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Introduction and Executive Summary
by
John C. Goodman

The National Center for Policy Analysis is a nonpartisan research institute, which is not affiliated
with any political party. Nonetheless, we have decided to publish the proceedings of a Republican confer-
ence on economic growth as a public service because of the importance and timeliness of the issues
discussed.

Both Republicans and Democrats in Congress have proposed ways of stimulating the economy and
putting it on a higher growth path. The reasons for action are outlined by economist Lawrence Kudlow:

® The Office of Management and Budget is forecasting average real growth for the economy of
only 2.6 percent through 1996.

® The Congressional Budget Office is forecasting an average growth rate of only 2.3 percent.

® Kudlow’s own forecast for the next six quarters is 3 percent — about half of what is normal in
the early stages of an economic recovery.

As both Kudlow and economist Gary Robbins point out, the forecasted sluggish growth rate is
extremely costly relative to the past performance of the American economy.

® If the economy grows at only 2.5 percent over the next five years instead of at the 3.3 percent
rate posted over the five year period 1985 to 1989, the loss of output will equal $2.3 trillion.

@ The slower growth rate will mean 9 million fewer jobs created, 44 million man-years of lost
labor and $875 billion in lost wages.

@ Government will also suffer as a result of $520 billion less revenue for the federal government
and $350 billion in less revenue for state and local governments.

There is a consensus among the economists testifying that the reasons for slower growth are the
same as the reasons for the current recession: higher taxes on labor and capital and an increase in costly
regulations over the past three years. The current recession is a man-made event, not a natural one, and
the price the American people have paid has been high.

@ Because of the economic downturn we are experiencing we have already lost 3 percent of GNP
and 5 4 million jobs, relative to the rate of job creation during the previous five years.

® The average aftertax income of U.S. families has fallen by an amount equal to a 15 percent
increase in federal taxes.

The one sector of the economy that is most sensitive to the effects of taxes and regulations is the
small business sector. As Kudlow explains:



® More than 90 percent of the 18 million jobs created in the 1982-1990 expansion were created
by small and new businesses.

@ Yet the rate of new business formation is down 12 percent and nonfarm proprietors’ income —
which measures the strength of self-employed business people — has been growing at a real
rate of only 1.6 percent over the past year, compared with an 11 percent growth rate in 1983.

As Housing and Urban Development Secretary Jack Kemp observes, blacks, Hispanics and other
minorities have the most to gain from economic expansion and have the most to lose from the depressing
conditions in the small business sector:

® The economic expansion of the 1980s created 4.5 million new entrepreneurs.

@ Thatincluded an 80 percent increase in Hispanic-owned businesses, a 50 percent increase in
female-owned businesses, a 40 percent increase in black-owned businesses and probably a 60
percent increase in Asian-owned businesses.

What should be done? The consensus is that the economy cannot achieve a higher growth rate
unless we create new incentives for people to work and save and invest.

In the discussion that follows, considerable attention is paid to two issues: (1) would pro-growth
tax cuts increase the federal deficit? and (2) would pro-growth tax cuts be fair? Yet as Gary Robbins
explains, both concerns are misplaced. Almost any tax cut on investment income will pay for itself many
times over in terms of increased jobs, increased production and higher economic growth. A tax cut on
investment income almost certainly will generate more government revenue, not less. And more than 90
percent of the increase in aftertax income will go to wage earners rather than owners of capital. Specifi-
cally:

® For every $1 billion cut in taxes on investment income, we can expect about $25 billion in
increased production.

® Government will get about $12 billion in increased revenue — making an $11 billion “profit.”

® Wage earners will receive about $12 billion in additional aftertax wages, whereas investors
will receive only $1 billion in additional aftertax income.

Numerous proposals are discussed, including (1) a capital gains tax cut, (2) inflation indexing for
capital gains, (3) inflation indexing of depreciation, (4) expanded rights to make IRA contributions,
including the right to make aftertax deposits and tax free withdrawals, (5) enterprise zones, (6) home
ownership incentives, (7) a payroll tax cut and (8) a reduction in the penalty on work imposed by the
Social Security earnings test.

Each of these measures would stimulate the economy and lead to a higher rate of economic
growth.



"Antigrowth policies have
pushed the economy into
recession.”

Statement by Senator Bob Kasten

This is a hearing of the Senate Task Force on Economic Growth and
Job Creation, and frankly it’s coming at a historic time. In the past 48 hours,
seven or eight different members of the House or the Senate have come
forward talking about the need for economic growth and for economic stimu-
lus, and in this hearing and in the work that we do over the next week or two,
we may have the ingredients to bring all of these ideas together.

The Task Force on Economic Growth and Job Creation will examine
the overall state of the U.S. economy and review legislative initiatives to get
our economy moving again.

We will hear from several experts on economic growth including
Representative Newt Gingrich, Senator Phil Gramm, Housing and Urban
Development (HUD) Secretary Jack Kemp, former Office of Management and
Budget (OMB) economist Larry Kudlow and former Treasury economist Gary
Robbins.

Before we begin, I want to make a few brief observations about the
economy. During the 1980s, our pro-growth policies of tax reduction and
regulatory reform generated nearly 20 million new jobs, slashed the so-called
misery index in half and raised real incomes for all American families.

Over the past few years, however, the federal government has almost
completely reversed the incentive-based policies that brought this prosperity.
Taxes were raised. Federal spending growth accelerated. And the bureaucracy
went on a new regulatory binge.

These antigrowth policies have pushed the economy into recession.
This year, unemployment hit a high of 7 percent, the poverty rate increased for
the first time since 1982 and household net worth declined for the first time in
two generations.

Many economists believe that the recession is over. But without
renewed incentives for saving, investing and producing — and without a
renewed commitment to entrepreneurial capitalism -— I am concerned that the
economy may not rebound as strongly as it has in the past.

We have an agenda to jump-start the economy and create jobs — to
restore confidence in the future. The president is now prepared to advance a
growth package of incentives to revive the economy —including a capital
gains tax cut to boost small businesses, enterprise zones to create jobs for the



"We are really debating not
one but two tax issues —
what to do with defense
savings and how to create
economic growth."”

urban and rural poor and expanded savings and home ownership incentives for
young, middle-income families.

Our growth package will create 1.1 million new jobs by the year 2000.1
[See Figure I.] In contrast, tax redistribution schemes proposed by some in the
majority party will not open a single new plant or small business in America
— or create a single new job for American workers.

The fairest tax policy is one that expands the economic pie and creates
jobs. The American people understand that growth is not a zero-sum game.
That’s why I think we will see a rising tide of grass-roots support for our
growth initiatives.

Statement by Senator Phil Gramm

Mr. Chairman, let me first thank you for holding this hearing. I think
we all agree that if the economy has turned the corner, it sure didn’t leave any
skidmarks when it turned, and that we have a problem that needs a proactive
approach. The Washington Post noted this morning in their lead editorial
about Senator Bentsen’s proposal? that the Democrats have as their primary
agenda increasing government spending. We have as our primary agenda
creating jobs and opportunity in the private sector, and that is the agenda we
are here to talk about today. It is an agenda that I take very seriously because I
think (a) it is what the American people elected us to do — it is certainly what
the people of Texas elected me to do, and (b) I think the economy needs our
help and needs it now.

Let me state it in very clear terms. We are about to decide in the next
couple of months whether we’re going to build on the progress that started on
January 1, 1982, when the Reagan tax cuts went into effect and when we
began creating 21 million new jobs, and build on the success that we have
achieved since January 1, 1982, by going back to creating basic incentives for
people to work, save and invest. Or whether we are going to sit by and allow
the economy to fall back into the stagnation of the 1970s. That’s the choice
we face, and I think it’s very important that we understand it.

Mr. Chairman, I want to talk briefly about two debates that are going
on in America today under the title of growth incentives. If you look at what
is being debated, we are really debating not one but two tax issues.

One, which was addressed the day before yesterday by Senator
Bentsen, is the issue of what do we do with defense savings if and when they



“This growth package will
create 1.1 million new jobs by
the year 2000."

"In nominal terms, more than
31 trillion of additional GNP
will be created.”
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"If we cut defense spending
and give the money back to
the taxpayer, that is a sound
policy; but it is not an
economic growth policy.”

occur. I happen be one of those people who believes that even in a world
where the lion and the lamb are about to lie down together, we’d better be the
lion — because only then can we be sure that the lamb is going to be safe. But
since defense spending in all probability will be reduced in the future, there is
a very real question about what is going to happen to that money. I applaud
Senator Bentsen’s proposal to return the money to the working men and
women of America. I think Republicans should take a strong stand in favor of
a proposal that Congressman Gingrich and I, along with others, have made —
the Peace Dividend Investment Act. What we are proposing is that if defense
is cut in the future, half of the money that is saved will automatically go to
deficit reduction — with a commensurate reduction in our deficit targets to
assure that it is not spent — and that the other half will go back to working
families through tax cuts. I would prefer raising the standard deduction. The
Bentsen proposal is slightly different. It would give the money only to fami-
lies with children. I don’t think senior citizens ought to be excluded; I don’t
think married people or singles without children should be excluded. I think
we ought to raise the standard deduction.

That is a distinction of relatively minor importance. Of great impor-
tance is that we have a solid policy that any reduction in defense will not be
spent by Congress, but will go to reduce the deficit and go back to working
families so that families can invest in housing and education and nutrition. I
know Congress. Congress bounces checks. Congress doesn’t pay its tab at the
restaurant. Congress spends money that it doesn’t have on programs it doesn’t
need. I also know American families and I have absolute confidence in
American families. I have no confidence in Congress. So I think it is impor-
tant to look at Senator Bentsen’s proposal in terms of the debate about the
peace dividend.

Let me make it clear that if we decide for strategic and defense reasons
to cut defense, giving money back to the taxpayer, that is a sound long-term
policy. But it is not an economic growth policy. In fact, there aren’t 12
economists in the world who would argue that cutting defense and giving the
money back to taxpayers — especially when you are encouraging people to
save it and not spend it — will have other than a slightly depressing economic
impact in the short term. So, in addition to reducing the deficit and returning
half of the peace dividend to taxpayers, we need a strong economic growth
package today. We need a program that encourages people to invest tens of
billions of dollars today — not next week, not next year, but now.

An ingredient in any economic growth package has to be a reduction in
the capital gains tax rate. Why? First of all, it is a proven policy. We have



"You cannot make capitalism
work unless you reward
people who take risks and
create jobs."

never reduced the capital gains tax rate in the postwar period without seeing
the economy move forward at a rapid rate. We have never reduced the capital
gains tax rate without seeing a surge in investment and transactions. And
equally important in a time of tight budgets, we have never reduced the capital
gains tax rate without collecting more revenue at the lower rate.

Many of our Democratic colleagues are going to say, “But rich people
will benefit.” Well, I ask you, Mr. Chairman and members of the conference,
how are we going to get people to invest tens of billions of dollars if they
don’t have it? I submit that if America is going to be saved, it’s going to be
saved at a profit. You cannot make capitalism work unless you are going to
provide rewards for the people who get out and take the risk, make the invest-
ment, create the jobs. I think it is time that we employ the basic system that
made America rich and powerful and free, and unleash the forces of invest-
ment and competition.

Finally, I think, in addition to capital gains tax rate reduction, we need
more targeted proposals like providing a tax credit to moderate-income fami-
lies to build new homes. The National Home Builders Association has en-
dorsed the proposal that Congressman Gingrich and I put forward.3 They
believe that this proposal would — over a two-year period — create some
500,000 new jobs as people built and bought homes, and that is exactly the
kind of immediate stimulus we need to create new jobs and new opportunity
in the economy.

Statement by Representative Newt Gingrich

Senator Malcolm Wallop and Representative Tom DeLay have been
working for over a year now to get the gospel out that this recession is not
over.4 Certainly, if it is showing any signs of turning the corner, as Phil
Gramm says, it’s not turning in a way that makes you very excited. I also just
want to take a second to praise Senator Bentsen’s general direction. I agree
with Senator Wallop that the president has to look at defense in terms of
national requirements, not economics. But I do think it is very, very important
to establish the principle that, if defense can be cut, the money should go back
to the taxpayer. Ironically, I think that will make some of our more liberal
friends less eager to cut defense. If the money is just going to go back to the
taxpayer and not go to their pet bureaucracy, you’ll see a lot less pressure to
cut defense spending.



"If we approach this cor-
rectly there is no conflict
between growth and fair-
ness."”

I think the underlying premise that your money belongs to you — it’s
not a grant to the government to be redistributed within the government — is a
very important principle. I think in that sense, Senator Bentsen has helped the
cause. I also want to emphasize that if we approach this correctly, there is no
conflict between growth and fairness. Our good friends on the left have gotten
us down a track that I think is nonsense. Growth is fairness in a free society.
Jobs are fairness. It is impossible in a free society to say to people who do not
have access to jobs and the benefits of economic growth and who can’t get
more take-home pay for their families, “Now we are going to be fair with
you.”

I think our side should say we are very prepared to argue about fair-
ness. We think having a job is more fair than being unemployed. Having a
chance to found your own business is more fair than being unable to do so.
We believe that having higher take-home pay is more fair than having less.
Let our friends on the left come and debate that.

I also would like to suggest that growth is the absolute key to a healthy,
sound America. If we had the Japanese growth rates for a decade, assuming
we controlled government spending without any dramatic cuts, we would
within a decade have a balanced budget and dramatically higher family in-
come, and poor people would have a substantial increase in their real income.

The fact is that we know how to create growth, we know what patterns
work, but we have a disagreement politically in Washington with the left on
three grounds.

The first is what works in reality. In some grand irony, everybody in
Eastern Europe and the Soviet Union is now saying, yes, we understand that
command bureaucracies don’t work; yes, we understand that government
ownership doesn’t work; yes, we know you can’t control a free society in the
information age from a central capital. And almost none of the message
penetrates Capitol Hill. Some of our colleagues go to Moscow to make
speeches they won’t make on the Senate floor. Look at what works in reality
— what worked with Ronald Reagan in the *80s, what worked on other occa-
sions in American history, what they’re preaching in Eastern Europe, what
they are beginning to preach in Africa. The fact is free enterprise tends to
work, and socialism doesn’t work.

Second is what works in theory. As a former college teacher, the thing
I have found the most frustrating in this city is trying to deal with the Joint
Committee on Taxation and the Congressional Budget Office and others who



"Class warfare is antithetical
to the American cultural
style.”

look at the economy with a formula so crude that the equivalent in aerody-
namics would be an argument that no airplanes can fly, therefore we ought to
close Washington National Airport.> The objective fact is that any economic
model that does not take into account how human beings function is inher-
ently wrong. And I am perfectly prepared next year to move to eliminate the
Joint Committee on Taxation when the legislative appropriation comes up on
the grounds that they are so destructive of common sense that it is harmful to
the country to have that kind of intellectual nonsense being perpetrated on
Capitol Hill. The fact is that the model used by our friends in the bureaucracy
is plainly wrong. Instead of debating within that model, we ought to abolish
the model and argue for what we know works in reality.

Finally, people need to understand — and we need to say more clearly
— that there is a very real difference in this city about what kind of America
we want. Our friends on the left talk about class warfare with great enthusi-
asm. Class warfare may have had some meaning in a 19th-century European
context, but in America it is nonsense. This is the most mobile society on the
planet. People have a chance to get rich; rich people have a chance to get
poor. Our friends on the left believe in class warfare, but it is antithetical to
the American cultural style. It’s the reason the McGovern “demogrant” didn’t
work, because it would have required everybody above a certain income level
to pay more to give the money to everybody below that level.6 Even most of
the people below that level thought that they or their children could do better.

Capitol Hill today is dominated by people who claim that they like
jobs but hate and are envious of job creators. How does the public rate the
condition of the national economy these days? Very good: 1 percent; fairly
good: 31 percent; fairly bad: 46 percent; very bad: 20 percent. Now, those
folks are telling us that they would like Capitol Hill to spend less time arguing
and more time acting, and I hope that the Democratic leadership will get the
message.

I think we have an obligation to go out and do everything we can to
pass a bill that will create economic growth, create real jobs and increase take-
home pay.

Discussion

SENATOR KASTEN: Since most of us in this room agree with the
66 percent of the people in the two last categories — the state of the economy
is either bad or very bad — we also agree that we need to act. Senator



"When the American people
talk about fairness, they are
not talking about spreading
the misery, they're talking
about eliminating the misery.”

Gramm, you said there were two basic issues or two debates here, one on the
so-called peace or democracy dividend and the other on the tax package. I
suggest that within that tax package question, we’ve got a major difference as
we see some of the Democrats, rallying around the so-called Gore-Downey tax
bill.7 In my view that tax bill simply redistributes the taxes. It doesn’t solve
the basic problem of getting this economic engine going again. It’s not the
kind of growth-oriented tax reform we need in my view to create jobs.

SENATOR GRAMM: Mr. Chairman, let me first say that the top 1
percent, the top 5 percent and the top 25 percent of all income earners in
America pay a larger share of the total tax bill today than they did in 1980
when Ronald Reagan was elected president.® [See Figure I.] Any proposal
that makes the tax system more progressive is going to be anti-job, anti-
economic growth and I don’t think you are going to find many knowledgeable
people in the private sector of the economy or any enlightened people in
government who believe that move would be in the right direction. The
Democrats are absolutely obsessed with spreading the misery solving the
problem. When the American people talk about fairness, they are not talking
about spreading the misery. They are talking about eliminating the misery.
And that’s why I am determined to help eliminate it.

I know that the Democrats will try to create the class warfare concept
that was rejected in Eastern Europe and the Soviet Union and has been rejected
by almost everybody except the Democrats. I think it is worth taking them on
on this issue because I think we are talking about something fundamentally
important.

REPRESENTATIVE GINGRICH: I think the problem that left-
wing Democrats have is very simple: in a free society, their economic model
kills jobs. Any time you raise taxes on people who invest and create jobs, you
kill jobs. Now, I don’t think it helps a middle-class family to be told, “Gee,
we will give you a tax cut — except, by the way, you are going to be unem-
ployed.” I think to the millions of people who are currently unemployed, it
doesn’t do any good to tell them, “We would like to be more fair to you, but
by the way, we just slowed down the economy some more.” Ihave been
fascinated by what has now been a five-year dance on the left, in which they
keep trying to find some new way to conduct class warfare in the William
Jennings Bryan mode without killing jobs. You just can’t do it.

Let me say, second, I believe that it is totally hypocritical to talk about
very high marginal rates for the rich. When John F. Kennedy became presi-
dent, he said to the IRS, “We have a 90 percent tax rate for the very rich. How
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"All a high tax does is lead
the wealthy to hire more tax
lawyers and accountants.”

many people pay it?” The answer was zero. Not a single person was paying
the top rate because all that high rate does is lead the wealthy to hire more tax
lawyers and accountants and divert the money out of the treasury. So I would
simply argue that unless you are in favor of forcing people back to tax lawyers
and accountants and away from paying their taxes, unless you are in favor of
killing jobs, the Downey-Gore approach is nonsense. Ask any European
government right now what they would think of the Downey-Gore proposal
and they will tell you that it is a joke.

SENATOR GRAMM: Mr. Chairman, I want to add something to
that. I have a quote here from Senator Paul Tsongas, who is now a candidate
for president in the other party, and I think it’s a pretty profound quote on this
subject, and I want to read it. “I voted against the 1978 Steiger capital gains
tax reduction. Do you know why I voted against it? Because I was a Demo-
crat. The ethic in the House among my fellow colleagues was that this was
pro-business and therefore, since it was pro-business we were against it. So I
voted against it. That bill which I did not support did more for the economy of
my state than anything I did as a congressman.”

SENATOR TRENT LOTT: Just a couple of questions, since I know
we have other witnesses. Your plan includes benefits that would help middle-
income people and the elderly. You include the so-called Individual Retire-
ment Account Plus plan.1® You have incentives for home ownership and you
have work incentives which reduce the Social Security earnings penalty. In
addition, you have the capital gains tax cut and enterprise zones. Idon’t think
the most important consideration here, now, is the budget agreement. The
important thing is to get the economy going. But having said that, I think we
can do it and live within the budget agreement. Your package is deficit-
neutral, is that correct?

SENATOR GRAMM: That’s right.

SENATOR LOTT: But that is accomplished by, among other things,
the assumption that on a five-year revenue impact basis, your capital gains
provisions would produce $9.5 billion in additional revenue. How do you get
that number?

SENATOR GRAMM: That’s a Treasury number, but so far as I am
aware, every major outside economic group in the country estimates that,
under current conditions, reducing the capital gains tax rate will mean the
collection of more revenues because of more transactions and intensified
economic activity.



"A capital gains tax cut will
increase the value of RTC
real estate holdings by $6
billion to $12 billion."

"With the luxury tax on
airplanes, we killed one job
Jor every $64 raised in taxes.”
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REPRESENTATIVE GINGRICH: Let me comment on that be-
cause I think you’ve put your finger on a very important issue here. This is
why I say the intellectual fight is a very important part of this. Three things
happen if you lower the capital gains tax. First, you encourage people to
engage in more transactions. By definition, if you buy more houses, sell more
stock, sell more timber or create more factories, just the churning effect
increases revenue.

Second, there is universal agreement — universal except for a tiny
corps on the left — that a capital gains cut is good for the economy.!! Even
the House Ways and Means Committee Democrats issued a report saying that.
Therefore, you have more people at work; they are earning higher take-home
pay; and that increases tax revenues.

There is a third factor which nobody has yet been able to quantify —
although the home builders gave us an estimate that it’s somewhere between
$6 and $12 billion, which is not counted in this particular projection — that is
the cost of the Resolution Trust Corporation. The largest single holder of
property for sale in America today is the U.S. government. If you have a
capital gains tax cut which makes it more desirable to buy property, and you
increase the value of the government’s current holdings at the Resolution
Trust, the best estimate — and this is purely an estimate — is that in addition
to the amount that we list, the government will get back another $6 billion to
$12 billion that it will not get back in the current depressed real estate market.

Adding these pieces together, I think we can make a very good argu-
ment that would convince virtually anyone other than the Joint Tax Commit-
tee.12 We can make a very good argument that this bill will in fact generate
substantial additional revenue.

Let me make one other point. With the luxury tax increase on air-
planes, based on what Beechcraft has reported, we killed one job for every
$64 raised in taxes.13 Now that’s madness. Yet if you asked some of the
bureaucrats on Capitol Hill whether they have studied the Beechcraft example
in Kansas, the answer would be, “No, that doesn’t count.” That is an example
of why we have to take on the people on Capitol Hill who are out of touch
with economic reality.

SENATOR LOTT: One other question. I think we need a spur to the
economy as quickly as possible. If we passed your package in the next 30
days, how quick an impact would it have on the economy?
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"People would begin chang-
ing their behavior before the
president even signed a
capital gains tax cut bill."”

REPRESENTATIVE GINGRICH: Let me jump in first, then Phil
can answer. The home builders point out that in 1974, when we passed a tax
credit on a limited-time basis to encourage people to buy their first home, it
had a tremendous immediate effect. People read the evening paper, they watch
the evening news, their realtor calls the following Saturday — they pretty
quickly hear the news and recognize it as a good deal. That’s one reason why
we built into the Gramm-Gingrich bill a tax credit of up to $1,000 for couples
with less than $43,000 income so they can go out and buy that very first starter
house and have money for a down payment.

Further, I believe that the impact of the capital gains change and the
impact of allowing senior citizens to earn an additional $8,000 a year without
penalty from Social Securityl4 — those two things would have an almost
instantaneous impact on behavior. Sophisticated investors and their advisors
would know about the bill before it passed the Congress. Before the president
signed it, people would begin to change their behavior based on an expectation
of change in the real world.

SENATOR GRAMM: I think the genius of a free society is that
when you change the rules of the game, people know it while it is occurring.
They respond to it before it happens. You change expectations and create a
new excitement, a new life within the economy. That is what we are really
talking about here. Nothing is wrong with entrepreneurship in America.
Nothing is wrong with our ability to generate ideas and products. What hap-
pened in the late 1980s and in 1990 and 1991 was that we added more burdens,
more regulations, more taxes and stifled some of the incentive to create. What
we are trying to do here is to unleash that incentive again. That incentive is
not just locked up at General Motors. It is locked up in every major and minor
corporation in the country and among literally millions of working Americans
who have an idea and are waiting for an opportunity to go out and apply it.

SENATOR MALCOLM WALLOQP: Mr. Chairman, just three
observations and a question. I think, Newt, there is a fourth factor in favor of a
capital gains tax cut. That is, mobile capital goes to the most promising
growth whereas taxed capital tends to stay in the mossed places because it’s
unprofitable to move it. I agree with your observation that growth is fairness.

I would carry that one step farther in terms of the new Nobel Prize-winning
thesis that property is fairness.!> The purpose of growth is the acquisition of
property. And one of the reasons that you don’t find those on the other side
pressing for it is that if you cannot acquire property and government controls
both the capital and the growth, then government controls the society. That’s



"If there are defense cuts, the
taxpayer has first claim on the
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their goal. They don’t want this free, ebullient, flowering society. They want
something they have a handle on. This is a whole thesis behind regulation in
this country.

Now I agree with both of you on the defense thesis, and this is my
question. Clearly, if there are savings, they ought to go to deficit reduction or
to the people who pay the taxes. But unlike your proposal, Senator Bentsen
uses a defense cut to pay for his tax cut. Isn’t that correct?

SENATOR GRAMM: Well, in addition to what now is set as the
path for defense, he proposes an additional 5 percent reduction and proposes
using that money to give a tax credit to families with children under 18 years
of age.

SENATOR WALLOP: That’s the basis of my complaint. Not only
do I not think that is pro-growth, I think that adds to the economic woes of the
country. If the reduction occurs, I agree with using the money to cut taxes.
But I would far rather see something like the Gramm-Gingrich proposal or the
Wallop-Delay proposal that pays for itself,16

REPRESENTATIVE GINGRICH: I think Senator Bentsen is
moving in the the right direction. If there are defense cuts, the taxpayer has
first claim on the money. I do not think that his particular proposal has any
positive effect on the economy. You’d be cutting spending over here in order
to cut taxes over there. Cutting taxes is a good general thing to do, and you
can argue that over time it is better to have the money in private hands for
investment’s sake. But if you are trying to stimulate the economy in the near
future to help people find jobs this year or next year, I don’t think the Bentsen
proposal addresses that underlying problem.

SENATOR GRAMM: I think it just goes back to the fact that the
Bentsen proposal should come under the heading of what to do with defense
savings. And under that heading I think it is positive. I submit that it is going
to be attacked very vigorously by liberal Democrats in the House and Senate
who believe they have the right to spend that money and who don’t want
working people to have it back. I think defense spending should be deter-
mined by the need and the threat. But my fear, Senator Wallop, is that we are
going to end up with defense cut by 15 percent, not 5 percent, and that every
penny of that is going to be spent by the government. So I think setting out a
program to guarantee that does not happen is vital. In the long run, it is just as
important as an economic stimulus package. They are just two separate
issues.
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SENATOR CONNIE MACK: I see Senator Bentsen’s proposal as
positive in that he wants to stimulate the economy and he believes tax cuts will
stimulate the economy. At this point, I think we ought to declare victory and
then move on to what kind of tax cut package we can put together to get the
economy moving again. Without getting into the debate about what caused
real estate values to fall, I think it is fair to say that the collapse of real estate
values has undermined the capital structure of our financial institutions and,
therefore, we ought to look for ways to increase the value of real estate. 1
suggest that the plan you put forward this morning would do so, and I am
interested in your reactions to that.

SENATOR GRAMM: Well, I think the proposal that we have put
forward will not only help create jobs, but also it will help restore value in real
estate. I think it will help the market for all of these properties that we are not
such a proud owner of — because of S&L and bank collapses. And I think our
estimated savings in terms of revenue generated are very low as compared to
the reality because by adding to the value of real estate we enhance the ability
of government to sell off this property that it holds, get the property back on
local tax rolls, and put the real estate back in the hands of people who can use
it productively. I think that reducing the capital gains tax rate not only stimu-
lates the economy but more particularly it stimulates the growth in value in
real estate, which is a fundamental source of weakness in the American
economy today.1”

SENATOR MACK: I would just add a comment based on a question
I asked Chairman Alan Greenspan and Chairman William Seidman: if people
are really concerned about the cost to the American taxpayer of the collapse in
real estate values and RTC, what single thing could we do to enhance the value
of real estate? Would it in fact be to lower the capital gains tax rate? Both
said that, if you cut the capital gains tax rate you are going to increase the
value of all assets, and both felt that was the direction in which we should go.
It was interesting that chairman Greenspan said, “I don’t think you really went
far enough by proposing a.cut in the capital gains rate of 15 percent.” He said
that he would eliminate it completely. But I think we are working on what
might be do-able, so I think that if we could work towards 15 percent, that
would be great.

SENATOR GRAMM: When we are on their 20 instead of our goal
line, I propose that’s when we debate a larger tax cut.

SENATOR KASTEN: Well, I think we are whole lot closer to getting
this game going as a result of what has happened over the past 72 hours and



"The real issue is what kind of
economy we are going to have
at the turn of the century.”

15

the work a number of people had done before hand. Right now is the moment.
We talked earlier about timing. If we could pass some kind of stimulus, some
kind of tax reduction and growth legislation — pass it so it could be effective
January 1, 1992 — we could make a tremendous difference with what now
seems to be a coalescing around a number of these ideas. And Connie, I agree
with you completely; we’ve got a chance. We’ve passed a capital gains tax
reduction in the House of Representatives.18 We’ve got the votes in the
Senate. We can go forward with these ideas and I'd like to thank both of you
very, very much for your testimonies.

REPRESENTATIVE GINGRICH: I would hope the Republicans in
both the House and Senate — and the White House — would agree that we
are not going to go home until we pass a growth package. If necessary, the
president ought to call us back into a special session. The idea that we would
leave here with the 92 economy in decay and do nothing to create jobs, I
think, would be totally irresponsible. And I would hope with both sides of the
Capitol and the President that we could reach a very strong agreement to stay
here as long as it takes to create a growth package.

Remarks by Secretary Jack Kemp

I think this is the most welcome debate that I have yet to hear. We are
at what Newt Gingrich correctly called “an almost critical mass” with regard
to the economy. The very bad news of economic decline is matched by what I
hear from you and a lot of other men and women who understand that our
whole entrepreneurial capitalistic system is at a defining moment, not only
because of what it means to our own economy, Mr. Chairman, but what it
means as a symbol and example to other countries who are trying to model
their nations after ours.

I hope we don’t make this too partisan. I liked watching Phil Gramm
endorsing the Bentsen proposal for a cut in tax. I think Connie Mack made
the point that the idea of cutting taxes to get the economy moving again is
what is important. Now that that victory has been won intellectually, or at
least is beginning to be won, politically the debate should center on which
taxes have the greatest impact, which tax cuts would most incentivize the
economy and the entrepreneur and create the greatest growth in the economy.

I am not going to talk about the budget. I'm not here on behalf of the
administration. I’m not speaking officially, certainly not on behalf of the
Republican party. I’m not here for rich people. I’'m here on behalf of poor
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people who want to get rich. I was with the president recently in a very inter-
esting circumstance. He was in St. Louis at Cochran Gardens, one of the
notable low-income communities of America. One of the great ironies to me
is that what we have in America’s inner cities and in other pockets of poverty,
rural or urban, are Third World-like or Eastern European-like socialist econo-
mies. There’s no private property; only public housing. The reward for
welfare is greater than the reward for work. The opportunity to start a business
has been smothered by regulatory barriers and tax impediments that would
frustrate any man or woman. It is particularly galling to me to see the level of
poverty that exists in this country. It’s unacceptable morally, unacceptable
politically. We have an obligation to ourselves, to our young people, to the
poor and certainly to the world — which looks to democratic capitalism as a
way out of problems of underdevelopment and despair and grinding, abject
poverty.

So my testimony today, while not formal, Mr. Chairman, comes from
my heart and comes from the empirical evidence that I have seen of what we
are doing to our own country. At the moment that we have begun to triumph
over the ideas of socialism, communism, fascism and apartheidism — all of
those isms that are at odds with human nature and the historical antecedents of
this country — it pains me to see what we are doing to our own nation.

I don’t think frankly, Mr. Chairman, the question is what the budget is
going to look like after Kasten-Mack or Wallop-DeLay or Gingrich-Gramm or
some combination thereof should pass.!? I think something is going to pass.
But what a tragedy it would be to focus on only counting up beans or looking
at budgets or whether or not the budget deficit is going to be this or that. The
real issue is what kind of economy we are going to have for the American
people at the turn of the century. The issue is not just jump-starting the
economy. The issue is what kind of an American economy, what type of a
democracy, are we going to have? What type of entrepreneurial-capitalistic
system are we going to have? What a shame it would be if at the moment of
the triumph over all those other isms, capitalism became nothing but another
relic ism because there was not enough capital.

I saw this morning one of the most tragic headlines of recent days —
and there have been some rotten headlines recently. From the New York
Times, “Racial Gap Found on Mortgages” and “Loan Denial Rate Said to be
Double for Black People and Minorities,” and “Fed Study Finds Racism in the
Approval of Home Loans.” Now I know bankers will object perhaps to over-
simplifying, and I don’t mean to jump on anybody in an ad hominem way, but
a USA Today headline reads “Blacks More Likely to Face Loan Rejection.”
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What’s happening to low-income people and poor people in this country is
they can’t get access to credit — and they certainly can’t get access to capital.

I saw a recent study which concluded that the capital gains tax on an
asset held in this country for between 10 and 15 years is close to 75 percent
effectively. The capital gains tax is a transaction tax. If you don’t transact
something, you don’t pay it. The rich people are not hurt by the tax on capital
gains. It’s poor people who want to get rich who are hurt by capital gains
taxes at that level.

I mentioned that I didn’t want to make this too partisan and I don’t. I
think Senator Bentsen’s proposal is a healthy one. Daniel Moynihan wants to
roll back the payroll tax as Malcolm Wallop and Tom DeLay would do. Joe
Lieberman wants enterprise zones; he’s cosponsor of the president’s enterprise
zone bill. Charlie Rangel is another cosponsor of the president’s enterprise
zone bill. Incidentally, that bill eliminates the tax on capital gains in pockets
of poverty. Capitalism without capital is nothing but an abstract ideal. What
people can see in our nation’s inner cities and what is happening to our
economy is that we are running up the cost of capital, and we are shrinking the
seed corn that is necessary to start the next generation of businesses. And I
want to suggest that we are going to need a lot of Democrats to come on
board, so let’s make this a bipartisan effort. George Mitchell, who I’ve been
very critical of for failing to get President Bush a cut in the capital gains tax
— I 'mean he almost laid down in the railroad tracks recently to keep the
Gingrich-Gramm bill from passing the U.S. Senate — wants a low-income
housing tax credit, and so do I. I mentioned Rangel and Lieberman,
Moynihan and Bentsen, Downey and others, so I think the climate should be
right. It shouldn’t be too partisan.

Let’s not spend so much time on the the budget and the deficit and
federal spending, whether it’s defense or otherwise, because those are numera-
tors. The denominator, as Larry Kudlow has pointed out, is the GNP. If we
make the size of the economy by the end of this decade, say 8 trillion instead
of 5 trillion, the revenues from 8 trillion dollars are enough not only to get
past the zero sum debate over defense but to help bring down the deficit in a
much more positive way. There would be more money for infrastructure
development, more for education, more for things that this government has an
obligation to do to help defend our shores and make sure we’ve got a strong
economy.

I mentioned earlier that President Bush was at Cochran Gardens. The
audience was all black, some Puerto Rican, all public housing, all living in



18

"You are not going to get
people to put their capital at
risk unless there is a reward
for doing so.”

this Third World kind of socialist economy, all to be considered poor, Mr.
Chairman. President Bush was talking about privatizing public housing,
giving people a chance to homestead so they have some property rights.20
Malcolm Wallop alluded to property. It’s not simply over-regulated, Malcolm.
People grow up in America who have never had a piece of private property —
and that’s an inalienable right. That is the asset around which people get the
equity leverage to start a business. That’s how John Johnson started Ebony
magazine — with property that he sold off — and now he has a huge publish-
ing empire and has made a lot of money. But does anyone think that John
Johnson of Ebony and Jet magazine ripped off anybody? Of course not. Sam
Walton started off as a shoe clerk for JC Penney. Today, according to Forbes
magazine, he’s the richest man on earth. Does anybody mind that Sam
Walton made a lot of money? He’s created a lot of jobs. We need to create
more rich people. The trouble is, the capital stock of America is locked in, and
you are not going to get people to put their capital at risk, as Trent Lott pointed
out, unless there is a reward for doing so.

When the President was talking about cutting the capital gains tax and
then eliminating the tax on the American dream, he looked down at his notes
and found an audience of all low-income, minority men and women cheering.
It wasn’t Wall Street. It wasn’t this panel. It wasn’t the Republican party.
Probably everyone there was a registered Democrat. And I tell you what, there
wasn’t a poor person there who didn’t want to own his own home, didn’t want
to get a good job for his kids, didn’t want a better education, didn’t want a
piece of the pie that we call the American dream and didn’t believe that the
capital gains tax was taking away their ability to get up that ladder.

I'll stop, Mr. Chairman, without endorsing any one of the bills. I think
you are all on the right track. I believe with all my heart that this is the mo-
ment, as Newt pointed out, when action is absolutely essential. This is an
emergency measure, but we shouldn’t look upon it only as getting us out of a
recession. We should look at what type of competitive America we want in
the decade of the *90s. There isn’t a country in the world that taxes capital
gains the way we do. There isn’t a country in the world that has an unindexed
capital gains tax. Larry Kudlow, who is going to testify, showed what’s
happened to net new business formation since the 1986 tax code. I partici-
pated in writing that code, and welcomed the chance to bring down the rates as
did all of you. But we made a mistake when we raised the capital gains tax
from 20 to 28 percent, and left it unindexed.2! Mexico has an indexed capital
gains rate; they have no tax on anybody that invests in the Mexican stock
market. No tax. Pedro Aspe Armella, the finance minister of Mexico, told me
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on a recent trip to Mexico City to meet President Salinas that not only did
they want to reduce tariffs and further cut tax rates — they’ve cut them from
60 to 35 percent, I think, and revenues are up — but they want to further open
their country to trade opportunities in the North American trade zone.

I am absolutely convinced that this whole idea of recapturing the
American dream — if not doubling the U.S. economy, at least increasing it by
a third by the end of the decade, creating another 20 million new jobs in the
’90s, restoring value to real estate, both residential and commercial — would
reduce the cost of the bailout of the S&Ls, and help the portfolio of every
financial institution in America. ‘

I’ll close with this thought, Mr. Chairman. The United States
economy is probably worth 30 trillion dollars — that’s a rough estimate of the
total net worth of the American economy, including all of its physical and
intellectual assets. Blacks represent 13 percent of the U.S. population; they
own less than one-half of one percent of the total net capital stock of America.
Hispanics represent a smaller proportion of the population, but own even less.
Poor people don’t have access to seed corn, venture capital. We cannot win
the war on poverty as long as we treat people as perpetually poor and think of
them as perpetually dependent upon government. Ireally hope, Mr. Chair-
man, that these hearings begin to focus attention on an effort to get this
economy growing again, restoring incentives to the economy, restoring value
to the assets of the American people and giving poor people the opportunity to
become rich. Idon’t think we can do it absent the type of tax reform in your
recent pieces of legislation. So I thank you for your leadership and look
forward to working with you.

Discussion

SENATOR KASTEN: Secretary Kemp, we thank you. Abraham
Lincoln said, ““You cannot bring about prosperity by discouraging thrift. You
cannot strengthen the weak by weakening the strong. You cannot help the
wage earner by pulling down the wage payer. You cannot help the poor by
destroying the rich.” The point that we are trying to make here this morning
is, I think, that we are reaching a bipartisan position, recognizing that people
will respond to incentives, that rational people will make rational decisions.

Congressman Gingrich referred to the luxury tax; he used an airplane
example. I'd like to take everyone to Pulaski, Wisconsin, and to Oconto,
Wisconsin, and show them what has happened to the boat building business as
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a result of the luxury tax. We have lost hundreds of jobs in these small towns
because people have responded. We put a 10 percent excise tax on these
boats. People no longer are buying them. The government isn’t getting the tax
dollars — there is no tax revenue if no boats are purchased. And the other part
of it is that we’ve put thousands of people across this country out of work —
simply because we tried to levy an excise tax and didn’t recognize that people
would buy less as a result of it. I think what you said is very important, and I
appreciate your being here today.

SENATOR LOTT: Two questions, Mr. Secretary. First, as Secretary
of Housing and Urban Development, I'd like for you to comment on what the
enterprise zone provisions of the Gramm-Kasten-Wallop proposal would do
for housing starts and low-income housing? Most people, when they think of
enterprise zones, don’t think about what that could mean for housing and
housing starts and low-income housing in urban as well as the rural areas.

SECRETARY KEMP: I think it would have a positive impact. I
haven’t quantified the results, Trent, but I think it would have a positive
impact on housing and affordable housing. The president’s study of affordable
housing alluded to the same point that Malcolm Wallop made: housing has
quietly — maybe not so quietly — become the most over-regulated industry in
the United States of America. Plus, we reduced incentives to invest in hous-
ing— in the 1986 Tax Reform Act and in the 1988 FIRREA act. I think
passive loss rules should apply to all businesses across the board.22 The
depreciation schedules for real estate are longer than they were prior to the
1981 tax cut.23 We are punishing real estate. But putting that aside for the
moment, you are absolutely right that affordable housing would be favorably
affected by the Gramm-Gingrich bill. Enterprise zones, in which there was no
tax on anyone that invests in an inner city — no tax on the capital gains of any
man or woman of any color, background or socioeconomic condition that
starts a business in a depressed urban or rural pocket of poverty —would have
a enormously positive impact upon new business starts. We know from David
Birch’s study at MIT that most new jobs in America are created by employers
with less than 150 employees.?* So the secret of a high labor-intensive
economy is creating a lot of new business starts, as happened in the 1980s.

I think the problem with the 1980s was that the formation of capital did
not keep up with the formation of new jobs. So in effect, workers were work-
ing without the capital investment and the new tools necessary to lift their
output and productivity. I think it’s basic economics that you cannot improve
the standard of living of a people without increasing the amount of capital
invested per capita. I don’t think, however, you can just pass a capital gains
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tax cut absent some other changes. I think there should be a pro-labor incen-
tive. The capital gains tax should be matched with — and I’m not speaking
now for anyone but Jack Kemp — a roll back of at least the last one or two
payroll tax increases.25 We need a pro-family component. The family is the
most overtaxed institution in the United States of America, and I think that is
why Connie Mack suggested that the Bentsen proposal was at least a very
positive step in the direction that we should go. Enterprise zones to me are
essential to doing something to attack the root cause of poverty in urban and
rural America. And of course, housing. I am convinced that less regulation,
and some modest tax changes such as those I alluded to would have a tremen-
dously positive impact.

The budget reflects the economy. Get the economy in good shape and
the budget deficit will look a lot better. I don’t think you can get to a balanced
budget without getting to levels of employment and entrepreneurship and
growth that will bring down both government spending and government
deficits.

SENATOR LOTT: Your whole thrust goes to this question, and you
and I have bantered back and forth about this before. I am concerned about
the overall economy of the country. I think that these proposals need to be
done for the overall good. But I also have to be concerned about an area like
the.one you referred to: the Mississippi Delta. There are going to be people
that’ll say these proposals — the capital gains changes, the enterprise zones,
IRA incentives — are not going to do anything for the poor in the Mississippi
Delta. Ithink they absolutely do, but I would like for you to respond. Sup-
pose you are in the Delta, talking to somebody in Morehead, Mississippi.
What is in this package for them?

SECRETARY KEMP: Well, first of all, I think a healthier economy
is healthy for Mississippi and New York, Wisconsin and Florida, as well as
Wyoming and California. The collapse of real estate values, as Connie Mack
pointed out, is having a depressing impact on the financial structure of our
nation. I want to keep coming back, however, to these rural and urban pockets
of poverty. It’s one thing to have a macroeconomic recovery — which I
strongly believe in, it’s essential to the health of our nation’s financial institu-
tions and to the people of America. But we’ve got to go further. We can’t
continue to tolerate the level of poverty that exists in this country in the 20th
century. What we need is a compensatory tax code that would drive incen-
tives into rural and urban pockets of poverty — to create more jobs, more
ownership, and more capitalism for the poor.
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Vaclav Havel, the president of Czechoslovakia, is in Washington
today. Two months ago, his finance minister was here and I asked him on a
C-SPAN show, “Are you going to tax capital gains in Czechoslovakia?” And
he laughed and he said, “Oh, Mr. Kemp, we are not going to do to our country
what you did to your country. We are not going to tax income more than once
like you do in the United States. We are only going to tax income once. We
don’t want to destroy the rich, we want to create riches. We don’t want to
redistribute wealth, we want to create wealth.” And what the Delta of Missis-
sippi or the inner city of St. Louis really needs is to use the greatest tool for
economic development the world has ever discovered — entrepreneurial
capitalism, which leads to ownership and equity in the system. That means
more private homes, more ownership of businesses. You quoted Lincoln.
Lincoln said, “I want poor people to own their own homes.” If you don’t have
a home, if you don’t have property, you can’t leverage it against that first
business that might get you and your children out of poverty. That’s how my
father started his business in California. That’s how many of our fathers and
mothers started businesses.

This is an important point about capital gains — and I apologize for
coming back to it, but it’s a very important point. You can’t get rich on wages.
Rich people don’t care about the capital gains tax, they’ve got theirs. It’s
locked in. They can husband their resources and protect their wealth by
investing in municipal tax-free bonds. The people who are being hurt are poor
people. If you don’t have a chance to earn, save, invest, make a profit and then
put your capital at risk and make a bigger profit, and maybe some day not just
own a truck but a trucking company, as my father ultimately did, you cannot
combat the conditions that exist from the Delta to the urban areas of America.
So I think we should be bolder, more audacious, more dramatic.

I must say how pleased I was to see Marlin Fitzwater in that article
about the Bentsen and Gramm tax initiatives. He said the package that the
administration is considering will include long-term Bush proposals, such as a
reduction in the capital gains tax and tax breaks for research and development.
He said we need enterprise zones to encourage investment in rural and urban
areas, and he said we need some form of middle-class tax cut. I think that
alludes to possibly rolling back the last payroll tax increase or two, lowering
the cost of labor, lowering the cost of capital, enterprise zones and a pro-family
tax cut. I think that would be the mix that would help not only the
macroeconomy but this microeconomy in rural and urban America.

SENATOR WALLOP: Let me suggest that the collapse of real estate
values is at least in part a reflection not just of real estate taxes but of the
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general increase in taxes and regulations since 1986. An argument can be
made that there was commercial overbuilding driven by taxes. But the general
condition of real estate is not exclusively a real estate tax problem.

Now, because there are some members of the press here, I think it is
important to flesh out an argument that you have been making. You are not
arguing that the deficit doesn’t count, but only that counting it to the exclusion
of all other considerations is as self-defeating as has been the role of the
budget agreement.

SECRETARY KEMP: Malcolm, let me clear that up. I have had
this quote hanging over my head now for almost 20 years: “Jack Kemp said
that he no longer worships at the shrine of a balanced budget.” I went on to
say I worship economically — metaphorically — at the shrine of full employ-
ment, sound money, low long-term interest rates and a job and a good educa-
tion for every man, woman and child in America. In other words, how you
get the deficit down, Malcolm, is more important than any other consider-
ation.

Now, the trouble is with focusing solely on the deficit or on federal
spending as the Republicans have been wont to do. We have worshiped too
often at the shrine of balanced budget without considering the size of the
economy, and the growth of the GNP. We are focusing solely on the numera-
tor instead of the denominator. The numerator is the deficit. The denominator
is the GNP. And I think it should be obvious even to our severest critics,
Malcolm, that a 40 percent bigger GNP in the 1980s is vastly better than a 10
percent larger GNP because the revenues from a 40 percent larger GNP were
literally 45 percent greater. The faster the economy grows, the higher the
revenues. Clearly, freezing federal spending and getting the economy to grow
at least by a third in the end of this decade would give us another $150 to $170
billion in revenue and that would be good for defense, infrastructure, helping
the poor, helping the deficit, or whatever.

Look, if the deficit is $300 billion plus and the economy is $5 trillion,
everybody is focusing on the $300 billion, most of which is debt service. If
you double the GNP to $10 trillion, the deficit goes down as a percent of the
economy. One other point that needs to be made — and I know Lawrence
Kudlow will make this a little bit later, but I want to make it as a non-econo-
mist. If you increase the demand to hold financial assets, you make it easier
for the Federal Reserve to lower interest rates. If the Fed were to lower
interest rates right now and try to pump up the money supply, as some are
calling on them to do, it would sink the long-term bond market and send long-
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term mortgage rates and interest rates up. But if you lower the capital gains
tax rate and you increase the demand to hold financial assets, it’s easier to
conduct monetary policy with an eye to lowering short-term rates without
losing the long-term bond market or sending long-term mortgage rates up.

John F. Kennedy said it is a paradoxical truth that tax rates can be so
high as to cause revenues to be low. He went on to say that it is absolutely
essential in order to get more revenue, to cut high tax rates. He said that in
1963, as a result of his tax cut, revenues went up, and the budget came into
balance.26 To quote another Democrat, New York City mayor David Dinkins
the other day told his own city council not to raise taxes any more on real
estate, because higher taxes will drive real property owners out of New York
City and revenues will go down. Even David Dinkins understands that tax
rates in America can be so high as to cause revenue to contract. Now if David
Dinkins understands it, and the mayor of Moscow understands it, don’t you
think we could get it through to the United States Congress?

SENATOR WALLOP: The answer is, probably not. Your call for
bipartisanship is wise counsel, but I would note the gulf that divides us. Not
the people such as Senator Bentsen, but the general cadre that constitutes
Republicans and Democrats on the Hill. The Democrats will wring their hands
about the headlines which you read about the access of blacks and minorities
to capital. But my guess is that the policies they adopt will continue to restrict
that access to capital for one reason alone; if you free the black, the Hispanic
and the Asian to have access to capital, you free them from the bonds of
dependency. And as soon as you do that, all kinds of voting blocs disappear.
That dependency is important to a certain segment of the other party — and
they will look for a way to wring their hands while their policies maintain the
bonds.

SECRETARY KEMP: There is a level of elitism in this country that
wants people dependent upon the government and dependent upon the welfare
state. But as you point out, Malcolm, the ultimate welfare — if you take it in
the highest sense of the word both in Hebrew scriptures as well as Christian
scriptures — the welfare of someone means the well being of someone.
Maimonides, the Jewish Talmudic philosopher, said the noblest charity is to
prevent people from taking charity. The noblest welfare system would be a
system in America that made welfare not a dependency or a trap, but a spring-
board to the ladder of opportunity. Our welfare system in America needs a
radical revolutionary sea change. It fosters dependency, it treats people as
perpetually dependent upon the government; it punishes them for savings; they
can’t start a business. Welfare took a woman who owned a computer, who
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happened to be on AFDC (Aid to Families with Dependent Children), and
fined her and took away her computer because she wanted to start a business.

The whole AFDC welfare system is absolutely turned upside down. If
a woman on welfare wants to get off welfare, and does so, her income goes
down, not up. If a father who is unemployed wants to go to work, and comes
off the unemployment rolls, his income goes down. We’ve got a system that
treats poor people as if they are going to be perpetually dependent and is not
looking out for the well being of people. It is basically making them perpetu-
ally dependent upon Washington, DC. And that, I think, is an absolute out-
rage. If the Congress doesn’t do something about it, I think this stain is going
to be on us all, on our democracy. I wish you would have another hearing on
welfare reform because in Milwaukee, Bob, I think you know the case of
Grace Cappicitio, the welfare mother who was fined $15,000 for saving
$3,000 in a bank account so her child could go to college, and she was almost
putin jail. Our welfare system says don’t save. We not only say that, we
punish you for saving.

SENATOR KASTEN: We should consider the whole set of welfare
empowerment issues. As you know, in Wisconsin we are making a lot of
changes. We are trying to get the federal government to allow us to make
changes — to provide incentives so kids stay in school. There are major,
major problems in our society, and I hope that we can work together to solve
them.

SENATOR WALLOP: Mr. Chairman, would you just yield for a
second. I’ve got appointments but I wanted to just say that I have read Larry
Kudlow’s statement and it’s very important undergirding for the arguments
that we are trying to make here. It’s not only statistically but philosophically
based, and is first class.

SECRETARY KEMP: Malcolm, you are absolutely right. I think
what the Kudlow testimony does is provide empirical evidence that after 1986
the new business formations, the growth of small businesses, the growth of
non-farm proprietors’ income — that income of men and women in small
business — began to decline for the first time in a long time. The great record
of the 1980s was not just the 20 million new jobs, it was the 4.5 million new
entrepreneurs. That included an 80 percent increase in Hispanic-owned
businesses, a 50 percent increase in female-owned businesses, a 40 percent
increase in black-owned businesses and probably a 60 percent increase in
Asian-owned businesses. The decade of the 1980s, of minority entrepreneur-
ship, has come to a grinding halt with a suffocating impact upon the economy.
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"In 1980, the top 1 percent of
taxpayers paid 18 percent of
the taxes; today they pay 27
percent.”

SENATOR MACK: Having been one who has been with you in the
debate about capital gains tax rate reduction, I know that the whole debate gets
lost in the claim that it’s a break for the wealthy. Now it’s interesting if you go
back and look at the changes in who’s paying taxes in the country. If my
memory holds, in 1980 the top 1 percent of the people in the nation paying
taxes were paying 18 percent of the taxes. That figure has now gone to 27
percent, which again makes our case.2’ But frankly, we’ve still got the prob-
lem. Senator Bentsen’s talking about giving a tax break to the middle class,
and the issue of what happens to the economy, the issue of what really happens
to growth, to new business starts, to new jobs, gets lost in the debate about
who benefits. What can you tell us that we can tell people around the country
about this issue of a tax break for the wealthy?

SECRETARY KEMP: Connie, I believe with all my heart that if we
had a national referendum on eliminating the capital gains tax on any assets
held in this country for longer than three years the vote would be overwhelm-
ingly in favor — not only by property owners but by people who hope to hold
property; not only by people who hold stocks and bonds and equities, but
janitors and schoolteachers and football players — people who would like to
own stock in America.

SENATOR MACK: It was interesting when Senator Dole came back
from a meeting about a year and a half ago, where he made a presentation to a
group of individuals — I think it was in New York — at the end of his presen-
tation, not a soul asked him about capital gains except one fellow — the
waiter. The waiter came up and said, “When are you guys going to cut the
capital gains tax?” That’s a true story.

SECRETARY KEMP: I was at AFL-CIO meeting in Buffalo, NY,
one time defending my voting record, which on the COPE index didn’t look
quite pro-labor enough for the union. But I thought I was the best friend the
working man and woman ever had because I wanted to cut tax rates across the
board by 30 percent and increase their earnings after taxes. People don’t work
for pretax income, they work for aftertax income. And I represented steel
workers and auto workers and factory workers and schoolteachers. It was a
blue collar district, and it was never unpopular to talk about tax rate reduction
along Kemp-Roth lines. At the end of my speech, a guy got up in the back of
the room and said, “Mr. Kemp.” And I said, “Yes, sir,” and I thought, “Here
come the questions from COPE.” And the guy said, “What can we do to help
you?” I said, “Well, gosh, thank you. Which part of this did you like best —
lowering the tax rate a la Kemp-Roth or cutting the capital gains?” He said, “I
loved the part about cutting the tax rates, but I loved even more the idea of



"The way to tax the rich is to
set the tax rate at a level that
encourages people to put their
capital at risk.”

27

eliminating the capital gains tax on businesses that form in Buffalo.” I said,
“Why, do you have any capital gains?” He said, “No, sir, but someday I hope
to.” He worked 40 hours a week in a steel mill and went home at night and
had a little auto engine repair shop and he hired one worker and he was an
entrepreneur.

Now that’s why I think, if we had a referendum on the issue, we would
win. Unfortunately, politics gets in the way. Now as far as who pays taxes, I
would say, if I were Connie Mack in Florida, “I want to tax the rich and the
only way to tax the rich and get more revenue to do the things that have to be
done to defend our shores and to build roads and highways is to get more
revenue out of people who are escaping taxation by investing in tax-free
municipal bonds and not investing in new businesses where you pay taxes —
income tax, sales tax, property tax, franchise tax, corporate tax, etc. The way
to tax the rich is to set the rate at the level at which it encourages people to put
their money and their capital at risk. If they are 'incentivized' only to put their
money into tax-free municipal bonds or offshore safe harbors, we are letting
some of the vast resources of America get away without being taxed.” So I
would take the populist side of the issue: I want to tax the rich; get the rates
down to where they have no incentive to invest in shelters and every incentive
to put their capital into widget factories in Miami or Overtown or the Delta or
wherever.

Don'’t let the demagogues on the far left get away with saying that this
is a tax break for the rich. A tax break for the rich is keeping the capital gains
tax so high that the only incentive is to keep capital locked up in mature
instruments so we can’t get new entrepreneurial high tech businesses and pro-
jobs enterprises started in America.

As far as real estate goes, Connie said one time at our RTC oversight
hearing, Mr. Seidman or Mr. Greenspan, what would you think about elimi-
nating the tax on all of the properties held by the RTC? Any man, any woman
who buys a property out of the RTC inventory would pay no capital gains tax
on his or her investment. What would happen to the value of the assets in the
RTC or the government portfolio? The reply was that their value would
zoom. Then you came wisely to the conclusion that the break should apply
not just to government property, but to all real estate, financial assets, stocks,
bonds, equities and formation of new capital. We should eliminate the tax on
capital gains, or cut it to 15 percent and index it and let me eliminate it in the
inner city.
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"Regulatory increases in
recent years have signifi-
cantly limited the potential of
the economy to grow in the
1990s."”

Statement by Lawrence A. Kudlow

I want to make some analytical points, and then touch on some policy
issues. I’'m particularly interested in the economic foundation for what I hope
will be a period of tax reduction and redirection of fiscal policy.

It is my view that we are in fact entering into a recovery, and I will
walk through some numbers on that in a few moments. I make that point (a)
because I'm an optimistic person, (b) because the data show it and, most
importantly, (c) because I think it would be wise not to hang the hat of poten-
tial tax relief on the peg of an ongoing recession. If that forecast turns out to
be incorrect, you may lose your peg and your hat. And I feel we have to
address longer-term issues in the economy immediately, because we’ve had
this atmosphere which is so anti-entrepreneurial the last couple of years, as
Senator Wallop and others have pointed out.

If I had my “druthers,” I would also request that we not think of this as
getting the economy moving again, or jump-starting the economy. Not that
that’s wrong particularly, but in its presentation it has a certain Keynesian,
quick-fix, demand-side feel to it that may be unsettling to financial markets.
More importantly, it is not good economic policy. What we really want to do,
if anything, is to jump-start the incentives in the economy — to reignite incen-
tives which have been rolled back in recent years to the detriment of business
activity and individual opportunities.

I think the most pressing problem we have is the admission by the
government under its own economic forecasts of what a lackluster recovery
this is likely to be. Not that we won’t have a recovery, but that it is an inad-
equate recovery and is not going to move the economy forward sufficiently to
create the jobs, the businesses, the capital and the opportunities.

After surveying the financial markets and the economy, it is my view
that we are clearly entering into recovery, but there are disturbing signs sug-
gesting a relatively weak rate of recovery by historical standards. In addition,
there are very few signs of significant new business formation and job cre-
ation, or of any animal spirits or entrepreneurial juices, all of which provided
the backbone of the outstanding economic recovery of the 1980s.

Because of a spate of federal, state and local tax and regulatory in-
creases in recent years, the potential of the economy to grow in the 1990s has
been significantly limited. Consequently, without a redirection of economic
policy, the level of real output in the next five years seems likely to remain
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FIGURE III
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below the post-World War II path associated with long-term 3 percent real
economic growth.

The numbers here are startling. Both the Office of Management and
Budget (OMB) and the Congressional Budget Office (CBO) are forecasting
subpar recovery rates. Compared to the long-run 3 percent postwar growth
trendline, OMB’s implied estimate is an output loss of $273 billion from the
trendline in 1996 and a cumulative $1.6 trillion loss over the 1991-96 period,
assuming their 2.6 percent real GNP growth forecast. [See Figure IIL.]

For CBO the numbers are even worse: a $366 billion loss in 1996 and
a cumulative $1.8 trillion loss over the five-year period using a 2.3 percent
average growth path. No responsible economic policymaker should accept
this subpar record. By my calculations, the loss of jobs implied by CBO’s and
OMB’s growth projections relative to the long-term trend baseline comes to a
whopping 6 million. That is to say, the level of jobs, the level of non-farm
payrolls, would be 6 million below what it should be if we stayed on the long-
term growth path which for years and years has been the goal of both Demo-
cratic and Republican economists.
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"The forecasts imply a
whopping 6 million lost jobs
relative to the past trend."”

This is an unacceptable situation. This is not my own forecast, inciden-
tally. This is what the government is saying after last year’s budget deal.
They’re telling us that this is the best we can do. OMB gives us a slightly
more optimistic tilt, but the basic story is the same: we are looking for reduced
output of nearly $2 trillion and a lower jobs path of nearly 6 million over the
next 5 years under present policy circumstances. Partisan or nonpartisan, there
isn’t a Democrat or Republican who wishes to go home and face the people
and be proud of this.

I think this is the basic reason, Senator Kasten, why we need to under-
take these pro-growth tax reforms — not to outguess the economy in the next
couple of quarters, not to jump-start it in the fourth quarter, but to deal with
this long-term stagnant path which has been outlined by the government itself,
by your Congressional Budget Office and by Bush’s budget office. It’s really
quite remarkable, and it is of great concern to me. It is precisely this point
which must be immediately addressed in order to prevent a protracted period
of U.S. economic stagnation.

Recovery Thus Far

For nearly 12 months, broad stock market indicators have been gradu-
ally signaling economic recovery. In real inflation-adjusted terms, the Dow
Jones has increased by 15 percent, the S&P 500 by 19 percent and the Nasdaq
by 37 percent. These forward-looking stock market movements are principally
reflecting the sharp decline of inflation and interest rates, which provide the
equivalent economic impact of a significant tax cut.

Inflation has declined from 7 percent in fourth quarter 1990 to just 3
percent in the third quarter of 1991, and as a result short- and long-term inter-
est rates are approaching 20-year lows. These inflation and interest rate
developments have been capitalized into higher asset values, thus providing
businesses and families with a more solid resource base from which to make
more aggressive spending and investment decisions. The rise of financial asset
prices and the decline of inflation and interest rates are powerful recovery
stimulants which have to a greater extent been ignored by excessively pessi-
mistic media reporters and analysts. Since the fourth quarter 1990, real house-
hold net worth has increased by an estimated $600 billion to slightly above its
pre-recession high. Never has the U.S. experienced major interest rate declines
and stock market advances during a recession which did not correctly signal
future recovery.

Following on the tax-cutting effects of lower inflation, lower interest
rates and higher financial asset values, recent statistical trends on the economy
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are showing a recovery pattern for consumer spending, business activity and
housing. If we looked at the same variables during the last half of 1990, the
trends were clearly downward. So there has been a statistical inflection point.
There is a recovery out there, although the magnitude of this recovery pattern
is somewhat indecisive and lackluster in comparison with the recovery of the
early 1980s. Some of the highlights are shown in Table I.

Holes in the Story

The principal factor behind the relative sluggishness of the recovery so
far is the failure to reignite new business formation, which is the backbone of
the entrepreneurial economy and one of the best indicators of risk-taking
animal spirits. Dun & Bradstreet new business incorporations peaked in the
1986-1988 period at around 66,000 per month, or 788,000 per year, moving
up from around 41,000 per month or 488,000 per year in the early 1980s.
Through June of 1991 this measure remains 12 percent below its prior peak
and shows no rebound so far. Related to this, nonfarm proprietors’ income —
which measures the strength of self-employed business people — is also

. TABLE“I

Data Scoreboard

Economic Percent Change at Annual Trough
Indicator —Rate from Trough Month
Industrial Production 6.0% March
Purchasing Managers’ Survey 17.3 basis points 37.7% in Jan
55% in Sept
Durable Goods Orders 31.6% March
Durable Goods Shipments 22.5% March
Real PCE 3.9% January
Housing Starts 34.7% January
Building Permits 34.9% January
Existing Home Sales 21.6% January
New Home Sales 57.7% January
Leading Indicators Index 8.4% January

Median Existing Home Prices:

Nominal 12.8% February
Real 10.3% February
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"The growth of new business
formation and proprietors’
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"The outlook for the next six
quarters suggests a 3 percent
growth rate — compared to
5.7 percent during a normal
recovery."

showing virtually no sign of recovery. In real terms, this measure is growing
at only 1.6 percent over the last four quarters, following a 1987 peak of 11
percent and a 1983 peak of 17 percent. [See Figure V.]

The continuing weakness of new business formation and proprietors’
income holds the key to the weak payroll employment figures reported so far
this year. Since its trough in April, nonfarm payrolls have increased by only
0.5 percent at an annual rate, and this anemic rise can be directly traced to the
lack of new business creation. When the 1982-90 expansion generated over 18
million new jobs, more than 90 percent of these new jobs were created by
small businesses and new businesses. People forget that the largest American
companies have been downsizing and restructuring for years; it was not this
established corporate sector which created the job surge of the last decade.

Now not only has overall employment growth stagnated, but minority
employment appears to have come to a halt. Black unemployment, for ex-
ample, which dropped from 21 percent in 1983 to 10.6 percent in May 1990,
stands currently at 12.1 percent through September 1991. For Hispanics, the
unemployment rate dropped from 15.7 percent in 1982 all the way to 6.8
percent in 1989, but during this recession has increased to 11.1 percent. From
1982 through 1987, Hispanic new business creation rose by 80.5 percent, and
new businesses owned by blacks increased by 37.6 percent. While more
recent data are not yet available, the disappointing unemployment rates in
these minority areas suggest that minority entrepreneurship has sagged.

Summing Up the Economy

Taking all this into account, my outlook for the next six quarters
suggests a 3 percent recovery rate for real GNP. This is certainly an improve-
ment over the 0.6 percent average annual rate of GNP growth over the past ten
quarters, stretching from fourth quarter 1988 to second quarter 1991. It none-
theless compares quite unfavorably with historical performance over the past
eight postwar cycles, where real GNP growth averaged 5.7 percent during the
first six recovery quarters. In other words, even a relatively optimistic view
suggests that the U.S. economy will post only about one-half the rate of a
normal recovery cycle.

What’s Wrong Here? It’s Not The Fed

While administration spokesmen continually bash the Federal Reserve
for easier money, the fact remains that monetary policy has been near-perfect
in recent years. By modernizing Fed policy in the direction of a domestic
commodity price rule, including gold, to restore a predictable standard of
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"Monetary policy has been
near-perfect in recent years."

value, Greenspan & Company have managed to bring interest rates down to
nearly 20-year lows without reigniting inflation or inflation expectations.

Since the spring of 1989 the federal funds rate has fallen by nearly 50
percent, from just under 10 percent to just over 5 percent. Longer-term rates
such as the Treasury 10-year note have dropped from roughly 9 1/2 percent to
around 7 1/2 percent. Fixed-rate mortgage yields have fallen below 9 percent,
while adjustable rate mortgages have recently dipped under 7 percent. This
has all been made possible by a substantial decline of reported inflation, with
the year-to-year change in the Consumer Price Index falling from 6.4 percent
to 3.4 percent, and the Producer Price Index from 7 percent to 0.7 percent.
Gold prices this year have been ranging steadily between $350 and $375,
while the widely followed CRB futures index has ranged between 210 and
220. Meanwhile, the exchange rate of the dollar also has been fluctuating in a
relatively narrow range.

Going forward, it is essential that the Fed continue to target inflation-
sensitive market prices in order to maintain credibility and confidence in the
Fed’s goal to achieve long-term price stability. In particular, I believe the
movement of long-term interest rates — which are subject to the financial
markets’ expectations of longer-run inflation — are even more important than
short rates with respect to future economic growth. Long-term rates are
crucial to business and individual investment decisions, debt burdens and
balance sheets and, of course, the important housing sector. Stable or lower
long-term rates can be achieved only through stable long-run price expecta-
tions.

The best part of macroeconomic policy in recent years has been the
steady conduct of monetary policy. By bringing down price expectations and
interest rates, the Federal Reserve has generated a powerful tax cut effect to
promote economic growth. This is the single largest factor in my anticipation
of at least a mild economic recovery. However, should the Fed be forced into
an easy money position, then long-term interest rates and inflation would soon
rise, creating a tax increase effect which would abort the recovery and send us
back into double-dip recession. Hopefully, the Fed will continue its adherence
to market price-level targeting, which is the only way to effectively balance
money supply and money demand.

As an important sidebar, a properly crafted tax-cut program will make
the Fed’s counter-inflation job easier. Supply-side tax cuts will increase the
output of goods and services, thereby rendering the same growth of the money
supply less inflationary, since it will be chasing more goods.



"A whole series of misbegot-
ten steps has created an
atmosphere which is anfi-
entrepreneurial, anti-risk
taking and anti-growth."”

"If the economy is to revive
and reach its full potential,
recent fiscal policy decisions
must be completely reversed.”

35
What’s Wrong Here? Fiscal Policy

A series of mistaken fiscal decisions in recent years has created an
atmosphere which is anti-entrepreneurial, anti-risk taking and anti-growth. A
whole series of misbegotten steps helped set the recessionary stage. In 1989, a
savings and loan bill made the problem worse, devalued the franchises and
sent a chilling regulatory signal. Then came the breakdown of the capital
gains tax relief plan. Then in 1990 came a highly burdensome and expensive
Clean Air Act, along with a spate of burdensome environmental regulations or
regulatory threats including the spotted owl, toxic waste, nuclear waste,
disabilities and CAFE fuel standards.

Environmental regulation has increased at a significant pace, now
comprising 38 percent of the entire regulatory budget. The EPA budget has
increased by 31 percent in the last three years and staffing has expanded by 23
percent, according to a recent study sponsored by Washington University.
After sharp cutbacks during the Reagan Administration, Federal Register
pages have increased from 55,000 towards 70,000. All this has created tall
barriers and substantially higher costs for all forms of commerce and invest-
ment.

Then came the disastrous November 1990 budget deal, ending a six-
month period during which senior officials in the White House and the Con-
gress continuously discussed in public various tax raising schemes. Together,
this had a debilitating effect on consumer and business confidence, calling a
halt to the vital animal spirits and entrepreneurial juices so essential to the
workings of a vibrant free enterprise economy. Taking their cue from the
federal debate, more than half the states and numerous cities around the
country substantially increased taxes on income, sales and property.

If the economy is to revive and reach its full potential in the 1990s,
recent fiscal policy decisions must be completely reversed. I believe this is
possible, and I remain an optimist with respect to the current opportunity to
take strong steps toward an across-the-board tax cut program, which would
encompass all income classes and business categories and would be financed
by added revenue generation from accelerating economic growth as well as
budgetary cost savings from a suitably lower U.S. defense budget. Some
proposals from a working group in which I am participating are:28
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@ Capital gains rate reduction, indexation and tax-free rollover
provision.

@® To assist middle income taxpayers, a sizable increase in the earned
income tax credit (EITC).

® Increased personal exemptions and child care tax credits.

For businesses, an investment tax credit (ITC), which will effec-
tively accelerate capital cost recovery and lower the corporate tax
rate.

@ For commercial real estate, restoration of the active investor loss
provision, which will permit full-time real estate professionals to
deduct expenses against losses.

® Expanded Bentsen-Roth IRAs.

® Repeal of the luxury tax.

@ Establishment of enterprise zones.

Optimism and Leadership

I do not pretend to have all the wisdom on a comprehensive tax-cutting
package. Undoubtedly there are other permutations and combinations or new
ideas which will make good economic and political sense. But I believe that
these proposals constitute a solid pro-growth incentivizing reform package,
providing across-the-board tax relief to all segments of the population.

This is a key point. For as much as I favor capital gains tax relief,
which would help new business creation, provide enhanced capital access for
the “have nots” — especially those in poverty-stricken urban areas — and
raise real estate asset values and thus reduce the cost of the S&L and bank
bailout programs, and lower capital costs in line with our foreign competitors,
I do not believe that capital gains reform by itself constitutes a serious tax
policy.

As a single issue, it would not clearly stimulate economic recovery
throughout the nation in a way that all citizens and taxpayers can clearly and
readily understand. It strikes me that many of us have forgotten that the
original Kemp-Roth concept more than 10 years ago provided tax rate relief to
all Americans. Because of the evenhandedness of the original Kemp-Roth
proposal, the more people found out about it, the more they favored it. This is
why its early legislative defeats continued to generate wider and broader
support, eventually ending in victory.2®

I don’t know why we’ve lost this. It is my great regret that the White
House in the last three years — by selling capital gains as a standalone issue,
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and not really selling it much at all — has done enormous damage to the
cause of capital formation and tax cuts. I’m arguing for a broad tax policy for
the Republican party which clearly impacts all the categories of people and
business in this country, across the board. Across the board. And inside that
should be some solid capital gains tax reform, so that at the end of the day
you’re doing two, or maybe three things. You are putting new incentives into
the economy; you are providing the wherewithal to get our long-term growth
and jobs back on track, and you’re also showing people that Republicans care
about everybody, that we know a lot of people need relief and help out there,
and we want to do it the right way.

My other point is this: get off the bloody budget deal.30 It is just
nothing more than a tax trap. It is the biggest barrier standing between us and
serious tax-cutting reform. Get off the budget deal. I'm glad Senator Bentsen
buried it on Sunday. I was quite happy to hear that. If you ask the average
American which is more important, your job or the budget deal, what do you
think he’s going to say? If you ask the average American which is more
important, the future of your family or the budget deal, what is he going to
say? Let’s look at it politically. Every time I see a White House spokesman
defend the budget deal, every time I see a senator, every time I see a congress-
man, you know what their message is? We’re going to preserve the budget
deal — no tax relief, no long term growth, no enterprise. It’s that simple.

I have worked with Jack Kemp on a metaphor. If the classic ratio for
the budget is budget outlays as a percentage of Gross National Product, with
outlays as the numerator and GNP as the denominator, let’s not waste our
time with the numerator. Let’s work on the denominator so we can grow the
economy faster and then there won’t be any demand for the numerator. Not
in our lifetime are we going to strip away large chunks of that budget.

Additionally, I do not believe that an attitude of excessive economic
pessimism is necessarily the cleverest way of achieving much-needed tax
relief to spur economic growth. Nor do I believe that permanent tax reduction
should be tied to some near-term numerical point estimate of the economy.
We ought not to be proposing Keynesian quick fixes. Instead, we should seek
tax relief because it is good tax policy which will grow the economy and
create capital and jobs over the longer term. Indeed, a pro-growth tax pack-
age such as this could well push real GNP growth to 4 or 5 percent in 1992
and 1993. The Dow could reach 4000.

Finally, I believe that optimism is an essential tool. Optimism is the
very essence of leadership. We have a vision of enhanced individual creativ-
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ity and inventiveness and opportunity and prosperity for all income levels,
business segments and geographic locations. I firmly believe that the public at
large has an innate sense of optimism that problems can be solved; but the
electorate is waiting to line up and follow the right leadership and the right
vision. So far, neither Republicans nor Democrats at the national level have
opened their arms to fully embrace the anti-corruption, anti-tax and anti-
government revolt that is brewing at the local level. We have a unique oppor-
tunity to flesh out an optimistic vision of tax cutting and governmental reform.

Discussion

SENATOR LOTT: Could you give us a couple of examples of the
wrong kind of tax cut? Of course, I think I know the right kind, but cite some
examples because that is an important point.

MR. KUDLOW: The wrong kind of tax cut is a temporary quick fix
which does not change the rate structure, which does not effect incentives, but
which merely puts money into people’s pockets for a short period of time,
presumably to spend or consume. This kind of tax cut will not increase the
output of goods and services, it will merely raise the level of demand. The
Ford rebates in the 1970s — and there were a couple of them if I am not
mistaken — all that kind of thing does is front-load demand on to the system
by borrowing in the capital markets. The money is transferred. It does not
create any new incentives through rate relief. That’s absolutely wrong. Now
that hasn’t been proposed. But something that sounded a bit like it was
proposed on Sunday, so that needs to be covered.

Obviously the right kind of tax cuts will change the incentive and
reward structure for labor and capital, so that I have an incentive to work
harder and produce more or to invest more in order to get a higher rate of
return. And if I can raise my capital, and I can raise my output, that is
disinflationary. If the classic definition of inflation is too much money chas-
ing too few goods — more money, less goods, that’s higher prices, that’s
inflationary — the trick is to keep money steady by tying it to a commodity
standard of some kind and generating fiscal policy which will reincentivize
and lower capital and labor costs so that the entire economy is producing more
goods and services. That makes the same dollar worth more, with more
opportunities, more competition, more goods to chase. That will bring infla-
tion down.

Now, I believe that is partly what happened in the early 1980s. At the
time the tax cuts were proposed in early 1981, the inflation rate was in double
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digits. All the Keynesians — all the Brookings economists, Charlie Schulz,
Walter Heller, James Tobin, the whole gang — said the inflation rate was
going to go from 12 percent to 20 percent. What happened was the inflation
rate went from 12 percent to 3 percent. And there is a long story associated
with that, but you’ve got to keep that point in mind. You are actually helping
the Fed to control inflation, and to make long-term interest rates stable or
lower, with a constructive, pro-growth, incentive-oriented tax cut.

Statement by Gary Robbins

Despite claims that the current recession has been mild and, according
to some, already over, its impact on jobs and incomes has been very serious.
By the end of June 1991:

@® The current recession had cost 1.5 million jobs relative to the prior
peak employment level. Employment to date is 5.4 million below
the economy’s trend line.

@ Had the economy continued on trend, those jobs would be produc-
ing another $254 billion in real GNP (expressed in 1982 dollars).

The economy has continued to deteriorate further since June. The
cumulative loss in real GNP through the second quarter relative to its prior
peak level now stands at $217 billion.

During the past six quarters the U.S. economy has lost 3 percent of real
GNP due to the downturn. The average aftertax income of U.S. families has
fallen by exactly the same amount as it would have if federal taxes had in-
creased by 15 percent. Moreover, specific individuals affected are those who
can least afford the income loss — the newly unemployed, first-time job
seekers, including new graduates and the working poor who are generally the
first to be laid off. Failure to act to restore growth has levied the cruelest kind
of tax on the least fortunate in our society — those who have lost all their
income, not just a portion of it.

I would like to address four points today. First, extending the analysis
done by Larry Hunter at the U.S. Chamber of Commerce,3! I will expand on
the implications of continued slow growth. I will then review the growth
implications of “The Emergency Economic Growth Act,” along with some
variations that have been considered over the past year. Next, I will examine
the effect of the proposal on the growing costs of financial bailouts. And last,
I would like to offer some results from a forthcoming National Center for
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Policy Analysis paper on the impact of taxes on capital — results which bear
directly on the question of how to stimulate growth in the near term.

The Return of Malaise

Until the first quarter of 1990, the economy had shown an extremely
steady growth of about 3.3 percent over the prior five years. Since then there
has been virtually no growth. A number of factors have combined to slow the
economy:32

® A substantial Social Security payroll tax rate increase combined
with an unexpectedly large increase in covered earnings has raised
the tax on working and raised the cost of hiring labor.

@® Increased regulations, most notably in the environmental area,
have increased future costs of production.

@® State and local governments have increased tax rates to offset a
drop in the rate of increase in their revenues.

® Federal government spending and tax rates increased as a result of
last year’s budget summit.

® The attractiveness of home ownership and commercial real estate
dropped dramatically as the real estate market absorbed the “hit” of
a substantial, retroactive increase in capital gains tax rates.

The current downturn is a natural reaction of the U.S. economy to
higher levels of production costs resulting from these government actions.
Businesses have adjusted investment and hiring to reflect the lowered pros-
pects for sales and profits. These responses by businesses have resulted in
lower GNP, fewer jobs and less investment,

Unless we remedy the causes of the current downturn, our economy
faces a permanent reduction in its rate of growth. There even seems to be a
growing consensus that after it recovers, the economy will be considerably
less robust than it was during the mid- to late 1980s. With the return to higher
levels of regulation, government spending and taxes, combined with a looser
monetary policy, the economy is in serious danger of reverting to the slower
growth “malaise” of the late 1970s.

Getting There From Here

To illustrate the implications of slower growth, consider the following
economic scenarios. Starting from the second quarter of 1991:
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@ If, instead of growing at the previous trend rate —3.3 percent from
1985 through 1989 — real GNP grew by 2.5 percent, we would lose
nearly half a year’s income over the next five years, or $2.3 trillion.
By the end of 1996, real GNP would be $500 billion below the
previous trend and the gap would be widening. [See Figure VI.]

@ If the economy grows at 3.3 percent without the typical recovery
spurt, the loss in real GNP would be $1.8 trillion over the next five
years. By the end of 1996, real GNP would be $305 billion below
the previous trend. [See Figure VIL]

Even if we return to the old trend rate of growth, we will lose more than
one-third of a year’s GNP and output will be permanently lower by S percent.
This would have the same effect on aftertax family income as a 25 percent
increase in federal taxes. [See Figure VIII.]

To attain the level of GNP projected by the old trend growth, the
economy would have to grow by an average of 5.4 percent over the next three
years. Thus far, the current downturn is roughly half the GNP loss of the 1981-
82 recession and equal in terms of job loss. Recovery periods generally experi-
ence very rapid rates of growth. [See Figure IX.] This recovery, however, is
expected to be much slower than others, presumably because the recession is
“mild.” Among the real reasons for a lackluster recovery, however, is the fact
that marginal tax rates are rising, while in the early 1980s they were falling.

Lost Jobs

The most significant social concern during a downturn must be workers
who are either displaced directly, discouraged from looking or facing a soft
demand for their services. The slower economy results in lower take-home pay
as well as fewer available jobs. There is literally no way to insulate the worker
from a downturn in production. Workers are a significant part of variable costs
which must be reduced during hard times. Recessions mean lost output and
lost job opportunities. This is the directly visible social cost of a downtumn.

To date, we have lost nearly 5.4 million jobs relative to the rate of job
creation during the previous five years. By August, we were 1.9 million jobs
below the prior peak employment level. The economy has lost forever nearly
5.2 million man-years of labor, and workers have lost the income they would
have earned doing that work. The real outrage is not that unemployed workers
have run out of benefits but that they have been deprived of job opportunities.
Given a choice between unemployment benefits and the opportunity to earn
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significantly more through work, I believe the choice would be for the chance
to work. Further, the lost labor income is many times the amount of unem-
ployment benefits arising from a rise in the unemployment rate.

Similarly, a slower than normal GNP recovery will mean a slower than
normal creation of jobs in the future. If real GNP grows at 2.5 percent, there
will be 44 million man-years lost from 1990 through 1996. We are talking
about a loss of 9 million jobs relative to our prior rate of job creation by the
end of 1996.

Growth Incentives

Senators Phil Gramm, Robert Kasten and Malcolm Wallop have
introduced “The Emergency Economic Growth Act.” The bill contains a
number of work, saving and investment incentives including a reduction in the
capital gains tax rate, inflation-indexing for capital gains, an IRA Plus plan,
home ownership incentives and a reduction in the penalty on work imposed by
the Social Security earnings test. We estimate that the proposed bill would
have a positive impact on the economy.33 Specifically, it would:

® Increase GNP by $337.2 billion (expressed in nominal terms) over
the next five years. By the year 2000, GNP would be over $1.4
trillion higher.

@ Increase employment by almost 500,000 over the next five years.
By the year 2000, employment would be over 1.1 million higher.

® Increase the stock of U.S. capital by over $1.7 trillion (expressed in
nominal terms) over the next five years. By the year 2000, the
capital stock would be almost $3 trillion higher.

Two other measures could be considered in addition to those contained
in the proposed bill. They are:34

® Indexing tax depreciation for inflation and the time value of money
as in the bill proposed by Senator Wallop and Congressman
DeLay. This provision could provide the equivalent stimulus of an
immediate $100 billion business tax cut — several times the
stimulus of the proposed capital gains cuts — with no immediate
revenue loss.

@ Further lowering the capital gains tax rate to 15 percent, as pro-
posed last year by Senators Robert Kasten, Connie Mack and
Richard Shelby, would raise even more revenue as people unlock
their capital gains in the short term.
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Financial Bailouts

Stimulating economic growth, particularly through a lower capital
gains tax, would have an immediate beneficial effect on real estate values.33
This, in turn, would reduce the cost of the savings and loan bailout. We have
estimated that the reduction in the capital gains tax rate proposed by President
Bush last year would:

® Lower the S&L bailout cost by 4 percent ($5.8 billion assuming the
cost is $150 billion).

® Reduce potential RTC real estate value losses by $4 billion.

Adding inflation-indexing of capital gains as contained in “The Emer-
gency Economic Growth Act” would:

® Lower the S&L bailout cost by 14 percent ($20.8 billion assuming
the cost is $150 billion).

® Reduce potential RTC real estate value losses by $9.9 billion.

A reduction in the capital gains tax rate to 15 percent and indexation of
capital gains for inflation would:

® Lower the S&L bailout cost by 16 percent ($23.2 billion assuming
the cost is $150 billion).

® Reduce potential RTC real estate value losses by $11.9 billion.

These bailout cost estimates do not address the losses which are build-
ing in commercial banks — banks that hold roughly the same level of real
estate investments as savings and loans. Insurance companies hold about one-
third the level of real estate investments as S&Ls.

Typically, it is the real estate and financial sectors that are most influ-
enced by attempts of the Federal Reserve to reduce interest rates. In the
current circumstance, the capital gains tax increase has worked against this
traditional monetary tool for boosting economic growth. In contrast with
earlier periods, Fed expansion of the money base has not been translated into
an expansion in M2, its target. The Fed has been thwarted because, unlike in
the past, the risk of higher inflation and, therefore, higher capital gains taxes
have offset potentially lower financing costs. The 1986 capital gains changes
have directly reduced the ability of the Federal Reserve to affect economic
growth.
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The Benefits of Capital

The wages of workers and the stock of capital are inescapably linked.
The only way that the real wages, and thus the well-being, of workers can rise
is if they have more capital with which to work. Furthermore, most of the
benefits from capital accumulation flow to people in their role as wage earn-
ers, rather than to the owners of capital.36 [See Figure X.]

® For every additional dollar of sales generated by an additional unit
of capital, the private sector keeps 47.4 cents while governments
take 43.6 cents. The remaining 9 cents goes toward replenishing
the used capital.

@ The private sector’s share goes primarily to labor, which receives
43.7 cents of the additional dollar of sales. Owners of capital, on
the other hand, receive only 3.7 cents.

@ In other words, workers get to keep $12 in aftertax wages for every
$1 of additional aftertax income to owners of capital.

@® Similarly, federal, state and local governments receive $12 in
additional tax revenues for every $1 of additional aftertax income
to owners of capital.

Reducing the tax rate on capital will be rapidly translated into an
increase in the stock of capital sufficient to bring the temporarily higher rate
of return on capital back down to its long-term level. The distribution of the
increased GNP resulting from the higher level of capital will be in the propor-
tions just outlined.

In today’s political debate, it is common for some to assert or imply
that taxes on income from capital only affect the well-being of the rich. For
example, those who argue for a higher tax rate on capital gains frequently
imply that the rest of us will be better off because the rich will bear a larger
share of the burden of government. They unfortunately ignore the fact that
less capital means lower wages for everyone, even those who own no capital.

Workers and government stand to lose even more income in the near
term if some growth measure is not adopted. An additional $2 trillion loss in
GNP over the next five years would mean almost 40 million lost man-years of
labor and $875 billion in lost compensation. Furthermore, the federal govern-
ment stands to lose $520 billion in foregone revenues while state and local tax
revenues will be $350 billion lower. In the face of these potential losses, it is
hard to ignore the need for a pro-growth program.
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FIGURE X

Proceeds of Additional GNP

Net to Capltal (3.7%)

Net to Labor Capltal Taxes
(43.7%) (21.6%)
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— Depreciation (9.0%)
APPENDIX

Prepared Statement by Secretary Jack Kemp

Senator Kasten and members of the Task Force on Economic Growth,
it is a pleasure to appear before you today to discuss the Emergency Economic
Growth Act of 1991, commonly known as the Gramm-Gingrich bill. Your
proposals to reduce the tax on capital gains, provide incentives for the creation
of Enterprise Zones and allow the use of IRAs for first-time home buyers are
dear to the heart of the Administration and this Secretary of HUD.

It is refreshing to see some in Congress promoting the idea of eco-
nomic growth and job creation. For the majority party in Congress, the only
response to the slow economic growth is to propose ways of dividing what
they see as a shrinking economic pie. They view the economy as static, with
only so much wealth to go around. This is the same approach that has led us
to spend more than $2.6 trillion since 1965 at all levels of government on the
types of welfare programs that have done little more than perpetuate the very
dependency and hopelessness they were intended to relieve.
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This kind of limited thinking is represente