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THE WHITE HOU SE 

WASHINGTON 

February 1, 1 982 

Dear Governor Luis: 

I appreciate you forwarding me a copy of the position 
paper, "Caribbean Basin Initiative Proposals of the 
United States Virgin Islands." 

I will read the paper with interest , and am confident 
the views of the U.S. Virgin Islands will be fully 
considered in the formulation of the Caribbean Basin 
Initiative proposal. 

The Honorable Juan Luis 
Governor 

Si ncere ly, 

i:) tJ .. ~~ .. 
I w.~ 

a l Assistant to the 
President 

The Virgin Islands of the United S a tes 
Charlotte Amalie, St. Thomas 00801 

I 



THE VIRGIN ISLANDS OF THE UNI' 1'IJ STATES 
OFFICE OF THE GOVERNOR 

CHARLOTTE AMALIE, ST. THOMAS 00801 

January 5 , 1982 

Hon. James Cicconi 
Special Assistant to the President 
The White House 
Washington, D.C. 20500 

Dear Mr. Cicconi: 

Enclosed for your information and review is a 
copy of a position paper entitled "Caribbean Basin 
Initiative Proposals of the United States Virgin 
Islands" which details specific policies which the 
U.S. Virgin Islands believes should be included in 
the administration's Caribbean Basin Initiative. 
The paper was submitted to U.S. Trade Representa­
tive William Brock on December 31. 

I hope you will take the liews of the U.S. 
Virgin Islands into considerat ' on when formulating 
policy toward the Caribbean re ion. 

LUIS 
Governor 
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T!I E Vlli\;Ji\ i.':L:\NL>~i lW Tl!E UNITED ST:\TES 
<JFFJCI·: (>I' Till~ cov1::1t~01: 

<'11.\ l il.<l'JTi·: .\\l·\ I I i: .. '>T. TllOMMi 1~11\01 

Deccmlx~r 31 , 1981 

lionoralJlc William Brock 
United States Trade Representative 
600 17th Street , N. W. 
Wasington , D.C . 

Dear Ambassador Brock : 

Enclosed is a position paper entitled "Caribbean 
Basin Initiative Proposals of the United States 
Virgin Islands " which details specific policies which 
the U. S . Virgin Islands believes should be included 
in the administration ' s Caribbean Basin Initiative . 
Many of them were mentioned in our earlier background 
paper which we discussed during our meeting in Washington 
last month . 

During the e nsuing weeks, the local task force 
which I appointed has been working to further develop 
these proposals and has consulted with your staff, 
with the Departments of Interior and State , and with 
the Conunonwealth of Puerto Rico. 

Our goal has bee n to fashion a program which 
will maintain and imµrove the ability of the U. S. 
Virgin Islands to deve lop its e conomy and continue to 
se r ve as an exampl e to other countries in the reg ion 
of the political , social , and economic advantages 
that a democratic system can provide . In developing 
our proposa ls we have also attempted to p rovide new 
means by which the United States can help its own 
territories first as it beg in s to extend to other 
Caribbean countri es some of the tax a n d trade conces­
sions, and other advantayes which are currently 
available on l y to the U. S . Virgin Islands and Puerto 
Rico . 
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Our proposals include return to the Territory, 
for use in capiti1l construction proj ects , of federal 
excise taxes on a ll products (including pe trolewn 
products) which are manufacturc:d in the Virgin Islands; 
funding of the final phases of the St. Thomas airport 
construction project and fundin g of the St. Croix 
airport expanf:.ion to help our tourism-bas e d economy; 
support in Congress for the Territory's proposal to 
reduce the 30% tax on p a ss ive income t o h e l p stimulate 
investment; an increase in the percentage of foreign 
materials which may be conta ined in product s manufactured 
in the Virgin Islands for duty- f ree import into the 
United States; es tablishment of low interest funding 
sources through a United States Te rritorial d evelopment 
b~nk to stimulate furlher d evelopment o f new and 
existing businesses; financing assistance for electric 
gene rating a nd water p ro d uction, di s tr ibution, and 
storage fac ilities; as well as certain trade and t ax 
concessions to improve our attract iveness as a touri st 
destin2tion and to revive our suffering watch industry. 

The U.S. Virgin Islands wants to continue in its 
role as a full partner in the development of the 
administra tion' s new emphas i s on o ur politically and 
strat egical ly vital part of the world. We believe 
that inclusion in the Caribbean Basin Initiative of 
the pro posals cont ai n e d in the paper is a vital step 
in o ur mutual efforts to gain n e w strength and pros~erity 
in the region. WG stand rea dy to work with you 
f urther on ~eve lopment and implementation of the 
CaribbE:an Basin Initiative. 

::l(yg, 
J ANl::-u-:r:g -
Governor 



CARIBBEAN BASIN INITIATIVE 
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INTRODUCTION 

In a background paper submitted to the Office of the 

U.S. Trade Representative on November 16, 1981, the U.S. 

Virgin Islands presented information on how various U.S. 

trade and economic policies being considered for countries 

in the Caribbean area might effect the Territory. The ~aper 

also included an historical and economic perspective of the 

special tax and trade concessions which have long been the 

basis for U.S. policy toward its territories. As expressed 

in the paper, the Territory's position is based on the 

concept that: 

11 the program developed by the federal government 

should benefit both the U.S. Virgin Islands and 

the Caribbean nations. We seek to insure that the 

value of special treatment currently available to 

U.S. citizens and businesses in the U. S. Virgin 

Islands is not reduced or eliminated by the granting 

of similar concessions to foreign nations without 

a compensatory programs designed to maintain the 

growth and development of the U.S. Virgin Islands' 

economy." 

We, the members of Governor Juan Luis' Task Force, 

composed of representatives of the U.S. Virgin Islands 

public and private sectors, have continued to analyze and 

refine the policy suggestions contained in our earlier paper 

and in doing so have consulted with representatives of the 

Conunonwealth of Puerto Rico and of the u. S. Departments of 



Interior and State and the office of the U. S. Trade Representative. 

While we have received verbal assurances that the U. S. 

Virgin Islands will not be injured by the Caribbean Basin 

Initiative, we have yet to receive any formal response from 

the federal government as to how we will be protected or as 

to whether any or all of our compensatory proposals will be 

included in the final draft of the Initiative. Furthermore, 

we are not aware of the extent to which the federal government 

may have analyzed these compensatory proposals to determine 

whether they will truly offset the damage to our economy 

which would result by extending trade and tax concessions, 

developed for U.S. t erritories over many years,to foreign 

nations not operating under U.S. l a bor, health, safety and 

e nvironme ntal laws. We urge that compensatory programs be 

developed before the Caribbean Basin Initiative is finalized 

to adequately offset such economic damage to the United 

States Caribbean possessions. 

The proposals primarily emphas i ze the development and 

maintenance of the infrastructure needed to support the 

further economic development of our insular communi ties and 

other means by which to stimulate the new investment and new 

jobs which will make our economy stronger and ultimate ly 

l ess reliant on direct federal aid, as we ll as, hopefully, 

more competitive with foreign nations, including those sur-

rounding us in the Caribbean Basin. 

We firmly believe that inclus ion of our proposals in 

the Caribbean Basin Initiative and their implementation 

through a combination of federal and local action will 
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advance the goals of the Unit0d State in the region. We 

stand ready to work on the legislation and implementation 

stages of the Initiative and to further refine and support 

our proposals as the process moves forward. 

1. Rum Production and Revenues: 

The Administration is considering reduction or complete 

elimination of U.S. tariffs on foreign rum as part of a 

one-way free trade zone with Caribbean nations. These 

tariffs provide protection to U.S. Virgin Islands rum 

producers which serve to off set the higher operating 

costs associated with manufacturing pursuant to U.S. 

labor and environmental laws. The U.S. Virgin Islands 

is unalterably oppose d to elimination or further reduction 

of these tariffs, as such action would result in the 

eventual d e struction of our rum industry, which provides 

the local government with a major revenue source in the 

form of excise taxes currently valued at $37.3 million 

annually, as well as 100 jobs, and the additional government 

revenues resulting from this economic activity. 

If U. S. tariffs on rum were reduce d or eliminated ,spirits 

manufacturers including those already located in the 

t e rritory would be e ncouraged to shift their production 

to for e ign nations in the Caribbean whe re the product 

could be produced more cheaply. Because most V.I. rum 

is shipped in bulk and sold under various generic 

labels at a relatively low price, there would be little 

or no negative sales impact from shifting rum production 

from the Virgin Islands to other countries. 



4 

Various "safety net" pro'.' i.sions being proposed to 

protect the Virgin Islands (and Puerto Rico ) are grossly 

inadequate. For example, the current safety net 

provision (of Public Lnw 96-39) for return of rum 

excise taxes is by no means automatic, as is the reduction 

in import tariffs provided by that law. This safety 

net is subject to administrative interpretation and 

Presidential reduction or cancellation. Furthermore, 

appropriations for this purpose are only authorized 

through 1985. 

2. Gasoline Excise Taxes: 

Section 28 (b) of the Revised Organic Act provides for 

the return to the V.I. Government of excise taxes 

imposed on products manufactured in the V.I. and shipped 

to the U.S. Historically, this provision has been 

applied only to taxe s on rum produced in the U.S. Virg in 

Islands despite the fact tha t since 1967 large amounts 

of U.S. revenue have been generated through excise 

taxe s impose d on gasoline produced in the Virg in 

Islands .. A r e c e nt d e cision of the Unite d State s Cour t 

of Appeals overturned a decision of the U.S. District 

Court fo r the District of Columbia, which would have 

r e turned retroactive l y these much nee d e d r evenues to 

the U.S. Virgin Islands. The issue o f retroactive 

p ayme nt ha v i ng be en s e ttled, the U.S. Virgin Isla nds no 

longer s e eks this relief; howeve r, Congressio~ldl action · to 

r e turn f uture g a sol i ne e xc i s e tax rev e nues to the 

Te rritory could he lp to off s e t the negative impact o f 

some o f the conce ssions which a Caribbe an Basin Initiative 

might provide to f o re i gn nati o n s . 
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The one-way free trade Z( ' ne and extension of tax 

incentives for investment and conventions would severely 

damage all aspects of the U.S. Virgin Islands' economy. 

Gasoline excise taxes returned to the Virgin Islands 

would be used to directly improve our basic public 

infrastructure including utilities and port facilities. 

Also, channeling part of these funds into a 

local development bank would enable us to provide low 

interest financing to existing and potential businesses 

for the renovation and expansion of Virgin Islands 

industries and housing. Improved infrastructure and 

the availability of low interest financing may help to 

in part offset the negative impact on the U.S. Virgin 

Islands of the Caribbean Basin Initiative by making the 

territory more attractive to potential investors. 

Already, through tax agreements with Hess Oil Virgin 

Islands Corporation and the proposed Virgin Islands 

Refinery Corporation, t he U.S. Virgin Islands governmen t 

has encouraged this industry to invest in the U.S. 

Virgin Islands and, specifically, to increase the 

production of gasoline . The U.S. Virgin Islands should 

benefit in some way from this contribution to U.S. 

revenues . We strongly r ecommend Administration support 

for Congressional action t o provide for the return, pro­

spectivel~ of gasoline excise tax revenues collected on 

gasoline p roduced in the U. S. Virgin Islands. 
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3. Airport Facilities: 

Various nations in the region have upgraded or are in 

the process of upgrading their airport facilities so as 

to facilitate the expansion of tourism and other export­

based industries. Through its participation in various 

international financing arrangements,the U.S. has aided 

these countries in improving their air transportation 

facilities. 

To remain competitive,continued federal financing of 

the renovation and expansion of airports located in the 

U.S. Virgin Islands is essential. The existing airport 

on the island of St. Thomas is marginal for jet operations. 

Several aircraft have run off the runway's end with 40 lives 

lost and considerable damage to both aircraft and 

vehicles on the ground. Phase one of the airport 

expansion project which is currently underway, is now 

80% complete and involves the creation of 98 acres of 

land requiring eight million cubic yards of fi ll. 

Federal funds totalling $37 million, and $8 million of 

local funds have been conunitted to this phase. The 

U.S. Virgin Islands Port Authority currently needs $40 

million to complete p hases two and three of the expans ion 

of the St. Thomas airport facility. Phases two and 

three involve the construction of a 7,000 foot runway, 

a conunercial terminal (to replace a converted World War 

II hangar) and ancillary improvements such as safety 

areas, lighting, taxiway, and access roads. Re cent 

cut-backs in federal airport funds could seriousl y 
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delay the completion of t:his facility at a time when 

competition for Caribbean visitors is intensifying and 

the U. S. is assisting foreign Caribbean nations to 

upgrade their tourism facilities. As part of the 

Caribbean Basin Initiative the Virgin Islands requests 

administration support for obtaining the needed fu~ds 

to complete the expansion of its airport projects 

including the extens ion of the St. Croix airport runway 

to 10,000 feet, and expansion and renovation of the 

terminal. 

4. Reduction of the 30 % Withholding Tax: 

For many years, officials in the U.S. Virgin Islands 

have been studying ways in which to stimulate new 

investme nts in the Territory . The Governor's Economic 

Policy Council has concluded that one of the prime 

deterrents to investment has been the 30 % tax i mposed 

by the U.S. Internal Revenue Code on dividends, inte rest, 

rents, and other passive income which is remitted from 

the Virgin Islands to the United States. In September 

1981, Governor Juan Luis requested that the V.I. Delegate 

to Congress introduce legislation to permit the reduction 

of the rate of tax and to eliminate existing restrictions 

which in many c a ses limit the amount of this tax which 

can be cre dite d against U.S. t a x liabil i ty. On De c e mbe r 3 , 

1981, Congressman de Lugo introduced, with bi-partisan 

support, H. R. 5113 which encompasses the Governor ' s 

p roposal to r e duc e the 30 % tax rate to 10 % with an 



option to permit the territorial government to reduce 

the rate further, if necessary to remain competitive with 

other investment areas . The bill permits United States 

recipients of Virgin Islands passive income to credit 

payment of the tax against U.S. tax liability without 

the restrictions now embodied in the foreign tax c~edit 

provisions of the U.S. Internal Revenue Code. The bill 

has been assigned to the House Ways and Means Committee. 

Passage and implementation o f the bill will make the U.S. 

Virgin Islands more competitive in attracting investment 

dollars. For the past five years, Puerto Rico has 

enjoyed the benefits of Internal Revenue Code Section 

936 which permits companies to operate in the Commonwealth 

entirely free of U.S. taxes, including the 30 % tax on 

repatriation of funds with which firms operating i n the 

U.S. Virgin Islands are saddled. Many other countries 

in the Caribbean participate in tax treaties with the 

United State s which permit repatriation at rates rang ing 

from 5 to 15 percent. Thus, even i f the United States 

were not now proposing new means to encourage investment 

throughout the Caribbean , the relief proposed by H. R. 

5113 is essential to elevate the U.S. Virg in Islands to 

an equal competitive foot ing with our neighbors. In 

the context o f the Caribbean Basin Initiative , however, 

enactment of this bill be come s e ssential i f the U. S. 

Virgin Islands is to maintain any possibility of attracting 

new industry and new jobs. Should additional tax 

incentive programs be filade available to othe r Caribbean 

economies, the Virgin Islands should also be in included 

in such programs . 
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As part of its Caribbean Basin I11itiativc, we recommend 

the Administration lend its full support to the Territory's 

efforts to gain passage of H.R. 5113, including supporting 

testimony by appropriate officials of the Administration 

during Congressional hearings on the bill, likely to be 

scheduled during February or March of 1982. 

5. Tax and Trade Concessions: 

Headnote 3(a) of the U.S. Tariff Schedules allows U.S. 

Virgin Islands manufactured commodities which have less 

than 50% dutiable foreign material components (70% in 

the case of watches and watch movements) to enter the 

U.S. duty free. In 1980, firms operating under Headnote 

3(a) employed approximately 800 persons (about 25% of 

total manufacturing employment) . This provision was 

inte nded to allow U.S. Virgin Islands produced commodities 

to enter U.S. markets at competitive prices and to 

provide some relief from higher transportation costs 

associated with U. S. Virgin Islands manufacturing 

operations. Headnote 3 (a) is also a compensatory 

program to permit the U.S. Virgin Islands to offset 

the higher cost o f operating under the U.S. laws and 

regulations, as compared to competing Caribbean economies. 

We strongly object to the conce pt of a one- way free 

trade zone between for e ign Caribbe an nations and the 

U.S. In effect, this conce pt is an exte nsion o f 

the special privile g e accorde d to the U. S. 
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Virgin Islands producers under Ileudnotc 3(a) to foreign 

countries in the Caribbean Basin and as such represents 

a serious erosion of a concession granted to the U.S. 

Virgin Islands to compensate our firms for the higher 

costs of operation under the U. S. laws. 

For several years the U. S. Virgin Islands has requested 

that the U. S. Congress raise the dutiable foreign 

materials exemption to 70% for all U.S. Virgin Islands 

produced commodities to compensate for past and projected 

U.S. tariff schedule reductions and changes in international 

exchange rates which have reduced the benefits that 

have historically been derived from the 50 % foreign 

materials provisions of Headnote 3(a). As a part of 

the Caribbean Basin Initiative, the Administration 

should propose that Headnote 3(a) be amended to provide 

for a 70% foreign materials exemption on all U.S. Virgin 

Islands produced goods. 

We concur with Puerto Rico's assessment of the adverse 

consequences which extending tax incentives for investment 

and one-way r eductions in customs duties would have on 

the industrial development programs of both the U. S. 

Virgin Islands and Pue rto Rico . The U. S . Virgin 

Isl~i~ds Department of Comme rce r ecently completed a 

stu~y which identified key industries, such as those 
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manufacturing scientific and measuring instruments, 

pharmaceuticals, plastics, office and computing machines, 

electrical industrial apparatus, and electronic components 

and accessories which could profitably operate in the 

U.S. Virgin Islands. An extensive promotional campaign 

is currently underway to develop these industries ctnd 

attract new firms to the U. S. Virgin Islands. The 

Caribbean Basin Initiative would seriously impair our 

ability to successfully diversify our economy if the 

products and industries noted above were included in 

the free trade zone and tax incentive program for the 

Caribbean Basin. Therefore, we recommend that industries 

producing these products along with rum and watches be ex­

cluded from free trade zone and tax ince nt ive treatment. 

We have r eviewed Puerto Rico's proposal for Caribbean 

Basin Corporations. While we lack sufficient information 

to fully evaluate this alternative, it does not appear 

to be advantageous f or the U.S. Virgin Islands. 

Products shipped from other Caribbean countries to the 

U.S. Virgin Islands would invariably be trans-shipped 

through Puerto Rico to the U. s. The additional 

transportation costs would effective ly preclude the U. 

s. Virgin Islands from consideration as a locat ion for 

a Caribbean Basin Corporation. 
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Finally, the U. S. Virgin Islands is currently not 

included under Section 936 of the Internal Revenue Code. 

Before conside ring Se ction 936-type investment inc e ntive s 

for U.S. firms operating in foreign nations, the federal 

government should work with the U. S. Virgin Islands in 

developing a program similar to Section 936 for firms 

operating in the U. S. Virgin Islands. 

6. Territorial Development Bank: 

Mr. Pedro Sanjuan, Assistant Secretary of the Interior 

for Territorial and International Affairs, recently 

expressed an interest in establishing a development 

bank for u. S. Territories. While the proposal is only 

in the concept stage, the U. S. Virgin Islands would 

support such a proposal as a potential source of low­

interest funds for economic development and diversification. 

We urge that the proposal move forward, and be included 

for implementation in the Caribbean Basin Initiative. 

7. Tourism: 

Tour ism is the industry which best utilizes the limited 

natural resources existing in the region. American 

tourists account for a substantial number of Caribbean 

visito rs, almost 70 percent in 1980. Thus the success 

of the tourism s e ctor in the region is closely tied to 

the inte rnal conditions o f the U.S. economy. U. S. 

mone tary and fiscal policies, and actions by the Civil 

Aeronautics Board and other r egulatory agencies impact 

on tourist travel to the area . The importance of this 
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activity necessitates the formulation of special policies 

directed tov1ard the development of the entire region's 

tourism potential . These policies should increase the 

number of tourists visiting the Caribbean including the 

U. S. Virgin Islands, and not merely redistribute the 

current flow at the expense of the U. S. Virgin Islands 

tourist traffic. 

Airline Fares and Service: Foreign nations stimulate 

vacation travel to selected Caribbean destinations 

through subsidized fares on national airlines. In 

recent years the U. S. Virgin Islands has been served 

6irEctly by only two U. S. trunk carriers, with such 

high load factors that discounts are not generally 

available, p articularly during the peak tourist seasons. 

The United States, which has no government operated 

airlines, could compensate for this rate differential by 

subsidizing direct flights to the U.S. Virgin Islands. 

Two suggested methods for inclusion in the Caribbean 

Basin Initiative are: 1) U. S. tax credits to airlines 

of landing fees for aircraft flying direct to the U. S. 

Virgin Islands, and 2) personal income tax deductions 

for airfares for overnight visitors to the U. S. Virgin 

Islands. Under ~he latter proposal, for example, a 

visitor could be a llowed a 50 percent (50 %) tax deduction 

for airfare for one round trip flight to the U. S. 

Virgin Islands per year, provided that h e remains in the 

U. S. Virgin Islands for at l eas t three nights. 
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Convention Tax Deductions: As a result of the 1976 Tax 

Reform Act, the U. S. Virgin Islands has become an 

increasingly attractive convention destination. In 

1981, the G. S. Virgin Islands will host 187 conventions 

and almost 23,000 convention guests, with an expected 

average length of stay of five days. This represents a 

40% average annual increase in convention business 

since 1975. Clearly, the 1976 Tax Reform· Act allowing 

tax deductions for conventions in the u. s. Virgin 

Islands has been a major boost to our economy. Also, 

conventioneers to neighboring Puerto Rico (which has 

significant convention business) often make day trips 

to the U. S. Virgin Islands for shopping and sightseeing. 

Extension of this benefit to other Caribbean economies 

can be expected to negatively impact our growing convention 

business and would jeopardize the value of existing 

investments in convention and recreational facilities 

initially stimulated by this concession to the U. S. 

Virgin Islands. We oppose an extension of this tax 

treatment to other Caribbean destinations without some 

equal compensating incentives for the Virgin Islands 

tourism industry. 

Liquor Allowance: Currently, U. S. Virgin Islands 

visitors can return to the U. S. with four liters of 

liquor. The administration should consider permitting 

visitors to purchase a fifth liter of U.S. Virgin 

Islands rum as part of their duty free liquor allowance . 

This provision would help stimulate local rum production. 
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8. Virgin Islands Watch Industry: Current developments 

in the U. S. Virgin Islands watch industry exemplify 

the difficulty which the territory has in attracting 

and sustaining manufacturing industries even with 

current tax and trade concessions which are not 

extended to other Caribbean economies. During the 

past few years employment and production in the 

Virgin Islands watch industry has declined by 50 

percent as a result of several factors including: 

an erosion in the value of the U.S. dollar vis-a-

vis foreign currencies; reduction in U.S. tariff 

schedules; decreasing demand for mechanical timepiece s; 

and the emergence of Hong Kong as a center for low 

labor cost watch exportation. To compensate for 

these changes and to revitalize the U.S. Virgin 

Islands watch industry, both local and federal 

l egi slation is being considered. On the local 

l eve l certain tax e xemptions in lie u of subsidies 

would improve the cash flow of the watch manufacturers. 

At the federal l evel, l eg islation is being drafted 

to e liminate the 70/30 ratio for watches under 

Headnote 3(a), and the Secr etaries of Commerce and 

Interior would be e mpowered to establish such criteria 

for d e termining duty liability as would r esult in 

t he maximum amount of direct economic benefit to t he 

U. S. possessions. Labor input per unit p roduced 
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has been suggested as tl 1~ most appropriate criterion. 

Further, to prevent a pass-through operation, it has 

been suggested that a $50.00 maximum landed value of 

foreign components per unit be imposed. 

An essential element of the Caribbean Basin Initiative 

would be an assurance that federal legislation will be 

promoted to revitalize the Virgin Islands watch industry, 

and that concessions granted to other Caribbean economies 

would not jeopardize this important Virgin Islands 

industry. 

9. Other Areasof Concern to the U. s. Virgin Islands: 

Establishment of the College of the Virgin Islands as a 

Research and Training Center for the Caribbean Basin 

Initiative: As the only American, English-speaking 

institution of higher learning in the Caribbean, the 

College of the Virgin Islands is in an e xcellent position 

to provide the training, research and expertise needed 

to further the economic, political, and social develop­

ment of the region. A proposal has been submitted to 

the U. S. Department of Interior and planning funds 

have been appropriated by Congress to establish an 

Eastern Caribbean Center for Educational, Cultural, 

Technical and Scientific interchange at the College. 

Establishment of the Center would enable the College to 

s ha r e with ne ighboring Caribbean islands, strengthened 

programs of management training, a gricultural research, 

fishing industry d e v e lopme nt and t echnical education. 
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The College of the Virgi11 Islands is uniq uely suited to 

provide such r e search and training due not only to its 

geographic location at the mid point of a string of 

island - states within the Caribbean, but also becau~e 

of the similarity of the cultures, tradition$, and 

ethnicity that the Virgin Islands shares with many ·of 

the countries that the Caribbean Basin Initiative is 

designed to assist. During its twenty year history, 

the College has already reached out to its neighboring 

i s lands, and a large porportion of its stude nts and 

faculty come s from the Eastern Caribbean. 

Spe c i fic existing programs at the College , which could 

be expanded as part of the Caribbean Basin Initiative, 

include the Caribbean Research Institute which emphasizes 

micro state r e s e arch d e signed to a ssist in the developwe nt 

of Caribbean island-countries; the Agricultural Exp eriment 

Station and Coope rative Exte nsion Service which p rovide s 

n e i g hboring i s lands with t e chnological assistance in 

imp roving food p roduction; the Bureau of Public Adminis­

tration which ha s been assisting local governme nt 

e mployee s in improv i ng the ir manage me nt s kills; and the 

Re i c hho ld Center for the Arts which is dedicated to 

providing a forum f o r the e xchange of a rtistic expr e ssion 

a nd cul t ural tradition among the islands. 

As part of the Ca ribbean Bas i n I n itiati v e , the admi ni s ­

tration should p rovi d e the funds n e c e ssary to imp l e me nt 

t his pro g r a m whic h has bee n endor s ed b y both the Departme nt 

o f Inter ior , a n d Co ngr e ss. 
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Testing and Development of Alternate Energy Resources: 

The Virgin Islands Government, through its Energy 

Office, and the Virgin Island Water and Power Authority 

have been exploring means of providing research and 

testing of alternate energy sources as one means to 

deal with the high cost of energy worldwide. Such 

efforts are particularly significant in the Caribbean 

where a very high proportion of energy is provided by 

foreign oil imports. Due to Caribbean weather patterns, 

the U. S. Virgin Islands is an ideal location for 

testing of wind and solar energy projects. Proposals 

have been submitted to the federal government to establish 

an Ocean Thermal Energy Conversion test project near 

St. Croix. St. Croix's proximity to the deepest ocean 

trench in the hemisphere, as well as the islands own 

need for reliable and efficient energy sources, make it 

particularly suitable as the location for this project. 

Financing Assistance for Electric Generating and Water 

Production, Distribution and Storage Facilities: The 

Assistant Secretary of Interior for Territorial and 

International Affairs recently stated that one of the 

most significant obstacles to improving the economic 

development climate of the U. S. Virgin Islands and the 

other territories is the lack of sufficient reliable 

e l e ctric power. Our needs in this area and in the area 

of water production, distribution, and storage are 

immediate and continuing, and the Virgin Islands Government 

has r egularly expressed them to both Congress and the 

Administration. 
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A comprehensive water and power plan to improve existing 

facilities and to provide new ones was presented last 

year. In order to fund these projects the federal 

government, as part of the Caribbean Basin Initiative, 

could assist the Virgin Islands through a coordinated 

program of direct grants and loan guarantees for tax 

exempt bonds. Without such assistance, the local 

government will be hard pressed to obtain the necessary 

capital funding for a level of electric service and 

water supply which will attract industry and provide 

its citizens with reliable water and electric power 

service. 

Improving Inter-Island Maritime Transportation: 

Regularly scheduled and reasonably priced inter-island 

transportation services in the Caribbean are virtually 

non-existe nt at this time. A basic transportation 

network is essential for the economic development of 

the region, and it will become even more important as 

the other elements of the Caribbean Basin Initiative 

begin to stimulate increased trade in the region. With 

the co~pletion of a modern containerport on St. Croix, 

expected within the next few months, the Virgin Islands 

will have one of the elements it needs to become a 

transportation link to the rest of the Caribbean. 

Increased imports of food products from our island 

n eighbors could be combined with canning and packaging 

plants to create new jobs in the Virgin Islands, but 
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such development is unlik0 ly to occur without federal 

assistance. A federal subsidy program for inter-island 

shipping companies would contribute significantly to 

reducing the costs of trade among the nations of the 

reg ion and thus turn the concept of "free trade" in the 

Caribbean into a viable reality. 

Virgin Islanders as Ambassadors to the Caribbean and 

the World: Presently two Virgin Islanders serve as 

U.S. Ambassadors: Terrence Todman is the Ambassador to 

Spain; and Melvin Evans is the Ambassador to Trinidad. 

They help reflect the spirit of friendship and diplomacy 

for which Virgin Islanders have long been known. 

Because of our close political, social, and cultural 

ties to the rest of the Caribbean, Virgin Islanders are 

particularly suited to serving their country through 

diplomatic posts. The federal government should increase 

the number of Virgin Islande rs in ambassadorial and 

consular positions in the Caribbean and elsewhere in 

the world. 

Participation by Virgin Islands Representatives in All 

Caribbean Basin Initiative Consultationsand Negotiations: 

The Virgin Islands joins with Puerto Rico in requesting 

that both the Te rritory and the Commonwe alth be included 

in discussionsbetween the United State s and Caribbean 

countries on the Caribbean Basin Initiative . Not only 

will this give us a greater knowle dge and unde r s tanding 

of the policy and its impleme ntation, but the participat ion 
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of the U. S. Caribbe an t~rritorie s in Unite d State s 

delegations and meetings with other Caribbean nations 

will also symboliz e the nation's commitme nt to the region. 
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J. DANIEL MAHONEY 

45 EAST 29th STREET 

NEW YORK, N.Y. 10016 

212-e&&l-IMOQ 

The Hon. Michael K. Deaver 
Assistant to the President and 

Deputy Chief of Staff 
The White House 
Washington, D.C. 20500 

Dear Mr. Deaver: 

STATE CHAIRMAN 
CONSERVATIVE PARTY 

June 23, 1982 

I met with Jim Baker and Jim Cicconi recently, 
at which time I raised the question of inviting President 
Reagan to attend a twentieth anniversary celebration for 
the Conservative Party of New York State in the fall, and 
was advised that I should address this invitation to you. 

As you know, the Conservative Party of New York 
State was founded in 1962. I believe that President 
Reagan's first major political appearance in New York 
State was at the Conservative Party's annual dinner in 
1975. The Conservative Party has been advocating Presi­
dent Reagan's election to that high office consistently 
since the 1968 presidential campaign. 

We have in mind a celebration that would feature 
a musical performance by Lionel Hampton and company at 
The Rainbow Room, 30 Rockefeller Center, Manhattan. 
Both to acconunodate the President's schedule and to avoid 
any conceivable political complications, we would conduct 
this affair after the election. We have reserved The 
Rainbow Room for December 6, 1982, and Mr. Hampton is 
also holding that date. In the event that this date is 
impossible for the President, it might be possible to re­
schedule for November 29. 

The speaking program would be extremely short, 
and would consist of President Reagan, Wm. F. Buckley, Jr., 
and statewide Republican officials elected with the en­
dorsement of the Conservative Party. 
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The Hon. Michael K. Deaver 
Page Two 
June 23, 1982 

The Conservative Party has not requested any 
appearance by President Reagan since he took off ice. As 
you can well imagine, the twentieth anniversary of the 
Party's formation is an occasion of high importance to 
us, and we would be very grateful if it would be possible 
for President Reagan to honor us by attending. 

Thank you for your consideration of this 
request. Please communicate directly with the under­
signed if you have any questions with respect to this 
invitation. 

Sincerely yours, 

~kL 
J. Daniel Mahoney \ 

JDM/jh 

cc: The Hon. Edward J. Rollins 



THE WHITE HOUSE 

WASHINGTON 

March 9, 1982 

Dear Dr. Manacher: 

Thank you for your recent letter supplementing material 
you had sent earlier. 

I have reviewed it, and have forwarded it to Murray 
Weidenbaum for his consideration. 

Again, we appreciate your sharing your thoughts with us 
on this matter. 

Dr. Glenn K. Manacher 
Associate Professor 
University of Illinois at 

Chicago Circle 
Box 4348 
Chicago, Illinois 60680 

cc: Murray Weidenbaum 

Sincerely, 

I . 
j-·.~~- A...._._,1.__, ·- · ·-. I 

James W. Cicconi 
Special Assistant to the 
President 

L/ ' 
/\. / 
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Mr. James Cicconi 
Special Assistant to the President 
The White House 
Washington, D.C. 20500 

Dear Mr. Cicconi: 

UNIVERSITY OF ILLINOIS AT CHICAGO CIRCLE 
DEPARTMENT OF MATHEMATICS 

COLLEGE OF LIBERAL ARTS AND SCIENCES 

BOX 4348. CHICAGO, ILLINOIS 60680 

TELEPHONE : 996-3041 

11 1144 
March 4, 1982 

The enclosed report completes the material I sent you in November on 
an al terna ti ve to Reaganomics in which capital gains taxes focused on 
productive investment replace the present diffuse approach. 

In the original report, a trade-off between real interest rates and 
the ra te of inflation was postulated. The idea that this trade-off had 
recently become so acute that it would produce an inverted relationship 
between the rate of inflation and nominal interest rates -- something new 
and ominous -- was only hinted at. 

In this paper a theory of the malaise is outlined, and some rather 
terrifying consequen ces outlined. More pertinentl y, a simple theory of 
acceptable vs. unacceptable deficits is given , togethe r with a list of 
policy suggestions directly entailed by it . 

Despite the fac t that you had some reservations before, please look 
over this material carefully. The purpose of this paper is to carefully 
substantiate the i nverse relationship between the nominal prime rate and 
the lon g-te rm inflation rate that was only introduced ad hoc i n the last 
paper. If its conclusion s are right , the n I am afraid you wil l have to 
change your policy in the not too distant f utur e . 

In the mean time , would you please transmit this report to Mr. 
Weidenbaum with a request that it be considered as an integral part of 
the material I sent you in November? 

GKM/ t b 

sincer e ly, 

Manacher 
Associate Pro fessor 



February 25, 1982 

Mr. William R. Buechner 
Senior Economist 
Joint Economic Committee 
Washington, D.C. 20510 

Dear Mr. Buechner: 

UNIVERSITY OF ILLINOIS AT CHICAGO CIRCLE 
DEPARTMENT OF MATHEMATICS 

COLLEGE OF LIBERAL ARTS AND SCIENCES 

BOX 4348. CHICAGO, ILLINOIS 60680 

TELEPHONE : 996·3041 

11 11:3:3 

On October 1, 1981, I sent you a detailed proposal for revising 
the capital gains tax structure in order to enhance the incentive 
toward long-term primary investment. I argued that the economy 
is trapped by high deficits into a trade-off between unacceptable 
interest rates and unacceptable inflation, depending on whether 
borrowing or monetizing is used to cover the deficit. I further 
argued that the trade-off is presently so poor that only a lowered 
deficit or a seriously weakened economy can produce a substantially 
better trade-off. I concluded that in the present climate, very 
little of the tax advantage given to the wealthy would necessarily 
be productively invested and that a far more focused source of 
investment capital had to be found. 

The existence of this trade-off was one 0£ the key points in support 
of my scheme. However, it was introduced ad hoc, and the scheme 
has been critized on this ground. In thisletter, I would like 
to present some evidence that a sharp trade-off between real inte­
rest rates and the rate of inflation does exist at the present time, 
and that its consequences may be ominous.* 

The traditional view is that in the absence of strong competition 
for funds, the nominal prime interest rate is positively correlated 
with the rate of infl~tion. The idea is that in an easy capital 
market, there is a nearly constant "banker's markup'' added to the 
rate of inflation in computing the nominal prime interest rate. 
In the past the markup was about 2%;- now it is about 2~% (or in 
some cases about 3%). This rule is sometimes called the "Fisher 
effect". It is not disputed here. 

A second effect is that any large-scale borrowing, governmental or 
corporate, must create competition for existing capital and thus 
raise the real interest rate, if only by a miniscule amount. I 
shall call this the "congestion effect". 

* The word "real" was omitted from "interest rate composite" in the 
graph in the October 1 report. 
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In order to be quantitative about the congestion effect, we need a 
model for congestion. A strong basis for such a model has been 
provided by Tony Boeckh, Editor of the Montreal-based Bank Credit 
Analyst and its companion Interest Rate Forecast.* Boeckh dis­
cusses the current malaise in a very important interview titled 
''Vicious Cycle -- Deficits Do Count" which appeared in the 
February 15, 1982 issues of13arron's. 

In discounting the argument that the ratio of the federal deficit 
to GNP has critical bearing on interest rates, he points out that 
this ratio was as high as now in the 1974-75 recession without its 
having a serious effect on interest rates. He believes instead 
that the crucial determinant of real interest rates is the ratio B 
of the sum of annual federal borrowing and annual corporate borrow­
ing divided by the national gross savings. Gross savings, as he 
defines it, are savings which include the value of durables, such 
as houses, suitably depreciated. He points out that the rate of 
gross savings as a fraction of GNP is comparable in all of the 
major industrialized countries, and that moreover it has remained 
almost constant for many years. 

Boeckh's data indicates that there is a critical level of the B 
ratio, beyond which competition for available capital in the form 
of savings becomes intense and causes real interest rates to in­
crease dramatically. It appears from Boeckh's data that this 
critical ratio, which I will call B0 , is about .51. 

One can conservatively extrapolate Boeckh's reasoning as follows. 
Define the closely related ratio A to be the sum of the annual 
federal deficit plus corporate borrowing, divided by gross savings. 
Clearly A will equal B if the deficit is covered entirely by 
borrowing and A will be substantially lower than B if the 
deficit is monetized. 

The degree to which the deficit is monetized - and federal borrowing 
is avoided - is measured by the annualized rate of change of MlB' 
which I will denote M'. It follows that real interest rates 
will rise as M' is decreased, and (following Boeckh's theory) 
the degree of the rise depends on the size of A. If A is small, 
then as M' is reduced, the real prime rate P will not become 
much bigger. On the other hand, if A is fairly large -- in 
particular, if it is close to or in excess of B0 = .51--then as 
M' is reduced, B will climb toward A, and in consequence P will 
rise sharply. Working through the details, it is rather easy to 
show that the relationship between M' and P has a strikingly 

* These two newsletters are perhaps the most sophisticated and re-
spected publications available in the field of money market analysis. 
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simple form, dominated by a few simple features. It is shown in 
Figure 1. 

p 
P = real prime rate 

M' = rate of increase 
in MlB per year 

Figure 1. The Congestion Effect 

An equally simple graph shows the Fisher effect which, it should be 
rernernbere¢J., assumes that A is small. 

I 
I N = nominal prime rate 

N I I = rate of inflation 

I 

/ 
/ 

/ 

b 
/ 

I~ 1 
Figure 2. The Fisher Effect 
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In Figure 2, N is the nominal prime rate and I 
inflation. I 0 is the "secular" rate of inflation, 
minimum rate of inflation built into the economy by 
beyond the control of policy.* The curve is simply 
equation N = I + b. 

is the rate of 
that is, the 
external factors 
that of the 

It should be stressed that Figure 1 shows the effect of varying M' 
while holding A constant. If general conditions worsen, corporate 
borrowing will probably decrease, unemployment will almost certainly 
increase, and the federal deficit will almost certainly increase. 
In addition, gross savings will probably be eroded. So two out of 
three of the factors affecting A will cause A to worsen, i.e., 
to get larger. This indeed might stimulate a "vicious cycle". 

No one will dispute the reasonableness of Figures 1 and 2. What 
is in hot dispute are two questions. 

(A) Is the congestion effect ever strong enough to over­
whelm the Fisher effect? 

(B) Is an unusually high value of N, such as now exists, 
evidence of a mix of two forces, one the congestion 
effect, the other a "psychological" expectation of 
inuninent reflation? Putting it another way: Is a 
high value of N necessarily an indication of severe 
congestion? 

Consider first (A) . First let me repeat some well-known arguments 
that the answer is presently no. These arguments are favored by 
Administration spokesmen and many "supply side" economists. 

(i) During the period 1955-1979, studies show persuasively 
that the nominal prime rate was positively correlated 
with M', strongly suggesting that the Fisher effect 
predominated (This fact was conveyed to me by Prof. 
Frederick Mishkin of the Department of Economics at 
the University of Chicago). 

(ii) Prof. Milton Friedman studied data from October 6, 1979, 
when the Federal Reserve Board changed the basis of its 
policy from interest rates to bank reserves) to the pre­
sent. He showed that there was a slight positive correla­
tion between M' and the interest paid on 90-day Treasury 
bills, allowing 4 weeks' delay. In particular, violent 
oscillations of M' produced slight but definite oscilla­
tions in the T-bill rates; the two were in phase. 

*Io is presumably around 3%. 
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Consider now arguments that the answer to (A) is presently yes. 

(i) A number of distinguished economists, among them Alan 
Greenspan, Paul Volcker, and Tony Boeckh, have expressed 
their belief that federal borrowing has absorbed savings 
excessively and has sharply driven up interest rates. 

(ii) It is almost clear that the October, 1979 change in 
Federal policy caused a tremendous leap in interest 
rates, and that this increase has dwarfed every fluctua­
tion since then, with the single bizarre e~ception of 
the quickly-dispersed April, 1980 dip. 

(iii) Boeckh's entire article strongly supports this view. 

I believe, then, that the evidence strongly suggests a "yes'' answer 
to (A): that the deficit is so large that it is possible for the 
nominal interest rates to rise as the inflation rate falls. To see 
how this can come about, let me now state exactly what it means for 
the congestion effect to dominate the Fisher effect. I will then 
show that some ominous policy consequences follow. 

To establish an easy comparison between Figures 1 and 2, let us 
suppose that the Fed is on a steady course, so that the inflation 
rate has a chance to stabilize once a steady long-term average 
growth in M has been established. (Milton Friedman argues on 
the basis of1~arge quantities of retrospective data that the time 
to stabilize is on the order of 18 months plus or minus 6 months.) 
Once such stability is reached, we can assume that M' and the 
rate ~f inflation are roughly equal, following monetarist theory. 
In that case, we may plot the joint effect of the congestion effect 
abd the Fisher effect as a graph sh9wing the relationship between 
the nominal prime rate N and the time-stabilized inflation rate I. 
This is shown in Figure 3. 

: -~~~ 
N 
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Figure 3. Combined congestion and Fisher effects. 
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Figure 3 shows dramatically what it means for the congestion effect 
to dominate the Fisher effect. It means that the curve showing the 
relationship between N and I will have a minimum for some value 
of I greater than 1 0 • The curve will show a "congestion-mediated" 
increase in N for I lower than that value. The reason for this 
is, of course, that in an environment simultaneously with very high 
deficits and high levels of corporate borrowing, lowering M' entails 
additional borrowing by the treasury, which drives up real interest 
rates so strongly that their increase exceeds the decrease in the 
inflation rate. 

When a minimum in the curve occurs, the value to the economy in 
further reducing inflation is lost, and it becomes counterproductive 
and dangerous to do so. That is the first appalling policy conse­
quence. Further: very rough estimates of the shape of fig. 1 indicate 
the following approximate rule: when A is high enough to produce a 
minimum in figure 3, the resultant nominal inflation rate will be at 
least about 2I* + b, where I* is the value of I at which the 
minimum occurs. Crude estimates indicate that I* is presently 
about 6%, so that we have an even crueller consequence: With current 
levels of A, no combination of borrowing and/or printing money to 
cover the present deficits can lower the nominal interest rate much 
below about 14~%. *This provides a way of looking at Henry Kaufman's 
prediction on minimum interest rates, which is 14%, and also validates 
Boeckh's remark that the Reagan Administration is "locked into" high 
interest rates. 

* * * * * * * * * 
From the evidence we have presented, we believe 

(a) That before October, 1979; the rise in interest rates was 
inflation-mediated. 

(b) That subsequence to October, 1979, the further rise in 
interest rates was congestion-mediated. 

(c) That the tendency of interest rates to settle down some­
what since October, 1979 was due mainly to a time-lag 
effect in which the shock effect of the decrease in M' 
was later somewhat softened by the resulting decre ase in 
i nflation, and does not nece ssarily me an that inte rest 
rates were inflation-mediated. 

(d) That the nominal prime rate is "locked into" a rate higher 
than about 14~% regardless of impressive progress in 
reducing inflation. 

* Except, of course, if money were suddenly injected into the economy, 
which would cause a sudden but unstable drop in the interest rates. 
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(e) That the cause of this malaise is the high federal deficit 
at a time when corporate borrowing, despite the recession, 
is relatively high. 

(f) That continuation of these policies may lead to higher 
unemploymen~ further and worsening underinvestment, . 
larger deficits and less savings. 

(g) That only a fraction of the money released into circulation 
through tax cuts· has been applied to primary investment, 
whereas the resultant deficit has greatly discouraged 
investment.* 

(h) That reflation is not an acceptable alternative. 

(i) That capital for eventual recovery is available through 
other mechanisms than a general tax cut. (My Oct. 1 
letter details a mechanism that is much more efficient and 
that reduces revenues to the treasury only after the 
investment has been made and has proven effective) . 

( j ) 

(k) 

( l) 

That the reduction in the deficit, in order to lead the 
economy out of the high-interest-rate trap, need not~gigantic; 
that in fact all that is necessary is to reduce it enough 
to prevent congestion-mediated increases in nominal interest 
rates (See fig. 3). Recent history suggests that this can 
be done by lowering the deficit to 50 billion dollars 
during the current recession and then allowing it to decline 
substantially further as the economy improves. My theory 
suggests that if this were done, the nominal prime interest 
rate would soon fall to a little above 2I 0 + b, which is 
about 8~% . . 

That once (j) is done, a scheme such as my differential 
capital gains tax plan might further reduce the effective 
cost to business for primary capital construction. 

That the reduction in inflation, shortened depreciation 
schedules for corporate investment, and the ending of 
"automatic" increases in the federal budget are the three 
solid achievements of the present administration toward 
a climate in which massive investment will be possible, 
but the continuation of present policies will not brin 
about t e combination of low interest rates, low inflation, 
and sustainable healthy demand that massive investment 
requires. 

* "Why Business Won't Invest". New York Times, Sec 3, January 31, 1982. 
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A few words should dispose of (B) . Ample evidence has now been 
adduced that the Fed will hold the line on MlB growth. The fact 
that real interest rates have held rather steaay despite erratic 
medium-term fluctuations in M

18 
growth suggests that expectations 

of imminent reflation are unfounded. With regard to long-term 
expectations, perhaps 5-10 years of ruinous interest rates would 
"chasten speculatcirs" and convince them that their "psychology" is 
remiss, but this belongs to the realm of black comedy. A better 
way to get the long-term rates down is to get the short-term rates 
down and keep them there. The best way to do this is to reduce the 
deficit, and to give up on the pipe dream that tax savings are at 
present the best source for long-range investment (In my Oct. 1 proposal, 
I suggest a much better and more targeted source). 

Yet one more point should be made. Tex reductions are supposed to 
increase the pool of savings. They can sometimes have the reverse 
effect. If some part of the money put in circulation by tax breaks 
is consumed, but the government must then borrow back all it lost 
on account of the tax break, it takes no mathematician to see that 
the aggregate savings available for reinvestment may thereby be 
depressed. Yet such calculations pass curiously as ''supply side". 

Yours sincerely, 

'---f lJ.,"" \ JU(\ °"', '--'-- J1,-..__, 
Glenn K. Manacher 
Associate Professor of 
Computer Science 

GKM/tb 
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Dear or. Manaohera 

I appreoiau the OOJd ... you forwarded of your 9CODOldo 
vi ... , aa oon••Y .. by letter• to th• Joint Boonondo 
CC3•ltt ... 

Whil• there are pola-. at varianoe with t.bia Acfalpietration'• 
eaonomic policlu, •• well aa with ay peraoaal •i-, I 
bave read your paper• with inter .. ~. I have alao t.aken 
Che libert.r of torwudin9 copt.. to Mvray L. ..ldenbat1a, 
Chaii:aaa of th• Coanoil of Economic Adviaera. 

Alf4ln, thank yoa for ahariq your analy•u with us. 

Dr. Glean It. Manaoher 

stae.rely, 

Jame• w. Cicconi 
special Aaaiat.ant t.o the 
Preaident. 

b•ool.au Prof-•or of COllPQtetr loienoe 
UB1Yerait.r of Illlnoi• •~ Chicago Cirol• 
Box 4)48 
Cll1oago, Illinoi• 60680 

cc: 

Murray L. Weidenbaum 



Mr. J8llles Cicconi 

UNIVERSITY OF ILLINOIS AT CHICAGO Cl RCLE 
DEPARTMENT OF MATHEMATICS 

COLLEGE OF LIBERAL ARTS ANO SCIENCES 

BOX 4348. CHICAGO. ILLINOIS 60680 

TELEPHONE: 996-3041 

I 11 j j 

December 22, 1981 

Special Assistant to the President 
West Wing 
The White House 
Washington, D. c. 20500 

Dear Mr. Cicconi, 

Enclosed please find the report we discussed on focused supply­
side policies. Aa you know, we haTe quite different approe.ches to 
the economics of production. 

Since this report streeaes efficient mechanisms and the importance 
of keeping interest rates down, I trust you will read it carefully 
and that you will supply Mr. Baker a copy. 

If I can be of use, or some clarification is needed, do not hesitate 
to get in touch. 

Yours t::1~ m Wf\~ -
Gl:l. K. Manaci..r 
Associate Professor of 

Computer Science 
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Mr. William R. Buechner 
Senior Economist 
Joint Economic Committee 
Washington, D.C. 20510 

Dear Mr. Buechner: 

UNIVERSITY OF ILLINOIS AT CHICAGO CIRCLE 
DEPARTMENT OF MATHEMATICS 

COLLEGE OF LIBERAL ARTS AND SCIENCES 

BOX 4348. CHICAGO, ILLINOIS 60680 

TELEPHONE: 996-3041. 

11 :I :I 
October 1, 1981 

I am pleased to present to the Joint Economic Committee, at 
your invitation, an updated and comprehensive version of the in­
_vestment-briented tax plan I first sketchect at the request of 
Scott Cohen, Chief Administrative Aide to Senator Charles Percy. 
A copy of the preliminary plan was also submitted to J ames Galbraith, 
Executive director of your committee. 

As you know, tl1i s plan is an attempt to reinvigorate the pro­
ductive capacity of the United States. It does so i n part by dis ­
criminating between the tax rat es for prirnary or productive capital 
investment, meaning construction and moaerni zation of capital plant, 
secondary capital investment, which creates the market for primary 
investment, and unprodu~tiv~ investment. At the same time, it should 
help significantly to bring the budget into balance. 

Thi s plan, which I will describe in some detail shortly, was 
presented in an e~rly form to Senator Percy and to the Ways and 
Means Committee. It elicited a careful and thorough re p l y from 
Senator Percy, which is enclosed. Extens i ve discussions with co l­
leagues, as well as with Bruce Davie, Economist for the Ways and 
Means Committee, revealed a number of obvious and hidden f laws in 
the original plan. I shall refer to them in t h e present report with 
a ttribution. 

The plan was conceived in J anu ary , 1981, as the Reagan tax pro­
posals were taking s hape . It was clear to me then tha t very little 
of the tax advantage given to th e wealthy would nece ssarily be in­
ve sted productively. The correspondenc e •~ith Se nator Pe rcy indicat­
ed his disagreement; he favored lower capital gains taxes across the 
board. Setting f ort h his reasons, he emphasized the recent study by 
Oscar Pollack of the investment firm of Ingalls and Sn yder which 
showed that the capital gains tax (CGT) reduction of 1978 produced 
a major lift in the stock market, increased disbursements to venture 
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funds, and most importantly, produced a reflow to the treasury re­
sulting from increased business activity that not only made up for 
the tax shortfall, but actually produced a small net gain. 

On examining the in-depth justifications put forth in dafense 
of the Reagan Economic Recovery Program, I could find only two major 
credible studies: The Pollack study mentioned above, and another 
which showed that every major surge in capital investment in the 
last century has been preceded by a tax reduction that presumably 
acted as its stimulus. 

I believe that both of these studies are valid and significant, 
but that they cannot be used as a credible defense of present Admin­
istration policy. My proposal is put forward as a coordinated set 
of supply-side policy instruments which I believe are better tuned 
to present realities. 

It is not just "supply-siders 11 who are ala:::'med at the present 
15.5% ratio of investment to domestic GNP. The belief is almost 
universal among economists of every political stripe that a 3% in­
crease, to 18.5%, is the minimum necessary to reinvigorate our econ­
omy to the point where it is efficient and competetive. The under­
investment expressed by this ratio has been with us since the Viet 
Nam war. Takeovers and importing have replaced capital construction 
and domestic manafacturing in many of our industries. 

The present environment is, I believe, profoundly unconducive 
to large-scale productive investment. The dilemma we are in can in 
part be visualized by reference to a "trade-off cu:::ove 11 which nov.r 
appears to exist between interest rat e s and the r a te of inflation. 
The idea is shown in rough form in the figure below . 

Inflation rate 

Interest rate composite 

Figure 1. a and b are the 11 b es t points 11 on A and 3 . 
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In figure 1, A represents an economy with acceptable deficits, 
healthy productivity and a competitive capital plant; B represents 
an economy with unacceptable deficits, mediocre productivity and an 
aging capital plant. 

Formerly, the economy tended to show a trade-off between in­
flation and unemployment. The figure was called the "Phillips curve." 
Milton Friedman has argued forcefully that a sufficiently inflated 
economy would not remain on a single Phillips curve; the uncertain­
ties induced by inflation would curb investment and would cause the 
economy to track a worse curve: The curve looking like "A" would 
soon look more like "B". 

I believe that a similar set of curves now exist for inflation 
vs. interest rates, and that three main factors determine which curve 
one is on: The federal deficit, the strength of the industrial base, 
and the underlying inflation rate. At the present time, we are quite 
possibly on a curve much more like B than like A. 

It would appears that the federal deficit may recently have be­
come the primary controlling factor. This was not always so; indeed, 
a central tenet of monetarist theory holds that deficits in themselves 
do not automatically produce either inflation or sharply higher inter­
est rates. However, in the past, the un

1
derlying inflation rate was 

much lower, so that partially monetizing the debt could be done from 
time to time without ruinous effect. The other side of the coin is 
that when the prime rate was much lower, federal borrowing co~ld be 
more easily accomodated; even when it_ competed with industrial and 
private capital markets, the resultant increase in borrowing rates was 
more of a nuisance than a real deterrent to investment as it has lately 
become. 

This, however, is now history. At present, the inflation rate 
is severe enough so that even a small exacerbation produces flight 
of investment capital into gold, real estate, foreign currencies, 
mergers, etc. At the same time, the interest rates are high enough 
so tha t each exacerbation produces massive postponement of capital 
spending and the shifting of more money into money markets. In addition, 
it has the insidious effect of producing more roll-over borrowing by 
the government, since the interest paid itself becomes a not inconsid­
erable component of the short - term debt. 

Wha t makes the situation different today, then, is that without 
inducing a s e rious recession, there appears to be no combination of 
financing and/or borrowing to cover large deficitsthat will maintain 
both the inflation rate and the interes t rates a t levels compatibl e 
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with large-scale primary investment. That is grim message imparted 
by curve B. Even attempts to "fine-tune" so that the nbest" point 
b is achieved are insufficient. In contrast, a large range of points 
around point a are acceptable on curve A. 

According to this theory, the federal deficit in good times 
need not seriously injure the economy, but in bad times it can become 
(and, I believe, has become) the key to whether the trade-off between 
inflation and interest rates will be acceptable or not. 

This theory means that to force the curve into more accept-
able terrain, i.e., to make it more resemble curve A, the two chief 
policy options are reducing the federal deficit and weakening the 
productive base, that i~ inducing a recession. If the deficit is as 
strong a controlling factor as I suspect it is, it means that in the 
absense of reduced deficit~, it will take a severe recession to ro­
duce only a moderate s1ift of the curve toward A. If a severe reces­
sion is induced, it will become yet another reason why necessary in­
vestment is further delayed. By that time, Japanese penetration into 
critical American industries--semiconductor products in particular-­
may become so intense that recovery of these industries is out of the 
question. 

This is why reduction of the deficit (and thereby of interest 
rates) is the key first step. However, even after this begins to take 
effect, it is unlikely that merely putting more money into the hands 
of wealthy potential investors will result in $60 billion in 
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new productive investment per year. In former times, productive 
investment was the main lure for capital. Today it is not . That 
is why a well - targeted source of $60 billion per year must be 
identified and provided an incentive as a matter of national policy. 

I believe that the only source larGe enough and safe encugh 
for productive investment of this magnitude is the huge pool of 
money now chasing nonproductive profit. 

In these terms, the near-irrelevancy of studies that show 
(correctly) that times of high investment have been historically 
preceded by tax ~eduction should be clear: They do not predict 
that investment will result from the current round or-Tax reductions. 

With regard to the Pollack study, the accompanying chart 
(figure 2) taken from the Venture Capital Jo1.lrnal is instructive. 
Venture capital ;~as already sharply rising in 1976-78, but was 
certainly given a boost by th? CGT reduction of 1978. Stock market 
volume increased too, generating massive inflow to the t reasury . 
However, very large drops in the stock market, which have occurred 
four times since 1978, have erased most gains. New capital raised 
throllgh initialstock offerings showed percentage gains comparable 
to those of figure 2, rising from $153 million in 19 77 to $250 mil­
lion in 1978 and then to $506 million in 1979*. These too , however, 
were also sharply on the rise before 1978. 

The trouble with overapplying the Pollack s tudy is severalfold. 
First , the mere fact of inc reased economic activity--even that 
sufficient to generate a compensatory reflo;~ to the treasury- - is 
not necessarily the evidence of productive inve s tment. Secondly, 
the evidence provided that productive i nvestment indeed took place 
centers on venture capital and new stock offerings, both of which 
are characteristic of hig hly leve1'aged, " go - go " businesses, such as 
oil d ri lling o r hi5h technology. Thirdly , the sum of the two , for 
1979, was only $1.5 billion--vastly less than the $60 billio11 or so 
that represents the 3% of the domestic GNP needed for reindustrial ­
ization. 

* Letter from Senator Charles Percy to Se nator Rus s ell Long, 
August 12, 1980 . 
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TAKING A 
FLYER 

Venture 
capital 
invested 

In mdl1ons ot dollars 1.21JO 

Figure 2. 

There is a school of thought that argues that perhaps the case 
for reindustrialization is overstated . Thi s school holds that 
11 smokestacktt industries have had their day; that America should now 
concentrate on exotic technologies. According to this view, Japan 
is somehow a more ''natural" habitat for the steel industry than 
Ohio . 

Should such a manafacturing exodus take place, there would re ­
sult, according to Felix Rohatyn , a vast belt of near-poverty 
stretching from the Northeast to the Midwest. Emma Rothschild, in 
a series of brilliant articles on the Americ a n Labor Economy in the 
New York Review has shown conclusively that the reason for the un­
employment rate not being lower than it is is that a very large 
number of American now work at very poor jobs~ for instance in the 
food trades or in sales positions . Th i s trend would surely be ac­
celerated if the remaining industries in the Northeast-Midwest 
" crescent " were to disappear. Rohatyn has perceptively observed 
that America cannot tolerate, morally or economically, being reduced 
to a purveyor and ~ervicer of goods produced elsewhere. Beside 
this, such a development would further increa·se the hemmorhaging 
of American capital abroad. 

My proposal begins with a sharp distinction between three types 
of investment : 
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( a) "Pr i mary ," ~uctive investment--in capital plant or moderni ­
zation . 

( b) " Secondary" investment--in markets whose strength directly 
affects and supports primary markets , chiefly the stock market . 

( c) Unoroductive investoent -- investoents in hedge markets, art, 
real estate (with the exception of a personal domecile ) , land , 
and a l l types of foreign investments . 

I propose that the tax rates be made to ref l ect this difference. 
For instance , whereas under the present codes, the largest l8ng- term 
rates for a l l of these are at most 20%, the new maximum rates would 
be , perhaps, resp. 15%, 28%, and 50%. Sales of personal homes and 
certain kinds of personal property would continue to be shie l ded . 

I will come shortly to the question of primary securities that 
bear interest and show how these too can be treated so as to produce 
an emphasis on primary investment. For the mom~nt, however, let me 
focus on securities in which capital gains are the main attraction. 

My proposal be g ins with the observation that capital in large 
amounts from external sources usually r equires a oajor market cffer­
ing in which stocks, bonds , or debentures are sold. This invariably 
requires the fi l ing of a prospectus with the SEC, at which time the 
prospectus is subject to careful scrutiny. 

Now suppose there were a new, "special," very l ow tax rate 
applicab l e to new offerings, provided such offerings were entirely 
for the purpose of real investment. Suppose, for the sake of illus ­
tration, that this special tax rat e were 10%, and that the 11 normal 11 

CGT rates were substantially highe r . 

Of course, few public offerings are purely for primary invest­
ment; more typically, some fraction is for land acquisition, debt 
retirement , etc . The fraction of each offering earmarked for primary 
investment purposes, as opposed to gene ral purposes, woul d be care­
fully spelled out in the prospectus, and the tax rate computed accord­
ingly. The computation would be subject to approval by the SEC or 
some other branch of the Treasury Depar tment; presumably t he work in­
volved in this approval would be a very minor component of the over­
all prospectus review. 

Suppose, for instance, that an offering called for 70% to be 
spent on primary investment and 30% for general purposes. Then 70 % 
of the amount put up by the investor would be taxed at the special 
10% rate , and the other at the normal CGT rate . 
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Spec i al gains would be r eal i zed by the purchase? of t he n ew l y ­
offered securit i es at the t i me of the i r sale . Such spec i al gains 
could be claimed on a o ne - time- only basis ; that is , any subsequent 
purchase~ would realize o n ly normal CGTRs sin ce , in the frame of 
reference of this scheme, his gains v1ould onl y be "specul<?.tive". 
This scheme would be very easy to pol i ce , since tax returns claim­
ing the special tax rate would have to be accompanied by a certifi­
cate issued at the time of the original offering . I t certainly 
would be no more complex than the procedures used now far any numher 
of tax shelter schemes. 

In all cases, the spec i al rate(s) would apply only to the 
original purchaser and such heirs as might inherit the securities . 

Mr . Bruce Davie , of the House Ways and Means Committee , has 
pointed out that even with these changes in place, the existence of 
high interest rates would still act as an overwhelming deterrent . 
This is a powerful argument . Let me now indicate how it can be met . 

I f I may indulge for a moment, I would like to offer my theory 
on why interest rates are so high, since this is germane to the 
whole plan . I believe the overwhelming reason is that large government 
borrowing not only crowds out competition , but creates significant 
and growing unsatisfied demand for borrowed cash at just below the 
rate paid by the treasury . For the treasury to borrow the enormous 
sums it requires , it must borrow above the pent-up demand . However , 
the borrowing is so large that it effectively shuts out the pent - up 
demand and thus causes it to enlarge, even in a somewhat sluggish 
economy . 

If this theory holds , then the first step is to raise tax re­
ceipts to a level at which federal borrowing will be greatly reduced. 
This is exactly what is now proposed by Lester Thurm\' , who proposes 
a Value Added Tax (VAT) . A smaller VAT coupled with the plan I am 
proposing might also be able to achieve the same effect . As interest 
rates fell, interest would be refocused on primary investment, be­
cause of the tax differential . At. the same time , no new money would 
be injected into the e conomy , so that from a monetarist ' s point of 
view, inflation would not result . The health of the secondary market 
would be assured by its relative protection . 

This proposal still leaves open the v e xing question of how 
interest - bearing securities such as bonds, d ebentures , and preferr e d 
stocks could be handled so that primary inve s tment would again be 
stimulated . Large companies often prefer issuing these to wateri.ng 
their common stock) and they are perha~s the chief instrument cf 
massive long- range external corporate finance . 

One suggestion often made is simply to tax the interes t paid 

* or his heirs 
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on securities bought on primary offerings at a very low rate, as 
long as tnese securities are retained by their original purchaser 
or his heirs. This idea, which is superficially similar to a 
Japanese scheme in which interest paid on less than a certain amount 
of savings is tax-exempt, has two interrelated defects that were 
pointed out to me by a staff member of the Ways and Means Committee. 
The first is that it would invite a sea~ stemming from th~ fact that 
interest payments are ded~ctible from income in the United States 
but not in Japan. The scam consists of borrowing money to pay for 
such securities, then taking advantage of the fact that the effective 
interest rate (tax consideration included) may well be less for the 
money borrowed tha n for the securities purchased. The government 
would in effect become a party to the scam. 

The second defect is that if the tax rat e on interest received 
is low enough, such securities would conflict directly with municipal 
bonds and other public tax-free instrume nts , depriving local govern­
ments of much-needed capital for public works. 

The second defect can be partially remedied by making a moderate­
ly high percentage (say, 40%) of the lnteress s ubj e ct to taxes. 
Another , probably more powerful idea is to encour~ge the issuance of 
conve rtible bonds, debentures, or perferred stock, allowing them to 
be taxed at the time of sale on the same basis as stocks obtained in 
primary offerings (as explained above) but sub jecting some percentage 
of the interest paid (say, 30%) to immunity from taxation . These 
securities would pose considerably le ss threat to the munic i pal bond 
market, y e t would offer a doubl e tax incentive. 

The first defect, surprisingly, appears to have a technical 
remedy, avoiding the scam mentioned above. Suppose the investor has 
received annual interes t; suppose the par t qualifying in principle 
for immunity is S dollars and the r e st is I dollars . Suppose h e 
has paid P dollars on al l transactions exceDt loans on homes of his 
personal re s idence or personal property. Then spec i a l treatment will 
be accorded only to that portion of S which, when added to I , ex­
ceeds P. 

The essential idea of this computation i s that it would b e only 
orig ina l, not borrowe d cash which, when invested in pr imary interest­
bearing securities, would qualify fo r special treatment on interest 
received. 

Having now given the technical basis for my p r oposal, I would 
like to Qake several re~arks of a mora l and political nature . 

1. It is now proposed that benefits need to b e r emoved from e . g ., 
school lunch pro grams because t he capital is urgent ly needed 
for " s upply side" purpose s . I have a r gued tha t the capital i s 
available eleswhere . Even if it wer e not , and one granted the 
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proposition, it would still be an ethical necessity that the 
transfer be done with the most efficient possible transfer of 
eapital . Put another way: It is one th~ng to re mov e a do~lar 
from a social program and to guarantee its use for rebuilding 
the country's industrial b~se. It is qui~e another thing to 
transfer this dollar to a third party with the expectation or 
"hope" that part of it will be used for its intended purpose . 
The second way cheats the poor and hardly qualifies as "supply 
s ide 11 in any serious way. Yet this is the effect of the pre­
sent tax scheme. 

2. Reducing capital gains taxes across ttie board is similarly in­
efficient , because it fails to discriminate between productive, 
secondary, and unproductive investment, and even rewards some 
forms of investments which many wou~a view as socially counter­
productive, notably real estate speculation. 

3. The not ion that increasing the level of sa v:i.ngs will automu ti­
cally result in massive productive investment is also largely 
fall2.cious. It may do so under certain conditions. Hor,'lever, 
the financial choices available to banks an J savings institu­
tions are similar to those available to individuals . If T­
bills are rationally preferred by individu2 ls , then they will 
be preferred by banks and institut ions. ~enc ~, in the present 
climate it is possible to have adequate savings yet still have 
stagnation of the "supply side". 

4. An additional virtue of my proposal i s that the r e would be much 
less delay in its effect than unde r the current scheme. De­
ficits would not have t o be created in the hope that they would 
eventually pl"oduce a business surge (a bu::-;in .. :::;s slump is more 
likely, in my opinion, because of t~e r e sultant h igh interest 
rates). If, in addition to enactment of my proposal , a rescis ­
sion of excessive tax cuts could be obtained , a n d also a 3% VAT 
together with a $5 tax per barre l on i mpor t ed o il, it is entire­
ly po8sible that the budget could be b a l anced immedia tely. The 
immediate effect would be to r educe interest rates to moderate 
levels. The bias toward productive i nvestme nt contained in my 
proposal would then beg in to take ef feet , a.rid t he country might 
well be on the road within a few years to a reinvigorated capita l 
plant without any inflationary side- effects. 

GlGvJ/ ed 

It has been my pleasure to be of service to ~he con@ittee. 

Yours very si ncere l y , 

df""" I\ . ii\ ""'' '-'-"~ 
Glenn K. Manacher 
Associate Profe ssor 
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I wish to add some remarks of a summary nature to my letter of 
October 1. 

First, it now appears that several members of the President's 
Council of Economic Advisors do not believe that the recently enacted 
tax cuts will have any significant effect on investment.* This may, 
and probably does, include Mr. David Stockman, who has stated private­
ly that the primary purpose of these tax cuts was to restrain Congres­
sional spending. 

Second, it is clear that the Japanese technique for market penetra­
tion is to make capital available directly for long-range investment 
in industries whose modernization appears worthwhile. This is done 
mainly by making loans available at artificially low interest rates. 
Such loans are really a subsidy. 

My plan can be looked at as a way to make comparable investment 
available to American businesses. 

Third, according to Felix Rohatyn, massive outflow of American 
capital, chiefly for energy, will soon result in OPEC' s having enough 
cash to buy out half the companies on the New York stock exchange. 
Failure to modernize now may make it almost impossible later witliout 
giving up domestic ownership. 

Fourth, and perhaps most importantly, the grim prospects for 
control of population, management of resources, and even global stabili­
ty envisaged by the encyclopedic report "Global 2000: Report to the 
President" must and will interact with the American economic engine. 
No one knows precisely when, or with what sequence of effects. The time 
scale, again, is on the short side: on the order of twenty years. This 
fact alone indicates how urgent a task it is for our government to 
create a focussed and credible policy for ensuring massive capital in­
vestment. The alternative policy of redistribution of wealth to the 
rich and inert expectation of a fallout miracle betrays a torpor sur­
prising in an administration that claims to embrace an activist censer-

* Private communication from Mr. Ben Weberman of Forbes magazine. 
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vative philosophy. 

Fifth, it is clear that most primary capital investment pays 
off only after a five to ten year delay (the Japanese use ten 
years as a benchmark). Therefore the Reagan Administration's 
counting on a reflow from the recent tax cut to help balance the 
1984 budget is utterly unrealistic. Such a reflow -- if it occurs 
at all -- will come not from primary investment, but rather from 
increased churning of secondary and unproductive markets, quite 
likely at the expense of the primary investments the tax cut was 
supposed to stimulate. 

James Chace has identified solvency as the key to our vitality 
as a nation. Since the beginning of the Viet Nam war, our solvency 
has been eroding. I hope that my report will be of help in revers­
ing the drift. 

GKM/ct 

Yours very sincerely, 

c~("rn~~~ 
Glenn K. Manacher 
Associate Professor . 


