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The State of the Union
President Bush's proposals to "end the recession" are unlikely to

do much harm, in contrast to many past programs for this purpose.

The regrettable aspect of his program is that it reveals a willingness

and inclination to again attempt to use the tax code to influence

economic behavior.

The past year was remarkable for the
United States. The weapons, training, and
tactics of our armed forces were shown
to be infinitely superior to those of So-
viet trained and supplied Iraq. The Soviet
Union itself simply imploded as did its
Communist Party and neither seems to
be a threat to peace and stability any more.
There is now only one "superpower" and
we are it. Our economy is the largest in
the world, and in the eyes of billions of
people around the world, not to mention
the standards of history, the United States
remains a land of unprecedented wealth
and opportunity.

Yet, as The Economist of London re-
cently noted, "When Americans look at
their economy these days, they are horri-
fied by what they see — or think they
see." Foremost among what they think
they see is, of course, a recession that
began in the late summer of 1990 and is
continuing or in a "double dip." Given
the tone of media reports during recent
months, this notion and even an expecta-
tion that much worse lies ahead is under-
standable.

However, Gross Domestic Product
(GDP) in constant dollars, the broadest
measure of economic activity, actually
bottomed out during the first quarter of
last year and it has since increased. The
increases have been relatively small (at
revised estimated seasonally adjusted an-
nual rates of 1.4 percent and 1.8 percent
during the second and the third quarters,
respectively, and, according to the ad-
vance estimate just released by the De-
partment of Commerce, by an annualized
rate of 0.3 percent during the fourth quar-
ter). We can only repeat that slow growth
is still growth and not recession.

Unless economic activity soon con-
tracts to below the prior trough (which
few economists expect) the National Bu-
reau of Economic Research, the arbiter

of such matters, will in all likelihood even-
tually announce that the 1990 recession
did not continue into 1992, but ended
sometime in the spring of 1991. Only if
the economy again begins to contract be-
fore most indicators of output surpass their
prior peaks, will there be any grounds to
conclude otherwise and, at present, there
is little reason beyond pure conjecture to
predict such a outcome.

As we indicated in the last issue of
Research Reports, continued expansion
remains far more likely than renewed con-
traction of economic activity during the
months ahead. The advance estimate of
constant-dollar GDP for the fourth quar-
ter of 1991 has brought it closer to the
peak than to the trough of this cycle.

The notion that the condition of the
U.S. economy is dismal and its prospects
worse is plainly overwrought. As The
Economist put it, "...America has
watched other economies, notably Japan,
narrow its lead in living standards, and
most of the time has complained. That
has not stopped it from growing richer, at
a rate that is disappointing only by the
standards of the comparative handful of
countries that are close to catching up..."

The major reason for this is that nei-
ther descriptions of the economy as be-
ing in recession or expansion nor interna-
tional and historical comparisons are of
much significance or concern to ordinary
citizens. What would seem to matter to
public perception of the state of the
economy is whether the pace of economic
activity is sufficient to maintain and im-
prove overall living standards.

The 1990-91 recession was no longer
(and much shallower measured from the
peak) than the average of postwar reces-
sions; but slow growth since the apparent
trough of the recession, as well as below
average growth rates during the final quar-
ters of the 1982-1990 expansion, have
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left the current output of the U.S. economy
below its long-term trend, as shown in
the accompanying chart.

Consistent data for GDP in 1987 dol-
lars have only been published for the years
since 1959. By most previously published
measures, growth during the years 1959-
1973 was larger than that during the late
1940's and 1950's and inclusion of data
for the earlier years in calculating the
trend line would probably skew it clock-
wise somewhat so that the expansion of
the 1980's would have brought constant-
dollar GDP farther above, and its recent
level closer to, the estimated trend.

Confusion and Danger

In this circumstance it is easy for the
public, or even serious analysts, to iden-
tify cyclical phenomena as symptoms of
serious long-term problems for the U.S.
economy. The danger is that, effective or
not, measures adopted to accomplish the
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Will They Ever Learn?

Many Congressional Democrats, George Mitchell of Maine (the Senate Ma-
jority Leader) being perhaps the most prominent, can't seem to give up the no-
tion that punittvely high tax rates on high incomes are sound public policy
and/or that the "rich" are not paying their "fair share." With the 1 percent of all
returns with the highest reported incomes accounting for over 25 percent of all
Federal personal income tax receipts and the top 10 percent accounting for
more than half of receipts, one has to wonder what they think a "fair share" is.

More significantly, as we indicated in Research Reportsiox November 18,
1991, the portion of total personal income taxes due coming from high-
income taxpayers actually increased between 1979, when the top Federal tax
bracket was 70 percent, and 1989, when the top bracket was 28 percent. The
"Reagan tax cuts" served to shift the burden of income taxes toward the "rich."

In passing we should again state that Federal personal income tax receipts
increased nearly 25 percent, in constant dollars, between 1979 and 1989 (the
tax cuts did not "starve" the Government for revenue) and that the average tax
per return increased about 3.2 percent, with all of the increase coming from
high-income returns —• the average tax due on the bottom 95 percent of re-
turns decreased by about 7 percent, while that on the top 5 percent increased
about 20 percent (both comparisons are in constant dollars).

We should also make it clear that 1979 and 1989 were selected for com-
parison because the latter is the last year for which detailed data are available
and the former was the last year with no recession during which the top rate
was 70 percent Comparisons of other years before and after the top rate
decreased would show similar changes.

Those of the "soak the rich" persuasion who can be coaxed to examine
such evidence (many won't or can't) almost invariably focus on the fact that
the "rich" have reported markedly larger incomes since the rates came down.
Indeed, this change is often cited by itself as evidence that the policies of the
Reagan administration favored the "rich." It is never explained how this was
done. Was it handouts of vast sums via graft? Was it grants of land or mono-
poly power to cronies? Did deregulation facilitate an untrammeled exploita-
tion of resources and workers?

No doubt some very minor examples can be found along these lines (the
Wedtech scandal comes to mind) but it should be abundantly clear that the
dominating factor by far was that, after the rates came down, the "rich" chose
to work and invest in ways that generated more taxable income, which is pre-
cisely what the "supply siders" had predicted. To deny that taxes do not affect
people's decisions in this regard makes about as much sense as saying that the
number of police cars on the road has no effect on how fast people drive.

One might hope that the fate of the "luxury tax" on yachts that was enacted
as part of the budget agreement of September 1990 will serve as a less subtle
and more direct lesson on the futility of punitive taxation of the "rich." This tax
was seen as a means of getting the "rich" to pay more taxes, but it has pro-
duced virtually no revenue to date. Its main effect was to shutdown the boat
building industry, bankrupting businesses and throwing employees out of
work. It is likely to be repealed soon.

short-term goals of "combatting the re-
cession" can have undesirable long-term
effects.

It is, in fact, not at all unusual for the
economy to slow down before entering a
recession, but most recoveries are "V-
shaped," with vigorous growth during the
initial quarters of expansion. Neverthe-
less, "U-shaped" recessions are by no
means unprecedented, especially when the
decrease from the peak has been rela-
tively small.

Similarly, the employment news so
prominent in current media reports is gen-
erally episodic and fragmentary. In par-

ticular, it should be noted that the an-
nouncements of large-scale cut-backs by
behemoth corporations, which often re-
ceive wide publicity are not necessarily
indicative of overall trends. Such major
"retrenchments" are without immediate
effect when, as is usually the situation,
they are to be implemented over many
months or years. On the other hand, im-
mediate employment gains tend to be in-
cremental and they seldom generate press
releases or "photo opportunities." In any
event, even overall measures of labor mar-
ket conditions (such as the unemploy-
ment rate) frequently do not improve from
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the employees' point of view until well
after a recovery is underway.

That the recent level of output is be-
low its long-term trend is not, therefore,
conclusive evidence that extraordinary
short-term government intervention "to
increase demand" would be helpful. Even
if it would help boost output now, the
major difficulties with such steps in the
past has been that funds have not actually
arrived in the hands of consumers and
businessmen until long after Congress
acted. Most government spending pro-
grams {e.g., for roads or public building
projects) require extensive bureaucratic
review of specifications and bids (not to
mention "impact statements," "set asides"
etc.), before any checks are issued. By
that time, the major economic issue has
often become restraint of an inflationary
boom.

Fiscal measures on the revenue side
of the ledger (taxes) may also be subject
to delays and unintended consequences.
Tax relief, such as the "middle class tax
cut" offered by Congressional Democrats
as a cure for the recession, would enlarge
the Federal budget deficit, even if "fi-
nanced" by raising tax rates on the high-
est incomes, as many of those Democrats
seem to want with a passion. Such a move
would be unlikely to produce the needed
revenue (see box).

In any event, lower interest rates are
now providing far greater and quicker
increases in "middle class" purchasing
power than any of the tax cuts for the
"middle class" that have been proposed
by various politicians. For those with se-
cure incomes and little intention of sell-
ing their houses or buying another (this
describes the vast majority of homeown-
ers), refinancing their mortgages at lower
interest rates provides an immediate in-
crease in spendable income. Vast num-
bers of homeowners are now in the pro-
cess of doing this, often cutting their pay-
ments by hundreds of dollars per month.

The Bush Program: The Good News

With public concern fanned by the me-
dia, President Bush has been under in-
tense pressure from his political advisors
to come up with some action and plans to
"end the recession." In his State of the
Union Address, the President set forth
actions he was going to take on his own
or propose to Congress. These included
several minor tax fiddles designed to put
more funds in the hands of consumers
and to encourage them to buy houses. He
proposed similar steps for business capi-
tal spending as well as special relief for
the real estate industry. We tend to agree
with Federal Reserve Chairman Green-
span in his subsequent assessment of these



moves: that the best thing about them is
that they are unlikely to do harm because
they are of such minor consequence.

For example, his proposal to encour-
age capital spending by business is to
offer an additional first-year depreciation
allowance of 15 percent of the cost of
items put in place this year. With the
corporate income tax rate at 35 percent
this amounts to a 5 percent "subsidy" of
such purchases, an amount that will be
recouped in later years when deprecation
allowances will be smaller than they
would be without the special write-off.

Similarly, his intention of reducing
withholding schedules for this year may
add an estimated $25 billion to take-home
pay during the rest of this year, but the
amount will be returned to the Treasury
via lower refunds, or payments of taxes
due, early next year. To the extent that
some workers "forget" to file, if they owe
tax on their returns, the change could re-
duce Treasury receipts (overwithholding
is the "secret" behind the high level of
income tax compliance in the United
States compared to many other countries).

The Bad News

The proximate causes of recessions
are seldom clear, although most econo-
mists agree that changes in public policy
are prime suspects. The recent recession
took hold in earnest around the time that
the Administration was reneging on the
President's campaign promise of "no new
taxes" leading up to the so-called budget
agreement of September 1990. Some ana-
lysts believe that the slow growth before
and after the recession, if not the reces-
sion itself, reflects the renaissance of regu-
lation since President Bush took office
(the latest manifestation of this is the
Americans with Disabilities Act, which
took effect January 1). However desir-
able the goals of such regulations may
be, their immediate effect is to restrict
business opportunities and to raise costs.

In his speech, the President called for
a 90-day moratorium on new regulations,
the efficacy of which is about as credible
as his ritual incantation on the need to
control the Federal deficit.

However, the most distressing aspect
of the President's proposals (which in-
cluded some measures to address "long
term" problems as well as those designed
to "fight the recession") is his apparent
willingness to again use the Federal Tax
Code to attempt to influence behavior and
the allocation of the Nation's resources.
There are three major reasons why this is
a bad idea.

First, special "tax breaks" mean sub-
stituting politicians' judgment for that of
producers and consumers. For example,

the President, the Congress, and even a
majority of the public may sincerely be-
lieve that the housing and construction
industry need help, even though, by any
measure, the United States is by far the
most "housed" nation in the history of
creation. This is not only because we are
rich but also because housing investments
are hugely "tax favored" already. The
main investment returns of owner-occu-
piers cannot be taxed because the rental
value of their property is received "in
kind" rather than in cash.

Although residential construction is
counted as investment in the National
Accounts, it is really a form of consump-
tion that does little or nothing to enhance
productive capacity or "international com-
petitiveness." We hear a great deal about
our "low rate of capital formation" and
about how the Government's deficits
"crowd out productive investment." The
dangers of these situations are often ex-
aggerated, but it is hard to understand
why residential construction is not in-
cluded in the demonology along with
other forms of public and private "over-
consumption."

The point is that resources devoted to
housing perforce make less available for
other purposes. There is no reason to be-
lieve mat politicians' judgment regarding
how much housing we have will be bet-
ter, and much to believe that it will be
worse in the long run, than that of those
who have to put up the money and decide
where and how to live.

Second, provisions of the tax code re-
flecting vague "sentiments" of the politi-
cians eventually become detailed statutes,
court precedents, and regulations. The ac-
tual effect on taxpayers is understood only
by the taxpayers, or more plausibly by
their lawyers and accountants, who may

be able to apply the rules in ways that
were completely unforeseen by their mak-
ers. In other words, every special "tax
incentive" is, or may become, a "tax loop-
hole" in some sense.

Third, and most significantly, as spe-
cial "tax breaks" proliferate, the loss of
revenue they generate creates intense pres-
sure for higher tax rates on income not so
favored. Then higher marginal tax rates
make the "breaks" more valuable and
sought after. This was the self-reinforc-
ing process that rendered the tax laws "a
disgrace to the human race," in the words
of Jimmy Carter. Curiously, and per-
versely, the politicians that seem the most
dense regarding the effects of high mar-
ginal income tax rates on reported in-
comes, Federal receipts, and the burden
of the income tax on various income
classes, are often among the first to pro-
pose tax incentive "loopholes" for favored
purposes.

If Congress accepts the President's
proposals for new "tax incentives," it will
be a miracle if no additional ones are
added in the process. More importantly it
could mark the start of a retreat from the
bold tax reform of 1986, which was based
on eliminating "loopholes" and dropping
tax rates. Eventually this would revive
the tax-shelter industry (especially if the
capital gains tax rate is decreased as well
— see the next article) and enhance the
role of lobbyists and other "fixers" in
Washington.

In short, the President's proposals may
be seen as a minimalist gesture to those
who say he has no program and to his
election managers who care more about
polls that principles. But they also may
reveal a willingness to return to business
as usual "inside the Beltway." We will
have to stay tuned.

The Incumbent's Edge

Conventional wisdom has it that the sluggish economy has gravely imper-
iled President Bush's reelection chances. However, in the current situation the
advantages of presidential incumbency may prove overwhelming. Only seven
elected incumbent presidents have been turned out of office in U.S. history.
These were J. Q. Adams, Van Buren, Cleveland, B. Harrison, Taft, Hoover, and
Carter.

In this century, absent a third-party challenge that split the vote, every in-
cumbent president who stood for reelection except Herbert Hoover was re-
turned to office. Teddy Roosevelt split the vote in 1912 and John Anderson
split the vote in 1980. President Hoover, of course, faced reelection during an
economic depression. Compared with that episode, the recent recession was a
mere "blip" in business activity. Contrary to what one might infer from media
reports, the economy has grown during the past 3 quarters, and President
Bush's campaign may "shift into high gear" just as the economic recovery
takes off. Barring a successful challenge from within his own party or an inde-
pendent candidacy, the defeat of an incumbent president in such circum-
stances would be virtually unprecedented.
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CAPITAL GAINS TAXES, AGAIN

Few expect Congress to approve the President's revised capital

gains tax cut proposal. We continue to believe indexing gains to

reflect price inflation (which the President might be able to accom-

plish via executive order) would be preferable to lowering the tax

rate.

President Bush has again trotted out a
proposal for lower tax rates on capital
gains, this time with staggered reductions
for longer holding periods. The proposal
apparently calls for investors to exclude
from taxable income 15 percent of the
gain for each year's holding period over
1 year up to a maximum of 45 percent of
the gain on assets held for 3 years or
longer. This would result in the follow-
ing effective gains tax rates.

Holding
Period

Less than 1 yr.
1 to 2 yrs.
2 to 3 yrs.
More man 2 yrs.

Maximum
Effective Gains

Tax Rate'*
28.0%
23.8%
19.6%
15.4%

This would be preferable to the cur-
rent situation, in which all gains are taxed
at 28 percent, and to earlier Administra-
tion proposals, which called for only one
lower rate for gain realized over holding
periods of 1 year or more.

Various rationales have been offered
for a preferential rate on capital gains.
The one most commonly used in recent
years is that gains tax rates encourage
initiative, innovation, and risk-taking. The
notion seems to be that entrepreneurs will
be able to raise capital for new ventures,
if the investor's pay-off for success will
be taxed at a lower rate than other, more
secure income.

However, such incentives can create
distortions of their own. The focus on
achieving capital gains instead of simply
high rates of return (say, on income bonds
or preferred stock, where the dividend or
interest is due only if the borrower is
profitable enough to pay them) can dis-
tort entrepreneurs' and managers' plan-
ning. Achieving relatively short-term ob-
jectives mat can temporarily boost a
company's stock may take precedence
over sound growth.

Less arguable is the fact that a lower
rate on capital gains is the stuff that tax
shelters are built on. When capital gains

* Readers should note that the gains tax rates
discussed herein are the maximum effective rates.
Lower income taxpayers have always paid the
maximum gains tax rate only on the portion of
the taxable gain, if any, that pushes their taxable
income into the highest bracket.

were taxed at a lower rate, investment
schemes designed to convert ordinary in-
come into subsequent capital gains often
diverted funds to purposes that contrib-
uted little to employment, production, or
sound economic growth. Elimination of
the lower rates on capital gains presum-
ably served to focus investors' planning
on economic fundamentals rather than
taxes.

Another rationale for a lower rate on
capital gains is that gains may be realized
infrequently and thus may boost income
artificially in the year they are made. This
argument is less cogent with only two tax
brackets (15 and 28 percent) applicable
to capital gains, with the higher rate cut-
ting in at relatively lower income levels
than it was when there were 14 brackets
ranging up to 70 percent on the very high-
est incomes.

It is also argued that high rates on
capital gains "immobilize capital" because
those who hold appreciated assets may
be reluctant to sell and pay the tax. This
is no doubt the situation in many in-
stances, especially for elderly individuals
whose heirs will be able to claim a much
higher "stepped-up basis" if they choose
to sell after inheriting the asset. But the
effects on the economy as a whole are
less clear. After all, the asset will still
exist whenever it is sold.

The most valid rationale for a lower
tax rate on capital gains is that they ac-
crue over periods of time when the pur-
chasing power of the dollar has dimin-
ished. In an environment of chronic in-
flating, a dollar of nominal gain (which is
what is taxed) represents less real income
than a dollar of, say, wages or dividends,
which is earned contemporaneously with
the payment of the tax.

This is clearly correct, but simply tax-
ing capital gains at a lower rate is a won-
drously inefficient and inequitable way

to solve the problem. At 28 percent, the
maximum capital gains tax rate is actu-
ally less than it was during most of the
1970's (and less, in some instances, than
it was during 1988 and 1989, when capi-
tal gains could be subject to the 5 percent
surcharge on incomes within a certain
range).

The current rate is also only slightly
higher than the 25 percent maximum that
was levied during most of the years from
1942 through 1970, but most nominal
gains realized during those years reflected
genuine accretion of purchasing power
because price inflation was relatively low.

However, because of the rapid price
inflation of the 1970's and early 1980's,
the 28 percent rate on nominal-dollar
gains now falls most heavily not on en-
trepreneurs and innovators who have built
up a business from nothing, but on those
who have invested conservatively over
the years in hopes of only moderate re-
turns. In the latter instances, the effective
capital gains tax rate can be much higher
than the stated rate, even to the point
where it becomes a tax of the entire gain
and a portion of the original capital as
well. This is outrageous public policy and
can only be attributed to the politicians
ignorance and denial of what they have
done to the dollar over the years. The
needed reform is to allow for the deterio-
ration of the purchasing power of the dol-
lar in computing taxable capital gains.

According to Prof. Paul Craig Rob-
erts, President Bush could provide for
such "indexing" of capital gains by ex-
ecutive order because the determination
of a taxpayer's basis (the cost used in
computing capital gains for tax purposes)
has been defined by regulation rather than
by statute. Prof. Roberts also suggests
that no one would have standing to chal-
lenge such a move in court, so that Con-
gress would have to pass a law, subject to
Presidential veto, if it didn't like it.

It seems odd that the President is will-
ing to bypass Congress with his revised
withholding schedules, but not on the
gains question (or on the "line item veto"
question on which several authorities be-
lieve he could act unilaterally). The old
"wimp" label may have had some basis
after all.
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