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U.S. TAX REFORM 1981 AND 1986: IMPACT ON INTERNATIONAL
CAPITAL MARKETS AND CAPITAL FLOWS

HANS-WERNER SINN*

1. The Problem

INCE about 1981, international capi-
tal markets have been subject to sub-
stantial fluctuations. By way of the high
interest rates, the United States exported
its recession to Europe and it exacerbated

the international debt crisis. Real and .

nominal U.S. interest rates were ex-
tremely high and have only recently de-
clined. The dollar first rose to a peak of
DM 3.45 in February 1985, and now, three
years later, only massive interventions
have prevented it from falling below DM
1.60. The U.S. capital import rose to
heights of $144 billion in 1986 and $157
billion in 1987, more than one third of
which was officially financed by the cen-
tral banks of U.S. trading partners.’ Ja-
pan, Germany and other exporting coun-
tries experienced rapid growth in their
export industries and stagnation in the
domestic, interest-sensitive, sectors, a
trend that has only recently been re-
versed as a result of the falling value of
the dollar and the lower interest rates.’

Numerous explanations, including the
computer boom, a tight monetary policy,
and the persistent U.S. budget deficit have
been offered for this development, and the
last mentioned is clearly the most popu-
lar of all. This paper studies the influ-
ence exerted by the 1981 and 1986 U.S,
tax reforms® on international capital
movements and it attempts to demon-
strate that the economic fluctuations de-
scribed may well have been reinforced, if
not caused, by these reforms. The paper
is a summary and extension of a number
of previous studies on the subject that have
been published in Europe.

In his introduction to the first volume
of the new Journal of Economic Perspec-
tives which contains a number of useful
articles on the 1986 tax reform, Henry
Aaron (1987, p.8) writes: “The tax reform
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debate also highlighted gaps in economic
knowledge that will almost certainly in-
fluence future research. Perhaps the most
important gap concerns the failure of most
current theory and empirical work on the
incidence and effects of taxes to take into
account the effects of world economic
interdependence.” This paper is a modest
attempt to help close the gap.

2, The 1981 Reform and the U.S.
Trade Deficit

The 1981 reform, amended by some mi-
nor adjustments in 1982, created a huge
budget deficit primarily as the result of
numerous tax exemptions, a personal in-
come tax cut and the introduction of the
Accelerated Cost Recovery System (ACRS).
It had been estimated that the budget
deficit would approach $700 billion over
a five-year period and, in retrospect, this
figure turned out to be surprisingly cor-
rect. During the same period (1982 1986),
the cumulative deficit in the U.S. balance
on goods and services was $358 billion.

A budget deficit is a demand for funds
in the domestic capital market and a trade
deficit is a supply. It therefore seems
plausible that the budget deficit caused
the trade deficit via a sufficient rise in in-
terest rates and, perhaps, Keynesian
multiplier effects. There are, however,
problems with this explanation which
suggest that the budget deficit cannot be
the only explanation for the trade balance
deficit.

First, a budget deficit resulting from tax
cuts does not necessarily imply a net de-
mand for funds in the capital market. Far-
sighted consumers will know that replac-
ing taxes with government debt simply
changes the time pattern of taxation
without affecting the present value of the
tax burden. They will save the increase in
disposable income resulting from the tax
cut, and this is just enough to compensate
for the increase in government’s credit
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demand (Ricardian equivalence). There
can be little doubt that many consumers
are not far-sighted, but it is also clear that
they cannot all be stupid. The argument
suggests that only part of the increase in
the budget deficit translates into a net
demand for funds in the capital market.
This interpretation is compatible with the
fact that, despite a sharp increase in the
U.S. budget deficit, the sum of private and
government savings developed more
steadily than each of its components (see
Figure 1).

The second problem with the popular
view is the strength of U.S. private in-
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vestment. If there had been only a net in-
crease in the demand for funds by the U.S.
government and American households, the
resulting rise in interest rates would have
crowded out private investment. How-
ever, such a crowding out did not take
place. Investment not only failed to shrink
in the years following the 1981 reform, it
even rose and stayed high despite an ex-
cessively high level of U.S. interest rates.’
(Compare Figures 1 and 2).

These problems suggest that there may
have been a second cause for the trade
deficit that reinforced or even dominated
the income effects of the budget deficit. A
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strong candidate is the incentive effect
created by ACRS. Compared to the Asset
Depreciation Range system (ADR) that
was in operation before 1981, ACRS dra-
matically reduced the depreciation pe-
riods for most equipment and plant from
about 8—12 years to 5 years and for con-
struction from 36 54 years to 15 years.
Combined with the investment tax credit
(ITC), this resulted in investment incen-
tives approximating and often even ex-
ceeding expensing.® With a corporate tax
rate of 46 percent, expensing meant that

the market rate of interest U.S. invest-
ment projects were able to bear was about
twice that similar investment projects in
countries without accelerated deprecia-
tion or an investment tax credit could bear.
It seems that this dramatic increase in the
ability to withstand high interest rates
should have had some bearing on inter-
national capital movements.’

In principle, international capital
movements can result from diverging na-
tional savings flows and/or from at-
tempts to reshuffle existing stocks of as-
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sets. Explaining the U.S. trade deficit in
terms of the budget deficit is to see it as
a flow phenomenon; explaining it in terms
of the ACRS is to see it as a result of stock
adjustments. There are at least two rea-
sons for expecting stock adjustments to be
more important than diverging savings
flows as the source of international cap-
ital flows in the short and medium run.

The first is simply that it takes time for
a flow to accumulate into a stock. There
seems to be broad agreement in today’s
foreign trade literature that by far the
largest part of international capital
movements results from the attempt to
restructure existing portfolios rather than
from allocating their increments.

The second reason for the dominance of
stock adjustments is that, in a non-spe-
cialized open economy, the marginal
product of capital may be insensitive to
changes in the stock of capital because
such changes affect the economy’s aggre-
gate capital intensity via shifts in its sec-
toral structure rather than shifts in the
capital intensities of the sectors them-
selves. Even small disturbances in capital
arbitrage conditions may therefore re-
quire huge and long lasting international
capital movements before a new equilib-
rium allocation of the world capital stock
is reached.

To demonstrate the role of ACRS under
such circumstances recall the properties
of the textbook-type Heckscher-Ohlin
model. In this model, commodity trade
equalizes the marginal products of capi-
tal across borders even when there are no
capital flows, provided only that the
countries do not specialize (factor price
equalization theorem). Suppose we ex-
tend the model by allowing for capital
movements and taxation. Such capital
movements would not take place with
harmonized tax systems as an investor
would not gain by transferring capital from
one country to another. Things are differ-
ent though if one country introduces uni-
lateral investment incentives such as
ACRS. There will be a capital import into
this country that will continue until a
wedge the size of the marginal invest-
ment incentive is driven between the
marginal products of capital in the two
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countries. However, in the Heckscher-
Ohlin model, the marginal-product-of-
capital curves of the two countries are
horizontal and overlap when both coun-
tries produce both commodities. The di-
vergence in the marginal products there-
fore cannot occur unless at least one
country is driven into perfect specializa-
tion.®

To be sure, the Heckscher-Ohlin model
is not reality. The presence of sector-spe-
cific fixed factors of production prevents
the countries’ capital demand curves from
being perfectly elastic. However, the model
clearly reveals the drastic implications for
international capital markets that tax re-
forms may have when they affect the ar-
bitrage conditions for an international
capital market equilibrium,

To get an idea of what the minimum
volume of capital imports induced by
ACRS would be in a world where absorb-
ing capital flows through changes in the
sectoral structure of the economies is not
possible, a one-sector Cobb-Douglas ex-
ample was calculated in Sinn (1984, p.
564). The example was based on stylized
figures characterizing the United States
and the rest of the world and it assumed
a cut in depreciation periods from 10 to 5
years. It implied that ACRS would have
channelled about 7 percent of the world
capital stock or an amount between $1
billion and $1.5 billion into the United
States.

It is clear that such stock adjustments
could not be carried out instantaneously
but were being slowed down by the slug-
gishness of trade balance reactions. Given
the current U.S. trade deficit it would have
taken a decade or more before a new equi-
librium compatible with the investment
incentives created by ACRS could have
been reached even if the budget deficit had
not absorbed part of the funds foreign
investors were willing to lend to the
United States.

3. ACRS and National Advantage

Gravelle (1982) pointed out that ACRS
implied very uneven investment incen-
tives for different assets and therefore was
likely to increase the Harberger type dis-
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tortions in the allocation of capital to
competing uses in America. On the other
hand, ACRS reduced the overall wedge the
tax system drove between the marginal
product of capital and the consumer rate
of time preference and created dynamic
welfare gains that, according to a study
by Fullerton and Henderson (1985), ov-
ercompensated the static welfare losses.
ACRS may also have had important in-
ternational welfare effects in addition to
these closed economy effects.’

As is well known, world efficiency in the
allocation of capital to the various coun-
tries requires equating the marginal
products of capital, but it may be to a
country’s national advantage to deviate
from this rule. Peggy Musgrave (1969)
argued that it would be optimal for a cap-
ital exporting country to repatriate funds
until the marginal domestic product of
capital has fallen to the level of the for-
eign rate of return net of withholding
taxes. This is correct if the country is small
and faces a given net rate of return that
it cannot change through its own actions.
However, for a large country like the
United States, which produces about one
third of OECD output, this assumption
does not seem plausible, for it certainly
can affect the world interest rate level
through its own actions. Maximizing the
U.S. rent from lending capital abroad
means reducing the capital supply not only
below the point of world efficiency but
even below the Musgrave optimum. The
optimal supply from the point of view of
national advantage is one that satisfies
Cournot’s monopoly conditions. The mar-
ginal cost is the marginal product of cap-
ital foregone by withdrawing capital from
domestic uses. The marginal revenue is
the foreign return to capital net of with-
holding taxes and net of the revenue loss
that the intramarginal capital supply ex-
periences when one additional unit of
capital is offered to the world capital mar-
ket.

Suppose, in line with empirical facts,
that debt instruments are the dominant
source of funds by which marginal inter-
national reallocations of capital are
brought about. When there is a double
taxation agreement, the interest income
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generated by these funds is subject to in-
come taxation in the country of residence,
but the source country is allowed to charge
a withholding tax of up to 10 percent for
which the residence country gives a credit.
In the presence of true economic depre-
ciation and debt financing of marginal
investment projects, or true economic de-
preciation and uniform taxes on interest
income and retained profits within a
country, the equilibrium in the world
capital market will then be characterized
by equality in the marginal products of
capital regardless of whether the tax sys-
tems are harmonized or not. Thus, world
efficiency will be the implication of a cap-
ital market equilibrium.

To steer a capital exporting country
away from this equilibrium into the sit-
uation where it maximizes its national
advantage, it would be necessary to in-
troduce incentives to repatriate part of its
capital operating abroad. A possible mea-
sure would be to impose a surtax on for-
eign investment income. Yet, a less ob-
vious and much more elegant equivalent
measure is to subsidize domestic invest-
ment. In this sense, although certainly not
intended to have this result, ACRS can be
seen as a means of helping the United
States to exploit a monopoly position in
world capital markets and to maximize its
national advantage.

Unfortunately, however, there is some
evidence that the U.S. national optimum
was nowhere near being reached. Accord-
ing to official statistics, the United States
turned from a net creditor to a net debtor
position in 1985, This is clearly a sign of
suboptimality, for a monopolist would
never reduce his supply to zero, let alone
make it negative.

On the other hand, it is clear that the
official statistics are not very reliable since
they include directly invested assets that
are evaluated at nominal historical book
values. A large fraction of U.S. direct in-
vestment abroad dates back to the post-
war period when significant parts of Eu-
ropean industry were bought under ex-
ceptionally favorable conditions. An at-
tempt had been made to adjust the data
for this distortion by weighting the an-
nual gross direct investment flows be-
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tween the United States and the rest of sition from $4 billion, the number pub-
the world since 1948 with growth factors lished in the Survey of Current Business,
that were derived from American and Eu- to $405 billion.)®

ropean stock market indices. The result is Even stronger evidence is provided in
a jump of the 1984 U.S. foreign net po- Figure 3 which exhibits the time paths of
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the U.S. net foreign wealth and income
positions. In 1987, the income U.S. in-
vestment earned abroad exceeded the in-
come foreigners earned in the United
States by $13.4 billion, but nevertheless
the official U.S. net foreign position was

$420.5 billion. As the United States
should apply the same discount rate when
calculating its assets and liabilities and
as the income measures are certainly more
accurate than the wealth measures, this
suggests that the United States is still a
creditor country. With discount rates be-
tween 4 and 8 percent and even when
capital gains are neglected, the U.S. net
wealth invested abroad ranges between
$167 billion and $335 billion in 1987, and
in 1984, the year when the officially es-
timated net foreign wealth position ap-
proximated zero, the true net foreign
wealth position must have been some-
where in the range between $231 billion
and $462 billion, numbers that approxi-
mate the value of $405 billion mentioned
above.

This suggests that the United States
may not yet have repatriated too much
capital from the viewpoint of national ad-
vantage. Yet, the persistent trade deficit,
currently about $140 billion per year,
may soon produce such a situation. Both
in the interest of its own advantage and
of world efficiency, it 1s wase for the United
States to take measures to prevent this
from happening. Perhaps the 1986 tax re-
form was such a measure. It was cer-
tainly not designed to optimize the U.S.
net foreign position, but it may neverthe-
less have implications that help the U.S.
economy to approach an optimum.

4. The 1986 Reform

The 1986 U.S. tax reform was a reac-
tion to the revenue implications of the
1981 reform. From 1980 to 1986, and pri-
marily because of ACRS, the share of cor-
porate taxes in the total tax revenue de-
clined from 12.5 percent to 8.1 percent.
One of the goals of the reform was to cor-
rect this outcome and to raise the corpo
rate tax share to its original level. For this
purpose, the ITC was abolished and the
depreciation periods of ACRS were some-
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what increased, without, however, reach-
ing the pre-1981 levels as specified in the
ADR system. Although the corporate tax
rate has been reduced from 46 percent to
34 percent, the corporate tax revenue is
expected to increase by about $120 billion
over a five-year period. This increase is
not expected to reduce the budget deficit,
but merely to compensate for a reduction
in the personal income tax burden, the re-
duction being the net effect of a decline
of marginal personal tax rates from a
maximum of 50 percent to 33 percent or
28 percent and an increase in the capital
gains tax base from formerly 40 percent
to now 100 percent of realized capital
gains. Overall, the reform can be de-
scribed as a policy of tax-cut-cum-base-
broadening, designed to be revenue neu-
tral.!

Whether the 1981 reform disturbed the
world economy because of its income or
its substitution effects is still subject to
debate; nevertheless the intended reve-
nue neutrality leaves little doubt that
substitution effects dominate in the 1986
reform. This section briefly reviews the
substitution effects that will have inter-
national repercussions.

4.1 A Digression on the Use of Effective
Tax Rates

A priori, the implications of the 1986
tax reform for international capital move-
ments seem ambiguous, as the base
broadening and the tax cuts exert coun-
tervailing effects on the tax burden which
is imposed on capital income earned in the
United States. It is only the increase in
the corporate tax burden that seems to in-
dicate a possible discrimination against
investment in America. There are, how-
ever, at least two problems with such a
view.

First, it should be clear that it is not
the size of a tax burden, but only its de-
rivative with regard to private choice
variables, that can create substitution ef-
fects. With well-functioning capital mar-
kets, lump-sum transfers between Amer-
ican wealth owners’ left and right pockets
would not affect investment demand.

Second, even the marginal tax burden
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on capital as measured by “effective tax
rates” on private investment does not re-
veal much about the direction of capital
movements when these capital move-
ments take the form of portfolio invest-
ment. Typically, effective tax rate for-
mulae are based either on the approach
of Hall and Jorgenson (1967) or on that
of Fullerton and King (1984). The two ap-
proaches differ with regard to the under-
lying assumptions on the firms’ marginal
sources of funds, but they both define an
effective tax rate as the overall wedge the
tax system drives between the pre-tax re-
turn to real capital and the net-of-tax re-
turn received by savers. Thus defined, the
effective tax rate is an important tool for
predicting savings incentives in a closed
economy. However, to predict the tax sys-
tem’s implications for international capi-
tal movements, it is necessary to split up
the effective tax rate into two separate
components, one that measures the wedge
between the pre-tax return to real capital
and the market rate of interest and one
that measures the wedge between the lat-
ter and the net-of-tax rate of return re-
ceived by savers. The two components have
adverse implications for the direction of
international capital movements. The first
discriminates against domestic invest-
ment, reduces the market rate of interest,
and induces a capital export. The second
discriminates against domestic savings,
raises the market rate of interest, and in-
duces a capital import. Clearly, it does not
make sense to focus on the sum of the two
components to predict the direction of
capital flows.

The reason for the irrelevance of the ef-
fective tax rate is the residence principle
for the taxation of border-crossing inter-
est-income flows which, as mentioned be-
fore, is typically applied by countries with
double taxation agreements. Leaving aside
the possibility of anticipated currency ap-
preciation this principle makes investors
indifferent between domestic and foreign
assets when all national pre-tax interest
rates are the same and it implies a ten-
dency towards a uniform world interest
rate. If, by way of contrast, the source
principle were applied, then there would
be a tendency to equate the national post-
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tax interest rates and effective tax rates
would indeed be relevant for the size of
domestic investment and the direction of
international capital flows.

42. The Policy of Tax-Cut-cum-Base-
Broadening: Implications for
International Capital Movements

Given the distinction between the two
components of the effective tax rate, the
international repercussions of the policy
of tax-cut-cum-base-broadening can eas-
ily be analyzed.

By cutting the personal tax rates, the
1986 reform reduced the wedge between
U.S. interest rates and U.S. savers’ net
rates of return. It thereby created savings
incentives and increased the U.S. net sup-
ply of funds in the world capital market
with any given market rate of interest.
Taken by itself, this effect implies a de-
cline in American interest rates and will
thus induce capital exports.'> However, it
refers to a flow phenomenon and may be
of minor importance.

The important effects of the 1986 re-
form result from the way this reform af-
fects the wedge between the pre-tax rate
of return to real capital and the pre-tax
market rate of interest as a change in this
wedge will result in international stock
adjustments.

Not much needs to be said about the re-
peal of the ITC and the prolongation of
depreciation periods. Both measures ob-
viously increase this wedge, discriminate
against American investment, and reduce
the U.S interest rate. The result is a cap-
ital export.

Somewhat less obvious are the impli-
cations of the new treatment of capital
gains. As was the case before the reform,
a substantial fraction of capital gains
continues to escape taxation because they
are not realized. The implicit tax rate on
accrued capital gains had been estimated
to be 1/4 of the personal tax rate when
50 percent of realized capital gains was
being included in the personal income tax
base (before 1981).”® Assuming a stable
pattern of asset holding periods and a de-
cline in shareholders’ marginal personal
tax rates from about 40 percent to 28 per
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cent, the full taxation of realized capital
gains which the 1986 reform implied re-
sults in a rise of the implicit tax rate on
accrued capital gains from about 8 per-
cent to 14 percent. The personal capital
gains tax is a tax on profit financed real
investment. The increase in the tax rate
therefore can be expected to discriminate
against U.S. investment with any given
market rate of interest, and hence reduce
this rate. It will induce capital exports just
as the other base broadening effects do.

Consider now the effects on U.S. in-
vestment resulting from the cuts in per-
sonal and corporate tax rates. To under-
stand these effects it is useful to assume
for a moment that tax depreciation rules
for real investment coincide with true
economic depreciation. Under this as-
sumption, a balanced general tax cut
would not affect American firms’ invest-
ment demand with any given market rate
of interest because it would favor share-
holders’ financial investment to the same
extent as real investment within the firms
would. The wedge between the pre-tax
rate of return to real capital and the mar-
ket rate of interest would not be affected.

In fact, however, the assumption of true
economic depreciation is not justified, not
even when the lengthening of deprecia-
tion periods the 1986 reform brought about
is taken into account. It follows from es-
timates of Fullerton, Gilette, and Mackie
(1987, Table 5.4, columns 2 and 4) that
the majority of American assets still en-
joys the privilege of accelerated deprecia-
tion. In comparison to true economic de-
preciation, accelerated depreciation means
that real investment is subsidized at a rate
that equals the corporate tax rate. A gen-
eral tax cut reduces this subsidy and
therefore favors domestic and foreign fi-
nancial investment relatively more than
domestic real investment. The result is an
increase of the difference between the pre-
tax rate of return to capital and the mar-
ket rate of interest, and not a decline as
one might be tempted to suspect. Some-
what paradoxically, even the tax cuts
lower the American interest rates and in-
duce a capital export.'®

The result must be qualified insofar as
it refers to portfolio investment and is

HANS-WERNER SINN

National Tax Journal, Vol. 41, no. 3,
(September, 1988), pp. 327-40

335

based on the assumption that firms fi-
nance their investment projects primarily
with retained profits and debt. When new
shares are used as a marginal source of
finance, the double taxation of dividends
matters and the cut in corporate and per-
sonal tax rates favors U.S. real invest-
ment more than foreign financial invest-
ment. The tax cut then induces a rise in
American interest rates and a capital im-
port. Similarly, when direct rather than
portfolio investment is the channel
through which international capital
movements are brought about, the U.S.
tax cuts in themselves would attract cap-
ital from abroad because the returns from
direct investment are essentially taxed
according to the source principle. Effec-
tive tax rates would then be a good in-
dicator of the international repercussions
of a tax reform.

In the present case of the American tax
reform, an emphasis of direct investment
would not change the qualitative conclu-
sions on the direction of international
capital flows. As estimated by Fullerton,
Gilette, and Mackie (1987), the base
broadening effects just overcompensated
the tax cuts in terms of the effective tax
rate. With minor modifications for the
taxation of border crossing dividend flows,
this result can be taken to imply that di-
rect investment in America has been
somewhat discriminated against. Thus, the
reform will not only induce an outflow of
portfolio investment, but even a modest
outflow of direct investment.

From an empirical point of view, the
roles of direct investment and new share
issues should not be overly emphasized
though. There can be little doubt that, at
least in the short and medium run, port-
folio investment is by far the most im-
portant channel of international capital
movements and that new share issues are
only a minor source of finance for Amer-
ican firms.!® Under these circumstances,
the tax cuts will not counteract but rein-
force the base broadening effects and cap-
ital exports can be expected to be much
larger than a focus on effective tax rates
would predict.

This result was formally derived in an-
alytical models of Sinn (1987a, ch. 7;
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1987b) which include portfolio and direct
investment and which are based on in-
tertemporal optimization approaches to
explaining the financial and real invest-
ment decisions of a firm. It seems to con-
tradict the findings of Grubert and Mutti
(1987) based on a differently designed, but
certainly no less sophisticated numerical
equilibrium model with four commeodities
and two countries. Grubert and Mutti do
not distinguish between portfolio and di-
rect investment and they do not allow for
stock adjustments. They explain capital
movements exclusively by diverging na-
tional savings flows concentrating on the
steady state implications of their model.
Their main result is that the reform im-
plies a trade balance deficit in the long
m_n‘!'?

Contrary to first appearances, this re-
sult is compatible with the one predicted
here. The resolution of the puzzle lies in
the definition of the trade balance and the
concentration on steady states. If the re-
form induces a capital export as pre-
dicted, then it also generates an inflow of
foreign earned capital income. This in-
come produces a surplus in the invisibles
balance which requires a deficit in the
trade balance if the current account is to
be in balance and further capital move-
ments are to be excluded. The steady state
result of Grubert and Mutti supports
rather than contradicts the conclusion that
the 1986 U.S. tax reform will reduce the
current level of capital imports and im-
prove the trade balance for a considerable
period of time.

Another implication of the model of
Mutti and Grubert is that the interna-
tional repercussions of the 1986 reform
seem to be small by all standards. This
result may not be well-founded though. It
is an obvious implication of the neglect of
stock adjustments, of the Heckscher-Ohlin
effect described in Section 2, and, in par-
ticular, of the perverse reactions the tax
cuts create when portfolio investment is
the dominant channel of international
capital flows and accelerated deprecia-
tion is allowed.

5. The Tax Reforms and the Dollar

The previous sections have shown how
the 1981 and 1986 U.S. tax reforms may
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have affected the direction of interna-
tional capital movements but they have
not clarified the mechanism through which
these movements could have occurred. A
convincing mechanism is described by the
monetary theory of foreign trade. When
combined with the tax effects discussed
above, this theory yields predictions that
are fully compatible with the fluctuations
in international capital markets that were
described in the introduction.

The rise of the dollar and the U.S. in-
terest level began about the time Presi-
dent Reagan was elected and announced
his investment-oriented tax reform which
was then enacted less than a year later.
At the time, a tight monetary policy was
operating to eliminate inflation and this
policy certainly contributed to the high
level of interest rates. However, ACRS
weakened the effect of the high interest
rates on American investment and eVen
helped to create an investment boom. The
high U.S. interest rates induced interna-
tional portfolio holders, primarily bank-
ing institutions, to reshuffle their port-
folios in favor of U.S. assets. For this
purpose, portfolio managers had tried to
sell their foreign assets for foreign cur-
rencies and then sell these currencies in
the foreign exchange markets to get dol-
lars for the intended purchase of Ameri-
can assets. However, in the short run and
in the aggregate, they were not success-
ful. The trade balance did not deteriorate
sufficiently to produce the supply of dol-
lars that was needed to actually carry out
the desired volume of portfolio restruc-
turing. The result was an excessive rise
in the value of the dollar, strong enough
to offset the attraction the high American
interest rates had created for a growing
number of investors. Gradually, however,
with the passage of time the trade bal-
ance reacted more and more strongly and
released a growing flow of dollars to the
foreign exchange markets which allowed
a growing flow of capital imports into the
United States. (Compare Figures 1 and 4.)
In theory, there is a turning point for the
value of the dollar where the growing
public interest in American assets is being
overcompensated by the trade balance re-
action. After this point, continuing de-
valuations are necessary to make asset
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FIGURE 4

THE DEVELOPMENT OF THE DOLLAR*
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holders want to invest a steadily increas-
ing proportion of their portfolios in Amer-
ican assets, sufficient to create a continu-
ing flow demand for the dollars supplied
by traders in the foreign exchange mar-
kets.

The dollar did indeed reach a turning
point in February 1985, but it is unclear
whether this was the natural result of the
trade balance deficit which presumably
was caused by the 1981 reform or whether
it resulted from new policy measures taken
in the meantime. Bankers tend to argue
that the Plaza agreement of 1985 was the
reason for the subsequent sharp fall in the
dollar value. However, the Plaza agree-
ment came 7 months after the dollar’s peak
and did not produce significant changes
in the time path of the exchange rate. (See
Figure 4.) A more plausible candidate is
the publication of the Treasury I proposal'®
in November 1984 for this was three
months before the dollar’s peak. The
Treasury I proposal was the first step to-
wards the 1986 reform and it proclaimed
an even more radical removal of invest-
ment incentives than was in the event ac-
tually carried out. Clearly, it was a signal
for far-sighted investors to expect lower
interest rates in the United States and a
lower value of the dollar in the long run.
Anticipating exchange rate losses on dol-
lar denominated assets, or gains on assets
denominated in foreign currencies, these
investors became increasingly reluctant
to continue their portfolio restructuring
in favor of American assets and thus
causcd the dollar to fall. The planned re-
form was carried out in 1986, and there
was indeed a decline in the interest rates
as would have been expected.

The low value of the dollar, far below
purchasing power parities, will certainly
reduce the U.S. trade deficit and hence
reduce the U.S. capital imports. Again,
however, the trade balance cannot be ex-
pected to react quickly since it takes time
for the American export industry to ex-
pand and for foreign exporters to realize
that they cannot keep on offsetting the low
dollar by accepting negative profit mar-
gins. It is true that the first signals for
an improvement of the trade balance in
quantitative terms have appeared. How-
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ever, the high dollar prices of American
imports are still preventing the trade bal-
ance deficit from shrinking in value terms.
The turning point must be near though.

The turning point of the trade balance
is not necessarily the turning point of the
dollar. As long as a trade deficit persists
that exceeds the level sustainable in a
long-run steady-state growth situation,
there is a flow supply of dollars in the
foreign exchange markets that asset
holders are not willing to absorb with
given interest rates and exchange rate
expectations. Despite short-run waves of
optimism the dollar may therefore re-
main under pressure for a while.

As mentioned in the introduction, dur-
ing the last two years at least one third
of the US. trade deficit was being fi-
nanced by foreign central banks. This
policy is in line with the Louvre accord of
February 1987 and it is strongly sup-
ported by foreign export lobbies. It re-
mains to be seen whether central banks
will prove to have enough strength to
continue and even expand their policy
until a significant improvement in the
trade balance occurs.

Altogether, the 1981 and 1986 U.S. tax
reforms were gigantic economic experi-
ments turning the steering wheel into op-
posite directions. These experiments gave
uscful insights into the way a world econ-
omy with highly integrated capital mar-
kets operates. They may also have helped
to improve the U.S. net advantage from
lending its capital abroad. Whether the
world as a whole should have applauded
the experiments is, to say the least, open
to doubt.

NOTES

1See IWD 17, 28 April 1988. The exact percentages
are 30 for 1986 and 41 for 1987. On top of the official
interventions, there were extensive purchases of dol-
lar denominated debt instruments in the Euromarket
which, in the statistics, are counted as private capital
exports into the United States.
ecause of the revaluation of German exports and
sluggish demand reactions, West Germany was the
world’s largest exporting country in 1986 and 1987
3See Joint Committee on Taxation (1981, 1986).
4Cf. U.S. Joint Committee on Taxation (1981, Tab.
2, Ep 58) and Business Conditions Digest, July 1987.
Bosworth (1985) showed that the first two years
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after the recession of 1982 were characterized by an
investment boom that was significantly different from,
and about twice as strong as, those in previous up-
swings following a recession. The author criticized the
view that the investment boom was the result of the
1981 and 1982 tax reforms, but a comment by Law-
rence Summers made it clear that Bosworth’s paper
suffered from serious shortcomings in the way tax ef-
fects were measured.

5See Gravelle (1982), U.S. Department of the Trea-
sury (1984, pp. 106, 107, and 112; and 1985, p. 1356),
and Fullerton, Gilette, and Mackie (1987, p. 144, ta-
ble 5.4).

"See Sinn (1984 and 1985) for a discussion of the
international repercussions of ACRS.

8See Sinn (1984) for a formal analysis of ACRS in
a Heckscher-Ohlin model.

9See Sinn (1987a, pp. 224-231) for an extensive dis-
cussion of the problem.

1%Sinn (1987a, p. 230).

UGS Sinn (1987a, pp. 221-224; 1987h, c; 1988).

1255 will be reported below, the reform increased
the wedge between the pre-tax rate of return to cap-
ital and the market rate of interest more than it re-
duced the wedge between the latter and the savers’
net rate of interest. This makes it possible that, in
equilibrium, the market rate of interest drops far
enough to reduce the savers’ net rate of interest and
with it the volume of savings itself. This possibility
clearly does not invalidate any of the conclusions of
this section.

“Cf Fullerton, King, Shoven, and Whalley (1981,
p 684)

"In taxation theory, this result is known as the Jo-
hansson-Samuelson theorem. See Sinn (1987a, pp. 119
123)

“In Sinn (1987b and 1988) precise results for the
effects of isolated cuts in the corporate and personal
tax rates were derived and it was shown that, de-
pending on the size of the minimum marginal equity
asset ratio, either a cut in the corporate tax rate or
a cut in the personal tax rate will induce a capital
export. When both tax rates are cut simultaneously,
as happened with the 1986 reform, the capital export
appears independently of the size of the minimum
marginal equity asset ratio.

5From 1960 to 1985, on average 67.8% of gross in- -

vegtment by U.S. non-financial corporations was in-
ternally financed and 31.0% was debt financed. Only
12% was financed by new share issues. See Sinn
(1987a, p. 92).

"The short-run result of Grubert and Mutti (see p.
245) is somewhat confusing since the authors simul-
taneously predict a “reduced saving outflow” and an
"imuprovement of the trade balance.”

18U.S. Department of the Treasury (1984).
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