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Beiore calendar 1975 draws to a clese, the Federal Government will hava
raised $76-$€5 billion in net new money in the Nation's capital markets. Of this
staggering amount, $28% billion had been financed as of May 1, an additional

§7% billion is schieduled t¢c be raised by Jure 20, and the remainder £40-$49

billion... is to be raised in the second half of the calender vear,

The enormily of these requirements has generated widespread misgiviigs
about the impact of the Treasury's financing on the cerital market ~-- about the
aveilability and cost of financial resources to the private sector. There has been
much discussion in the press and in public forums about "ecrowding out" --- ohout
business being displaced by the Treasury in drawing on the supply of funds in
financial markets. Regrettably, much of this discussion has been intemperatc
dire prophecies that the Gevernment's preemption of funds, with a consequent
escalation of interest rates, will abort economic recovery have been confronted
with equally overblown assertions that the Government could finance substandeally
larger deficits than are actually in prospect withcut seriously impeding business
access to funds.

The matters at issue are important and daserve better than such hyperbolic,
adversary contention. Irom the point of view of financial market developmeits,

tbe issue is not whether the Government's efforis to meet its financial reguirement
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will prevent econcmic recovery; they will net. Noris the issue whether the
financial markets will be able to allocate financial resources among the competing
claimants; they will. The issue, rather, is whather the upward pressure on
interest rates and bond yields will induce the monetary authorities to provide

an excessively rapid expansion in the stock of meneyv in a misguided effort to
stabilize credit conditicns atinterest rate levels not much above these now pre-
vailing. The consequence of any such excsssive growth in the money stock

will be a resurgence of inflation and of interest rates; a seriously adverse byproduct
of renewed acceleration in the climb in the price level will be a return to the
disastrous bear market conditions for equity financing which prevailed througout
1973 and 1974,

Three months ago, in an advisory letter analvzing the effects of projecied
Treasury and private sector financing reguirements, we pointed cut that unless
there were a massive inflow of private sector saving inte the capital markets,
there would be severe upward pressures on money market rates in the second
half of this year. No such private saving splurge is in prospect. We also cautioned
that vigeorous supportive action by the Federal Reserve, to hold back the upsurge
in interest rates by monetizing a substantial pordon of the Government deficit,
would very likely result in so large an increase in the stock of money as to reverse
abruptly the slowdown in the inflation rate and to skyrocket the costs of credit.

Since late February, there have been mixed developments in the monev
markets. On the one hand, across a broad spectrum of public and private issues,
interest rates and bond yields have declined, quite drameaticelly in some cases.

The equity market has bulled ahead, up about 100 points on the Dow-Jones.
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The Federal Reserve during th
holdings of Government's --- at an amazing annual r2t¢ of 44+ percent, and
Reserve Banks credit has increased almest as fast --- at a rate of 41 percent ---

while at a substantialy

in the same perind,

1

faster rate than in 1974 as a whole, has lacgad beliind the expansion of Reserve

Bank credit. Overall, one would heve 10 say that financing the Government's
deficit has not as yet thie vear severely impinged on the private sector's raising
funds.
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For the remainder of the yvear, the outlook ig les

I')

optimistic. Checking and
refining our late February projections, we estimato that total funds raised by the non-
financial sectors in the credit markets in 1975 will rancge from a low of $238 billion io
a high of $§260 billion, compared with $180 billicn in 1574, These estimates imply
1975 average Mcody's Aaa corporate bond vields of 10.6 percent and 8.71 percent
respectively. To put these rates in perspective, the Moody's Corporate Laa rate
peaked at 9.27 percentin Ocicber 1874, The 1975 year-end rates implied by these
annual averages are consicderagly higher, since the Mcodv's Corporate Aaa stood
at 8.89 percent in mid-May. Moreover, these estimates assume that the March-
April surge in the stock of money is not continued through the year and that the
overall 1975 growth rate in the money stock will not be materially greater than the
5.7 percent rate of last year.

The overall thrust of this analysis is that we may expect an end in

near future to the slide in yields and should be prepared to see a strong upward
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movement in money market rates during the lattor half of the year, Howewver
distressing such developments might prove 10 any company seeking to raise
funds, they do not spell financial catestrophe. Far more serious and perilous
would be excessive monetary e.xp;msion whizh would transmute a lemporary
surge in interest rates intc a far longer-term escalation, besed on rencwed
inflation and inflationary expectations .,

Largely ignored in this concern over financial market develcpments is the
far more persistent anc sericus problem of real crowding out. While not
minimizing the financial aspects of large government deficits, we ust not lose
sight of the fact that, whether financed by taxes or by additions to the d , the
growth in governmoent expenditures is the basic phenomenon which increasingly pre-
empts and directs the use of the economy's production capability. If incremental
government spending is deficit financed, it directly retards or reduces gross
national saving, hence gross investment. In the current calendar year, for example,
the Federal Government's budget deficit is likely to result in a reduction of at least
$19+ billion---and perhaps as much as $50 billion in the Nation's total saving,
hence private capital foundation. If financed by additional taxes from our principal
revenue sources, the effects on private saving lead to very much the same resuits.

The concern about Federal budgetary policy transcends doctrinal preferences
for little or big government. It goes to the very heart of a problem to which much
attention has been directed --- the problem of capital shortage. In focusing on this

problem we should keep in mind the facts that



ol failure tc mest {properly defined) capitel requirements almost
certainly wiil mean deceleration in the growth of real wage rates;
hence,

o while all of us have a vital stake in having these capital needs
met, lator "}“ uld be most concerned ahcut any prospeciive
shcrtfud,

0 the most serious limitation on meeting these capital needs is

g
the likely inadequacy of business and household savina:

o) increesing the private secior's saving rate will require tax
revisions to reduce the present tax pen ’»“’@S on individual
saving, not merely revizions to permit more business saving

0 increasing the housenold seving rdto will require raising
the saving rate of low and middie inccme individuals as
well as that of more affluent individueals;

o tax policy, accordingly, should place greater emphasis than in

the past on relieving the excessive tax burden on individual saving

A useful way to approach the idea of capital nceds is to begin with
the assumption that labor will not long tolerate eny marked slow down in
the increase in real wagz rates. If at least the postwear trend rate of increas
in real wage rate is to be maintained over the next decade or so, there must
be an egual increase in labor's marginal productivity . One cf the most im-
portant determinants of the increase in labor's productivity is the increase
in the capital-labor ratico. Hence, if real wage rates are to continue to in-
crease at least at the postwar trend rate, so too must the capital-labor ratio
increase at least at the postwar trend rate. Given the projected increase in
the labor force, the required increase in capital and in investment may be
readily estimated.

In addition to these capital requirements, the business sector wiil
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have to undertzke substant itlonal investment to satisfy public policy
mandates---to meel environmenrtal standards, to achieve ensrgy self-suffi-
ciency goals, tc comply with occupational health and safety stancards
expand and improve mass transit, etc. On the barcis of verv conservative

estimates of this additicnal investment, aggregate private capital formetion to

meet public policy mandates and to sustain at least the trend rate of increase in

labor's procductivity and real wage rates over the next decads will have to command

asubstantially larger proportion---perhaps 12 to 15 pereant areater---share of
total output than it has on the average over the postwar period to date,

For every dollar of gress private investment, thore must be a dollar of
gross national saving. Gross naticnal saving is the sum of gross private saving
plus government surpluses or minus government deficits. In most of the postwar
year, the government secior has been in deficit, hence has reduced rather then
augmented greoss national saving. The burden of financing the Nation's capital
requirements, therefore, falls on gross private saving, which also must finance
goevernment deficits. Gross private saving requirements, therefore, depend not
only on gross private investment requirements but alsc on the budgetary resulis
of the government sector., If it is assumed that government deficits average no
more than $10 billion per year over the next decade---an extremely conservative
assumption in view of recent experience and near term prospects---the gross
private saving rate (gross private saving divided by gross national product)
in the decade ahead will probably have to increase by something more than 15
percent above the postwar average rate.

There is no assurance that gross private saving will continue at the post-

war trend rate, let alene that it will increase by the indi amount. Although
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scme private saving i very ncarly automatic, a very large part depends on house-
nold and businsss choices, constrained by market conditions and institutional
arrangements such as *he tax laws., If the proportion of total income which is

saved is to increase, either or both market conditions or the tax laws must also

[¢¥]

change so a3 to reduce the cost of saving relative to the cost of consumption.

So long as inflation persists, however, market conditions will tend to incrzase
the relative cost of saving and capital formation. And if the recent trend of tax
"reform" continues, the tax laws will also increese the weight of the e:déting bias
against saving.

What happens if actual saving falls short of requirements? The principal
consequence will be a slower rate of increase in productive capital inputs, hence
a slower rate of increese in the capital~labor ratio, in the advance of labor's pro-
ductivity, in the rise in real wage rates, and in the economy's total output. The
reason is simply that if the total amount saved falls short of aggregate capital re-
quirements, some investment will be foregone; with the present thrust of public
policy, it is likely that the capital formation which would be short-chenged would
be investment in the machinery, equipment, plants, etc., which increase the real
output of marketable goods and services (included in this category, of course, is
the capital required for increasing energy output). The economy as a whole will
lose, of course, but the largest group of losers will be labor.

Tax revisions to reduce the existing bias against saving, that is, to cut
the cost of saving relative to consumption, would exert a powerful influence on
increasing the rate of gross private saving, To the extent that the proportion of

gross private saving to GNP were to increase, the pressure for too rapid an
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Vit in govern
mant spending and deficits would also be reduced. Tax revisions to provice
greater neutrality between saving and consumption, thersfore, would afford
greater promise of nieeting saving-capital requirements and would erode infla-
tonary pressures, as well,

The ultimate goal of tax revisgions should be teo producze a tax structure
as nearly neutral as possible in its impact on the cest of saving relative to the
cost of consumpticr out of current income. The present taw structure is heavily
biased against saving; the principal sources of this hias are

o] the inclusion in the individual income tax base of both current

saving and the returns on saving;

0 the corporation inceme tax, which is 8 heavy excise on one
set of returns on private saving;

0 the tax on capital gains, an additional, substantial excise on the
capitalized velue of anticipated increases in returns on saving,
whichh will in turn be taxed as they are realized;

o) estate and ¢ift texes, additional excises on cepital on the occasion
of the transfer of the property rights;

0 property texes, the equivalent of high-rate income taxes on the
returns to saving invested in real property; and

0 miscellancous other taxes (for example, the minimum tax)
which impose additional taxes on the returns on particular
investments.

At the Federal level, the long- range focus of tax revisions to achieve
greater neutrality between the tax burdens on saving and consumption should
be on

0 transforming the present individual income tax into an expendi-
tures tax, b. allowing the taxpayer to deduct his current saving



and requiving hivw o includs the oross vel

including the full amount of the procead
in his current income;

o eliminating the "wruorcm_n income tan and atiributing corvorate
earnings to individual sharenslders

o) elimineting the tax on capital gzins; and
0 eliminating estate and gift texes,

Eoldly statecd, any such tax revision proaram eopears to be radical
and politically unattainable. It nevertheless is uzeful o5 a criterion against
which 1o assess short—te:rm 1ax revisions.

by and large, the public policy focus on the capital shortage problem
to date has aimed almost exclusively at tax measures 1o incresse business in-
vestment incentives. Suvch measures as the ADR provisions and the investment
crecit have assuredly been highly constructive; one of their principal virtues
is that they havc;‘contributeml importantly to increzzing business saving---a
major compornent of tctal private sector saving. Moreover, further liberaliza~
tion cof depreciction allowances, increases in the investment credit, and gen-
erally less burdensome taxes on business income would be desirable measures
to increase the private sector's saving rate. But Effi‘rl}i_@, a capital-conscious
tax program to such measures suffers two lindtations:

o] it raises the false issues of "ax giveaways" to business at .

the expense of labor and/or consumers, and of tax favors

for the rich at the expense of the poor; and

0 feasible tax revisions of this sort may fall short of providing
the required increase in total private saving.

Accordingly, the inventory of tax revisions focused on reducing the

existing tax bies against private saving should prominently feature proposals



almed at low-and middle- income individual taxrpayvers. Individual income asn
returns reporting adjusted gross incomes of less than $20,000 accounted for

50 percent of total returns on saving, in cne form or another, in 1972. Indi-
viduals in these brackets, it is evident, provide a substantial proportion of
total perscnal saving. They represent, therefore, a highly eligible target

fer tax revisions to encourage individual saving.

in the taxable year in the amount of the individual taxpaver's saving., A{

credit of this sort could easily be designed to be proof against the charge

that it would favor unper-bracket as compared with low~ and medium-bracket
taxpayers. Even on very conservative assumptions about the responsiveriess
of individual saving to changes in the cest of saving compared to consumption,
the revenue loss from such a credit would be relatively small---indeed, there
might be a revenue gain; any likely loss would be substantially more than ofiset
by the increasc in personal saving. It would present no significant problems of
compliance or administration.

High on the list of constructive tax changass to meet the Nation's capital
demands is some substantial amelioration of taxes on capital gains. The revisions
proposed by the Ways and Means Committee last year is to be commended as evidence
of awareness of the need for reducing the tax burden on capital gains, but surely
this should be viewed as a very modest first step. If the Congress deems a $2,000
tax credit to be an appropriate inducement for buying a newly-built residence, it
should seriously consider the benefits to be obtained from offering the taxpavers

of about the same income status an equal credit against their tax liability on capital



attantion should also ne
given to rcllover treawrent for all capital gains, not merely for those realized on
the sale of a residence.

An overcll 530-percent effective rate limitation on income tax liability for
all income and for estete and gift tax purrcses would be highly desirable in
reducing the relative cost of caving ar those brackets where the present tax bias
against saving is most severe. Revenue losses from this limitation would be
modest; indeed, revenue geins might very well be realized.

Significant steps should be taken toward reducing the combined corporation
and individual income tax burden on corporate income. A reduction in the
statutory corporation income tax rate would be desirable, As a first step
toward full intergration of cornorate and individual taxes, individuals should be
glven atax credit for dividends received; individual taxpavers would gross-up
their dividend receipts by the amount of the corporate income tax to be credited,
compute their tax ligbilities on their tetal taxeble incomes including the grossed-
up dividends, and claim a credit against tax for the amount of corporate tax
included in the grossed-up dividends.

A short-range tax revision program should include converting the existing
depreciation system into a capital recovery system along the lines recommended
by President Nixon's Task Force on Business Taxation. Elimination of the
particularization of depreciation to the taxpayer and to his particular assets in
favor of conventionalizing capital recovery allowances for broad classes of assets

in itself would represent a major advance. Shorter recovery periods would also

be highly desirable.



