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SUMMARY

Financia l  market  resul ts  th is  year  appear  to  be ser ious ly  at  odds wi th

the v igorous expansion of  the economy in  I972 and ear ly  1973.  Of

part icular concern is the substantial decl ine in the part icipation of

individual investors. A large number of factors undoubtedly account

for the apparent puzzling performance of the stock market this year, and

no s ing le,  s imple answer wi l l  deal  sat is factor i ly  wi th  the complex

quest ions ra ised by that  per formance.  Notwi thstanding th is  reservat ion,

changes in tax policy can contribute signif icantly to improving the

eff iciency of our f inancial markets.

The eff iciency with which the f inancial markets perform their basic

function of valuation of business enterprises and of al locating saving is

a matter of concern for the entire economy, not merely those who are

active part icipants in the market. Impediments to eff icient functioning of

f inancial markets prevent the most eff icient al location and use of the

economy's resources and distort the consumption-saving choices of the

private sector.

A serious impediment to market eff iciency is the thin part icipation

which has prevai led for  some t ime past .  The market 's  th inness is

principally attr ibutable to inadequate part icipation by individual savers-

investors.



One of the factors accountinq for the reluctance of individuals to

invest  d i rect ly  in  corporate equi t ies is  the ant i -sav ing thrust  o f  tax pol icy .

A number of the basic features of taxation in the United States exert a

b ias against  sav inq.  \Mhen v iewed against  the s tandard of  equal  t reatment

of consumption and saving, the present income tax treatment of capital

gains and losses turns out to be an important element of this anti-saving

b ias .

Excluding capi ta l  ga ins and losses ent i re ly  f rom the income tax base

would signif icantly reduce the present disproport ionately heavy tax burden

on sav ing and the barr ier  to  capi ta l  asset  t ransact ions.  A less drast ic

change would be to extend "rol lover" treatment, now provided for gains

on personal  res idences,  to  a larqer  l is t  o f  capi ta l  assets- - -at  the least

to corporate securit ies. More modest revisions include a l i fet ime exemption

o f ,  say ,  $S0 ,OOO to  $100 ,000  o f  cap i ta l  ga ins  rea l i zed  on  co rpo ra te

securit ies and other specif ied types of property or alternatively an annual

exempt ion of  ,  say,  $5,000 of  such gains.  Stgnl f  icant  l ibera l izat ion of  the

capi ta l  loss of fset  prov is ions are a lso ca l led for .

Downward graduation of the capital gains tax rate with length of

holding period has been proposed as a means of unlocking the very Iarge amount

of gains f.rozen in capital assets which have been held for very Iong periods

of t ime. This approach would also implicit ly make al lowance for the

inflat ion component of much long-term gains in determining tax l iabi l i ty.
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A more direct approach to el iminating inf lat ion gains from the tax base

would be to provide an explicit  inf lat ion adjustment in determining the

amount  of  taxable gains.
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T a x  P o I i c y ,  I n d i v i d u a l  I n v e s t o r s ,  a n d  F i n a n c i a l  M a r k e t s

Introductjgn

The  pe r fo rmance  o f  t he  ma jo r  U .  S .  f i nanc ia l  marke ts  th i s  yea r  has

been  a  sou rce  o f  w idesp read  conce rn  and  bew i lCc rmen t .  Aga ins t  t he

backg round  o f  v igo rous  economic  expans ion  i n  I 972  and  ea r l y  I 973 ,  as

measured  by  i nd i ca to rs  o f  rea l - - -as  opposed  to  mone ta ry - - -agg rega tes ,

the pr inc ipa l  ind icators of  f  inancia l  market  act iv i ty  appear  to  have been

much more c losely  in  l ine wi th  a s tagnant  economy,  i f  not ,  indeed,  one

in  recess ion .  As ide  f rom a  f i l i i p  i n  l a te  1972  and  ea r l y  I 973 ,  t he  NYSE

composi te  index shows at  best  no t rend in  common stock pr ices,  and in

aI I  probabi l i ty ,  a  downtrend.  The pr ice-earn ings rat ios of  a l l  but  a  re la t ive

handfu l  o f  s tocks have been astonish ingly  low throughout  the year .  Transact ion

volume has been so l imi ted as to  push many brokerage f i rms to- - -or  over- - - the

br ink.  There are numerous ind icat ions,  moreover ,  that  inst i tu t ions have

accounted for  a  very substant ia l  par t  o f  to ta l  vo lume,  whi le  ind iv idual

savers- investors appear  largely  to  have wi thdrawn f rom the s tock market .

There is  a  common and readi ly  understandable proc l iv i ty  to  ins is t  on

s imple answers to  complex quest ions .  In  the case of  the f inancia l  markets ,

i t  is  tempt ing to  ident i fy  one or  a  few factors as the source of  i ts  puzz l ing

behavior .  The t rue explanat ion,  however ,  is  probably  as complex as that

for  any current  economic phenomenon.  I  hasten,  therefore,  to  d isabuse

th is  Subcor :mi t tec of  an. , ,  ic l  . :a  i lhat  [ ' r !  i l  isc :uss ion anci  r i ]ccmmci ic la t ions.



are  submi t ted  as  exhc rL l s l i nq  r : i t he r  t he  causes  o f  t he  f i nanc ia l  marke ts '

p resen t  conc l i t i ons  o r  r cccmmer rda t i ons  f  o r  dea l i nq  w i th  these  fac to rs  .

The current  concern about  the f inancia l  markets  should s tem f rom

recogn i t i on  o f  t hc  fundamen ta l  ro le  those  marke ts  p lay  i n  t he  U .  S .

economy.  However  recondi te  or  esoter ic  the operat ions of  the s tock

marke t  t o  t he  man  in  the  s t ree t - - -Ma in ,  no t  WaI I - - -o r  even  to  the  economis t ,

i t  is  obv ious that  no advanced and d ivers i f ied economy depending '  largely

on pr ivate enterpr ises for  the conduct  o f  bus iness in  f ree markets  could

function eff iciently without a well  developed capital market. \A,rhen evidence

that  the capi ta l  markct  is  not  do ing i ts  job ef fect ive ly  begins to  accumulate,

the occasion for  concern far  t ranscends the ef fects  on the immediate

capi ta l  market  par t ic ipants;  i t  extends to  the ent i re  economy,  publ ic  and

pr ivate sectors a l ike.  Sure lywe do not  need a repet i t ion of  the great

marke t  c rash  o f  1929  to  have  i t s  l essons  we l l  i n  m ind .

I I .  Func t i ons  o f  F inanc ia l  Marke ts

Before proceeding,  perhaps i t  would be advisable to  go over  some

famil iar ground concerning the functions of f inancial markets in order to

be c lear  about  the context  o f  the d iscuss ion to  fo l low.

Fi rs t  o f  a l l ,  f inancia l  markets  prov ide va luat ions.  \Mhen these

markets operate eff iciently, they provide objective and impersonal information

about  the capi ta l ized va lues of  the expected earn ings of  a  huge number of

bus iness  en t i t i e  s .  Th i s  i n fo r rna t i on  i s  a  su rnmdry  o r  consensus  o f  t he



v a r y i n g  a s s c s s m e n t s  b y  t h c  m a r k e t  p a r t i c i p a n t s  o f  w h a t  f u t u r e  e a r n i n g s

a r e  l i k e l y  t o  b e ,  w h a t  r i s k s  a r e  a s s o c i a t e C  w i t h  t h o s e  f u t u r e  e a r n i n g s ,  w h a t

c o s t s  w i l l  l r c  i n c u r r c d  t o  r e . r l i z e  t h c r n ,  a n d  f r n a l l y ,  i t o w  m u c h  t h o s e  f u t u r e

e a r n i n g s  a r c  v , / r ) r t h  t o d a y .  M o r c o v c r ,  t h e  i n f o r m a t i o n  a b o u t  a n y  o n e  c o m p a n y

and i t s  va lua t ion  takes  in to  account  the  cor respor rd ing  in fo rmat ion  and

va lua t i on  o f  a I l  o the rs .  Fo r  any  one  company ,  t he re fo re ,  an  e f f i c i en t l y

operat ing f inancia l  market 's  va luat ion ref lects  i ts  wor th re la t ive to  that

o f  a I I  o the r  compan ies .

For  companies that  are guided in  the i r  act iv i t ies by the object ive of

maximiz ing the i r  prof i ts  and the net  wor th of  the i r  shareholders,  the

va lua t i ons  p rov ided  by  f i nanc ia l  marke ts  a re  essen t i a l .  They  a re  assessmen ts

by the market parl icipants of how well such companies have performed and

of how well they are expected to perform in the future. Changes in those

valuat ions are cues to  management  wi th  respect  to  v i r tua l ly  every aspect

of  the i r  conduct  o f  bus iness.  And they are impor tant  inputs in  the determinat ion

of  the cost  to  the company of  us ing capi ta l  serv ices,  hence of  company

inves tmen t  dec i s ions ,  even  i f  cap i ta l  ou t l ays  a re  l a rgc l y  i n te rna l l y  f i nanced .

A coro l lary  funct ion of  f inancia l  markets  is  to  fac i l i ta te the ef f ic ient

a l locat ion of  sav ing.  In  br ie f  ,  the condi t ion for  e f f ic ient  a l locat ion of

saving is that at the margrin the present value of the future income contributed

by every dol lar  o f  sav ing is  the same (when adjustment  for  d i f ferences in

r i sk  a re  takcn  i n to  acccun t  ) .  I n  an  e f l i c l cn t l l ' opc ra t i ng  i i nanc ia l  rna r l : e , t ,

in format ion about  compan) '  p . r formancc ar :c l  prospccts  ls  qu ick ly  t rans lated
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i n t o  v a l u a t i o n  o f  t h e  c q u i t y  i n t c r e s t  i n  c o r n p a n i c s ,  a n d  c h a n g e s  i n  t h e s e

r e l a t i v e  v a l u a t i o n s  a r e  c u e s  t o  s a \ . / e r s - i n v e s t o r s  a s  t o  c h a n o e s  i n  t h e

c o m p o s i t i o n  o f  t h e i r  i n v e s t m e n t s  w h i c h  t h c y  c a n  m a k e  i n  o r d e r  t o  m a x i m i z e

t h e  f u t u r e  i n c o m e  t h e y  c a n  r c a l i z e  f r c m  t h c i r  s a r z i n g .

M o r e o v e r ,  t h e  a g g r c g a t c  o f  a l l  s u c h  m a r k e t  i n f o r m a t i o n  p r o v i d e s  s a v e r s -

inves tors  w i th  the  essent ia l  in fo rmat ion  about  the  re la t i ve  cos t  o f  sav inq- - -

how much cur ren t  income o therw ise  ava i lab le  fo r  cons l tmn i ion  jc  ranr r i r ^ .1

to  buy  a  g t i ven  amount  o f  fu tu re  income.  C lear ly ,  th is  in fo rmat ion  is  a

bas ic  de terminant  o f  the  a l loca t ion  o f  income as  be tween consumpt ion

r n r l  c a r z i n nv  r r r Y  .

I t  is  ev ident  T t r r rc t  +h: t  f lsse funct ions of  f inancia l  markets  are

not  per iphera l  but  are basic  to  the etF i r - ienf  nnor6 l isp and progress of  a

f ree-market  economy.  Impediments to  ef fect ive per formance by f inancia l

markets ,  therefore,  a lso prevent  the most  ef f ic ient  a l locat ion and use of

the economy's  resources,  which means that  the economy as a whole is

depr ived of  va luable output  which i t  o therwise woulc l  en joy.  By the same

token,  the amount  of  sav ing and investment  which the economy as a whole

under takes is  l ike ly  to  be less than i t  would be i f  f inancia l  markets  were

f ree of  ser ious impediments;  the consequence is  s lower growth of  product ion

capabi l i ty  and output ,  to  the cost  o f  a I I  o f  us.

Ef f ic ient  f inancia l  markets ,  therefore,  are an impor tant  concern for

a l l  o f  us,  not  on ly  those who are act ive par t ic ipants at  any t ime.  I f  those



m a r k e t s  c a n n o t  d o  t h e i r  j o b  p r o p e r l y ,  t h e  w o r k i n g  A m e r i c a n  i s

l i k e l v  t o  f j n C  I i m c . ' ' l F  r r r n r l - i n n  r n z i i h  f o w e r  o l r ] e r ,  I e S S  e i f i C i e n tr f i \ e r l .  L v  r l r r v  J \ l r r Y  Y v  Y v  u r ,  v r l ( v r  ,

t oo l s  t han  o the rw ise .  H is  p roduc t i v i t y ,  hcnce  h i s  rea l  ea rn ings ,

w i l l  be  Iess  than  o the rw ise .  And  he  i s  more  I i ke l v  t o  be  exposed  to

' i  n h  r l i q n l : a r . m n n f  h r r  t n r n i r r n  r - n r n n n f i f i n n  I - i n . a l l w  t h n s c  m a r k p t ^
J v v  u r J l J l u v u t r r L r I L  ! y  r \ J f  U f y t l  U U i L . r  .  -  ^ . . - - - - y  t  L l l v J v  l l l q l N U L J

wi l l  a f f o rd  h im  less  ass i s tance  i n  pu t t i ng  h i s  sav ings  to  the i r  mos t

product ive use in  h is  ef for ts  to  save for  re t i rement  or  the proverb ia l

" ra iny  day .  "

This  Subcommit tee,  I  am sure,  has heard and wi l l  cont inue to  receive

a substant ia l  amount  of  test imony per ta in ing to  def ic ienc ies in  our  f inancia l

mar l :e ts  anc l  to  the factors responsib le for  them. Rather  than at tempt  to

go over  that  ground again,  I  should l ike to  focus on one aspect ,  the

inadequacy of  ind iv idual  investor  par t ic ipat ion,  and to  of fer  some suggest ions

to increase that  par t ic ipat ion.  One of  the basic  condi t ions for  e f f ic ient

operation of any market is that i ts structure is highly competit ive. In turn,

sat is fy ing th is  condi t ion in  the genera l  case requi res a suf f ic ient  number

of  buyers and se l lers  so that  the act ions of  no one can s ign i f icant ly  a f fect

the pr ice(s)  o f  the product(s)  t raded in  that  market .  W4r i le  economic theorv

af fords no basis  for  determinat ion of  the min imum number of  buyers and se l lers

required for effective competit ion , i t  does support the general ization that

reducing the number of  market  par t ic ipants tends to  increase the obstac les

to compet i t ion.  When the number of  buyers anc l  se l lc - rs  is  very large,  o f



c o u r s e  ,  e v e n  a  s u b s t a n t i a l  v a r i a t i o n  i n  t h a t  n u m b e r  i s  I i k e l y  t o  h a v e

l i t t l e  i m p a c t  o r t  t h e  e f f e c t i v e n e s s  o f  c o m p e t i t i o n .  B u t  a s  t h e  n u m b e r  o f

p a r t i c i p a n t s  d c c r e . a s e s ,  t h e i r  i n f l u e n c e  o n  m a r k e t  o u t c o n i e s  i n c r e a s e s ,  a n d

m a r k e t  r e s u l t s  t e n d  t o  b e c o m e  m o r e  d i s p c r s c d ,  l c s s  o f  a  m e a s u r e  o f  c o n s e n s u s

o f  p a r t i c i p a n t s ,  l c s s  m c a n l r r q l u l  a s  m c a s u r c s  o f  r e l a t i v c  v a l u e s ,  a n d  t h e r e i o r e

I e s s  e f f e c t i v e  i n  a l l o c a t i n g  r c s o u r c c s .  T h i n n i n g  o u t  m a r k c t  p a r t i c i p a t i o n ,

a c c o r d i n g l y ,  i s  l i k e l y  t o  r c s u l t  i n  a  l o s s  o f  e f f i c i c n c y  b y  t h e  m a r k e t  i n  t h e

per fo rmance o f  i t s  func t ions .

I t  is ,  o f  course,  no news to the members of  th is  Subcommit tee that

th in  par t ic ipat ion has been the ru le  rather  than the except ion in  the operat ions

of  the U.  S.  f inancia l  markets  for  some t ime past .  Volume of  t ransact ions

is ,  to  be sure,  on ly  a proxy for  the number of  buyers and se l lers ,  but  in

the case of  the secur i t ies markets  there is  o ther  ev idence to  suppor t  the

inference that  the downtrend in  vo lume dur inq the past  1B months has been

associated wi th  a downtrend in  the number of  buyers and se l lers ,  In  the

month of  August  th is  year ,  average dai ly  vo lume on the New york Stock

Exchanqe was only  11.8 mi l l ion,  Iower by far  than any other  month ]n  1972

and 1973.  The average dai ly  vo lume through August  o f  th is  year  has been

abou t  14 .9  m i l l i on  sha res ,  compared  w i t h  16 .5  m i l l i on  f o r  t he  who le  o f  1972 .

And cxccpt  for  January and JuIy ,  the averagc dai ly  vo lume each month th is

year  has been lower than in  the corresponding months of .  I972.

These vo lume data,  whi le  not  themselves establ ish ing a reduct ion in



i n d i v i d u a l  i n v c s t o r s ' p a r t i c i o a t i o n  i n  t h c  m a r l : c t ,  a r e  n c v c r t h e l e s s  h i g h l y

i n d i c a t i v e .  T h e  y  s t r o n q i i l '  s u g g c s t  t h a t  t h e  B C 0 , 0 0 C  c i e c l i n e  i n  t h :  n u m b e r  o f

s h a r e h o l d e r s  i n  t h e  U n i t e d  S t a t e s  r c c e n t l y  r c p o r t e d  b y  t h e  N . Y . S . E .  h a s

c o n t i n u c c l  t h r c u g h  1 9 7 3 .  C c n t i n u a t i o n  o f  t h i s ;  C e c l i n e  w i l l  i n e v i t a b l y  b e

assoc ia ted  w i th  reduc t ion  in  the  number  o f  buvers  and se l le rs  and w i th

increased concent ra t ion  o f  vo lume in  the  very  la rge  ins t i tu t iona l  marke t
T h e  i m p l i c a t i o n s  o f  t h i s  d e v e l o p m c n t  f o r

p a r t i c i p a n t s .  /  t n e  c f f  i c  j c n c y  o f  t h c  m a r k c t  h a s  a l r e a d y  b c e n  n o t e d .

What  accounts  fo r  the  inadequate  par l i c ipa t ion  o f  ind iv idua l  savers -

inves tors  ?  Obv ious ly  a  g rea t  many fac to rs ,  wh ich  have been exp lo red

before  th is  Subcommi t tee  in  i t s  ear l ie r  hear ings ,  con t r ibu te  to  the  re luc tance

of  ind iv iduals  to  hold d i rect ly  cqui ty  in terests  in  U. S.  corpora t ions  and

.  t h e  t h r u s t  o f  t a xto  manage these in terests  act ive ly .  In  my judgment

pol icy in  the Uni ted States is  one of  these factors.

I I I .  Taxat ion and Ind iv idual  Savins and Investment

Generally overlooked in the periodic furor over tax reform is that

taxat ion in  the Uni ted States,  par t icu lar ly  a t  the Federa l  level ,  is  heavi ly

b iased against  pr ivate sav ing.  The demonstrat ion of  th is  b ias on analyL ica l

grounds has been made by numerous economists  at  one t ime or  another ,  and

I  shal l  not  burden the Subcommit tee at  th is  t ime wi th  an e laborate exposi t ion

of  th is  analys is .  i f  I  f idy,  hovrever ,  I  should l ike to  caI I  the Subcommit tee 's

at tent ion to  my test imcny on February 5 of  th is  year ,  to  the Commit tee on

Ways  and  Means  i n  the  l i ouse  o f  Represen ta t i ves .  T i r i s  t es t imony  was



a d d r e s c c ' d  e x n l i c r + r r '  ^ ^ - r  - +  t ^ ^ ^ t l - r  t o  v a r i o u s  b a s i c  e l e m e n t s  o f  t h e  F e d e r a ls u L r r  g J J L L (  u ^ l J r r v l L l y  C l I l L i  o L  I U I I U

* : v  c r r c j - n m  - n r ' l  f l r ^ i r  r ] i c n r n n . r r i i , r r r : t n l r z  h n ; t r n z  r a r o i o h t  o n  c a t z i n a t  A .  n n m n r r n A
L d X  S y 5 L C I l t  c l l l { - i  L l t u l t  L i l 5 P l U i J L , . t  L L L ^ . -  y  r r 1 :  v r  L . \ J l l r l . J o l  u u

w i t h  r : , r n s l r m n t i . l n  f u , t a v  I  a l s o  t . r r . ' a  f h n  I i h n r - t w  o f  r e F e r r i n r l  t h e  S r f b C O m m i t t e ev v I L r l  v J l r o u r r r l r L r v r r .  r v r q /

t o  t h e  p u b l i c a t i o n  b y  t h e  N , \ \ i  c , r r i t /  t h i s  y e a r  o f  m y  s t u d y  o [  T a x  P o I i c y ,

( l a n i f a l  I n r m a r i n n .  - n d  P r o d i r r - i i r r i t v .  j n  w h j c h  I  h n r z o  a t t e m n t e d  t O  d e m O n S t f a t ev q v r L q l  r  v r r t r u L L v r L t  J r r u  r  L r v r L j /  t  t t L  r v

n o t  o n l y  t h e  e x i s t i n g  t a x  b i a s  a g a i n s t  s a v i n g  a n d  c a p i t a l  f o r m a t i o n  b u t  a l s o

t h e  a d v e r s e  c o n s e q u e n c e s  o f t h a t  b i a s  f o r t h e  r a t e  o f  a d v a n c e  o f  l a b o r ' s

produc t iv i t y  and rea l  carn ings .

On th is  occasion,  I 'd  l ike to  concentrate on the Federa l  tax t reatment

of  capi ta l  ga ins and }osses.  As th is  Subcommit tee is  wel l  aware,  the

di f ferent ia l  between the taxes imposed on capi ta l  ga ins and on ord inary

income is one of the principal targets of the standard l ist of tax reform

proposals .  This  d i f ferent ia l  is  a l leged to bc one of  the pr inc ipa l  " Ioopholes,

pr imar i ly  avai led of  by upper- income ind iv idr ra ls .  In  pr inc ip le ,  i t  is  argued,

capi ta l  ga ins are in  no s igrn i f icant  way d i f ferent  f rom ord inary income,  and,

i t  i s  c la imed ,  t hey  shou ld  be  s im i l a r l y  t axed .  And  so  on .

In  fact ,  however ,  when the present  tax t reatment  of  capi ta l  ga ins is

v iewed against  the s tandard of  equal  t reatment  of  consumpt ion and sav ing

uses of  income,  i . t  turns cut  not  to  be a " Ioophole"  but  an addi t ional  tax

burden on sav ing-- -a neqat ive loophole.  Perhaps an extended example wi l l

he lp to  make th is  c lear .

Suppose  fo r  t he  n romcn t  a  tax - f i cc  cconomy .  InC i i r i dua l s  i n  t ha t  soc i c t l '
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cont inuousl l r  n ta l :c  chojces bctwccn the usc of  the i r  currcnt  income for

consuntnt icn or  for  bu l r lnr ;  ac lc l i t ion. t l  incone in  the f t : turc  ,  i .e  .  ,  sav ingi

The amount  of  fu turc  i t - tcone wi r ich t - : in |  ! iven amount  of  sav ing buys depencls

on the contr - ibut ion at  ihc nrar 'cr in  o i  the ac lc l i t ionai  car : i ta l  in  which the

sav ings  a re  i n r res tcd .  Thc  cos t  o f  any  g i ven  amoun t  o f  f u tu re  i ncome i s

the amount  of  current  consumpt ion which must  be foregone by the sav ing

needed  to  acqu i re  i t .  Many  cons ide ra t i ons ,  o f  cou rse ,  en te r  i n to  i nd i v idua ls '

consumpt ion -sav ing  dec i s ions ,  bu t  q i ven  these  cons ide ra t i ons ,  t hose

dec is ions  depend  on  the  re la t i ve  cos t  o f  sav ing  and  consumpt ion .

As an cxample,  suppose that  in  the tax- f ree economy a person might

be  ab le  to  buy  some g i ven  quan t i t y  o f  consumpt ion  goods  fo r  S1 ,000  o r

he  m igh t  use  the  same $1 ,000  i ns tead  to  buy  common s tock  i n  a  company

earn ing ,  say ,  $120  pe r  sha re ,  when  the  marke t  ra te  o f  i n te res t  i s  12

percent .  Now suppose an income tax is  lev ied;  for  ease of  i l lus t rat ion,

suppose the tax rate is  50 percent .  Wi th the tax,  the cost  o f  the same

amount  of  consumpt ion goods goes up i  00 percent  in  the sense that  i t  now

takes  $2 ,000  o f  p re tax  i ncome to  buy  the  same $1 ,000  o f  consumpt ion

goods .  Bu t  t he  cos t  o f  sav ing  goes  up  much  more .  To  have  $120  pe r  yea r

of  addi t ional  income,  one has to  receive $240 of  pretax income.  But  wi th

no change in  the market  ra te of  in terest ,  one must  now buy $2,000 wor th

o f  t he  s tock  to  ge t  5240  pe r  yea r .V  ana  to  have  $2 ,000  w i th  wh ich  to

|  / ": /  Assumin€ i  no  incontc  ta t {  i s  scpara te ly  l . . v icd  on  rhc  corpora t ion  incorne
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b u y  t h c  s t o c k ,  5 4 , 0 0 0  o f  p r c t a x  i n c o : n c  i s  n e c d e C .  T h e  5 0  p c r c e n t  i n c o m e

t a x ,  t h u s ,  h a s  c l o u l r l c d  t h c  c o s t  o f  c o n s u m p t i r n ,  b u t  i t  h a s  q u a d r u p l e d

t h e  c o s t  o f  s a v i n g .  T h u s ,  t h e  t a x  h a s  d o u b l c C  t h c  c o s t  o f  s a v i n g  r e l a t i v e

to  the  cos t  o f  consu i i l ] : t ion .

T h c  c f f c c l  o f  t i r c  t a : i  o n  t h c  t o t a i  v o l u m e  o f  p r i v a t e  s a v i n g  d e p e n d s  o n

h n r r r  r o c r . r n n c i r r a  n o a n l  a  A r o  i n  t h a i r  n n n c r r m n f  i n n - q a r r i n r r  c h n i r . o q .  f  n  n h : r n c o q  i nu r l J v l r J r  v L  y r  v u l L  u !  u , r r } / u : v r r  J u  v  . r r Y

t he  re la t i ve  cos t  o f  sav ing .  Some economis ts  assume tha t  t h i s  response

is  ze ro ,  t ha t  pe rsona l  sav ing  dec i s ions  a re  una f fec ted  by  changes  i n  the

real  ra te of  re turn on the i r  sav ing.  I  f ind th is  assumpt ion untenable on

analy t ica l  grounds and unver i f ied by actual  exper ience.  Rather ,

to  me,  an increase in  the real  cost  o f  sav ing re la t ive to  the cost

it

of

seems

consumpt ion

wi l l  reduce the propor t ion of  income used for  sav ing.

To return to  our  example.  Suppose the corporat ion whose stock the

ind i v idua l  pu rchases  uses  the  p roceeds  o f  t he  s tock  sa le  to  buy  a  $1 ,000

mach ine .  Suppose ,  t o  s imp i i f y  t he  examp le ,  t he  mach ine  i s  expec ted  to  l as t

forever .  To warrant  the investment  of  $1,000 in  the machine i f  there were

no tax,  the machine would have to  add $120 per  year  to  the company 's  net

revenues.  But  i f  an income tax,  appl icable to  both the corporat ion and the

indiv idual  a t  a  marg inal  tax rate of ,  say,  50 percent ,  were imposed,  the

machine would no lonqer  earn $120 per  year ,  a f ter  taxes.  The corporat ion

income tax i tse l f  would reduce the af ter - tax earn ings to  $60.00 per  year .

And i f  the corporat ion were to  d is t r ibute the af ter - tax cash f low tc  the
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sha reho lde r ,  hc  wou id  ne t  on l y  $30 .00  pe r  yea r  on  h i s  $1 ,000  sav ing .

I f  be fo re  the  tax  r , t as  imposed  he  requ i red  S120  pe r  yea r  t o  i nduce  h im

to  g i ve  up  S1 ,000  o f  cu r ren t  conq r rmn i i nn  ha  r , r i i i l  ha rd l y  be  I i ke l y  t o

se t t l c  f o r  $30 .00 .  C I ca r l y ,  he  w i l l  r ec l uce  h i s  sa rz i no -  j n r rec t i no .  So  w i i l

o thers l ike h im.

Col la tera l ly ,  the corporat ion is  hard ly  l ike ly  to  invest  $1,000 in  a

machine that  re turns only  $60.00 per  year  af ter  tax.  Wi th no change in

t h e  m a r k e t  f a t e  o f  d i s C o u n t  o f  f l t r r r r .  a a r n i n r r q  S 6 0 - 0 0  n e r  v e a r  j s  w o r t h

$500 ,  no t  $1 ,000 .  I f  t he  company ' s  ob jec t i ve  i s  t o  max im izc  i t s  p ro f  i t s

and the net  wor th of  i ts  sharehoiders.  the af tor -131 earn ings of  the machine

wi l l  have to  increase to  $120 per  year ;  pretax earn ings,  then,  wi l l  have

to go up to  $240 per  year  to  just i fy  the investment ,  i f  earn ings are reta ined.

And if  earnings are distr ibuted to the shareholders, pretax earnings would

have to increase st i l l  fur ther- - - to  about  $480 per  year .

obviously, a great many capital outlays which wourd contribute

enouqh to the corporation's net revenues to warrant their undertakinq

in the absence of  the tax become unprof i tab le and are foregone when the

tax is  imposed.  The reduct ion in  sav ing and capi ta l  format ion resul t ing

from the tax wil l  continue unti l  the stock of capital fal ls relative to the

amount of labor services used in production suff iciently to qenerate the

required pretax and after-tax earninqs.

To complete the example,  suppose that  a f ter  the ac l justments in  sav ing
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and inves tment  a rc  conrp lc ted ,  thc  corpora t ion  rc ta ins  i t s  a f tc r - tax  earn ings

anc l  l tuys  another  mach inc  
"vh ich  

r , r ' i l l  a lso  ac lc l  $24 ' - r  p t : rycar  to  p re tax

e a r n i n g s ,  h r - r ' r c c  $ ]  2 0  p c l :  y c a r -  t o  t h e  c o t n p a n y ' s  a f t e  r - t a x  e a r n i n g s .  T h e

market  va lue  o f  th , , .  . shareho lc lc . rs '  s tock  in  the  cornpanT r ,v i l l  go  up  f rom $1,000

t o  $ 2 , 0 0 0 .  T h i s  i n c r e ' a s c  i n  v a l u c ,  o f  c o u r s e ,  i s  c x a c t l y  e q u a l  t o  t h e

prcscnt  o r  d iscounted  va l r . re  o f  the  add i t iona l  $120 pcr  year  o f  a f te r - tax

e a r n i n o s .  d i s r . o r r n t c r l  a t  I  ?  n p r r : n n t  a s  b e f o r e .J , ! i r ! r v l v \

Reca I I  t ha t  cve ry  do l l a r  o f  t he  cc rpo ra t i on ' s  ea tn ings  on  the  o r i g ina l

mach ine  ou t  o f  wh ich  the  S1 ,000  to  buy  the  new mach ine  was  accumu la ted

was taxed as i t  was earned.  And every dol lar  o f  the earn ings of  the new

mach ine  w i l l  a l so  be  taxed  as  i t  i s  ea rned .

I f  the shareholder  dec ides to  se l l  h is  share of  s tock in  the corporat ion

he  w i l l  r ea l i ze  a  cap i ta l  ga in  o f  $ t ,000 .  Undc r  t he  p rcsen t  t ax  t rea tmen t

o f  cap i ta l  ga ins  he 'd  pay  an  add i t i ona l  t ax  o f  S250  on  th i s  rea l i zed  cap i ta l

ga in .  Th i s  add i t i ona l  t ax  i s  p rope r l y  v iewed  as  a  su rcha rge  on  the  tax

al ready paid on the pr ior  years 'earn ings on h is  in i t ia l  investment  or

equiva lent ly  as a surchargc on the tax that  wi l i  be paid over  the succeeding

years on the new machine 's  earn ings.  In  e i ther  case,  the same future

earn inqs s t ream wi l l  be taxed twice,  once at  the 50 percent  ra te as the

earn ings are real ized each year ,  and agra in at  25 percent  ( in  our  example)

on the capi ta l ized va lue of  that  fu ture s t ream of  earn ings.

Thc prescnt  tax  t rca t ; l cn i  c i  ce . r i t . r l  r . l  ins  ,  thc rc i , : rL - ,  i ' , ' l ' i en  eva .L ' . ia r ,cC



1 3

a g a i n s t  t h c  s t a n d a r d  o f  c q u a l  p r o p o r t i o n a t c  t a ; < a t i  ' n  o f  c o n s u m p t i o n  a n d

sav ing  uscs  o i  i r i comc,  ,  en ie rges  no t  as  a  loopho lc - .  bu t  as  an  add i t i cna l ,

h n a r r v  h t r r d r n  o n  c ; r r r i n . T  ( l r r n i n a r  : r q  i i  d o n q  r r r r  f n n  n f  t h n  d i q n r n n ^ " f i n n : f n l r rr r s q  v  j  u L i L u c l r  v l l  - ( r  v  ! r r \ j .  u , r  r L  U  J U J  v l r  L U P  v r  L l r ( -  u r J v r v l J u r  L I U r t o L U l y

hcawy ind iv idual  and corporatc  incorne tax load on sav ing,  the taxat ion of

cap i ta l  ga ins  s iq rn i - l ' i can r l y  j f l c r c : c l se  s  thc  re la t i vo  cos t  o f  sav ing .

But  th is  is  not  the so le ef fect  o f  capi ta l  qa ins taxat ion.  The tax is

imposcd on gains not  as thcy accruc but  on ly  when thcy are real ized by

sa le  o r  exchange  o f  t he  asse ts .  The  occas ion  fo r  t he  tax ,  t hen ,  i s  no t

merely  the increase in  va lue but  the t ransfer  o f  the asset  as wel l .  Tax ing

capi ta l  ga ins not  on ly  increases the re la t ive cost  o f  sav ing but  a lso increases

the cost  o f  changing the composi t ion of  the assets one owns.  The in teract ion

of  these two ef fects  of  capi ta l  qa ins taxat ion is  to  increase the d i f ference

between the expected returns on alternative investments required to rnake

a shi f t  in  asset  ho ld inss wor thwhi le .

Unless i t  could be establ ished that  people are ut ter ly  unresponsive

to changes in  t ransact ion costs ,  tax ing capi ta l  ga ins must  reduce the

f requency of  t ransfers and impede prompt  changes in  the composi t ion of

assets in  response to changes in  the i r  re la t ive va lues.  ln  turn,  th is

c lear ly  impedes the ef f ic ient  funct ion ing of  the f inancia l  markets  in

prov id ing va luat ions of  a l ternat ive uses of  sav ing and in  a l locat ing sav ing

opt imumly.

The  p rcsen t  t ax  t r ca tmen t  o f  cao i ta l  l osses  fu r thc r  bu rdens  p r i va te
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sav ing  and  impcc l cs  p rompt  change  in  the  compos i t i on  o f  asse t  ho ld inqs .

Under  p rescn t  1aw,  cap i ta l  l osses  a re  o f f se t  ag .a ins t  cap i ta l  ga ins  and

up  to  $ t ,000  o f  o rd ina ry  i nco r ' : e .  Any  l osses  no t  so  o f f se t  may  be  ca r r i ed

forward for  an unl imi tcd numl- -c , ' , , . f  vears,  but  in  the case of  inc l iv ic lua ls

no  ca r ryback  t c  "a r l i e r  t axab le  yea rs  i s  a l l owcd .  S incc  cap i ta l  ga ins  a re

fu l ly  subject  to  the adcl i t ional  tax in  the woar  rhsy are real ized,  the tax

cushion against  losses may very wel l  be less than the addi t ional  tax burden
' r /

on  ga ins .v  The  r i sk  o f  i nves tmen t  i s  i nc rcased .  I n  add i t i on ,  where  l osses

have accrued on an investment ,  t i te  l imi ta t ion on the i r  c ieduct ib i l i ty  tends

to deter  l iqu idat ion of  that  investment  and i ts  rep lacement  by other  assets.

Loss t reatment ,  therefore,  accentuates the b ias against  sav ing and sh i f ts

in  asset  ho ld ings imposed by the taxat ion of  capi ta l  ga ins.

The weight  o f  these tax impediments to  ef f ic ient  per formance by the

f inancia l  markets  is  d i f f icu l t  to  measure in  prec ise quant i ta t ive terms,

but  there can be l i t t le  doubt  that  thev are s ion i f icant .  There are a number

of  s tud ies which show that  the average length of  t ime stocks are held

is  astonish ingly  long.  And unless one at t r ibutes these very Iong hold ing

per iods to  i r ra t ional i ty  on the par t  o f  savers- investors,  the tax t reatment

of  ga ins and losses must  be heid largely  accountable for  the immobl izat ion

Vi'  s,-,ch cases
tax outcomes of
i s  no t  on l y  l ess

, the mean value of the probabil i ty
any g iven investment  is  reduced.
product ive but  . r lso r isk ier .

distr ibution of the after-
The investment ,  then,



o f  h u g e  a m o u n t s  o I  p a s t  s a ' , r i n q .  ] t  r n r - r s t ,  t h c r c f o r c ,  b e  v i c w e d  a s  a  s e r i o u s

impec i i rncn t  to  f  inanc ia l  rn i , r ^1 :c t  e  f f  i c i cncy .

Th is  i s  no t  to  say  tha t  ta :<a t ion  a lonc  accounts  fo r  the  dec l in ing  ro le

o f  ind iv ic iua l  invcs tc rs  i . l i  our  sccur i ty  mark ,e ts  o r  evcn  tha t  those tax

cons idera t jon : ;  a rc '  f r in ra r i l y  re r ; i )on-s i l : i c  fo r  the  sccur i ty  marke t  cond i t ions

now caus ing  so  much gsneer r r .  l {o r  c lo  I  mean to  suggest  tha t  chanqes in

the  tax  Iaw to  easc  the  cx is t ing  burden on  sav inq  and on  t ransac t ions  w i l l ,

o f  t h e m s c l v e s ,  r e v e r s e  t h e  t r e n c l s  i n  t h e  s e c u r i t i e s  m a r k e t s  w i t h  w h i c h

th is  Subcommi t tce  is  concerncd.  But  sure ly  appropr ia tc  changes in  the

tax  law w i l l  make an  impor tan t  con t r ibu t ion  to  a  h igher  ra te  o f  p r iva te

sav ing ,  to  g rea ter  par t i c ipa t ion  by  ind iv idua ls  in  the  f inanc ia l  marke ts ,

and to  more  e f f i c ien t  func t ion inq  o f  those marke ts .

I V -  T a x  C h a n o c s  t o  I n r : n t t r . r r : n  T 6 6 l  i v i c l u e l  T n v c s t m c n t

Any d iscuss ion  a imed a t  changcs  in  thc  tax  t rca tment  o f  cap i ta l  ga ins

and Iosses  in  the  in te res ts  o f  m l t iga t ing  the  ex is t ing  tax  b ias  aga ins t

sav ing  and ready  t rans fc rab i l i t y  o f  asse ts  faces  a  huge bar r ie r  o f  convent iona l

w isdom argu ing  fo r  even heav ie r  tax  burdens  on  cap i ta l  qa ins .  That  a rqument

is  o r ien ted  pr imar i i y  to  so-ca l led  equ i ty  cons idera t ions .  I t  i s  p red ica ted

on a concept of income deemed to be needed i f  the pr incipal purpose of

taxa t ion  is  to  equa l ize  economic  s ta tus ,  w i thout  regard  to  the  impact  o f

implementing that income concept on the neutral i ty of  taxat ion with respect
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t o  t h e  c o n s u m p t i o n - s a v i n g  c h o i c c .  T h a t  j n c o m c  c o n c c p t  i n s i s t s  t h a t

c a p i t a l  g a i n s  a r e  i . n  n o  v r i s c  d i f f c r c n t  f r o n r  a n y  o t h c r  i : i n c l  o f  " i n c o m e "

f  o r  purposes  o f  r reasur inE l  e  concmic  s ta tus  o f  var ious  ind iv idua ls ,  and

t h a t  t a x i n g  c a p i t a l  g : i n s  l . , . s s  h c a v i l , , .  t h a : r  c t h . , : r  i n c o r n c  C c l c a t s  t h e  p u r p o s e

o f  p r o g r e  s s i v c  t a x a t i o n .  T h e  c o n v e n t i o n a l  w i s d o m  i s  c l c a r l y  b a s e c l  o n

h i q h l y  c i r c u l a r  r e a s o n i n g .  B u t  i t  h a s  s o  b r o a c l l y  p c r m c a t c d  t h e  p o l i c y

f o r u m  t h a t  a n y  p r o p o s a l  t o  a l t c r  t h c  t a x  t r e a t m c n t  o f  c a p i t a l  g a i n s  a n d

I o s s c s  i n  t h e  i n t e r e s t s  o f  n e u t r a l i t y - - - e q u a l  t r e a t m e n t  o f  s a v i n g  a n d

consumpt ion- - - i s  more  o f ten  than no t  rece ived as  spcc ia l  p lead ing  fo r

l l F - +  ^ - + ^  t t
I C I  L  U C I  L J  .

As an economist ,  I  profess no exper tness regard ing tax equi ty .  Both

the h is tor ica l  record and abst ract  analys is  s t ronqly  suggest  to  me that

government  tax and cxpcndi ture pol ic ies and programs are inef fect ive in

redistr ibuting income and are l ikely to be counterproductive. The interests

of  a l l  act ive par t ic ipants in  the economy--- that  is ,  the overwhelming

major i ty  o f  us-- - ra ther  l ies in  a tax system that  as I i t t le  as poss ib le

interferes with our private choices as to how we obtain and use our income

and weal th .  Such a tax system should as l i t t le  as poss ib le  change the

relative costs of the alternatives we face in the market place. And given

the enormous requirements for addit ional capital we face in the coming years

i f  we are to  mainta in- - le t  a lone advance-- -our  product iv i ty  and l iv ing

q t a n r l  a r r ^ l  q  t o n  n r i n r i t r r  i n  t : w  n r r l  i r - r u  q h n r r l d  h o  r r i r r r , n  t n  r r . r i  r r r - i n c r  t h o  e r v ' i  q f  i n r rv r t  L v u  I J r L v L L r t  r r r  L s 1 \ l - , v . r v ) ,  v u : J f  r u s u v r r r Y  l r r v  v 1 ! r r L r r r Y
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L ^ - , , . .  + ^ - ,  L - r ^ ^  -r l c c l v y  L c r z \  u r c l b  d g a l n S t  S a V l n g .

The tax  p roposa ls  p rcscn tcd  fo l low ing  arc  o r ien ted  to ' , varc l  rec iuc ing

t h i s  t a x  b j a s .  I n  m y  j u d g m c n t ,  t h e y  a r e  a l s o  l i k c l y  t o  m a k e  t h e  t a x  l a w s

f a i f e f  .  B U t  t h a t  i " . l 6 r n n r r t  i r r q f  a q  f  h n  r - o n l  r ; r r r r  i g d g l l g n t S  O I  O t h e r S ,  S h O U ] d

be  takcn  as  exp rcss io r r s  o f  p rc f c ronce ,  no t  as  sc i cn t i f i ca i l y  de r i ved  t ru th .

I t  fo l lows f rom nty  ear l ic r  argunrcnt  that  one impor tant  rcv is ion to

reducc  thc  ex i s t i ng  i ncomc  tax  b ias  aga ins t  sav ing  and  cap i ta l  asse t

t ransact ions would be to  e l iminate capi ta l  ga lns anci  Iosses ent i re ly  f rom

the tax base.  In  the context  o f  the h is tory  of  the u.s .  income tax,  o f

course,  th is  would be a drast ic  change.  But  th is  Subcommit tee sure ly  is

aware that  the income tax laws of  few other  advanced industr ia l  nat ions

apply  to  capi ta l  ga ins .

A less drast ic  approach would be to  extend the present  " ro l lover"

t reatment  of  qa ins on personal  res idcnces to  a largcr  l is t  o f  capi ta l

assets- - -at  the least  to  gains on corporate secur i t ies.  Under  th is  t reatment ,

the tax on capi ta l  ga ins would be deferred so lonq as the proceeds f rom

the sa le of  e l ig ib ie  assets were fu l ly  re invested.  The basis  of  the proper ty

acquired upon reinvestment would be proport ionately adjusted d6wnward by

the amount  of  the tax-deferred gains.

This proposal would in effect tel l  the saver-investor that he could

mainta in the va lue of  h is  e l ig ib le  asset  ho ld ings as long as he fu l1y re invests

the proceeds f rom thc sa le of  any of  these assets.  This  ro l lover  t reat rnent ,
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there fore ,  wou ld  cxc i - t  a  powe r fu l  inccn t ive  fo r  remain inq  an  ac t ive

invcs tor  w i thout  F ,cna l ty  fo r  cngag ing  in  cap i ta l  assc t  t ransac t ions .

B o t h  o f  t h c s c  p r o p o s a l s ,  o f  c o u r s e ,  c n c o u n t c r  t h c  o b j c c t i o n  t h a t  t h e y

wou ld  p r imar i l y  bcne l i t  thc  a f f lucn t .  As  ind ica ter l  T  am h i r rh i rz  skept ica l

about  the  re levance and va l i c l i t y  o f  th is  ob jec t ion .  To  the  ex ten t  tha t

s u c h  m c a S u r e s  i n c r c a s e  s a v i n g  a n d  b u s i n e s s  i n v n s t m n n t  f h r ' i r  n r i n r : i n a l. r  r r r v r y q r

ef fect  is  to  increase the amount  of  capi ta l  wi th  which labor  serv ice s  are

used,  hence to  increase the ratc  of  advance of  labor 's  product iv i ty  and

real  wages.  In  evaluat ing proposals  for  tax changcs,  i t  is  impor tant

to  Iook beyond the i r  in i t ia l  impact  on the d is t r ibut ion of  tax l iab i l i t ies

to the i r  u l t imate ef fects .  Fai lure to  do so is  Iargely  responsib le for  the

exis t ing tax b ias against  sav ing and for  res is tance to  tax changes to

reduce  tha t  b ias .

But  insofar  as egal i tar ian preferences rest r ic t  the oppor tuni t ies for

construct ive tax changes,  there are a number of  less drast ic  rev is ions in

the tax t reatment  of  capi ta l  ga ins and losses which would prov ide s ign i f icant

abatements of  the ex is t ing ant i -sav ing tax b ias and encouragement  for

ind iv idual  ownership of  equi ty  in terests  in  Amer ican business.  One of

these revisions would be to al low everyone a I i fet ime exemption of up to,

say ,  $50 ,000  o r  $100 ,000  o f  cap i ta l  ga ins  rea l i zed  on  co rpo ra te  secu r i t i es

and perhaps other specif ied types of property. A variat ion of this approach

would be to  exempt  up to  some speci f ic  amount  of  ca; ; i ta l  ga ins per  year ,
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say  S5 ,000 ,  r ea l i zed  on  co rpo ra te  secu r i t i e s .  The  t ax  aba temen t  i n  t h i s

genera l  approac 'h v ;cu lc l  obv ious ly  l : r :  far :  i l torLr  s ign i f icarr t  to  persons of

modest  inconres than to  thosc iv i th  r , ' , : ry '  iarqc pcr t fo l ics .

A compauion chanqe wor- i lc i  be to  incrcase substant ia l ly  the amount  of

capi ta l  losse s  lvh ic i r  rn ig i r t  bc of f  sct  agai r - rs t  orc l inary incc-rme .  The l imi t

unde r  p resen t  l av r  i s  $1 ,000 .  Th i s  m ig i r t  bc  i nc reased  t o ,  sdy ,  $ t0 ,000

or  $20 ,000 .  I ndeed ,  f u } l  o f f  se t  o f  l osses  aga ins t  o rd ina ry  i ncome wou ld

be h igh ly  des i rab le and cf fect ive.  And a thrcc-  or  four-ycar  carryback of

losses should be ac ldod tn  fhn nr3s6.nt  carrv  Fonr . r3pd prov i ,s ions for  1osses

which cannot  be of fsct  in  the currant  taxnhjF \ / r .ar .

A proposal currently rcccivinq a qreat deal of attention would provide

for a downward graduation of the capital gains tax rate the longer the

cap i ta l  asse ts  had  be  en  he ld .  Fo r  examn l r -  t ha  p3 l s  app l i cab le  to  qa ins

on proper ty  held for  5  years or  lcss might  be 2s pcrcent ,  that  on proper ty

held as long as 10 years might  be 20 percent ,  and so on,  wi th  a bot tom

rate of 10 percent on property held f.or 20 years or longer. As noted earl ier,

there is  a  large amount  of  ga ins locked up in  capi ta l  assets which have been

held for very longt periods of t ime. The downward graduation of rates with

length of holding period would certainly result in a f iood of realizations

of  long-held apprec iated capi ta l  assets.

To the extent  that  accrued gains on lonq-held assets ref lect  pr imar i ly

in f la t ion,  the graduated step-dov. 'n  proposal  u ;oulc l  a f ford at  least  par t ja l
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recognit ion of this fact in determining tax l iabi l i ty. A more direct way

of dealing with this serious diff iculty would be to provide an explicit

inf lat ion adjustment in determining the amount of taxable gain.

Both of these proposals would be effective in freeing up assets

which would be realized but for their i l lusory appreciation. Both would

somewhat reduce the addit ional tax burden on saving. Neither, however,

deals  head-on wi th  the fundamenta l  b ias aqra inst  sav ing in  the present

income tax and capital gain provisions. \A/hi le these proposals deserve

serious consideration, I hope that they would be regarded as merely

very modest  f i rs t  s teps toward the more basic  rev is ions suggested ear l ier .

V.  Conclus ion

In my introductory remarks, I al luded to the procl ivity to Iook for

s imple answers to  complex quest ions.  Mindfu l  o f  that  caut ion,  I  do not

offer the above suggestions for tax revisions as a panacea. Many factors

other than taxes impact on the functioning of the f inancial markets and

influence market results. But these tax changes should make a signif icant

contribution to mit igating exist ing impediments to eff icient operation of

these markets. Hopeful ly, these proposals at the least wil l  spur a more

innovative search for constructive tax reform than is usually found in the

standard reform program.


