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FALSE PROMISES:
WHY THE BUSH CAPITAL GAINS TAX CUTS WOULD NOT RESULT
IN MORE SAVING, INVESTMENT, ECONOMIC GROWTH OR JOBS

By Kevin Quinn

Introduction

Recent analysis has made it quite clear that the Administration’s
proposal to cut the capital gains tax rate would increase income inequality
in America. As the Joint Committee on Taxation of the U.S. Congress,
among others, has convincingly shown, only the rich earn substantial
amounts of their income from capital gains and would get the overwhelming
bulk of the benefits.’ (See Appendix Table A-l.) The Bush plan would
seriously worsen what was already a pronounced trend over the last decade
towards using the tax system to aggravate inequality. That is, increases in
@e&ax income over the last decade are more unequally distributed than
increases in before-tax income (Pechman, 1990, p. 10 and Committee on
Ways and Means, 1990).

In response, the Administration has attempted to defend the proposal
on the ground that it will stimulate growth. A typical assertion is the
President’s statement on January 8, 1990:

I am sick and tired of the demagogues who call this a tax cut for the
rich. It means jobs, it means savings, and it is good for all Americans
(Washington Post, January 9, 1990).

When the President, the Chairman of the Council of Economic
Advisors (CEA), the director of the Office of Management and Budget (OMB),
and other proponents tell us that capital gains tax reductions are a
stimulant to growth, they are making the following specific claims:

-- A cut in capital gains taxes will increase the after-tax rate of return
to the nations’ savers.’ In response, the supply of savings will rise. As
savings supply rises, the market (before-tax) rate of return will fall, reducing
the cost of capital to business enterprises. The falling cost of capital will
induce more business investment, creating a higher rate of economic growth
and more jobs.



-- A cut in the capital gains tax will release capital currently “locked-
in” because capital gains are only taxed upon realization, not as they
accrue, and can be completely avoided by holding on to an asset until
death. In the Administration’s view, the rate cut will be so effective in
“unlocking” gains that tax revenues will actually grow. Thus, there will be
no public dissaving--due to a higher deficit--which would need to be netted
out from any positive effect on private saving. On the contrary, public
saving will grow, too.

This report examines the logic of both propositions. Its principal
findings are:

1. The claim that the President’s proposed cut of the capital gains
tax will create jobs and stimulate economic growth is not credible. Only by
making unrealistic assumptions about the “interest-elasticity” of saving (the
response of savers to increases in the rate of return), by failing to
distinguish between the effect of a tax cut on the rate of return to savers
and its effect on the cost of capital, and by ignoring the impact of declining
revenue on the federal budget can one project even a tiny increment to
growth. Under more reasonable economic assumptions the medium term
impact on saving and investment of the proposal will be negative--i.e.
cutting capital gains will increase public dissaving by more than it
increases private saving, thus lowering capital formation and GNP.

2. Cutting capital gains taxes will introduce new distortions in the
capital formation process--particularly in the stimulus it provides to retain
earnings and to waste resources by promoting the conversion of ordinary
income to capital gains. The “lock-in” effect of the present system is best
corrected by changing the present loophole in the law which allows
inherited capital gains to escape taxation.

3. Recent cross-country research into the cause of higher costs of
capital in the U.S. suggests that tax policy is less important than the
President’s proposal assumes, and that the comparatively higher risk
premium associated with a more unstable
more important factor.

macroeconomic environment is a

Bush’s Proposal and the Revenue Issue

Bush’s proposal would exclude from taxation 30 percent of all
realized gains on assets held for three or more years, 20 percent of all
gains on assets held for two to three years, and ten percent of the gain on
an asset held for one to two years. Short-term (less than one year) capital
gains would be taxed at ordinary rates. The proposal is not confined (as
was last year’s version) to corporate stocks and bonds, but now includes all
capital assets except collectibles. On the other hand, it does not cut the
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rate as radically as he had proposed last year: instead of a uniform 15
percent rate, he is now proposing taxing three-year capital gains of top-
bracket filers at 19.6 percent and shorter-term gains at higher rates.

It does, however, provide for a phase-in provision: for the first year
every gain held at least one year gets the 30 percent exclusion: in the
second year only those realized on assets held for two or more years. with
gains on assets held for one to two years getting the 20 percent exclusion:
and finally, in the third year, the 30 percent exclusion is confined to gains
on assets held three or more years and the 20 percent exclusion to two to
three year holdings. This phase-in is designed to induce investors to rush
to take advantage of temporarily lower rates before they are raised. This is
in part responsible for the proposal’s ability to increase realizations
proportionately more in the short-run than the rate has been cut, thus
increasing short-term revenues. Without the phase-in, those holding short-
term gains would forego realization until they met the three-year holding
period.3

Both the official Treasury analysis and the Congressional analysis
done by the non-partisan Joint Committee on Taxation (JCT) predict short-
term revenue gains for the Bush proposal (see Table 1). In later years,
however, the JCT shows revenue losses from the tax cut while the Treasury
continues to show revenue gains into the foreseeable future. An important
baseline is the JCTs “static” revenue effect (line 1). which measures the
revenue which would be lost from a lower tax rate, assuming no change in
capital gains realizations. For total revenues to end up higher, realizations
would have to rise by more than enough to offset the static revenue losses.
Note that this requirement poses a significant hurdle for the capital gains
tax cut to overcome, as the annuaZ static revenue loss is estimated to reach
about $20 billion by 1993-95, and the cumulative loss for 1990 to 1995 is
estimated to be about $100 billion.
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TABLE 1
Joint Committee vs. Treasury

Estimated Revenue Effects of the Administration’s
Capital Gains Proposal

(billions of dollars)

1990 1991 1992 1993 1994 1995 1990-95

Joint Committee on Taxation'
1. Static effect of the 30% exclusion* -2.6 -17.7 -18.7 -19.9 -20.4 -20.9 -100.2
2. Effect of induced realizations' 3.0 18.9 14.4 14.9 13.4 13.8 78.4
3. Effect of full depreciation recapture 0.3 1.8 1.9 2.1 2.1 2.2 10.3
4. Effect of phase-in of the 3-year holding

period -0.3 -2.0 -0.9 0.4 1.6 -1.2
5. Effect of treating excluded portion of gain

as preference item for AMT purposes - 0.1 0.1 0.2 0.2 0.2 0.8
6. Effective date of the proposal' 0.1 0.6 - - - - 0.7

TOTAL--Revenue effect of the Proposal

U.S. Treasury
TOTAL--Revenue effect of the Proposal

0.7 3.2 -4.3 -3.6 -4.3 -3.1 -11.4

0.5 4.9 2.8 1.2 1.7 1.4 12.5

Note: Details may not add to totals due to rounding.
1 All estimates in the Joint Committee on Taxation section of this table are done

incrementally: that is, assuming
been enacted..

2 This line reflects an estimate of
behavior.

3 This line reflects an estimate of
decisions to realize more capital

provisions described on proceeding lines of the table have

the proposed exclusion assuming no change in taxpayer

the increase in budget receipts attributable to taxpayer
gains as a result of the lower tax rate.

I Lines l-5, above, reflect a January 1, 1990 effective date; line 6 represents an adjustment
to these lines to reflect an assumed effective date of March 15, 1990.

Source: Joint Committee of Taxation (February 13, 1990) and FY1991 Budget of the U.S.
Government.
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The secret to the extraordinary revenue-raising claims made for the
Bush proposal by the Treasury lies in the assumption that it will raise the
long-term rate of realizations of capital gains by proportionately more than
the rate of tax has been cut.4 Capital gains are taxed only when “realized”
--when profits are taken from the sale of assets. Thus, deferred capital
gains are taxed at rates which are effectively lower. Capital gains which
are not realized at death go completely untaxed. The much more optimistic
estimates of revenue gains by the Treasury assume people perrnunently
realizing a much greater part of the total accrued capital gains, in response
to the lower penalty for doing so.

Bush is proposing cutting the rates by 30 percent (from .28 to ,196).
The arithmetic tells us that to support his claim that the proposal will not
lose revenues, he needs long-term realizations to be permanently higher by
more than 43 percent.5 This is equivalent to an “elasticity” of realizations
with respect to tax rates of - 1, meaning that a given percent decrease in
tax rates increases realizations by the same percent, leaving tax revenues
unchanged. If the “realization elasticity” is less than one (in absolute
value), this means that the ratio of the percentage increase in realizations
to the percentage reduction in tax rates is less than one, and the tax cut
will lose revenues. The absolute value of the elasticity coefficient is thus a
measure of how sensitive capital gains realizations are to changes in the
rate at which they are taxed.

The assumption of such an extremely sensitive response of permanent
realizations to changes in the tax rate is unjustified by historical
experience. The economic literature typically finds long-term realization
elasticities beZor..u one in absolute value--in some cases well below. This
literature is reviewed in Congressional Budget Office (CBO, 1988) and
Auerbach (1988). Studies which find permanent realization elasticities with
absolute values greater than one tend to be those done by the U.S.
Treasury and use cross-section data, rather than time series data
measuring actual historical responses of realizations to economy-wide tax
rate changes. This is not apparent in the Administration’s presentation of
the prior literature where their estimate of realization elasticity is called
“conservative.” However, Jane Gravelle (1990) has demonstrated that this
appearance is highly misleading. Because of differences in the studies they
cannot be compared directly but must be adjusted first. For instance, in
many specifications, the elasticity depends on the tax rate. Thus,
comparing the elasticity estimate from each requires using the same tax
rate. After making the appropriate adjustments, the Administration’s
elasticity turns out to be higher than all the time series studies which have
been done (Gravelle, 1990, Table 2, p. 6).

Auerbach (1988) showed that the elasticity coefficients drop
dramatically when a measure of anticipated tax rates is included in the
regression. In fact, he finds that changes in the tax rate have a
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statistically insignificant effect on long-term realizations of capital gains.
There was a huge increase in realizations in 1986 before the increase in
capital gains rate in the Tax Reform Act took effect, for instance. But such
short-run responses to temporarily lower or higher rates have nothing to do
with long-run responses to permanent changes. A new study by Yolanda
Henderson (1990) finds only a “very weak relationship” between stock
market volume and the tax rate on capital gains. She finds (for her
preferred model specification) that changes in the tax rate in 1978, 198 1,
and 1987 had no significant effect on volume relative to outstanding shares.

Furthermore, as Minarik (1981 p. 256, fn. 28) and others have noted,
one must distinguish between the temporary and permanent unlocking
effects of a permanent reduction in the tax rate. In the first year or so
following a permanent reduction, many more assets will be “unlocked” than
can reasonably be expected to occur on an ongoing basis. The permanent
effect will reflect the shorter holding period that the lower tax rate makes
desirable, while the temporary effect will also include the unloading of many
assets accumulated under the old regime which it doesn’t pay to hold onto
under the new. A related and obvious point is that, except in the case of
assets which would otherwise have gone completely unrealized because of
the step-up in basis at death, gains which a lower tax rate makes it
sensible to realize now are often gains which will not be realized--with the
accumulated interest and at a higher tax rate--later (see Gravelle, 1987, p.
3).

For all these reasons, then, studies which do not properly separate
permanent and temporary effects of a tax cut on realizations will likely
produce big overestimates of the former (permanent) effect. Where the
effects have been separated, the difference is sizable. A CBO study of the
effects of the 1981 cut in the capital gains tax, for instance, found a first
year elasticity of realizations twice as high as was predicted for later years
--0.56 compared to 0.23 in absolute value (see CBO, 1988. Table 1).

It is also important to note that the most optimistic estimates for
realization elasticities come from cross-section studies, where people with
different effective tax rates are compared with respect to realizations. As
Gravelle (1987) notes these differences in tax rates may well reflect
differences in individual characteristics which are also correlated with
different realization behavior--differing investment tastes, for example. In
such cases, the relationship between tax rates and realizations across
individuals would not carry much information about what a change in the
economy-wide tax rate would do to economy-wide capital gains. They are
dubious too, because as Auerbach (1989, p. 391) puts it, they “have, by
their very nature, been unable to distinguish temporary from permanent
responses to capital gains tax rate changes.” Rational individuals would
naturally try to realize more gains in years when their effective tax rates
were low--during a year when their incomes were temporarily lower, for
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example. The cross-section studies cannot distinguish this response to a
temporarily lower rate from the response to a permanently lower rate
because they lack information about future and past tax rates faced by the
same individual.

The evidence for an elasticity (responsiveness) of realizations with
respect to changes in the tax rate high enough (greater than one) to assure
no loss in revenues is just not there. To count on such a huge elasticity is
indeed a very big gamble. If we are wrong, it could mean a worst-case loss
in revenues accumulating to $100 billion by 1995. (This is the “static”
effect on revenues according to the JCT--see Table 1). A proposal which
starts off in its quest to increase capital formation by digging a potential
$20 billion annual hole in the form of reduced government saving (Bush is,
of course, proposing no new taxes to pay for revenue losses he is confident
will not occur) is not likely to succeed.

It is important to note that this arguably mythical ability of a capital
gains cut to raise revenue has stijled debate on its potential to encourage
capital formation. Why worry about precisely how much capital formation
we can get if it is all gravy, given the free lunch nature of the proposal
(Auerbach 1989)? But prudence dictates that we not count on such a
revenue gain and ought even to attach some probability to a revenue loss
close to the static (no behavioral change) scenario, as a worst case.

If we assume that the proposal will lose somewhere between $0 and
$20 billion (in 1993 dollars) per year and that this loss will grow along with
GNP (virtually all studies show the percent change in real capital gains
associated with a unit percent change in GNP to be above one) the question
becomes: can we expect any compensating increase in private saving?

The Tax Wedge, the Cost of Capital and the After-Tax Rate of Return

All taxes on capital income, the genus of which a tax on capital gains
is a species, create a “wedge” between what a capital investment earns--the
pre-tax rate of return--and what the provider of funds receives--the after-
tax return. When tax policy changes the wedge, the effect on investment
depends on what happens to the pre-tax rate of return or, more familiarly,
the cost of capital to the entrepreneur. If the cost of capital falls, the
demand for capital rises. But the crucial point is that changes in the
wedge do not translate one-for-one into changes in the cost of capital. This
is because the benefits (or costs) of tax changes are subject to market
competition between the passive saver (supplier of capital) who is concerned
with the after-tax rate of return and the entrepreneur (user of capital) who
is concerned with the before-tax cost.
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An example will serve to make this clear. Suppose we start with a
pretax return or cost of capital of ten percent and an after-tax rate of
return of seven percent. Thus, the effect of corporate and personal taxes,
taken together, is to tax away 30 percent of the pre-tax return on capital.
Then, suppose a five percentage point reduction in the effective tax rate or
wedge on capital income. The table below illustrates two possible results.

Before After

Cost of capital 10

After-tax return 7

case 1

9.33

7

case 2

10

7.5

Tax wedge/
cost of capital .30 .25 .25

In case 1, the entire effect of the change in the tax wedge shows up
as a reduction in the cost of capital, from 10 to 9.33. The after-tax return
is unaffected. The reduction in the cost of capital should, all else being
equal, stimulate investment. In the second case, the entire effect of the tax
wedge change shows up in an increase in the reward to savers after taxes,
with the latter going from 7 to 7.5. In this case, the cost of capital, and
thus investment, are unaffected. Of course, all sorts of intermediate
results, where the cost of capital decreases somewhat while the after-tax
return increases somewhat, in each case by less than the amount of the
tax cut, are also possible. On the supply side, the key determinant of the
effect of this sort of tax change on the cost of capital is the “interest
elasticity” of saving, i.e., the responsiveness of savers in providing more or
less capital when changes occur in the after-tax rate of return. The less
responsive savers are the more likely it is that the tax benefit will simply
raise the after-tax rate of return without lowering the before-tax cost of
capital to any great extent.

The same points are made graphically in Figure 1. Here, a given
reduction in the (absolute) tax wedge may either change the cost of capital
dollar-for-dollar--the case labelled “elastic savings”--or increase the after-tax
rate of return, in the “inelastic” savings case. Again, these are the two
extremes. The point is that the more a given change in the tax wedge
increases the after-tax rate of return, the less it will reduce the cost of
capital.
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FIGURE 1
The Effect on the Cost of Capital

of a Change in the Tax Wedge

Elastic Savings Inelastic Savings

Before Before After

El After tax
rate of return Wedge

Thus, the more unresponsive saving is to the after-tax rate of return,
the less successfully changes in the tax wedge will produce the desired
results on investment and capital formation: the tax breaks will serve
simply to redistribute income between taxpayers and savers with no
compensating capital formation. To the degree that the saving function in
the U.S. fits this description, the Bush plan to lower the wedge by cutting
the capital gains tax simply provides a windfall to current savers and
holders of old capital.

In case 1, where changes in the tax wedge have their entire impact
on the cost of capital, savings behavior is extremely responsive to the after-
tax rate of return--injiniteZy  or perfectly elastic. Specifically, this requires
an assumption that savers would save infinitely great amounts if the after-
tax return were to rise a hair above the current rate and would withhold all
funds should the rate of return drop a hair below.

A fairly consistent research finding from studies of these relationships,
however, is that the elasticity of saving is not very high. The reason lies in
the conflicting pulls on saving stemming from the different income and
substitution effects of a change in the rate of return. On the one hand, an
increase in the rate of return is an incentive to forgo present consumption
and save more (substituting future for present consumption). On the other
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hand, if you are a net lender (your assets exceed your debts), an increase
in the rate of return increases your expected future income and is an
incentive to consume more now. In effect, you can achieve the same level
of future consumption by saving less in the present. To the extent that
these two effects offset one another, the result will be very little change in
savings with respect to the rate of return. Even those studies which have
tried to isolate the substitution effect have not found high elasticities (see,
e.g., Wright, 1969, and Howrey and Hymans, 1980). The effect of cutting
the capital gains tax is thus potentially much closer to case 2 than to case
1.

Perhaps not coincidentally, among the highest findings for the
elasticity of saving are those of Michael Boskin (1978). now Chairman of
Bush’s Council of Economic Advisors. Boskin puts the percentage change
in saving following a one percent change in the after-tax rate of return at
0.4. Most other studies put this elasticity at below 0.25. Besides Howrey
and Hymans’ finding of 0.0 and Wright’s finding of 0.23--both, as noted
above, estimates of the pure substitution effect--there is Weber’s (1970)
finding of a negative total (income plus substitution effects) response of
savings to rates of return.

Howrey and Hymans, besides making their own estimates, also check
to see how sensitive Boskin’s findings are to changes in time period for the
estimate and to changes in the measure of rate of return employed.’ They
find that his results are not robust. Using several other real rates of
return and restricting the time period to the post-war period, they found
negative interest elasticities of saving (Howrey and Hymans, 1980, p. 13).
Bosworth (1984) used a specification very similar to Boskin’s, and using
data from 1952-80 came up with very similar results to Boskin’s 0.4. But
when the period was restricted to 1952-70, the interest elasticity of saving
was insignificantly different from zero (Boskin, 1984, p. 82). He also notes
that his. equations, like Boskin’s, severely overpredict savings for the early
1980s. During this period, as many commentators have noted, real rates of
interest went through the roof, while saving rates actually feZf. Bosworth’s
evaluation of the evidence deserves to be quoted:

Assertions that an increase in the return to capital will or will not
raise the overall private savings rate must be based on personal
beliefs because the erdsting empirical evidence must be judged as
inconclusive. (1984, p. 84).

Earlier studies than those cited tended to be even more skeptical.
Writing in 1969, Cohn Wright summed up previous work on the question:
“In summary, no evidence exists which supports the hypothesis that the
substitution effect upon consumption of changes in the rate of interest is
negative. ” He notes several findings of either negative or zero interest
elasticity. More recently, despite the paucity of empirical evidence,
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Summers (198 1) argued on theorelical grounds that the effect of the rate of
return on saving was very high. But Evans showed that Summers* results
depended very sensitively on certain assumptions about model parameters.
“It needs to be reemphasized,” Evans says, “that empirical magnitudes can
only be determined by empirical studies” (1983, p. 398). Later empirical
work by Summers (1982) which finds a significant responsiveness of
consumption to changes in real interest rates has been challenged by
Robert Hall (1988). Hall finds that the ratio of future to present
consumption responds minimally to real interest rate changes. This means
that an increase in real interest rates would increase present consumption
(reduce saving), in proportion to the increased ability to consume in the
future it makes possible. He argues that statistical problems which his
estimates correct for explain Summer’s differing findings.

To see the effect extreme assumptions about the saving elasticity can
have on public policy debate, consider the number for benefits from capital
gains tax cuts frequently cited by the American Council for Capital
Formation. Based on the work of Henderson (1989). they claim that the
capital gains provisions of the Tax Reform Act of 1986 increased the cost of
capital by 7.7 percent (see, e.g., Walker. 1989, Table 1). Since those
provisions raised the top rate on capital gains from 20 percent (40 percent
of a top ordinary income tax rate of 50 percent) to 28 percent, the question
of what effect this had on the cost of capital is presumably relevant to
evaluating Bush’s proposal which approximately reverses the 1986 action
on capital gains.

If the 1986 tax reforrn actually raised the cost of capital by 7.7
percent, then reversing course--bringing rates back into the neighborhood of
20 percent--would reduce the cost of capital by 7.1 percent.’ This is a
sizeable reduction, and if achieved would have some long-run affect on
capital formation. A rule of thumb frequently employed is that the capital
stock increases by 0.5 to 1.0 percent for every one percent reduction in the
cost of capital. And the effect of a one percent increase in the capital stock
on GNP in the long run can be approximated at .25.’ Thus, under
Henderson’s assumptions, we would approximate 7.1(0.5)(.25) to
7.1(1.0)(.25), or 0.9 to 1.8 (mid-range = 1.35) as the long-run percentage
increase in per capita GNP brought about by undoing the capital gains
provisions of the 1986 Act.

However, an examination of Henderson (1989) shows that the estimate
cited by the capital gains lobby is based on the implicit assumption of an
infinite saving elasticity! Henderson--if not those who have cited her
number--is quite straightforward about her assumptions. She assumes no
change in after-tax rate of return, letting it remain at four percent. She
then asks, given the increase in taxes, how much the pre-tax rate of return
would have to increase in order to continue to pay a four percent after-tax
return to the saver (Henderson, 1989, pp. 3-4). This amounts to
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deliberately assuming “case 1” above. To assume that the after-tax rate of
return is unaffected by the change is to assume that saving is perfectly
elastic with respect to the rate of return. The 7.7 percent increase in the
cost of capital Henderson finds due to the capital gains provisions of the
Tax Reform Act, is more accurately the amount by which the tax wedge
increases (refer again to Figure 1 for this distinction).”

What difference does this make? Suppose we take .2 as the elasticity
of savings with respect to the after-tax rate of return and use the standard
rule of thumb which puts the elasticity of the demand for capital at 0.5 to
1.0. Then it is easy to show that instead of falling by 7.1 percent. the cost
of capital would fall by 1.6 to 2.6 percent if the TRA capital gains
provisions were reversed. l1 This reduction in turn would increase the
capital stock in the long run by 1.3 to 1.6 percent: leading to a 0.3 to 0.4
of one percent increase in long-run GNP. Thus, by reducing the savings
elasticity from infinite to a more reasonable 0.2, we have cut by a factor of
four the estimate of the long-run increase in GNP it might produce--from
1.35, the midpoint of the earlier prediction, to .35, the midpoint of the
latter.

It should be noted that Henderson herself does not draw conclusions
about the effect on GNP of raising the capital gains tax in 1986 based on
the 7.7 percent figure. Instead, as noted in the next section, she simulates
the effect of the 1986 tax reform on GNP in a general equilibrium model in
which saving has a less-than-infinite elasticity. As she would be the first to
admit, therefore, the simulated cost of capital does not rise to anywhere
near the extent (7.7 percent) that the calculation holding the after-tax
return constant might suggest. In citing that higher figure, the capital
gains lobby is either unaware of, or chooses to ignore, the circumscribed
context in which it appears.

It might be thought that the findings on the interest-elasticity of
domestic saving are irrelevant in a world of integrated capital markets where
U.S. investment is financed by the entire pool of world savings. Is the
supply of world saving highly elastic despite what might be true about
domestic saving’? The answer is yes: the implication of world capital
markets is that the pre-tax rate of return will be equalized world-wide. This
is because the typical country, like the U.S., taxes its residents on capital
income earned abroad at the same rate as that earned at home. Arbitrage
between countries will then push pre-tax returns toward equality. This
means, in turn, that an increase in U.S. saving does nothingzfor the cost of
capital at home, which is given on the world capital market. Domestic
saving incentives are completely powerless to affect domestic investment in
such a world. (See Slemrod, 1988 for a very good discussion of this
question). Domestic saving incentives in such a world--depending on the
degree of elasticity of domestic saving, which we have seen to be small--
could affect only the trade balance (in the short-run) and the ownership of
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capital (in the long-run), but not domestic investment. While the
assumption of perfectly integrated world capital markets is probably too
strong, the point is that recognizing international capital mobility weakens
rather than strengthens the case for a domestic saving incentive such as a
capital gains tax cut.

Further, the 0.5 to 1.0 rule-of-thumb for the effect of a change in the
cost of capital on the demand for capital may also be much too high.
Robert Eisner and Robert Chirinko show that the empirical evidence
underlying the 0.5 to 1.0 range for this elasticity--the investment equations
which have been estimated in the major macroeconometric models--contains
systematic upward biases (see Cbirinko, 1987; Chirinko and Eisner, 1982).
While beyond the scope of this paper, the message of their challenging work
is that the cost of capital is a much less significant determinant of
investment than demand variables--the so-called accelerator effect--and that
previous work tended to mix up the two effects, making the cost of capital
appear more efficacious than it actually was in stimulating investment (and
demand variables less so). After they have corrected for these obvious
biases the low end of previous estimates has become the high end, and the
average elasticity (across all models) is roughly in the 0.3 range (Eisner and
Chirinko, 1982). So, skepticism is warranted not only concerning the
responsiveness of saving to the a_fter-tax rate of return, but afso the
responsiveness of investment to the cost of capital, Thus, in evaluating the
findings from simulated general equilibrium models below it ought to be
remembered that their use of standard elasticities of capital could well
mean an overestimate of any positive impact on investment by a factor of
IWO.

The Evidence on Capital Formation

Among public finance economists it is generally agreed that accurate
predictions about the impact of major changes in tax rates require the use
of so-called general equilibrium models, which allow for all the feedback
and long-term effects that a particular tax change may have. Increasingly,
the trend in analysis of taxation is to construct a general equilibrium model
of the economy which is “calibrated” with the choice of parameters--such as
the elasticity of saving--based on empirical work, and then simulating the
effects of a change in taxes in the model economy. Evidence on the effect
of change in capital gains taxes from several such simulated general
equilibrium models is now examined.

Henderson (1989 and 1987)

In the same paper considered above, Henderson also reports the
results of plugging the increase in the capital gains tax rate due to the Tax
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Reform Act into a general equilibrium simulation model. (The model is that
considered in Fullerton, Henderson, and Ma&e, 1987.) The result: a
long-run reduction in GNP of about one-half of one percent, substantially
below what one would expect from a 7.7 percent increase in the cost of
capital (Henderson, 1989, p. 5). In fact, it is not too far from what our
previous prediction from her implied wedge change using a plausible saving
elasticity gave us (.36 percent). Two important points should be kept in
mind in evaluating this result. First. the result is in some sense an
average of results which set the uncompensated savings elasticity in a
range from 0 to 0.6. This is arguably biased upward. In some of his
regressions, Boskin did come up with 0.6, but this was not his preferred
result. l3 Second, she assumes that revenues lost from the capital gains tax
reduction will be made up from new “lump-sum” taxes.14 But Bush’s
proposal contains “no new taxes.” Revenue losses for which Bush’s
proposal is responsible will thus increase the deficit, which leads to a much
greater reduction in savings than an identical tax increase. (A bigger deficit
reduces national saving dollar-for-dollar: an increase in personal taxes
reduces saving by the marginal propensity to save out of personal
disposable income.) Thus, to the extent that we are using Henderson’s
results to evaluate the effect of Bush’s current proposal, they will overstate
the effects of the latter on national savings. The net effect on saving of
cutting capital gains taxes is very sensitive to exactly how revenue losses
are handled. This issue is addressed further below.

Treasury (I 985)

The Treasury study of the effect of the 1978 increase in the capital
gains exclusion rate from 50 to 60 percent (thus lowering the top capital
gains tax rate from 35 to 28 percent) is far and away the most thorough
general equilibrium study of the capital formation effects of cutting capital
gains taxes ever undertaken. The study examines two scenarios, one in
which revenue losses from cutting the capital gains cut are made up for by
increasing marginal tax rates: and one in which the effect on capital gains
realizations is assumed to be enough to make the proposal revenue neutral
(a revenue elasticity of unity). The results are tabled below.
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TABLE 2
General Equilibrium Effects on

of the 1978 Capital Gains
National Aggregates
Tax Reduction

With an Additive Replacement Tax (%)*
Years After Tax Reduction

20 50Aggregate

Investment 1.11 1.11 1.09
Capital Stock 0.10 0.31 0.53
National Income -0.01 0.06 0.13
Consumption -0.14 -0.02 0.11
Labor Supply -0.11 -0.11 -0.11
Labor Productivity 0.10 0.17 0.24
Welfare 0.03 0.08 0.13

Assuming No Revenue Cost (%)*
Years After Tax Reduction

Aggregate 5 20 50

Investment 1.19 1.17 1.15
Capital Stock 0.10 0.33 0.56
National Income 0.10 0.17 0.24
Consumption 0.01 0.14 0.28
Labor Supply 0.04 0.03 0.03
Labor Productivity 0.06 0.14 0.21
Welfare 0.06 0.12 0.17

* Changes in national aggregates are expressed as percentage
deviations from the levels simulated to occur under pre-1978
law.

Source: Office of the Secretary of the Treasury, Office of Tax
Analysis, August 1985.

The cut analyzed is a 20 percent cut in the tax rate on capital gains,
as compared to Bush’s 30 percent cut. In Scenario One, where revenue
losses are replaced, GNP goes up by a grand total of .13 percent of GNP--
this would raise the income of someone making $30,000 a year by $40, if it

15



were spread equally, which is far from certain (see below). To approximate
the effect of Bush’s proposal, we can multiply by a factor of 1.5, yielding
about two-tenths of a percent of GNP. Scenario Two, where revenue is
unchanged in the long run because of an increase in realizations, produces
.24 percent of GNP as the long-run gain--and thus about .36 percent for
the larger Bush proposal.

For Scenario One, the Treasury analysis finds that even in the long
run, after the pie has had time to expand, some income classes still see
their welfare permanently lower. Those earning from 24,000 to 40,000 in
1980 dollars are permanently hurt by the change. And those earning
50,000 and up increase their income by nearly .40 percent, compared to
.ll for the total (U.S. Treasury, 1985, p. 121).

The caveats that need to be made in connection with the Treasury
result echo those made about Henderson’s result. Potential overstatement
of what can reasonably be expected from Bush arises from the same two
sources. They employ an estimate of .4 for the elasticity of saving--Boskin’s
1978 finding--which is at the very top of the range found in empirical
studies. As they admit, this makes their estimates of the capital-formation
in effect high-end estimates. And they make up for lost revenues in their
first scenario by raising taxes. Had they assumed that the lost revenues
would simply increase the deficit, the net increase in saving would have
been smaller and perhaps--see the discussion of Gravelle’s work below--
negative.

GraueZZe  (I989 and 1990)

In a memorandum to Sander Levin based on ongoing work employing
a life cycle model, I5 Jane Gravelle of the Congressional Research Service,
examined the effect of indexing capital gains. She finds that this would
lower the cost of capital by at most 3.4 percent. This would lead to 1.7 to
3.4 percent more capital (and thus to 0.4 to 0.9 percent more GNP in the
long run). This maximum effect of indexing assumes that the after-tax
return is fuced, as she points out. She suggests that a realistically smaller
saving elasticity would mark this down by one-half. Her method of dealing
with revenue effects is, like the Treasury, to assume that revenues need to
be raised in other ways or the deficit expanded--she does not believe the
revenue gain story, for reasons she makes clear in several publications--
and the eflecct of making up the reuenues through other tax increases in the
present or a larger de$cit and tax increases in the future, is to lead to a
reduction in saving as a consequence of cutting the eflectiue capital gains
tax. This is because a larger deficit--to take the worst case--redistributes
income from the young prime savers to old dissavers in a life-cycle model.
So she concludes:
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Our calculations with a life cycle model (assuming a unitary elasticity
of investment demand) suggest that the capital gains cut will actually
reduce the overall capital stock and investment by about .6 percent
(1989b).

Furthermore, Gravelle is here analyzing the effects of indexing capital
gains for inflation. She points out that: ‘The effects of a permanent 30
percent exclusion are about half the size of indexing basis.”

In her most recent paper, Gravelle (1990) explicitly analyzes the effect
on capital formation of Bush’s current capital gains initiative. She finds
that the 30 percent exclusion will reduce the cost of capital--holding the
after-tax rate of return fured--by one percent. Using a simple one-sector
model she simulates the effect on capital formation under the assumption
that federal revenues follow a path similar to the Joint Committee on
Taxation forecast. Even with savings elasticities as high as 0.6. GravelIe
concludes that the initiative will reduce the capital stock: “Even with the
[revenue] losses predicted by the JCT, borrowing to finance these losses will
be larger than any induced savings, causing the capital stock to contract
rather than expand” (1990. p. 17). The paper challenges the assertion
made by Boskin (1990) that the effect on tax revenues stemming from the
growth in GNP fostered by the initiative would outweigh the Joint
Committee’s projected revenue losses. Gravelle’s finding is that--because
the capital stock will be reduced--taking the effects on capital formation
into account increases the revenue losses associated with the proposal,
rather than decreasing them, relative to the Joint Committee’s estimates!

Is a Reduction in Capital Formation a Credible Result of Cutting
Capital Gains Taxes?

As we have seen, none of the general equilibrium simulation results
on the impact of cutting capital gains taxes suggests that a great deal of
capital formation will ensue if Bush’s proposal goes through. And Gravelle’s
work raises the dramatic  possibility that such a proposal will affect capital
formation in the wrong direction. Further, we have seen that there are
factors making both the Henderson and the Treasury results too high,
namely, the use of high-end-of-the-range saving and investment elasticities
and the assumption that revenue losses are offset by tax increases instead
of resulting in bigger deficits.

To attempt to quantify the importance of some of these biases, a
crude sensitivity analysis can be carried out using as inputs the percentage
change in the tax rate on capital income to which a Bush-sized capital
gains tax cut would be predicted to lead based on Henderson and Gravelle,
respectively. This input can then be used to project medium-term (see
below) impact effects on national saving under various assumptions about
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saving and realization elasticities. The “impact” effect on saving is the
amount by which net private saving would expand at art unchanged pre-tux
rate of return following a capital income tax cut, less the amount by which
public saving will fall due to the higher level of the deficit that any revenue
losses will produce given Bush’s unwillingness to countenance new taxes?

The “medium” term takes out the few years during which the plan is
phased in. This allows much of the temporary effect on realizations of a
permanent cut to disappear as well. As noted above, virtually no one
disagrees that even apart from phase-in, the long-term effect on realizations
is much smaller than the short-term effect. Thus, the worst-case for
revenues is the JCT static revenue loss for 1993. The results for the
higher realization elasticities employ this as a base case.” Revenue losses
are scaled to 1989 (using the percentage of projected 1993 GNP the
absolute losses constitute). Saving elasticities are then applied to 1989 net
private saving.

The results are shown in Tables 3 and 4. Table 3 gives the
“optimistic” case, reflecting as it does, the 17 percent decrease in the
proportionate tax wedge (the tax wedge as a proportion of pre-tax income)
which is implied in Henderson’s estimate that the maximum decrease in the
cost of capital--assuming no change in the after-tax rate of return--is 7.1.”
For Table 4, the “pessimistic” case, Gravelle’s estimate of a one percent
maximum decrease in the cost of capital is employed. This implies a 2.4
percent decrease in the tax wedge and a 1.0 percent maximum increase in
the after-tax rate of return.
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TABLE 3
Optimistic Impact Effect on National Savings

of a Capital Gains Tax Cut
under Different Realization and
Saving Elasticity Assumptions

(billions of $1989).

\
\ Saving
\ Elasticity

Realization \
Elasticity \ 0.0 0.1 0.2 0.3 0.4

0.0 I -17.0 -15.1 -13.1 -11.2 - 9.2

I
-0.49 I - 4.1 - 2.2 - 0.2 1.7 3.7

as in JCT I
projection I - 3.3 - 1.4 0.6 2.5 4.5

I
I

-1.0 I 0 . 0 1.9 3.9 5.8 7.8

*GNP percentages converted to 1989 quantities.

The table uses the change in the tax wedge implicit in Henderson (1989)Memo:
and assumes changes in budget deficit (see column 1) reduce national savings
dollar-for-dollar. The change in private saving is obtained by translating the
wedge change into a maximum increase in after-tax return, which is multiplied by
the appropriate elasticity to get the percentage by which net private savings are
predicted to increase. This percentage in turn is applied to a base of $253
billion--the value of net private savings in 1989 (Economic Report of the
President).
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TABLE 4
Pessimistic Impact Effect on National Savings

of a Capital Gains Tax Cut
under Different Realization and
Saving Elasticity Assumptions

(billions of $1989)’

\
\ Saving
\ Elasticity

Realization \
Elasticity \ 0.0 0.1 0.2 0.3 0.4

I
0.0 I -17.0 -16.7 -16.5 -16.2 -16.0

I
-0.49 I - 4.1 - 3.8 - 3.6 - 3.3 - 3.1

I
as in JCT I
projection I - 3.3 - 3.0 - 2.8 - 2.5 - 2.3

I
I

-1.0 I 0.0 0.3 0.5 0.8 1.0

*GNP percentages converted to 1989 quantities.

Memo: The table uses the change in the tax wedge from Gravelle (1990) and
assumes that changes in the budget deficit (see column 1) reduce national
savings dollar-for-dollar. The change in private saving is obtained by translating
the wedge change into a maximum increase in after-tax return, which is
multiplied by the appropriate elasticity to get the percentage by which net private
savings are predicted to increase. This percentage in turn is applied to a base of
$253 billion--the value of net private savings in 1989 (Economic Report of the
President).
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The results are striking. Even with Henderson’s large optimistic
estimate of the reduction in the wedge as a result of cutting capital gains
taxes, nearly half the matrix of possibilities produce negative impact effects
on national savings. (Remember, too, that a positive impact effect in this
sense is absolute1Y necessary if there is to be any long-run increase in
capital formation. 9) Notice that the last row is all non-negative, since inthis case there are assumed to be no revenue losses and thus no public
dissaving to offset the positive--albeit small--impact on private saving.
Column 1, on the other hand, is all non-positive since this is the case
where the only impact is on public saving, the elasticity of savings being
assumed zero.

Moving to Table 4, the pessimistic scenario based on Gravelle’s wedge
change, every outcome which loses revenue creates more public dissaving
than it does private saving and thus leads to negative impact eflectsf

In a letter to Representative Rostenkowski, Michael Boskin (1990) has
suggested that the Administration’s capital gains initiative will reduce the
cost of capital by 3.6 percent. This is roughly midway between the change
in the cost of capital (holding constant the after-tax rate of return)
employed in Tables 3 and 4. Thus using their own numbers, it is difficult
to see how the Administration’s measure can avoid being a drag on long-
term capital formation under entirely plausible assumptions about
realization and saving elasticities.

Misallocation and Capital Gains Tax References

As we have seen, the argument that capital gains tax cuts will lead to
an increase in aggregate capital formation is not an impressive one. Still,
its proponents may well argue, as a second line of defense, that restoring
the capital gains preference will better allocate the country’s capital stock,
leading to a more efficient use of capital. The more efficient allocation of
even a smaller capital stock could produce a net gain.

Thus, the capital gains tax
equity capital and thereby lessen
ability to deduct interest creates.
capital gains tax is not the most

preference is said to reduce the cost of
the bias towards debt financing that the
This is a serious concern; but cutting the

appropriate response. There is a much
more well-tailored remedy for this ill. It is to eliminate the deductibility of
interest, thereby putting debt and equity on an even keel, and then to
adjust the corporate tax rate to offset the impact on the cost of capital (see
Pechman, 1996, p. 14).

Furthermore, using a lower capital gains tax to reduce the bias.
towards leverage in the financing of new investment creates a potentially
devastating short-term outcome. Cutting the capital gains tax initially will
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increase the after-tax rate of return by more in sectors which use little
leverage, thus encouraging capital to move out of highly leveraged sectors
into sectors which rely more heavily on equity finance. This can be
predicted to raise the cost of capital in the leveraged sectors. Given the
precariously leveraged state of the U.S. industry (the next recession, we are
warned, could push us over the precipice), this could be fatal to a large
number of firms.

It is also alleged that new, small, and high-technology companies are
all more intensive users of equity capital and that they would benefit from
a capital gains tax cut which reduces the cost of equity capital. Here
again, things are more complex than they would at first appear. In the
first place, as many have noted, a great deal of venture capital comes from
tax-exempt entities (see Poterba, 1989). Poterba (p. 55) finds that “88
percent of the funding for independent venture funds arises from investors
who are not affected by the personal income tax.” Henderson (1989, p, 9).
while arguing that emerging companies are more reliant on equity and thus
differentially benefitted by a reduction in the cost of equity capital, actually
presents data showing higher meurt debt-to-equity ratios for “emerging”
corporations. She argues that the median ratio--which is lower for
emerging corporations--is more relevant, since the mean is raised by a few
large “outliers.” But the fact that some emerging companies are large, and
that these companies are less reliant on equity financing, is important to
the policy debate on how best to aid new enterprises.

And Auerbach (1989, p. 397) has pointed out a potentially important
negative effect on the availability of financing for new firms that the
encouragement to retain earnings rather than pay dividends given by a
preferential tax treatment of capital gains may have. In contrast to those
who have suggested that this encouragement to earnings retention (retained
earnings convert dividend income to the more lightly taxed capital gains)
would increase the level of savings by increasing corporate savings more
than it reduces household savings, it may well have its major efict in
reallocating an unchanged level of savings toward existing firms and away
from new ventures. If one’s income is increased in the form of capital gains
by just as much as it is reduced in dividends, there is no incentive to
reduce consumption. If consumption does not change, as seems plausible,
then the increased saving the corporation does is offset dollar-for-dollar by
a reduction in personal saving (out of ordinary income). But this means
that what before was available to potentially finance new ventures is now
“automatically” invested in the existing  corporation doing the retention, and
as Auerbach notes, “a lesser amount of new capital would be available in
the market for new ventures not having access to retained earnings.”

Another distortion which a capital gains tax preference is alleged by
its proponents to mitigate is the differential taxation of assets as a result of
inflation. But, as is well known (see Gravelle, 1988, p. 8 and Auerbach,
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1989, p. 396) moving toward indexing would require deeper cuts for assets
with short holding periods, since they are taxed at relatively greater real
rates by inflation, not a ~zf0r-m cut, or a bigger cut for assets with longer
holding periods as Bush is proposing. For longer holding periods the
reduction in the effective tax rate on accrued gains due to the ability to
defer taxes offsets the effect of inflation in raising the effective rate by
taxing merely nominal gains.

The efficiency consequences of lock-in, stem, like lock-in itself, from
the failure to tax capital gains as they accrue (rather than when they are
realized) and the complete evasion of taxation of gains which have not been
realized at the time of death. It is disingenuous of opponents of capital
gains tax references to blame taxing gains per se for whatever distortion
results from lock-in.

The capital gains issue has also been a stalking horse for those who
object to any taxation of capital income and argue for a consumption tax.
There may be a reasonable argument for a consumption tax, but it does
not follow at all that if a consumption tax is first best, therefore reducing
the taxes on one kind of capital income done is second best. Because of
the selective nature of the cut it may well end up in creating enough
misallocation to offset any effect on aggregate saving (and as we have seen,
there is not much of a case to made on that front) it may have. Which
brings us to potentially the most serious problem.

Taxing capital gains at eight percentage points less than the rate on
ordinary income gives people an incentive to spend up to eight percent of
their income on tax avoidance (e.g. investing in the shelters, hiring tax
accountants and lawyers) which will convert ordinary income to capital
gains (I am indifferent between receiving $100 in ordinary income taxed at
28 percent and $92 taxed at 20 percent). Tax advisors will appear
spending real resources to persuade you to spend your $8.00 with them
rather than their competitors. To the extent that this happens, the $8.00
is not a redistribution but a waste of real resources. Now obviously not all
of national income can escape taxation at ordinary rates by being turned
into capital gains. But if even four percent of income could be turned into
capital gains in this fashion, the potential rent-seeking would wuste .08(4)
or .32 percent of GNP, and we are in the same neighborhood as the
optimistic scenarios for increases due to capital formation!

Some Recent Evidence on Cross-Country
capital

Differences in the Cost of

The notion that the U.S. is handicapped in its ability to compete in
the world by a comparatively higher cost of capital has become a staple of
policy debate in recent years (see, e.g., Hatsopoulos, Krugman and
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Summers, 1988). Thus, any measure, such as a cut in the capital gains
tax, which would seem to promise some help on this front tends to be
looked at less critically than it otherwise would be.

It was argued above that given the relative inelasticity of saving in the
U.S., only a small part of the change in the tax wedge due to a reduction
in the tax on capital gains would appear as a reduction in the cost of
capital. Instead, the dominant impact would be to raise the after-tax rate
of return earned by savers from a given pre-tax rate of return to capital A
new study by researchers at the Federal Reserve Bank of New York finds a
parallel to this situation on the international level. The study (McCauley
and Zimmer, 1989) finds that the differences in the cost of capital between
the U.S., the U.K., Japan, and Germany cannot be explained by differences
in the taxation of income from capital--the tax wedge. Instead, they seem
to reflect lower after-tax rates of return required bx savers in Japan and
Germany, the countries with a low cost of capital. They write:

Overall U.S. and U.K. income tax wedges are no wider than those in
Japan and Germany. The portion of financial assets in tax-exempt
institutional portfolios is not so much higher in Japan and Germany
than in the U.S. and Britain as to invalidate the comparison across
countries for a given tax bracket. Thus tax differences alone do not
offer a good explanation for the cost of capital gap...Since tax wedges
in West Germany and Japan are no larger than those in the U.S. and
U.K., it must be the case that the higher cost of American and British
funds make for higher returns to savers in those countries (McCauley
and Zimmer, p. 39).

Skepticism about the role of tax policy in explaining cross-country
differences in the cost of capital has also been expressed by Robert Lipsey
and Irving Kravis (1987, p. 49). But, if tax policy is not the culprit, then
what is?- McCauley and Zimmer discount greater thriftiness as an
explanation. But they suggest that what may appear to be greater
thriftiness, and may thus be responsible to some extent for lower required
rates of return in Japan especially, is the comparative unavailability of
consumer credit. It has been widely noted that Japanese consumers must
save to buy big-ticket items--houses and other durables--that U.S.
consumers would buy on credit as a matter of course.

A second explanation advanced concerns risk premia. Although
German and Japanese savers may be no more thrifty than their British and
American counterparts, their willingness to accept lower rates of returns
may simply reflect a lower risk attached to those returns and this in turn
may reflect greater macroeconomic stability in the sense of smaller variance
(fluctuations) in either the price level (West Germany) or the level of real
GNP (Japan). They write:
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Low price volatility leaves German savers willing to accept low real
rates of return on debt, just as Japan’s low volatility of real GNP is
associated with savers’ assigning high prices to earnings streams.
Japan also shows a lower price level volatility than the U.S. or the
U.K. . . an observation consistent with the country’s generally lower
debt costs (McCauley and Zimmer, p. 44).

The authors suggest finally, that macroeconomic policy, per se, may
not be the chief explanation for differences in macroeconomic stability.
Instead, they point to institutional differences between the U.S. and the
U.K., on the one hand, and Japan and Germany, on the other, which help
to explain differences in stability. In particular, closer relations between
corporations and banks allow greater leveraging without the rise in
bankruptcy costs that would otherwise tend to be correlated with greater
leverage. In addition,

The willingness of banks to lower distress costs by extending fresh
credit to firms approaching bankruptcy probably averts a portion of
the bankruptcies that would otherwise occur (McCaulev and Zimmer,
p. 52). -

The hands-off relationship between U.S. and U.K. banks and
corporations places limits on the degree of leverage that can be safely
engaged in, thus increasing the cost of funds by forcing more reliance
expensive equity.

on

Finally, besides difference in industrial organization, differences in
industrial policy may play a role in explaining different degrees of risk:

Back-stopping private creditors’ management of difiiculties  is the
Japanese and German governments’ predictable willingness to spread
the adjustment costs beyond the immediately involved workers,
managements, creditors, and shareholders to business customers,
consumers and taxpayers (McCauley and Zimmer, p. 46).

The authors note that while the U.S. government has provided de
facto support in cases of corporate distress (Chrysler and Lockheed, e.g.),
that nonetheless:

. ..from the standpoint of a creditor, any potential government
assistance would appear much more uncertain in the U.S. than in
Japan or Germany and thus much less likely to be reflected ex ante
in risk spreads (McCauley and Zimmer, p. 58).

The implications of this study are, then, that the roles of policy in
reducing the cost of capital in the U.S. may lie much more in the direction
of taking steps to reduce
to reduce the tax wedge,
higher capital costs.

risk premia required by U.S. savers than in
which, after all, is not the chief explanation
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We have seen that the estimates of the benefits for capital formation
of a cut in the capital gains tax are very small to negligible. This is chiefly
because the comparative inelasticity of saving with respect to the after-tax
rates of return means that a reduction in the tax wedge has most of its
effect in raising the after-tax return to savers instead of lowering the cost of
capital to entrepreneurs. So small are the effects on GNP of the cut that
they could easily be swamped by losses resulting from waste in the attempt
to convert ordinary income to capital gains. Furthermore, there is a very
real likelihood that under reasonable parameters for saving and realization
elasticities, the capital gains tax cut will reduce national saving, investment
and thus, long-run GNP. Finally, the tax wedge in the U.S. may not be the
source of our higher capital costs: new research suggests that we think
about policy changes directed at reducing the riskiness of investing in U.S.
assests, thus lowering the required after-tax rate of return, instead of
fixating on the tax wedge.

June 1990
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Appendix

Income Class1
(in $1000~)

< 10
10-20
20-30
30-40
40-50
50-75
75-100

100-200
> 200-

TOTALS

TABLE A-l
Distributional Effect of the Administration’s

Capital Gains Proposal
(1990 Income Levels)

Number of Aggregate Avg. Tax Avg. Tax % Distri-
Returns w/ Tax Change Reduction,* Reduction, bution of
Tax Change (Millions Returns All Aggregate
(1000s) of Ss) Affected Returns Tax Change

59 $ -4 $ 68 $ *
638 -56 88 2

1,360 -136 100 6
1,811 -297 164 18
1,502 -415 276 45
2,423 -1,004 414 88

984 -785 798 259
1,299 -2,709 2,085 943

681 -10,522 15,454 10,671

3---

0.4%
0.9
1.9
2.6
6.3
4.9

17.0
66.1

10,756 $-15,928 $ 1,481 $ 131 100.0%

Note: Details may not add to totals due to rounding

The income concept used to place tax returns into income classes equals
adjusted gross income plus: (1) tax-exempt interest, (2) employer
contributions for health plans and life insurance, (3) inside buildup on
life insurance, (4) worker's compensation, (5) nontaxable social security
benefits, (6) deductible contributions to individual retirement accounts,
(7) the minimum tax preferences, and (8) net losses in excess of minimum tax
preferences from passive business activities.
The tax reduction reported here assumes no change in taxpayer behavior.
Thus, this measure understates the tax benefit received by certain
taxpayers.
Negligible.

Less than 15 cents.

Source: Joint Committee on Taxation, February 13, 1990, Table 2.
and Citizens for Tax Justice.
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1. Although some have argued that the distributional consequences are
exaggerated by the comparison of its differential impact on Adjusted Gross
Income classes, and that the proper comparison is by ordinrvu income
classes--not including capital gains--this view received a decisive setback
from a Joint Committee on Taxation report (JCT, 1990) which found that
over a five year period, fully 59 percent of the value of reported gains came
from individuals reporting gains in every one of the five years. Thus, the
typical recipient of capital gains income is not, as the critics’ view implied,
a beneficiary of a one-time windfall, and taxable capital gains are
legitimately treated as part of income.

2. The term savers includes passive “investors” who buy securities, etc.

3. See the Joint Committee on Taxation pamphlet for a discussion (1990b,
p. 13-14).

4. The actual elasticity used by the Treasury would not guarantee what
the text states for a straight 30 percent exclusion. But the proposal
includes several other “add-ons” that keep it from losing revenues. These
add-ons include the “depreciation recapture” provision, the Alternative
Minimum Tax provision, and the holding-period provisions. For details see
the pamphlet prepared by the Joint Committee on Taxation. The Treasury
estimate in fact uses a long-term elasticity of 0.8. The Joint Committee
notes, thus, that “Even Treasury would not appear to project long-run
induced realizations sufficient to offset the static revenue loss” (1990b. p.
22).

5. That is, for revenue(PR)  to remain the same in the face of a .30 cut in
T, we need (since PR = .7oT*1,43R)--an  increase of realizations by 43
percent.

6. Indeed, he finds that the elasticity drops to zero. In 1989, however, re-
estimating with one more year of data, the elasticity was up to -0.49. This
sensitivity ought to give policy-makers pause.

7. A statistical result is said to be ‘robust’ if it does not vanish when
different choices of time periods and/or measures of the explanatory
variables are made.

8 .  (l-(1/1.077))

9. This is capital’s share of income, which is also the elasticity of output
with respect to capital in the so-called Cobb-Douglas production function.

10. Henderson’s usage here is not idiosyncratic and I don’t mean,
therefore, to single her out. The whole literature speaks similarly about
changes in “the cost of capital” due to tax rate changes when what is

28



meant is changes in the cost of capital associateci with a given after-tax rate
of return--or, in my terminology, changes in the wedge. This would be a
harmless convention if, in the face of changes in capital gains tax rates, the
after-tax rate of return would not likely change very much. But everything
we know about savings elasticity suggests otherwise.

11. The decrease in the cost of capital will be a fraction of the decrease in
the tax wedge. If that fraction is f, then:

f=(l+w)ES/(ED+(l+w)ES)
where ES is the elasticity of saving with respect to the after-tax interest
rate, ED is the elasticity of the demand for capital with respect to the cost
of capital, and w is the wedge expressed as a fraction of the after-tax rate
of return. For the calculation, it was assumed that the wedge is 0.44 of
the after-tax return, based on Gravelle (1989). The change in the wedge in
this case is (.071)cc, where cc is the cost of capital, so the percentage
change in the cost of capital is: (fj.07 1. Note that this calculation looks at
the absolute wedge change implied by Henderson’s maximum increase in
pre-tax return, not the ad valorem wedge.

12. Technically, the U.S. as a “big” country, could affect the world cost of
capital to some extent by increasing its own saving. But this effect works
through the effect of tax policy on domestic saving--which we have seen to
be weak--and not independently of it. Integrated capital markets do not
make tax policy directed at domestic saving more effective. Quite the
contrary.

13. The regressions in question used a different definition of income.
About the results, Boskin writes: “the worse fit and less plausible
coefficients on the other variables...lead me to reject these estimates”
(Boskin, 1978, p. 516).

14. “Lump-sum” taxes are taxes which do not affect any incentives,
including the labor/leisure choice. They are, like fairies or devils,
completely imaginary.

15. In a life-cycle model, savings are made for retirement purposes. The
young save and the old dissave. Thus, use of these models directs
attention to the intergenerational effects of policy changes. Deficits reduce
savings in these models because they redistribute income to the old and the
current generation from the young and future generations and thus to low-
savers from high-savers.

16. It is assumed that people do not save to offset the additional taxes in
the future that an increased deficit represents. Very little evidence supports
this idea, dubbed the ‘Ricardian Equivalence” theorem.

17. Although this exaggerates the maximum revenue loss somewhat, by
ignoring the Administration’s “add-ens,” the elasticity calculation makes
most sense applied to a uniform 30 percent exclusion. Further, the cost of
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capital estimates that have been made refer to this case as well. That is
they do not factor in the discouraging effects on capital formation of a tax
cut which falls short of being a straight 30 percent exclusion.

18. Letting t be the proportionate tax wedge and t’ its new value, the
maximum change in the cost of capital is given by:

cc’(l-P)=cc(l-t)
Where cc’ is the new, cc the old cost of capital. Using l-.071 for c&/cc
and .3085 for t yields the result in the text (-.17), for &l/t)-1.

19. The impact effect is the horizontal shift in the savings schedule
resulting from the change.

20. Again see Hatsopoulos, et al. (1988, p. 305) for the conventional
wisdom--that U.S. tax policy explains a great part of the higher U.S. cost of
capital--that the study under review implicitly challenges.
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