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Does the Max Tax Work?

The Tax Reform Act of 1969 included a provision de-
signed to set 50 percent as the maximum marginal tax
rate on personal service income. According to NBER
Research Analyst Lawrence B. Lindsey, the provision
is not working. In Working Paper No. 613, Is the Maxi-
mum Tax on Earned Income Effective?, Lindsey ex-
plains why the provision doesn't work and considers
some alternatives.

What is wrong with the max tax provision? The first
problem, Lindsey explains, is the stacking order in-
volved. Investment income is “stacked” on top of “earned”
income for tax calculation purposes, and the tax rate
on total income is appliedto investmentincome above
the 50 percent bracket. The actual rate applied to per-
sonal service income becomes dependent on the level
of total income, and the provision fails. If investment
income were stacked first, the provision could be ef-
fective, according to Lindsey: “By stacking earned in-
come on top of unearned income, tax rates on both
sources are independent of total income received.”

The second reason for the failure of the max tax
provision is the way that deductions and exemptions
are allocated between wages and investment income.
Only a portion of an additional doliar earned, based
on the share of earned income in total income, is actu-
ally treated as earned income for tax purposes. “A fur-
ther implication of this method of computation,” Lind-
sey continues, “is that investment income can benefit
from the maximum tax provision... The tax relief ac-
corded unearned income by the maximum tax provi-
sion rises with the share of earned income in total
income and the share of deductions in total income.”
If all deductions were allocated against asinglesource
of income, the provision would be effective, but the
cost in lost revenue would be high: $1.274 billion if
deductions were applied to earned income, and even
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more if deductions were applied to investmentincome.

Lindsey shows that under the present law there are
only two conditions under which the marginal tax rate
on earned income above the 50 percent bracket can
actually be reduced to 50 percent: (1) if the taxpayer
has so little investment income that it does not cause a
change in brackets—then the tax rate on earned in-
come equals the tax rate on total income; (2) if the tax-
payer is already in the highest bracket, so that invest-
ment income cannot cause a change in brackets.
Lindsey points out that only one in seven of the tax-
payers with a marginal rate of 50 percent or more fit
into either of these categories.

“...only 7.5 percent of the 2.15 million taxpayers
who should be covered by the max taxprovision
have their marginal rate on earned income re-
duced to 50 percent.”

Lindsey then uses the NBER TAXSIM model and
Treasury Department data for 1977, updated to 1980,
to simulate the extent of failure of the existing max tax
provision. He finds that only 7.5 percent of the 2.15
million taxpayers who should be covered by the max
tax provision have their marginal rate on earned in-
come reduced to 50 percent. Moreover, as earned in-
come rises, the marginal rate on investment income
actually falls from 70 to 66.2 percent. In other words,
the maximum tax provision is ineffective with regard
to earned income and inadvertently reduces tax rates
on investment income.




International EFffects on
t;:e U.S. Capital Market

It used to be thought that U.S, capital markets, by
far the largest in the world, were for all practical pur-
poses immune from foreign influences. That is no
longer the case. The increasing interdependence of
national economies, the new wealth of the members
of the Organization of Petroleum Exporting Countries
(OPEC), and the increased international flow of capi-
tal now have a significant effect on U.S. capital mar-
kets. International capital holdings, concludes NBER
Research Associate David G. Hartman in Working
Paper No. 581, International Effects on the U.S. Capi-
tal Market, “would seem to be neither so large that
they dominate the U.S. capital market, nor so small
that they can be ignored in models of the U.S. capital
market.”

Indeed, Hartman finds significant international ef-
fects on the long-term, new issue corporate bond rate
in the United States. For example, his research shows
that if American firms had not been making so many
direct investments abroad, the yield on corporate
bonds in the United States might have been as much
as 98 basis points lower in 1979.

Hartman offers considerable evidence to show that
“international capital transactions are sizable relative
to the U.S. market.” Foreign holdings of U.S. govern-
ment debt, for example, grew from a level of just over
$10 billion at the beginning of 1970 to almost $138 bil-
lion by the end of 1978. OPEC money was a particu-
larly large factor. This growth, says Hartman, indicates
the perceived desirability of U.S. government obliga-
tions as a relatively safe store of value. It also indicates
the role ofthe U.S. dollar asanofficial reservecurrency.

Some additions to foreign holdings are explained
by the desire of foreign central banks to obtain U.S.
dollars in an attempt to maintain or change the value
of their currencies. Hartman concludes: “The foreign
presence in the U.S. government bond market appears,
from casual observation, to be sufficiently large that
the possibility of a significant effect on the economy
cannot be ruled out. Not only do foreign holdings
make up a sizable fraction of the government debt
outstanding, but also netforeign purchases on a year-
to-year basis are large and volatile enough to drive a
considerable wedge between the federal budget defi-
cit and the domestic deficit finance required.”

For instance, in 1971 a federal deficit of $22 billion
was offset by even greater U.S. government borrowing
from foreign sources. In 1975, the record federal defi-
cit of more than $70 billion was almost 90 percent fi-
nanced at home. By contrast, the $74 biliion combined
deficit for the years 1977 and 1978 was aimost 80 per-
cent financed by foreigners. Then, early in 1979, for-

eign governments, in attempting to stabilize their ex-
change rates against a rising dollar, sold almost $18
billion of U.S. government obligations.

Foreign investments in the United States and U.S.
investments abroad have also grown so rapidly as to
become significant. U.S. firms invested a total of $174.5
billion abroad by the end of 1979. Such direct invest-
ments, where the U.S. parent company has control of
the foreign enterprise, havelongrepresented the most
sizable American outflow of long-term capital. From
the beginning of 1970 until theend of 1979, U.S. direct
investment abroad grew from a level of 7 percent to
14.2 percent of total U.S. corporate equity.

In the same period, foreign direct investment in the
United States more than tripled as a percentage of
total U.S. corporate equity: from 1.3 percent to 4.2
percent. At the end of 1979, foreign direct investment
in the United States stood at $46.7 billion. Comment-
ing on the concern of some Americans with the rapid
growth in foreign control over U.S. production, Hart-
man says: “Viewed in relationto U.S. capital employed
abroad, the level of foreign direct investment in the
United States does not seem so alarming.”

“...international effects on the long-term,new
issue corporate bond rate in the United States
are highly significant.”

Foreigners also held some $60.1 billion of private
U.S. securities at the end of 1979. U.S. holdings of for-
eign securities at the same date only slightly exceeded
this amount at $61.7 billion. However, thecomposition
of the assets held differs markedly. Nearly 80 percent
of the U.S. holdings are foreign bonds. Combining
portfolio and direct investment, U.S. equity (corporate
stock) investment abroad is far greater than foreign
equity investment in this country. U.S. portfolio hold-
ings of foreign equity stood at about $13.8 billion at
the end of 1979. That is about equalin value to 1.1 per-
cent of U.S. firms' total equity outstanding. The aver-
age rate of growth in U.S. dollar ownership of foreign
stock since 1965 has been about 5 percent per year,
most of this growth resulting from increases in the
dollar value of foreign stocks held rather than in net
new purchases. In 1979, U.S. investors made unprec-
edented purchases in foreign stocks. Nonetheless,
for the present, U.S. holdings of foreign stocks “seem
inconsequential compared to the size of the U.S. equi-
ty market,” estimates Hartman.

Foreign holdings of U.S. stocks apparently are of
greater potential importance, Hartman notes. Such
holdings were less than $9 billion in 1960. They rose
to $39.1 billion by 1972, have fluctuated considerably
since, and stood at about $49.9 billion at the end of




1979. That represents about 4 percent of total U.S.
stock outstanding. Foreign net purchases vary con-
siderably from year to year. They amounted to $0.539
billion in 1974, $4.667 billionin 1975, and $2.753 billion
in 1976. This volatility in sales and purchases, Hartman
suggests, could be “one reason for believing that for-
eign holdings of less than 5 percent of the equity mar-
ket could have a significant impact...”

U.S. holdings of foreign bonds, on the other hand,
reached about $48 billion at the end of 1979, up from
just over $3 billion twenty years earlier. This growth
has accelerated greatly in the past five years. Specifi-
cally, U.S. holdings of foreign bonds grew at annual
rates of about 5 percent from 1965 through 1969, 11
percent from 1970 through 1973, and 18 percent from
1974 through 1979.

Hartman notes that the greatest accelerationin U.S.
purchases coincided with the end of the interest equal-
ization tax in early 1974—an excise tax that started out
ranging from 1 to 15 percent depending on time to
maturity. This tax was imposed by President Kennedy
to improve the U.S. balance-of-payments position.

The level of U.S. holdings of foreign bonds stood, at
the end of 1979, at nearly 12 percent of the value of
U.S. private domestic bonds outstanding. Net pur-
chases of foreign bonds were nearly 17 percent as
large in the 1976-79 period as net new issues of U.S.
corporate bonds. “Insummary,” writesHartman, “trans-
actions in foreign bonds would seem to neither domi-
nate the U.S. market nor be sufficiently small that their
effects could be safely ignored.”

As for foreign investment in U.S. private bonds, this
is only about a quarter as large as either U.S. holdings
of foreign private bonds or foreign holdings of U.S.
stock. Recently, however, OPEC nations have stepped
up their purchases of bonds privately placed by U.S.
corporations and other corporate bonds. Such pur-
chases amounted to over $3.7 billion in 1977, more
than 10 percent of U.S. firms’ net issues. So, although
foreign purchases do not dominate the market, they
are not inconsequential, Hartman says.

In the final section of his paper, Hartman takes an
econometric look at the impact of changes in interna-
tional asset holdings on the U.S. capital markets. He
estimates, for instance, that if foreigners had not add-
ed to their portfolios of government bonds after the
end of 1977, corporate bond yields would have risen
13 basis points by the first quarter of 1978. If any fur-
ther foreign portfolio purchases of U.S. stock had
been blocked at the end of 1977, the yield on corpo-
rate bonds would haverisenalittle. Aithough Hartman
considers this work preliminary, he concludes that
“international effects on the long-term, new issue cor-
porate bond rate in the U.S. are highly significant.
Since this interest rate is often seen as crucial in do-
mestic investment decisions, we have reason to be-
lieve that investment in the United States is signifi-
cantly influenced by capital movements.” DF

Firms’ Patents and R and D

“Perhaps the most serious task facing empirical
work in the area of ‘technological change’ and ‘inven-
tion and innovation’ is the construction and interpre-
tation of measures (indices) of advances in knowl-
edge,” write NBER Research Associate Zvi Griliches
and Faculty Research Fellow Ariel Pakes in a recent
Bureau study, Working Paper No. 561. One means.of
measuring the production of knowledge is by examin-
ing patents, an easily accessible and direct indicator
of the number of inventions made by afirm. In Patents
and R and D at the Firm Level: A First Look, the first
report from a more extensive Bureau study ofinventive
activity and its consequences, Griliches and Pakes
analyze the relationship between the number of pat-
ents applied for and the level of R and D expenditures
at 121 large corporations between 1968 and 1975.

“...there is a statistically significant relation-
ship between a firm’s R and D expenditures
and the number of patents it applies for and
receives.”

They find that there is “a statistically significant re-
lationship between a firm’s R and D expenditures and
the number of patentsit applies for and receives.” Pat-
ents respond quickly to changes in R and D funding
despite the fact that past R and D expenditures have a
small but persistent effect on them. Further analysis
shows that patents are a good indicator of differences
in the levels of research activity among firms, although
patents are not as good at indicating such differences
over time. Griliches and Pakes conclude that: “It is
clear that something systematic and related to knowl-
edge-producing activities is being measured by pat-
ents and that they are, therefore, very much worthy of
further study.”

Wage and Employment
Determination

A well-known model of trade union behavior, usually
associated with W. Fellner (1947) and A. M. Cartter




(1959), asserts thatunions seek to optimize both wages
and employment given the constraints presented by
firms’ demands for labor. NBER Research Associate
John H. Pencavel and James N. Dertouzos of the Rand
Corporation test the validity of that model in Wage
and Employment Determination under Trade Union-
ism: The International Typographical Union, Working
Paper No. 570.

“...the union did not attempt to maximize ei-
ther employment alone or wage rates alone,
but rather had a more general objective that
involved both wages and employment.”

In the model’s first empirical application, the authors
use data on the International Typographical Union

(ITU) from the period 1946-65. At that time, certain
drastic changes in the composition of newspapers
had not yet taken place, and there were no ITU strikes
in those years. The ITU has about 100 local chapters
that negotiate contracts directly with local printing
establishments. Union members are active in decision
making, and the ITU is frequently described as the
most democratic trade union in the United States.

Dertouzos and Pencavel find the predictions of the
model to be reasonable: the union did not attempt to
maximize either employment alone or wage rates
alone, but rather had a more general objective thatin-
volved both wages and employment. The model does,
however, have two serious shortcomings: (1) it does
not take account of provisions for job security often
found in labor contracts and (2) it cannot predict the
long-term responses of unions or firms. These two
areas will provide the direction for future research, the
authors state.
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