in the secondary market. So as sec-
ondary market prices get cheaper and cheaper with higher yields,
when a local government borrows anew, it will have to pay a high-
er rate. So new treatment of market discount will have an impact.
It hasn’t had an impact yet but we have only had 1 year to deal
with this.

Mr. SHAW. So you feel whatever revenue we give up would be
more than compensated by decreased expenditures for interest by
municipalities.

Mr. ATKINSON. I think your savings cost is optimum when there
is the most market liquidity and the most market participants.
Anything that reduces either liquidity or investors has a tendency
to raise rates over the course of time.

Mr. SHAW. And therefore make it more expensive for municipal
governments to——

Mr. ATKINSON. Yes.

Mr. SHAW. Thank you, Mr. Chairman.

Mr. HERGER. Thank you. Mr. Hancock will inquire.

Mr. HancocK. Thank you, Mr. Chairman.

Mr. Auerbach, the last paragraph in your statement would indi-
cate to me that you are not very well impressed with the idea of
a capital gains tax reduction. Am I correct?

Mr. AUERBACH. Good reading, yes.

Mr. HaNcocK. I guess we can ignore the rest of your testimony
then, can’t we? I think it is pretty much a general consensus that
capital gains, at least among most of the people in the private sec-
tor and the business community, is a way to generate economic ac-
tivity; to let people benefit from the risk that they take.

The situation that Mr. Atkinson was talking about, the change
that gave the authority to the Secretary of Treasury last year to
determine what is capital gains when it comes to bonds, there was
a lot of resistance to that. When did we get to the idea that you
make an investment, you make a profit on it and it takes over 6
months that that is not a capital gains?

Where did that theory come from? Can you tell me?
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b M(;' Atkinson was addressing that issue especially on municipal
onds.

Mr. ATKINSON. I am not sure where the theory came from, but
it is important. While I don’t have the legislative history, I believe
the capital gains treatment on the market discount has been out
there and well established and results in a very effective market-
place. But the change that took place in 1993 has made that a very
difficult marketplace and probably has had more unintended con-
sequences than anybody thought about in 1993.

Mr. HANCOCK. Actually, it was a major change in the way people
calculated their tax, especially with the new rates, an effective rate
of 39 percent on the individual compared to 28 percent.

Mr. ATKINSON. Exactly. In 1993 interest rates were quite low,
the long Treasury bond was as low as 5.75 percent, and you didn’t
have a wealth of bonds trading at a discount. But the change in
the marketplace in 1994 going along with much higher rates with
the long Treasury bonds at 8 percent, resulted in large percentages
of the marketplace now trading at a discount.

So perhaps in 1993 no one was thinking about it as much, but
currently over 50 percent of the market is trading in at a discount
and it has been a major impediment to the overall marketplace.

Mr. Hancock. What about possibilities of some capital losses on
municipals? We have a situation that the public is interested in
now. What is the tax treatment going to be on that?

Mr. ATKINSON. With the new rules, an investor may lose the abil-
ity to offset gains with losses, so it is a worse situation than existed
in the past. Indeed 1994 is a good example where many large mu-
tual funds have had negative returns on their funds but they have
had to pass through to the investors an actual tax bill for ordinary
income which certainly was not intended nor desired.

Mr. HANCOCK. In fact there are a lot of individuals right now, es-
pecially this year, that either know the value of their mutual fund
investment is going down or having to pay income tax on capital
gains that was declared to them during the year even though if
they liquidated they would be able to take a loss. I don’t think the
tax structure was designed to create a problem when there wasn’t
a profit but that is what we ended up accomplishing.

That is why we have to get back to capital gains where that is
simple. You make an investment, if you hold it 6 months or longer
and you make a profit, that is a capital gain, doesn’t matter wheth-
er it is a piece of real estate, a stock or bond or anything else.

Thank you, Mr. Chairman.

Mr. HERGER. Mr. Rangel.

Mr. RANGEL. Mr. Sinclaire, I assume the Chamber has looked
over the entire Contract With America, and after analyzing it, you
don’t see this as any threat to increasing the deficit?

Mr. SINCLAIRE. The Chamber has examined the Contract. We
have focused on the business provisions of it. The Chamber, as I
am sure you are aware, has called for a balanced budget amend-
ment. Qur members feel that that is the second most important
item. Based upon a survey we did, the most important is unfunded
mandates.
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We sent a letter out to every Member, sent one to you last week
I believe, and in the overall context we see that the provisions will
open up the economy and the incentives will expand the economy.

Mr. RANGEL. Mr. Sinclaire, are you satisfied after readini the
Contract that it will not be a negative impact on the deficit? I know
you are here to testify about the taxes and I support the tax cuts
too, but after all, businesspeople look at the entire economy.

All I am asking is that the package as is, and after reviewing
how it is going to be balanced, are you satisfied it would not have
a negative impact on the economy? I assume the answer would be
yes because you wouldn’t be advocating these things if it did.

Mr. SINCLAIRE. The short answer is yes. It will expand the econ-
omy in the long run.

Mr. RANGEL. In your testimony you talked about this creatin
plants and equipment, efficiency and competition, productivity an
high-paying jobs. Are you satistied that in this country we are pro-
ducing the type of labor market that our industries will need in
order to truf; be competitive and effective and having the tech-
nology and the training for these high-paying jobs?

Mr. SINCLAIRE. We have a base for it, but by getting some of
these provisions, we feel we will expand that base. gne of the items
we would like more done on is the research and experimentation
credit.

Mr. RANGEL. Now, I am talking about the labor force, not the
technology. God knows America is out front in leadership with
that, improving our capabilities even more every day, but I am ask-
ing as relates to those people that have to have these high skills,
are you satisfied that our labor market has kept up with the tech-
nology or is that an issue for your organization at all?

Mr. SINCLAIRE. We feel they work hand-in-hand. As the economy
expands, as these new technologies develop, the people will be
trained.

Mr. RANGEL. When we talk about the global economy, you are fa-
miliar, we have 1 million people in jail, we have 1 million waiting
to %'o to jail, we have people that are drags on societ]y, they are on
welfare, they are making children, they are unemployable. All of
this is a part of the economy just like you say with plant and
equipment,

If you make an investment in plant and equipment, you expect
to be more competitive, more productive and it will pay off. I as-
sume that is how you reach the fact that it is neutral as relates
to the deficit, and I would assume the Chamber would feel the
same about educating and training the work force, it is important
so that they too can be competitive against the European common
market—you do, don’t you?

Mr. SINCLAIRE. We believe it is a combination. We can’t seg-
regate and have the training and have the investment. Both will
work together.

Mr. RANGEL. Exactly. So you are clear on the investment part
here with the tax provisions?

Mr. SINCLAIRE. That is a fair statement, yes.

Mr. RANGEL. I am asking, what are your thoughts about what we
should be doing as relates to the training of the individuals so we
have the economic incentives and the technology and the research
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and development and then we have the work force, because you
know low-skill jobs are gone with what is left of GATT and
NAFTA.

So the people are here and there is a gap, an increase in high
school dropouts—what would the U.S. Chamber of Commerce rec-
ommend so that we will have a bird with two wings, one with in-
vestment for equipment and research and the other in a labor mar-
ket that understands what te do?

I understand. I have no further questions.

Mr. HERGER. Thank you, Mr. Rangel.

Mr. Camp.

Mr. CaMP. Thank you, Mr. Chairman.

Mr. Kleckner, thank you for being here today and for your testi-
mony. As a Michigan Member representing a district that has agri-
culture as its number one industry, it is refreshing for me to hear
a witness come and testify about the views of our agricultural com-
munity, especially on tax i1ssues.

Last week I was pleased to introduce a farmer from the Fourth
District of Michigan and he did an excellent job of sharing his con-
cerns and the concerns of the American family farmer, and you fur-
ther elaborated on some of his points that he brought up and I ap-
preciate that.

I want to draw attention to the taxing situation that you men-
tioned involving the IRS and the possible taxation of associate
member dues. I want you to know that I and my colleague on this
committee, Mr. Payne of Virginia, intend to reintroduce the Tax
Fairness for Agriculture Act within the next week. Our bill will en-
sure that farm organizations are not unfairly taxed as the IRS ap-
pears to be determined to do at this peint. I can assure you of our
commitment to bring this issue before the Committee on Ways and
Means and to resolve the matter.

In your statement, you talk about the importance of a tax deduc-
tion for health insurance premiums paid by the self-employed, and
that is a critical matter, and it is a critical issue of importance to
the Fourth District and to farmers in that area and one that I con-
tinue to hear about as I go home.

If you could tell us, in your view, what have been the results of
the delay by Congress to address the renewal or a permanent ex-
tension of the health care deduction, premium deduction on the ag-
riculture industry, and is it one of the most helpful things Congress
can do to help increase health care coverage for farmers?

Mr. KLECKNER. Thank you, Mr. Camp. No question it is causing
great consternation and concern in the country. As you all know,
business can deduct 100 percent of the health care costs for their
employees. In fact, many farm spouses have gone to work mainly
to get health insurance, because on the farm as private
businesspeople, private entrepreneurs, they have to pay their own
with no deduction at all. It had been 25 percent—which is grossly
unfair. It ought to be 100 percent as business has, but the 25 per-
cent has been helpful.

I am sure it is true in Michigan, as it is in my State, farmers
are paying anywhere from $3,000 or $4,000 at the minimum for
just their family, up to $10,000 to $14,000 to get somewhere in the
80 percent coverage. It is costing that much. Health insurance is
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one of the largest expenses that farmers have to pay today, equal
to seed and fertilizer and chemicals and the other production as-
pects of farming. No health insurance expenses are deductible as
a business expense.

The 25 percent, please hurry and get that done and made retro-
active. For many farmers March 1 is when they pay their taxes,
not April 15, the tax day that many people think about. So time
is of the essence. If it can be done at any time, even up to April
15, we will file an amended return but it is costly and time con-
suming. But the long-term goal ought to be 100 percent simply for
fairness reasons to put us at the same level as the rest of the coun-
try.
Mr. LANE. Mr. Chairman, could I comment, as well. Speaking as
a tax preparer, the fact that that first expired in July and then was
brought back in and extended to December for that year caused
thousands of self-employed people to go to additional expense after
they had filed their return to do an amended return just to get a
deduction they should have been entitled to in the first place. Now
we are going to go into this year without having the ability to de-
duct it at all.

So I would urge you to do it in time for the farmers to get it in
by March 31 and for the rest of the world to do it by April 15 be-
cause the additional cost it imposes upon small business is incred-
ible because you have to redo the entire tax return.

Mr. HERGER. I want to thank the testimony of Mr. Kleckner and
Mr. Lane. Those of us who represent agricultural areas, the farm-
er, independent employer have been getting a raw deal for years,
have not been treated as the corporations or the large businesses
whe have been able to deduct this health insurance for years. So
we appreciate your testimony.

Mr. English will inquire.

Mr. ENGLISH. Thank you for appearing here today. I was unfor-
tunately unable to attend a portion of this hearing, but I have re-
viewed your testimony and I appreciate the opportunity to question
you. Specifically, Mr. Sinclaire and Mr. Huard, earlier in the first
panel we heard some agreement on the notion that investment in
equipment is currently the single most important factor in stimu-
lating economic growth and development in this country.

Do you concur with that?

Mr. SINCLAIRE. I can concur to the extent that it is a major fac-
tor. Not being an economist, I am not sure if it is the first factor,
but it is up there as a very high factor.

Mr. Huarp. I wouid agree, generally. Again, it is—I guess the
term “most significant” is one that people doing econometric analy-
ses might quibble with. Certainly it is extremely important and,
from the standpoint of the National Association of Manufacturers,
we view improving the climate for investment in new plant and
equipment to be one of our top priorities in terms of tax policy.

Mr. ENGLISH. In terms of your—I should say in terms of the posi-
tion of your membership, those that are internationally competi-
tive, those that are involved in exports, to what extent are they put
at a competitive disadvantage with exporters from other countries
competing in international markets by the Tax Code?
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Is this a common complaint among your membership? Do you
have anecdotal evidence to support that?

Mr. HUARD. That is not only a common complaint; it is a wide-
spread complaint. It goes well beyond—I am glad you used the
words by the Tax Code, because it goes well beyond having inad-
equate depreciation systems. It extends to a whole range of issues,
particularly the taxation of foreign source income, the fact that for
revenue scrounging purposes, ever since the mideighties, we have
been building fences around the availability of the foreign tax cred-
it, which is a simple device intended to eliminate double taxation.
But in order to squeeze more juice out of the lemon, we penalize
multinational U.S. firms doing business overseas and that have
overseas operations by constantly chipping away at the availability
of the foreign tax credit.

This has been a wonderful development if you are a tax account-
ant or tax lawyer because nobody understands the foreign source
income provisions of the code anymore so everybody pays three con-
sultants to figure that out. But from the standpoint of the tax-
payers, it has been an unrelieved disaster.

Mr. SINCLAIRE. There are particular areas of the code which are
detrimental in the foreign area such as the AMT. The steel indus-
try which has been down, it has foreign competition, it has a prob-
lem modernizing and it cannot take advantage of the tax incen-
tives. By being taxed under AMT, they cannot use the tax incen-
tives, the various investment credits that are allowed. They are
down to start with.

We are beating them a second time, they have to pay a tax, and
they can’t take the incentives. They can’t modernize, so they are at
an extreme disadvantage. This also applies to startup companies.
They also cannot take advantage of the various aspects of the code,
the advantages, the incentives, because of the AMT, and that af-
fects our international trading aspects, it does not give them a level
playingfield with our international competitors.

Mr. ENGLISH. Thank you. Mr. Kleckner, I particularly enjoyed
reading your testimony because I think you vividly brought out a
lot of the concerns of agricultural people in my district in regards
to the capital gains tax.

I would like to address Mr. Sinclaire and Mr. Huard with regard
to the capital gains tax. I know that a large portion of business
starts are capitalized by individuals, individuals who are going out
into the credit market perhaps based on their own credit but are
frequently using their own assets to start a business.

We have had a lot of discussion here today about what impact
the capital gains tax would have on the economy. I wonder if you
can quantify again, anecdotally, or from discussions with your
membership, to what extent the capital gains tax is a substantial
deterrent for business starts by entrepreneurs who are trying to
use their own resources, who are selling an asset to come up with
the capital to launch a business?

Mr. SINCLAIRE. I think the problem is not just their own assets;
they have to look for money a lot of times from other sources and
also their own money. The question is: Is it more profitable? Do
they have an incentive to invest in this business? Should they take
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that money and invest it for 30 years or should they put it into a
Treasury bond which is now in the area of 8 percent?

They do to get something beyond that 8 percent. They could lose
everything they put into it, so there has to be that incentive not
just in the rate of return, there has to be a built-in advantage such
as a capital gain, the reward for the risk taken.

Mr. HUARD. I think the major impediment is the lock-in effect.
I am not a trained economist and I haven’t run this over a bunch
of models but, to the extent that I talk to entrepreneurs, a major
obstacle to converting assets to other uses is the fact that they are
not willing to pay the capital gains tax.

If you are talking about perhaps liquidating a piece of land that
has been in the family for years, they are afraid to sell it because
you will pay more taxes than you have made because basically your
gains are all inflationary and all paper and the government will
confiscate your money so you just sit on it and don’t sell it.

Mr. ENGLISH. I have other questions but I know we are running
late. Thank you very much,

Mr. LANE. One problem of the hangover of this S&L debacle is
that it is still very difficult for a small business startup to get any
kind of financing, and so they have to go to other sources. The
thing that impedes capital formation for small businesses is this
capital gains tax. People have the asset locked up and are not will-
ing to use it. I think if there is a change and if those assets become
unlocked, it will be easier to finance startups.

Mr. KLECKNER. Going back to your previous question concerning
international competitiveness, agriculture is an international mar-
ket today. A capital gains tax rate at 28 percent ties up capital,
keeping farms from modernizing as father and grandfather hang on
because they don’t want to pay the 28 percent on the inflation in-
crease. Over a period of a generation or two generations, farms be-
come uncompetitive with our competitors in many countries of the
world that have a zero capital gains tax rate or much lower than
our 28 percent route.

Even our friends, social service happy neighbors to the north,
have a maximum capital gains tax rate of 17.5 percent. I know of
no other nation that has a capital gains rate as high as the United
States and I think that is absurd.

Mr. HERGER. Thank you.

Mr. Payne.

Mr. PAYNE. I want to thank you, Mr. Kleckner, for coming and
speaking on behalf of the farmers of America and I look forward
to working with you and with Mr. Camp on ensuring that the un-
fair treatment of associate membership dues is solved through leg-
islation, not only for your organization, but for organizations like
yours throughout the country. Thank you for the testimony.

I have one question having to do with neutral cost recovery. It
will take a minute to get there because I need to put it in perspec-
tive.

This week we will be voting on the balanced budget amendment
and likely will pass that amendment from all indications. That will
mean, according to the CBO, if we pass it and the Senate passes
it and the States ratify it, that by 2002, in order to balance the
budget, we will have to find $1.2 trillion. Having a balanced budget
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is an objective I think many of us share but it will be very difficult
to achieve.

Treasury has come and testified, and Dr. Sinai’s numbers seemed
to be somewhat similar, that by the year 2002, the tax items in the
Contract will add $0.4 trillion to the $1.2 trillion. So now we are
looking at $1.6 trillion that we will have to find between now and
the year 2002 in order to find our way to a balanced budget. Most
people seem to agree that that is the order of magnitude of those
numbers.

As I look at these proposals that we are considering today, I see
that in the 5-year period the neutral cost recovery shows positive
figures but, beyond that, as you move to the year 2002 and beyond,
it seems almost to explode in terms of its cost to the Treasury. Con-
sequently the numbers of things that we may have to do and deci-
sions we may have to make to make up for the revenue that may
be lost to the Treasury increase as well,

I understand and have voted for in the past capital gains tax re-
ductions. Various people differ about the unlocking effect and how
much money that may bring into the Treasury, but certainly I
think there is a good case to be made about what reduced capital
gains taxes can do in terms of generating positive economic activ-
ity.

My question is: As we move through this process and as we have
to make decisions that are tradeoffs between our budget and pro-
viding incentives to creating more economic activity, it certainly
seems that neutral cost recovery is one that we might need to look
at very closely to see if this provision is a sensible one on the list.

I would like any of you to comment on this particular proposal,
neutral cost recovery, and tell me where you would put it in terms
of the order of prionty of things that need to be considered by this
committee.

Mr. HUARD. My inclination would be to put it fairly low on the
order of priority. As Dr. Auerbach has pointed out, there are some
problems with it. In connection with the availability of interest de-
ductions, you could actually get negative tax rates. I think the goal
of adequate capital recovery, at least from the standpoint of the
NAM, ought to be expensing. But you can’t get there from here in
the context of the current system and you probably have to look at
overall tax reform, because expensing, for instance, will work rea-
sonably well in a system where you don’t get a deduction for inter-
est paid or dividends paid and the recipient of interest or dividends
doesn’t include them in income.

Under the current system where a business taxpayer gets an un-
limited interest deduction and you combine that with something
like accelerated recovery of any kind, you do get some distortions
that are probably not desirable.

Mr. SINCLAIRE. I can’t indicate where on the list it would fall.
For a long time the Chamber has supported a neutral cost recovery
system with the point of view of getting the true cost back to the
investor or the business.

Looking at the neutral cost recovery system and speaking with
various members, they have raised some issues. Where everybody
comes down on it, we are not sure yet. Everybody is optimistically
cautious about it. One problem is, immediate is, it costs a business
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if they elect it. Right now they can take 200 percent depreciation,
they will have to go back to the 150 percent rate, and the first 5
years will get less of an advantage or a lower tax deduction be-
cause of that.

Another concern that I hear is, if you look at the history of con-
gressional action, the word is that this may not be around when
it will come into effect to help them. It is going to cost them imme-
diately, will not give them an incentive immediately, and over the
long term they are worried about congressional action.

Mr. HERGER. Mr. Christensen will inquire.

Mr. CHRISTENSEN. Mr. Kleckner, I want you to know that as a
fellow Farm Bureau member, I look forward to working with col-
leagues on both sides of the aisle to make sure we get equity back
to the farmer on the 25-percent deduction for health care and even-
tually get that up to 100 percent.

Mr. Auerbach, I wanted to ask you, what did you do prior to vour
service at the University of California Berkeley?

Mr. AUERBACH. I was a professor of economics and law at the
University of Pennsylvania.

Mr. CHRISTENSEN. Prior to that?

Mr. AUERBACH. I was at the University of Pennsylvania for 11
years. For 1 year during that time, in 1992, I was Deputy Chief
of Staff of the Joint Tax Committee. I took a leave of absence from
the University of Pennsylvania.

Mr. CHRISTENSEN. Have you ever been in the private sector?

Mr. AUERBACH. Briefly after getting out of college before grad-
uate school.

Mr. CHRISTENSEN. I support a capital gains tax reduction. Is
there any reason why we couldn’t restore the 25-percent deduction
to self-employed farmers and move it up to 100 percent? Should
they be treated any differently than corporations?

Mr. AUERBACH. You are asking me for an opinion far afield from
the current subject. I personally think that it is inequitable. There
are many, many problems with the current treatment of health
care and this is one of them.

Mr. CHRISTENSEN. Mr. Atkinson, you mentioned that the new tax
treatment might make it more expensive for local municipalities to
raise capital; is that right?

Mr. ATKINSON. Correct.

Mr. CHRISTENSEN. What other changes to the code could we
make to potentially help local governments raise more investment?

Mr. ATKINSON. First, if you repeal the market discount rule,
which rolls it back to 1993, that affects this topic. In a wider con-
text, the tax reform bill of 1986 limited rather dramatically what
uses tax-exempt bonds can be applied to. I know you have a lot of
other things to focus on, but 8 or 9 years after the 1986 Tax Re-
form bill might be time to look at some of the areas that were
eliminated or restricted for tax-exempt municipal bonds. That
would help some of the localities, especially if the Congress plans
to shift a lot of projects back to the State and local governments.
I think a reexamination of the 1986 act is something whose time
has come.

Mr. CHRISTENSEN. I want to thank this panel, Mr. Chairman.
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Mr. HERGER. I want to thank each of our panel members for out-
standing t,estimonf. We will at this time recess for 10 minutes, at
which time we will resume with our final panel.

Thank you.

[Recess.]

Mr. HERGER. The Ways and Means Committee will reconvene
and if our final panel, Mr. Hiatt, Ms. Kerrigan—we will resume.

Ms. Kerrigan, would you like to begin?

STATEMENT OF KAREN KERRIGAN, PRESIDENT, SMALL
BUSINESS SURVIVAL COMMITTEE

Ms. KERRIGAN. Thank you, Mr. Chairman, and members of the
committee. I would like to thank all of you today for inviting the
Small Business Survival Committee to testify, giving us the oppor-
tunity on the important issues of the savings and investment provi-
sions in the Contract With America.

We would also like to congratulate the committee on your leader-
ship for holding hearings on ways that we can further unleash en-
trepreneurship in America to sustain and encourage long-term
growth and economic opportunity.

The Small Business Survival Committee is a 40,000-member
nonprofit, nonpartisan advocacy organization. Our membership is
as diverse as the small business sector itself, from home-based
businesses to small manufacturers to traditional mom and pop en-
terprises to 1995 entrepreneurs. It represents a wide variety of dif-
ferent types of small businesses in America.

Unfortunately, when we asked a lot of our members, and of
course many small businesses across the country what their most
daunting obstacles are in running their business, they cite their
major problems as being government imposed; namely higher
taxes, burdensome regulations or both.

Not surprisingly, more and more Americans, especially small
businessowners, are viewing the government as an opponent rather
than a partner in their pursuit of the American dream. If there is
anything in America that represents the attainment of the Amer-
ican dream, indeed it is owning and operating your own business.
So rather than punish investment entrepreneurship and savings in
America, the Federal Government needs to encourage entrepre-
neurship, risk taking and savings.

These components are the foundation for a dynamic opportunity
economy. The Contract With America provisions begin to chip away
at these government imposed roadblocks that are locking up our
true entrepreneurial capacity.

While my written testimony expands on all the elements in the
Contract With America which we believe will be helpful to entre-
preneurship, I will focus on a few items which zero in on encourag-
ing private sector investment as well as increased savings. Beyond
the twin burdens of taxes and regulations which small businesses
cite as being their major obstacles, most entrepreneurs seeking to
start up or expand an enterprise will tell you of another major ob-
stacle and that is raising capital.

The risky nature of such ventures scares off bank lending offi-
cers; therefore, venture capital, whether raised from family and
friends or from professional investors, remains a critical source of
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funding for entrepreneurial enterprises. The current nonindexed
Federal tax rate of 28 percent on capital gains remains a formida-
ble obstacle to economic expansion, especially considering the risky
nature of investing and starting and operating a business.

The capital gains tax is a direct levy on investment and entrepre-
neurship, a direct tax on wealth creation. By taking the first step
in the Contract With America and indexing and regucing the cap-
ital gains tax rate, Congress and the administration would greatly
strengthen incentives for investment in entrepreneurship, boosting
economic growth and activity. Investment in small entrepreneurial
ventures carry significant risk. High risk ventures must at least
present the opportunity for rewards. The U.S. Tax Code, especially
in its treatment of capital gains, should not impede risk taking and
therefore economic growth.

As was mentioned in previous panels, if you look at internation-
ally where we stand on the capital gains tax front, we are not com-
petitive internationally. In the new and continually expanding
global economy, it is imperative that the United States be competi-
tive with other nations as it relates to capital gains.

The current nonindexed capital gains tax rate is not competitive
internationally. The fiercest competitors of the United States have
zero or lower capital gains rates than the United States. While our
organization fully supports eliminating the capital gains tax, the
Contract With America proposal which, combined with indexation,
reduces the top capital gains tax rate to 19.8 percent could be the
most progrowth step taken by the new Congress.

Other components in the Contract we also support. We think
they will be very critical for small business and entrepreneurial
growth.

The clarification of the home office deduction recognizes the
changing nature, the tremendous shift in workplace preferences
and needs.

Increasing the estate tax exemption from $600,000 to $750,000
only begins to help families who wish to pass on a family-owned
enterprise. The U.S. Tax Code should not penalize families who
want to do this.

The expensing provision for small businesses in the Contract en-
courages investment in entrepreneurial ventures, and the Amer-
ican dream savings account provision encourages increased sav-
ings, which provides needed capital for investment in small busi-
ness and the future of America.

All the previous mentioned are good steps to help prime the
pump for small business growth.

I will close and thank the committee for inviting the Small Busi-
ness Survival Committee. We look forward to working with you on
these and other issues to help encourage investment and savings
and keeping America’s entrepreneurial spirit alive.

[The prepared statement and attachment follow:]
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Testimony Before the United States House of Representatives
Committee on Ways and Means
Karen Kerrigan, President
Small Business Survival Committee

January 24, 1995
Savings and Iny Provisions i tract With Ameri

Chairman Archer, [ would like to thank the Ways and Means Committee for inviting the
Small Business Survival Committee to testify before you today on the future of small business in
America, and how the new Congress and the Administration can begin to further unleash
investment and entrepreneurship in America to sustain long term economic growth and
opportunity.

The Small Business Survival Committee (SBSC) is a 40,000-member nonpartisan,
nonprofit advocacy organization fighting against the growing burden of taxation and regulation
on American small business and individuals. Members of SBSC represent a diversity of small
businesses and enterprises across America. From home-based businesses, to traditional "mom
and pop" businesses, to small manufacturers, to 1995 entrepreneurs and others -- SBSC's
membership is as diverse as the small business sector itself.

If there is anything in America that represents attainment of the American Dream, it is
owning your own business. Unfortunately, most small business owners and entrepreneurs cite
their most daunting day-to-day obstacles of running their business as government-imposed --
namely, taxes and regulations. We hear little about traditional business-related hurdles regarding
sales, marketing, motivating employees, or topics that also require tremendous time and
resources from the owner. Government has become the main obstacle to small business
prosperity, and not surprisingly more and more Americans do not view their government as
protector of our great free enterprise system.

Beyond the twin burdens of taxes and regulations which are slowly strangling
productive entrepreneurial activity, the United States non-indexed capital gains tax creates
another impediment for entrepreneurs wishing to start-up or expand an enterprise. The federal
government needs to encourage, not punish, private-sector investment.
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Eliminating Capital Gains Taxes:
Lifeblood for an Entrepreneurial Economy

Most entrepreneurs seeking to start up or expand an enterprise will tell you of a major
obstacle -- raising capital. Encouragement for private-sector investment in small business needs
to be enhanced. While SBSC fully supports eliminating the capital gains 1ax, the Contract With
America proposal which. combined with indexation, reduces the top capital gains tax rate to
19.8 percent, could be the most pro-growth step taken by the new Congress.

There is no more important economic task than investing both sweat and capital in new
ideas, innovations, and enterprises. Yet the risky nature of such ventures scares off bank lending
officers. Therefore, venture capital, whether raised from one's family and friends or from
professional investors, remains a critical source of funding for entrepreneurial enterprises.

The capital gains tax is a direct levy on investment and entrepreneurship. Investment and
entrepreneurship are the lifeblood of a vibrant economy and remain the engines of economic
growth and job creation. The current, non-indexed federal tax rate of 28 percent on capital gains
remains a formidable obstacle to economic expansion, especially considering the risky nature of
investing, and starting and operating a business.

The potential benefits of reducing and indexing the capital gains tax are clear. Venture
capital investment was on the risc as the U.S. capital gains tax rate declined up to 1986; followed
by a dramatic downturn as the rate was hiked 40 percent in 1987, from 20 percent to 28 percent.
Since the 1986 Tax Reform Act raised the capital gains tax rate by 40 percent, venture capital
investment has nose-dived, and federal capital gains tax revenues have consistently run well
below government expectations. In fact, according to CATO economist Steve Moore, 1991
revenue realizations (most recent available) equaled $108 billion versus a late-1980's
Congressional Budget Office prediction of $269 billion and a Joint Economic Committee
prediction of $285 billion.

How the U.S. Stacks Up Internationally -- In the new global economy, it is imperative
that the United States be competitive with other nation's on the capital gains front -- the U.S.
needs to be a haven and magnet for capital. The current non-indexed capital gains tax rate is not
competitive internationally. Belgium, Germany, Hong Kong the Netherlands all have a zero rate
on long-term capital gains. Canada, France. [taly and Sweden have lower capital gains than the
U.S., with Japan's rate equalling 1 percent of sales price or 20 percent of net capital gain. Even
the two nation's with higher nominal rates than the United States -- Australia and the United
Kingdom -- allow for capital gains to be indexed for inflation. Hence, the U.S. real capital gains
tax rate often will exceed the rate in Australia and the U K., depending on U.S. inflation.

Given the critical and risky nature of investment and entrepreneurship, and the
importance of maintaining a competitive environment in a global economy, capital gains should
be excluded altogether. A zero capital gains tax rate would ensure that entreprencurial risk
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taking, so crucial to economic growth, would not be impeded by the U.S. federal tax code. The
steps taken in the Contract With America to reduce and index the capital gains tax rate is a good
start.

Indexation -- The nominal rate of federal taxation is 28 percent. However, when
inflation is factored into the capital gains equation the real capital gains tax rate rises
substantially.

The lack of indexation creates additional disincentives for investment and
entrepreneurship, restraining small-business growth and job creation. In fact, some individuals
can wind up paying taxes on real capital losses. That is, after factoring inflation into the
equation, a nominal profit on a transaction can turn out to be a real loss, yet the investor still pays
taxes on the nominal gains. Real rates of capital gains taxation represent severe impediments to
keeping America's economy vibrant and growing.

Figure 1 below offers an example of how inflation can impact capital gains tax rates.
Listed below are the real capital gains tax rates from 1977 through 1993 on three-year
investments yielding a total nominal return of 30 percent. (It is assumed that the investment is
closed out at the end of the stated year, for example, the 1985 real capital gains tax rate to an
investment made at the beginning of 1983 and sold at the end of 1985.)

The Small Business Survival Committee
Figurc I: Real Capital Gains Tax Rate on Three-Year Investments
Yiclding a Nominal Return of 30 Percent
Nominal Capital Real Capital
Year Gaing Tax Rate* Gains Tax Rate
1977 35% 191%
1978 28 114
1976 28 175
1980 28 494
1981 20 Tax on a Real Loss
1982 20 286
1983 20 71
1984 20 41
1985 20 34
1986 20 54
1987 28 42
1988 33 48
1989 28 47
1990 28 50
1991 28 50
1992 28 45
1993 28 40
* Source: The American Council for Capital Formation

A 28 percent capital gains tax rate acts as a considerable disincentive to investment, while
real rates ranging from 40 percent to 494 percent 1o even paying taxes on a real capital loss,
amount to economic suicide. Indexation would eliminate inflation as a factor in capital gains
determination -- equalizing state and real capital gains tax rates. The lower real rate would
reduce uncertainty, and generate investment, economic growth, and job creation.
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Who Benefits? Opponents who engage in class warfare rhetoric to dismiss lowering and
eliminating capital gains tax rates are employing tactics which the American public, quite
frankly, is sick of hearing. "Soak-the-rich" schemes and "fair-share" arguments will continue to
backfire on those who feel they can defeat the issue on these divisive grounds. Not only does
reducing/eliminating the capital gains tax make sense, but capital gains tend to be spread across a
wider income spectrum than many believe. Based on 1992 federal income tax returns, 56 percent
of returns claiming capital gains were from incomes of $50.000 or less, including the capital
gain. Fully, 83 percent of returns with capital gains were from total incomes of less than
$100,000.

Wages and Interest vs. Capital Gains -- In addition to false assumptions about the
identification of capital gains just with the wealthy, opponents of cutting or eliminating capital
gains taxes often argue that no reason exists for differing tax treatments between capital gains
and, for example, wage or interest income.

In fact, there is a distinct difference between wage or even interest income and capital
gains --risk, Capital gains come from growth and appreciation of investments, which tend to
carry greater risks than those associated with earning wages or even interest. In particular,
investments in small, entrepreneurial ventures carry significant risk. As already noted, high-risk
ventures must at least present the opportunity for rewards.

Conclusion on Capital Gains -- Small business is the engine of economic growth and
job creation. In order to undertake and/or expand a small business, one needs capital. Without
adequate capital, new ideas and businesses either never make it to the marketplace or they die a
premature death. With such deaths go products, services and jobs. By taking the first step in the
Contract With America, and indexing and reducing the capital gains tax rate, Congress and the
Administration would greatly strengthen incentives for investment and entrepreneurship --
boosting economic growth and activity.

History shows that class warfare does not make for good economic policy. In fact, during
the 1980's, while tax rates declined, upper-income individuals paid a greater share of total
income taxes, as the benefits of tax shelters declined and the rewards for working, saving and
investment rose. In this environment, from 1980 to 1989, 18 million jobs were created.

The 1986 Tax Reform Act made positive strides by reducing personal and corporate tax
rates, but went awry by trying to "pay" for these reductions with an increase in the capital gains
tax rate. Indeed, the economy paid a price for this capital gains tax hike in the form of reduced
venture capital investment.

The time has come to unleash entrepreneurial capitalism by first reducing and indexing,
and then eliminating the capital gains tax.
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Entrepreneurial Incentives in the Contract With America

As noted extensively in addressing the importance of reducing, eliminating and indexing
the capital gains tax, individuals respond to tax and savings incentives having a profound impact
on robust and sustained economic growth. Policy makers need also to look a the changing nature
of the economy. Home-based businesses, for example, are booming. Clarifying the deduction
for home-offices recognizes our changing work force while reducing questions regarding who
qualifies and who does not.

Increasing the estate tax exemption from $600,000 to $750,000 helps small businesses
pass on a family-owned enterprise to the next generation -- the U.S. tax code should not penalize
families for wanting to keep a business in the family.

The small business expensing provision in the Contract encourages investment by
allowing small businesses to deduct the first $25,000 in equipment and inventory. All of the
above are good steps to help "prime the pump" for small business growth.

The U.S. tax code needs to encourage savings in America -- increased savings provides
more capital for investment in small businesses and the future of America. The American Dream
Savings Account provision in the Contract permits individuals to contribute up to $2,000 into a
special savings account. Promoting savings in America will strengthen our country's economic
base and encourage savings.

Small business, and the entrepreneurial spirit that drives America, continues to be a
constant in our economy -- past, present and future. The U.S. government, whose job it is to
protect and preserve America's free enterprise system, has unfortunately become a foe of the
private sector. Reforming the tax system so businesses and individuals make decisions on
economic merit rather than tax law is an essential component of free enterprise.

The Small Business Survival Committee salutes the 104th Congress and the Ways and
Means Committee for its leadership in not only determining how the government can further
encourage savings and investment, but also for beginning to look at America's tax system in its
entirety and how the government can efficiently and fairly collect taxes from its citizens without
eroding individual freedom, or America's free enterprise system.
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Mr. HERGER. Thank you very much, Ms. Kerrigan.
Mr. Hiatt.

STATEMENT OF J. DREW HIATT, EXECUTIVE VICE PRESIDENT,
DIRECTOR OF GOVERNMENT AFFAIRS, NATIONAL BUSINESS
OWNERS ASSOCIATION

Mr. HiaTT. Thank you, Mr. Chairman, and members of the com-
mittee. My name is Drew Hiatt, executive vice president and direc-
tor of government affairs for the National Business Owners Asso-
ciation. We appreciate very much the opportunity to appear before
the committee and to present our views on the tax and business
incentives that are contained in the Job Creation and Wage En-
hancement Act, particularly as they affect American small business
men and women,

Our members support these changes in the belief that they can
and will set the stage for a new American era of expanded eco-
nomic growth, opportunity, and prosperity. Small businessowners
can lead this new era if their representatives on this committee
and in the Congress at large will give them the chance.

As the powerhouse of our economy, small businesses know how
to lead. America’s nearly 22 million small businessowners generate
about 40 percent of our GNP, provide more than half our goods and
services, and employ 6 in 10 Americans. Over the last 5 years, they
have created all of our net new jobs and they continue to help our
economy go and grow.

We encourage you as members of this committee and the Con-
gress at large to enact the policies necessary for the small business
community to create the economic growth that America needs. Un-
less this committee and this Congress remove the roadblocks and
reform the policies that hold back small businesses, they will never
achieve their true economic potential and all Americans will suffer
the consequences—in lost opportunity, lost growth, and lost jobs.

It is true that small businessowners are succeeding in spite of
these restrictive policies, but they are succeeding against the odds
and obstacles because of their determination, hard work and tenac-
ity. If Congress removes the obstacles, there is no limit to what
they can achieve.

We believe there is a historic opportunity now to abandon these
limiting policies. The goal should be to create an economic climate
in this country that is conducive to investment. It is investment
that fosters economic growth, prosperity and job creation.

Judging from the way in which revenues from investors and in-
vestments are taxed in this country, investment may not be as high
a priority as some believe or declare it to be. Our Tax Code pun-
ishes, not rewards the very thing and people—risk taking and risk
takers—that Congress professes to support. This undermines and
even destroys the investment businesses seek to make and nurture.
Even worse, it punishes the entrepreneurial risk takers who would
launch new ventures or expand new businesses and thereby denies
hundreds of thousands of other Americans jobs, opportunities, and
wages.

Investment fuels productivity, economic growth, and job creation.
Maintaining high taxes or increasing taxes on investment does not.
Congress needs to examine whether the sole goal of U.S. tax policy
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is to raise revenue to finance government services and programs or
whether an equally valid objective of tax policy should be to en-
courage investment.

This policy debate must focus on whether it is better to raise
more revenue to support an inefficient, wasteful, bloated govern-
ment that consumes wealth or to encourage investment by allowing
those who create our wealth to keep more of what they earn to in-
vest. We believe that a dollar left in the hands of entrepreneurs
can do more good than one sent to Washington and consumed with
little or no result.

A new direction in tax policy is needed to ensure that American
businesses, particularly entrepreneurial small businesses, will be
free to create the growth in jobs our Nation needs. We need an
investment-driven tax policy, and one that will promote investment
by lowering taxes on profits and creating more capital formation
and increased investment.

Disincentives for savings and investment that are ingrained in
our current Tax Code must be replaced with incentives for savings
and investment. This will put our Nation on a path of growth and
economic security in the years ahead. The current tax treatment of
capital gains, for example, is an obstacle to the formation of addi-
tional capital entrepreneurs need for investment in jobs and
growth.

High capital gains tax rates discourage venture capital and risky
investments and harm small firms and new enterprises. These in-
vestments are critical to our Nation’s growth and economic success.
A lower capital gains tax rate would help channel more capital to
new and growing small entrepreneurial companies—the Nation’s
leading source of economic growth and job creation.

Of all the negative effects of taxing capital, perhaps none is more
pernicious or harmful than that of inflation. The current tax treat-
ment of capital gains is discriminatory and confiscatory since taxes
are paid on inflated and illusory, not real and actual gains. Infla-
tion erodes gains.

Capital gains in our view must be indexed for inflation to halt
the taxation of gains based solely on exaggerated values. Many
charge that cutting the capital gains rate will disproportionately
benefit taxpayers in higher income brackets. Underlying much of
the opposition to reducing the capital gains tax is a false belief
?bout our economy: That is, if one individual wins, the other must
ose.

Investors who save and invest their income and plow it into pro-
ductive investments not only help themselves but also countless
more who share in the benefits from the initial investment. The di-
rect benefits of investments include economic growth, increased
productivity, new jobs, higher wages, and improved living stand-
ards, to say nothing of additional revenues that government real-
izes.

To paraphrase President Kennedy, “A rising tide of investment
lifts all boats.” The National Business Owners Association supports
the neutral cost recovery provisions contained in H.R. 9. This will
help businessowners recover the full value of an investment in new
machinery, equipment or technology over the useful life of an asset.
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Moreover, this change recognizes the importance of capital to small
business and its ability to invest for future growth.

We also support the proposal to increase the expensing amount
for small businesses. This will also fuel investment and job cre-
ation.

We also believe it is important to restore the home office deduc-
tion that was restricted by the U.S. Supreme Court decision in
Commissioner v. Soliman when the Court denied certain deduc-
tions and imposed two additional tests for determining eligibility
for deductions. The Soliman decision, in our view, penalizes many
small businessowners because they choose their homes as their
business location rather than a storefront, office building, or indus-
trial park.

Mr. HERGER. Mr. Hiatt, if you could conclude your comments.

Mr. HiaTT. Thank you, Mr. Chairman, and members of this com-
mittee.

We believe that the Contract With America and its tax and busi-
ness investment incentives will go a long way to create a new era
of economic growth for this Nation and its citizens, and we are in
support of those provisions and believe that they will accomplish
those worthy goals.

[The prepared statement follows:]
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STATEMENT OF
MR. J. DREW HIATT
EXECUTIVE VICE PRESIDENT
DIRECTOR OF GOVERNMENT AFFAIRS
NATIONAL BUSINESS OWNERS ASSOCIATION
ON
THE JOB CREATION AND WAGE ENHANCEMENT ACT
BEFORE
THE COMMITTEE ON WAYS AND MEANS
U.S. HOUSE OF REPRESENTATIVES
JANUARY 24,1995

Mr. Chairman, Mr. Gibbons, and Members of the Commitiee, my name is J. Drew Hiatt, and | am
Executive Vice President and Director of Government Affairs for the National Business Owners
Association. We appreciate very much the opportunity to present our views on the tax and business
i incentives contained in the Job Creation and Wage Enhancement Act of 1995 (HR. 9),
particularly as they affect American small business men and women.

The National Business Owners Association represents nearly 5,000 small business owners, and
has an active and rapidly expanding membership. [ts philosophy is based on the belief that a vibrant and
robust private sector and a strong and competitive free enterprise economy are essential to create and
increase economic growth, opportunity, jobs, and prosperity for all Americans. NBOA vigorously
represents the interests of its members before Congress as well as federal, state, and Jocal government. It
also works to influence and enact national policies that promote economic growth and entrepreneurship.
As part of its efforts to advocate and adopt beneficial laws and regulations, NBOA consistently
communicates the concerns and legislative priorities of business owners to lawmakers, government
officials, the public, and the media.

We commend you, Mr. Chairman, for your leadership in convening this hearing today to examine
how changes to the tax code proposed in the Job Creation and Wage Enhancement Act will create a more
favorable economic and entrepreneurial climate. Your support of this legislation underscores your
longstanding commitment to promoting and enacting sound fiscal and tax policies -- workable policies
that are based on common sense and the common good. We gratefully recognize your commitment. Asa
strong advocate for small business, you understand the daunting challenges that confront entrepreneurs.
especially the financial consequences that taxes impose on hard-working small business owners. We
appreciate your efforts as well as the understanding and concern you have shown for them over the years
as demonstrated most recently by your introduction of H.R. 9. Our members support the tax and
investment provisions of the Job Creation and Wage Enhancement Act in the belief that they can and will
set the stage for a new American era of expanded economic growth, opportunity, and prosperity.

Small business owners will lead this new era -- if their rep, ives on this Cc ittee and in
Congress will give them the chance. As the powerhouse of the economy, small businesses know how to
lead. America's nearly 22 million small business owners generate about 40 percent of our gross national
product and provide more than half our goods and services. Small business is the nation's leading
employer. Today, six in 10 Americans take home 2 paycheck from a small firm.

Small business is not only the nation’s leading employer, it is also the major provider of new jobs.
Over the last five years, small firms have created nine of 10 net new jobs. In fact, according to the U.S.
Small Business Administration, they are expected to create more than three-quarters of the 43 million new
jobs needed over the next 25 years.

We encourage you, as members of this Committee, and the Congress at large to enact the policies
necessary for small business to create the economic growth America needs. Unless this Committee and
this Congress remove the roadblocks and reform the policies that hold back small businesses, they will
never achieve their economic potential and all Americans will suffer the consequences -- in lost
opportunity, lost growth, and lost jobs. It is true that small busi owners are ding in spite of
these restrictive policies. But they are succeeding against the odds and obstacles because of their
determination, hard work, and tenacity. [f Congress removes the obstacles, there is no limit to what they
can achieve. We believe there is a historic opportunity now to abandon these limiting policies.
Lawmakers of both parties should work together to lay the groundwork that will help create the new
American era of economic growth.
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What's Wrong with Our Tax Policy?

On average, the U.S. economy invests 15-20 percent of its income in a given year. Is it enough?
Our goal should be to create an economic climate in this country that is conducive to investment. It is
investment that fosters economic growth, prosperity, job creation, and wage growth. We say that we are
serious about and commitied to investment. We say this is one of our highest national prioritics, one our
highest public policy goals -- but is it really? Judging from the way in which revenues from investors and
investments are taxed in this country, investment may not be as high a priority as some in Congress
believe or declare it to be. Our tax code punishes, not rewards. the very thing and the very people -- risk-
1aking and risk-takers -- thar Congress professes to support. At best, it is a logical inconsistency and, at
worst, a glaring contradiction to say that Congress, as a whole, encourages investment as a matter of
public policy and national priority. It is an economic contradiction for some lawmakers to say they
support investment in business startup, expansions, in jobs, and economic growth and then 1o enact tax
policies that discourage investment by levying higher -- and some might argue excessive -- taxes on
invest t. This inconsi practice undermines and even destroys the investment businesses seek to
make and nurture. Even worse, it punishes the handful of entrepreneurial risk takers who would launch
new venlures or expand businesses, and thereby denies hundreds of thousands of other Americans jobs,
opportunities, and wages.

Investment fuels productivity, economic growth, and job creation. Maintaining high taxes or
increasing taxes on investment does not. Congress needs to examine whether the sole goal of U.S. tax
policy is 1o raise revenue to finance government services and programs or whether an equally valid
objective of tax policy should be to encourage investment. This policy debate must focus on whether it is
better to raise more revenue 1o support an inefficient, wasteful, bloated government that consumes wealth
or to encourage more investment by allowing those who create our wealth to keep more of what they earn
to invest. We believe that a dollar left in the hands of entrepreneurs can do more good than one that is
sent to Washington and consumed with little result.

Savings and Investment: Keys to Productivity, Economic Growth, and Job Creation

Increased investment benefits the economy. But the United States has not always followed this
formula for economic growth. In fact, the U.S. has devoted a smaller percentage of its gross national
product to investment than almost any other industrial nation. Over the last three decades, Japan has
invested 31 percent of its output and boosted productivity growth by more than five percent per year.
Germany and France have earmarked slightly more than 20 percent of their output for investment,
achieving annual productivity growth of more than three percent. In conirast, the United Siates has
invested about 18 percent of its output and increased productivity growth just a little more than one
percent.

Why has U.S. invesiment been so low? The answer is high capital costs. Savings provide funds
needed for investment, and are an important source for investment capital. The problem has been that
Americans do not save as much as many foreigners do. Consequently, our national rate of savings is one
of the lowest worldwide

An international survey conducted by the American Council for Capital Formation Center found
with regard to personal saving incentives that the United States ranks among the lowest on a list of twelve
countries. The U.S. capital gains tax rate on long-term gains on portfolio securities 1s higher than that of
all other countries except Australia and the United Kingdom and even these countries index the cost basis
of an asset for inflation. Four of the twelve nations tax interest income at rates below the U.S. maximum
rate. Total income taxes (individual plus corporate) on dividends are lower in most countries than the
United States because most other countries have some form of dividend tax relief. With respect to
individual retirement account deductions, these were found to be more generous in five of the twelve
countries than they are in the United States. The study also found that half of the twelve countries atlow
deductions or tax credits for tife insurance premiums, while the United States does not. And individual
social security contributions 1o government-sponsored plans are deductible in most of the twelve
countries, while they are not in the United States.

in view of weak U.S. savings incentives, it is no wonder that the U.S. personal savings rate,
which averaged nearly 7 percent of disposable income over the 1975-1991 period, is far below that of our
major competitors. The study found that Japan, for example, had a personal savings rate for this period of
17.3 percent; Germany's rate was 2.7 percent. Canada’s was 12.5 percent. The increase in personal
savings rate is important in promoting U.S. economic growth and providing funds for investment.

In recent years, private savings have been diverted away from investments and used to finance
public deficits and government spending. This has also contributed to higher capital costs. The resulting
problem is that less money is available for investment or, where it is available, its cost is prohibitive.

Today, the great debate focuses on the best way to encourage investment. The best strategy for
boosting investment would appear to be to create incentives for private investors. Cutting the tax on
capital gains is one example of an incentive that would work. Reducing the tax will encourage investors
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to buy stocks of companies that retain eamings. This will lower the firms' cost of capital, while providing
incentives for saving. Investment income that is taxed encourages consumption at the expense of savings.
What we need is to promote investment and savings for the long haul. This is the key to productivity, job
creation, and economic growth.

Investing for the short-term is short-sighted. Entrepreneurs need to invest today for the future.
They need "patient” capital, long-term capital. Because entrepreneurs need "patient” capital, it is critical
to eliminate the obstacles that often discourage investment for the long haul. Business owners and
aspiring entrepreneurs must have capital in adequate supply to grow companies and launch new ventures.
Congress' goal should be to create a highly favorable investment climate that will enhance and accelerate
economic growth, business expansion, and job creation on an unprecedented scale.

Due to realities of a global economy, it is necessary to encourage higher levels of investment and
spending in the U.S. economy. American businesses and workers will continue to compete for customers
against major competitors in Japan and Europe as well as in the strong and emerging economies of the
developing nations. Increased investment generates more productivity, which is the cornerstone of true
economic wealth. Throughout our history, we have led the world because of our willingness to invest in
new ideas, new opportunities, and people. This has helped us create the world's largest and richest
economy. We will always reap the reward of investment today, but the United States must continue to be
a nation that saves and invests for the future if it is to continue to be the world's economic leader
tomorrow.

A New Direction for U.S. Tax Policy: Toward A More Investment-Driven Policy and Economic
Growth

A new direction in U.S. tax policy is needed to ensure that American businesses, particularly
entrepreneurial small businesses, will be free to create the growth and jobs our nation needs. Maintaining
and or levying higher taxes on investors and investment are contrary to the national objective of long-term
economic growth and employment. That is why we need an investment-driven tax policy, one that will
promote investment by lowering taxes on profits and creating more capital formation and increased
investment.

Smalt business owners are leading the nation in economic growth and job creation. Yet, the tax
code offers very little help in the form of deductions and write-offs that would assist small business
owners in creating more jobs and growth through investment. It is important to remove additional
disincentives to investment. A new direction in U.S. tax policy would recognize that the sole purpose of
tax policy is not only to fund government services and programs, which is merely a collection of
revenues, but that an equally important priority is to encourage promote investment that will contribute to
economic growth, job creation. and prosperity for all Americans.

We must encourage Americans to save more to promote capital formation for investment and
growth in jobs. We must remove the disincentives for savings that lead to consumption of income and
instead provide incentives for Americans to save more of their income. Ideas such as American dreams
savings accounts, as proposed in the Contract with America, take a step in the right direction toward
creating an environment in this country that will encourage savings. Unless Americans begin to save
more, American businesses will continue to pay the price for the high cost of capital and this price will be
reflected in lower levels of productivity, less economic growth, and fewer jobs for all Americans.
Lowering the capital gains tax rate and adjusting gains for inflation would help increase investment. This
would create large pools of capital for companies -- both start-ups and existing companies -- to tap for
economic growth. It would also create a tremendous potential for enormous economic expansion, for
risk-taking, and for new technological development, which is what we need to become more competitive
with foreign countries. Congress needs to remove the obstacles, the barriers in the tax code which make
it more attractive to consume income rather than to save and invest it.

We need to provide additional incentives for entrepreneurs to invest in their businesses and to
recover the full and real cost of their investments. At present, small business owners who invest in their
companies are unable to recover the fult cost of their investments in depreciable property because
inflation erodes the present value of their investments and the time value of money is not accounted for in
current write-offs. It is important to remove this obstacle to increase investment.

Disincentives for savings and investment that are ingrained in our current tax code must be
replaced with incentives for savings and investment. This will put our nation on a path of growth and
economic security in the years ahead.

THE JOB CREATION AND WAGE ENHANCEMENT ACT
Cutting Capital Gains and Indexing Them for Inflation

The House Republican Contract with America includes three capital gains incentive provisions:
(1) a 50 percent capital gains deduction, (2) indexation of capital gains for inflation, and (3) allowing
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homeowners who sell their homes at a loss to deduct that capital loss. The 50 percent capital gains
deduction and the home sale capital loss provision would apply 10 sales on or after January 1, 1995. The
capital assets indexation would apply to inflation (and sales of assets) after December 31, 1994.

Fifty Percent Capital Gains Deduction

The bill would allow taxpayers -- both individual and corporate -- to exclude one-half of capital
gains from income tax, with the effect of cutting the capital gains tax rate to one-half the rate of ordinary
income, which currently is capped at a rate of 28 percent. The new effective capital gains tax rates would
be 7.5 percent, 14 percent, 15.5 percent, 18 percent, and 19.8 percent for individuals, depending upon the
individual's tax bracket. Corporations would be subject to a top effective tax rate of 17.5 percent. The
measure would not change the |-year holding period requirement for long-term capital gains.

The 50 percent capital gains deduction would be taken against gross income. This change would
ensure that the excluded half of the capital gain would not increase Adjusted Gross Income (AGI).
Because capital gains are currently included in AGI, many taxpayers must forfeit personal exemptions
and itemized deductions if they are above certain income thresholds. This change would have the effect
of reducing the effective tax rate on capital gains by easing the impact of the personal exemption phaseout
and the limitation on itemized deductions.

The capital gains deduction would not be a preference under the Alternative Minimum Tax
(AMT). Therefore, the 30 percent deduction would be excluded from the AMT. This exclusion helps
taxpayers avoid another tax rate on capital gains.

The bill would also reinstate the pre-tax Reform Act of 1986 rule for capital losses: only one-half
of net long-term capital losses, 1o the extent that they exceed net short-term capital gains, wouid be
deductible.

Capital Gains Indexation

The bill would halt the practice of taxing individuals and corporations on inflated capital gains.
Under current law, taxpayers must pay capital gains taxes on the difference between an asset's sales price
and its basis (the asset's original purchase price, adjusted for depreciation and other items), although the
increase in value may be the result of inflation and not real gain. The measure calls for increasing the
basis of most capital assets to account for inflation after 1994. Taxpayers would be taxed onty on real,
not illusory, gains

Loss on the Sale of a Home

Under the bitl, taxpayers who sell their principal residence at a loss may deduct that as a capital
loss. Current law does not allow homeowners who sell their homes at a loss to take this deduction.

Why a Cut in Capital Gains Is Needed and Why Gains Should be Indexed

Capital is the lifeblood of enterprise and economic growth, yet too often risk-takers -- energetic
entrepreneurs with promising ideas and practicat dreams -- encounter obstacles in obtaining the capital
they need to launch a new venture. Even well-established business owners -- with strong track records
and profitable companies -- can run up against the same problem when seeking additional sources of
financing to expand their operations. Our nation's future success depends on entrepreneurs and small
business owners who can help fuel our growth and drive our economy. They create our jobs and
contribute to our growth and prosperity. But without the capital to start and expand businesses, they
cannot succeed and ultimately we all will pay a price for their lack of success. It is time that Congress
address the need for increased capital availability within the context of efforts to encourage increased
business formation and expansion through investment. The current tax treatment of capital gains is an
obstacle to the formation of additional capital that entrepreneurs must have access to for investment in
growth and jobs.

The Effects of Taxing Capital Gains
Reduced Savings and [ts Effect on Capital Formation and [nvestment

Subjecting capital gains to taxation penalizes those who save and invest, forcing them 1o pay tax
not once but twice on the same income. From the standpoint of tax faimess and equity, the capital gains
tax is punitive and discriminatory. High tax rates on capital gains tend to discourage savings because
they lower the afier-tax rate of retumn on savings. Such rates can distort individual decisions about
savings. Faced with a choice between saving income -- with a lower rate of return later -- or spending it
now, many Americans elect to consume income now rather than defer future consumption through
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savings. Since savings is essential for capital formation, the individual preference for current
consumption as compared to saving for future consumption stymies capital formation. Reduced
availability of capital equates to lower levels of investment in business startup, plant and equipment as
well as in labor, with the consequence that productivity suffers and workers' wages can drop.

D

High capital gains tax rates discourage venture-capital and risky investments and harm small
firms and new enterprises. These investments are critical to our nation's growth and economic success.
Over the last several years, entrepreneurial small companies have contributed to and accounted for much
of the economy's growth and job creation. Growing and emerging new companies need steady infusions
of risk capital to nurture, support, and sustain expansion. Entrepreneurs and small business owners need
investors to buy stock and to invest in their companies. But investors wilt only commit their capital to
such investments if they can be assured of a fair and reasonable return on their investment.

The taxation of capital gains acts as a significant drawback to riskier investments in new startup
companies or those undertaking expansion. A lower capital gains tax rate would help channel more
capital into new and growing small entrepreneurial companies -- the nation's leading source of economic
growth and job creation. This, in turn, would create a tremendous potential for increased economic
expansion, encourage risk-taking on a larger scale, spur innovation. boost productivity, and add more
Americans to company payrolls.

The Threat to 1,8, Competitiveness

Higher capital gains tax rates undermine U.S. industrial competitiveness and threaten 1o challenge
our lc role as the undi: d economic leader of the world. Capital is the key ingredient of
investment and investment fuels growth and expansion; however, when capital costs too much,
investment declines and productivity and economic growth suffer. Higher capital gains rates tend to
discourage savings and investment, raising the cost of available capital. The effect of higher capital costs
-- either because of reduced supply or increased demand -- means lower levels of investment in plant and
equipment, technology, and labor. As a result, goods and services that are produced under this scenario
cost more to produce. These costs must be reflected in higher consumer prices, making products less
price competitive in the marketplace.

The United Staies already faces significant competitive challenges around the globe. In many
cases, our competitors benefit from more favorable tax treatment of capital gains and savings, combined
with lower labor, raw materials, and overhead costs as well as reduced regulatory and paperwork burdens.
This strengthens their advantages and increases their opportunities in the marketplace. Congress needs to
stimulate investments in technology, ptants and equipment, and people to maintain our technological
superiority. boost productivity, and increase our global competitiveness. That is why a lower capital
gains tax rate is needed to reduce the cost of capital and to increase its availability.

q
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Investors who contemplate selling assets or changing their investments understand the effect
capital gains taxation has on anticipated profits from asset sales. They must weigh whether the expected
return from a sale of an asset will result in a desired profit after the capital gains tax has been levied.
When it is clear that the protlt is less than expected, investors will generally forego or postpone the sale of
an asset. This phenomenon of investors holding onto assets because the expected net return derived from
the sale of an asset after the payment of capital gains 1ax is less than desired is known as the "lock-in"
effect.

Taxing capital gains often saddles investors with assets they do not want but cannot afford to
liquidate because of the undue financial consequences of such a decision. This can cause capitai to idle in
non-productive assets. Morcover, the lock-in cffect deters the redeployment of capital to more useful and
productive investments. Since the lock-in effect caused by higher capital gains taxation can distort and
influence behavior, many investors seek out investments that will minimize tax liability. [n such cases,
tax avoidance becomes a major strategy in considering investments rather than pursuing investments that
make good economic sense and, while riskier than others, also provide higher rates of return.

Lowering capital gains taxes would untock a huge amoum of wealth in homes, land, farms,
stocks, bonds, and other assets; free investors to pursue new investments; and increased realizations of
capital gains would generate new revenues.

[nflation

Of all the negative effects of taxing capital, perhaps none is more pernicious or harmful than that
of inflation. The current tax treatment of capital gains is discriminatory and confiscatory, since taxes are
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paid on inflated and illusory, not real and actual, gains. Inflation erodes gains. Under current law, capital
gains taxes are applied to nominal gains, which are gains that are not adjusted for inflation. This means
that the effective tax rate on real capital gains is actually higher than the current prescribed legal rate.
Since the appreciation in value of most assets, particularly those held for longer periods, is attributable to
inflation, taxing nominal gains destroys the wealth of entrepreneurs, individuals, and families.

Capital gains must be indexed for inflation to halt the taxation of gains based solely on
exaggerated values. This would help investors who currently avoid selling their capital assets to take
advantage of higher risk investments -- the chief source of economic growth. Further, it would allow
investors to buy assets based on their true merits without regard to the effect of inflation on future returns
or planning sales of assets based on artificial holding periods. [ndexing capital gains for inflation also
would help small business owners who want to sell assets to create or expand a business or sell their
company.

In Defense of a Capital Gains Tax Cut: Answering the Critics
Critics of reducing the rate of capital gains have attacked the proposal on many fronts.

Many charge that cutting the capital gains rate will disproportionately benefit taxpayers in higher
income brackets. They contend that at least half of the direct benefits of a cut in capital gains will go to
the top two percent of taxpayers nationwide. Opponents are concerned that this will result in a windfail to
America's richest individuals and corporations at a time when there is a growing disparity between the
country's poor and rich.

Underlying much of the opposition to reducing the capital gains tax is a false belief about our
economy: that is, if one individual wins, the other must lose. Investors who save and invest their income
and plough it into productive investments not only help themselves, but also countless more who share in
the benefits from the initial investment. The direct benefits of investments include economic growth,
increased productivity, new jobs, higher wages, and improved living standards, to say nothing of
additional revenues that government realizes. Thus, in produce a strong multiplier effect within
the economy, helping investors and those who are beneficiaries of their investments. To paraphrase
President Kennedy, ‘a rising tide of investment lifts all boats.'" But when higher capital gains taxes punish
investors by devouring the value of their investments or diluting them through the taxation of infiated
gains, they respond by saving and investing less. Ultimately, their reluctance -- or refusal -- to save and
mvest hurts the economy and everyone in it.

If Congress wants to create more jobs, expand the economy, improve income and wage
opportunities, it must encourage more investment. To foster greater investment, Congress must first
remove the disincentives to savings and tnvestment -- for rich, middie-class, and lower middle-clas:
investors alike. Individuals respond positively to investment incentives but they react negatively and
predictably to investment barriers such as higher capital gains rates. Congress must create incentives for
risk-taking, job creation, and expansion, and lowering the capital gains rate is a first step. This reform
would help all income classes because it would improve the economy's performance and growth
potential. 1 is a tenet of sound economic policy that economic growth increases when the cost of
activities that foster it are lowered.

Critics of lowering the capital gains tax deride it as a boon to rich taxpayers. They labor under a
false assumption; namely, that not all those who pay capital gains taxes are rich. Low- and middle-
income taxpayers bear a significant share of the cost as well. The reality is that many Americans with
limited incomes have investments in stock, rental properties, and small businesses. They face the capital
gains tax when they sell such assets. Michael Schuyler, Ph.D., of the Institute for Research on the
Economics of Taxation, found that:

" Most distributional tables purporting to show who pays the capital gains tax overstate the wealth
of people with capital gains because they include in a taxpayer's income the entire capital gain in the year
in which the person realizes the gain. Since gains are typically realized irregularly, people tend to have
unusually high incomes in the years when they realize their gains. A better measure of income is found by
averaging the gains aver several years' before adding them to income. And these corrected tables indeed
show that the middle-class forks over a significantly higher share of the capital gains tax than is usually
acknowledged. In addition, as politicians in Washington have sought higher taxes to finance more
government spending, they have frequently found it convenient 1o redefine "wealthy" at lower and lower
income levels."

Cut The Capital Gains Tax To Help All Income Classes
IRET Byline. September 22, 1989 No. 79
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A high capital gains tax rate should not be used to extract more taxes from income eamners in the
top tax brackels any more than it should be used to punish those who are lower and middle-class income
brackets. Lowering the tax on capital gains has the potential to help Americans in all income classes by
sparking greater growth in the economy.

Argument: A Capital Gains Tax Cut Will Break the Treasury and Increase the Defigit

Opponents of a lower capital gains tax rate maintatn that reducing the rate could cause the budget
deficit to rise unless Congress offsets the tax cut with spending cuts. They say that Congress must find
the cuts or risk further interest rate hikes from the Federal Reserve. Opponents also argue that a cut
would ki!l prospects for improved economic growth that Republicans say they want to stimulate. The
Congressional Joint Comniittee on Taxation estimates that the Republicans’ proposed capital gains tax cut
would cost $56 billion in lost tax revenue over the next five years. After that, it predicts. the cost of a
capital gains tax cut would rise. mostly due to proposed adjustments in future capital gains to offset
inflation. Opponents point out that Congress cannot dismiss the fact that the $160 billion deficit will
begin rising again next year. and that the costs of the capual gains tax cut would add to that cost without
offsetting spending cuts

Republicans have vowed 1o cut spending to make room for the cuts they propose. The capital
gains tax cut will not be a revenue loser as critics contend; in fact, it could prove to be 4 net revenue
gainer. Mr. Gary Robbins, President of Fiscal Associates Inc, a leading proponent of dynamic
estimating, predicts that the capital gains tax cut would produce $126 billion in new revenues by fostering
widespread economic growth. We believe this could result in a windfall to the U.S. Treasury. A lower
capital gains rate could boost tax revenues by encouraging investors to realize their gains sooner. A cut
would encourage investors fo hiquidate assets and put their money into productive investments to such a
degree that the cost of a capital gains tax cut would pay for itself in higher tax revenues later.

Critics say that 15 an unproven economic hypothesis. Yet, Warren T. Brookes, a respected
journalist and economist, recounts in his book, The Economy in Mind, that the opposite is true:

“When the top marginal tax rate on capital gains was 46% (1946-63), or nearly double Mellon's
maximum range of 25%. the taxes paid on capital gains steadily declined from 1961 through 1963. Then,
as a result of the Kennedy across-the-board tax cut of 1963-64, the top marginal tax rate on capital gains
was reduced from 46% to 35% -- a cut of 24%. The revenues from this tax steadily rose, by 25% in 1964
and 27% in 1965. By 1968 they had nearly tripled in constant dollars, at a substantially lower marginal
tax rate.

Unfortunately, this growth in capital gains and investment was hit hard, first by a surtax in 1968-
69, and then by an increase on capital gains put through by Senator Edward M. Kennedy in 1969, which
had the effect of raising the top marginal tax on capital gains to its highest level in U.S. history, 49% in
1970. The results were immediately destructive. Tax revenues from capita! gains plummeted, and over
the next eight years remained consistently at a level nearly $1.5 billion lower than they were in 1968.

Within a year of this tax increase, the entire equity capital market for small companies (which
account for over 80% of all new jobs and 65% of new inventions) fell apart; and it continued to
disintegrate over the next eight years. In 1969, before the tax hike, there were nearly 700 new stock
offerings by small companies. with a total 1980 value of nearly $3 billion. But by 1977 this equity
market had shriveled to only 13 offerings and less than $55 million -- a compound annual decrease of
nearly 40%, the worst collapse in equity sales in modern U.S. history.

For all intents and purposes, Senator Kennedy's innocent little tax hike had virtually killed off the
small-business equity market and countless thausands, even millions, of jobs along with it."

The Economy in Mind, pp. 59-61

Later in the same chapter, Brookes describes the effort involved in trying to reverse the increase
on capital gains.

"It was perhaps the best illustration of the Laffer Curve in action -- so good, in fact, that a young
Republican congressman, the late William Steiger of Wisconsin, decided in 1977 10 try to convince an
overwhelmingly Democratic Congress to repeal this massive mistake [sic: Senator Edward Kennedy's
bill to raise capital gains] by showing his colleagues that as much as half of the new equity capital for the
aation's fast-growing high-technology industries was, by now, coming from overseas rather than from our
own equity markets.

The dramatic fall, both in capitai-gains tax revenues and in equity-investment, convinced the
Congress to turn down President Carter's own surprising plan to increase the capital-gains tax rate stiil
further (10 52.5%) and instead to adopt Cong Steiger's d which cut the rate from the
49% level down to 28% -- a 43% tax reduction.

The Carter administration, in an unsuccessful attempt to block this bold move, had wamned that
the Steiger Amendment could reduce Treasury revenues by more than $2 billion during the first year.
Instead, the Steiger cut actually raised capital-gains tax revenues modestly in 1979, the first year
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following the 43% reduction, as the number of new equity offerings suddenly jumped from 20 per year to
81 in 1979. Then, during 1980, a recession year, 237 companies offered stock to the public for the first
time (the greatest number since [972) and sold $1.4 billion in shares -- a huge increase from the 81 new
companies that had sold $506 million in 1979."

The Economy in Mind, pp. 61-62.
NBOA Position on Cutting Capital Gains and Indexation

The National Business Owners Association strongly supports the capital gains tax cut and
indexation provisions coniained in Job Creation and Wage Enhancement Act as introduced and as
originally proposed in the Contract with America. We asked our members in a survey whether they
would favor a capital gains tax cut. Respondents overwhelmingly expressed support for legislation to
reduce the rate of taxation on capital gains. NBOA believes that the capital gains relief incentives
included in the bill will create a climate that will encourage investment; promote increased growth in the
economy, jobs and wages: and strengthen U.S. comperitiveness

Neutrat Cost Recovery

The House Republican Contract with America includes a "neutral cost recovery" proposal. This
proposal would increase depreciation deductions to approach the economic equivalent of expensing.
Currently, the tax code does not allow businesses to recover fully (on an economic basis) the cost of
investments in depreciable business property. The proposal would increase depreciation deductions to
account for inflation and the time value of money. The neutral cost recovery provisions would generally
apply to property placed in service after December 31, 1994,

Current faw prohibits company owners from taking an immediate write-off for the investments
they make in depreciable asscts such as plant, equipment, and other assets. Consequently, they must
spread the write-offs over longer periods. This practice hurts smal} business owners in several ways. It
reduces the real present value of the write-offs since they do not account and compensate for the twin
effects of inflation and the ume value of money. By not allowing business owners 1o factor in the costs of
inflation and time value of money and to adjust their write-offs on depreciable property to reflect these
costs, business owners are unable to recover the full costs of their investments,

Under the neutral cost recovery proposed in the Job Creation and Wage Enhancement Act,
businesses would be allowed to recoup the cost of their investments. The plan would allow companies to
adjust their depreciation write-of(s yearly by applying a 3.5 percent discount rate and the rate of inflation.
This would make the write-off amount equal to the full purchase price of an asset.

NBOA Position on Neutral Cost Recovery

The National Business Owners Association strongly supports the neutral cost recovery provisions
contained in H.R. 9. This bill will give business owners and entrepreneurs a power{ul new investment
incentive, allowing them to recover the full value of an investment in new machinery, equipment or
technology over the useful life of an asset. Moreover, these changes recognize the importance of capital
to smal} business and its abitity to invest for future growth. We believe further that this provision will
exert a positive influence on investment and wages as it seeks to correct an inequity in the current tax
code that harms small business. These changes will also help promote rapid economic growth by
spurring increased investment. We believe that such growth will fuel busi startup and expansion as
well as spark new job creation.

Increasing the Expensing Level for Small Business

The House Republican Contract with America also proposes an increase in the amount of
property that a small business can "expense” or deduct in the year of purchase. Current law ailows a
small busi {a busi purchasing $200,000 or less of eligible property) to take an immediate
deduction on the first $17,500 of property it acquires. Remaining property is generally subject to regular
depreciation rules. The proposal would allow small businesses to fully deduct an additional $7,500 from
each year's earnings for purchases of equipment and inventory up to $25,000, compared with $17,500
now. The provision would be in effect for taxable years beginning afier December 31, 1995,

Expanded write-offs for investments in plants and equipment for small business are needed to
ensure that small firms have access to capital to invest in growth and expansion. Entrepreneurs need to
invest today for the future, and that long-term investment must be nurtured. Yet, the present tax treatment
of investments in plant and equipment has not favored long-term investment as it should nor favored the
in of smali busi men and women who are driving our nation’s growth.
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NBOA Position on [ncreasing Expensing for Small B

The National Business Owners Association strongly favors the proposal to increase expensing
amount for small businesses as contained in the Job Creation and Wage Enhancement Act. This
legislation provides an important investment incentives for small business owners, while enabling them to
recover more of the cost of their investments. This, in turn, will increase the availability of additional
capital for future investment.

Clarifying the Home Office Deduction

H.R. 9 would clarify the home office deduction by making two changes. First, an office in the
home would quallfy as a principal place of business if the office is the location where the taxpayer's
istrative or activities are conducted on a regular basis by the taxpayer and the
office is necessary because the taxpayer has no other place to perform those activities. Second,
qualifying home office expenses would also include those allocable to the storage of product samples.
The changes to the home office deduction generally would be effective for taxable years beginning after
1995,

The home office deduction was restricted by a 1993 U.S. Supreme Court decision in
Commissioner v. Soliman, when the court denied certain deductions and imposed two additional tests for
determining eligibility for deductions. To qualify now, a business owner must: meet clients or customers
in the home office; and second, eamn the firm's revenue there as well. The Soliman decision penalizes
many small business owners because they choose their homes as their business location rather than a
store front, office building, or industrial park. This ruling fails to recognize the fundamental realities of
American busi today, including its changing nature; how, when, and where business is conducted; as
well as the needs of entrepreneurs who are leading our economy.

The bill would restore the deduction for home office expenses to pre-Soliman law. Taxpayers
would not be required to meet the criteria determined by the Court. Rather, the bill allows a home office
to meet the definition of a principal place of business if it is the location where essential administrative or
management activities are conducted on a regular and systematic basis by the taxpayer. To avoid
potential abuses, the bill would require that taxpayers have no other location for the performance of the
administrative or management activities of the business.

The home may be the best incubator for fledgling businesses that are struggling to survive and
succeed. Few new small business owners, if any, can afford the luxury of rented office space. That is
because a major problem facing new enterprises is cash flow. Many entrepreneurs launch new firms on a
shoestring budget, enduring long hours, limited resources, and lean or no profits before they become
successful. For these business owners, the home office deduction can boost the chances that the company
they have started and worked hard to build will be a success. That is why the loss of the deduction
represents a major blow to thase whose success often hangs in the balance and hinges on taking
advantage of every break that can keep the company financially afloat and growing.

The Seliman decision ignores the changing face and needs of business. The advent of advanced
and ever-improving computer and telecommunications technology has empowered millions to work from
their homes. Entrepreneurs are no longer tied to an office or to a store front. Now, thanks to technology,
they can work from their homes. Technology has changed the way we think, communicate, work, and do
business -- and where we do these things. New technologies arc revolutionizing business and helping us
to realize huge improvements in productivity and service. As technology becomes cheaper due to
innovation, more Americans can afford to work for themselves and from their homes. U.S. tax policy
should not discriminate against home businesses because a taxpayer chooses to operate a business out of
the home.

NBOA Position on Clarifying the Home Office Deduction

The National Business Owners Association strongly supports efforts to restore the home office
deduction. Restoring the home office expense deduction could affect between 20 and 40 million
Americans who work from their homes.

Increasing the Estate Tax Exemption

The Contract with America would raise the estate and gift tax exemption equivalent to $750,000.
The current $600.000 exemption has not been increased in several years and has been eroded by inflation.
The increase in the exemption would be phased-in. The exemption would be $700,000 for estates of
persons dying, or for gifts made, in 1996. The exemption would be $725,000 in 1997 and $750,000 in
1998 or later. The $750,000 exemption amount would be indexed for inflation.
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Estate taxes are hurting family-owned businesses, especially smaller firms. Funds that could be
retained in a business to invest in growth and create jobs are going to pay taxes on the assets of the
deceased owner or the owner who desires to exit his or her firm and hand over control to the next
generation. The accounting firm of Arthur Andersen estimates that the transfer taxes on business assets
above the current $600,000 exemption range from 38 percent to 60 percent, depending on amount.
Surviving family members frequently must sell part of the company to pay the estate taxes. According to
Mr. Drew Mendoza, program director of the Family Business Center at Loyola University-Chicago,
meeting this tax burden forces many family businesses into sale or foreclosure. A survey found that nine
of 10 family successors' businesses failed shortly after the original owner's death, due 1o the difficulty of
paying estate taxes. Seventy percent of ail family businesses will not succeed to the second generation
and only 13 percent will make it to the third generation.

According to a recent research study conducted for Massachusetts Mutual Life [nsurance
Company, 57 percent of owners say they intend to pass on their ownership positions to a close relative.
This represents an eight percent drop-off from the 1993 study, when 65 percent of those surveyed said
they intended to keep the business in the family. It is an alarming statistic, and points to a possible
disturbing nationwide trend: we are losing family-owned businesses. Higher estate taxes may be the
culprit or only a single factor contributing to the decline of America's family-owned businesses. These
firms are important o our nation's economy. It is estimated that there are 10 to 12 million family-owned
businesses nationwide. These companies may account for as much as half our gross national product and
60 percent of all wages paid.

With all the daunting challenges and obstacles already facing small business owners, the tax
cade should not add to the burden of family business owners by making it more difficult for them to keep
their companies in family hands. We need to preserve family businesses by removing obstacles -- such as
higher estate taxes -- that threaten their prospects for continued survival and success.

The last estate tax reform occurred in 1981, when the high inflation of the 1970s forced Congress
to alter the existing law. The tax rate was reduced from 70 percent 1o 50 percent, the tax exemption was
raised from $200,000 to $600,000, and further taxes were deferred on the portion of the estate the spouse
inherited. These changes were only adequate for a short time. Small business owners say they have not
kept pace with the state of the economy and they need to be overhauled again.

NBOA Position on Raising the Current Estate and Gift Tax Exemption

The National Business Owners Association strongly supports raising the current estate and gift
tax exemption to $750.000 and adjusting it for inflation. This change will help ease the burden of estate
1axes for many small business owners, keep famify firms financially stable, and preserve them for
generations to come.

CONCLUSION

We appreciate this opportunity to offer our views on the tax and investment incentives contained
in the Job Creation and Wage Enhancement Act. These incentives will set the stage for a new American
cra of economic growth led by small business owners. The real growth in all major economies worldwide
is coming from smaller, more entrepreneurial compantes. That is especially true of the U.S_economy.
The importance of entrepreneurs and small business owners to the economy cannot be underestimated.
They drive the American economy, fueling its growth. adding new jobs, and creating wealth.

Congress must help unleash the entrepreneurial spirit to spur economic growth and encourage
individuals with promisiny ideas and the courage to take risks to start and expand businesses. Too often
government creates obstacles to growth -- as it has with disincentives for savings and investment. Small
business owners deserve policies that promote economic growth -- policies that reward, ot punish, risk-
taking and hard work. The tax and invesiment incentives in the Contract with America are a bold and
promising step in the right direction

Mr. Chairman, we look farward to working with you and the Members of this Committee over
the coming months to develop and enact the policies that will help America's nearly 22 million small
business owners bring about a new American era of economic growth and prosperity
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Mr. HERGER. Thank you both for your comments.

I noted in your testimony, Ms. Kerrigan, that you did mention
the importance of raising the estate tax exemption. In our Contract
With America, it is raised from $600,000 to $750,000. I might note
that statistically only 23 percent of family farms or businesses are
able to be passed on from the parents to the children and less than
10 percent onto the third generation.

I might maybe direct my question to you, Mr. Hiatt. Do you feel
that this is a concern among the small businessowners?

Mr. HIATT. Yes, sir, it is. Let me tell you why we believe it is
especially important that we raise the exemption. It was raised
from $200,000 to $600,000 and that gave some relief but not
enough because of inflation and other things that have eroded that
kind of wealth.

It is also important to note that a study has found that when
small businessowners pass on their companies to their children,
that because of estate taxes, 9 out of 10 of those businesses fail.
It is also disturbing to note that many small businessowners are
choosing not to pass on their businesses to keep them in family
hands, and we think it is very important to preserve family-owned
businesses. We encourage this committee to look at perhaps even
raising the current threshold beyond the $750,000 limit that is pro-
posed 1n the Contract.

Mr. HERGER. Thank you.

Mr. English will inquire.

Mr. ENGLISH. Thank you.

I noticed, Ms. Kerrigan, in your testimony that you would like
to see us address the issue of raising the threshold for expensing
of equipment for small business. Now, I know from my experience
in my district, we have a lot of small manufacturers who are inter-
nationally competitive who are having to invest more or less con-
stantly in new plants and equipment to stay competitive.

As you have polled your membership, where is this in their order
of priorities, and do you think there is a long-term objective here
of raising that threshold beyond even the $25,000?

Ms. KERRIGAN. Indeed. Our membership clearly supports the
issue of small business expensing and concurrently increasing that
level to $25,000. But unfortunately, in today’s marﬁetplace, $25,000
does not buy that much, especially if you are talking about a small
or larger than small or say a small manufacturer or medium-sized
business. Certainly one of the alternatives that we would support
is perhaps a phase-in to a $100,000 expensing limit. We do see a
need to increase that.

Mr. ENGLISH. Very good. As we have reviewed some of these pro-
posals, obviously one of the ones that has attracted the most atten-
tion is the proposed cut in the capital gains tax, and you have of-
fered in your testimony, I think, the most onpoint comments on the
correlation between capital gains taxes and business starts.

Have you found that many of the small businesspeople starting
up have to use their own resources and are deterred from finding
the capital from selling assets by the existence of a capital gains
tax much higher than you find in other countries?

Ms. KERRIGAN. Absolutely. If you look at where the United
States stacks up internationally, we are not close to even our fierc-
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est competitors. Many of our competitors have zero or lower rates.
Even those that have higher nominal rates, Australia and the Unit-
ed Kingdom, at least index for capital gains and, therefore, our
rate, depending on U.S. inflation, could be much higher than Aus-
tralia and the United Kingdom.

The question remains, I guess, in terms of where small busi-
nesses go to seek startup capital. Since they are—since bank lend-
ing officials are scared off by such risky ventures, they do seek out
venture capitalists, friends and families, and those folks have to
make the determination beyond the risk of the business, are they
going to sell off current assets and receive—you obviously have to
pay some high capital gains tax rate on that asset versus what the
return will be on investing in a business, and this is very difficult
for any investor to do, even if it is a family or a friend of that per-
son that is seeking that startup capital.

Mr. ENcLISH. You had mentioned that in other countries capital
gains are indexed to inflation for tax purposes. There has been an
argument here today by a number of the panelists that indexing
capital gains to inflation would be a serious reduction in tax sim-
plicity.

Now, many of your members, I would imagine, do their own tax
returns. Is this a cause of concern for you?

Ms. KERRIGAN. If it was indexed to nflation?

Mr. ENGLISH. Yes.

Ms. KERRIGAN. I think this would be a positive cause for concern
as opposed to—if you look at the U.S. Tax Code and what small
businesses have to do to comply with, the Tax Code is absolutely
a mess. [ mean, there is no doubt about it, and we are definitely
for making complying less complicated, less costly. I mean, if you
are adding a whole series of changes to the Tax Code, then that
might make a big difference, but I don’t see this as being one of
those major concerns.

Mr. ENGLISH. So your membership would not be concerned about
the tax simplicity argument against changing the capital gains tax?

Ms. KERRIGAN. No.

Mr. ENGLISH. Finally, distributional issue, if I could just ask this
last question, Mr. Chairman, let me get a quick answer from you.

There has been a lot of criticism of cutting the capital gains tax
as providing tax cuts for the rich. Obviously you represent a grass-
roots constituency of individuals who are not affluent, who are very
concerned about this issue. Would you care to comment on the eq-
uity side of this issue?

Ms. KERRIGAN. Even if reduction in capital gains did benefit the
rich exclusively, which it does not, it doesn’t mean that everyone
else loses if you reduce the capital gains tax rate. But, you know,
it is spread across a wider income spectrum than I think is re-
ported by the media and those that oppose reducing or eliminating
the capital gains.

In 1992, 56 percent of those reporting a capital gain had incomes
of $50,000 or less, including the gain; 83 percent of those reporting
a capital gain had incomes of $100,000 or less, including the gain.
So I think there has been a misrepresentation of who will benefit
and who will not.
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But, you know, our position is and I think most of our small
business members is that class warfare does not make for good eco-
nomic policy, and so that is not a problem, you know, with our
membership. And most of our small business members, I would
say, m}a\lke in the $30,000 to $50,000 and $60,000 range. They are
not rich.

Mr. ENGLISH. Thank you very much.

Thank you, Mr. Chairman.

Mr. HERGER. Thank you very much.

Mr. McCrery will inquire,

Mr. McCRERY. Thank you, Mr. Chairman, and thank both of our
witnesses for coming and bearing with us today through a long se-
ries of testimony.

Both of your testimonies were excellent, I thought, particular]
bringing home the value of some of these tax proposals to small
business. Ms. Kerrigan, you have talked particularly about the im-
portance of expensing to small businesses, and I certainly agree
with your analysis.

There is one thing that I want to mention and get your thought
on that I am aware of, particularly because I have an automobile
manufacturing plant in my district, but I am also aware of it be-
cause a number of small gusinesspeople who depend on an auto-
mobile for their livelihood basically complain that they cannot ex-
pense the cost of that automobile. They can expense a tape recorder
or a fax machine or, you know, all kinds of things like that, but
if they don’t need those things, but they have to have a car to do
their business, whether it is a plumber that has to have a truck
to drive to do his jobs or a door-to-door salesman that needs to
have a car to keep his samples in, you know, they find that their
primary business investment, as far as a depreciable asset is con-
cerned, is an automobile, and yet they can’t deduct it as they would
be able to deduct other purchases of business equipment.

Would you comment on that? And do you think that is something
for us, for this committee to look at as we change the rules with
respect to depreciation and expensing?

Ms. KERRIGAN. Oh, indeed I do. I think that a vehicle should be
a part of small business expensing. And a little known fact is that
they are not, so mobile entrepreneurs, those people who use vehi-
cles to transport themselves, their products, their goods, their serv-
ices on a daily basis are not allowed to significantly expense what
sometimes is their largest capital acquisition, and this occurs large-
ly because of the luxury depreciation cap which, you know, blocks
this type of expensing. So I think it would be very important for
the committee to make, if they can, that tax change to make vehi-
cles part of small business expensing.

Mr. HiaTT. Mr. Chairman, could I respond to that?

I have driven from Shreveport all the way down to New Orleans.
We have a lot of members in your district, and that is about a 6-
hour drive depending on traffic. We have a lot of members in that
area who do business in Baton Rouge and New Orleans on a daily
basis, and their personal automobile is also used for business.

This is an absolutely essential component of their business and
of their work, and we think that that would probably be a good pro-
posal to look at. J think there is a potential here for abuse, but I
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think that can be looked at and any abuses can be mitigated
against in the long run.

Mr. McCRrERY. Thank you. Also, on the question of the estate
taxes, both of you have mentioned estate taxes and how that is a
problem for small businesses, particularly closely held, family-
owned small businesses where the heirs find that they have to sell
their business in order to pay the estate taxes and therefore the
business is gone, the employees who worked for the business don’t
have jobs, and that is a tremendous problem.

You have both said that the increase from $600,000 to $750,000
is a nice step in the right direction. Do you think that this commit-
tee should consider going further with respect to lessening the bur-
den on heirs of owners of small businesses?

Ms. KERRIGAN. From our perspective, we think the increase is
important, and we support it, and perhaps it may cover the infla-
tion costs over the past 15 years, but we still see that even with
this increase that many of these family-owned businesses that pass
on the business to the next generation will probably, even with this
increase, have to sell part of the family business to cover the costs
of the estate tax bills.

And what this does is punishes capital accumulation and hard
work, and the hard work of a lifetime of a family, so we would like
to see it increase beyond the $750,000 range. I think the American
Farm Bureau even, their proposal puts it up to $2 million, so an
increase beyond $750,000 is indeed important.

Mr. McCRERY. What about eliminating it?

Mr. HiATT. Eliminating it?

Mr. McCreRry. Eliminating it, what about that? What do you
think about that for small businesses?

Mr. HiaTT. We could certainly support that.

Ms. KERRIGAN. We will support that, capital gains, a few other
things.

Mr. HiaTT. What is interesting on that very point is that a sur-
vey found that 70 percent of all family businesses will not succeed
to the second generation and only 13 percent will make it to the
third, and another survey found that 9 of 10 family successor busi-
nesses failed shortly after the original owner’s death due to the dif-
ficulty of paying estate taxes.

So what we see is that family-owned businesses in this country
are an endangered species, and if we believe that it is important
to preserve the tradition of family-owned businesses that really
helped build this country, then we certainly need to remove the ob-
stacles to keep them in family hands.

Mr. McCRERY. Thank you very much.

Mr. HERGER. Thank you very much, and thank you, Mr.
McCrery, for some good questions.

Mr. Collins will inquire.

Mr. CoLLINS. Thank you, Mr. Chairman.

I don’t really have any questions because 1 fully support every-
thing these representatives of small business have discussed. I
would just like to say, though, that I am a small businessperson,
I still have a small business, in fact I employ about 35 people. 1
consider one of the greatest stumbling blocks or competitors of my
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business is the U.S. Government. The Federal tax policy along with
regulations pose significant barriers.

Often I feel like we are victims of the judicial system because of
tort and tort actions against us as small businesspeople. We are
employers and we are entrepreneurs, and I see the government
using us as collectors of taxes. We do the best job for them in col-
lecting and paying into the system, and then all too often I think
we are the targets of many of those inspectors for regulatory agen-
cies because they know that with being small, we don’t have a lot
of the personnel around and a lot of the wherewithal to pay for the
personnel to cross every “t” and dot every “i” for us as far as our
operations, especially in the area of OSHA. So I think we are often
abused in that area.

Despite all those stumbling blocks we as small businesspeople,
employ the majority of the people in this country. But as a small
businessowner and one who often visits with many small busi-
nesses when I am back in Georgia, a common thread of thought is
it just isn’t worth it anymore. I am sure that you find this senti-
ment among the people you represent.

But, again, we appreciate you being here. We appreciate you rep-
resenting the small businesses of this country and the backbone of
our employment. Thank you.

And thank you, Mr. Chairman.

Mr. HERGER. Thank you, Mr. Collins.

Mr. Houghton will inquire.

Mr. HOUuGHTON. Hi. I am sorry I am late. I appreciate your being
willing to take my inquiry.

This session has concentrated on investment and savings and
there has been an awful lot of talk about how do you churn things
and how do you get benefits into usable hands so that increased
investment could take place. There has also been passing ref-
erences about savings, but very few concrete examples of how sav-
ings can increase.

The IRAs are a possibility, but it is not a sure thing, capital
gains appear not to give any savings increase whatsoever. As far
as the investment tax credit, I am not sure that is going to do the
job because you can take money from overseas and bring it in rath-
er than stimulate the savings itself.

Now our savings rate, if I understand it, is something like the
1 percent range of GDP as contrasted to, I don’t know what it is
in Japan, 10 to 15 percent or in Germany maybe half that or some-
thing like that. But if the savings rate is critical to everything, in-
cluding investment, how do we get it up because there is no specific
pro%ram I see on the shelf that is going to generate the savings we
need.

If we have, for example, a gross domestic product of, let's say,
$6.8 or $7 trillion, whatever it is, and you want to get it up part
way to what Japan is, you have got to produce another $650 to
$700 billion in savings. I don’t see that coming along. 1 don’t see
that anything we have been talking about helps that process.

How do you comment on that?

Mr. HIATT. Well, I think that is the $64 million question. We
think, first of all, what is important is tax policy, and this commit-
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tee is expert in this regard. You can certainly influence behavior
by the incentives or the lack of incentives that you put in the code.

We have seen disincentives in the code for savings investment.
We think it is very important overall, and we didn’t mention this
in the testimony, we think that one of the most important contribu-
tions that this committee can make to savings and to overall eco-
nomic growth would be an income tax cut that would, as we have
seen before, helped basically jump start our economy. Several years
ago such a cut created millions of jobs.

Mr. HOUGHTON. If I could just interrupt a minute. You do have
the option to take that money and spend it rather than save it.
There isn’t the incentive, when you cut a tax, that it will go into
a savings account.

Mr. HIATT. Yes, sir, and that is my point. We don’t know exactly
how consumers would use that. I think a great number of them,
if they could, would probably put that into IRAs and to other in-
vestment vehicles, savings vehicles that we have.

I do agree with you overall that we probably have a low rate of
savings in this country for several reasons. Number one is the dis-
incentives that are in the code, but also because we have a huge
public debt and a huge budget deficit that is attracting vast
amounts of capital and diverting it away from savings, and we are
funding this budget spending, this deficit spending that is eating
up private savings in this country.

So I think the answer is we just can’t deal with creating incen-
tives for savings, we also have to deal with some of these other
structural prob%ems like the deficit, and also government spending
overall and why it is diverting huge amounts of private savings,
and if that is really the direction we need to go in.

I don’t really know what we should do in terms of savings incen-
tives. I like the IRA, the increased IRA provisions that are being
discussed. I don’t have a firm answer.

Mr. HouGHTON. If I could interrupt just 1 minute, I would like
to yield to Mr. Collins of Georgia, but before I do, I would just like
to say this, that here we are trying, through the Tax Code, to help
investment and savings, and I don’t see us doing that as far as sav-
ings is concerned.

Mr. HiATT. I would agree with you.

Mr. HOUGHTON. You are a citizen, you both are citizens, as we
are. How can you help us sink through this process. Business
doesn’t save, they either pay out to their stockholders or they put
it into some sort of a capital investment. Lower income people don’t
s}::ve, so it is the middle cut, and they are not able to handle this
thing.

I )gield to Mr. Collins.

Ms. KERRIGAN. 1 would just like to make one remark.

I think some continuity in the Tax Code, and if indeed IRAs be-
come part of this package, I mean, is that going to be a short-term
thing or 4 or 5 years down the road are IRAs going to be stripped
away? So if you take away sort of consistency and continuity in the
entire Tax Code, then people are apt to say, well, gee, I will spend
it, you know, because I don’t know, you know, what tomorrow is
%oing to bring. So I think there has to be some consistency in the

ax Code on the Federal Government’s part.
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Mr. HouGHTON. Thank you.

I yield to Mr. Collins.

r. HERGER. I yield time to Mr. Collins.

Mr. CoLLINs. Thank you, Mr. Chairman, and thank the gen-
tleman for yielding.

I just wanted to inject this thought. The purpose of tax reform
or tax reduction and the purpose of the Contract With America is
to leave more money in the cash flow of the private sector to stimu-
late the economy. Vzhen you do that, you are going to increase the
bottom line of a number of small businesses as well as large busi-
nesses in this country.

When you increase the bottom lines or increase the cash flow you
increase savings and investment. In my little business, if I have a
few bucks left at the end of the weekly cash flow, some of those
funds go into money market accounts. They are put away for when
I have to withdraw to make some type of tax deposit or some type
of note payment on a large note or even equipment notes. But
those are funds that go into a money market savings account.

Also, a large number of businesses have pension programs or
have 401(k) plans. They have something set aside for the employ-
ees whereby they contribute to and the employee contributes to. If
the company’s bottom line is better, they make better contribu-
tions. This is a small savings that will significantly increase the
savings accounts across the country. Those are just a couple things
I wanted to inject as an owner and operator of a small business
today.

I t¥1ank the gentleman for yielding.

Mr. HERGER. Thank you very much, Mr. Collins.

I want to thank both our witnesses on our final panel, Ms.
Kerrigan, Mr. Hiatt. As representatives of small business, I believe
that you have represented them well. It never ceases to amaze, I
might say, those of us who do have small business backgrounds of
how we %ave examples of small businesspeople not being able to
expense out their transportation, not being able to deduct their
health insurance on themselves at a time when we are trying to
encourage them to have health insurance. This is only a couple
items. But, again, I do thank you very much.

And with that, this committee stands adjourned. Thank you very
much. We are adjourned until 10 a.m. tomorrow.

[Whereupon, at 4:05 p.m., the hearing was adjourned, to recon-
vene at 10 a.m., Wednesday, January 25, 1995.]






TAX PROVISIONS IN THE CONTRACT WITH
AMERICA DESIGNED TO ENCOURAGE
SAVINGS AND INVESTMENT
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HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
Washington, D.C.

The committee met, pursuant to call, at 10:03 a.m., in room
1100, Longworth House Office Building, Hon. Bill Archer (chair-
man of the committee) presiding.

Chairman ARCHER. Today we will continue our hearings in con-
sideration of the savings and investment provisions of the Contract
With America. Yesterday, we heard from witnesses on the need to
make the Tax Code less hostile to people who want to save and in-
vest, and today’s hearing is going to be devoted specifically to cap-
ital gains.

The capital gains tax cut in the Contract consists of a 50-percent
deduction on all capital gains, the indexation of the basis of assets
for inflation, and a capital loss deduction on the sale of a home. It
is interesting that over the years the Tax Code has levied a tax on
homeowners who sell their homes for a gain, but refuses to let
them take any sort of a tax loss if the home is sold at a loss.

This is sort of emblematic of what has happened too often with
the Federal Government, and that is heads the government wins
and tails the taxpayer loses. We want to change that. I have looked
forward for a number of years to chairing a hearing of this sort be-
cause throughout my congressional career, I have taken a lead role
in attempting to get capital gains taxed at a lower rate.

And I have spent years in refining the proposal that is before the
committee today, particularly that of the indexing of the basis for
inflation. I support a capital gains tax cut because I believe it will
create jobs and more opportunities for working Americans.

Lower capital gains taxes means more capital is available to an
entrepreneur who wants to start a business, to a businessman or
businesswoman who wants to expand and hire more workers, to a
corporation that wants to modernize its equipment to make its em-
ployees more productive so that they can be paid higher wages.

We have heard a lot about the so-called fairness issue. And I
think we should talk about fairness. What is fair about taxing peo-
ple on gains that are strictly due to inflation so that in the end
they have less real money in their pockets than they did when they
bought the capital asset? What is fair about having a lower rate
for capital gains recognized by those in the higher tax brackets, but
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not for those that are in the 15 and 28 percent bracket? And, what
is fair about a system in which you can be taxed when you sell
your home with a gain, but never can deduct the loss? What is fair
about a tax that punishes people who sacrifice and forgo consump-
tion, pay the income tax on their income, take the net and invest
it, save it, and then get punished by being taxed on the apprecia-
tion and value of those savings? And what is fair about a tax sys-
!;elr)n?that gets in the way of people who want to go out and create
jobs?

I am confident that this committee will cut the capital gains tax
rate this year. As a result, we will not only help people to keep and
save the money that they make, we will also help America’s work-
ers find more high-paying jobs thanks to the entrepreneurs and
businesses that will be able to get increased access to capital nec-
essary for growth.

The only way that we can increase the aggregate real wages of
Americans is to have higher productivity, and the only way we can
have higher productivity is to continue to advance in the purchase
of tools and technology to increase the output of every worker. And
that is why capital savings are necessary in our society.

Those who criticize this vital tax provision would pluck the feath-
ers off the goose that lays the golden egg. Cutting capital gains
helps average Americans to get ahead and to stay ahead. Today’s
witnesses have been in the economic trenches and they know how
hard it is to start a business and to keep it going. They know the
uncertainty of making an investment and not being able to know
for years whether they have been successful.

A tax code that doesn’t reward entrepreneurs and long-term in-
vestors is a tax code that must be changed, so I look forward to
the testimony today. Charlie, are you going to make the statement?

I recognize my colleague, Mr. Rangel for the statement for the
minority.

Mr. I{ANGEL. Thank you, Mr. Chairman. I think this is an area
that we have a bipartisan concern. You will agree that we have to
concentrate on savings rather than consumption. We have to make
certain that American investors are able to be competitive with for-
eign investors.

We also have to not rely on foreign sources of capital and to be
more independent if we are really going to be leaders in the global
competition. There is a serious question as to how do we score the
reduction in capital gains taxes, whether we are talking about
static- or whether we are talking about a dynamic-type of scoring.

The question 1s not what we can accomplish because of the num-
ber of our votes, it is what is going to be considered by the financial
market as to whether we are cooking the books, whether we have
a reliable position as it relates to the revenue question and, of
course, as all of us have said, Republicans and Democrats, and it
was emphasized by the President last night, we must know how we
are going to pay for each and every tax—every revenue loss, rather,
before we move on and do the things that all of us want to do.

And so I would like to say publicly, Mr, Chairman, that I have
just been interviewed by a national newspaper and they asked how
were we getting along with you, and T said that this is probably
the most nonpartisan committee historically that we have on the
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Hill, that we have enjoyed a mutual respect over the years and,
notwithstanding the difference of political opinion we may have,
that we look forward to working with these matters as other mat-
ters in a very cooperative way.

Thank you, Mr. Chairman.

Chairman ARCHER. I thank the gentleman for his statement and
certainly that feeling is shared.

Any members who wish to make an opening statement in writing
ma%: submit it for the record without objection.
[The opening statement of Mr. Ramstad follows:]

OPENING STATEMENT OF HON. JIM RAMSTAD

Mr. Chairman, as we hear from today’s distinguished witnesses, it is important
to keep in mind how reducing the capital gains tax rate and indexing it to inflation
will help all Americans.

As a recent Reader’s Digest article pointed out, “In a nation built on the premise
that today’s poor man can%e tomorrow’s rich one, a high capital gains tax is neither
good politics nor good economics.” The article went on to quote highly respected
economist Gary Robbins, who explained that the capital gains tax affects the size
of the income pie, regardless of how it is divided.

We've heard about how the current high capital gains tax rate deters individuals
from selling less productive assets in order to invest in others. However, some tax-
payers are forced to sell because they face certain circumstances—job loss, divorce,
the birth of a child—and cannot wait for a lower rate. These are not wealthy fami-
lies, but they are being punished by the Federal Government for saving and invest-

ing.

%s we hear from our witnesses, I hope we will all steer clear of the class-warfare
rhetoric that has too often surfaced in recent months. This is a real problem, affect-
ing real people, who have worked and saved to improve their lives. We owe it to
them to take this important step to get our nation back on the right economic track.

Mr. Chairman, thank you for assembling such a distinguished panel. I look for-
ward to their testimony.

Chairman ARCHER. Our first two witnesses today are a biparti-
san panel of our own colleagues, both from the west coast, and we
are pleased to have you with us today, and Hon. Ken Calvert from
California is our first witness and we would be pleased to hear
your testimony. The rules of the committee are that we ask that
Kou keep your oral testimony to 5 minutes or less, and you will

ave permission to submit an entire written statement into the
record in full without objection.

Congressman Calvert.

STATEMENT OF HON. KEN CALVERT, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF CALIFORNIA

Mr. CALVERT. Thank you, Mr. Chairman. And thank you for
holding these hearings on the Contract With America and for giv-
ing me the opportunity to testify today on the provisions regarding
the capital gains tax. I know you will hear from many people, so
I will keep my remarks brief and ask that my statement be entered
into the record.

In the past couple of weeks, we have heard from many taxpayers’
rights groups, economists, think tanks, and businesses all advocat-
ing a reduction and indexation of the capital gains tax. They have

iven you the numbers and statistics supporting this, so I will re-
rain f};‘om repeating this data, other than to add my voice as one
who knows that reducing the capital gains rate will spur economic
growth, create jobs, and improve our global competitiveness.
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I am not an economist or statistician theorizing on the merits of
particular economic models. Before coming to Congress, I owned
and operated my own businesses. My father was a small business-
man who owned and operated his own restaurants. Qur businesses
prospered when the capital gains rate was lowered in the seventies
and the eighties because it gave us an incentive to invest and ex-
pand our businesses. It encouraged expansion and growth.

Mr. Chairman, reducing the capital gains rate and indexing it to
the rate of inflation is not just a campaign promise, it is just plain
common sense. This is not just a tax break for the ric{'n, this is
much needed relief for the middle class small businessowners of
America.

The constituents of my district, the 43d in California, are not
rich billionaires who are trying to take advantage of the govern-
ment. They are hard-working folks trying to achieve a bit of the
American dream. They support our efforts to reduce the capital
gains rate. They write and call my office and tell me to keep my
promise on the Contract.

Last weekend, as most weekends, I went home to Riverside
County and a constituent came up to me telling me how difficult
it was to expand his business and that if Congress would fix the
capital gains rate, it sure would help. A retired woman from my
hometown wrote me to explain when she had been working and
saved, she bought five acres of land. This property could be %eve]-
oped, jobs could be created, though she does need the money and
realizes her property could be put to good use, she won’t sell be-
cause of the current rate on capital gains.

One man from Mira Loma wrote me telling me his kids have
moved out of the house, he would like to sell it and move into a
smaller one, but because he is not 55 yet, he won't sell his house
for fear of being taxed to death. That is just not right and it just
doesn’t make sense.

I am sure you have heard many other stories and these are just
a few exampi;s of what my constituents and yours, I am sure, are
telling you. And it is their voice I want to share with you today.
We have a historic opportunity to help these folks and I appreciate
your tireless efforts, Mr. Chairman, in seeing that we succeed in
these efforts.

Again, thank you very much for letting me testify.

Chairman ARCHER. Thank you, Congressman Calvert.

Our next witness is Hon. Ron Wyden from Oregon. Congressman
Wyden, we would be pleased to hear your testimony.

STATEMENT OF HON. RON WYDEN, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF OREGON

Mr. WYDEN. Thank you very much, Mr. Chairman. I thank you
for this opportunity. Maybe I can spare you the filibuster this
morning, and I would ask unanimous consent that my statement
be put into the record.

Chairman ARCHER. Without objection.

Mr. WYDEN. Mr. Chairman, I was one of the Democrats who
voted for your capital gains proposal last time out. And I have been
a strong supporter of it for many years.
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But I think that this Congress we have a different kind of chal-
lenge and that is to see if we can come up with an approach to ad-
dressing this capital gains issue that could bring my friend from
New York, Charlie Rangel, and you as the leaders of the Ways and
Means Committee together on a unified basis, and I think I have
a proposal that moves us in that kind of ballpark, and let me just
say for 1 minute why I think it is so important.

You know the mythology on this issue is essentially Republicans
are supposed to be for a capital gains tax cut and Democrats are
supposed to be against it, even though Jack Kennedy was essen-
tially the first major proponent of a capital gains tax cut. There is
this notion that the major recipients of a capital gains tax cut are
Ivan Boesky or Michaei Milken or something like that, but what
a lot of us are seeing in our districts is it is essentially the premier
growth issue for small businesses, for retired people who may have
a duplex in their backyard and want to sell it and finance their re-
tirement.

I have union workers in my State who work in a mill during the
day and have a Christmas tree farm on the side, and they want
to be able to get capital gains treatment for that Christmas tree
farm so they can finance their youngster’s college education. But
we are up against this kind of mythology, and I would like to sug-
gest a way that we could ossibfy bring the parties together and
get my friend, Charlie, and yourself and people like me and other
Republicans together on this.

I think we ought to look at treating capital gains like we do
home ownership in our country. What we have said is that home
ownership is special and that means that if Bill Archer sells his
home in Texas and takes those proceeds and rolls them over into
another home purchase, we will say the taxman will not cometh.
You will not be taxed because we vaf,ue home ownership.

I think we ought to look at the same sort of thing with respect
to capital gains. If somebody owns a business in America and sells
that business and is willing to take a portion of those proceeds and
roll them over into another job-producing investment, so that Char-
lie could see in New York if somebody sells a business and takes
a portion of those proceeds and brings them back to the community
in another job-producing kind of investment, for that, we should
say there should be no capital gains tax cut.

I think that something like that will allow us to incent the pri-
vate sector, as you have wanted to do for so many years, and at
the same time meet the kind of litmus test that many of my col-
leagues on the Democratic side of the aisle legitimately are con-
cerned about. They want to see reinvestment. They want to see the
private market recycle investment and earnings into job-producin
sectors, and the bill that I have introduced has been cosponsoreg
by one of your members—Congressman Matsui of California, Con-
gressman Spratt of South Carolina has been for it as well—I think
would be a beginning to try to bring the parties together on this
issue, get something that the President would actually sign rather
than continue this polarization on the capital gains issue, possibly
get a veto.

One last point, and I see my light is on. We are very pleased that
Congresswoman Dunn from t})"le Northwest has joined your commit-
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tee. She and I are cochairs of what is known as the Forestry 2000
Task Force. We are particularly interested in working with you on
some owth-orienteg incentives that will address the need for sus-
tainable growth on private timberlands, very important jobs-
producing issue. My statement goes into that as well and I thank
you for the chance to come.

[The prepared statement follows:]
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Statement of the Honorable Ron Wyden
U.S. House of Representatives

Testimony before the Committee on Ways and Means
January 25, 1995

Mr. Chairman, thank you for the opportunity to appear before the committee this
moming.

Today, I want to talk about the Entrepreneurship Promotion Act, legislation I have
introduced to provide targeted capital gains tax relief to boost small, fast growing, job creating
companies. .

These companies will be crucial components of sustained job creation in the 1990’s.
Small firms have consistently led America’s technological charge, creating new technologies and
products and high wage, high skill jobs. In my home state of Oregon, perhaps the most
predominantly small business state in the country, 98% of the businesses employ fewer than 100
workers, and the state projects that fully 70% of the state’s job creation in the 1990s will come
from those small firms.

My legislation will create a tax rollover, similar to the one available to homeowners, to
enable an investor who sold his or her stake in a qualified small business to reinvest the money
in another qualified small business and defer paying taxes on the capital gain.

With this bill, investors will have an incentive to keep their money in the productive
sector of the economy, rather than simply cashing out their investment. Moreover, the bill
would target the incentive at investments in firms with less than $20 million in annual sales --
those companies with the fewest financing alternatives and therefore most in need of venture
funds.

At sowme point, nearly every small business faces a crisis in finding the capital necessary
to finance continued growth. Nearly every company gets caught in the awkward position of
being too large to be financed internally, but not yet large enough to tap the public capital
markets or adequate bank financing. Capital is the lifeblood of every small company, and
without sufficient capital, an otherwise healthy small company with a great product line will be
doomed to wither away.

In Oregon, for example, with its fast growing software, computer, environmental,
biotech, wood products and other industries, numerous companies that could be global
competitors and create thousands of jobs are at risk, simply for want of sufficient capital to fund
early growth.

Let me share with the Committee a recent Oregon example. One firm, after three years
and $8 million in start up funding, ran out of money just as it sought government approval for
its product. According to the CEO, "No one else in the world had a comparable product, and
the market was there.” Thus, with no capital available, this Oregon firm went from potentially
being a $40 million company to zero. I hear similar stories at home in my District on a regular
basis. And I am sure, Members of this Committee have also heard this tale of lost potential,
lost innovation and lost jobs.

It is imperative to pump more funds into the venture capital pipeline and to direct more
of those funds to the companies that really need them. The Entrepreneurship Promotion Act
is designed to do that by creating a tax incentive to get more investors involved -- and keep them
involved -- in starting and growing job-creating small businesses.



180

There is no doubt that adequate venture capital is key to job creation. According to a
Coopers and Lybrand survey, venture backed firins created more jobs and invested a greater
portion of equity in research and development than the Fortune 500 companies of America
between 1988 and 1992.

® Venture backed firms expanded their workforces by 19 percent a year, on average,
while the Fortune 500 cut their workforces by .08 percent.

® 55 percent of the positions created by venture backed firms were skilled jobs, nearly
four times the 14 percent formed in the U.S. economy overall.

® Venture backed firms invested $14,000 per employee on research and development,
double the per employee expenditure of the Fortune 500 firms.

® Venture backed firms also invested more than twice as much of their revenues in
plant and equipment than the Fortune 500 companies.

Venture capital has been instrumental in the development of leading edge technologies
in this country. Microsoft, Intel, Genentech, Apple, Digital Equipment, Federal Express and
Lotus Development all relied on venture capital financing. Today, the founders of these firms
are some of America’s premier venture capitalists®

My legislation is not about the search for the next Microsoft. The Entrepreneurial
Promotion Act is about the other thousands of small developing firms in this country who make
everything from paper bags to the newest computer games.

Mr. Chairman, there is precedent for my legislation. Specifically, the precedent is a
small provision with the Omnibus Budget Reconciliation Act of 1993 allowing investors to
rotlover capital gains on the sale of stocks and bonds into Specialized Small Business Investment
Companies or SSBIC’s. My rollover proposal is similar in principle but less regulatory
burdensome. Further, it will offer capital gains tax referral to a broader spectrum of businesses
in the early stages of start up, development and production.

The Entreprencurial Promotion Act will provide significant relief to those small
businesses with good products and good management but are starving to death for lack of
capital.

On a final note, I would urge that the Committee, in considering its broader capital gains
proposal, ensure that we have a formula that encourages better forest management and more
private timber production. At the moment, we have a tax code that does neither.

In Oregon, for example, we have some 22,000 small woodlot owners growing trees on
approximately 3.5 million acres of woodland. This resource is quickly becoming the backbone
of our timber resource in the state. Thousands of mill jobs will depend on whether these lands
stay in timber production. Unfortunately, because we have removed the capital gains differential
and other adjustments for inflation on an investment that takes 50 to 75 years to mature, these
lands are being converted to other uses. The timber resource is being lost, forever. As a co-
chairman of the Congressional Forestry 2000 Task Force -- an organization representing 150 of
our colleagues -- this loss of resource in both the Northwest and the Southeast, and the tax code
which encourages it, has for several congresses been our number one target for tax reform. We
must remove unreasonable disincentives for critical, very long term investments like growing
trees. I note that this position is supported not only by the industry, but also by all of the major
environmental organizations, including the Audobon Society and the Sierra Club.

Mr. Chairman, I know the committee is taking a hard look at these issues. I do believe

that your proposal for a 50 percent exclusion addresses the legitimate complaints of these timber
growers very effectively.

Capital gains tax policy has been caught in, fearsome partisan debate for many years. I
believe it is time to move beyond old divisions and I stand ready to work with the Committee
to craft job creating legislation that is good for small business, good for investors and good for
the federal government.

Thank you.
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Chairman ARCHER. My compliments to both of you for your testi-
mony today.

Following up, Congressman Wyden, on what you just suggested,
I have rolled this around in my own mind about whether we should
eliminate any tax on a capital transaction if the money is rein-
vested in another capital asset. And I believe that there are a lot
of constructive, positive results that could come from that.

Have you given any consideration, though, because I have
thought a lot about this, to the complexity that would be involved
in maintaining the records over a lifetime for each small sale of
stock or mutual fund and a conversion into another capital asset?

I know that many of us have done it on our homes, but the sale
of a home is probably going to occur maybe a couple of times in
a lifetime and it is really not a very easy process. I know because
I do my own tax return, and I know what it means to have to pre-
pare the form that is necessary to keep up with the IRS in order
to be able to trace the transactions during a lifetime when you con-
vert from one home to another. And I just wonder if you have given
any thought to that, whether that is practical.

Mr. WYDEN. I have, Mr. Chairman, and what I would say is I
think that we can do this frankly in a less burdensome way than
some similar approaches that are already on the books. For exam-
ple, as you know, the Budget Act of 1993 essentially applied this
principle to what is known as SBICs, the small business invest-
ment companies.

The bill that I have introduced with Mr. Matsui, I think, involves
less bureaucracy than what we have already got on the books right
now. What we are essentially saying is, look, you have 18 months
to roll it over. You have to be able to show that it gets to job-
producing activity.

We obviously would want to work with you all. You all are the
experts, but we have consulted the Service, and 1 think that we
could produce something in this area that would be less burden-
some from a regulatory standpoint than some of the stuff that we
have on the books right now. I think your committee has also done
this in the real estate area as well.

Chairman ARCHER. I don't know if you paid any attention to the
testimony that the committee has already received, but we had two
outstanding and nationally recognized economists before our com-
mittee, and I asked them the question of whether there was a
study as to what percent of capital transactions ended up being re-
invested in other capital assets. They said they didn’t know of a de-
finitive study, but that they expected that it would be between 95
and 99 percent of all of the sales of capital assets. I am just won-
dering if that percentage is already not so high that we don’t have
to go into this question of exempting on rollover because the prac-
tical results are that almost every transaction does get rolled over.

Mr. WYDEN. I guess I am a little skeptical of those figures. I
haven’t seen the study because we have so many of our constitu-
ents pushing us for this incentive in the first place. In other words,
if things were so good right now, that people were just automati-
cally rolling things over, I kind of question why we would have ev-
erybody pushing us to get this incentive in the first place.
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So I question whether that incentive is there. But what I think
we really want to do is try to target something like this to the kind
of job-producing agenda so that we can stand up at townhall meet-
ings in our district. Charlie Rangel can in Harlem. I can on the
west coast and say that when Congress looked at incenting the pri-
vate marketplace, particularly the business sector, that we were
showing that what we cared about most was reinvestment and re-
cycling the winnings from a successful business, and I think we
need to really target this in that kind of fashion.

Chairman ARCHER. Thank you.

Are there any other questions by members of the panel for these
two witnesses?

Mr. RANGEL. Mr. Chairman.

Chairman ARCHER. Mr. Rangel.

Mr. RANGEL. Let me thank both of the witnesses, our colleagues
for }:;heir contribution and Ron for your effort to bring us closer to-

ether.

. I really have no problem with targeting the Tax Code so that we
can encourage investments and create new jobs and jobs, as you
said, that we can actually see. I think it was Rev. Jesse Jackson
that said that the tide doesn’t raise all boats if yours is stuck on
the bottom. And I know that it takes time for these type of invest-
ments to create the incentives for people to come and the jobs will
be coming.

It is just difficult for me to believe when I see the schools are
not producing, the kids are on the street, the hope and dreams are
not there, and there is no reason for them to be there, and then
they fall into this despondency of drugs and babies and violence
and crime, and, I, for the life of me, can’t see how you can provide
incentives for people to invest in this environment.

However, as Chairman Archer noted, I have no problem if you
showed the same commitment of investing in human and intellec-
tual capacity to be able to meet the challenges of the future, then
I think that this is a marriage that we can move forward on. But
it is a disgrace, as Speaker Gingrich says, when a kid can’t read
his diploma, when children are attending more funerals than grad-
uations, and all I am saying is that this is a good bridge, but we
have to think of ways to invest in people to make them strong
enough to cross that bridge as all Americans can. ;

And you have made a great contribution in terms of the economic
incentives, and the Speaker can join with me and others in seeing
how we can %et a return on our investment in people so that entre-
preneurs will know that our labor force is just as good and indeed
we hope better than any abroad, we are home free. And I want to
thank you for your contribution.

Mr. WYDEN. Well said.

Chairman ARCHER. Mr. Bunning.

Mr. BUNNING. Thank you, Mr. ghairman. I would just like to put
something into the record so that there is no misunderstanding
about who generally files capital gains tax returns.

It is my understanding that nearly 50 percent of all returns are
filed by taxpayers with less than $40,000 adjusted gross income.
And nearly 60 percent of capital gains tax returns are filed by tax-
payers with less than $50,000 adjusted gross income.
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May I ask the two Members if that figure would put those re-
turns, in Jlour opinion, in the middle-income taxpayer range? Do
you consider $40,000 adjusted gross income or a $50,000 adjusted
gross income middle-income people in the United States?

Mr. CALVERT. Well, that is easy. Yes. I would say in California,
in Southern California, $75,000 family income or less would be in
the middle-income bracket.

Mr. BUNNING. I am not talking about average because now we
know if we put in average income, we come down and we get an
awful lot of people who are below that average, but I am talking
about middle income, the workers of the day. Ron?

Mr. WYDEN. Jim, what I remember from the last time we went
through this and, as I say, I was one of the Democrats who voted
for Bill Archer'’s proposal, is that you can debate the figure whether
it is $40,000 or ¥50,000 or $60,000, but the fact is there is an ex-
traordinarily large number of Americans who are middle income,
they are retired, they are small businesses, they are entrepreneurs
trying to start a biotech company who would benefit from this.

I think we should face the fact that most Americans do not be-
lieve that, however. There is this perception in America that the
capital gains issue will help, you know, somebody who is clipping
coupons and working out of a highrise building in Manhattan and
will not, you know, essentially be a benefit to the kind of people
that you are talking about. I think it is mythology.

I think we have to deal with it, and one of the ways I think that
we could deal with it is that if we could establish this tight connec-
tion between getting the capital gains tax break and in some fash-
ion plowing it back to reinvestment, I think we can start chipping
away at the mythology that I think you and I would agree on.

Mr. BUNNING. There is also a very strong statistical basis that
people that are claiming a capital gain on their return will only
claim it one time. In other words, they are going to be rich for 1
year. Someone who has a capital asset or has a family business or
has a home, that is, someone under 55 that has a home and sells
a home with a capital gain will be rich for 1 year.

Do you in your research on capital gains find that necessarily to
be true or not to be true? Ken?

Mr. CALVERT. Well, in my experience with capital gains from a
business perspective, if I sold a restaurant, as was mentioned ear-
lier, more than likely somewhere down the road, I ended up buying
another restaurant or if I sold a property and ended up buying an-
other property, I think it is true that most people who invest con-
tinue to invest and grow and expand and hire folks along the way,
and I think that is the important thing that we need to bring out
here, that 95, 99 percent of the money is already reinvested, and
to make the system more complex by having a dual capital gains
rate. One based upon selling a business and transferring it to an-
other business and it is going to just make the tax system more
complex than it already is.

I think people out in the country want a system that they can
understand, and I think that the tax proposal that is being brought
forward to the committee is something that I think everyone can
understand.
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Mr. BUNNING. Joint Tax has done a study that says that gen-
erally in a 5-year period, nearly 44 percent of tax returns claim a
capital gain during a 5-year period only. One time.

And I think if we update that study up until 1994, 1 think that
would still be true because of the reluctance of people to claim a
capital gain unless they are over 55 who sell homes. Thank you for
your testimony. I deeply appreciate it.

Chairman ARCHER. Ms. Dunn.

Ms. DUNN. Thank you, Mr. Chairman. And welcome, gentlemen.
Mr. Wyden, I would like to take advantage of your background by
asking you to focus us on the disincentives that exist right now in
the Tax Code and what the effect of these disincentives would be
unless we make changes on the critical long-term investments, like
the timber industry.

Mr. WYDEN. Well, I would say that who Mr. Bunning essentially
described are people who are sitting on their investments, which is
really the great detriment to the American economy. What we have
is a lot of people, particularly in forestry, that we would like to
keep in that sector from generation to generation, but a lot of them
are seeing that they can’t make it any longer. They don’t have
those investment incentives, so instead of staying out there in the
timber sector, particularly looking at managing their lands for the
long term in a sustainable kind of fashion, they might say, well,
let’s just have a quickie sale here.

We will do it once and sell it to somebody who is going to put
up a shopping center, and I think that if we really want to have
families that are willing to make a long-term commitment to stay-
ing in forestry and particularly private forestry, we are going to
have to incent them with some of the ideas that you have been
talking about. Our staffs have been talking about the question of
making sure there is expensing so that people who work on these
private lands can get a writeoff when they are generating these
business expenses and the capital gains tax cut.

I think if we don’t have these kinds of incentives, we are goin
to see a lot of families say this game isn’t worth the trouble an§
pack it in. We are going to lose the opportunity for sustainable
growth in private forestry. I would also like to point out to our col-
leagues that the environmental community has been overwhelm-
ingly in support of the kinds of things that we have been trying to
do in terms of the capital gains incentive and expensing.

Ms. DuNN. Thank you very much. Thank you, Mr. Chairman.

Chairman ARCHER. Mr. Collins.

Mr. CoLLINs, Thank you, Mr. Chairman. I want to refer to the
gentleman from New York, Mr. Rangel’s, comments. I have heard
him make these statements and ask these questions a number of
times because of his intense concern for the inner city.

I have expressed that I have a real concern for inner city, too,
probably coming from a little different perspective. The gentleman
from New York, I am sure, he is concerned about constituents. I,
too, am concerned about constituency, a number of constituencies
in the inner city for those Members who represent inner cities are
on some type of government subsidy. The constituency that I rep-
resent in the Third District of Georgia are the taxpayers who are
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paying into the coffers that help subsidize those constituencies who
are trapped in welfare.

We have a consensus among most Members of Congress that cap-
ital gains reduction would be beneficial in stimulating the economy
and creating jobs. On behalf of the interests of Mr. Rangel and my-
self, I woul iike to see us focus on those inner-city areas. Perhaps
zeroing out the capital gains tax in those areas as an incentive, es-
pecially for small business that would employ a number even up
to 100 or 150, 200 people, encouraging those manufacturers, or en-
trepreneurs to go to those areas and invest.

I appreciate both of you being here. Mr. Wyden, you made a com-
ment and I wonder if this is a declaration. You said, “I and other
Republicans.” Was that a declaration of coming across the aisle or
was that just a figure of speech?

Mr. WYDEN. Absolutely not. I think what I want to say is Demo-
crats and Republicans have an opportunity to work together and
there has been so much mythology around this issue. Mr. Bunning
talks about all the small investors that are in this. I think if we
go at this thing carefully, we could come across with somethin
that Charlie Rangel and you could both go along with that woulg
produce that kind of inner-city investment that people could actu-
ally see and would employ our constituents.

Mr. CoLLINS. Well, I think you are exactly right. This does cross
all lines. I was very concerned a couple of months ago when I heard
our President make a comment about low-skill, low-income jobs
when we were talking and discussing the trade issue. The trade
issue threatened a lot of low-income jobs, and he indicated we
shouldn’t worry about that because we are going to lose those jobs
anyway,

dor);’t share that thought. I don’t think we need to lose one job
to any other nation. We have the wherewithal here in this country
to encourage investment in all areas of this country, including the
inner city. I think we should put our shoulder to the wheel and
push for that type of investment with those types of jobs to help
people get out of the trap that we have so gallantly put them into.

Thanks again.

Chairman ARCHER. Mr. Levin.

Mr. LEVIN. Thank you, Mr. Chairman. I don’t think the fairness
issue, if one wants to call it that, is the only issue and it may not
even be a major issue. I think there are issues of fiscal responsibil-
ity, the impact of any proposed cut on the deficit and issues of
growth, whether a proposed tax cut will truly promote growth.

And let me say on the first point, as we look at the capital gains
tax proposal, we have to look at its projected impact on the deficit.
The Republican staff suggest it will be a $56 billion loss over 5
years, the Treasury estimate is over $180 billion over 10 years.

And in terms of growth, I think we have to look at a variety of
economists, and there are many both so-called conservative and so-
called liberal economists who urge that a capital gains cut will not
promote growth. We have to look at those views in part because in
effective tax terms, capital gains already are taxed at a consider-
ably lower rate than others.

But I want to say a word and my friend, Mr. Bunning, maybe
you would listen in on this because there has been some discussion
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about the impact on fairness, the impact on the progressivity of the
code, and let me just cite a few statistics, and this isn’t mythology,
Just a few facts.

According to the 1991 Internal Revenue Service returns, 65 per-
cent of the dollars realized in capital gains go to families making
$100,000 or more. Those were just the facts in 1991. Sixty-five per-
cent went to families making $100,000 or more. And also in terms
of the realization for those who report every year or frequently,
here are the facts from the Joint Committee on ’Faxation:

Sixty percent of the realizations from 1979 to 1983 went to fami-
lies with incomes of $75,000 or more who reported capital gains 3,
4, or 5 years out of 5. It is true that a substantial portion of tax-
payers reporting capital gains reported them only 1 year out of 5,
43.7 percent. But in terms of the realizations, those who report 1
out of 5 get a relatively small amount of the actual realizations.
And I repeat, 60.7 percent from 1979 to 1983 who realized gains,
realized them 3, 4, or 5 years out of 5, and these were families who
had incomes of $75,000 or more and the largest bulk of that went
to families with incomes greater than $200,000.

Now, I am not saying that this is the only issue. I think there
are issues other than fairness, issues of the gsca] impact, fiscal in-
tegrity, and also of the impact on growth. But isn’t it fair to say
that it is mythology that there is an uneven impact of capital gains
realizations in terms of income? There is an income distribution as-
pect to this that we need to consider in addition to the impact on
the deficit and growth.

If T could see a very major impact on growth, and no negative
impact on the deficit, then I think it would pay to have an impact,
a negative impact on progressivity. But let’s not deny the facts here
that there is an uneven impact by income group. I would be glad
to yield to my colleague.

Chairman ARCHER. The gentleman’s time is expired. We have got
a very, very long day today. We have got more panels, more wit-
nesses than we have had, so I am going to invoke the rule precisely
on the time or we will never get through today.

Mr. Ensign.

Mr. ENsIGN. Thank you, Mr. Chairman. Mr. Levin mentioned
that capital gains are taxed at a lower rate and there is a differen-
tial when you look at it on the surface, but when you look at infla-
tion over time in most capitals held, you know, for long periods of
time, if you just keep up with inflation, I mean it can be up to an
80 percent tax on capital gains. So Mr. Levin's comments that
there is already a differential in favor of capital gains, I think is
fairly erroneous.

I wanted to mention this concept about somebody benefiting
more than another, and that gets into this whole class warfare that
we need to get away from. We need to quit talking about what is
going to benefit the rich and the poor. I mean, if there is 60 percent
that are getting a benefit above a certain income, that means there
is 40 percent getting it below, and that means everybody is benefit-
ing.

And the other thing we have to look at is capital gains because
it creates jobs. I mean everybody benefits from creating jobs. Poli-
cies, in my opinion, and I would like to get your comments on it,
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that are going to benefit Americans are going to be win-win situa-
tions similar to what American management is doing now instead
of having labor against management. We know we can have poli-
cies in management that benefit labor and management.

I think that we as representatives of the people of America have
to look at policies that are going to benefit the rich, the poor, the
young and the old, and get away from this idea of class warfare.

Mr. CALVERT. I think something that is important to bring out
is that a capital gains tax, whatever that tax may be, is on top of
what regular tax a normal individual will pay, so typically those
who pay capital gains taxes pay more than anyone else generally
in total tax paid out.

A person who makes $200,000 a year in California is paying over
50 percent of their income—of therr income in tax, and then they
pay a tax on their capital gains also. So there is a tremendous
amount of tax being paid by those individuals who are taking up
the burden of employing people and creating growth in the econ-
omy.

Mr. WYDEN. If I could respond because I think you are hitting
the number one issue to actually getting this resolved. What you
saw between Sandy and Jim is what has kept this issue from being
resolved over the years. Sandy takes the statistics that have been
produced in a number of reports that talk about, you know,
wealthy people benefiting.

Jim takes the statistics that talk about the number of middle-
class people that benefit. I happen to believe that Jim’s numbers
are better than Sandy’s, but I don’t think that is the way we ought
to approach it.

I think what we ought to say is let’s break out of both of those
molds and say that the capital gains incentive should be targeted
on reinvestment. Let us make a special effort to incent those people
who sell a business and reinvest so that we plow those dollars back
into the community and get out of this old mold of just duelling
kinds of statistics.

Mr. ENSIGN. To follow up on that, I may not have followed it
properly. You mentioned in your testimony about a percentage
being reinvested. Is that the percentage that would avoid capital
gains or do you have a percentage in your bill?

Mr. WYDEN. In my legislation we talk about the deferral apply-
ing to the portion of investment that represents new money in
these qualified small businesses. But I am obviously prepared to
work with all of you.

I think more than anything what I would like to see this Con-
gress do is break that mold that you saw between the debate with
Sandy and Jim and say we are going to incent the private sector.
It is 1important, but we are going to tie it in some way to reinvest-
ment so that our constituents can see that it goes to create jobs.

Mr. ENsIGN. You know I applaud your efforts for the reinvest-
ment. I share Chairman Archer’s feelings about that. Being a small
business, and specifically a veterinarian building a new animal
hospital and later selling one. It would be nice to have that for re-
investment.
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I like the idea of the reinvestment, but if we can do it in a way
that isn’t going to make the Tax Code even that much more com-
plex, I think it is a great idea.

Thank you, Mr. Chairman.

Chairman ARCHER. If there are no further questions? Thank you
very much, gentlemen. I appreciate your testimony.

The next panel will take their seats at the witness table. Robert
gomlson, James Mann, George Hatsopoulos, Mr. Hoak, and Mr.

chler.

I assume you gentlemen are aware of the operating procedure of
the committee, which is that we ask you to keep your oral testi-
mony to 5 minutes or less. Your entire written statement without
objection will be inserted into the record. We are delighted to have
you with us today and our first witness will be Robert Johnson,
chairman and president, chief executive officer of Black Entertain-
ment Television. Mr. Johnson, welcome to the committee. You may
proceed.

STATEMENT OF ROBERT L. JOHNSON, FOUNDER AND CHIEF
EXECUTIVE OFFICER, BET HOLDINGS, INC.

Mr. ROBERT JOHNSON. Thank you. Mr. Chairman, members of
the House Ways and Means Committee, my name is Bob Johnson.
I am the founder and chief executive officer of BET Holdings.

BET Holdings’ principal business is the operations of the Black
Entertainment Television Cable Network, a basic cable program-
ming service that reaches 40 million cable households. In 1991,
BET Holdings became the first black-owned company to be publicly
traded on the New York Stock Exchange. From an initial invest-
ment of $500,000 in 1980, BET Holdings celebrates its 15th anni-
versary with a market capitalization of approximately $330 million
and annual revenues in excess of $100 million.

I am pleased to have the opportunity to share my views on the
question of should there be a significant change in our capital gains
tax policy and the current capital gains tax rate. My response to
both questions is absolutely yes. When John Malone at TCI and
Jerry Levin at Time Warner invested in the idea of BET, the fur-
thest thing from their minds was what would be the return on that
investment.

In fact, when John put his first $500,000 in BET, I asked what
business advice could he give me. His simple but to the point reply
was, “Bob, keep your revenues up and your costs down.” I followed
Dr. Malone’s advice and added a lot of hard work, not because I
was dreaming about what the return on my sweat equity would be,
but because both John and I firmly believed then and still do that
if you work hard and take risks, you ought to reap the full and just
reward of your efforts and initiatives.

Members of the committee, as an entrepreneur, I believe that our
tax policy should encourage rather than discourage the creation
and accumulation of wealth. A policy that taxes entrepreneurial
gain at 28 percent, in my opinion, discourages wealth generation
by hindering wealth utilization that can create additional economic
opportunity and income redistribution. As a minority entrepreneur,
I see the creation and accumulation of wealth as the critical compo-
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nent to the social and economic betterment of African-American so-
ciety.

Let me share with you an alarming statistic. If you were to com-
pare today the net worth at liquidation of the average white Amer-
ican household and the average black American household, you
would discover a tenfold disparity in net worth, with whites at
about. $30,000 and blacks at about $3,000.

The primary reason for this gap is the lack of home ownership
and accumulated savings among most black families. I submit that
if you never own your own home, it is unlikely you will attain the
basics of wealth building in this society and consequently you will
never be able to pass the benefit of that to your children.

We must break this cycle. Yes, we need more better paying jobs,
equal opportunity for employment advancement, and a commit-
ment to individual initiative and responsibility. However, in my
opinion, what we need more of is a fundamental belief among black
Americans that we can generate wealth and accumulate wealth by
combining our human and intellectual capital with available finan-
cial capital.

By changing and targeting our capital gains tax policy to make
locked-up capital available to stimulate wealth creation, I am con-
vinced we can make that belief an economic reality.

Following are my recommendations for targeting our capital
gains tax policy: Target reduction to those individuals or companies
that invest, either equity including stock purchase or debt in com-
panies that are headquartered in economically depressed areas or
areas designated as enterprise zones; target a reduction in capital
gains to individuals or corporations that invest $25,000 in small or
startup businesses. For example, when BET went public, I person-
ally sold $6 million in stock and paid about $2 million in capital
gains because I had no basis in the stock. During that same period
of increased visibility, I was asked to invest various amounts in a
number of startup companies that didn’t qualify for bank loans.

If T had been able to reduce my capital gains tax by say 50 per-
cent, I would have had $1 million to invest in debt or equity in
startup businesses, and I believe I could have made a difference in
up-and-coming entrepreneurs like myself seeking $75,000 or
$100,000 to help launch their businesses.

Another point, target a capital gains tax reduction to anyone that
provides a downpayment in the form of second trust financing for
first-time home buyers. We have a number of people who work at
BET who are able to pay the mortgage note on a home. In fact,
they are paying it now for apartments, but they don’t have the ac-
cumulated savings or the families don’t have the savings to help
them get that initial downpayment. If you could target the capital
gains tax in such a way that people could use their money to put—
to help young people buy their first home, I am convinced that
many people would take advantage of this. And if this particular
tax advantage became institutionalized by the participation of
banks and mutual funds, you could see a great deal of money flow-
ing to help black Americans obtain their first home.
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I believe as a minority businessman and entrepreneur, I can use
my wealth to stimulate the economy in my community, create new
opportunities for individuals left out of the system far better than
any government handout or subsidy.

In short and in conclusion, let the people who make the money
have a direct voice in how their money is to be spent.

Thank you.

[The prepared statement follows:]
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TESTIMONY OF ROBERT L. JOHNSON
BET HOLDINGS, INC.

Mr. Chairman, Members of the House Ways and Means
Committee, my name is Robert Johnson. I am the Founder and Chief
Executive Officer of BET Holdings, Inc.

BET Holdings' principal business is the operations of the Black
Entertainment Television Cable Network, a basic cable programming
service that reaches 40 million households with a mix of music,
entertainment, news and public affairs programming targeted to the
viewing interest of black cable subscribers. BET also owns two
magazines with a combined circulation of 250,000,

In 1991, BET Holdings became the first black-owned company to
be publicly traded on the New York Stock Exchange. From an initial
investment of $500,000 in 1980, BET Holdings celebrates its 15th
Anniversary with a market capitalization of approximately $330 million
and annual revenues in excess of $100 million. I have 55 percent voting
control and own 41 percent of the shares of BET. Approximately 25
percent of BET is owned by the public and BET's two original investors,
TCI and Time Wamer own 18 percent and 15 percent, respectively.

I am pleased to have the opportunity to share my views on the
question of should there be a significant change in our capital gains tax
policy and the current capital gains tax rate. My response to both
questions is absolutely yes.

When John Malone at TCI and Jerry Levin at Time Warner
invested in the idea of BET, the furthest thing from their minds was what
would be their return on investment. In fact, when john wrote me the
first check for $500,000, I asked him what business advice could he give
me to protect his investment. His simple, but to the point reply, was
"Bob, keep your revenues up and your costs down.” 1 followed Dr.
Malone's advice and added a lot of hard work; not because I was
dreaming about what the return on my sweat equity would be, but
because both John and 1 firmly believed then and still do that if you
work hard and take risks, you cught to reap the full and just reward of
your efforts and initiatives.

Members of The Committee, as an entrepreneur, I believe that our
tax policy should encourage rather than discourage the creation and
accumulation of wealth. It is widely quoted that African Americans
comprise 12 percent of the U. S. population but have less than 1 percent
of the personal net worth of our country. A policy that taxes
entrepreneurial gain at 28 percent, in my opinion, discourages wealth
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generation by hindering wealth utilization that can create additional
economic opportunity and income redistribution. As a minority
entrepreneur, [ see the creation and accumulation of wealth as the critical
component to the social and economic betterment of the African
American society.

Let me share with you an alarming statistic. If you were to
compare today the net worth at liquidation of the average white
American household and the average black American household, you
would discover a 10-fold disparity in net worth with whites at about
$30,000 and blacks at about $3,000. The primary reason for this huge
gap is the lack of home ownership and accumulated savings among
most black families. I submit if you never own your home, it is unlikely
you will attain the basics of wealth building in this society and
consequently you will never be able to distribute that benefit to your
children. The end result of this failure to reach even the first rung of the
American dream -- home ownershlp -- is having a devastating tmpact on
the black family structure.

Let me explain. No home ownership, no home ownership
deduction on income taxes and no savings on earned income. No home
ownership, no ability to borrow against the equity for an education for
your children. No education, no job. No quality employment,
particularly for black males, a decline in the quality of black family
structure. A decline in family structure, no family value system to
prevent crime, teenage pregnancy, dependency and ultimately
institutionalized poverty.

We must break this cycle. Yes we need more and better paying
jobs, equal opportunity for employment and advancement, and a
commitment to individual initiative and responsibility. However, in my
opinion, what we need more is a fundamental belief among black
Americans that we can generate wealth and accumulate wealth by
combining our human and intellectual capital with available financial
capital. Our country has been successful due to a large dose of
capitalism. What better way to put capital in the hands of successful
entrepreneurs than to leave it in their hands? Why "filter" such capital
through the U. S. income tax system and then through the largest and
most complicated budget process in the world to stimulate investment?
What better way to encourage savings than to minimize and target
capital gains taxation? For example, a graduated capital gains tax, say at
0 percent for the first $1 million then phased up to 50 percent of the top
income tax rate would encourage investment by the vast majority of our
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"small" businesses in America. By changing and targeting our capital
gains tax policy to make locked-up capital availabie to stimulate wealth
creation, I am convinced that we make that belief an economic reality.

The following are my recommendations for targeting our capital
gains tax policy:

M

)

Target a reduction in the Capital Gains Tax to those
individuals or companies that invest, either equity

including stock purchase or debt in companies that are
headquartered in economically depressed areas or areas
designated as enterprise zones. The reduction in capital gains
rate could vary according to the length of time the investment
is in place and according to the amount of investment. The
theory behind this proposal is that companies headquartered
in economically disadvantaged areas could be made more
attractive to investors due to the change in capital gains tax
that will yield a higher return possibility despite the higher
risk profile of these businesses, if that were indeed the case
because of the location or the type of business. Start-up
businesses or minority firms in these areas with limited
access to capital could attract more venture capital. As
capital moves into these companies, they would be able to
create more jobs, increase economic opportunities and social
stabilization as they choose to remain in these
neighborhoods, primarily inner cities, to take advantage of
this new tax policy.

Target a reduction in capital gains to individuals or
corporations that invest over $25,000 in small or

start-up businesses. For example, when BET went public, 1
personally sold $6 million in stock and paid about $2 million
in capital gains tax since I had no basis in the stock. During
that same period of increased visibility, I was asked to invest
various amounts in a number of start-up companies that didn't
qualify for bank loans. If1 had been able to reduce my
capital gains tax, by say 50 percent, provided I invested the
difference in the form of debt or equity in those businesses, I
believe 1 could have made a difference to up-and-coming
entrepreneurs seeking $75 or $150 thousand to help launch
their businesses. The capital gains tax on my return, if any,
on those investments should be nominal.
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(3) Target a capital gains tax reduction to anyone that provides a
down payment in the form of second trust financing for
first-time homebuyers. The interest paid on the down
payment would not be taxed, however, any gain to the
investor as a result of the property's appreciation at the time
of sale would be taxed at a nominal capital gains rate.

Under this proposal, [ believe many young black Americans
who can afford to pay a sizable mortgage but have no
accumulated savings for a down payment could gain access
to initial financing for their first home. I am convinced that
high-net worth individuals would take advantage of this
targeted tax policy to help their family and friends acquire a
home particulariy as the program became institutionalized by
the participation of banks and mutual funds. This is tax
policy and social policy at its best.

My purpose in proposing these three ideas is to argue for an
enlightened tax policy that can stimulate wealth creation while
encouraging wealth redistribution with limited government and
bureaucratic intervention.

I believe that as a minority businessman and an entrepreneur, I can
use my wealth to stimulate the economy in my community, create new
opportunities for individuals left out of the system far better than any
government hand-out or subsidy. In short, let the people who make the
money have a direct voice in how their money is to be spent.

In conclusion, a restructuring in the capital gains tax need not be a
tax gift to the wealthy or a stimulant to further wealth concentration
among the few. It can be and should be a clear statement to all
Americans that honorable efforts at wealth generation should be
rewarded and that appropriate tax incentives for savings and wealth
accumulation will continue to make our economic system the envy of
the world. A tax policy that encourages wealth generation and
distributes widely the economic results of that behavior deserves full
consideration by The House Ways and Means Committee and the
Congress.
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Chairman ARCHER. Thank you, Mr. Johnson.

Our next witness is James Mann, chairman and chief executive
officer of SunGard Data Systems, Wayne, Pa.

Mr. Mann you may proceed.

STATEMENT OF JAMES L. MANN, CHAIRMAN, PRESIDENT, AND
%I:]EF EXECUTIVE OFFICER, SUNGARD DATA SYSTEMS INC,,
YNE, PA.

Mr. MANN. Thank you, Mr. Chairman and members of the com-
mittee. My name is James Mann. I am chairman and chief execu-
tive officer of SunGard Data Systems, Wayne, Pa. I am honored
that you have asked me here to testify today.

In a recent issue of Fortune magazine, I was quoted on the mer-
its of reducing the capital gains tax rate. And I said, “It is good
for the economy, good for my business, and good for me.”

Let me explain what I meant. Prior to 1983, SunGard was a divi-
sion of Sun Oil Co. At that time, it had annual sales of $30 million
and was losing money. Sun decided that SunGard was a wasteful
diversion of its corporate energies and put it up for sale. Sun found
no corporate buyers. So in January 1983, Sun sold the company to
an investment group of venture capital firms. I joined SunG);rd
then as president and chief operating officer and received a small
equity position.

Today, 12 years later, SunGard is among the top 25 information
services organizations in the United States. We are the world lead-
er in the field of investment management software. Last year our
sales reached $440 million, 15 times greater than before the ven-
ture investment. We employ 2,400 men and women, a sixfold in-
;geoa?)% Since 1983. Our average compensation per employee exceeds

We are a $40 million positive contributor to the Nation’s current
account. We wouldn’t exist but for the tax differential on capital
gains that existed in 1983.

In 1983, SunGard wasn’t an auspicious place to invest any
money. SunGard’s growth prospects are very difficult to discern.
Without venture capital investors, the parent company, Sun, would
have simply closed the business and laid off its employees.

Now, even with interested venture capital investors, SunGard
wouldn’t have been an attractive investment had there not been an
abundance of venture capital funds available. A more limited quan-
tity of available investment funds would have compelled venture
investors to seek opportunities with higher intrinsic growth poten-
tial and lower risk. It was the abundance of venture capital that
allowed a surplus for the capital infusion that fueled our subse-
quent growth.

It is my belief that in 1983 had tax on capital gains been higher,
SunGard as an independent, high-wage company would never have
seen the light of day.

Now, I don’t think SunGard’s story is unique. We all know how
important entrepreneurial growth firms have been to the American
economy in the creation of jobs, national wealth, and long-term
growth. But that future role is far from assured. Our current Tax
Code falls hard on savings and investment, which are the keys to
growth,
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Little wonder that our savings and investment rate is very low
compared to the rest of the world. Eliminating or significantly re-
ducing the tax on capital gains is the best immediate way I know
of to begin to address our savings and investment predicament and
to release resources to cultivate a new generation of entrepreneur-
1al firms.

Many critics of lowering the capital gains tax rate worry that
such a reform wouldn’t be fair. My response is that fairness is ulti-
mately a function of individual responsibility and opportunity
which is in turn a function of economic growth. '

I know the phrase, “a rising tide lifts all boats,” sounds hack-
neyed, still I have yet a better way of framing the fairness issue.
If our economy doesn’t sustain growth, if it didn’t create high-
paying jobs through the initiative of entrepreneurs, fairness is a
goal forever beyonﬁ our reach.

Members of both political parties know this. A capital gains tax
rate reduction is a prominent part of the Contract With America
and the 1992 Democratic Party platform asserted that an expand-
in% entrepreneurial economy is the most important family policy,
urban policy, labor policy, and minority policy America can have.

I agree and, as an entrepreneur who has enjoyed some success,
I can tell this committee that a lower tax rate on capital gains is
a great way to begin to realize that bipartisan vision of a growin
entrepreneurial American economy that is productive, creates goog
jobs, and maintains and improves our standard of living.

Thank you.

[The prepared statement follows:]
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TESTIMONY OF JAMES L. MANN
CHAIRMAN AND CHIEF EXECUTIVE OFFICER
SUNGARD DATA SYSTEMS INCORPORATED
BEFORE THE COMMITTEE ON WAYS AND MEANS
U.S. HOUSE OF REPRESENTATIVES
JARUARY 25, 1995

Mr. Chairman and members of the Committee, my name is Jim Mann. I am Chairman
and Chief Executive Officer of SunGard Data Systems, headquartered in Wayne,
Pennsylvania. I am a member of the American Business Conference, an
association of growth companies. I also serve as Chairman of the Information
Technology Association of America, a trade association representing five
thousand companies in the information technology industry.

I congratulate you for holding this hearing and I am pleased and honored that
you have asked me to testify here today.

In a recent issue of FORTUNE magazine, I was quoted on the subject of capital
gains taxation and, specifically, on the merits of reducing the tax rate on
capital gains. In regard to reducing the capital gains tax, I said, "It's good
for the economy, good for my business, and good for me." In my remarks, I
would like to explain to you what I mean.

Let me begin by telling you about my company.

Prior to 1983, SunGard was a division of the Sun 0il Company. At that time, it
had annual sales of about $30 million, it employed about 400 people, and it was
losing money. Sun decided that SunGard was a wasteful diversion of corporate
resources and energies and put it up for sale.

Sun found no corporate buyers. So, In January 1983, Sun sold SunGard to an
investment group of venture capital firms. I joined SunGard as President and
Chief Operating O0fficer and was granted a small equity position in the company.

Today, twelve years later, SunGard is among the top 25 information services
organizations in the United States. We are a world leader in the field of
investment management software and services.

Last year, our revenues reached $440 million (fifteen times greater than before
the venture investment) with an operating income of about $70 million. We
employ 2,400 men and women (a sixfold increase over 1983 employment levels)
with an average compensation per employee of over $50,000.

SunGard has offices in principal cities in this country and in the world's

ma jor financial centers including London, Tokyo, Paris, Frankfurt, Stockholm,
and Sydney. Approximately $40 million of our revenue comes from overseas
sources making us a positive contributor to the nation's current account.

SunGard could not have done what it has done without talented and creative
employees. But even with the right men and women, we would have never gotten
of f the ground without the then-existing tax differential on capital gains.

Keep in mind that in 1983, SunGard was not a likely place to put your money.
Our growth prospects were difficult to discern. No company facing
quarter-to-quarter performance -pressures wanted to buy an underperforming
division. Without venture capital investors, the parent company, Sun, would
have simply closed the business.

Even with interested venture capital investors, SunGard would not have been an
attractive investment had there not been an abundance of venture capital
investment funds available. A more limited quantity of available investment
funds would have steered venture investors to opportunities with higher
intrinsic growth potential and lower risk. The abundance of venture capital at
that time allowed patient investors to find SunGard and provide it with the
capital infusion that fueled our subsequent growth.
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That is why I can say that SunGard owes its existence to the comparatively
favorable taxation of capital gains that prevailad in 1983 and wade our company
a desirable investment. 1It's impossible to prove a negative, but it is my
belief that in 1983, had the tax on capital gains been higher, SunGard as an
independent, high-wage company would never have seen the light of day.

There's nothing unique about the SunGard story; we all know how important
entrepreneurial growth firms have been for the American economy in the creation
of jobs, national wealth, and long-term growth. And we also know the crucial
role that the entrepreneurial sector must play in the future.

But that future role is far from assured. Our current tax code falls hard on
saving and investment which are the keys to growth. No wonder that our saving
and investment rate is very low compared to the rest of the world. Eliminating
or significantly reducing the tax on capital gains is the best immediate way I
know of to begin to address our saving and investment predicament and thereby
release resources to cultivate a new generation of entrepreneurial firms.

I of course know that many critics of lowering the capital gains tax rate worry
that such a reform would not be fair. My response is that in the United States
fairness is ultimately a function of individual opportunity which is, in turn,
a function of economic growth. I suppose the phrase "a rising tide lifts all
boats" is a bit of a bromide. Still, I have yet to find a better way of
framing the fairness issue. If this economy does not enjoy sustained growth,
if it does not create high-paying jobs through the initiative of entrepreneurs,
fairness will be a goal forever beyond our reach.

To their credit, I believe members of both political parties know this.
Obviously, reduction of the tax rate on capital gains is part of the Contract
with America.

But it is also important to note that the 1992 Democratic Party platform
asserts that an “expanding, entrepreneurial economy...is the most important
family policy, urban policy, labor policy, minority policy and foreign policy
America can have."

I agree, and as an entrepreneur who has enjoyed some success, I can tell this
Committee that Towering the tax rate on capital gains is a good way to begin to
realize the bipartisan vision of a growing, entrepreneurial American economy
that is productive, creates good jobs, and maintains and improves our standard
of living.

Thank you.
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Chairman ARCHER. Thank you, Mr. Mann.

I am particularly pleased to welcome to the committee today a
gentleman from my own home community of Houston, Tex., Mr.
Hoak, who is the chairman of the Heritage Media Corp. We are de-
lighted to have you here with us and to have a little hometown fla-
vor from Texas, so you may proceed.

STATEMENT OF JAMES M. HOAK, CHAIRMAN, HERITAGE
MEDIA CORP., AND VICE CHAIRMAN, AMERICAN BUSINESS
CONFERENCE, HOUSTON, TEX.

Mr. Hoak. Thank you, Mr. Chairman. My name is Jim Hoak,
and I am the chairman of Heritage Media Corp. I am also a vice
chairman of the American Business Conference, a coalition of
midsize growth companies. I would first like to thank you, Mr.
Chairman, for holding this hearing and for the opportunity to tes-
tify before the committee.

I am speaking to you today as an entrepreneur who has started
several companies over the last 25 years. I founded Heritage Com-
munications in 1971 in Des Moines, lowa with no employees and
$1 million of risk capital. We sold Heritage Communications in
1987 for $1.6 billion. At that time, we had nearly 5,000 employees
and were one of the largest companies in Iowa.

In 1987, I founded Heritage Media Corp. in Texas with equity of
$5 million. All our equity is worth nearly $500 million and we have
over 2,000 full-time employees and 15,000 part-time employees.
During this same period of time, I have been part of the foundin
of several other firms, most of which have been substantial job ang
capital creators.

I can tell you without qualification that the driving financial in-
centive for creating these companies has been capital gains, and
the tax on these capital gains has been very important in balancing
the immediate risks of these ventures versus the longer term po-
tential rewards.

I am currently starting another new company, an investment
banking/merchant banking firm to support and encourage the de-
velopment of entrepreneurial companies in Texas.

Let me tell you what you think about when you start a business.
Your first thought is you have to be crazy, and all of your friends
and family in relatively risk-free jobs tell you so. You then have to
convince yourself that you really have got the answer and can’t fail,
despite the clear evidence that most new firms do fail. Is it worth
it? You bet. Is it automatic? Far from it.

But it is important enough that enough Americans make this de-
cision and take this risk in a way that ensures the continued
growth of our economy and its ability to create jobs. Lowering the
tax on the gains from long-term investments does change the arith-
metic of decisions entrepreneurs make.

The current capital gains tax structure stagnates capital and
hinders business growth. I have experienced several situations
where a seller of a business avoids the high current capital gains
rates by retaining his company and changing his strategy for milk-
ing the business rather than growing it. And I have seen many ex-
amples where the high rates make the cost of new growth capital
too expensive for the entrepreneur to obtain.
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I would like to also comment favorably upon the propesal for in-
dexing capital gains. By itself, capital gains indexation might not
be enough to stimulate investment, but it can and should be done,
and I wish it had been done in 1978 when Chairman Archer first
proposed it.

One of the strengths of the American society has been the fluid-
ity between classes and income levels which is why I hate to hear
a lot of the talk about which class benefits and all. Most Americans
believe that they can improve themselves and their family’s eco-
nomic position.

The preferential capital gains tax is not a benefit only for the
rich. It also benefits those people who seek the American dream.
It benefits those people who are willing to take a risk for a reward.
It benefits those people who create jobs and thereby benefit many
others while they benefit themselves.

In the final analysis, I think that the debate about the capital

ains tax is not a debate about the short term. The debate is about
the future of our economic system. It is about the next generation
of entrepreneurs.

I have been one of the fortunate people. I have created several
companies over the last 25 years. I have definitely benefited myself
and a capital gains differential has been kind to me, but I know
that in pursuing my dreams, I have helped many others realize
their dreams as well.

This is the context in which I view the current debate over cap-
ital gains: Simply put, do we want young Americans to have oppor-
tunities to become successful entrepreneurs and create new jobs? If
so, we must provide them with sufficient financial incentive to un-
dertake the risk and efforts starting a company demands.

Most of our trading partners, competitors have a more favorable
treatment of capital gains than do we. We owe the next generation
of Americans no less, an economic environment in which initiative
can flourish. I don’t believe that young Americans today are much
different than their counterparts such as me of three decades ago.
Many still dream of starting their own business or expanding exist-
ing ones.

Our obligation is to nurture their ambitions beyond the taxing
stage. One necessary action is the congressional enactment of a
meaningful capital gains differential. It worked for me and the
many other entrepreneurs of my generation and it can work again.

Thank you very much.

[The prepared statement follows:]
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TESTIMONY OF JAMES M. HOAK
CHAT H GE MEDIA_ CO: ION
BEFO, T 0! TTEE _ON WA MEANS
U.S. HOU PRESENTATIV.
JANUARY 25, 1995

My name is Jim Hoak. I’m chairman of Heritage Media Corporation
with headquarters in Dallas, Texas. I am a Vice Chairman of the
American Business Conference, a coalition of mid-size growth
companies. I would first like to thank you, Mr. Chairman, for
holding this hearing and for the opportunity to testify before
this Committee.

I am speaking to you today as an entrepreneur who has started
several companies over the last twenty-five years. I founded
Heritage Communications in 1971 in Des Moines, Iowa with no
employees and $1 million of risk capital. We sold Heritage
Communications in 1987 for $1.6 billion. At that time we had
nearly 5,000 employees and were one of the largest companies in
Iowa. In 1987, I founded Heritage Media Corporation in Dallas
with equity of $5 million. Today our equity is worth nearly $500
million and we have over 2,000 full-time employees and 15,000
part-time employees. During this same period of time, I have
been part of the’ founding of several other firms, most of which
have been substantial job and capital creators.

I can tell you without qualification that the driving financial
incentive for creating these companies has been capital gains,
and the tax on these capital gains has been very important in
balancing the immediate risks of these ventures versus the
longer-term potential rewards. I am currently starting another
new company -- an investment banking/merchant banking firm to
support and encourage the development of entrepreneurial
companies in North Texas.

Let me tell you what you think about when you start a business.
Your first thought is that you have to be crazy, and all of your
friends and family in relatively risk-free jobs tell you so. You
then have to convince yourself that you really have got the
answer and can’t fail, despite the clear evidence that most new
firms do fail. You find yourself betting everything on your
venture, and usually come close to losing everything. There were
times in both of my successful start-ups when we were within days
of going under.

Is it worth it -- you bet! 1Is it automatic -- far from it!

But it is important that enough Americans make this decision and
take this risk so as to ensure the continued growth of our
economy and its ability to create jobs. Lowering the tax on the
gains from long-term investments does change the arithmetic of
the decisions entrepreneurs make.

Obviously, I believe that a capital gains differential is crucial
to the economic future of companies like mine and to our economy.
I believe that the 50% capital gains deduction which has been
proposed would be very beneficial.

1 have experienced several situations where a seller of a
business avoids the high, current capital gains rates by
retaining his company, and changing his strategy to milking the
business rather than growing it. And I have seen many examples
where the high rates make the cost of new growth capital too
expensive for the entrepreneur to obtain.
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I know that the Committee is seeking a package that will be
deficit neutral, and I can tell you from a businessman’s
perspective that the induced growth, and incentives to save and
invest, resulting from a capital gains tax cut will stimulate
revenues over time and can lead to revenue neutrality. As
Congressman Jim Jones said a couple of years ago, "We can enact a
tax cut on capital gains that does not cut government revenues
but does spur economic growth. We can do it, because we did it
before -~ in 1978."

I would like to also comment favorably upon the proposal for
indexing capital gains. By itself, capital gains indexation
might not be enough to stimulate investment. But it can and
should be done, and I wish it had been done in 1978 when Chairman
Archer first proposed it.

Indexation of capital gains is absolutely fair when compared with
the rest of our tax structure. Harvard professor Martin
Feldstein gives an example. An investor who bought a stock in
1973 for $10,000 and held it for 20 years while it earned 7.4% a
year would have its value grow to $42,019. If he sold it, the
28% capital gains tax bill on the nominal $32,019 profit would
be $8,965. But adjusting for inflation, the investor has
actually realized only a $9,474 gain. 1In short, the capital
gains tax consumes all but $509 of the investor’s real

profits -- a 95% tax! Is there any question as to why
investment capital in our country is stunted, and long term,
patient investing is scorned.

One of the strengths of American society has been the fluidity
between classes and income levels. Unlike Great Britain with its
stratified class system, most Americans believe that they can
improve themselves and their families’ economic position. The
wealthy in this country have no guarantee that they will be so in
the future. However, without incentives to invest, human nature
says to the upper income levels to take the easy course -- do
nothing and stagnate capital. This is a prescription for a
declining economic system. On the flip-side, most of the people
currently at the lower income levels feel they have the potential
to achieve some wealth, and many do so over time. Certainly,

the data show that movement among income groups is very strong in
this country.

The preferential capital gains tax is not a benefit only for the
rich. It also benefits those people who have the American Dream.
It benefits those people who are willing to take a risk for a
reward. It benefits those people who create jobs and thereby
benefits many others while they benefit themselves.

In the final analysis, I think that the debate about the capital
gains tax is not a debate about the short-term. It is not about
income redistribution in the next few years. It is not even
about the currant budget. The debate is about the future of our
economic system. It is about the next generation of
entrepreneurs.

I have been one of the fortunate people. I have created several
companies over the last twenty-five years. I have definitely
benefited myself and a capital gains differential has been kind
to me. But I know that in pursuing my dreams, I have helped many
others realize their dreams as well.

This is the context in which I view the current debate over
capital gains. Simply put, do we want young Americans to have
opportunities to become successful entrepreneurs and create new
jobs? If so, we must provide them with sufficient financial
incentive to undertake the risk and effort starting a company
demands.



203

Throughout most of this century, such financial incentives have
been available. Most of our trading partners/competitors have
more favorable treatment of capital gains than do we. We owe the
next generation of Americans no less: an economic environment in
which initiative can flourish.

Where are the entrepreneurs today who will build the job-creating
companies for the next twenty to thirty years? Wwhat are they
thinking about when they face the tough decision to leave their
comfortable jobs and take on the risks and uncertainty of a new
venture?

I don’t believe that young Americans today are much different
than their counterparts such as me of three decades ago. Many
still dream of starting their -own business or expanding existing
ones. Our obligation is to nurture their ambitions beyond the
talking stage. One necessary action is the Congressional
enactment of a meaningful capital gains differential. It worked

for me and the many other entrepreneurs of my generation. It can
work again.
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Chairman ARCHER. Thank you, Mr. Hoak.

Our next witness is Dr. Hatsopoulos, chairman of the board and
president of Thermo Electron Corp. in Waltham, Mass.

Welcome. You may proceed, Doctor.

STATEMENT OF GEORGE N. HATSOPOULOS, PH.D., CHAIRMAN
OF THE BOARD AND PRESIDENT, THERMO ELECTRON
CORP., AND COCHAIRMAN, AMERICAN BUSINESS CON-
FERENCE, WALTHAM, MASS.

Mr. HaTsorpouLos. Mr. Chairman, I would like to thank you and
your committee for inviting me. If you may recall, 2 or 3 years ago,
you and I each gave a paper at a conference sponsored by the
Council of Capital Formation, and I am delighted to be here in
front of this committee to testify on capital gains, which I really be-
lieve has a great impact on the future of both my company and the
future of the United States.

I would like to take these things in this order. First, about our
company. Our company is one of the few companies that did not
suffer from our past recession. In fact, throughout the recession we
witnessed in the early nineties, we continued to grow in employ-
ment and sales. We never downsized anything. And our profits
have been going up. In fact, this year we are completing a 10th
year of record employment, sales, and earnings.

I would like to tell you how we managed to accomplish that. Ten
years ago, the company adopted a very unusual strategy which has
been written up in many magazines, in the Wall Street Journal
and other journals. That strategy is the creation of new techno-
logically oriented enterprises as being an important element of con-
ducting our business. Not only do we try to grow our businesses
and make them prosper, but also part of our assignment, is creating
new businesses. In fact, once we create a new business and reach
a certain stage, we sell a minority interest to the public and retain
majority control.

Actually, the parent does not sell any part of its holdings, we let
the subsidiary dilute the parent somewhat by raising their own
capital in the capital markets.

Currently, we have 10 subsidiaries that are publicly traded. We
have never sold one share of them. They sold shares to the market
to raise capital for their own growth. This has been essentially the
secret of continuing to grow through bad or good economic times.

We have made a stu(glr internally to see how much of our tech-
nologies, what fraction of our technologies, have we commercialized
in the last 10 years. We arrived at the conclusion that only about
half of what we could have done in that time did we actually com-
mercialize. If we had done all of them, we would now have over 20
publicly traded companies instead of 10.

The reason for the difference is very simple. In order to commer-
cialize businesses, you need to invest at high risk. Once the busi-
ness gets going, the risk declines, but initially the risk is very high
and in order to attract capital which involves a high risk, you have
to pay a premium.

If we had the capital gains tax treatment that exists currently
in both Germany and Japan, we estimate that over the last 10
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years we would have been able to commercialize a little more than
twice as many businesses as we actually did.

Mr. Chairman, I would now like to turn to some macroeconomic
issues because I have been a student of that field. In fact, the day
that you presented your paper, 1 presented a paper on macro-
economic elements of the capital gains.

This country has created an enormous number of jobs over the
last 20 years—in the tens of millions. In fact, there is no other
country that even comes close to the ability of this country to cre-
ate jobs. The problem we have had, however, is that we have cre-
ated jobs that are not as high in value as those created in the past.
As a result, our wages on average have stagnated.

This is exactly the issue that I tried to study in my spare time
as an amateur economist. My conclusion is that we lost high value-
added jobs to Germany and primarily to Japan because they have
the ability to commercialize technology by taking more risks than
we can. The source of that ability to take more risks is their tax
system, If a Japanese person invests in government securities that
are safe, they pay a tax of 50 percent.

If, on the other hand, they invest in a company that is growing,
as many Japanese companies are, and there is an appreciation of
their stock—generally they are not seeking dividends, but apprecia-
tion of the stock—the capital gains tax is more like 5 percent. Actu-
ally, in Germany it is zero. %’Ience, there are great incentives to
make risky investments in new ventures.

The future prosperity and standard of living of the American peo-
ple depends on our ability to create new industries. Industries that
were prominent in the past have often declined because too many
countries can now perform these jobs. Therefore, since we have an
open world trade, there is no way that we can compete in such in-
dustries unless we pay our people low wages.

The only way we can pay our people high wages is to go into
businesses where we have an advantage and that advantage 1s only
created by taking risks. In order to take risks—to have capital
available for risks—we need to equalize the burden by lowering our
cost of capital. I am not talking only about venture capital, I am
talking about corporations such as ours, or even General Electric,
to avail themselves of capital so that they can take high risk and
create new enterprises.

[The prepared statement follows:]
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TESTIMONY OF GEORGE N. HATSOPOULOS
THEROMO ELECTRON CORPORATION

My name is George N. Hatsopoulos. I am President and Chairman of the Board of Thermo Electron
Corporation and also Co-Chairman of the American Business Conference.

1 would like to thank the Committee for holding this timely hearing on the important topic of capital
gains taxation because it not only affects our businesses but, more significantly, the economic future of
our country I personally appreciate the opportunity to appear and to speak before you today on this
subject

Over the years, I have written frequently on topics in macroeconomics. I have concerned myself with
issues relating to changing patterns in American savings and consumption, the cost and patience of
capital, and the fiscal and budgetary roots of the decline in our long-term rate of economic growth.

1 could easily demonstrate theoretically why Congress should reduce the tax on capital gains on equity
investments. But the debate over capital gains will not turn on theory. A tax cut on capital gains will
happen only if a sufficient number of legislators understand in real-world terms why entrepreneurs like
me support a differential tax. So I would first like to frame my views from the perspective of our
company, Thermo Electron

In 1994, we completed our tenth year of record employment, sales, and profits. What set us aside
from other companies is the fact that this record performance persisted throughout the recession of
1991 ard 1992.

We attribute our success to the commercialization of new technologies based on ideas generated by
our ongoing work in energy, the environment, and biotechnology. We identify major needs that
surface in the economy and ask ourselves if we can address those needs through the appropriate
application of one or another of our technologies

If s0, we create a new public subsidiary to put our ideas into action. Thermo Electron typically holds
a controlling stake in the new venture and provides it with technical, managerial, and financial
expertise.

Thus far, we have created twelve subsidiaries that are world leaders in businesses as diverse as the
manufacture of environmental monitoring and analytical instruments, artificial hearts, cogeneration and
alternative-fuel power plants, soil-remediation equipment, recycling equipment, and systems to detect
explosives, drugs, and carcinogens. By spinning out our most promising new ideas into public
subsidiaries, we have been able to preserve entrepreneurial discipline even as Thermo Electron itself
has grown to the 309th spot in the Fortune 500 hst.

However, we have not done as well as we might have. Changes in tax policy, beginning in 1986, have
made it impossible for Thermo Electron to fully commercialize all the technologies it possesses. These
tax changes have effectively made the taxation of income from equity investments double that of the
taxation of returns from debt-financed instruments.

Before 1986, interest income was taxed as ordinary income while capital gains were subject to a
differential tax. Thus, before 1986, interest income was subject to a marginal rate of about 50 percent
for the top income brackets while capital gains were taxed at 20 percent.
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Tax reform in 1986 changed that. It eliminated the capital gains differentiai and lowered the personal
tax rates. The result: capital gains and interest income were taxed at the same rate---28 percent.

It is true that the Budget Reconciliation Act of 1993 created a differential in a perverse way by raising
personal tax rates on income other than capital gains. However, the benefit created by the differential
created was almost totally offset by the harm resulting from increased marginal tax rates.

Consider these developments from a corporate point of view. When a corporation issues debt, it can
write off its interest payments. On the other hand, equity is taxed twice: first on corporate income,
then either on dividend income or, for those companies that retain their earnings to grow, on capital
gains By taxing capital gains at the investor level, we have, at the corporate level, raised the cost of
equity relative to the cost of debt. Investors demand a higher price for their equity investments
because equity income is taxed twice and capital gains receive no significant tax relief.

At Thermo Electron, we have no choice but to rely on equity to finance the commercialization of our
technologies. We cannot underwrite ideas with debt---there is no collateral to balance the risk.

If, by some sort of magic, Thermo Electron were operating under the capital gains taxes that prevailed
in this country in 1979, we would have generated twice the number of ventures. And finally, if
Thermo Electron operated with the capital gains treatment currently afforded to investors in our
Japanese and German competitors, we could have enacted three times the number of new ventures.

The fact is, Thermo Electron possesses more commercially promising ideas than we can finance under
the prevailing tax code. My friends in Europe know this. They often tell me that the United States is
second to none in entrepreneurial and téchnical expertise. They wonder why our government
discourages that expertise.

_ I have never found a good answer to their question

Let me now turn to macroeconomics issues. In the last 20 years, this country created an enormous
number of new jobs. No other country even comes close to us in this respect. The problem we have
is that over this period, the jobs we have created are lower value-added jobs while the number of high
vaiue-added jobs has declined. Many of the high-paying jobs we lost were in manufacturing. But we
should not think that the only way 1o redress the situation is to recover the manufacturing jobs we
used to have. That is not possible in the internationally competitive world we live in because there are
too many people around the world that have learned how to perform these jobs. And many of these
people are paid less than our people. On the other hand, to recapture such jobs by setting up trade
barriers will deprive our consumers of lower priced products to the detriment of our national standard
of living.

There is only one way to create high-paying jobs: we must create new high value-added industries.
Our more advanced competitors, Japan and Germany, know that and focus on it. The United States
can do even better because the entrepreneurial and technological talent that exist in this country is
unparalleled.
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1 strongly believe that what the country needs to regain its preeminence in high-paying jobs are two
things: first, an adequate amount of national saving, and second, a strong financial incentive for
business to undertake new ventures in spite of risks.

Currently, U.S. national savings has falien to less than two (2) percent of Gross Domestic Product
(GDP) compared with more than eight (8) percent in the 1960s. In the long run, our current level of
saving 1s not sufficient to maintain the standard of living of the American people, let alone increase it.
Many have the impression that the sole culprit for the dramatic decline in national saving is the federal
"disaving", i.e., the budget deficit. This is not so. The federal deficit accounts for only 40 percent of
the decline. The remaining 60 percent is almost evenly split between the decline in personal saving and
the decline in corporate saving.

It is clear to almost everyone that a direct way to increase national saving is to reduce the budget
deficit. What is not so clear is how to increase private saving. Nevertheless, economics must play an
important role. Under the present tax code, income used for consumption is taxed once. Income
saved and invested in a noncorporate asset is also taxed on inflationary gains. Finally, income saved
and invested in corporate assets is subject not only to inflationary gains, but aiso to corporate taxes
Such a triple taxation affects both personal willingness to save, and corporate willingness to save and
invest in new businesses

Japanese corporations reinvest earnings at twice the rate of U.S. companies because, by virtue of the
prevailing capital gains differential, their stock value appreciation is taxed at a lower rate. This
practice provides incentive to these corporations to undertake the commercialization of many new
products. some of which are invented in the United States

The ultimate way to redress the disincentives in our tax system to save and to create new industries is
to drastically restructure the U.S. tax code and to provide total deferral of taxes until an asset is
withdrawn from the national saving pool and consumed. This is the treatment that would prevail
under the Nunn-Domenici tax reform or the flat tax proposal of Congressman Armey The
implementation of such a fundamental reform, however, will take several years, not only because of
the needed public debate, but also because of economic necessities

It is not prudent for us to wait for this to happen. Proposals under current examination by this
Committee can and should be viewed as a necessary and consistent first step towards the achievement
of broader tax reform. The capital gains initiative proposed by Chatrman Archer provides an excellent
case-in-point. It eliminates the tax on unreal gains resulting froin inflation. More importantly, it
encourages the creation of new businesses both by persons and by corporations. Thermo Electron and
all of the members of the American Business Conference strongly support Mr. Archer's initiative.
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Chairman ARCHER. Doctor, thank you very, very much and per-
haps you can explore and develop your excellent ideas as we go into
the inquiry part in a few minutes.

For the introduction of our last witness, I would recognize my
colleague, Charlie Rangel.

Mr. RANGEL. Mr. Chairman, thank you for allowing me to intro-
duce Michael Schler, who is the former chair of the tax section of
the New York State Bar Association.

This committee has had a reputation of being the welfare com-
mittee for accountants, CPAs, and lawyers. And your testimony is
going to be interesting because you are asking us to seek popular
solutions that people may want as related to capital gains taxes
and to avoid complexities that could increase fees, but also increase
problems. So I thank you, Mr. Chairman.

Chairman ARCHER. Mr. Schler, I would point out that these
lights in the center of the witness table will be green, yellow, and
red. And when the light turns red it means your 5 minutes is up.
We hope that you can keep your oral presentation within that 5-
minute limit, and you may proceed.

STATEMENT OF MICHAEL L. SCHLER, FORMER CHAIR, TAX
SECTION, NEW YORK STATE BAR ASSOCIATION

Mr. ScHLER. Thank you, Mr. Chairman and Congressman Ran-
gel. My name is Michael Schler. I am here on behalf of the tax sec-
tion of the New York State Bar Association. I was the chair of the
tax section until my term expired yesterday, and I continue to be
a member of our executive committee.

The tax section is dedicated to furthering the public interest in
a fair and equitable tax system and to the development of sound
tax policy. I am also a tax partner in the New York law firm of
Cravath, Swaine & Moore and have practiced tax law for over 20
years.

We are very grateful for the opportunity to present our views
today. I should say we take no position on the 50 percent capital
gains deduction. That raises policy issues beyond our particular ex-
pertise as tax lawyers. However, with all due respect, we strongly
oppose three provisions of H.R. 9: Capital gains indexing, indexing
depreciation deductions, and the imposition of new procedural re-
quirements for the issuance of tax regulations. I would like to brief-
ly summarize our views which are expressed in much more detail
as an attachment to my statement.

I should also add that we are a completely nonpartisan group.
Our executive committee has members of all political persuasions
and, as far as I know, the views I am expressing are essentially
unanimous among all our members.

First on capital gains indexing. We recognize the theoretical cor-
rectness of indexing capital gains to take account of inflation. How-
ever, we believe there are two fundamental problems with index-
ing. The first is complexity. The indexing provisions of the bill on
their face add only a few simple paragraphs to the code. However,
we believe that in the real world indexing will vastly increase the
complexity of the tax system for everyone, including individuals,
businesses of all sizes, and the IRS. Activities that are relatively
simple today will involve massive calculations under indexing: Buy-
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ing and improving a home, buying and selling stock or an interest
in a mutual fund or investing in an IRA.

Also, if a State chooses not to allow indexing for revenue reasons,
and it will certainly be costly to the States, everyone in that State
will be required to keep two sets of books, one taking into account
indexing and the other not taking into account indexing. Individual
taxpayers are likely to be dumfounded at the prospects of two sets
of books.

The other major problem we have with indexing is that we be-
lieve it will inevitably result in the return of the tax shelter days
of the eighties. Every experienced tax lawyer who reads the index-
ing provisions of the bill immediately dreams up a half dozen ways
to beat the system and create a tax shelter that eliminates tax on
unrelated income.

Some of the most obvious opportunities arise from the fact that
assets are indexed while liabilities are not. As a result, totally arti-
ficial tax deductions can be created with little or no out-of-pocket
cost by borrowing and using the proceeds to buy an indexed asset.

Also, there would be many ways besides borrowing to create a
tax shelter out of indexing. Just keep in mind the world of financial
products is extraordinarily creative and very motivated to develop
tax-favored investments.

I should emphasize that when you set up a system where tax-
payers can %et back exactly the amount of cash they put up and
get a capital loss, or get back more than they put up and not be
taxed, you are really opening up the floodgates for creative tax
planning.

In yesterday’s article in the New York Times there were some
people quoted as saying that the passive loss rules that were
passed in 1986 would prevent a lot of tax shelter abuses from aris-
ing as a result of indexing. I don’t think that is correct because the
passive loss rules don’t deal with investment activity. They only
deal with real estate and other business activity, so I think any tax
shelter opportunities that would exist would mostly still exist de-
spite the passive loss rules.

I would like to turn now briefly to indexing depreciation deduc-
tions under the neutral cost recovery provision of the bill. We un-
derstand that the effect of that provision is that, on a present value
basis, there would be no tax on a reasonable rate of return from
the use of equipment. That is another way of saying that qualified
equipment is treated like a municipal bond, although the equip-
ment has a much higher tax-free yield.

Also, if you borrow money to buy a municipal bond, the interest
is not tax deductible. If you borrow money to buy equipment, the
profit is tax exempt and the interest is deductible. As a result, we
force an enormous boon in tax shelters. Assistant Secretary Sam-
uels talked in his testimony about deducting the cost of equipment.
He was opposed to the whole provision, but I think even he was
much too kind to it when he said that the immediate deduction was
like a consumption tax. With a consumption tax, you can deduct
the cost of your equipment, but if you borrow to guy equipment,
you cannot deduct—you do not get a net deduction, which you do
under this bill.
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Finally, H.R. 9 imposes new procedural requirements before a
Federal agency can issue regulations. We oppose those require-
ments because we believe taxpayers need more regulations rather
than fewer. H.R. 9 also requires tax regulations to be easily read-
able, written in a reasonably simple and understandable manner,
not contain double negatives, confusing cross references and so on.

I don’t think there is anyone anywhere who thinks the Internal
Revenue Code meets those requirements, and we think the bill is
an example of Congress imposing rules on other people and ex-
empting itself from the same rules. It is completely unreasonable
to expect that tax regulations can be made simple as long as the
code 1s almost incomprehensible.

Thank you very much.

[The prepared statement and an attachment follow. Additional
attachments are being retained in the committee files.]



212

HEARINGS ON H.R. 9 BEFORE THE
HOUSE WAYS AND MEANS COMMITTEE
JANUARY 25, 1995

STATEMENT BY MICHAEL L. SCHLER ON BEHALF OF
THE TAX SECTION OF THE NEW YORK STATE BAR ASSOCIATION

My name is Michael Schler. I am here on behalf of
the Tax Section of the New York State Bar Association. I
was the Chair of the Tax Section until my term expired
yesterday, and I continue to be a member of our Executive
Committee. The Tax Section is dedicated to furthering the
public interest in a fair and equitable tax system and to
the development of sound tax policy. I am a tax partner at
the New York law firm of Cravath, Swaine & Moore and have
practiced tax law for over 20 years. I am accompanied by
Harold Handler, a tax partner at the firm of Simpson Thacher
& Bartlett. He has practiced tax law even longer and is
primarily responsible for our work on indexing.

We are very grateful for the opportunity to
present our views today. We strongly oppose three
provisions of H.R. 9: capital gains indexing, indexing
depreciation deductions, and the imposition of new
procedural requirements for the issuance of tax regulations.
I would like to briefly summarize our reasons.

First, capital gains indexing. We recognize the
theoretical correctness of indexing capital gains to take
account of inflation. However, we believe there are two
fundamental problems with indexing.

The first problem is complexity. The indexing
provisions of H.R. 9 on their face add only a few simple
paragraphs to the Internal Revenue Code. However, we
believe that in the real world indexing will vastly increase
the complexity of the tax system for everyone. This
includes individuals, businesses of all sizes, and the IRS.
Activities that are relatively simple today will involve
massive calculations under indexing--buying and improving a
home, selling the family car (yes, the car is an indexed
asset), buying and selling stock or an interest in a mutual
fund, investing in an IRA. Also, if a state chooses not to
allow indexing for revenue reasons, everyone in that state
will be required to keep two sets of books. Individual
taxpayers are likely to be dumbfounded at this prospect.

The other major problem we have with indexing is
that it will inevitably result in the return of the tax
shelter days of the 1980’'s. Every experienced tax lawyer
who reads the indexing provisions of H.R. 9 immediately
dreams up a half dozen ways to "beat the system” and create
a tax shelter that eliminates tax on unrelated income. Some
of the most obvious opportunities arise from the fact that
assets are indexed while liabilities are not. As a result,
totally artificial tax deductions can be created with little
or no out-of-pocket investment, by borrowing and using the
proceeds to buy an indexed asset. Also, there would be many
ways besides borrowing to create a tax shelter out of
indexing. Just keep in mind that the world of financial
products is extraordinarily creative, and very motivated to
develop tax favored investments.
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I would like to turn briefly now to indexing
depreciation deductions. We understand that the effect of
this provision is that, on a present value basis, there will
be no tax on a reasonable rate of return from the use of
equipment. This is another way of saying that gualified
equipment is treated like a municipal bond, although the
equipment has a much higher tax-free yield. Also, if you
borrow money to buy a municipal bond, the interest is not
tax deductible. If you borrow money to buy eguipment, the
profit will be tax-exempt and the interest will be
deductible. As a result, we foresee an enormous boom in tax
shelters.

Finally, H.R. 9 imposes new procedural
requirements before a federal agency can issue regulations.
We strongly oppose the application of these reguirements to
tax regulations. The requirements are so burdensome that
the issuance of regulations may come to a grinding halt.
Taxpayers need tax regulations to be able to plan their
. affairs. The biggest complaint among taxpayers is there are
too few regulations, not that there are too many.

H.R. 9 would also require that tax regulations be
"easily readable", "written in a reasonably simple and
understandable manner”, and not contain any "double
negatives, confusing cross references, convoluted phrasing"
and so on. I do not believe there is anyone anywhere who
thinks that the Internal Revenue Code itself meets any one
of these requirements. H.R. 9 is an example of Congress
imposing rules on other people and exempting itself from the
same rules. It is completely unreasonable to expect that
tax regulations can be made simple as long as the Code is
almost incomprehensible.

That completes my prepared statement. I would be
happy to answer any questions.
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HEARINGS ON H.R. 9 BEFORE THE
HOUSE WAYS AND MEANS COMMITTEE
JANUARY 25, 1995

SUPPLEMENTAL STATEMENT BY MICHAEL L. SCHLER ON BEHALF
OF THE TAX SECTION OF THE NEW YORK STATE BAR ASSOCIATION

FEBRUARY 7, 1995

This statement supplements my statement at the
January 25, 1995 hearing concerning capital gains indexing.
It responds to the statement and testimony by Dr. Norman
Ture, who was a later witness on the same day. Dr. Ture
asserts that indexing assets but not liabilities provides
the theoretically correct results, and calls “"without merit”
the earlier testimony by Assistant Secretary Samuels that
indexing assets but not liabilities leads to tax arbitrage
and tax shelter opportunities. This assertion by Dr. Ture
is in effect an assertion that our prior statement is also
incorrect.

For the reasons stated below, we believe that Mr.
Samuels’ testimony is correct and that Dr. Ture is not.
Moreover, Dr. Ture’s error appears to be a simple
mathematical error. We do not believe this issue is an
abstract economic or philosophical issue upon which there
can be differences of opinion, any more than there can be
any differences as to the sum of 2 plus 2.

We begin, as does Dr. Ture, with the example given
by Mr. Samuels. Taxpayer T purchases land in year 1 for
$100,000, giving a $20,000 cash down payment and borrowing
$80,000. The land is sold several years later (assume in
year 5), after there has been 30% inflation, for $130,000.
Thus, the entire $30,000 of nominal profit represents an
inflationary increase in the value of the property. T takes
the $130,000 sale proceeds, pays off the $80,000 debt, and
is left with $50,000.

Mr. Samuels points out that T started with
$20,000, and to make T whole for 30% inflation it would take
an additional 30% of $20,000, or $6,000, of nominal profit
for a total cash proceeds (after debt repayment) of $26,000.
That is, $26,000 in year 5 has the same value that $20,000
had in year 1. To the extent T receives more than $26,000
of cash in year 5, the extra cash is real profit that should
be subject to tax. However, even though T receives $50,000
in cash, with basis indexation T has no tax liability on the
sale because the tax basis of the asset has grown to
$130,000. Thus, $24,000 of real economic profit has escaped
tax.

Dr. Ture’s written response to Mr. Samuels’
example asserts the following:
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Notice, however, that in terms of constant

purchasing~power dollars, the $50,000 in cash [T]

has left over after paying off the mortgage
indebtedness is only $20,000, exactly the amount
of [T's] original cash investment. If [T] were
subject to tax on the $24,000 of gain allocated by
Samuels to the mortgage component of the
investment, as Samuels suggests, [T} would net
only $17,280. The tax would subject [T] to a net
loss of $2,720 on the original investment. In
fact, the arbitraging that Samuels asserts would
result from indexing the basis of the asset but
not the debt protects [T] from having to pay tax
on a zero gain. The Treasury’'s complaint is
without merit. (emphasis added)

The problem with Dr. Ture’s analysis is the simple
mathematical error in the first sentence. After 30%
inflation, $20,000 will grow to $26,000, or alternatively
$38,461 will grow to $50,000. In no event will 30%
inflation turn $20,000 into $50,000. We believe it is
indisputable that T has a true economic profit of $24,000
and should pay tax accordingly. We note that this profit is
in year 5 dollars, which matches the fact that the tax on
the profit would also be paid in year 5 dollars.

We would point out that the $24,000 of real
economic profit that has escaped tax arises from the fact
that the entire $100,000 tax basis of the asset is indexed
for inflation, but no portion of the $80,000 liability is
indexed. There are at least two ways of reaching the
theoretically correct economic and tax results.

First, indexing could be limited to T’'s net
investment of $20,000. This would result in an increased
tax basis in the property of 30% of $20,000, or $6,000. The
total tax basis would be $100,000 plus $6,000, or $106,000,
and a sale for $130,000 would give rise to the economically
correct taxable gain of $24,000.

Alternatively, the entire $100,000 investment as
well as the $80,000 liability could be indexed. Under this
approach, T would have no gain on the property (because the
total sale proceeds of $130,000 in year 5 dollars has the
same value as $100,000 in year 1 dollars). However, T would
have an economic profit on repayment of the debt, because
the year 5 dollars used by T to repay the $80,000 debt are
worth less than the year 1 dollars originally borrowed by T.
Given 30% inflation, the $80,000 year 1 dollars have the
same value as $104,000 year 5 dollars (130% of $80,000 being
$104,000). Since T is only required to repay $80,000 in
year 5 dollars, T has an economic profit of $24,000 in year
5 dollars and should pay tax accordingly.
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Chairman ARCHER. Mr. Schler, I can associate myself with the
very last sentence since I do my own tax return, believe me. We
have got a virtually arcane and impossible Tax Code in this coun-
try.

I appreciate the input of all of you. I would like to ask a question
and direct it to each of you, if you would reply in turn, Assume that
we are going to have a capital gains tax provision, we already have
one in the current law where it is different than ordinary income
and we have a 1-year holding period.

Is the 1-year holding period the optimum holding period or would
you suggest a different holding period? You may start, Doctor. And
then we will work to your right.

Mr. HatsorpouLos. 1 believe that an ideal scheme would be to
have a tax rate that does depend on a holding period and it esca-
lates as the holding goes up. The problem with that is complexity.
But there is a problem with the United States right now because
a lot of corporations forgo especially risky long-term investments
because their stockholders are pushing them to report earnings,
and if you have a capital gains schedule where the longer you hold
the lower the tax you can have the investors focus in on what the
company would do, not in the next quarter, but what it would do
51years from now. The only offsetting disadvantage of that is com-
plexity.

Chairman ARCHER. Well, I understand that there are some who
believe that we should have a sliding scale tax based on the length
of the holding period, and perhaps that ought to enter into the dis-
cussion today, but, as you pointed out, it is complex.

In addition, we have had witnesses testify over the years that it
creates cliffs and it affects the actual decisionmaking as to the tim-
ing for the sale of an asset and although I can understand there
are advantages, there are disadvantages, but if you had to pick a
holding period without a sliding scale, and have that in the law,
should it be 1 year, 2 years, 3 years, 4 years, 5 years in order to
qualify for a capital gains?

Mr. HATsoPOULOS. I would say 2 years, Mr. Chairman.

Chairman ARCHER. Two years.

Mr. Mann.

Mr. MANN. My focus is on venture capital because that is how
SunGard was started and I believe a 1-year holding period is ap-
p}rl'opriate because no venture investment tends to mature before
that.

However, I have seen some mature within 2 years, so I think
that would be a bit long, and I think the sliding scale adds com-
plexity which is undesirable—1 year would be my opinion.

Chairman ARCHER. Mr. Hoak.

Mr. Hoak. I would say that the 1 year is fine. I think that the
2 years does get a bit long, but I think that would be OK as well.
I do think on the sliding scale, I think a lot of that can be taken
care of through the indexation with all due respect to our last
speaker.

I think that can be handled from a complexity standpoint and I
think that there needs to be for long-term investment for the 20-
year investment in my company, for example, that there needs to
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be indexation for that. I think for the typical capital gains, 1 or 2
years.

Chairman ARCHER. Mr. Johnson.

Mr. ROBERT JOHNSON. I would argue for a 1- to 2-year kind of
holding period. I would also suggest that there might be other
things that you might do. For example, what was critical to BET’s
success was not only having the investment like TCI and Time
Warner, but having the chief executive in the case of TCI serving
on the board. That added a bona fide kind of commitment of that
company to BET’s growth and development.

To the extent that you can incent companies not only to invest
but to take some active role in management, at least from a board
oversight level, could also contribute to a likelihood of companies
succeeding from capital investment.

Chairman ARCHER. Thank you.

Mr. Schler.

Mr. ScHLER. I think a sliding scale makes things more com-
plicated, but I have no particular view as a tax lawyer on what the
right period would be.

Chairman ARCHER. So you are not of an opinion relative as to
whether it ought to be 1, 2, 3, 4 or 5 years.

Mr. SCHLER. That is correct.

Chairman ARCHER. OK. Thank you very much.

Mr. Rangel.

Mr. RANGEL. Thank you, Mr, Chairman. Mr. Schler, I had no
idea what it was like to lose the majority here until I saw all of
our staff gone. So I am going to hope that you and I can get to-
gether with the New York Bar Association so that I can get the
benefit of your legal research in trying to perfect the Tax Code, and
Mr. Hatsopoulos, I don’t think anyone challenges your testimony.
We know that we are going to have to change our way of doing
business if we are going to enter this global economy. We know
that things that we%mve been doing we%l, other people know how
to do it just as well at a lower price.

What I don’t understand and I expect Mr. Johnson to respond to
this, too, that even if we were successful in providing the tax incen-
tives for people to take more risks, accumulate the savings to make
these investments so that America can continue to be in the leader-
ship, what are we doing to prepare our work force to be partners
with management in moving forward to meet these challenges?
And I am not just talking about inner city.

Mr. Johnson is in a very high-tech business. It changes every
day. And I know that we are doing enough research and develop-
ment in the private sector, but we have universities doing pure re-
search that could be converted so that our schooling system instead
of just talking about degrees, can pump up the type of men and
women that could assist in meeting these challenges.

Do we ever hear economists or people like you, Doctor, talkin
about this marriage between investment and intellectual abilities’

Mr. HaTsopouLos. Mr. Rangel, I couldn’t agree with you more.
The issue of training people and bringing our work force up to
snuff is the other side of the equation. On the other hand, let me
say that currently even though we are nowhere satisfactorily train-
ing people for the jobs of tomorrow, currently we do have people
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that are trained, and they cannot find the high wage and high
value-added jobs that they could find 5 years ago.

Mr. RANGEL. Well let me say this, goctor, that with all of this
targeting that Mr. Johnson is talking about, it is hard for me to
believe, Mr. Johnson, that no matter what incentives you give peo-
ple to invest in certain targeted areas, that if that community is
not prepared to meet the intellectual challenges of the labor mar-
ket that is necessary, no incentive is going to cause them to put
their money there, no matter what returns are there.

Mr. ROBERT JOHNSON. Mr. Rangel, you are absolutely correct
that capital flow is where the best return is going to be regardless,
and you could do artificial things to increase the return and I think
a capital gains tax lower for investments in high risk areas, can
help t]he return and therefore make that area more attractive to
capital.

Mr. RANGEL. What I am saying, Mr. Johnson, is to lower the risk
in those areas so that they are not looking at a high risk area. I
mean, if you listen to Treasury and listen to our government talk
today as to why we have to guarantee a $40 billion loan to Mexico,
it is exciting. We have to g(];l this. Because these people have to
learn higher technology in order to produce better products to in-
crease their health, their environment, and their ability to perform
so they can become consumers and continue to be one of the major
trading partners of the United States, to increase our exports and
therefore our revenues so that we can continue to be a leader.

S Now, why can’t they do that with communities in the United
tates?

Mr. ROBERT JOHNSON. I think, Mr. Rangel, you are absolutely
right. Qur company just built a $20 million corporate headquarters
in Northeast Washington, D.C., one of the most difficult neighbor-
hoods in the District to say the least. And we believe that if we had
more capital investment in Black Entertainment Television in the
high-tech world of programming, we can train and employ people
to work in this technology.

And with the upcoming information superhighway that is going
to demand a great deal of trained workers, you could see more op-
portunities flowing to people in this area as well as higher skills
and higher paying jobs. I think the Tax Code, if used to target com-
panies that engage in training for higher skilled jobs, can stimulate
capital flow and jobs.

Mr. RANGEL. I have been fortunate to have a substantial part of
mr\l' congressional district be designated as an empowerment zone
where we hope to be able to bring a marriage between the business
and the schools so we are not talking just about diplomas and de-
grees but we are talking about job opportunities.

I hope that you would share your thoughts with us as we now
find a half a dozen cities that will try to see whether government
can do a better job in meeting the needs of the private sector. So
I will be sending you a message on that.

Mr. ROBERT JOHNSON. I would be delighted.

Mr. RANGEL. Thank you, Mr. Chairman.

Chairman ARCHER. Mr. Bunning.

Mr. BUNNING. Thank you. I would like to follow up with the
panel on some of things that Mr. Rangel has talked about.
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Les Samuels, the tax policy person for the Treasury, Assistant
Secretary for Tax Policy, criticized the provisions of the Contract
as not being sufficiently targeted.

I would like to ask the panel, in general, who do you think
should be making the investment decisions for targeting where you
invest? The Federal Government or the individual corporations or
individuals who are making the investments? In other words, if we
are not—if we are not sufficiently targeted, in the Contract, who
should be making that decision?

Mr. ROBERT JOHNSON. I take the position that the entrepreneur,
the person who has put him or herself at risk in raising capital and
turning that into a business should make that decision. There is
no doubt about it.

When I was starting BET, on any given day, I had my home and
everything I owned mortgaged to the future of this business. And
I didn’t know from day to day back in the eighties when interest
rates were around 14 and 15 percent and cable was in its infancy
w}:ietcslher or not this thing would succeed or not. Well, fortunately
it did.

I think coming through that crucible, I think I can sit back and
look at business ideas, look at entrepreneurs, see if they have with-
in themselves the instinct and the gut to go the distance in a very
tough kind of an enterprise, that of startup businesses. Clearly I
think I can do that better than any government bureaucrat or any
government policy. I have done it with my business. We are doing |
it with other businesses.

Mr. Hoak. Mr. Bunning, I agree with that and I would add one
thing more. One problem with the very specifically targeted provi-
sions is that there is not enough faith in the business community
that it will stay targeted. That is a problem with a lot of things
that have been put in the past, if it is a 5-year window or what-
ever, and business doesn’t feel it can count on the Tax Code re-
maining stable for 5 years and, therefore, when they are very spe-
cifically targeted, it may not produce much because we can’t rely
necessarily on staying there. So, therefore, I encourage you to have
it be broad as it now is.

Mr. BUNNING. Thank you.

Mr. Mann.

Mr. MANN. Yes. It seems to me that most everyone can agree
that investors and businessmen probably will make wiser choices
on the investment of funds. Therefore, the thing that will cause
those funds to be spread throughout the economy is a greater abun-
dance of investment funds which would be provided by the differen-
tial and lower rate of capital gains taxation.

As I said in my opening remarks, SunGard was not a promising
looking investment when the investment was made. But there was
an abundance of investment funds and consequently there was
some left over for us.

Mr. ScHLER. I would like to point out that the indexing provi-
sions target specific kinds of assets. Only stock and tangible assets
are indexed, intangible are not. That itself could create economic
inefficiencies. The neutral cost recovery deduction itself gives much
better tax benefits to tangible assets with a depreciable life of 10
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years or less, so that is not really a neutral system in terms of dif-
ferent kinds of investments that taxpayers could make.

Mr. BUNNING. Quickly, can you tell me what steps we should
take to increase the savings rate in this country? Quick.

Mr. Hoak. It is hard toii quick about it.

Mr. BuNNING. I know it is hard to answer quickly but I only
have 5 minutes.

Mr. HatsorouLos. Cut the Federal deficit. Every dollar you cut
from the Federal deficit increases national saving by one dollar.

Mr. BUNNING. We have every intention of doing that.

Mr. ROBERT JOHNSON. I think you put a consumption tax in
place rather than taxes on income.

Mr. BUNNING. OK. Anyone else?

Mr. MANN. Consumption tax.

Mr. SCHLER. I am just a tax lawyer not an economist.

Mr. BUNNING. OK. Thank you.

Mr. HOUGHTON [presiding]. Thank you.

Now Mr. Ramstad.

Mr. RAMSTAD. Thank you, Mr. Chairman.

I want to thank all the witnesses for being here today. 1 want
to tell you, Mr. Hoak, that you gave one of the most brilliant,
poignant and articulate defenses of cutting capital gains that I
have ever heard when you said that capital gains are about the
next generation of entrepreneurs and that fulfilling my dreams en-
ables many others to fulfill theirs as well.

It reminded me of a recent experience when I first ran for Con-
gress. I was actually in the least affluent part of my district, talk-
ing about a number of subjects to a high school group. Afterward,
one of the students came up to me and said he wanted to help on
the campaign. And I asked him why, what was it I said that at-
tracted him to the campaign. And he said, “I like what you said
about capital gains.”

I was a little bit surprised, coming from a 17-year-old high school
student. And I asked him, “Do you have any capital gains?” And
he said, “No, not now, Mr. Ramstad, but some day I hope to.” And
that is the kind of inspiration, that is the kind of incentive that we
have to return to the Tax Code, and to our mindset nationally.

I would like to ask one question of Mr. Schler. I was struck by
a couple of remarks you made. I am sure you agree with virtually
everyone that fairness should properly be an element of the code.
Do you really think it is fair for individuals who have saved and
invested aftertax income in capital assets to pay taxes on the infla-
tionary gain of that asset over the years?

Mr. SCHLER. Well, as I said, as a theoretical matter, we believe
they should not. But, historically the reason for a reduced overall
rate on capital gains, like the 50-percent deduction, has been that
you are entil:ledg to a lower rate because part of the gain is infla-
tionary and so, to some extent, there 1s an overlap in the benefits
you are getting if you reduce the rate and also index for inflation.

Mr. RAMSTAD. Well, I know we could go back and forth on this.
I hope the will of the committee is somewhat different.

Let me ask you another question. Did I hear you say there are
too few IRS regulations, not too many?
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Mr. SCHLER. That is correct. Every taxpayer group that I know
of thinks there should be more IRS regulations and they should
come out quicker. The biggest problem is uncertainty in having this
very complicated Tax Code.

Mr. RaMSTAD. Excuse me for interrupting. Who said that?

Mr. SCHLER. We have TEI, the Tax Executives Institute, and the
American Bar Association. As far as I know every taxpayer group
has asked for more regulations rather than fewer. There was also
a GAO report in the last few weeks that did a survey of taxpayers
and came to the same conclusion.

The problem is that Congress enacts these very complicated stat-
utes and generally delegates all the hard areas to the IRS to solve
by regulation, and then taxpayers are faced with this enormous un-
certainty. They just don’t know how to do their transactions be-
cause they don’t know what the tax rules are, and they beg the IRS
to put out rules.

It doesn’t matter so much how they come out, just so people
know what the rules are. The burden of uncertainty is really a
drag on the economy and I believe pretty much all taxpayer groups
believe the same way.

Mr. RaMSTAD. Let me ask the entrepreneurs, any of the entre-
preneurs on the panel to respond to that.

Mr. HAaTsoPoULOS. Obviously the tax rules are so complex that
in fact corporations spend a lot of resources in dealing with the Tax
Code. There is no question about it. Those resources could be better
spent developing products or selling those products.

Mr. RAMSTAD. I see the yellow light coming on. Let me ask the
four, with all respect, the four entrepreneurs to Mr. Schler’s left,
certainly not ideologically speaking, but if there is any of you who
agree that IRS regulations are too few in number.

Mr. ROBERT JOHNSON. Let me try to point out what I think Mr.
Schler is saying. For example, we deliver our programming signal
by a satellite transponder. The transponder is located 22,000 miles
in the sky above the equator. Now, where is it taxed? Is it taxed
in the jurisdiction where the company is headquartered? Is it taxed
in all of the areas where we deliver the signal? Where do we pay
the—how do we handle that asset?

It is when you don’t have rules—I think what he is saying—that
he would rather—best of all worlds from an entrepreneurial stand-
point would have probably been no tax, but since you are not going
to get to that world, the best would be, from any business point,
certainty is always better than uncertainty. And I think what he
is saying out of frustration, we want certainty since we can’t have
a flat no tax base.

Mr. RamsTtaD. Don’t give up on that yet. I see my time is up.

Thank you, Mr. Chairman.

Mr. HOUGHTON. Mr. Stark.

Mr. STARK. Thank you, Mr. Chairman.

I find the testimony interesting. I guess I might have been an en-
trepreneur many years ago, but I can’t remember, it was so long
ago. But I want to test your memory a little bit. Mr. Johnson, BET
was organized when?

Mr. ROBERT JOHNSON. 1980. January 25, 1980.
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Mr. STARK. 1980. OK. And Mr. Hoak, you had a major trans-
action sometime around 1987. You sold a company in Iowa?

Mr. HoAK. Yes. Started in 1971, 1970, and sold in 1987.

Mr. STARK. So you started in 1970. Nineteen-seventy-one was
when you first dipped into the entrepreneurial waters?

Mr. Hoak. That is correct.

Mr. STark. And Mr. Mann, when did you emerge on the scene
as an entrepreneur.

Mr. MANN. Well, I emerged more than once. This time in 1983,
when SunGard was founded by the investment group.

Mr. STARK. But you had been an entrepreneur before that.

Mr. MANN. Yes, that is correct.

Mr. STARK. When was your first startup?

Mr. MaNN. It is very embarrassing to make me admit this in a
public forum, but it was 1966 or 1967.

Mr. STARK. OK. Now I guess I am going to ask you what the
marginal capital gains rate was in 1968, let’s say?

Mr. MANN. I don’t remember what it was in 1968. I remember
what it was, however, in 1983. It was 20 percent.

Mr. HoAK. I remember:

Mr. STARK. I will tell you it was 26.9 percent. Mr. Hoak, do you
remember?

Mr. Hoak. I do remember. I have to admit I went back and
checked it before this hearing, but the interesting thing then
was——

Mr. STARK. What was the rate?

Mr. Hoak Thirty percent.

Mr. STARK. You were a little high. Maybe only 28.

Mr. HoAK. But there was a 40 percent differential at that time.

Mr. STARK. Mr. Johnson, do you remember what yours was?

Mr. ROBERT JOHNSON. No, I didn’t focus on that.

Mr. STARK. It was about 28 percent.

My point is, and I didn’t remember either, that I started in 1961
when it was higher than any of you guys can imagine. With the
California marginal rate added in it was probably 47 percent. You
guys couldn’t pay that much tax if you paid it twice now.

Now, what I am suggesting is that for an entrepreneur and
somebody who is going to start up a business and get going, the
last thing you think about is what you are going to pay 5 or 1 or
10 years in the future in capital gains.

Gentlemen, the point is, when you got an idea or a chance to get
off on your own, you do it. Mr. Johnson, I know that you had an
opportunity that was created by a whole confluence of
happenstances and you would have grabbed that chance, I am sure,
if the capital gains rate had been 60 percent, because it was a
great business that was just waiting to get started. I don’t know
as much about how all of you did.

So while one of the problems that we have is if we are going to
drop it under Mr. Archer’s proposal to 18 percent, sure that is 10
percent less than you might pay on the margin today, that is going
to cost the government at some point in time some money. ere
is a debate as to how much it will be and I am just wondering if
it is going to really stop people. I always think that entrepreneurs
are born, not made; and I have a hunch that we are going to see
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entrepreneurs continue regardless of what we do with the capital
gains tax.

I don’t mean to pinch you into a corner on this, but are there
other areas, and I have a hunch there are efforts in terms of regu-
lation, having nothing to do with the Tax Code, that would keep
you from going into aiusiness more than future taxes.

Go ahead, Mr. Johnson, I am sorry.

Mr. ROBERT JOHNSON. Let me respond to that. I stated clearly
in my testimony that the furthest thing from my mind and the fur-
thest thing from the investors’ minds was what was going to be the
return on the equity. It was really this was a great idea and it was
an exciting thing to do.

But having said that, when you get to the point where you do
have a return and you look back on what you have accomplished,
whyk ?shouldn’t you have the full benefit and fruits of that hard
work?

Mr. STARK. I am with you. When I sold my business and came
to Congress, I told you I paid 47.5 percent, and if Mr. Archer will
make this tax retroactive to 1973, I will be right there with him.

Mr. ROBERT JOHNSON. I paid 28 percent in Federal and 10 per-
cent in the District of Columbia, so I am at 38 percent, so I under-
stand that. The point I am making, though, is with the difference
I would have under Mr. Archer’s proposal, I believe that instead of
being 1 BET, there might be 2 or 3 or 4 or 5 other kinds of compa-
nies employing 450 people like I do, because I think I can better
deploy the dollars than the $2 million I sent to the D.C. govern-
ment, and to the Federal Government. I don’t know what they did
with it, but I do know that there are a lot of guys out there right
now looking to me to put $200,000 or $300,000 in their business.

Mr. STARK. If the Chair will indulge me for a final comment, and
I understand exactly what you are saying, but I think you would
find as we look at the availability of venture capital, particularly
from the venture capital funds and there have been lean years and
there have been some years when there has been $5 of venture
capital for every decent startup available. And I don’t think that
has had any relationship to the capital gains tax. That has a rela-
tion as to whether the major pension funds have been intrigued b
diversifying into capital gains. Though when they haven’t, I thin
that in this case you have to make sure that you will get a bigger
pool of venture capital by cutting the capital gains tax, and I am
not sure that the panel has made that or that we have the eco-
nomic information to make it.

Thank you, Mr. Chairman.

Mr. HouGHTON. Thank you.

Mr. Zimmer.

Mr. ZIMMER. Thank you, Mr, Chairman.

I just would like to respond to Mr. Stark. He may be one of those
venture capitalists or those entrepreneurs, rather, who was born
rather than made, but in my experience as an attorney working on
venture capital matters witl?'l a large corporation which could have
invested its money in any number of activities, the amount of the
return on a capital investment that you get to keep has a lot to do
with how you invest your money. And T think it i1s just a matter
of rationality.
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I want to point out that much of what I know about tax law and
tax shelters I learned at Mr. Schler’s law firm. I was an associate
at Cravath, Swaine & Moore, and I have a great respect for the ca-
pabilities of its tax department. I spent a lot of time doing tax shel-
ter work, leverage leasing of every asset known to man and some
that I didn’t know existed until I worked on the papers.

But I do disagree with your conclusions as to the desirability of
indexation. You have told Mr. Ramstad, Mr. Schler, that in the ab-
stract, it is not fair to impose a tax on a gain that reflects solely
the impact of inflation.

Let me ask you whether you think it is appropriate, it is a legiti-
mate feature of the Tax Code to deduct the cost of interest bor-
rowed to purchase an asset.

Mr. ScHLER. Well, if the interest is paid on a loan to purchase
an investment asset, yes, because that goes into your calculation of
your net income. If the interest is for a personal asset, it is not de-
ductible now unless it is mortgage interest and I think it probably
should not be.

Let me just add one other thing. The entire Tax Code is reall
a tradeoff between what is theoretically accurate and what is ad-
ministrable. And if we want to be theoretically accurate, every time
somebody buys some foreign currency travelers checks and goes to
Europe and cashes them, they are going to have gain or loss be-
cause the currency rates have changed in the meantime.

You just can’t administer a system that is accurate to every last
ﬁenny. You have to have some overall simplifications in order to

ave an administrable system. And the more you get into things
like indexing, even though we all admit it is theoretically accurate,
the more unadministrable the whole code just becomes.

Mr. ZiIMMER. Well, you just conceded that at least interest in-
curred for investment 1s a feg'itimate tax deduction and, previously,
you conceded that it is not fair to tax a gain that is solely the re-
sult of inflation, but you are attacking the combination of those two
factors as some kind of unjust enricﬁment of the investor, an un-
justified tax shelter.

How do you explain that?

Mr. SCHLER. Let me give you an example. Let’s say you use $100
to buy an asset and sell it for $110, and that is because of 10 per-
cent inflation. Since you end up with exactly the same value of
cash that you started with since $110, after 2 years, say, is worth
exactly the same as the $100 that you started with, as a theoretical
matter, I would agree you should not be taxed on that gain because
you end up with the same net worth you started with.

On the other hand, if you borrow $100 to buy an asset, you
haven't laid out any money at all. Assume you sell the asset after
the same 2 years for $110 and use the $110 to pay off your loan,
$100 of principal and $10 of interest. You start with no cash and
you end with no cash, and you get to index the basis of the asset
for inflation. In this transaction, there was absolutely no out-of-
Focket to you at the beginning and no cash at the end. Neverthe-

ess, you get—you would get a higher tax basis in the asset.

If there is 10 percent inflation in that period, you would have a
tax basis of $110, you would have no gain when you sold the asset.
You also get a $10 interest deduction, and so you end up with a
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net tax benefit which would shelter other unrelated investment in-
come that {You have. I don’t know of any theoretical justification for
a tax benefit from a transaction that you broke even on.

Mr, ZIMMER. I would like to pursue that further but the yellow
light is on. I have one quick question.

Do you believe it would enhance the simplicity of the Tax Code
to reduce the capital gains rate to zero?

Mr. SCcHLER. It would enhance it even more to eliminate the in-
come tax altogether.

Mr. ZIMMER. Could you answer my question.

Mr. ScHLER. But the answer to your question, I suppose, no, it
would not because you would have all the same distinctions people
used to have to maie on distinguishing capital gains from ordinary
income.

Mr. ZIMMER. We already do, don’t we, because of the differential?

Mr. SCHLER. The greater the difference in rates, the more pres-
sure there is and the more tax shelters. Also, the further you re-
duce the rate, the bigger the tax shelter you get from the interest
deduction from the borrowing to buy the asset that gives rise to the
reduced tax on the sale. So the lower the capital gains rate, the
more you are going to allow taxpayers to keep a lot of interest de-
ductions, allowing people to shelter more and more other income on
one of these leveraged transactions.

Mr. ZmMER. Thank you.

Mr. HOUGHTON. Mr. Johnson will inquire.

Mr. JOHNSON OF TEXaS. No questions, Mr. Chairman.

Mr. HOUGHTON. Ms. Dunn.

Ms. DUNN. No questions.

Mr. HOUGHTON. Mr. Collins.

Mr. CoLLINS. No questions.

Mr. HOUGHTON. Mr. Portman, do you have any?

Mr. PORTMAN. Thank you, Mr. Chairman.

Just briefly, I don’t want to lose this opportunity to talk to people
who in the real world are entrepreneurs, and I am sorry my former
entrepreneur colleague has left because I really wanted to give you
a chance, the four of you, to respond to his question which took
practically his entire time. So if you could think back to the point
he was making with regard to what is the incentive to invest in
a startup enterprise, I would appreciate your response to that.

Also, I would like you to be thinking about a question that I
have. If you had a choice between indexing and a reduction of, say,
50 percent in the capital gains rate on the one hand and then a
third option which would be reducing individual rates overall and
perhaps corporate rates, how would you gauge those?

First, respond to Mr. Stark’s statement.

Mr. Hoak. Responding to Mr. Stark’s statement first, I think
that he is wrong in his conclusion. I think it is possible or it is like-
ly that entrepreneurs on average would still begin businesses, but
we are dealing at the margin and I think that it is the extra invest-
ments, as Bob talked about, that can create a larger savings and
larger capital formation group in this country.

Also, he is looking only at the entrepreneur. He is forgetting that
the outside capital sources, and I can say absolutely that in the
late seventies when the capital gains rate went down, capital was
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much easier to attract to my company. Therefore, we had a tremen-
dous growth spurt because of that. So the outside investors, as was
indicated over here, do absolutely look at the aftertax return and
maybe the entrepreneur plows forward because of a dream in some
cases but not all.

As far as your choice, if I can just quickly, I would take the cut
in the capital gains rate and the indexation. Even though I would
dearly love to see also a reduction in the individual rates, I think
it is important for capital formation in this country that we have
a large differential. And the reduction in 1984 bringing everything
down to 28 percent, while attractive in some ways, I think did hurt
capital formation in the country.

Mr. PORTMAN. Thank you.

Mr. Mann.

Mr. MANN. Yes. I think there will always be entrepreneurs, but
common sense kind of tells me that there will be more, the more
incentive there is for entrepreneurship. And also, Congressman
Stark’s analysis didn’t take into account that sometimes an entre-
preneur is unable to start a business with his own money. He
needs outside sources of money which sometimes comes from
friends, relatives.

But in today’s complex world, it comes in large part from profes-
sional venture investors, and professional venture investors are
certainly motivated by the advantage that the tax reduction on cap-
ital gains gives to a venture investment compared to the other
forms of investment that they could make. And in that case, I
think, also, it makes sense that the more venture funds available
to entrepreneurs, the more they are going to invest and the greater
tl;;la rewards for venture investments, the more funds will be avail-
able.

Mr. PORTMAN. Dr. Hatsopoulos.

Mr. HatsorPouLos. Well, I am a little disturbed with the course
this discussion is taking for the following reason. People in America
feel that the main source for new business creation, which is very
important to maintain our high standard of living, is new startups.

Now, there is no question it is an important source, but virtua?ly
none of the businesses that start with technology in Japan and by
which Japan competes with this country, were new startups. They
were businesses started within major corporations.

The problem in America is that there is a tremendous ability of
U.S. corporations to start new businesses, to go in new directions
the way Yamaha does, the way Sony does, the way many of the
other Japanese companies do. Few of them do. Why? Has anybody
asked the question why all the enormous resources and capital that
exists in U.S. companies don’t go into creating new businesses?

Why do we have to sell them to the Japanese? I have studied
this issue for 10 years. The answer is that there is tremendous
pressure for American companies to produce results now.

In our company we have invested in a major enterprise that took
us 26 years, that is an artificial heart, we just came out with it.
I don’t think there is another major corporation that would ever
come close to this because the investment in R&D and intangible
investments, which is what that takes, are not capitalized, they are
expensed. And, therefore, nobody notices it, the stockholders don’t
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notice it. This is a major problem we have and nobody talks about
it.

Mr. PorTMAN. Dr. Hatsopoulos, you had made the point pre-
viously that the capital gains differential will assist in a longer
term investment strategy by businesses. Is that your view?

Mr. HATSOPOULOS. Let me give you—if I may.

Mr. PORTMAN. Mr. Johnson.

Mr. ROBERT JOHNSON. I didn’t get to the earlier question.

Mr. HOUGHTON. Can you make it quickly.

Mr. HatsopouLos. I would like to point out that the Japanese
corporations pay less than a half of their earnings—the fraction of
earnings that we pay in America. These are nationally available
data. The reason is that their investors don’t want dividends. They
want their companies to reinvest their earnings to get growth so
that the leverage that you get in Japan is in a completely different
fashion than what we have been discussing right here and that is
a major source of growth that is completely dismissed in this coun-
try.
Mr. PORTMAN. Mr. Johnson.

Mr. ROBERT JOHNSON. To Congressman Stark’s point, I think the
one thing he forgot is that capital doesn’t flow to every segment of
this society on an equal basis, and the biggest problem for minority
startu{)s and entrepreneurs is lack of available capital, access to
capital. So you need the kinds of incentives, the kinds of targets
that I talked about to get capital to flow.

An inducement you can give by reducing the amount of capital
gains on whatever investment you might make in these businesses
1s going to be helpful to encourage the flow of capital.

Mr. HoUGHTON. Thank you very much, Mr. Johnson.

Mr. English.

Mr. ENGLIsH. Thank you, Mr. Chairman.

Mr. Schler, I enjoyed your testimony. It was a powerful green-
eyeshade sort of a presentation which, as a former municipal inter-
nal auditor, appealed to me on kind of a primal level.

Mr. SCHLER. [ will take what I can get.

Mr. ENcLIsH. I was curious, though, yesterday we heard testi-
mony from a number of people representing smal{ business organi-
zations to whom I posed the question: Was the question of tax com-
plexity a serious argument for them and for their membership
against indexing capital gains? And these are generally people who
would prefer to do their own tax returns, who don’t {ike account-
ants, who hate lawyers.

And I wonder, in view of the fact that they strongly feel that cap-
ital gains should still be indexed, even if it makes the business of
filling out a tax return more complicated, is the loss of tax simplic-
ity really more important than the incentive effect and the
unlocking effect of a capital gains cut and indexing capital gains?

Mr. SCHLER. Well, I cannot speak to the incentive or unlocking
effects because that is really an economic question rather than a
technical tax question.

Mr. ENGLISH. Sure.

Mr. ScHLER. But I really do think that indexing will be more
complicated than people may realize in theory. It only takes up a
few pages of the bill and people might think that indexing—any-
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thing you can add in 2 pages to the code can’t add too much to the
tax return, but it is really not true.

If somebody buys an interest in a mutual fund and holds it for
10 years, there are going to be 40 calculations for indexing. If you
buy stock, and invest in a dividend reinvestment plan, every time
tbe(i'e is a dividend that gets reinvested, you get a new holding pe-
riod.

Every time you make a gift, the recipient of the gift today has
to know the tax basis, the original cost, of the property that was
gifted. Under indexing they are going to have to know what the
original purchase date was to the calendar quarter. And it is a
really—it is a very all-pervasive kind of change in the rules that
peop{e are used to. I am really not sure people would support in-
dexing if they sat down and realized on a line-by-line basis on the
tax return just what it is going to do.

Mr. ENGLISH. OK. I guess the point being, that the ultimate
users of the tax system, the taxpayers, if they are supportive of
slightly more tax compiexity under these circumstances, maybe
that ought to be the overriding concern. But let me follow up, you
made a similar argument against the neutral cost recovery system
in that it would add to the complexity.

At the same time, we have heard testimony, again on previous
anels, that investment in plant and equipment is a critical cata-
yst to economic growth ang development particularly with small,
internationally competitive manufacturing firms that make up a
good bit of the employment base in places like my district and that
perhaps this sort of investment, specifically in equipment, is the
biggest factor in economic growth and development right now in
our economy.

I wonder if you find the Nickles system troublesome from a com-
plexity standpoint. Can you suggest some tax incentives for capital
investment that would {e acceptable from your standpoint. I no-
ticed in your testimony you didn’t really get into that.

Mr. SCHLER. As I said before, we are tax lawyers and we really
have not studied alternatives. I do think that system is very com-
plicated because it is an elective system and because it has lower
depreciation in the early years than people are entitled to today.
You get all the benefits in the later years.

If you are goin%to sell your equipment within a few years, you
are better off not being under the new system as you get faster de-
preciation under the current rules. So every time you buy a piece
of equipment, you have to make an election as to wi'\ich system you
want to be under. To do that, you have to figure out how long you
think you are going to hold the equipment. And if you are wrong,
you end up worse off than if you had made the other election. I
think that itself is going to a({d vast complexity into the system.

Mr. ENGLISH. I understand that. I guess my concern is, the cur-
rent tax law is biased against that sort of capital investment. I
think we need, accordingly, to change that law and hopefully do it
with some conformance with the general concerns and principles
you have raised.

I don’t have a lot of time left, but I would like to throw to the
panel, generally, we have heard a lot of criticism of the capital
gains tax cut. We have heard from the standpoint of the equity. We
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have heard from a number of people in yesterday’s panels about
the king for a day effect, a lot of the middle-class taxpayers are a
one time only payer of capital gains.

But I wonder if there isn’t a substantial middle-class stake in a
capital gains tax in terms of the growth and opportunities that
arise. And, you know, I would be happy to have Dr. Hatsopoulos
respond.

My time has expired, but respond briefly.

Mr. HatsopouLos. Mr. English, your question was whether there
is a middle-class——

Mr. ENGLISH. Whether working families, whether American
workers don’t have a stake in the economic growth and opportunity
that is going to arise from the unlocking of this and reinvestment
of this capital.

Mr. HaTsoroULos. They probably are going to have a direct—not
only indirect, but direct benefit. First of all, a lot of people that are
making between, say, $45,000 and $90,000 have stock options.
These people do. All of our employees have a stock purchase plan.
They all avail themselves of that stock purchase plan. The stock
they buy, they have to hold for 1 year. And they do that.

Eighty-five percent of our employees are in our stock purchase
plan, and some of them earn less than $45,000. Maybe $30,000.
Some of the assistants—my Secretary—are participating. I know.
My secretary has consistently. So I think that there are a lot of in-
dividuals that would be very supportive of a lower capital gains
tax.

Let me tell you, in my own company——

Chairman ARCHER [presiding]. The gentleman’s time has expired.

Mr. ENGLISH. Thank you, Mr. Chairman.

Chairman ARCHER. I believe that all of the panelists have been
questioned at this point. Gentlemen, you have made a great con-
tribution by coming and giving us your testimony and respondin
to questions. We are very grateful to you. We wish you Godspeed.

We are prepared to hear the testimony of our next panel. I want
to welcome each of you to the committee. As I mentioned to the
previous panels, the rules of the committee are that we would like
for you to limit your oral testimony to the committee to 5 minutes
or less. The red light will come on at the time 5 minutes is up. You
will be permitted to submit your entire written statement into the
record without objection.

Our first witness this morning is James Morgan, president-elect
of the National Venture Capital Association. %Ve are pleased to
have you and you may proceed.

STATEMENT OF JAMES F. MORGAN, PRESIDENT-ELECT,
NATIONAL VENTURE CAPITAL ASSOCIATION, AND
PRESIDENT, MORGAN, HOLLAND VENTURES, INC., BOSTON,
MASS.

Mr. MORGAN. Thank you, Mr. Chairman. It is a great pleasure
to be with you this morning, although I have to confess that is a
tough panel to follow. You have had some very interesting testi-
mony. I have been reflecting, it is 28 years almost to the day that
my favorite professor asked me to join him in the venture capital
with a company called American Research and Development, and
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when Fortune magazine did a cover story on what General Derorio
did, they called it a dream factory. And much of what you have
been dealing with this morning, much of the testimony you have
heard, has that dreamlike aspect to it. Venture capitalist entre-
preneurs teaming together to build great corporations are really
nothing more than the fulfilling of the American dream, the dream
that Americans have to create wealth for their families, for risk
takers, so that the family can take its role as the major social body
in this country, take care of its elderly, educate its children.

I might also point out that a great deal of wealth that is created
in this process goes into philanthropy. And as we have all been
watching the unfolding events in Washington the last few months,
we recognize that the role of private philanthropy is going to be-
come more and more important as the government just can’t take
care of these social programs where I am from in Boston, the major
universities, hospitals, inner-city education programs, inner-city
parochial schools, museums, the arts.

These are very, very heavily supported by the successful entre-
preneurial activities that take place in the high-tech regions in
Boston. The entrepreneurs don’t seek subsidies or handouts from
the government, really just a chance to build these dreams into re-
alities and to build net worth to build wealth.

In the materials that have been distributed, you will have a
great deal of information, statistical information regarding the role
of patient capital. We have distributed to you the Fifth Annual
Venture Capital Economic Impact Study which documents the jobs
creation, the tax base growth, exports. Basically it tells the story
of the gazelles of the American economic scene, the companies that
move quickly. They spot and seize opportunities and as a result
create the jobs, the tax base, exports, quality of life.

It also documents that in recent years, and I see no reason why
this trend shouldn’t continue, maybe even accelerate, there is an
increasing level of capital needed to launch the truly major cor-
porations that are going to be the international competitive compa-
nies of tomorrow. It just simply takes more money.

You have got to get to market faster. You have got to build a
local company faster. Product life cycles are shortened so the slow
growth scenario that was very much a part of building a venture-
backed company when I joined the industry 28 years ago just
doesn’t work today. If you follow a flow growth path, chances are
that somebody will knock you off before you have a chance to build
an interesting company.

There has been a decline in sources in a relative manner of cap-
ital for building companies. We look at the buildup of capital in
this country, take for example the equity mutual funds. They have
grown at a staggering rate so that now they are four times as large
as they were 10 years ago or so, whereas venture capital has re-
mained relatively constant in absolute dollars, a fairly small pool
of capital but with the mutual funds and other sectors of capital
markets growing very rapidly.

So the suggestion that venture capital is alive, well, and healthy
is not statistically accurate because the percentage of capital being
allocated by our capital markets has fully been declining. There are
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a smaller number of companies that have been supported and cor-
porations are far less active.

Very importantly, and not too widely mentioned so far today, is
the role of the individual, angel investor as we call them. Very
many of the companies that we start get their initial launching
from angel investors. The written testimony of the National Ven-
ture Capital Association, as I mentioned, provided statistics. You
will hear from some more entrepreneurs later on in the panel.

I would like to make one comment about the motivation of found-
ers. There was some suggestion that founders don’t examine the
possible payoff from the fruits of their hard work. I have been in-
volved with entrepreneurs all my life and I would reject that point.
First of all, I think, by the way, today’s generation of company
founders are far more sophisticated.

Those spreadsheets and analytical techniques are available now
that really weren’t available 20 or 30 years ago. Sure, an entre-
preneur will not be deterred, but it is just not fair if he realizes
at the end of the day that a great portion of his winnings for which
he risked so much are going to be taxed away. There is a breaking
of a social contract there and it also takes place with employees
who benefit from stock options.

Those stock options as options are not useful. The stock doesn’t
buy a house. They eventually have to sell that holding and it is on
the sale that it finally dawns on them that the tax man is there
taking a great deal of the bite out of their profit, this profit that
they risked and worked hard for, and I think that is a little bit be-
hind some of the concerns that you see in the country now about
what is happening in Washington.

I think that the vitality of the growth sector has never been more
critical, and what we as a National Venture Capital Association are
recommending is sweeping tax changes to relocate the allocation of
capital back to those who are closest to the opportunities and prob-
lems of society. I think that is really at the core of the opportuni-
ties of society which, as I understand it, both parties are attempt-
ing to build. And I appreciate the chance to comment.

The prepared statement and attachment follow:]
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TESTIMONY OF JAMES F. MORGAN
NATIONAL VENTURE CAPITAL ASSOCIATION

The National Venture Capital Assocmuon (NVCA) is an association of nearly 200
professional venture capital organizati hroughout the United States. It was organized
in 1973 1o foster a broader understanding of the importance of venture capital to the vitality of
the U.S. economy. Its affiliate, the American Entrepreneurs for Economic Growth,is composed
of nearly 8,000 emerging growth companies which employ over one million Americans.

Mr. Chairman, the NVCA appreciates the opportunity to present its views on the U.S.
economy and proposals " 1o encourage Americans to increase savings and investment”. In light
of the current adverse investment climate for growing businesses, particularly for high technology
companies, we are convinced that enactment of a significant reduction in the tax on capital gains
could go further to promote economic opportunity and growth, international competitiveness, as
well as increase savings and investment, than any other single legislative change.

As active participants in the entrepreneurial process for over 25 years, NVCA hopes to
shed light on what is happening to our country's emerging companies as they struggle to develop
new technologies and products that enhance our ability to compete in the world marketplace.

Our interest in this matter is intense because the venture capital industry has been at the
forefront of creating and growing some of the most successful businesses in America today:
Apple Computer, Genentech, Sun Microsystems, Federal Express, Intel, Silicon Graphics,
America OnLine, and Thermo Electron are just a few of our past successes. Venture capitalists
continue to fund new technologies in critical fields such as medical device, communications,
environmental, biopharmeceutical, and software. In fact, in 1994 INC. magazine's list of its
fastest growing public companies contained 56 venture-backed companies...this at a time when
venture capital funding still has not reached the heights it did in the 1980,

These important successes sometimes overwhelm the critical importance of many of our
growing companies to the welfare of this society. Companies in which venture capitalists now
are helping to grow include those that will give hope to people across virtually the entire
spectrum of diseases and afflictions. Other companies are attempting to control hospital costs
through medical innovations as well as through new software and communications applications.
This private sector response to issues the government and the American public want solved can
only move forward if investors are given sufficient motivation to provide funding to these
businesses for a long period of time.

PATIENT LONG-TERM EQUITY CAPITAL, i.e. VENTURE CAPITAL
IS ESSENTIAL FOR RAPIDLY GROWING COMPANIES

Patient, long-term equity capital is the lifeblood of America's entrepreneurs and their
young growth companies. In such diverse areas as biotechnology, computer sciences and
environmental sciences, these rapidly growing companies are creating new industries, developing
new technologies and producing new products. They are the engines which drive America's
economic growth, and represent in the starkest manner American workers' ticket to economic
opportunity. However, they also have voracious appetites for patient, long-term equity capital -

i.e. venture capital.

The National Venture Capital Association recently conducted its fifth study on the
economic impact of venture capital on the U.S economy. This research demonstrates strongly
that young, venture-backed companies generate a significant stream of benefits for America’s
economy which will be expanded upon infra. However, this research also shows that the jobs,
technical advancements, exports, and asset growth created by venture-backed companies comen
with a mounting price tag. U.S. venture-backed companies founded between 1981 and 1985
needed an average $7 million in venture capital during those first five years to sustain themselves
and grow. This venture capital financing hurdle jumped to $10 million for growing companies
founded between 1985 and 1989. Today, America's star emerging companies, founded between
1989 and 1993, need an average of $12 million in venture capital by the time they are S years
old to survive and thrive.
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PROFESSIONAL VENTURE CAPITAL AND INFORMAL INVESTORS ARE
THE ONLY DOMESTIC SOURCE OF EARLY STAGE, PATIENT LONG-TERM
CAPITAL FOR AMERICA'S EMERGING GROWTH COMPANIES

Traditional sources of debt capital are not available to these companies b they lack
the track record or collateral to back up a loan. Young growth companies absolutely require
equity and their only significant sources for equity capital are individual and corporate venture

capital investors and professional venture

Unfortunately, there has been a decline in institutional venture capital financing. The peak
year for fund raising by the industry was $4.2 billion in 1987; in 1991 only $1.3 billion was
raised for pure venture capital financing. 1992 and 1993 saw increased activity of $2.5 billion.
1994 figures, now being compiled, initially show activity for the year in the low $3 billion range
which is encouraging, but still falls well below the figures of the mid 1980s.

By comparison, while the venture capital industry has been treading water, money
continues to flow into the mutual fund industry. In 1987 while institutional venture investors
raised $4.2 billion, equity, bond and income funds had net sales of $74 billion. In 1993 the
numbers were $2.5 billion and $280 billion respectively.

Venture capital’s situation also can be seen in the number of small emerging companies
that were fi d with professional venture capital since the ramifications of the 1986 and 1993
acts were felt. The peak in the number of companies attracting investment again occurred in
1987 when professional venture investors funded 1,737 new and growing companies. That
number has declined virtually every year since, so that in 1993 just under 1,000 such businesses
were funded. Think of the jobs that could have been created had not this decline taken place.

Finally, corporations, one of the taxpaying entities which fund venture capitalists, have
decreased their investment in institutional venture capital. New money invested in institutional
funds by corporations dropped to $200 million in 1993, (excluding direct investments by
corporations in emerging growth businesses).

In addition to the decline of institutional investing, there has been a withdrawal of the
individual or "informal” investor from the long-term, high risk marketplace who, as a resuit of
the 1986 and 1993 tax changes, has moved to a shorter-term, more risk-averse profile. These
“informal" investors are the mothers and fathers, the aunts and uncles, and the doctors and office
workers, as well as already successful businessmen who typically provide over 90 percent of
start-up capital in small companies.

This is of profound importance. Professional venture capital firms, such as those
represented by the NVCA, provide a critical, albeit small, portion of the total capital invested in
young companies each year. The fact is that the vast majority of the new and growing firms in
this country are not appropriate investments for professional venture capitalists, or they need less
capital than professional venture capitalists typically invest. The entrepreneurs who found most
companies must seek their capital directly and informally from individual investors.

A 1988 Smail Business Administration study found that informal investment "appears to
be the largest source of external equity capital for small businesses. Nine out of ten investments
are devoted to small, mostly start-up stage firms with fewer than 20 employees.”

These figures are important because opponents of a lower capital gains tax often contend
that untaxed institutions, predominately pension funds, play a major role in supplying venture
capital firms with the capital to invest in emerging companies. However, as demonstrated it is
the informal investor who puts a major s share of dollars into our country's vital small growth
companies and nearly all of these informal investments come from taxpaying investors.

This point was made just last month when INC, magazine showcased America's 500
fastest growing private companies. These companies, which now employ over 47,000 and average
6 years in age, received all or a portion of their start-up capital from the following sources:
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personal savings (71%); other family members (27%); friends (12%); other informal venture
investors (13%); formal venture investors (13%) and other employees or a partner (19%).

In sum, we need the individual investor because they often are the investors in seed and
start-up companies which as they begin to germinate become attractive to institutional investors
who generally invest larger sums. Individual investors also provide liquidity in public securities
markets, buying equities in growth oriented, small cap companies on their own and through
company stock purchase plans and stock option plans, discussed infra. Institutional venture
capitalists and individual investors are thus dependent upon one another and this relationship is
very sensitive to the vagaries of the tax law.

RECENT TAX POLICY HAS NOT ENCOURAGED YOUNG GROWTH COMPANIES
TO REACH THEIR POTENTIAL

To be sure, small and emerging businesses always will have problems raising capital as
investing in them entails a high degree of risk. However, government can make the problem less
onerous and in the process help the Nation.

Unfortunately, recent tax policy has made capital more expensive for young and emerging
growth companies. In short, tax changes enacted in 1986 and 1993 hurt America's small business
community because they rewarded short-term profits over stable, long-term investment. This in
turn has led to a higher cost of patient, long-term capital and an erosion in America's
technological and innovative leadership, thus reducing our ability 1o compete intemationally.

The increase in the cost of capital is especially burdensome to young growth companies
because: 1) they rely heavily on equity finance rather than debt, 2) they need patient rather than
short-term capital, and 3) they typically reward their investors with long-term capital gains, while
mature companies reward their investors with dividends or interest.

While the Omnibus Budget Reconciliation Act of 1993 and the 1986 Tax Refcrm Act
included some provisions which stimulated the U.S. economy, they unfortunately had a negative
affect on small and young emerging high-growth companies because they penalized long-term
investors. Recent attempts at "tax reform” have penalized these visionary investors by raising
the long-term capital gains rate while simultaneously providing a boon for short-term investors.
Our tax policy, in effect, is channeling funds away from long-term investments which are crucial
to our economic vitality. In taxing capital gains as ordinary income, Congress in 1986 sent a
clear signal to individuals and corporations that there was nothing special about long-term
investments. As a result, patient investment in productive job-creating enterprises has been
sacrificed for short-term gains.

This situation was not helped by the perverse legislative development which occurred
in 1993. When Congress voted for the Clinton budget package it in affect created something we
believe is worthwhile: a tax rate differential between capital gains and ordinary income.
However, this differential was created by raising ordinary tax rates, not lowering capital gains
rates. If we want Americans to save and invest we have to allow them to keep some money to
do just that. This won't occur by raising ordinary tax rates thereby creating an artificial
differential which many Americans do not have the resources to take advantage of.

In addition, while the “targeted capital gains” provision in the budget package was well
intentioned and supported by NVCA, we viewed it then and now as a first step in the process
to produce a meaningful, broad-based capital gains reduction.

In short, the decline in professional venture financing, in combination with the rapid
withdrawal of the individual and corporate investor from the small company marketplace, has
created an environment where small companies have virtually lost one of their principal avenues
for raising new capital. This lack of private venture capital in the U.S. is forcing some of
America’s capital intensive young growth companies to look for capital overseas.
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Based on these circumstances, any change made in tax policy must stimulate investment
in young, growing businesses if you wish to spur the economy, create new jobs, produce goods
for export and increase consumer confidence. The best way to stimulate the needed investment
is to create a meaningful differential in the tax system between ordinary and capital gains rates
which will make it attractive to individuals and corporations to once again give up liquidity and
security in exchange for long-term appreciation.

PUBLIC POLICY WHICH ENCOURAGES LONG-TERM INVESTMENT IN
GROWTH COMPANIES WILL BENEFIT THE ENTIRE NATION

The National Venture Capital A iation recently ducted its fifth study on the
economic impact of venture capital on the U.S. economy. The results demonstrate the importance
of venture-backed companies which typically are technology-oriented. Despite their youth, the
500 companies in the survey grow jobs incredibly quickly: in year one of existence they averaged
16 employees while those who are now six years old average 218 employees. The average
annual job growth rate of these survey companies is an ding 25% versus a net loss of 3%
in Fortune 500 companies between 1989-1993. In sum, venture-backed companies aggressively
grow jobs for America's workforce.

Despite these impressive statistics, employees of emerging growth companies take a major
gamble working in this sector of the economy and should be rewarded for doing so. Today
millions of working men and women in rapidly growing enterprises receive stock options and
participate in stock purchase plans. Venture capitalists have learned that employees who are
treated fairly and have an actual stake in the operation and potential profitability of a company
can produce incredible results. When these results occur, and they by no means certain, we
believe that employees shpuld not be penalized by being taxed at the identical rate of ordinary
income and at a rate not indexed for inflation. It simply is not fair and runs counter to America's
entrepreneurial spirit.

NVCA's latest research also indicates that venture-backed companies create a greater
percentage of skilled jobs, and do so more cost effectively. For example, engineers, scientists
and managers composed 59% of all the jobs produced by our survey companies, while they
compose less than 15% of the United States labor force.

Our research also found that venture-backed companies invest more in plant, property and
equipment as well as research and development than Fortune 500 companies. While Fortune 500
companies spent on average 7% of their equity on research and development between 1989-93,
venture-backed survey companies spent 23% or more than three times as much. A copy of the
NVCA survey is attached for your review.

Providing entrepreneurial companies with long-term, low-cost capital through a capital
gains reduction also will sow the seeds for future growth. NVCA's research found that benefits
to the economy from venture-backed companies multiply quickly. The term "international start-
up" powerfully describes the competitive nature of these young companies. Already, these
companies averaging only 4.5 years in age have generated $4 million each in export sales from
1989 to 1993. Between the time the average survey company was one year old, it grew export
sales an average of 171 percent each year.

This research, conducted by Coopers & Lybrand and the research firm VentureOne,
demonstrates strongly that young, venture-backed companies generate a significant stream of
benefits for America's economy. However, the jobs, technical advancements, exports, and asset
growth created by venture-backed companies need to be nurtured. America needs a more
hospitable envirc t for invi t, particularly early-stage investment in small emerging
growth companies. We need to bring the individual and corporate investor back into this market.
In doing so America's entrepreneurs will become convinced that long-term capital will be
available to begin and expand their operations. NVCA believes strongly that an immediate
reduction in the existing capital gains rate will produce this message and move our Nation's
economy foreword.
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The foundation of America’s
economic strength has been driven
by entreprencurs with vision and
drive. These visionaries use their
technical and managerial skills,
supported by critical financing, ro
build new industries, create new
companies and jobs, add wealth to
America's workforce, and keep the
United States strong and
competitive.

This report, the Fifth Annual
Economic Impact of Venture Capital
Study, focuses on the venture
capital link berween an
entrepreneur’s vision and the
resulting effect on Americas
economy.

Over 1,800 questionnaires were
Sent to young, venture capital-
backed companies. They were
asked about their financial activities
over the past five years. We received
495 responscs (almost 28 percent)

from these emerging businesses.

Because the financial data provided
by these survey companies is
generally not publicly available, this
report delivers valuable insight on
the impact young venrure-backed
companies have on our economy.
The data was analyzed using
means, or averages. In many cases,
the results are compared to the
economic impact of the Industrial
Fortunc 500 companics. This
comparison helps benchmark the
effect these young companies have
on job creation, research and
development, long:-term capital
investment and other critical areas
of our economy.

A project of this caliber is only
possible with a dedicated and
qualified team of players:

* The National Venture Capital
Association (NVCA) sponsored
the study, providing overall
guidance and support.

® VentureOne undertook the rask.
of surveying the 1,800 venture-
backed companies and building
the database of responses.

Coopers & Lybrand L.L.P,
using VenrureOnc's database,
analyzed the numbers and
developed this report.

For a description of the NVCA,
Coopers & Lybrand L.L.P, and
VentureOne Corporation, or to
find out how to order more copics
of this report, please turn to page
12. An explanation and definition
of venture capital can be found on
page 11.



238

T
: Rapidly Growing Yenture- ‘ i
it nyatie Backed Companies Baost Py ;
sptmnatbe oo Comipes U.5. Competitiveness atid B this et
s b ] ) i bkl
VYenture-Backed Companias t
Are Engines of Quality Job . L
Creation Venuire Capital Cash X ) "
) Requiremients Intensify i
' Over Time o
Professional Veature Capital . ;’ '
Hetps Companies Crasre oo s ) )
Breakthrough Techaolugies , ce
and Products, Eafrancing U.S. o ,
Competitiveness
Chart i

Our Economy

Granerh Rstes
1uring 4 Conpaoy’s
Fiest Fiee Years

Fropornix Bonefits
Genzravesd Beiwern
1989 aad 1993

Job Creation

Invesument in
Rescarch &
Develapment

Expor Sufes

Coopets b Lipoand L.1.P




Chart lI

Chart I

4%




240

Chart v
They Focus on Growth Industries
Percentage of Survey Companios by lndustry

i

Cinggers & dpbriosd LI,



i

Ay S ORI

gevanded br ot

develap techimnbo

svid cxpand operas

crosntage of bisphily

workhoee, {rm av

venture-hacked

rait sie

¥

preduction and b s

by e sy

Average
Hosmper

of
Eenghops et

A vermte dische

L

their warkbie

T

deanraticadly. fo vhe fins fle v

of 4 survey comps

average smshee o i riarty

W percem

¢ topioatly

1 srnall, dedds

begin wi
kT CORCDATEERR, T

eonoieh and develnpaer As the
e, operasims aegeed and ey

arabacteng, i

ahl e

Drarhetine wind cairer oart B b

Chort VI,
Survey Companies Grow
Jobs Quickly

byAge of Compay -




242

Chrart Vi
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Chairman ARCHER. Thank you, Mr. Morgan.
Our next witness is Christopher Brody who is the chairman of
the tax committee of the National Venture Capital Association.

STATEMENT OF CHRISTOPHER W. BRODY, CHAIRMAN,
COMMITTEE ON TAXES AND INCENTIVES, NATIONAL
VENTURE CAPITAL ASSOCIATION; AND PARTNER,
WARBURG, PINCUS & CO., NEW YORK, N.Y.

Mr. Brony. Thank you, Mr. Chairman and members of the com-
mittee. I am also partner

Chairman ARCHER. Mr. Brody, if you will indulge me suspending
for a moment. I would like to recognize my colleague, Charlie Ran-
gel, to make an introduction and I apologize for overlooking him.

Mr. RANGEL. Both Amo Houghton and I thank you, Mr. Chair-
man, for an opportunity to acknowledge the contribution that Mr.
Brody and his National Venture Capital Association has made in
creating jobs and how necessary it 1s that we continue to reward
those who take the risk.

We also are concerned with a piece of legislation that both Mr.
Houghton and other members of this panel are sui)porting that
would remove some of the impediments of the capital gains incen-
tives we have provided as relates to the tax treatment of section
212 and partnership investment expenses, and Mr. Houghton joins
me in welcoming you to this panel.

Mr. BroDY. Thank you very much. We are very appreciative of
all of your support.

Chairman ARCHER. Mr. Brody, you may proceed.

Mr. BroDY. Thank you.

I am a partner of Warburg, Pincus & Co. and I have been a full-
time venture capitalist for more than 25 years, during which time
our firm has provided long-term equity capital to over 200 busi-
nesses.

We are often asked, “What is venture capital?” I believe it is the
process of providing both long-term, patient, risk equity capital
with substantial human resources of the venture capitalist working
on an onfoing basis with portfolio companies to help them achieve
their goals.

Venture capital includes the following three characteristics. One,
we provide equity capital as long-term investors in partnership
with management. Second, we are actively involved not only in as-
sembling and organizing the capital in partnership form and in
making Investments in portfolio companies, but we work extremely
close with these companies on an ongoing basis sometimes serving
as chairman of the board or chairman of the management company
of these companies. Our commitment is very time-intensive.

Third, we are not investment bankers, we do not take trans-
action fees, and we are only successful economically if our portfolio
companies are successful.

What I would like to do this morning is to describe a specific in-
vestment. It happens to be one which was very successful because
most investments do not work out this well either for the investors
or for the management employees, when they do, the opportunity
to be able to retain on an aftertax basis the benefit of such success
is extremely important and the willingness to take some risks is
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significant]y enhanced by the capital gains rates structure in this
country.

In mid-1989, our firm was approached by a husband and wife en-
trepreneur team who had written a software code which enabled
the users of the groduct to prepare their own tax returns on PCs.
The husband had originally written the product to help himself.
His friends said it was better than anything else on the market.
His wife quit her job as a schoolteacher, literally moved the car out
of the garage and used the garage as a shipping bay as they start-
ed this company. The name of company is ChipSoft and the prod-
uct, TurboTax, is the leading product today in the preparation of
tax returns on PCs.

When we met these people, ChipSoft was essentially a tax soft-
ware product. It was not a company. It had outgrown the capability
of its founders who were stressed out and wished to retire, had no
business plan or strategies, no business infrastructure, and oper-
ational problems which were so severe that on my second visit to
the company the computer which kept track of al{ operations and
shipping crashed three times in one morning.

The commitment that we made to the founders was that we
would buy a majority stake in the company. The founders retained
18 percent and another eventually nearly 20 percent was set aside
for management and all employees. We committed to share respon-
sibility for management of the company unless a professional CEO
had been recruited.

We realized that in the long run, the culture of the company had
to be changed. The people inside the company were already
stretched and they would have to be motivated to work incredible
hours for which cash compensation was not adequate. That was the
reason why we decided that every employee in the company—there
were 60 full time at the time, today there are 1,200 as I will ex-
plain—receives stock options. Those options, together with addi-
tional shares which were subsequently issued to attract and recruit
laddit;ional people to the company, have a value today of $80 mil-
10N,

During the 6-month period, before we made our investment,
three of us from our firm—one of my other partners, myself and
an associate—conducted a market research survey of the industry,
drafted a strategic plan for the company, designed a new organiza-
tion chart, laid out a recruiting plan, and negotiated the structure
of the investment.

You may think that this was a lot of work but the pressure really
started the day after we invested because it was not only their
company, it was also ours. We set out immediately to recruit a top
CEO. Tﬁat took 6 months before we found the right person. In the
meantime—and we worked with him to recruit six individuals to
the tax management of the company, most of whom came from
higher paying safer jobs in large corporations, recruited a world
class board of directors, helped the company make acquisitions
with its common shares to acquire other products which it was
going to need to grow, and ultimately helped the company nego-
tiate with underwriters for an IPO.

By mid-1993, it was clear that the marketplace was consolidatin
and that the functions that we performed would be integrated wit
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other functions. We had had a comarketing agreement for years
with a compatible product which was a personal finance product
managing a checkbook with a PC. And in the end of 1993, that
company, which was called Intuit, whose product is Quicken, is the
leading product in its marketplace, was merged with ChipSoft and
we had a company doing over $200 million in sales with substan-
tial growth potential.

Today the combined companies, both of which were total startups
in the eighties, are operating a $350 million annual sales rate em-
ploying 1,200 full-time employees in operations located on the west
coast, Midwest, Southwest, and Southern parts of the United
States, serve 4 million home users as well as thousands of small
businesses and are now starting to generate significant revenues
from international exports.

They are also becoming a significant Federal, State, and local
taxpayer. We believe the company has also dramatically enhanced
the productivity of its customers.

This has obviously been a very successful experience for the
founders, entrepreneurs, the professional management who left
more secure positions in exchange for an opportunity to grow a
business and get a capital gains, employees who had stock options,
a board of directors who did not receive a penny in cash but got
stock in return for a significant commitment to help the company.
And of course it has been very successful for the investors.

The original informal backers, the angels who loaned these peo-
ple some money their first day, the venture capitalists and our lim-
ited partners and the shareholders who acquired their interest in
the IPO and subsequent trading market, without all of whom this,
could not have happened as it did. What we all have in common
in varying degrees is that we all took risks because we were moti-
vated by the potential for capital gains, and because we were suc-
cessful we were rewarded.

One final caveat I would like to leave in closing, a 50 percent or
some other dramatic reduction in capital gains rates would have a
very salutary effect on the venture capital entrepreneurial process.
In the past, there has been a suggestion and at one point in the
tax law this has been coupled with making this a preference item
if it was an exclusion for AMT purposes. Our calculations indicate
that would result in no change.

I would urge the committee in their deliberations on capital
gains, that they look at capital gains net, that is, after all AMT ap-
plications, both preference items for exclusions and, as Congress-
man Rangel referred to, the inability of venture capital firms today
to deduct their expenses against the capital gains that they gen-
erate if they are successful.

I want to thank you very much for giving our industry an oppor-
tunity to testify at the hearings today and obviously would be very
happy to answer any questions that you wish.

[The prepared statement and attachment follow:]
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TESTIMONY OF CHRISTOPHER W. BRODY,
ON BEHALF OF THE NATIONAL VENTURE CAPITAL ASSOCIATION,
BEFORE THE COMMITTEE ON WAYS AND MEANS
U. S. HOUSE OF REPRESENTATIVES

Wednesday, January 25, 1995

Hon. Chairman and Members of the Committee:

Good moming, my name is Christopher Brody and I very much appreciate the opportunity to
testify this moming before the Ways and Means Committee with respect to legislation to
significantly reduce capital gains taxes.

I am a member of the Board of Directors of the National Venture Capital Association and
Chairman of its Committee on Taxes and Incentives. I am a partner of Warburg, Pincus and
Company, and have been a full-time venture capitalist for more than twenty-five years, during
which period our firm has provided long term equity capital to over two hundred businesses.
Our firm has over one hundred employees dedicated to venture capital; over fifty of the
employees are professionals, twenty-eight of whom are highly experienced partners in the firm.

We are often asked, "What is venture capital?” In its simplest definition, I believe that it is the
process of providing both long term, patient, risk equity capital, with the substantial human
resources of the venture capitalist working on an on-going basis with portfolio companies to help
them achieve their goals. Venture capital portfolio companies are generally privately held at
the outset, although, in many instances, the companies to which we provide equity capital can
be publicly traded.

Venture capital includes the following characteristics:

. We provide equity capital as long-term investors, in_partnership with management,

. We are actively involved, not only in assembling and organizing the capital in partnership
form, and in making investments in portfolio companies, but in making a substantial
commitment in human resources. We work closely with the management team, generally
at the level of the board of directors and, while usually not involved with management
on a day-to-day basis, are extremely active in reviewing strategy, key personnel decisions
with respect to the senior management (personnel assessment, recruiting, and
compensation), and key financing decisions, as well as identifying other important
missing resources and helping obtain them. Sometimes we may serve as Chairman of
the Board or Chairman of the Management Committee of our companies. The venture
capitalist’s commitment is always time intensive, whether the investment is successful

or not.
. w not_investmen kers, w no e ion_f¢ wi nl,
L economically if our portfolio compani ful. Generally our capital

is raised in partnership form, provided by limited partners, in a partnership which will
make twenty to fifty investments over a four to six year period, providing diversification
of risk as a result of being done in a portfolio fashion. The investments, when made,
may be held as long as ten to twelve years (but more generally five to ten years).

The venture capital process in the United States is the envy of foreign countries, many of whose
key ministers have often approached us to explain this "great success of venture capital in the
United States”. The basis of our response is that the development and success of venture capital
in the United States had been based upon four elements, which are:

1. The availability of risk funds to go into the industry, both formal firms and
informal ("the angels™ alluded to in earlier testimony);
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2. The development of highly experienced professionals (i.e., venture capitalists)
dedicated to the management of commingled funds (primarily in partnership
form);

3. The ability of these portfolio companies to raise capital, not only from venture
capitalists, but subsequently from public markets to further finance growth, and
ultimately enable investors to exit profitably;

4. And last, but certainly not least, the development of the entrepreneur with
extremely strong incentives for management and employees to build these
portfolio companies

Success and low capital gains rates reinforce each of these elements.

These four elements have developed dramatically over the last two to three decades as venture
upnal has devcloped in the United Smes Wha( is pan.lcularly polent about these four elements
; low:

than the tax mtes on ordmary income such as interest or dmdends The reason for thls is lhat
from the point of view of the investor of risk capital, there is no interest income (because this
is equity not debt) and there are generally no dividends (because high growth companies need
to retain their profits and re-invest them in their businesses in order to finance growth, and
therefore cannot pay dividends), and from the point of view of entrepreneurs, they may very
well have left a safer, higher paying job in taking the risk to build the company. But, if
successful (and for every large success there are many failures), the reward for all involved will
be capital gains.

These four elements reinforce each other, and success reinforces success. If you want to
stimulate this important segment, you must do it with low long term capital gains rates and a
significant differential 10 ordinary income tax rates — capital is highly elastic and there is lots
of competition for places for it to go.

What I would like to do this moming is to describe a specific investment; it happens to be a
transaction which, at least to date, has been very successful. Because most investments do not
work out this well, either for the investors or for the management and employees, when they
do, the opportunity to be able to retain (on an after-tax basis) the benefits of such success is
extremely important, and the willingness to take such risks is significantly enhanced by the
capital gains rate structure in this country.

Anatomy of a Successful Investment

In mid-1989, our firm was approached by a husband and wife entrepreneur team who had
written software code which would enable users of the product to prepare their tax returns on
PC’s. The husband had initially written the product in order to prepare his own tax return (he
had been a programmer at a large company), and had made it available to friends who advised
him that it was better than anything else on the market. His wife quit her job as a school
teacher and literally started the shipping department for the company by opening their garage
door and recruiting friends to help wrap and package the product for shipping during the peak
portion of the tax season. The name of the product was Turbo Tax, and the name of the
company was ChipSoft.

At the time of our investment, ChipSoft was essentially a tax software product, rather than a
company. While its product sales were growing rapidly, its product was based upon old
technology, and ChipSoft had no management or business infrastructure, and had outgrown the
capabilities of its founders, who were completely stressed out and wished to retire. When we
arrived, the company had no marketing department, inadequate resources to rapidly update the
product each year as tax regulations changed, no business plan or strategy and operational
problems which were so severe, that 1 remember at one of our visits to the company, the
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computer that kept track of all operations and shipping crashed three times in one moming.

The commitment that we made to the founders was that we would buy a majority stake in the
company. The founders retained 18% of the company, and another, eventually nearly 20%,
was set aside for management and employees. We also committed to share responsibility for
management until we succeeded in recruiting a CEO, as well as to continue to guide the
company going forward, so that it could transition from essentially being a very successful
product with great potential, into becoming a professionally managed business with a top flight
management team.

The company had been run as a sole proprietorship, by which I mean that other than the two
founders, no one else owned any stock in the company. We realized that, in order to be
successful in the long run, the culture of the company had to be changed, and people who were
already stretched would have to be motivated to work incredible hours, for which incremental
cash compensation was not available, nor adequate. Accordingly, we decided that every person
who was in the employ of the company on the day we made our investment (some 60 full-time
employees, many of whom had lower level jobs) would receive stock options in the new
company. Today, those options, together with additional shares which were subsequently issued
to attract and recruit additional people to the company, have an aggregate value of $80 million.

Between our first meeting with the founders and the date of our investment, we spent six months
doing due diligence, helping the company and negotiating the transaction. During this six month
period, before we had gven made the investment, three of us from our firm (one of my partners,
an associate, and myself) had already :

] Conducted a market research survey of the industry (which was at a very early
stage);

. Drafted a strategic plan for the company;

. Recognized that because the company served two very different markets and,
notwithstanding its excellent common core technology, therefore had to be
divided into two divisions: one which served the professional tax preparer (a total
potential market of some 200,000 tax preparers in the United States), and one
which would serve the very rapidly growing market of people who had personal
computers in their homes;

. Designed an organization chart for the future, and laid out a recruiting plan for
the company; and,

] Negotiated and structured the investment.

While one might think that the six months that we worked on this transaction between the time
we first met the founders, and closed on the investment, was intense, our work, and the pressure
really started the day after we closed, because now, it was not just their company, but also ours.

While we immediately set out to recruit a top flight Chief Executive Officer, it was another six
months before our firm had identified and recruited the individual, a man who had been
President of a large industrial company. In the meantime, one of my partners ran the company
with the founder. Because the company was already in the middle of the tax season, we paid
a consulting firm to temporarily staff the marketing department, until we could recruit one.

Over the next three and one half years of our investment (early 1990 to mid-1993), working
closely with the new CEQ, we undertook the following changes:

¢ Recruited an additional six key individuals for the top management team, which
included: division general managers for the two newly created divisions, a vice
president of marketing, a vice president of finance, a vice president of operations,
and in order to prepare to become a $100 million business, a chief operating officer,
who was atready COO of a large publishing company.
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Two of the things that motivated these people, most of whom had left higher paying,
safer jobs, with larger companies, was the challenge of participating in successfully
building a rapidly growing smaller company, and secondly, the equity incentives
? i X opi if fl

® Recruited a world class Board of Directors for the Company, which included the
former head of operations of a $10 billion computer company, as well as a mar who
had recently retired as president of Microsoft.

Because the company could not afford significant directors’ fees in cash and as an
incentive for their heavy involvement as members of the Board of Directors, none of

i i jon, but they did receive, or had the
opponunietr to purchase, stock in the company. These directors have been extremely
and actively involved in helping the company.

* Helped the company use its common shares to make two acquisitions: one, a
company, which, while floundering, had more technologically advanced MAC and
Windows software products (which were then rewritten and upgraded by the ChipSoft
for its customer base), as well as another, also floundering company, which had
technology which would enable ChipSoft to offer electronic filing capability to its
customers. While both of these acquired companies were in financial difficulty,
ChipSoft could not have purchased them for cash because: (a) it could not pay the
required purchase price in cash, (b} it wanted the founders of the acquired companies
to be motivated on an on-going basis, and (c) because the sellers wanted stock in
order to participate in the upside of the combined companies.

* In April, 1992, we identified and negotiated with underwriters for an initial public
offering, which raised capital to finance the further growth of the business. The IPO
was not an "exit for the investors”, but served to raise capital to further grow the
business.

* By mid 1993, it was clear that the marketplace and product offerings for personal
finance products in the home would be consolidating, and that it was extremely
important that a tax product could interface easily with other home finance products
such as checkbook management. ChipSoft had 2 marketing partnership for many
years with a company called Intuit, whose personal finance product, Quicken, was
also a market leader in its category. (Turbo Tax was the market leader in the
personal tax market.) It was clear that if these two companies combined, they would
be able to offer a stronger, and better integrated product line to their customer base,
as well as enjoy the benefit of more efficient operations, be able to offer better
technical support for their customers, as well as having greater resources for future
product development. Because of the large market values of both companies relative
1o their cash resources, as well as the unconditional requirement of both sides to get
the full benefit of participation in the combined companies, the merger had to be
done completely in common stock. Accordingly, at the end of 1993, ChipSoft and
Intuit combined, creating a company which was doing over $200 million in sales and
continued to have substantial growth potential.

The Intuit story is a somewhat similar, and also interesting story. At approximately the same
time that the founders of ChipSoft were inventing a tax product (the mid 1980’s), a young
marketing consultant, and some colleagues, set out to design simple-to-use software which would
enable the users to manage their personal finances, primarily oriented around the checkbook.
By mid-1993, the company was doing approximately $100 million in revenues. Also, like
ChipSoft, Intuit had been founded with "informal venture capital®, or private savings from
individuals, and later had benefited from the extensive involvement of two venture capitalists on
its Board of Directors, and had also gone public through an initial public offering.

The Aftermath

Today, the combined companies, both of which were total start-ups in the 1980’s, are operating
at a $350 million annual sales rate, employ 1,200 full-time employees in operations located on
the west coast, midwest, southwest, and southern part of the United States, serve some 4
million home users, as well as thousands of small businesses with their accounting software, and
are now starting to generate significant revenues from international exports of their technology
as well. This combined company is also going to be a very significant federal, state and local
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taxpayer. We believe that the company has enhanced the productivity of its customers, both
individuals preparing their tax returns and managing their other personal financial affairs, as
well as the many small businesses which are using the product for taxes and accounting.

Although the amount of work (which can be measured in "man years") required before an
investment is made is substantial, an even greater commitment of human resources by the

venture capitalist is required after the investment is made. What has been described is a
1 Imk imagine that, when_compani n ], or

commitment of time is algz tensive, but not as gratifying,

The purpose in describing this story to you is to convey, by example, that when venture capital
is successful, it creates jobs, it can develop new products and technology, it generates potentially
large corporate taxpayers, it enhances international competitiveness, and it can improve the
quality of life.

The Potential Effect of Capital Gains Tax Rates on the Process

This has obviously been a very successful experience for the founders/entrepreneurs, the
professional management who left secure positions in larger companies, the employees who had
stock options, the members of the Board who received stock rather than cash compensation for
their time, and the founders and entrepreneurs of the companies who were merged into ChipSoft
and Intuit. And, of course, this has also been a very successful investment for the investors:
the original informal backers, the venture capitalists and their limited partners, and the
shareholders who acquired their interests in the IPO and subsequent public trading market,
without all of whom this could not have happened as it did.

What they all have in common is that, in varying degrees, they all took risks because they were
motivated by potential capital gains, and bccause they were successful, were rewarded.

While T would like to reiterate for every big success, there are many failures, this type of story
has happened in the United States in many industries. In the computer hardware industry, Apple
Computer and Intel Semi-Conductor were both venture capital backed companies, and without
the PC and the micro-processor chip, ChipSoft and Intuit would never have followed.

This type of success can happen many times again. And if you want to nurture and encourage
this venture caplta.l/emrepreneunal advantage which we have in the United States, please
significantly reduce real capital gains tax rates - this is capital gains rates net of all potential

adjustments such as AMT, preference items, etc. In doing so, you_are focusing on the essential
Nomic rew: f the en neur and investment risk

One final caveat which I would like to leave in closing. A 50% or some other dramatic
reduction in capital gains rates would have a significant and salutary effect on the venture
capital/entrepreneurial process. In the past, this has, at one point, been coupled with making
the exclusion a preference item for AMT purposes. We have submitted, as part of our written
testimony, some calculations which show that if such a notion were to be implemented, it would
essentially take away any benefit of a reduction in capital gains rates; please bear in mind that
the entrepreneurs and investment risk takers hope they will be extremely successful, which, if
they achieve success, will almost, by definition, mean that they will create large capital gains
which will put them in the AMT. Any AMT adjustment which takes away the advantages of
a long term capital gains tax rate reduction would eliminate the incentive which you are trying
to achieve. I know this is not what has been intended.

Again, I want to thank you for giving our industry an opportunity to testify today at your
hearings. We also appreciate the recent efforts of Congress in enacting lower capital gains
rates for qualifying small businesses. Qur message today is that a broader approach towards
capital gains reduction would have an even greater, and more important, impact on the entire
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venture capital/entrepreneurial process. And let me be clear, the tax treatment for an investor
who invests in one of these companies after it has been successful and gone public is also
important, because if the tax treatment is favorable, he or she can afford to pay a higher price
and has a greater incentive to invest, which pulls along the entire valuation train, and provides
greater incentives and opportunities, for those involved throughout the train, including at the
beginning.

I hope we have been able to convey to you what we do, how we are involved with our
companies, and how important your deliberations, and the outcome of your deliberations, can
be on the venture capital/entrepreneurial process in this country. If any of you have any
questions, I would be delighted to answer them now, or later if you wish. Again, thank you
very much.
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HOW AMT TREATMENT OF
CAPITAL GAIN AND INVESTMENT EXPENSES
IS VITAL TO OBTAINING BENEFIT OF CAPITAL GAINS REDUCTION

At present, individuals who live in high tax states and have substantial capital gain
income in relation to ordinary income are generally taxed under the altemnative minimum tax
("AMT") instead of the regular tax. This occurs even though the maximum AMT rate and the
maximum capital gain rate are both 28 percent, because deductions for state and local taxes and
for investment expenses (i.e., section 212 deductions above the 2% floor) incurred to produce
the capital gain are denied for purposes of determining the AMT.

1f Congress reduced the capital gains rate, but made the reduction a preference for AMT
purposes, the benefit of the reduction would be eliminated for most taxpayers who incur
significant capital gains. For example, if Congress were to enact a 50 percent capital gain
exclusion, the effect of the exclusion would be to reduce the maximum capital gains rate under
the regular tax to 19.8 percent (50% x 39.6). However, if the capital gains exclusion were
made a preference for AMT purposes, individuals who have significant capital gain income will
continue to be taxed at the 28 percent rate under the AMT -- receiving no benefit from the
enactment of the 50 percent exclusion. This will be equally true for both small entrepreneurs,
who receive a one-shot capital gain as the result of the sale of a business, and for venture
capitalists.

Furthermore, as illustrated by the following examples, if making the exclusion an AMT
preference is combined with the present law rule denying the deduction for investment expenses,
venture capitalists who receive capital gain income will be taxed at rates well in excess of the
top 39.6% rate on ordinary income. (These examples assume the investor has enough ordinary
income to reach the 39.6% rate.)

Current law, If an investor has a $100,000 capital gain and a $30,000 investment
expense (in excess of the 2% floor) incurred to produce the gain, the investor will be
taxed on his $70,000 net gain under the regular tax and (assuming the maximum 28%
rate applies), will pay $19,600 of tax. However, under the AMT, the investor is taxed
at the 28% rate on the $100,000 gross gain, and must therefore pay $28,000 of tax. This
translates to a 40 percent tax on the net gain eamed from the investment.

50% Capital Gains Exclusion as Preference. If Congress were to enact a 50% capital
gains exclusion, but make it a preference for AMT purposes, investors with significant
capital gains would inevitably be subject to tax under the AMT and would thus receive
no benefit from the reduction in capital gain rates. For example, a taxpayer with a
$100,000 capital gain would receive a $50,000 deduction for regular tax purposes.
However, the $50,000 would be added back to income for AMT purposes, making the
investor taxable on the entire $100,000 gross capital gain at the 28% top AMT rate --
essentially no change from current law. This consequence would be exacerbated if
Congress retains the current law treatment denying the deduction of investment expenses
for AMT purposes, because -- as shown above -- the investor will be taxed on gross,
rather than net, capital gains -- causing investors to bear taxes substantially in excess of
28% on their net capital gains and defeating Congress’ objective in lowering the
maximum regular tax capital gains rate to 19.8 percent.
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Chairman ARCHER. Thank you, Mr. Brody.
Our next witness is Amaury Piedra of NeoCAD in Boulder, Colo.
We welcome you and you may proceed.

STATEMENT OF AMAURY PIEDRA, PRESIDENT AND CHIEF
EXECUTIVE OFFICER, NEOCAD, INC., BOULDER, COLO.

Mr. PIEDRA. Thank you, Mr. Chairman, and members of this dis-
tinguished committee. Good morning. Thank you for the oppor-
tunity to appear before you today.

I am Amaury Piedra, president and chief executive officer of
NeoCAD of Boulder, Colo. I am appearing before you this morning
in that capacity. NeoCAD develops and markets design automation
software directed at a certain class of semiconductor electronic
components. These components are programmed in the field by the
hardware design engineers who are implementing digital functions
in computers, telecommunications equipment, instrumentation, in
fact, across the whole spectrum of electronic systems.

Founded in November 1990, we already have 60 employees and
about 40 percent of our revenue comes from outside the United
States. NeoCAD truly is one of the Nation’s high technology
startups which will lead American business into the 21st century.

All NeoCAD employees have stock options, there are no excep-
tions. From the receptionists and the shipping clerk all the way to
the chief executive officer. This gives everyone a sense of ownership
and interest in the future of the company. It creates a healthy
long-term view inside the enterprise. We expect to continue to grow
employment at 10 to 15 percent per year over the foreseeable fu-
ture and to go public in the next 18 months.

Mr. Chairman, I am here to talk about the capital gains tax pro-
visions in the proposed Job Creation and Wage Enhancement Act,
a reduction. A significant reduction in the capital gains tax will
stimulate the formation and investment of long-term risk capital
which will result in many benefit streams.

A significant reduction in the capital gains tax will shift money
tied in passive investments to new job creating ones.

I have submitted a written statement to the committee explain-
ing the many reasons why I am a strong supporter of the capital
gains tax cut and indexation for inflation. NeoCAD was founded
with venture capital from Hill & Carmen Ventures, a venture firm
founded in Boulder and Institutional Venture Partners of Menlo
Park, Calif., one of the deans of venture capital partnerships. Dur-
ing the past 4 years, 60 jobs have been created, 60 high-paying jobs
averaging over $56,000 a year, jobs which did not exist 4 years ago.

NeoCAD is just one small example in many of risk capital avail-
ability helping to create jobs.

Not every potential venture is as fortunate as NeoCAD and gets
financed particularly by top flight investors.

That is why I am here today. As an entrepreneur, I have also
seen the ugly side of a startup business, when money is not avail-
able to grow. Just before joining my present company, I was presi-
dent and chief executive of Seattle Silicon Corp. in Beilevue, Wash.

Seattle Silicon was in the business of selling custom chips and
automation software for chip design. It was an excellent technolo
but, because of insufficient patient risk capital, we had to sell the
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design automation business to Ichi Electric of Japan. This was a
devastating experience with lost jobs and lost technology. Now, be-
cause of lack of capital, a Japanese company owns a great tech-
nology which we should have been exploiting and exporting.

Investors have certain criteria which they follow in financing a
new company. If the tax on the capital gains returns was lower,
capital would be more patient and more available. Some of our
brightest potential companies would not have to sell to foreign in-
vestors who have an eye on the startups’ technologies and intellec-
tual property portfolios.

There are no guarantees, but if the capital gains tax had been
lower in 1991 when we sold Seattle Silicon, we may have gotten
additional capital because capital is a lasting response to the sup-
ply and demand. The capital gains tax is a tax against those trying
to achieve. Most of these are not rich but want to be. It is a tax
against risk taking and entrepreneurship.

Mr. Chairman, long-term risk capital availability is essential to
economic growth. The lack of it results in ideas not being turned
into products and services, lost jobs and loss of competitiveness.
The issue we discuss today is simple. If we want broader participa-
tion in the economy, and greater growth, we have to create more
jobs. More employees means more employers. We want more em-
ployers. We need more risk capital. To make more risk capital
available, we have to cut the tax on capital gains and index those
gains for inflation.

Thank you very much for inviting me to share some of my
thoughts on this most critical issue before the country.

[The prepared statement follows:]
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TESTIMONY OF AMAURY PIEDRA
NeoCAD, INC.

Mr. Chairman and Members of this distinguished committee -- good moming. Thank

you for the opportunity to appear before you today.

I am Amaury Piedra, President and Chief Executive Officer of NeoCAD of Boulder,
Colorado. I am appearing before you this morning in that capacity. NeoCAD develops and
markets design automation software directed at a certain class of semiconductor electronic
components. These components are programmed in the field by the hardware design

s who are impl ting digital logic functions in puters, tel ications

equipment, instrumentation, in fact, across the whole spectrum of electronic systems.

Founded in November, 1990, we already have 60 employees and about 40% of our
revenue comes from outside the United States. NeoCAD truly is one of the nation’s high

technology start-up companies which will iead American business into the 21st century.

All NeoCAD employees have stock options -- no exceptions. This gives everyone a
sense of ownership and interest in the future of the company. It creates a healthy, long-term

view in the enterprise.

We expect to continue to grow employment at 10% per year over the foreseeable

future and to go public in the next 18 months.

Mr. Chairman, 1 am here to talk about the capital gains tax provisions in the proposed

Job Creation and Wage Enhancement Act.

A reduction in the capital gains tax will stimulate the formation and investment of
long-term risk capital which will result in many benefit streams. A significant reduction in

the capital gains tax will shift money tied in passive investments to new job-creating ones.

So, Mr. Chairman, [ am here to discuss how a capital gains tax cut and indexation for
inflation will help create jobs, improve our competitiveness in the global market, grow the

economy and improve our standard of living.

We all recognize the names: IBM, Boeing, Sears, General Motors. What these

c ies have in cc is do i B

14 b

conditions are such that the large
American enterprises will continue to cut jobs. It seems that this will be the reality in
the American job market in the foreseeable future. In the first half of 1993, a net 255,000

jobs were identified for elimination in the U.S., mostly by large U.S. companies.

Job creation will depend on the small, entrepreneurial emerging growth companies.
These companics were the job creation engine in the last decade, creating about 17 million
jobs during a time window when large U.S. enterprises eliminated about 4 million jobs. The

near future augurs for more of the same.
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The reasons for the corporate downsizing, layoffs and reorganizations are many, but
one of the key ones is that, by any measure of efficiency and productivity such as innovation
per R&D dollar, revenue per employee, overhead costs, new products per development dollar,
dollars to create a job, time to market, etc., small entrepreneurial companies, “the gazelles™ of

American business, compare very favorably with the large enterprises.

A recent book by John Case (From the Ground Up: The Resurgence of American

Entrepreneurship) contains the following table.

FORTUNE 500 EMPLOYMENT HISTORY

YEAR EMPLOYMENT (MILLIONS) % OF GNP
1954 8 37
1959 9 40
1969 15 46
1979 16 58
1989 12.5 42
1991 1.9 40

The table illustrates the emergence of the entrepreneurial growth companies as the
dominant factor in GNP value, and this, at a time when small farm enterprises are on the

retreat.

In spite of the evidence in favor of the entrepreneurial emerging-growth companies,
our system of taxation continues to favor large companies with physical assets which can be
used as collateral to obtain debt financing. The service of this debt is, of course, deductible

as an expense of the enterprise in the income statement.

If small entrepreneurial companies are to create jobs, we must have capital available
for these companies to emerge and grow. This capital must be in the form of equity, because
these small enterprises do not have the hard assets required as collateral by the commercial
lending institutions. The capital which goes into the creation and growth of these

entrepreneurial companies must be in the form of long-term equity investments.

This type of investment represents uninsurable risk -- there is no collateral.
Investments in the emerging growth companies are in people, ideas, innovation, potential

future intellectual property and potential future products.

To make sure there is enough long-term risk capital to fuel the jobs engine, we must
provide incentives to create that capital. A cut in the capital gains tax, creating a significant
differential from regular income, will create an unprecedented investment climate and boom in
investments in innovative enterprises which will create an explosion in new jobs. The

benefits to the economy would be of historic proportions.
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A 1993 study by Gary and Aldona Robbins of the Institute for Policy Innovation
calculates that only indexing gains for inflation at that time would have created an additional
550,000 jobs, would add $511 billion to the GDP and increase capital formation by $1.8
trillion -- all by 1997.

Reductions in the capital pains tax have always resulted in increased tax revenues to

government. The following table shows the irrefutable historical data:

Capital Gains Taxes Paid Capital Gains
Year Tax Rate (in millions) Income
1977 48% $8.104
1978 28% 9.104
1979 28% 11.669 —l Tax Cut
1980 28% 12,459
1981 28% 12,684
1982 75% 12,900 I Tax Cut
1983 20% 18,500
1984 20% 21,800
1985 20% 26,478
1986 20% 49,700
1987 28% 32,941 ] Tax Increase
1988 28% 38,963
1989 28% 35,769
1990 28% 27,829
1991 28% 24,505 *

* Estimate - American Council for Capital Formation

Source: U.S. Treasury Department

The data presents a clear-cut case for reducing the capital gains tax just from the
standpoint of tax revenues. Coupled with the employment data, it makes for a powerful
argument in support of such a tax cut. Every time the tax rate has gone down, investments
have increased and so have capital gains realizations and taxes on those gains. In contrast,
the capital gains tax rate was raised to 28% from 20% in 1986. 1986 taxes on capital gains
were very high as people realized gains before the tax increase went into effect in 1987. So,
1986 was an unusual year, but, if we look at 1985, taxes from capital gains were higher than

today.

There are $7 trillion or more in the U.S. of unrealized capital gains. Of that, $1
trillion is real and the balance of $6 trillion is from inflation gains. Private assets
unencumbered by debt represent about $19 trillion today. The largest element of this money

is homeowner's equity. By cutting the capital gains tax rate and indexing the gains for
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inflation, an enormous amount of capita! would be freed up from present passive investment
and become available to fund new and growing companies. The freed up capital would
reflow into new enterprises. These companies would create jobs and economic prosperity.
With the potential to borrow against unencumbered assets and invest that money in

new businesses with the promise of capital gains under reduced tax rates would result in an
increase in capital gains tax revenues, a broaﬂer taxpayer base and increased productivity and
competitiveness for U.S. businesses. The tax cut would create an investment boom which

would push the economy to new levels undreamed of under the present tax structure and

rates.

Mr. Chairman, the capital gains tax cut has been attacked by some as “trickle down

economics”™ and a give-away to the rich. This is a dishonest representation.

Let’s consider the first ion -- “trickle down economics.” First of all, there are

no capital gains until an investment has been made and people have been hired. If the
enterprise is successful -- and this is far from guaranteed -- then there is the possibility of
capital gains realizations. The benefits have been realized by those employed before the

investors can reap any benefits. So where is the “trickle down™?

The second characterization of the capital gains tax cut is that it is a give-away to the
rich. There is no question the rich will benefit. However, so will many others. One of the
many studies available on the subject we are discussing today showed that 70% of the tax
returns reporting capital gains in 1990 were for taxpayers with incomes of less than $75,000.
The exact same group which the most vocal political critics of the capital gains tax reduction

say they want to help.

The majority of capital for new ventures comes informal investors rather than from
professional venture capital. Institutional venture capital represen(s less than ten percent of
money for new ventures. According to a study by the Small Business Administration, in
1988, informal investors supplied businesses with $55.6 billion of capital. This compared to
$3.7 billion from institutional venture firms. Further, in the highly visible high technology
arena, a 1990 survey by the American Electronics Association, the National Venture Capital
Association and Coopers and Lybrand (a public accounting firm) indicates that 54 percent of
all these firms got their original financing from founders, their families, friends or other
individuals. Once these companies begin to grow, they become attractive to institutional

investors who generally invest larger sums.

The capital gains tax is really a tax not on the rich, but on those who try to make a

hard fought profit for themselves and their investors. It is a tax on entrepreneurship.

In addition to the distorted view of the capital gains tax cut given by its critics, there

is a large element of unfaimess in this tax. The main sources of capital gains are inflation



266

and retained earnings. Inflation gains are totally artificial -- on paper only, not in real terms.
The taxation of these artificial gains is not taxing real income. This taxation should not

happen.

Retained earnings have been taxed at the company level. Taxing the capital gain from

this source twice is hardly conducive to encouraging re-investment.

The existing tax system has forced business owners, homeowners, workers and farmers
to “lock in” their assets rather than pay high capital gains taxes on mostly artificial gains and
retained earnings. This prevents the movement of capital from passive to active, job-creating
investments. In addition, capital continues to be exported to countries such as Germany,
Holland, the United Kingdom or Japan, where capital gains taxes are much lower than ours or

non-existent.

A meaningful reduction in the tax on capital gains can do more to stimulate the

economy than most of the single tax tweaks more frequently proposed.

A great opportunity is in front of us to reduce, or even better, eliminate the capital
gains tax. For the good of the country, we must act against this opportunity-destroying,

counterproductive tax.

A cut in the capital gains tax will encourage long-term investment in new ideas and
growth enterprises as well as create employment. Long-term thinking is something which we
have long admired in Japan and short-term thinking something for which we are self-critical.
This proposed tax chaange will improve exports and make our technologies and products

more competitive in the global market.
Just as important as cutting the capital gains tax is leaving the tax cut in place.

We must have a stable, long-term investment infrastructure to ensure ideas will

become products and services and add value to the economy.

Most start-ups are high risk for the principals who leave jobs ta start their companies.
In addition, many entrepreneurial companies must attract experienced management to grow.
These managers are usually in high-paying jobs and one of the few ways in which they are
attracted to start-ups is through stock options and the potential of capital gains over the long
term. It is more attractive to these people if they know the taxes on this type of gain are low

and will remain that way.

If we are to have greater and broader participation in economic growth and improved
standard of living and greater economic freedom, we have to have capital. We must create

the environment for investors to put capital at risk -- long term.
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Mr. Chairman, the issue which we discuss today is relatively simple.

If we want growth, we have to have more employees. If we want more employees,
we need more employers. If we want more employers, we need more risk capital. To make
more risk capital available -- new capital or reflowing from old, passive investment -- we

have to cut the capital gains tax and index capital gains for inflation.

Thank you for inviting me to share some of my thoughts on this most critical issue for

the economic well being of our nation.
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Chairman ARCHER. Thank you, Mr. Piedra. And thank you also
for complying precisely with the 5 minutes. The red light came on
just as you finished, so I am grateful for that.

Our next witness is John (,g}];apoton, who is a counsel for the Alli-
ance for Business Investment. A gentleman who is not unknown to
this committee, because you have sat out there in a different capac-
ity before.

We are pleased to have you as a witness and you may proceed.

STATEMENT OF JOHN E. CHAPOTON, COUNSEL, ALLIANCE
FOR BUSINESS INVESTMENT

Mr. CHAPOTON. Thank you, Mr. Chairman. It is a pleasure to be
here. As you said, my name is John Chapoton. I am a partner with
the law firm of Vinson & Elkins. I am appearing today to give you
the views of the Alliance for Business Investment in support of the
reduction of the Federal income tax on capital gains.

The Alliance for Business Investment is an association of money
center commercial banking corporations actively engaged in the
business of providing significant amounts of equity venture capital
to small- and medium-sized emerging companies. The members of
the Alliance provide this equity capital through subsidiary corpora-
tions, either subsidiaries of {)ank holding companies or SBICs,
small business investment companies.

I will be very brief. The most important message I want to con-
vey today is that corporations as well as individual pension funds
and other tax-exempt institutions are vital sources of venture cap-
ital in the market today.

A December 1994 study by Asset Alternatives, Inc., which is a
specialized information research firm located in Wellesley, Mass.,
has found that commercial banks now have more than $5 billion
invested in venture capital and in recent years have provided be-
tween 6 and 13 percent per year of the total amount of new ven-
ture capital invested by all professional venture capital firms.

It is therefore essential that this committee, in providing incen-
tives for growth in business productivity and the jobs that are cre-
ated as a consequence, reduce taxes on capital gains from corporate
investment in the same manner as investment by individuals. And
the proposal before you, Mr. Chairman, does that. And we strongly
support it.

I should add that, in this regard, the treatment is consistent with
the traditional treatment of capital gains of individuals and cor-
porations—or at least traditional before 1986, that is—both have
been given a lower rate of tax.

The importance of the banking industry in the venture capital
business is reflected in the success of the companies that begin
their life in part or totally because of capital provided by banks. I
list them in my statement. They are companies that you would
know such as Federal Express, Compaq, James River Paper, Som-
erset Pharmaceuticals which developed the anti-Parkinson’s drug
L-Deprenyl, Celestial Seasonings, Gymboree, and many others.

The important message, again, is that corporations play the
same important role as individuals in creating these and other
growth-related industries and making job creation a reality.
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I think the role of corporations is not as well understood in the
venture capital area. Banks and other financial institutions do play
an important role. These include insurance companies and indus-
trial companies, particularly those involved in high technology in-
dustries or in the venture capital business. Most larger U.S. banks,
over 50 banks in this country, have separate venture capital sub-
sidibalries and the total value of their equity commitment is consid-
erable.

In the last 10 years their venture capital investment has grown,
some tenfold, as I mentioned, to $5 billion, a meaningful portion of
total venture capital. And the contribution they make exceeds the
size of their participation because they represent a substantial
source of venture capital that provides a cushion when other
sources of venture capital dry up.

For example, in the period 1987 to 1991, there was a substantial
decline in the amount of new venture capital available in the mar-
ket. It fell to only $1.4 billion when venture capital fell out of favor
with pension funds and tax-exempt organizations which had been
the traditional providers of capital to venture capital firms. But
bank capital investment actually increased in that year and, in-
deed, in 1991 accounted for 13 percent of the total investment by
venture capital.

I must mention there are bank regulatory restrictions on invest-
ments by bank subsidiaries in venture capital, but there is still a
lot of room for growth. A very small portion of total bank assets
is dedicated in tﬂs manner, but the results are very favorable and
they do respond very actively, as most investors do, to increased
rates of return on investment. And of course the way to do that is
by lowering the capital gains rate.

I finally mention as a tax policy concern, Mr. Chairman, as you
know, that investments through corporations are taxed very heav-
ily in _this area. This is certainly no exception. You really have
three levels of tax on venture capital investments through corpora-
tions and this acts as a significant disincentive to venture capital
investment by banks and by other corporations. A reduction in the
rate of capital gains tax on the corporate venture capital side or on
the general capital gains side and the venture capital side in par-
ticular certainly would be appropriate and certainly would remove
a disincentive to an otherwise economically desirable activity.

Thank you, Mr. Chairman.

[The prepared statement follows:]
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STATEMENT OF
JOHN E. CHAPOTON
ON BEHALF OF THE
ALLIANCE FOR BUSINESS INVESTMENT
BEFORE THE
HoOUSE COMMITTEE ON WAYS AND MEANS

January 25, 1995

Mr. Chairman and Members of the Committee:

I am pleased to have the opportunity to present the views of the Alliance for Business
Investment in support of the proposed legislation to reduce Federal taxes on capital gains
contained in H.R. 9, the "Job Creation and Wage Enhancement Act of 1995." I am the
Managing Partner of the Washington Office of Vinson and Elkins, L.L.P., a law firm based in
Houston Texas, and [ serve as counsel to the Alliance.

The Alliance is an association of money-center commercial banking corporations actively
engaged in the business of providing venture capital to small and medium-sized emerging
companies through wholly-owned venture capital subsidiaries. The members of the Alliance
have made major commitments to support new businesses and products by making available
needed equity venture capital. Banks are in a unique position to provide needed venture capital
to emerging, growth-oriented companies.

The importance of the banking industry in the venture capital business is reflected in the
success of the companies in which they have invested. Some of the better-known companies that
began life in whole or part with bank venture capital include Federal Express, Compaq
Computer, James River Paper, Ethan Allan Interiors, Office Depot, Nexte! Communications,
Morris Air (now part of Southwest Air), Thermoscan, Somerset Pharmaceuticals (developer of
the anti-Parkinson's drug L-Deprenyl), Staples, Celestial Seasonings, and Gymboree, to name
just a few.

The most important message I would like to convey today is that corporations, as well
as individuals, are a vital source of venture capital. A new study of the venture capital market
by Asset Alternatives, Inc. has found that commercial banks have more than $5 billion invested
in venture capital and in recent years have provided between 6 and 13 percent of the total
amount of new venture capital invested each year by all venture capital firms. It is therefore
essential that this Committee, in providing incentives for further growth in new businesses and
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products -- and the jobs that are created as a consequence -- reduce taxes on corporate
investments in the same manner as on investments by individuals.

Needless to say, the Alliance strongly supports the current proposal, which does just that.
The Effect of Reducing Taxes on Capital Gains

I will not take the Committee's time reiterating the benefits to the economy of a reduction
in Federal taxes on capital gains. Others, including a multitude of eminent economists, have
catalogued these benefits over the years and in these hearings, and the positive effects of such
changes are well known to the Committee. One of those positive effects is, of course, job
creation. The Asset Alternatives study just referred to credits bank venture capital investments
with the creation of 80,000 new jobs over the last ten years.

A reduction in the tax on earnings from savings -- in the manner provided in the
legislation for capital gains -- will clearly increase the incentive to save, and therefore the amount
saved and invested. An increase in savings and investment will in turn increase the rate of
economic growth and foster job creation.

The Importance of Venture Capital

Venture capital js a particularly powerful force for economic growth. The National
Venture Capital Association has testified about the importance of venture capital for emerging
companies, and their job-creation potential. I would add that, according to a study prepared for
the Small Business Administration, a new job is created for every $17,000 of venture capital
invested. It is difficult to believe that there could be any more efficient use of savings for
growth. We strongly support the proposed reduction in capital gains taxes; it would significantly
increase the amount of available venture capital.

The risks involved in venture capital investments are substantial. The recipients of this
type of capital are frequently companies with little or no operating history and virtually no sales;
they may never have generated any earnings. All they have is an idea or a product, and a plan
to exploit it. It should not be surprising that investments in a very large percentage of these
companies result in losses, frequently total losses.

We are not talking now of what may be called "seed” money, the initial capital (usually
less than $1 million) needed by an entrepreneur at the outset of the enterprise. That initial seed
capital is usually too small an amount to attract the professional venture capital investors,
although professionals occasionally become involved at the start-up level. Instead, we are talking
about the next stage of investment where venture capital is needed to bring a new product or idea
to market or to expand into new markets, and where substantial amounts of capital are generally
needed. It is at these stages that corporate venture capital investors, along with other instirutional
investors and venture capitalists, provide the necessary wherewithal to give the new venture a
meaningful chance.
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We are also talking about cases in which bank venture capital companies help firms that
have reached maximum potential with their current management or capital to expand and grow.
They do this in a variety of ways, including the introduction of new capital and financing
structures.

The Role of Banking Corporations in the Venture Capital Market

The role of individuals in providing venture capital, either directly or through
professionally managed funds, is well known. Most of us are also familiar with the important
role of pension funds and other tax-exempt institutional investors.

Less familiar, I believe, is the increasingly important role played by corporations. Bank
affiliates and other financial institutions are actively engaged in the venture capital business.
Many insurance and industrial companies, particularly those involved in high-technology
industries, also in the venture capital business.

Most of the larger U.S. commercial banks have venture capital subsidiaries. These are
nonbank corporations, which do not invest depositor funds, but instead obtain funding from the
parent bank holding company. In fact, over 50 U.S. commercial banks operate venture capital
subsidiaries today. And the total value of their investments in venture capital is considerable.
In the last ten years, bank venture capital portfolios have increased ten-fold in value, to nearly
$5 billion. This represents a very significant portion of total venture capital currently invested
in the United States.

Moreover, the importance of banks in the venture capital market exceeds the mere size
of their participation. Banks represent a stable source of venture capital that has provided a
cushion during periods when other sources of capital have contracted. Independent venture
capital firms must constantly go to the market to seek funds from individual and institutional
venture capital investors. The venture capital subsidiaries of banks, in contrast, obtain funds
from their parent banking companies, with their many and diversified sources of funds. This
enables banks to be more consistent, long-tertn players and makes them less subject to the
fluctuations in the availability of venture capital funds.

For example, the 1987 to 1991 period was marked by a substantial decline in the amount
of new venture capital available to the market -- to only about $1.4 billion -- when venture
capital investment fell out of favor with pension funds and other institutions that provide capital
to independent venture capital firms. Bank venture capital investinents, on the other hand,
actually increased during this period. In 1991, in fact, venture capital provided by banks
accounted for 13 percent of the annual total amount invested by capital venture firms.

Bank venture capital affiliates are in an unusually good position to diversify their
portfolios and reduce the risk inherent in venture capital investments. Their portfolios are
diversified across such industries as manufacturing, services, communications, health care,
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technology, and retailing, with no industry accounting for more that a quarter of the total. Their
portfolios are also diversified geographically, with investments in nearly every state and the
District of Columbia. And bank portfolios include investments in a great number of companies,
well over 1,300 currently, insulating them from the risk of concentration of their investment in
only a relatively few businesses, which could experience losses that exceed the norm.

While the regulatory restrictions on equity investments by bank groups are significant,’
there is considerable room for expansion of their participation in the venture capital market.
Banks with venture capital subsidiaries currently invest, on average, only one-third of one
percent of total bank group assets in this manner. Banks and other venture-capital investing
corporations are not different from any other type of potential venture capital investor. They
respond positively to increased rates of return on investment. Indeed, publicly-held companies
are particularly sensitive to the raie of return earned on investment capital, as their financial
statements are carefully scrutinized by shareholders and investment advisors. A reduction in the
rate of tax on their capital gains would increase the rate of return on venture capital investments
and obviously make these investments more attractive to bank management and bank
stockholders.

Tax Policy Concerns

A reduction in the tax on capital gains is appropriate to compensate for the limitation
under current law on the deduction for capital losses. Capital losses are currently deductible by
corporations only to the extent of capital gains. If a corporation with recognized capital losses
does not have any offsetting capital gains within the five-year carryover period, it loses the
deduction for the losses entirely. The limitation may thus well result in excessive taxation over
time, when gains are eventually recognized that cannot be offset by earlier losses, and it is thus
questionable from an economic standpoint. While its administrative purpose in the tax law is
understandable, so long as the limitation exists it creates a strong disincentive to making
relatively risky investments. A reduction in the tax on capital gains is an appropriate mitigation
of the effect of the limitation.

The venture capital investments of corporations are also heavily-taxed under current law.
The return on venture capital invested by corporations is effectively taxed at three levels: (1)
The earnings of the recipient of the capital are subject to the regular corporate income tax, (2)
the gains earned by the investing corporation (in our case the bank's venture capital subsidiary)
are subject to the corporate income tax, and finally (3) distributions of those gains to individual
stockholders of the investing corporation or its parent (in our case the bank holding company)
are once again taxed. This compounding of tax — an effective direct tax rate of 57.75 percent
on venture capital profits that are ultimately distributed to the investing corporation's
stockholders -- acts as a significant disincentive to venture capital investments by banks and other

' In general, equity ownership in any one corporation is limited to 4.9 percent of the voting stock and 24.9
percent of total equity. The Small Busi Inv Company program pts banks from these limitations, but
only with respect to investments in small corporations.
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corporations. As we have seen, however, banks are in a particularly advantageous position
economically to provide venture capital to the market. A reduction in the rate of capital gains
tax on corporate venture capital investments is certainly appropriate and would remove a
disincentive to an otherwise economically desirable investment activity.

* K X % %

In conclusion, the Alliance for Business Investment supports the reduction in tax on
capital gains as proposed in the Job Creation and Wage Enhancement Act of 1995. We urge the
Committee to bear in mind the contribution made by the investments of banks and other
corporations, and in particular the important role they play in providing venture capital to the
small and medium-sized growth-oriented companies that are at the heart of innovation, economic
expansion, and job creation.
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Chairman ARCHER. Thank you, Mr. Chapoton.

And our last witness is Dr. Jane Gravelle, Senior Specialist for
Economic Policy with the Congressional Research Service.

Dr. Gravelle, you may proceed.

STATEMENT OF JANE G. GRAVELLE, PHD., SENIOR
SPECIALIST IN ECONOMIC POLICY, CONGRESSIONAL
RESEARCH SERVICE, LIBRARY OF CONGRESS

Ms. GRAVELLE. Thank you, Mr. Chairman, members of the com-
mittee. I thank you for the opportunity to appear before you today
to discuss the economic effects of capital ﬁains tax cut proposals.
My discussion is focused on proposals in the Contract With Amer-
ica. It addresses the revenue costs and some other issues.

Given our current concern for the size of the budget deficit, an
important issue is the potential revenue loss from this capital gains
tax cut which is ecurrently estimated at around $60 billion over the
next 5 years. If tax cuts increase the budget deficit and are not oth-
erwise paid for, the effect will be to reduce the Nation’s savings.
The consequences for the budget deficit may be markedly different
from those indicated by the current 5-year revenue estimates.
There are two reasons I believe that this cost may be larger than
suggested by current revenue estimates.

First, the revenue cost of the capital gains tax cut is dependent
on the size of the realizations response which may be currently
overestimated. Both the administration and the Joint Committee
on Taxation include in their revenue estimates the expectation that
individuals will respond to lower capital gains taxes by increasing
realizations of capital gains. This effect lowers the static estimate
in the budget window by more than 60 percent.

There have been extensive criticisms of the methodologies of sta-
tistical studies used to measure this response. In recent years, new
evidence has been presented that suggests that this response may
be smaller than that assumed in the past, especially after the first
few years. In a study that I have prepared, the observation of his-
torical ratios of realizations to accruals was used to calculate an
upper limit of this response suggesting a much lower realizations
response.

This research was recently corroborated by a new statistical
study that controlled for certain problems that had occurred in the
past. This problem was basically that a lot of these studies were
probably picking up transitory responses rather than permanent
responses to lower capital gains rates.

If these new lower measures of realizations response were used,
the revenue cost would probably double. Second, the revenue loss
associated with the proposal would likely be much larger beyond
the 5-year budget window in part because of rapid growth of the
loss due to indexation. This effect, even using the higher realiza-
tions response, could eventually more than double the estimates.
Both effects taken together, the lower realizations response and the
transition to indexing, could more than triple the revenue costs.

It is also important to note that we cannot necessarily depend on
the capital gains tax cut to offset any deficit-induced effects on na-
tional savings by stimulating private savings. Economic theory
does not assure that cutting taxes on capital income will increase
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private savings because of offsetting income and substitution ef-
fects, and empirical evidence has not clearly supported such a re-
sponse.

I would like to quickly summarize some other points made in my
written testimony. First, that cutting capital gains taxes may im-
prove the efficiency of economy in some ways but may increase
other distortions. The overall eftects are not clear.

Currently, capital gains taxes are increased above rates on ordi-
naﬁy income due to taxation of inflationary gains but are reduced
to defer failure of tax gains and the current tax cap.

In terms of distribution across the income classes, capital gains
tax benefits accrue mostly to higher income individuals. For exam-
ple, previous data presented in 1990 for a 30-percent exclusion in-
dicated that over half of the benefit would go to the top 1 percent
of taxpayers and about three-quarters to the top 5 percent.

Finally, while there is no particular complexity in reintroducing
an exclusion, inflation indexing is likely to lead to additional com-
plexity as will the prospective nature ofythe change.

Thank you.

[The prepared statement follows:]
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Mr. Chairman and Members of the Committee, I am Jane G. Gravelle, a Senior

Specialist in Economic Policy in the Congressional Research Service of the Library of Congress.
I would like to thank you forﬂ:eopporbxmtytoappearbeforeyoutodaytodmcuucapltal
gains tax cut proposals. My dis d on the proposals in the House Republican
Contract with America, but the analynl. of course, applies as well to similar Congressional
proposals.
I would like first to discuss the effects of these propoeals on the budget deficit, both in
the short term and in the long run. Secondly, I would like to discuss the economic effects of
these tax changes on economic efficiency, on both horizontal and vertical tax equity, and on
the complexity of the tax system.

Given our current concern for the size of the budget deficit, an important issue is the
potential revenue loss from this capital gains tax cut, currently estimated at around $60 billion
over the next five years. If tax cuts increase the budget deficit and are not otherwise paid for,
the effect will be to reduce the nation’s savings. The consequences for the budget deficit may
be markedly different from those indicated by the current five year revenue estimates.

There are two reasons to believe that this cost may be larger than suggested by current
revenue estimates. First, the revenue cost of the eapital gnins tax cut is dependent on the size
of the realizations response, which may be currently overestimated. Second, the revenue loss
associated with the proposal will likely be much larger beyond the 5-year budget window, in
part because of the rapid growth of the loes due to prospective indexation.

As you know, there has been eonnderable disagreement over the past few years over
the revenue of a capital gains tax cut. Both the Administration and the Joint
Committee on Taxation (JCT) include in their revenue estimates certain behaviorel responses.
The most important of these responses, by far, is the expectation that individuals will respond
to lower capital gains taxes by increasing realizations of capital gains. These increased
realizations of capital gains will then produce additional taxable gains and additional revenue
which will offset the static revenue loss. (The static revenue loss is the loss arising from the
lower tax rate assuming there is no behavioril change.) If estimates used in the past by the
Joint Committee on Taxation are retained, this projected increase in realizations will be
substantial and will lower the static estimate in the budget window by more than sixty percent.

There has been a substantial body of empirical meareh on the realizations response,
which has yielded a wide range of estimat In parti , studies that estimated the
relationships between realizations and tax rates across different taxpayers (micro-data studies)
often yielded extremely large responses. This empirical research is, for a variety of reasons,
very difficult to perform, and all of the studies have been subject to a variety of criticisms. In
1990, as you may recall, there was an extensive public debate about the magnitude of these
empirical estimates and the merits of the alternative research methodologies employed — an
issue which was never fully resolved.!

! These issues were discuseed in a variety of different articles at that time. See, for
example, Gerald E. Auten, Leonard E. Burman and William C. Randolph, Estimation and
Interpretation of Capital Gains Realizations Behavior, National Tax Journal, September 1989,
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In recent years, I believe that new evidence has been presented that suggests that this
response may be smaller than that assumed in the past, especially after the first few years.
First, because of the wide variation in estimates based on statistical analysis, I prepared an
alternative method of assessing the likely size of the realizations response.? This analysis is
based on a relatively simple observation — in the long run, realizations cannot d accruals.
That is, realizations would equal accruals over a long period of time (year after year) only if
individuals sold all assets after holding them less than a year. Indeed, one would never expect
that all gains would be constantly realized, even in the absence of taxes and other transaction
costs. The observation of historical ratios of realizations to accruals can be used to measure
the upper limit of the realizations response and to suggest & likely size of that response. This
analysis suggested a lower, perhaps much lower, permanent realizations response than that
measured in most statistical studies. Basically, this type of approach provides a "reality check”
on statistical estimates.

This approach suggests that the very large realizations responses found in most
microdata studies lead to implausible estimates of changes in realizations responses, and
suggests that the results found in these studies probably reflect transitory rather than
permanent realizations responses.

A recent statistical study, which used a new approach to control for transitory effects
that had long plagued microdata statistical studies, also found much smaller realizations
responses, results which are more plausible in light of these historical measures of realizations
and accruals.® If the findings in these recent studies are correct, the revenue estimates could
be twice as large as they would be based on prior year assumptions.

Secondly, the prospective indexing feature of the capital gains tax cut proposal is a
provision that costs little in the five year budget horizon because it applies only to newly
purchased assets. (Indeed, it is possible that such a provision raises revenue initially, as it
induces sales in order to qualify for inflation indexing.) The loss from indexing grows rapidly,
however. Prospective indexing allows indexing for inflation only for assets purchased after a
given date. After one year, therefore, the reduction in taxable gain would be one year’s worth
of inflation for assets sold after one year. In the second year, the reduction would be one
year's inflation for assets sold after one year, plus two years of inflation for assets sold after
two years, and so forth.

On a static basis, this provision might eventually increase the revenue cost as estimated
in the budget window by about fifty percent after it takes full effect. If, however, the
realizations response used in the past by the Joint Committee on Taxation is assumed to be
correct, this provision could more than double the revenue loss because it would apply to a
much expanded base. Both of these effects taken together -- a smaller realizations response
than that used in the past and the transition to full indexing - could more than triple the
eventual cost of the proposed capital gains tax cuts.®

If the cost is much larger than budget projections, either the revision will decrease
national savings throuzh a higher budget deficit or require larger offsetting changes elsewhere
to maintain budget deficit neutrality.

pp. 363-374; Can a Capital Gains Tax Pay for Itself? 'by Jane G. Gravelle, Congressional
Research Service Report 90-161, March 23, 1990; Gerald E. Auten and Joseph Cordes, Cutting
Capital Gains Taxes, Journal of Economic Perspectives, Winter, 1991, pp. 181-192.

2 See Limits to Capital Gains Feedback Effects, by Jane G. Gravelle, Congressional
Research Service Report 91-250, March 15, 1991.

3 Burman, Leonard E. and William C. Randolph, Measuring the Permanent Responses to
Capital Gains Tax Cuts in Panel Data, American Economic Review, September, 1994, pp. 794-
809. More recent surveys of the literature cover this more recent research; see George R.
Zodrow, Economic Analyses of Capital Gains Taxation: Realizations, Revenues, Efficiency and
Equity, In Tax Law Review, Vol. 48, No. 3, 1993, pp. 419-527; Jane G. Gravelle, The Economic
Effects of Taxing Capital Income, Cambridge, MIT Press, 1994, p. 143-151.

¢ This calculation assumed a coefficient of 3.5 for prior revenue estimating assumptions
and a coefficient of 1 for a revised estimate, using a semi-log estimating function and assuming
the reduction in tax rates is 45 percent.

® This estimate assumes that inflation indexing is roughly equivalent to another fifty
percent exclusion. See Jane G. Gravelle, Estimating Long Run Revenue Effects of Tax Law
Changes, Eastern Economic Journal, Vol. 18, Fall, 1993 for a discussion of the time path of
revenue losses from prospective indexing of capital gains.
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It is also important to note that we cannot necessarily depend on the capital gains tax
cut to offeet deficit-induced effects on national savings by stimulating private savings.
Economic theory does not assure that cutting taxes on capital income will increase private
savings because of offsetting income and substitution effects. Although an increase in the rate
of return will cause some greater preference for future consumption and the savings to
accomplish it, an increase in the rate of return will also enable the attainment of a fixed or
even higher level of future accumulations with less savings. Or, to make this point another
way, if you were saving for a fixed target, an increase in the interest rate would reduce savings.

B of this th ical ambiguity, it is necessary to turn to empirical research to
determine whether private savings will increass, and empirical evid: would ber yin
any case to determine the magnitude of any effect. While it is very difficult to perform this
analysis, this body of research suggesta that effocts of higher rates of return on savings have
small effects on savings behavior and, in some studies, negative effects.® That is, it is possible
that cutting capital gains taxes will reduce savings.

I would also like to briefly discuss other issues that the committee might wish to
consider regarding the proposed exclusion and inflation indexing. These issues include
efficiency, equity, and simplicity.

Efficiency Issues

An argument for reducing the capital gnins tax made by economists is based on the
distortions that the tax produces, including the lock-in effect, and the contribution of eapital
gains taxation of corporate stock to distortions that disfavor corporate equity investments, and
the general effect of reducing the taxation of capital. How significant these distortions are
found to be depends, of course, on the magnitude of empirical measures of realizations
responses and investment alloeation (portfolio responses). The distortion arising from lock-in
could be significant as a fraction of revenue. At the same time, the proposed tax reductions
could magnify other distortions, such as the choice of dividend payout ratio and distortions of
other taxes if they are used to replace the revenue. Notably, the reduction extends to
noncorporate investments (primarily sale of real estate) as well. Some economists also are
concerned about the possibility of low eapital gains tax rates playing a role in tax sheltering
and avoidance activities. Unfortunately, the role of lower capital gains texes in increasing or
decreasing economic efficiency remains unclear.

Inflation indexing is probably less likely to reduce the lock-in effect than an exclusion.
The lock-in effect is moet serious for those assets that have been held a substantial period of
time, but these assets will receive a smaller exclusion from indexing than short lived assets.
For example, if & corporate stock is appreciating at a three percent annual rate and there is
a three percent inflation, indexing for an aaset held one year will result in an exclusion of 49
percent of gain, while indexing for an asset held 20 years will result in an exclusion of 36
percent of the gain.”

Arg ts are also i made that the capital gains tax has an important
influence on risk-taking, entrepreneurship, and the availability of venture capital, and hence
productivity growth. While such a relationship may exist, there is little empirical evidence of
a link between the capital gains tax rate and productivity growth. Also, much of formal
venture capital offerings is not subject to capital gains taxation,® and the vast majority of
capital gains accrue on real estate or sales of stock of long established corporations. As you
know, a current tax benefit already exists for gains on new stock issues of small business
corporations.

¢ For a summary of this literature, see Jane G, Gravelle, The Economic Effects of Taxing
Capital Income, Cambridge, Mass., MIT Press, 1994, p. 27.

7 The value of an asset costing one dollar held for one year is 1.03 times 1.03 and the gain
without indexing would be that amount, minus 1, or .0609. If the asset is indexed, the gains
will be 1.0609 minus 1.03 (the latter number the basis increased by inflation), or .0308. The
gain is reduced by 49 percent. For the asset held for twenty years, the gain is 1.03* times
1.03%, minus 1; the gain with indexing subtracts 1.03™ and the result is an exclusion of 36
percent.

® See James Poterba, Venture Capital and Capital Gains Taxation, in Tax Policy and the
Economy, vol. 3, ed. Lawrence Summers, National Bureau of Economic Research, MIT Press,
Cambridge, 1989.
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Finally, there i8 no correct way to provide for an inflation adjustment for capital gain
on the sale of depreciable property, when tax depreciation itself is not reflective of economic
depreciation.

Equity Issues

An important argument for indexing capital gains is that gains inelude those arising
solely from general price changes in the economy. These gains do not constitute real income
and it may be argued that it is unfair to tax them. At the same time, capital gains income
benefits from other aspects of the tax law, including the ability to defer taxation of income and
the ability of avoid taxation entirely on assets held until death. Higher income individuals also
benefit from the current 28 percent cap. In addition, the taxpayer has the advantage of control
over the realization of gain, so that he can choose to realize offsetting losses.

Whether, on average, these benefits outweigh the penalties imposed by taxing
inflationary guins depends on average holding periods and inflation rates. Currently, it is
likely that the average effective tax rate on capital gains is lower than the statutory rate for
corporate stock where such effective tax rates can be calculated. This effect variee across
individuals and assets, depending on the holding period and the real appreciation rate. The
combination of the fifty percent exclusion and inflation indexing will lead to effective tax rates
well below the statutory rate.

Vertical distribution effects of the capital gains tax cut may also be of interest to the
Committee. A capital gains tax cut will primarily benefit higher income individuals, When a
thirty percent tax cut was proposed in 1990, the Treasury department estimated that 54
percent of the benefit would have gone to those with incomes over $200,000, a group
constituting about one percent of the population.’ About 74 percent would have gone to the
top five percent earning over $100,000.

Simplicity

While, the addition of more tax preferences for capital gains is likely to induce greater
efforts to convert ordinary income into capital gains, there is no inherent complication in
actually computing capital gains with an exclusion. The proposal from prospective inflation
indexing would, however, be more complicated. Unlike an exclusion, an inflation adjustment
requires a separate adjustment for each vintage of assets. Algo, since only assets purchased
after a given effective date would be eligible for indexation, further complications would occur,
since eligible assets would have to be purchased after a given date.

® Classification was based on five year averages in order to mitigate the problem that
individuals would appear in the higher group because of realization of a large gain in one year.
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Chairman ARCHER. Thank you, Dr. Gravelle. You have opened
the door for some interesting colloguy.

When you say capital gains are not taxed at death, is it not true
that the capita %lains included in the market value of every asset
are taxed at the highest percentage rate of any tax in our system,
55 percent?

Ms. GRAVELLE. You are talking about estate tax?

Chairman ARCHER. Yes. Is it not true that the market value of
the assets receive a 55 percent tax, including the capital gains, the
appreciation during a lifetime?

Ms. GRAVELLE, That is right.

1 C}}?’irman ARCHER. They are taxed in a big way at the time of
eath?

Ms. GRAVELLE. That is correct. Although there are a lot of exclu-
sions, a lot of exclusions from the estate.

Chairman ARCHER. But when you talk about what I personally
disagree with as to the distribution tables about who gets the bene-
fit from capital gains, if in fact it is the top 1 percent, as you say,
then they are the ones who are going to pay the estate taxes, big
time.

Ms. GRAVELLE. Well, if they have Mr. Chapoton for a lawyer—

Chairman ARCHER. But in order to involve more of our panel in
this discussion, Mr. Chapoton, do you have any disagreement with
the analysis that Dr. Gravelle has just presented to the committee?

Mr. CHAPOTON. Well, I do have several points of disagreement.
I think that she would agree that lowering the capital gains rate
is positive for savings ansTinvestment and her fundamental point
is that, in the process, you increase the deficit by a greater amount
than you will offset it with the positive effect of a capital gains cut,
and I think it is a valid point.

You know it, this committee understands it, that you do need to
cut spending when you do this. The other, of course, question that
she also raises is how much the capital gains cut will reduce reve-
nues if at all. And that is a many, many factored question which
has been discussed at length before this committee,

But I think that is really the significant question here. I think
everybody would agree that lowering capital gains rates is positive
for the economy and positive for savings and investment.

Chairman ARCHER. In the current environment you have the
President, Newt Gingrich, Al Gore, and a majority of both the Sen-
ate and House of Representatives committed toward getting to a
balanced budget. Irrespective of how they say it, they want to get
there. It seems to me that the argument that if you don’t tax cap-
ital gains that you are increasing the deficit, and therefore you are
offsetting one type of savings with another, is not valid. It merely
means that another area of consumption will be squeezed in order
to get to that balanced budget.

0 it seems to me, in the current environment, that is not a valid
empirical argument. But let me test out something on all five of
you because I have tried to approach things from a basic common
sense standpoint. What are the sources of capital?

We all know we have to have capital to increase productivity in
order to increase real earnings or standards of living. I think every-
body would agree with that. You have to have savings that are in-
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vested if you want to increase productivity. Now, where can that
capital come from? Where do those savings come from?

Well, government can tax the production of people and instead
of spending it on consumption-type items, which we do in this
country today with the proceeds from our taxes, the government
can build the factories, buy the tools, and provide the jobs. That is
one source of capital. You are all nodding. That has been tried in
the Soviet Union. It has been tried in Western Europe and they
have all moved away from it because it doesn’t work. So let's put
that one off the table for the United States of America.

The second source of capital will depend on the savings of for-
eigners who have a higher savings rate and who are permitted to
keep their savings when they have a capital transaction instead of
having it taken away from them by government. Those foreigners
then can come in and they can builg the factories, and they can
buy the tools, and they can provide the jobs so that we can increase
our productivity.

Most Americans that I talk to don’t much like that, but we have
become dependent on more and more of that as a source of provid-
in%the tools of production in this country.

he disadvantage, besides that Americans don’t like it, is that we
then have a mortiage on our productivity for all time for dividends
and interest that have to be taken overseas.

The third way of savings and capital investment is that Ameri-
cans have to forgo consumption, and they have to provide the sav-
ings to increase productivity. And I am a firm believer that we
have got to stop talking about the rich against the poor or the cor-
porations against the individual. We must protect savings wherever
we find them because savings are what we lack in this country.

If, in fact, higher income people are where the greatest savings
are, then we should gladly be prepared to protect and encourage
that because every worker’s Eersona] standard of living, family real
earned income, can increase by our productivity. To me this is very,
very basic.

Is there any one of you that disagrees with that?

Ms. GRAVELLE. I just would like to remind you that at least the
point that I made in my testimony is that we can’t be certain that
cutting these taxes will increase savings—private savings. We can’t
be certain of that. Qur theory tells us that we don’t know for sure,
gnd if we look at the evidence on this issue we don’t find the evi-

ence.

Chairman ARCHER. You are leading me to my next basic point.
It seems to me that the nucleus of existing domestic savings in the
United States is just as important as new savings that we can at-
tract. Every one of those dollars of savings is available to be em-
ployed to increase productivity.

And I don’t think you need to be in an ivory tower with a theory
to understand that whenever you sell a business that has 10 ma-
chines and the government takes 2 of those machines and sells
them and puts the money in the Treasury to be s%ent on consump-
tion, that you have got less capital employed in the domestic mar-
ketplace. Xnd that is precisely what happens with a capital gains
tax. Every time you have a transaction, a part of capital savings
that is already out there is vacuumed up by the giant vacuum



283

cleaner, brought into the Treasury and disbursed on consumption
items for the most part.

Obviously, building roads and infrastructure is not a consump-
tion item. Do fyl'ou disagree with that? You can talk about theory
but isn’t that the practical reality of what exists?

Ms. GRAVELLE. Basically, what I am trying to say is that when
we try to look for evidence on whether changing tax rates or chang-
ing the rates of return—any of these things that change the return
to investors—we do not find that clear evidence that aggregate sav-
ings goes up. In the case where somebody is selling machines, the
machines are still there. It depends on what people do with all of
their savings when they are faced with a tax.

Chairman ARCHER. You are going back to half the equation
which is incentive for new savings. I am also talking about existing
capital savings.

Ms. GRAVELLE. Existing capital can’t be destroyed. Physical cap-
ital is still there.

Chairman ARCHER. It is. If every time you have a transaction the
government takes 20 percent of that, 28 percent if you have a zero
basis, there is 20 to 28 percent less in the marketplace than there
was before, and that is converted to consumption.

Ms. GRAVELLE. The point is that it is not clear that that is what

haggens.

airman ARCHER. But it has to be. You are talking about
whether there is an incentive for new capital. And you can theorize
on that. These gentlemen would disagree with you. But relative to
existing capital it can’t be a theory. It has to be a reality. You are
converting capital savings to consumption. There is no way it could
be otherwise.

I am wondering if you gentlemen would agree that the existing
nucleus of capital savings can be just as important as new savings.
And let me predicate that by saying, since you are venture capital-
ists, many of you, that someone has to save to put the venture cap-
ital in there. Cannot venture capital just as easily come out of the
existing savings pool as well as from potentially some incentive for
new savings?

Mr. PIEDRA. Mr. Chairman, if I may, I would like to address two
of the issues.

One is the one you just mentioned, which indeed it is. If we can
free up locked-in capital and move it to job creating capital invest-
ments, it would be a tremendous boon to the economy, no doubt
about it.

But we are also ignoring a hard fact as to the results of capital
gains tax reductions. And that is hard historical data, not future
analysis, not theoretical analysis, but historical data indicates that
every time we cut capital gains, tax investments go up and so do
collections on realized capital gains. I think we are ignoring that
hard fact, not hypotheses.

Chairman ARCHER. Let me say maybe some of the theoreticians
are ignoring it. I am not.

Mr. BroDY. I am not an economist. I just go based on what I see
in real life.

I describe an example of a company where the founders, the new
management, the entrepreneurs as a group, made in excess of $100
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million. They come to me, and they say we don’t want to pay cag-
ital gains. If we sell our shares we don’t participate in the upside
of the company, and there is a big toll tax when we go home.

Many of these people are now experienced and very successful
entrepreneurs, and if their capital was unlocked not only would you
get their capital going to other situations, you would get their expe-
rience and talents helping other people, which would have a multi-
plier effect.

I agree if there were a reduction in the capital gains rate it
would liberate capital and the productivity and multiplier effect.
You would have a big impact stimulating productivity and new jobs
going forward.

Mr. MORGAN. Mr, Chairman, again living through these things

erhaps makes a bigger impact on you than looking at the num-
ers.

I have lived through the ups and downs of the capital gains rate
in this country. When I started my comFany, my own firm in 1981,
a third of the capital came from families, repositories of wealth,
usually industrially successful families who were willing to take
the risks, the illiquidity, and, frankly, a little bit of the vicarious
enjoyment of participating in creating new ventures and taking the
risks that are associated.

Come 1986, that source of capital just about dried up because
these families may or may not have had good investment advisors,
but they all had good tax advisors, and the tax advisors quickly
pointed out to them that risk and illiquidity, along with a tax on
the winnings, just didn’t compute to being a sensible investment.

That also aﬂ':;cts the angel investors, people that make a little bit
of money. And in the Boston area they are called the breakfast
club, and these successful entrepreneurs get around in the morning
at breakfast and decide whether or not they are going to give a lit-
tle bit of money to somebody else to start a company. But they do
pay attention to the tax rates, and if the tax rates permit them to
ket}a(p a good hunk of their winnings they will take those kinds of
risks.

Chairman ARCHER. Thank you very much for that input. You are
real people out there realizing the decisions that people make in a
real world, and we are very grateful to have your input.

Mr. Collins will inquire.

Mr. CoLLINS. Thank you, Mr. Chairman.

Mr. Chairman, I like your example of the vacuum cleaner. Ms.
Gravelle, do you have a vacuum cleaner?

Ms. GRAVELLE. I sure do.

Mr. CoLLINS. What happens when you turn it on?

Ms. GRAVELLE. Hopefully, it sucks up the dirt from my rug.

Mr. CoLLINS. It also makes a loud noise. I despise the one that
my wife has. But that sucking is heard by a lot of people who own
assets that they would probably sell or would like to sell, but they
feel locked in because they hear that noise.

A couple of years ago I was in a small TV rental shop in Georgia.
The area was not much bigger than this area here—not this room.
When I walked in, the lady immediately, knowing who I am, spoke
to me about taxes. She said, you know, I have a small piece of
property at the edge of town that I could have sold three times, but
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I won’t sell it because I don’t want to turn over so much of my gain
on it to the government. That was that sucking sound that she
could hear.

How long have you been with Congressional Research?

Ms. GRAVELLE. Twenty-five years,

Mr. CoLLINS. What did you do prior to that?

Ms. GRAVELLE. That is my only job except for going to Treasury
and teaching and other things.

Mr. CoLLINS. That was pretty evident by your comments.

Mr. Brody, you mentioned the alternative minimum tax. I would
like you to go a little deeper with that because the alternative min-
imum tax is a thorn in my side, too.

Mr. BropY. There are two potential issues as it relates to the
capital gains rate that might ultimately deliver it and the stimula-
tive impact it would have on venture capital.

At one time, when we had an exclusion against capital gains, the
exclusion was a preference item for alternative minimum tax,
which basically meant you got the exclusion from your capital gain
which reducedy the amount of capital gain you had. But then you
took that exclusion you got and you put it back into your tax return
and paid taxes on tﬁ’at as well.

Effectively, when you were done you did not achieve the capital
gains rate that was originally advertised. And if you had a full ex-
clusion, which is a full preference—AMT is 28 percent and capital
gains rates are 28 percent today at the top bracket—you basically
made zero change in reduction.

From the point of view of a venture capital firm, our business is
very expense-intensive. We have 110 employees in our firm, over
half of whom are professionals. We invest in 10 new companies a
ﬁear and spend a great deal of time working with those companies,

elping them achieve their objectives. Those expenses are not de-
ductible if you are in the AMT. And the result 1s the expenses we
incur to create the capital gains——just as a manufacturer creates
expenses to incur revenue—are not deductible.

So if there is an advertised capital gains rate, if we look at what
our capital gains is net of the cost to generate those gains, depend-
ing on what our expense level is to the level of capital gains in a
given year, we can end up with an effective tax rate on capital
gains that can be even more than the 39.9 percent that we have
1n current law.

So that if the objective of the committee and the intent of reduc-
tion of capital gains is to stimulate venture capital, as Jim Morgan
said, our industry has treaded water since 1987. The amount of
new capital coming into our industry has been stagnant. During
that same period the mutual fund industry has multiplied four
times.

If you want to stimulate venture capital, if you want to create
more venture capital firms that can be receptacles for all forms of
capital, tax exempt and otherwise, the signal that ought to be given
to the industry is that whatever capital gains rate comes out of this
committee as advertised and is ultimately approved is the rate
that, in fact, we pay when we are done filing our taxes.

Mr. CoLLINS. Thank you. I would like to see a repeal of alter-
native minimum tax altogether.
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Chairman ARCHER. Gentlemen—and lady, I forgot to ask each of
you what your preferred holding period would be agsuming you are
not going to have different hol%jng periods with different rates. I
don’t want to get into that issue. If we have one holding period
should that holding period be 1 year, 2 years, 3 years, 4 years or
5 years?

Mr. MoORGAN. I understand you want a number, but it is a politi-
cal judgment. The ideal would be that as we take our companies
from illiquid, long-term investments, which is what a venture cap-
ital investment is, we are migrating them into the public markets
where there is liquidity and where a holding period would interfere
with the smooth functioning of that market. But that is the pro-
gression of our train, if you will.

So the deal would be that at each step along that train there
would be the most efficient capital market and that would imply
no holding period for the purpose of calculating capital gains treat-
ment.

In the absence of anything else I guess 1 year is probably as good
as any.

Mr. BRODY. I agree.

There was a comment made by a witness that one of the dis-
advantages of our system is pressure on public companies for quar-
terly earnings per share performance. I think it impacts their abil-
ity to make%ong-term7 Jjudgments. I think if you had a holding pe-
riod of 1 year you would discourage people who are trading and
churning in stocks and encouraging people to at least take a longer
term view in the companies they invest in, and that would have a
salutary impact.

Chairman ARCHER. So you think the 1 year that is in our pro-
posal is the best holding period?

Mr. Broby. I think it would be sufficient.

Mr. PIEDRA. One year, Mr. Chairman. From the employee side,
these stock options that emploi:ees hold in the companies are usu-
ally over 4 or 5 years, so they have been working hard for that pe-
riod of time and the shorter t{e holding period the better.

Mr. CHAPOTON. I agree. I think 1 year. It was 6 months for man
years. There has been talk about a longer holding period. I thin
with the latter you get closer to what we refer to as targeting, and
I think you ought to stay away from that.

Ms. GRAVELLE. I can’t recommend a particular year. If you have
a holding period that is too long and you have a differential, you
create sort of a mini-lock-in problem that you need to think about.
I don’t have any specific

Chairman ARCHER. One year you think is adequate to take care
of the trading in derivatives and a lot of churning-type activities
which many people say don’t really increase capital investment?

Mr. Brobpy. I think there is a tradeoff. One year will have a sig-
nificant impact. Obviously, 5 will have a greater impact. But there
are disadvantages if you go out further than 1 year in terms of in-
vestment behavior.

Chairman ARCHER. Thank you.

Mr. English will inquire.

Mr. ENGLISH. Dr. Gravelle, welcome. I note in your testimony
that you indicate that the evidence is ambiguous on the dynamic
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effects of capital gains tax. And perhaps that is because the meth-
odologies would have difficulty dealing with many of the other fac-
tors that might be in place. Is that fair to say?

Ms. GRAVELLE. There are two kinds of effects. You are thinking
about the realizations response?

Mr. ENGLISH. Yes.

Ms. GRAVELLE. All studies done of the realizations response—
they had a lot of problems, and that is really—and they produced
very wide variations and estimates.

Mr. ENGLISH. So, really, the jury is not in on the dynamic effects
from the sta.nds)oint of academic research of a capital gains tax. Is
that fair to say?

Ms. GRAVELLE. 1 don’t think anybody could pinpoint the number.
The research that I did simply showed that you don’t have that
much room to expand realizations. You can never realize more than
you accrue. So if you look over history and you have already real-
ized a lot of what you accrue that only leaves so much room and
that room is not big enough to accommodate some of the invest-
ments already done.

And we are goinF to see this—if we estimate big capital gains re-
ductions, your realizations will be so large with some estimates it
would be implausible.

Mr. ENGLISH. But there are economists that would come at it
from a different angle and might suggest there would be more dy-
namic effects?

Ms. GRAVELLE. There is certainly room for disagreement, yes.

Mr. ENcGLIsH. I want to focus the balance of my questions on the
equity side.

First of all, is it not fair to say that, just from a factual stand-
point of tax returns claiming a capital gain, that nearly 50 percent
of those returns are filed by taxpayers with less than $40,000 of
adjusted gross income?

fVIs. GRAVELLE. I don’t know those numbers, but I wouldn’t find
that surprising.

Mr. ENGLISH. Of tax returns claiming a capital gain, nearly 60

ercent of those returns are filed by taxpayers with less than
¥50,000 of adjusted gross income. My source on that is the Statis-
tics of Income bulletin, fall of 1994. It is a good source.

So I would take from that that just from a pure equity stand-
point the beneficiaries of capital gains are certainly not confined to
the upper-income bracket?

Ms. GRAVELLE. It depends if you want to look at the number of
beneficiaries or how many dollars they get.

Mr. ENGLISH. Frankly, I think probably the distribution of bene-
fits is a more useful approach. Many of the so-called rich who
would benefit from a capital gains cut are in a king-for-a-day cat-
egory. In other words, thely; have liquidated assets in a particular
year so they show up on the tables as bein% an upper-income tax-
payer for 1 year; but as a practical matter, looking at their history
of i;lcome, tiey are not rich. They are middle class. Is that fair to
say?

{'Is. GRAVELLE. Most of the data that I cited used a 5-year aver-
age to try to deal with that problem. Those studies found that, in
most cases, the people realizing gains and in those high-income cat-
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egories were there most of the time. That is a phenomenon, but it
is not a dominant one.

Mr. ENGLISH. You don't think that makes up a large portion of
the capital gains?

Ms. GRAVELLE. No.

Mr. ENGLIsH. That is interesting.

I have no further questions. Thank you, Mr. Chairman.

Mr. ZIMMER [presiding]. Mr. Christensen.

Mr. CHRISTENSEN. I just have a brief question.

For 2% weeks now we have heard testimony from everybody
from academia to bureaucrats to real, live people that are out there
in the world fighting with the government each day. Why is it that
lifetime government employees and lifetime professors, who have
never ever been out in the real world, almost unanimously oppose
a capital gains tax reduction.

Dr. Gravelle, please explain to me what it is that we are missing.

Ms. GRAVELLE. First, I would like to make my position straight.
I am not here to say I oppose the capital gains tax cut, but I am
here to say that it is going to cost a lot of money I think to make
these tax changes. And if you are concerned about savings and in-
vestment you are going to have to be concerned about that revenue.

I think the efficiency issues for capital gains tax cuts are mixed.
Some kinds might be better than others. A lot of this capital gains
cut will go to real estate. Maybe the ones that go to corporate stock
would be more efficient.

I have written a lot about this that I couldn’t put in my testi-
mony.

Mr. CHRISTENSEN. I appreciate that. If you weren’t working for
the taxpayers at the Congressional Research Service and say you
were on t?},xe other side of the fence in the private sector, do you
think you might have a different opinion?

Ms. GRAVELLE. I can only tell you as an economist, and I think
my opinion as an economist is, hopefully, totally unaffected by my
personal situation and would be then, hopefully, too.

Mr. ENGLISH. Let me comment that I am a lifetime policy analyst
and government employee that supports cutting the capital gains
tax. Thank you.

Mr. CHRISTENSEN. That is refreshing.

Mr. ZIMMER. Thank you very much, members of the panel. We
appreciate your joining us.

Will panel number three please come forward?

I thank our third panel for joining us.

We will first hear from Robert DeHaven, who is the president
and chief executive officer of Quality Systems, Inc., on behalf of the
American Electronics Association.

STATEMENT OF ROBERT C. DEHAVEN, FOUNDER AND CHIEF
EXECUTIVE OFFICER, QUALITY SYSTEMS INC., FAIRFAX, VA,
ON BEHALF OF THE AMERICAN ELECTRONICS ASSOCIATION

Mr. DEHAVEN. Thank you, Mr. Chairman. You have my testi-
mony.

I irew up on a farm in Pennsylvania, and I am sorry that Mr.
Stark isn't here. I wanted to point out that I first became an entre-
preneur at the age of 9. I received 5 cents for each cow that I
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milked. And I was fortunate enough. I went to college on an ath-
letic scholarship and at 35 mortgaged everything that I had to
start a company.

I am founder and CEO of Quality Systems Inc. We employ 400
scientists and engineers in Northern Virginia. Today, we are a sub-
sidiary of Tracor, a good Texas company. I have firsthand experi-
ence with the impact of capital gains tax on small private
businessowners. .

I am also chairman of the board of the American Electronics As-
sociation, the largest high-tech trade association in the world. We
represent over 2.3 million workers, and we have 300 corporate
members ranging from Microsoft, Intel, to AT&T, to small, rapidly
growing firms. geventy percent of our companies employ fewer
than 200 people.

I believe we have empirical evidence that suggests that reducing
the capital gains tax creates jobs, promotes high risk, high return
investment, increases competitiveness; and it is fair. I would like
to touch on each briefly.

Creates jobs. Starting a new company, cash is king. The cost of
capital is the most important cost. New ventures not pursued are
generally abandoned because of cost of capital. Successtul new ven-
tures create jobs. How many will H.R. 9 create? I don’t know.

After 1978 and 1981 cuts, we enjoyed 1 million new U.S. elec-
tronics jobs between 1978 and 1984. We witnessed numerous suc-
cessful startups. In fact, 15 years ago 65 percent of our 3,000 mem-
bers did not even exist. Now we have Sun, Microsoft and Compagq.
A direct result of a reduction in the capital gains tax? No, but it
was helpful. A reduction in the capital gains rate helps create high-
tech, high-paying jobs.

Competitiveness. It is a global economy. Even the smallest U.S.
companies compete with Japanese and European firms. Cost of
capital is the most important cost of doing business in a growing
firm. If that cost is significantly higher than in the United States,
our companies are at a disadvantage.

Our competitors understand this, That is why in Japan the rate
is 20 percent, France 16 percent, Germany zero, Austria zero, Hong
Kong zero, Singapore zero and in Belgium zero. A reduction in the
capital gains tax rate increases the competitiveness of U.S. techno-
logical and financial firms in the global market.

Three, a reduction in capital gains promotes high risk, high re-
turn investment. As you all know, high technology products im-
prove the quality of life for American citizens. It also saves Amer-
ican lives. Developing these technologies is expensive, and it is
risky. Taxes, including capital gains taxes, are simply a cost of
doing business. If the tax rate goes down the cost of investing in
new technology goes down; and, therefore, more money becomes
available for projects.

I hope this doesn’t make me one of those terrible trickle-down
terrorists that I have been reading about, but it is John Maynard
Keyfpes who said the engine who drives enterprise is not thrift but
profit.

This thought brings me to my final point: Capital gains is fair.
The responsible literature suggests that H.R. 9 will have a minor
impact on the Treasury. Some say, as we heard this morning, it
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will be negative. Some say it will be positive. It depends upon how
you ask the question and what answer you want.

H.R. 9 has been attacked as unfair because most investment cap-
ital comes from so-called wealthy taxpayers and that they will ben-
efit. Some feel this is inherently bad.

I know the 70 percent of A}{A’s members who are building pri-
vate companies that employ fewer than 200 people—I was one—
they are not wealthy, but they will benefit. I know the employees
of the 84 percent of our high-tech growth companies who own stock
or have stock options—I was one—they are not wealthy, but they
will benefit. And I know the many small investors that have their
money broadly invested in funds for their retirement—I was one—
they are not wealthy, but they will benefit.

Mr. Chairman, when I consider the benefit to these people, the
jobs H.R. 9 will create, the technologies it will help develop and

ow it will make U.S. companies more competitive, I think it is
fair. On the other hand, is it fair to tax these businessowners,
these employees and these investors on the inflated values of their
holdings? I don’t think so.

If you invested $10,000 in 1973 at a rate of 7.4 percent for 20
years it becomes worth $42,000. That is a $32,000 capital gain. At
28 percent, you would owe a tax bill of $9,000. But if you adjust
that $32,000 for inflation over that time it is worth $9,500. After
you pay your tax bill you are left with $500 on your 20-year invest-
ment. That is not fair. How can a middle-class worker retire on
that kind of return?

Furthermore, is it fair to tax the shareholder of a business twice?
For every $100 a business makes, it pays $35 in income tax. The
remaining $35 is put back into the company. It increases the value
of the stock of the company and, therefore, is considered a capital
gain and is taxed at 28 percent, for a total tax rate of 53.2 percent.
Is that fair? I don’t think so.

It seems to me that rather than agonizing over how to redistrib-
ute the wealth pie among Americans we should seize the oppor-
tunity to make it bigger. H.R. 9 is such an opportunity. It creates
jobs; it increases investment; it increases competitiveness; and, Mr.
Chairman, it is fair.

Mr. Chairman, AEA endorses the capital gains provisions of the
Job Creation and Wage Enhancement Act. Thank you.

[The prepared statement follows:]
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Statement of
Robert C. DeHaven

Chief Executive Officer, Quality Systems Inc.
Chairman, American Electronics Association

Good aftemoon, Mr. Chairman, and members of the Committee. My
name is Robert C. DeHaven and | am the founder and Chief Executive Officer
of Quality Systems Incorporated - a company based in Fairfax, Virginia —
employing over 400 scientists and engineers. | am also Chairman of the Board
of the American Electronics Association (AEA) -- an organization that
represents some 3,000 U.S. technology companies based in 44 states. These
companies, which range from small stari-ups to the Fortune 500, span the
breadth of the electronics industry, from silicon to software, to all levels of
computers, communications networks, and systems integration. More than 70

percent of AEA members employ less than 200 people.

| am pleased to be here this morning to present AEA’s views on H.R. 9,
The Job Creation and Wage Enhancement Act, with specific reference to the
provisions relating to capital gains. Mr. Chairman, the AEA first testified before
this committee on capital gains in 1978. As you may recall, those hearings led
to the enactment of the Steiger Capital Gains Amendment and, in our
opinion, set the stage for the explosion of the electronics and computer

industry during the 1980's.

The U.S. economy is growing — not by leaps and bounds -- but
nonetheless growing. Long-term interest rates are still — historically speaking -

comparatively low and inflation appears fo be under control. Worker
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productivity has steadily increased and corporate Ametica has become less
bloated, more competitive. These are the building blocks for enhanced
competitiveness and economic growth, yet millions of Americans still feel
insecure about their economic future. Many of the high wage, high skill jobs

that were eliminated during the 1991 recession are simply not coming back.

So what should we do to get these Americans back to work? What
should we do to increase global competitiveness? AEA believes one
important step is to work towards a ‘growth friendly* and ‘investment friendily*
tax code. And that is why we enthusiastically support the capital gains

provisions contained in H.R. 9.

As this Committee moves forward with these hearings and as H.R. 9
moves through the Congress, | want 1o stress that unlike most other legislative
proposals, there is solid empirical evidence to support our conclusions
regarding capital gains. Simply stated, a capital gains tax reduction will 1)
create jobs; 2) promote high risk, high retum investment; and 3) increase
competitiveness. In addition, and perhaps most important, the evidence

confims that a capital gains tax cut is fair.
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1) CAPITAL GAINS CREATES JOBS

Mr. Chairman, economists generally agree that the tremendous
entrepreneurial growth of the electronics industry during the 1980°s was due, at
least in part, fo the 1978 and 1981 cuts in the capital gains tax rate. This boom
of investment produced such start-ups, turne:d giants, as Sun Microsystems,
Microsoft, Compaqg Computer, and Conner Peripherals. These four companies
have produced billions of dollars in exports and created thousand and
thousands of new jobs. The explosive growth of new investments helped fuel
the creation of over one million new jobs in electronics between 1978 and
1984'. Another indication of the electronics industry’s growth is reflected in the
fact that 15 years ago 65 percent of AEA’s 3,000 member companies did not

exist.

While the circumstances of each company's formation were and are
different, those of us who have "been there' and “are there" starting and
running companies know that many firms might not exist today had
Congressman Steiger and others not acted in 1978. Likewise, we know that
the 1986 Tax Reform Act, which increased the tax rate on capital gains income

from 20 percent to 28 percent — a 40 percent tax hike -- has discouraged

- Source: American Electronics Association
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entrepreneurship and caused many investors to hold on to assets they would

otherwise prefer to sell.

Once again, the U.S. needs to provide incentives to encourage low-cost
capital and seed capital held over the long term. As you know, Mr. Chairman,
capital gains is in some ways a voluntary tax. Like it or not, annual income
taxes are due every April 15th. Capital gains taxes are due only when an
individual decides to sell an asset. And since seliing is taxed and possessing is
not (the tax is deferred), high rates tend to limit the availability of investment
dollars and low rates tend to move investment dollars into the most productive
parts of the economy. It is not possible to create the kind of investment
necessary to create jobs without allowing the free flow of investment capital.

A reduction in the capital gains tax rate helps create high technology, high

paying jobs.

2) CAPITAL GAINS WILL INCREASE COMPETITIVENESS

We must also understand — as do our major frading partners -- that lower
capital gains taxes lead to increased competitiveness. For mid-sized and
larger companies, we compete in a truly global financial marketplace where
investment dollars are no longer constrained by national borders. For smaller

companies and start-ups, that do not yet have the access to the intemational
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marketplace, those companies are constrained by the high cost of domestic
equity capital. In either case, because the capital gains tax is an important
component of the cost of capital, the rate at which countries tax capital can
be an important competitive advantage. Certainly international investment
decisions are driven by more than relative tax burdens, but global investment
doliars will flow to countries where the aggregate return on investment is

greatest.

Virtually all of our major trading partners understand this concept and
most of our competitors provide much lower tax rates on capital gains or do
not tax capital gains at all. We saw this disadvantage first hand during the
1980°s when the cost of capital was at least twice as high in the U.S. as it was
in Japan. As a result, many U.S. technology companies obtained investment
capital in Japan and, in return, fraded critical technology. Currently, the long
term capital gains tax rates in Japan and France are 20 percent and 16
percent, respectively. Countries like the Netherlands, Germany, Argentina,
Austria, Egypt, and Singapore don't tax long term capital gains at all. A
reduction in the capital gains tax rate increases the competitiveness of U.S.

technological and financial firms in the global marketplace.
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3) CAPITAL GAINS PROMOTES HIGH-RISK / HIGH-RETURN INVESTMENT

The third point | want to make is that there is a high payoff to society,
and a clear improvement in the quality of life, from investment in high risk
products. Examples might include the development of capital intensive
medical devices, which clearly provide significant, long-term retumns to society.
Or high-speed computing, which helps to give the U.S. the edge in global
information markets. Or software development, which has education benefit

far in excess of any initial tax expenditure.

While some people may believe that it is inherently wrong for certain
individuals to make more money, this country was based on the premise that
the return on an investment should be commensurate with the risk. It was
Keynes who said “the engine which drives enterprise is not thrift, but profit.*
And, if we truly want to “push the envelope® on high-isk investments, we must
understand that the large majority of high-risk investments have value only

because of the prospects of producing future income.

If successful, these investments — a new computer chip or bio-tech drug
-- will pay huge dividends throughout the economy, save lives, increase our
quality of life, and -- yes — will provide a reward to the investors who placed

their capital at risk. We will see more jobs, greater productivity, and a broader
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tax base. But if unsuccessful the risk takers will get nothing, and run the risk of
losing everything. If we want to move money into high-risk investments, we
must understand that the risk / reward ratio operates on the margins - the
lower we can push the cost of capital. and the higher we can get the
potential rate of return, the better we will do in promoting high-risk, high return
investments. A reduction in the capital gains tax rate encourages investors to

support risk, high retumn investments.

4) CAPITAL GAINS IS FAIR

Mr. Chairman, finally | want to emphasize that a capital gains tax cut is
fair. As the issue of a capital gains tax cut is debated, few people will
chaillenge the fact that the capital gains tax reductions of 1978 and 1981
‘worked' to create new jobs and new companies. Rather, opponents will
focus on the peripheral issue of fairness and will argue that the rich will receive
a windfall. These same people feel that increasing the financial retums to the
wedlthy is inherently bad. Presumably they believe that the benefits to the rich
will come at the expense of the poor. But the point of reducing the capital
gains rate is to invest in our country’s long-term economic health for all

Americans.
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The fact is that the benefits realized as a result of lower capital gains
taxes will be reinvested in the American Economy, not in the pocketbooks of
the rich. When we reduce the capital gains tax rate we are providing the
investment capital necessary for a long-term economic expansion. We are
providing jobs for all Americans. We are creating technologies which provide
secondary and tertiary societal benefits, far in excess of the cost of a tax

deduction. And, we are laying the foundation for the industries of tomorrow.

| would also add that from the perspective of the high technology
community, a capital gains tax cut is a middle class tax cut. That is because
of the broad based use of employee stock options. Fifty four percent of high
growth companies offer stock options — a piece of America’s future -- to every
single employee. And the practice is even more widespread among smaller
high-growth companies. A recent survey of our members showed that eighty-
four percent of companies with fewer than one hundred employees offered
stock options to every single employee. This is equity we are talking about.
Equity for hundreds of thousands of middle class, mid-level employees. Equity
which some day will be recognized as capital gains. For these employees. a

capitaf gains tax cut is a middle class tax cut.



CONCLUSION

Mr. Chairman, do we want a tax system that imposes high rates on
capital gains, significantly reducing the attractiveness of high-risk / high retumn
investments, and resulting in fewer new jobs, fewer new technologies, and
fewer new innovations? Or do we want a tax system with low capital gains
rates that encourages investment in emerging high technology and other high-
risk ventures that offer great societal and economic retums? From the
pergpecfive of high technology companies the choice is clear. Low capitol
gains taxes encourage risk and capital formation. High capital gains taxes
discourage risk and capital foomation. {t's that simple. Capital formation
equals high paying jobs. In order to increase the standard of living for all
Americans we should focus on how to make the pie bigger rather than

agonizing over how to redistribute the size of the pie we have today.

So. as we go forward with this debate | want to stress that capital gains
is about jobs; capital gains increases high-risk investment; capital gains
increases competitiveness; and, perhaps most important, capital gains is fair.
AEA enthusiastically endorses the capital gains provisions of the Job Creation

and Wage Enhancement Act.

| would be pleased to respond to your questions.
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Mr. ZIMMER. Thank you.

I would like to remind the witnesses that when the red light goes
on your time is up.

Our next witness is David Lietzke, vice president, human re-
sources, Bay Networks Inc., on behalf of the Coalition for American
Equity Expansion.

STATEMENT OF DAVID LIETZKE, VICE PRESIDENT, HUMAN
RESOURCES, BAY NETWORKS INC., SANTA CLARA, CALIF., ON
BEHALF OF THE COALITION FOR AMERICAN EQUITY
EXPANSION

Mr. LIETZKE. Mr. Chairman and members of the committee, I am
David Lietzke, vice president of human resources for Bay Networks
in Santa Clara, Calif.

Bay Networks is a new company reflecting the merger of
Synoptics Communications and We]{ﬂeet Communications. Our
combined company employs over 3,000 employees and generates
over $1 billion in revenue. We design and manufacture computer
networking equipment.

Like most fast-growing technology companies, Bay Networks has
to compete aggressively %or the most talented and productive people
at all levels. Therefore, we offer our employees an opportunity to
share in the company’s success. At present, over 90 percent of our
employees receive stock options; and 74 percent of them opt to pur-
chase stock through our employee stock purchase plan.

I appear before you on behalf of the Coalition for American Eq-
uity Expansion. CAEE is a group of growth-oriented companies and
professional organizations dedicates.r to the promotion of equity
compensation in the American economy. CAEE was a leader in the
recent battle to prevent the Financial Accounting Standards Board
from destroying broad-based employee equity plans.

Mr. Chairman, I am not here to talk about the impact a capital
gains tax might have on my compan{s tax returns. I am here be-
cause of the terrific benefit a capital gains tax cut would give to
my employees.

I want to say that the old charge that a capital gains tax cut
helps only the wealthy is simply wrong. The capital gains provi-
sions of H.R. 9 will give a significant tax cut to many millions of
middle-income American households. I will give you two reasons
w}}g' this is so.

irst, H.R. 9 offers a capital gains tax break for every taxpayer
at every income level. It is a much more fair and much more popu-
list approach than current law, which limits capital gains benefits
to people in the top two tax brackets.

The second reason this bill is a significant tax cut for middle-
income Americans is that there are a lot more people in the 15 and
28 percent tax bracket who have equity investments than we ever
realized. I am talking about the millions of employees who invest
regularly through employee stock purchase plans and broad-based
employee stock option plans. These plans are very different from
ESOP, employee stock ownership plans. In the plans I refer to, em-
ployees purchase stock with their own aftertax money; and, unlike
ESOPs, they are able to hold and vote their own stock.
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Both stock options and stock purchase plans are widely used in
growth-oriented companies like Bay Networks. However, the par-
ticipation rate in these plans is hard to quantify, and yet a tremen-
dous number of people are involved.

In his landmark study of employee ownership called “The New
Owners,” Rutgers professor Joseph Blasi says, “The seemingly
quiet purchase of stock in a variety of non-ESOP defined contribu-
tion and defined benefit plans constitute almost half the employee
ownership in public corporations.”

Today CAEE is releasing a new study that begins to document
for the first time how many employees are eligible to participate
in companywide stock options ang stock purchase plans. At our re-
quest, Executive Compensation Reports of Fairfax Station, Va,, re-
viewed the proxy statements of more than 1,000 of the Nation’s
largest firms. They identified 80 firms that go out of their way to
volunteer the fact that every employee in the company is eligible
to participate in their stock option plan. These companies employ
over 2.5 million people.

Additionally, another 230 firms offer section 423 employee stock
purchase plans to all of their employees. So these 310 companies
alone employ over 7 million people. Tze great majority of these peo-
ple are the very middle-income taxpayers that H.R. 9 would help.

And this is just the tip of the iceberg. For every one of these
major companies there are many smaller firms that offer stock op-
tions or stock purchase plans to all or nearly all of their work force.
So we think it is fair to conclude that a Eolitically significant popu-
lation of middle-income people already have a major stake in this
tax cut.

In fairness, I should say these numbers are far from exact, but
it is also fair to say that I can’t imagine a more effective way to
expand the percentage of participation for middle-income people
than to enact the capital gains incentive of H.R. 9.

Can 1 cite you evidence that employees really care about these
plans? Yes, I can. Let me remind you that it was these little-
noticed stock options and stock purchase plans that led to the re-
cent conflict with the Financial Accounting Standards Board. Never
before has FASB had to retreat from a proposal after issuing an
exposure draft.

I would like to conclude by saying that cutting the capital gains
tax will enhance the return on investments of many millions of
middle-income American households. We thank you for proposing
H.R. 9, and we urge you to pass it as quickly as possible.

[The prepared statement and attachment follow:]
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Statement of David Lietzke
Vice President, Human Resources
Bay Networks Inc., Santa Clara, California
on Behalf of
The Coalition for American Equity Expansion

Before
The House Ways and Means Committee
January 25, 1995

Mr. Chairman, and members of this distinguished Committee. I am David
Lietzke, Vice President, Human Resources for Bay Networks Inc.

About Bay Networks

Bay Networks {s a new company reflecting the merger of Synoptics
Communications of Santa Clara CA and Wellfleet Communications of Billerica
MA, outside Boston. Our combined revenues exceed $1 billion. We employ
about 3,000 people. Bay Networks designs, manufactures and sells
computer networking equipment. Our equipment is a basic building block
of the emerging information superhighway.

Like many other fast-growing technology companies, Bay Networks
competes aggressively for the most talented and productive people at all
levels in our organization. A key to our ability to attract and retain all of our
employees is the opportunities we offer them to share in the growth of the
company through our company-wide stock option plan and our employee
stock purchase plan. At present 97% of our employees receive stock
options and 74% have opted to purchase Bay Networks stock through our
employee stock purchase plan.

About CAEE

I'm appearing before you today on behalf The Coalition for American Equity
Expansion. CAEE is a group of growth-oriented companies and professional
organizations dedicated to the promotion of equity compensation in the
American economy. CAEE was a leader in the recent successful battle to
prevent the Financial Accounting Standards Board from wounding America's
best-managed companies by making their company-wide employee equity
compensation plans prohibitively expensive.

SUMMARY OF TESTIMONY

Mr. Chairman, I'm not here to talk about what a capital gains tax cut would
do for my company's tax return. I'm here because of the terrific benefit such
a cut will provide to my company's employees and the employees of
thousands of other firms with broad-based employee equity plans like ours.

The old charge that a capital gains tax cut just helps the wealthy is simply
wrong. Your capital gains proposal would provide a significant tax cut for
many millions of middle income American households. I'll offer two
arguments to support that statement.

First, unlike the capital gains provision in current law, H.R.9 specifically
extends a significant capital gains differential to middle income taxpayers in
the 15 and 28 percent tax brackets. That's the right thing to do. This vital
investment incentive shouldn't be restricted to people with the highest
incomes as it is today.

Second. there are a lot more people in the 15 and 28 percent tax brackets
with equity investments in plans sensitive to a capital gains cut than most of
us realize. In the last 20 years there has been a huge increase in employees
owning stock in their own companies through company-wide stock
purchase plans and broad-based stock option plans. These non-ESOP
employee owmership plans are widespread and growing, but they're hard to
quantify. Their aggregate impact has escaped most of us because these plans
don't have to be registered in any one place and because they don't generate
? tax expenditure that forces them to be quantified and reexamined every
ew years.
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“The seemingly ‘quiet’ purchase of stock in a variety of non-ESOP defined
contribution and defined benefit plans constitute almost half the employee
ownership in public corporations.”

Joseph Blasi., The New Owners: The Mass Emergence of Employee Ownership
in Public Companies, HarperCollins, NY, 1991, pg. 28

Today we are presenting a new study that begins to document how many
more people are benefiting from stock options and stock purchase plans
than is commonly recognized. A review of the proxy filings of 1,013 of the
nation's largest firms reveals that nearly a third of these companies (310)
already offer company-wide stock options or employee stock purchase plans
to their employees. (Some companies offer both.) When we added up the
numbers we were amazed to discover that these 310 companies alone
employ over seven million people! See Appendix 1 & 2.

And we can show that this is just the tip of the iceberg. For every one of
these glant companies with employee equity plans there are many smaller
firms that offer stock options to all or nearly all of their workforce. And
every Sec. 423 stock purchase plan is required by statute to be open to all
employees after two years service. A series of industry surveys has
documented this trend. Therefore, we think it's fair to conclude that a
politically significant population of middle income people already have a
major stake in this tax cut.

Cutting the tax on capital gains will increase the return tens of millions of
middle income households recetve from their equity investments. It will
make employee equity programs much more valuable to both employees and
companies. That will dramatically accelerate the spread of these programs
and Increase the income security of millions of additional families.

DISCUSSION AND DOCUMENTATION

I. The Populist Capital Gains Provisions of LR § Are More Equitable Than
Current Law

Capital Gains Under the 1993 Tax Act

The Clinton Administration’'s Omnibus Budget Reconciliation Act of 1993
raised the top marginal tax rate from 31 percent to 39.6 percent, while
keeping the top rate for long term capital gains at 28 percent. This had the
beneficial effect of restoring a meaningful broad-based capital gains
differential that encourages long term equity investment.

But the only people who have derived any benefit from this new differential
are the tiny fraction of Americans with income that puts them into the tax
brackets above 28 percent. To be helped by the 1993 provision, married
taxpayers filing jointly, must have taxable income higher than $91,850—after
all their deductions and exemptions. Single taxpayers must have a taxable
income above $55.100 to benefit. As the supporters of the 1993 bill like to
point out, its provisions only affected two percent of America's households.
That approach provides no relief for the vast majority of Americans with
:\xxltual funds, employee stock purchase plans, stock options or homes to

Under the 1993 tax act, taxpayers in the 15 and 28 percent tax brackets
who sell assets they've held for several years are forced to pay tax on
artificial gains caused by inflation. And they're taxed at their full ordinary
income rates, while those in the top brackets enjoy a substantial break.
Investment income eamed over several years is taxed as if it had been
eamed in a single year, which can unfairly push taxpayers into higher tax
brackets.
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Capital Gains Under HR.9 .

By contrast, H.R.9 offers a capital gains tax break for taxpayers at every
mcome level. The bill would allow all taxpayers to exclude fifty percent of
their gain on long term assets and pay tax on the remainder at their
ordinary income rates. Taxpayers in the 15 percent bracket would pay an
effective tax rate of 7.5 percent, those in the 28 percent bracket would pay
14 percent. and those in the 39.6 percent bracket would pay 19.8 percent
on their capital gains.

The capital gains provision of H.R. 9 would build the U.S economy by
encouraging the vast majority to Americans to make long term equity
investments and prevent their gains from being destroyed by inflation. It
offers a much more equitable approach than current law which reserves
these vital incentives for those at the top.

I1. Millions ofMiddle Income American Households Already Have a Stake in
a Capital Gains Tax Cut Because of Company-Wide Stock Options and
Stock Purchase Plans

What are Employee Stock Purchase Plans?

These statutory plans (IRC Sec. 423) allow employees to purchase their
company's stock at up to a 15% discount, generally through payroll
withholding. In an approved plan, after a holding perlod, taxes on the
discount and any gain in the underlying stock are deferred until sale of the
stock. At sale, the original purchase discount is taxed at ordinary inco.me
rates and any gain on the stock receives capital gains treatment. By law
every employee with more than two years service must be allowed to
participate equally in these plans. For example, at Bay Networks, we have a
ceiling of $10,800 per year for employee stock purchases through our plan.
Employees at all levels have the same cefling.

What are Employee Stock Option Plans?

Employee stock options are rights granted to employees to purchase stock
in their company for a specified time (no more than ten years) at a specific
price (usually the fair market price of the stock at the time the option is
granted.) Both stock option and employee stock purchase plans require
shareholder approval.

Both these plans differ from ESOPs in that the employees purchase their
own stock with after tax money. They hold and vote their own stock. They
may sell it anytime or hold it. In the absence of a capital gains differential
most employees today sell immediately when they purchase their stock.
H.R. 9 would provide a strong tax incentive to encourage more employees to
hold onto more of their stock after exercise to earn a better return.

Employee Equity Plang are Vitally Important to America's Growth Companies

Both stock options and stock purchase plans are widely used in growth-
oriented companies. Stock options allow young, cash-strapped firms to start
up and compete against more established companies for scarce technical
talent. They help create new jobs by stretching scarce venture capital.
Stock purchase plans allow employees to share in the growth of their
company on a discounted, tax deferred basis. Equity ownership aligns the
interest of employees with shareholders and creates an entrepreneurial
climate that enhances competitiveness. This is employee empowerment

through ownership. Employees in these firms aren't just a factor of
production called “labor,” they're stakeholders.

Company-wide stock options and stock purchase plans are the greatest
mechanism for sharing wealth since the family farm. Their emergence Is a
uniquely American development. None of our foreign competitors have yet
learned how to generate the kind of company-wide employee commitment
and creativity that these plans generate. As Senator Lieberman satd during
the recent FASB debate, “Employee equity is America's edge in global
competition. It's our secret weapon.”
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FASB Can Vouch For The Intense Commitment of Both Employees and
Companies to These Plans

If some of these arguments sound familiar, it's because you heard a lot of
them recently during the battle over FASB's attempt to change the
accounting treatment of these very plans. In its twenty year history FASB
had never had to retreat from a proposal after issuing an exposure draft. But
when they threatened to extinguish these broad-based plans, they were
inundated and eventually overcome by the intensity of the opposition of
America's growth companies.

And what a boring topic to get excited about! Most people would rather
snort a skunk than have to get up to speed on an accoun issue—but not
this one. it's hard to imagine a rally in Silicon Valiey—the first ever, on any
topic—with over four thousand people from 130 companies turning out—
with a marching band—to protest an esoteric accounting change. But that's
what happened.

I want to emphasize that it was the threat to company-wide stock options
and stock purchase plans that generated this unprecedented war. No one
fought FASB over ESOPs. They weren't affected. No one fought FASB to save
their 401(k). They were barely affected. What was threatened was the
chance for rank-and-file employees to share an equity stake in their own
companies. It's this populist dimension and the widespread use of these
plans that made fixing the FASB problem a political priority in states like
California, Texas, New Jersey, Oregon and Washington.

While I'm here, I'd like to personally thank the members of this committee
who helped persuade FASB to withdraw its damaging proposal. We're
especially grateful to those who sponsored H.R. 2759, The Equity Expansion
Act: Mr, Payne, Mrs. Jobnson of Connecticut, Mr. Archer, Mr. Herger, Mr.
Johnson of Texas, Mr. McDermott, Mr. Thomas, and Mr. Zimmer. Your work
on that issue has made it possible for millions of American families to
continue to benefit from broad-based employee equity plans that would have
disappeared under FASB's proposal.

Nearly a Third of the Nation's Largest Firms Already Offer Stock Options or Stock
Purchase Plans to All Their Employees

Mr. Chairman, when we set out to try to make these non-ESOP employee
equity programs more visible to you, we had no idea what big numbers we'd
be uncovering. But the employment of these glant firms really adds up.

Fortunately, we learned that Executive Compensation Reports, of Fairfax
Station, Vi regularly reviews the proxy statements of more than a
thousand of the nation's largest firms taken from Fortune 500 Service and
Industrial lists, and the BusinessWeek Corporate Scoreboard 1,000, At
CAEE's request, ECR examined 1013 major firms, using its ECRInfo data
base. They identified 80 major firms that their entire workforce is
eligible to participate in their stock opﬁonm When we checked the
employment these companies report to Standard and Poor’s, we discovered
they employ over 2.5 miilion people! These firms are listed in Appendix 1.

ECR was also able to identify 230 that offer Section 423 employee stock
purchase plans to all of their employees. Even though a few of these
companies don't list their employees with Standard and Poor’s, the rest
employed over 4.5 million people in 1994. They are listed in Appendix 2.
That's a total of over 7 million people from just these 310 companies!

(We deleted companies that offer both company-wide stock options and
stock purchase plans from the purchase plan list and counted them only
once in the combined total.)

Over 7 Million Employees are Eligible to Benefit From the Capital Gains Cut
From These Large Companies Alone

Since both stock options and 423 plans share the same equity investment
characteristics, it's fair to say that over 7 million employees of these major
firms have a direct stake in the capital gains tax cut that 1s before you. In
almost all of these companies, the great preponderance of the employees
are in the middle income categories that H.R. 9 targets for relief.
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Mr. Chairman, | hope you and the other members of this Committee will
look at this list. You're likely to find constituent companies and other allies
of yours that grant stock options and option-like stock purchase plans to
their entire workforce. Please remember this list the next time someone
tries to tell you that stock options are just a rip-off for fat cats.

Many Smaller Firms Offer Broad-Based Employee Stock Plans

For every one of these glant firms that offer company-wide equity
compensation programs, there are many smaller companies doing the same
thing. They're just harder to quantify. A serles of industry surveys
consistently shows that smaller growth-oriented firms use broad-based
employee equity programs extensively.

As part of the effort to persuade FASB to drop its proposal, in November
1993, the NASDAQ Stock Market surveyed the companies it lists and
received a large response (2185, almost 53% of their listed companies).
Significantly, a full 30 percent of these companies reported that if FASB
dropped its proposal.s they planned to broaden the scope of their stock
option plans to include lower levels of employees. And this was before a
capital gains tax cut, which should accelerate that trend even more.

More recently an electronics industry survey by the American Electronics
Assoclation and ShareData in September 1994 received 600 respondents.
Over 300 of those companies grant stock options to all their employees.
83.3% of the companies with fewer than 100 employees grant options to
every employee. Employees below the senior management level received
65% of all the stock that was granted by all the companies. A 1990 survey
by the Biotechnology Industry Organization found that 75% of its companies
used stock options and 60% granted them to their entire work force.

It's also important to notice that professional venture capital firms are
strong advocates of broad-based employee equity plans. American venture
capitalists are among the most sophisticated corporate investors, directors
and sharecholders in the world. They consistently insist that their portfolio
companies establish and maintain extensive employee stock compensation
plans that cover all or nearly all of their work force. And they're not hesitant
to say why. The professional venture capital industry has learned over the
years that broad-based employee stock ownership is essential to achieving
the dramatic returns that professional venture capital investors seek.

H.R. 9 Will Increase Participation in Existing Plans

Mr. Chairman, I want to emphasize that we're not able to give you precise
numbers here. We're just trying to help you see an important movement in
the economy that has been under reported in the past. We recognize that
these employment numbers overstate the population that actually benefits
from these programs today. First, these are world-wide employment figures.
Some of the people included live in other countries and may or may not pay
U.S. taxes. We couldn't adjust for that in time for this hearing. Second, we
know that not all employees choose to participate in their company's plans
today. But I can't think of a more effective way to expand the percentage
that do participate than to enact the capital gains incentives of H.R. 9.

CONCLUSION

FASB's proposed accounting change left a cloud of uncertainty over equity
compensation programs in the U.S. for a full decade. Despite that, these
plans continued to proliferate because they're so valuable to employees. The
demise of FASB's threat, combined with a significant new capital gains tax
incentive, could usher in a golden age of employee ownership and -employee
empowerment.

We strongly urge you to enact the capital gains provisions of H.R.9.



ity
20005 20259-9101 Sax: (20217759078

CAEE

The Coalition for American
Company with number of employees

1155 156k Se. N, Swite 710, Waskington, DC

80 Major Firms With Employee Stock Option Plans Open to All Employees

11100

LR L L

At d o
TR R
A it

wumwmmmmmamwmmmm.mwummmwmwm

r i ﬁ g
R, a

RigaaiBgaangasEacyRgageags

m m u .mm
Bl b B w 1je % :
il

]

Micro Deviess

mmanmquummmmmwmmpbym
Company with number of employees

mwmmmmuwmwmmmmm
A§ 1y m

il i m
Hi M_mh M

mmmmmmmum.mwmuuu

h_
m_r_mwm_m_

mmmmmmmmmmmmmuuu

ﬁm m i




Citicorp 88,500 John H. Harland Co 8200 Reliance Electric
Citizens Utilities 2300 James River Corp of VA 38,000 Ryder Syatem, Inc
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Mr. ZIMMER. Thank you.

The next witness is Richard Herring, vice chair for advocacy, Na-
tional Small Business United, and general manager of the Glouces-
ter Co., Franklin, Mass.

STATEMENT OF RICHARD HERRING, VICE CHAIR FOR
ADVOCACY, NATIONAL SMALL BUSINESS UNITED; AND
GENERAL MANAGER, THE GLOUCESTER CO., INC,
FRANKLIN, MASS.

Mr. HERRING. Thank you, Mr. Chairman and members of the
committee.

As you say, 1 am Richard Herring. I am general manager of
Gloucester Co., Inc., in Franklin, Mass. Gloucester Co. employs 40
and is a small manufacturer of caulking compound. Our caulking
compounds are under the brand name of Phenoseal.

In New England, I am a past board member of the Smaller Busi-
ness Association of New England, which is a member association
of National Small Business United. Nationally, I serve as vice chair
for advocacy for National Small Business United.

We at National Small Business United very much appreciate the
opportunity to be here. NSBU represents over 65,000 small busi-
nesses in all 50 States. Qur association works with elected and ad-
ministrative officials in Washington to improve the economic cli-
mate for small business growth and expansion. We have always
worked on a bipartisan and proactive basis. In addition to individ-
ual small businessowners, the membership of our association in-
cludes local, State and regional small business associations across
the country.

Discussion of the enormous use of informal and middle-class in-
vestors in small business raises one of the most hotly debated and
widely misstated products of a capital gains differential, that it pri-
marily benefits the wealthy. The statistics suggesting that recipi-
ents are rich are misleading. Many small businessowners work a
lifetime to build a growing and successful business. The business’
one-time sale is a capital gain, but it really represents a lifetime
of earnings that got ploughed back into the business to make it
grow and to create jobs. To be sure, 1 year’s income with a capital
gain ma{l seem substantial but is not recurring and does not make
them rich.

Let me discuss Gloucester Co. a little bit. When my father de-
cided to start Gloucester Co., he had no investment. There were no
venture capitalists interested in helping him start his business.
Gloucester Co., in essence, was just another undercapitalized small
business.

Over the first 5 years, my mother and my father reinvested all
their earnings to grow the company. Today, 35 years later, Glouces-
ter Co. still %elieves in ploughing our earnings back into the com-
pany; and, as a result, we are now seeing the success of those ear-
lier years.

The question today is this: Should reinvestment be encouraged or
discouraged? Currently, the capital gains tax discourages reinvest-
ment. And while the proposed cut in capital gains recommended in
the Contract With America encourages reinvestment, what I would
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propose is that a long-term, graduated capital gains tax will do
more to reward reinvestment.

More importantly, we must realize that small businessowners
face regular decisions about how much income to take out of the
business and how much to reinvest back into business growth and
expansion.

To the extent that investment and other income are taxed at the
same rates and given the time value of money, the Tax Code
strong]y encourages businessowners to take profits now and not

wait for future g'rowth. This mistake is a fundamental one that can
have a profound effect on the ability of a business to grow and cre-
ate jobs.

In order to make the taxation of capital gains beneficial for in-
vestment, NSBU has long recommended the establishment of a
broad-based capital gains exclusion, such as the one proposed in
the GOP Contract. But in order to assure that the exclusion is
helping long-term investment rather than short-term gain, NSBU
has further recommended the graduation of that differential based
on the holding period of the asset. Essentially, we would lower the
rate as the holding period rises.

The proposal in the Contract would give all capital gains the
same reduced tax rate. While this is certainly beneficial to small
business, focusing the proposal on long-term gains would maximize
its benefits. Such a structure might also reduce or eliminate the
(sitatically scored revenue loss attributed to a capital gains rate re-

uction.

One of the ways that the proposal could help long-term invest-
ment and small business is indexing gains to inflation. This provi-
sion exclusively benefits long-term gains, and capital gains in small
businesses are almost exclusively long term.

The indexing debate is about fairness. A small businessowner
should not be taxed on profits that come only from inflation and
have not been truly realized. This problem was fixed for ordinary
income tax “bracket creep” almost 15 years ago. It is time to correct
this inequity on the capital gains side as well.

Thank you.

[The prepared statement follows:]
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Statement of
Mr. Richard Herring, Gloucester Company
Franklin, Massachusetts
‘Before the House Ways & Means Committee
Regarding Capital Gains & Other Small Business Tax Issues
On Behalf of National Small Business United

January 25, 1995
Mr. Chairman and Members of the Committee:

My name is Richard Herring, and I run the Gloucester Company in Franklin,
Massachusetts. The Gloucester Company is a small manufacturer of caulking
compounds. In New England, I am a board member of the Smaller Business Association
of New England (SBANE). Nationally, I serve as the Vice Chair for Advocacy for
National Small Business United (NSBU). We at NSBU very much appreciate the
opportunity to be here.

National Small Business United represents over 65,000 small businesses in all fifty
states. Our association works with clected and administrative officials in Washington to
improve the economic climate for small business growth and expansion. We have always
worked on a bi-partisan and pro-active basis. In addition to individual small business
owners, the membership of our association includes local, state, and regional small
business associations across the country.

We are here today to address small business tax policy, chiefly the capital gains
tax. First, I would like to make some general comments about the tax code. Though
NSBU had many serious concerns about the 1986 Tax Reform (such as the elimination
of a capital gains differential), NSBU was very encouraged by one aspect of its passage:
there was an attempt by the framers of the 1986 Tax Reform Act to elevate the new code
to a more permancnt status and resist significant future change. We all know that this
protection of the code did not last long. After the relatively significant tax code changes
in 1990 and again in 1993, it must be recognized that the present tax system has become
a fluid set of rules which bend to influence. But business owners need a clear set of rules
they can count on for the future. This need is even greater for taxes with long-term
implications, such as capital gains taxes. If capital gains reform is enacted in this
Congress, there must be a loag-term commitment to keep the new rules in place.

When the next major tax debate is over and a new tax code is in place, we should
make a stronger national commitment to its permanence. The underpinnings of any tax
code are supposed to be simplicity, fairness, and consistency. While we are always
debating our system’s adherence to the first two principles, we clearly violate the third.
Small businesses simply cannot cope with the ever-changing nature of the tax code.

Given this overview, 1 will next try to make the clear small business case for a
capital gains tax rate reduction, especially on long-term investments. In addition, I will
take this opportunity to comment on scveral other small business tax proposals found in
the Contract with America and add some additional ideas, as was suggested by the
Committee.
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¢  Capital Gains

A reduction in the capital gains rate is critical for the economic future of this
country and its small businesses. The economic boom of job creation witnessed
especially during the first half of this decade was mostly a product of small businesses,
and a reduced capital gains rate will add the necessary incentive for small businesses to
continue start-ups, growth, innovation, and job creation.

The bases of small business success have traditionally been entrepreneurship,
innovation, and risk-taking. For these elements to occur in unison, they must be properly
rewarded. Few things can provide that reward better than a capital gains differential, as
has been recognized since 1921 when the differential was first introduced. But the tax
reform measures of 1986 brought elimination of any capital gains differentials or
exclusions. In the last few years, a capital gains differential has come into existence,
only because ordinary income tax rates have risen, while the top capital gains tax rate has
remained at 28 percent. In addition, a smaller targeted capital gains tax cut was passed
as part of the 1993 law. This provision allows an individual who invests in the original
issue of stock from a "C" Corporation valued at less than $50 million and holds it for five
years to exclude half of the gain from taxation. But this provision is of no benefit to the
S Corporations, partnerships, or sole proprietorships which constitute the lion’s share of
the small business community.

Capital gains incentives have traditionally been seen as a tool of venture capitalists
and wealthy investors. But we must remember the vast networks of informal investors
in the small business community. Research conducted by the Small Business
Administration shows that informal equity investors in small firms are a much larger
financing factor than venture capital. Annual informal investment is very conservatively
estimated to be 2 to 3 times the $4 billion invested annually by venture capital companies
in the U.S. Other studies have estimated the annual flow of informal equity to be over
$30 billion.

One of the primary impediments to the economic success of smaller enterprises is
the incredible scarcity of capital for that sector. Banks either will not 