
461 167
ECONOMIC ANALYSIS AND THE
EFFICIENCY OF GOVERNMENT

HEARINGS
BEFORE THE

SUBCOMMITTEE ON ECONOMY IN GOVERNMENT
OF THIS

JOINT ECONOMIC COMMITTEE
CONGRESS OF THE UNITED STATES

NINETY-FIRST CONGRESS

FIRST SESSION

PART 1

AUGUST 12; SEPTEMBER 16 AND 19, 1969

Printed for the use of the Joint Economic Committee

Y33 3 3Vlv"~w lvoqc rrc

sk 4OPP'E

U.S. GOVERNMENT PRINTING OFFICE

36125 0 WASHINGTON: 1970

For sale by the 8uperlntendent of Documents, U.S. Government Printing Office
Washington, D.C. 202 - Price $1.00



JOINT ECONOMIC COMMITTEE

[Created pursuant to sec. 5(a) of Public Law 304, 79th Cong]

WRIGHT PATMAN, Texas, Chafrman
WILLIAM PROXMIRE, Wisconsin, Vice Chairman

HOUSE OF REPRESENTATIVES

RICHARD BOLLING, Missouri
HALE BOGGS, Louisiana
HENRY S. REUSS, Wisconsin
MARTHA W. GRIFFITHS, Michigan
WILLIAM S. MOORHEAD, Pennsylvania
WILLIAM B. WIDNALL, New Jersey
W. E. BROCK 3D, Tennessee
BARBER B. CONABLE, JR., New York
CLARENCE J. BROWN, Ohio

SENATE

JOHN SPARKMAN, Alabamn
J. W. FULBRIGHT, Arkansas
HERMAN E. TALMADGE, Georgia
STUART SYMINGTON, Missouri
ABRAHAM RIBICOFF, Connecticut
JACOB K. JAVITS, New York
JACK MILLER, Iowa
LEN B. JORDAN, Idaho
CHARLES H. PERCY, Illinois

JOHN R. STARK, Executive Director
JAMES W. KNOWLES, Director of Research

ECONOMISTS

ROBERT H. EAVEMAN JOHN R. KARLIK RncHARD F. KAUFMAN

FRAZIER KELLOGO LOUGHLIN F. MCHUGH

Minority: DOUGL4S C. FRECHTLINO GEORGE D. KRUMBHAAR

SUBOMMITTEE ON ECoNoMY IN GovERNMENT

WILLIAM PROXMIRE, Wisconsin, Chairman

SENATE HOUSE OF REPRESENTATIVES

JOHEN SPARKMAN, Alabama WRIGHT PATMAN, Texas
STUART SYMINGTON, Missouri MARTHA W. GRIFFITHS, Michigan
LEN B. JORDAN, Idaho WILLIAM S. MOORHEAD, Pennsylvania
CHARLES H. PERCY. Illinois BARBER B. CONABLE, JR., New York

CLARENCE J. BROWN, Ohio

(H)

0, pt, I "-1
J t'W



CONTENTS

WITNESSES AND STATEMENTS

TUESDAY, AUGUST 12, 1969
Page

Proxmire, Hon. William, chairman of the Subcommittee on Economy in
Government: Opening remarks -1

Anthony, Robert N., Ross Graham Walker professor of management con-
trol, Harvard Business School- 3

Nielsen, Thomas H., U.S. Financial Corp- 6

TUESDAY, SEPTEMBER 16, 1969
Johnson Nicholas Commissioner, Federal Communications Commission -- .58
Surrey, Stanley, Harvard Law School -82

FRIDAY, SEPTEMBER 19, 1969
Zwick, Charles J., president, Southeast Bancorporation, Miami, Fla -163
White, Lee C., a partner in the law firm of Semer, White & Jacobsen --- 186

SUBMISSIONS
Anthony, Robert N.:

Response to chairman Proxmire's query relative to Mr. Moot's ac-
complishments in the area of better control systems in the perform-
anc& measurement area -43

List of actions adding up to $3 billion by Project 683 in an effort to
reduce expenditures in fiscal year 1968 -51

Conable, Hon. Barber B., Jr.:
Letters sent out to former Defense Department officials inviting

them to appear and their respective responses -1 3
Article: "Defense Profits: The Hidden Issues," by Allan T. Demaree,

reprinted from Fortune magazine, August, 1 1969 -15
Johnson, Nicholas:

Response to additional questions of Chairman Proxmire -78
Proxmire, Hon. William:

CODSIA statement on cost/schedule control systems criteria and the
letter accompanying it to Assistant Secretary of Defense Barry
Shillito from a number of persons responsible - 35

A bill to amend the Communications Act of 1934 to establish orderly
procedures for the consideration of applications for renewal of
broadcast licenses (S. 2004, 91st Cong., first sess.) -71

Surrey, Stanley:
Documents supplementing testimony:

Excerpt from fiscal 1968 Report of the Secretary of the Treasury. 92
Excerpt from statement of Secretary of the Treasury Barr before

the Joint Economic Committee hearings on the 1969 Economic
Report of the President, January 17, 1969, part 1, Pages 11-44. 111

White, Lee C.:
Prepared statement -- 190
Response to Chairman Proxmire's query relative to a detailed state-

ment of user charges the FPC has received in recent years, together
with a summary of proposals that have been under consideration_ 202Zwick, Charles J.:

Prepared statement -168

(m)



ECONOMIC ANALYSIS AND THE EFFICIENCY
OF GOVERNMENT

TUESDAY, AUGUST 12, 1969

CONGRESS OF THE UNITED STATES,
SUBCOMMITrEE ON ECONOMY IN GOVERNMENT

OF THE JOINT ECONOMIC COMMrTrsEE,
Washington, D.C.

The Subcommittee on Economy in Government met, pursuant to
notice, at 10 a.m., in room 318, Old Senate Office Building, Hon. Wil-
liam Proxmire (chairman of the subcommittee) presiding.

Present: Senator Proxmire and Representative Conable.
Also present: John R. Stark, executive director, and Loughlin F.

McHugh, economist.
Chairman PRoxx[IRE. The subcommittee will come to order.
Today's session marks the opening of a series of hearings by the

Subcomittee on Economy in Government on "Economic Analysis and
the Efficiency of Government." These hearings represents a logical
continuation of the longrun efforts of this subcommittee to pinpoint
areas of waste and inefficiency in Federal Government policy and to
focus attention on the potential contributions of improved budgetary
procedures and policy analysis in attaining efficiency in Government.

In recent hearings before this subcomittee on the application of
planning-programing-budgeting techniques, we have learned of enor-
mous resource misallocation resulting from a decisionmaking process
which neglected to carefully consider the benefits and costs of deci-
sions. In our military budget hearings,' we encountered major instances
of waste because of program mismanagement and an attitude problem
in which cost control and cost consciousness were viewed by program
managers as a form of disease. We have learned that many instances
of misguided policy are due to the failure of Federal Government
decisionmaikers to build into programs incentives for desirable be-
havior or to pay sufficient attention to the relationship of costs to per-
formance. Because of these instances of inefficiency, vast amounts of

*national resources are being misallocated and huge subsidies are
granted to private interest groups.

In this set of hearings, we will undertake a comprehensive look at
the efficiency of Federal economic policy. We will hear a number of
case studies describing Federal policy which has encouraged waste
and resource misallocation and through these case studies, we will put
the spotlight on those problem areas requiring the attention of both

IThe Military Budget and National Economic Priorities hearin s, Subcommittee onEconomy In Government of the Joint Economic Committee U.S. Congress. June 1969.
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the executive branch and the Congress. The areas which will be sur-
veyed will include both spending and regulatory policy. We will in-
quire into the resource allocation effects of maritime subsidies, Federal
airports and airline policy, water resource and pollution control ex-
penditures, and programs in urban development and medical care

Because both tax expenditures and rulemaking activities have sub-
stantial influence on the allocation of the Nation's resources, we will
also hear testimony on these matters.

It is hoped that, because of these hearings, public attention will be
focused on those sectors of public policy which require increased
scrutiny and evaluation by both executive decisionmakers and the
Congress. Improved policy will result only if far greater attention is
paid to the costs and benefits of alternative means of attaining social
objectives. Through the public airing of clear cases of Federal policy
which fosters waste and resource misallocation, improved policy based
on careful analysis and planning can be attained.

It should be emphasized that, in this period of budget stringency
caused by Vietnam expenditures, efforts to ferret out and eliminate
wasteful public expenditures is of the utmost importance. The Con-
gress is missing a golden opportunity if it fails to use the current
concern for expenditure reduction to eliminate wasteful and inef-
ficient programs. It is in times like these that economic analysis
focusing on benefits and costs can be of great service in improving
the efficiency and responsiveness of Government. The growing tax-
payers' revolt is based upon public distaste for the inefficient pro-
grams to which tax money is being devoted, the huge subsidies granted
to many whose claim for subsidy is not particularly meritorious, and
the lack of meaningful national priorities to guide budget allocation.

In this morning's session, we will hear the testimony of two former
officials in the Defense Department. Both of these witnesses have had
long experience in the development and management of Defense De-
partment programs. Both will be able to suggest a number of ways
of improving the efficiency of procurement and expenditure policy in
that agency. At the conclusion of this subcommittee's hearings on the
military budget and national economic priorities, a number of mem-
bers of this subcommittee-one of whom is Congressman Conaible, a
very able member, who is here this morning-felt that we should hear
from Defense Department officials of prior administrations. In a sense,
then, this hearing represents unfinished business of the military budget
and national economic priorities hearings.2 On the other hand, based
on the evidence in those hearings, there is no better way to initiate a
study of resource misallocation and inefficiency in Government than
to focus on problems of management and control in the Defense De-
partment.

We welcome today Dr. Robert Anthony, Ross Graham Walker Pro-
fessor of Management Control of the Harvard Business School, and
Thomas H. Nielsen of U.S. Financial Corp. Dr. Anthony is former
Assistant Secretary of Defense, Comptroller. Mr. Nielsen is former
Assistant Secretary of the Air Force for Financial Management.

2 "The Military Budget and National Economic Priorities." hearings, Subcommittee on
Economy in Government, Joint Economic Committee. U.S. Congress, June 1969.
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I want to say that Dr. Anthony received his A.B. degree from Colby
College and his masters and Ph. D. degree from Harvard University.
He has been on the faculty of the Harvard Business School since 1940,
with intermittent periods of Government service.

I think Dr. Anthony, you were a classmate of mine at Harvard
Business School. We both graduated in 1940.

He is a member of several professional accounting associations and is
the author of a number of important works dealing with management
control and accounting, principles of financial management, and plan-
ning control systems.

Mr. Nielsen graduated from the University of Washington and the
Graduate School of Business at Stanford University. As he notes in his
statement, he has served with various companies as treasurer, comp-
troller, and business manager. In 1965, he became the president of Cali-
fornia Land Co., where he directed the building of a new community in
southern California.

Dr. Anthony, you may begin.

STATEMENT OF ROBERT N. ANTHONY, ROSS GRAHAM WALKER
PROFESSOR OF MANAGEMENT CONTROL, HARVARD BUSINESS
SCHOOL

Mr. ANTHONY. Mr. Chairman and members of the subcommittee,
the committee has performed a significant public service in bringing
to light instances that indicate weakness in the present management
process in the Department of Defense. I assume that your basic interest
is not in these incidents in and of themselves, but rather in ways of im-
proving the process so as to reduce their recurrence-I say "reduce"
rather than "prevent" because it would be unrealistic to suppose that
waste and inefficiency can be entirely prevented in any organization,
let alone in Defense which is one of the largest and most complicated
organizations in the world.

Discussion of all the topics listed in your invitation would obviously
take much more time than is available. I shall, therefore, limit this
statement to a brief summary of some suggestions in two areas: (1)
management of internal operations and, (2) the acquisition of major
weapons systems.

INTERNAL MANAGEMENT

OCver the past several years, significant improvements have been
made in the planning and control process. The Honorable Robert C.
Moot, my successor as Assistant Secretary of Defense, Comptroller,
described these new techniques in his statement of June 6 to the
subcommittee.

The subcommittee has heard criticisms of the techniques that are
variously labeled "systems analysis" and "cost-benefit analysis." Al-
though there, of course, can be differences of judgment on the analysis
of a specific problem, the techniques have generally led to better deci-
sions, particularly decisions relating to the procurement of proposed
new weapons systems, and such decisions are of great importance in
the task of promoting economy. Improved procurement practices can
perhaps save several cents on the dollar, whereas a decision against
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procuring an unneeded weapons system at all saves 100 cents on the
dollar.

The critics tend to be self-serving. If the analysts demonstrate that
nuclear-powered carrier escorts are not a worthwhile investment, then
the proponents of nuclear-powered carriers escorts are naturally un-
happy, and one way of expressing this unhappiness is to depreciate the
world of the systems analysts.

It is, of course, easy to find specific instances in which the analysts
made questionable recommendations; they are human beings dealing
with extremely complex problems, and human beings are not perfect.
But by and large, I believe that the introduction of these new analyti-
cal techniques is one of the most significant innovations in recent years.

A second recent development is the new systems for measuring the
operating costs of Defense installations and activities, called Project
PRIME. A manager can't control costs unless he knows what the costs
are, yet until last year less than half the direct costs of operating a
typical Defense installation showed up in the accounting records.
Project PRIME, when it is fully implemented, will collect substan-
tially all the operating costs, and this information will be a powerful
tool to managers at all levels.

Installation of the new system began on July 1, 1968, and reliable
costs are just now starting to be reported. It will be another year be-
fore good comparative data are available, and several more years be-
fore all aspects of the system are implemented and managers learn how
to get the greatest 'benefit from it. Your support of this effort, par-
ticularly during the current transition period, would be most helpful.

WEAPONS SysTEms AcQuisITioNs

In the acquisitions area, I shall limit myself to eight comments, one
negative and seven positive.

To take the negative one first, I record my doubts about the prac-
ticality of increasing the proportion of fixed-price contracts. The cost
of a new house, a new office building, or a new automobile model can
be closely estimated in advance because the new article is similar to
articles that have been produced before and whose cost is known. By
contrast, most new weapons systems differ in significant respects from
anything that has been produced before, and it is accordingly impos-
sible to estimate accurately their cost in advance. Unless both the
Government and the contractor are confident of the accuracy of cost
estimates, there is no reasonable basis for a fixed-price contract. Thus,
it seems to me that relatively few contracts for major new weapons
systems can be of the fixed-price type, and that the major direction
for improving the contracting process is in improving the techniques
of cost-type contracting.

Some improvements -that I think should be pursued are as follows:
1. Recognition of capital employed.-In most contracts, profit is

calculated as essentially a percentage of estimated cost. Thus, if costs
are estimated to be $10 million, the allowed profit is likely to be about
10 percent of $10 million, or $1 million. Little or no recognition is
given to the capital employed by the contractor; that is, the profit is
likely to be $1 million whether the contractor uses $2 million of his
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own capital or whether he uses $5 million, although in the former
case he makes 50 percent return on his investment and in the latter case
he makes 20 percent. Since return on investment is the best single
measure of corporate performance, there is little economic justifica-
tion for these differences in return. The practice of figuring profit
as a percentage of cost is the principal reason for the high rates of
return on certain specific contracts that have been cited to your
subcommittee.

People used to argue that a system for basing at least part of the
profit on capital employed would be too complicated to be practical.
Within the last few years, however, practical methods of doing this
have been worked out and thoroughly tested. In my opinion, this
approach to calculating profit should be adopted immediately. Not
only is it more equitable, but it would also tend to mitigate certain un-
economic practices that are encouraged by the present method, pri-
marily the tendency to lease assets that should be purchased, to use
Government-owned assets rather than corporate-owned assets, and to
pay inadequate attention to inventory levels.

2. Overhead contracts.-The allowance for overhead costs on a con-
tract is customarily figured as a percentage of direct costs. It would
be preferable, in my opinion,oto negotiate a separate contract for
the overhead costs of a contractor, or division of a contractor, that
works exclusively or primarily on Government work. Such a contract
would lessen the present tendency to increase direct costs in order
to earn an additional allowance via the overhead rate. More im-
portantly, it would tend to focus attention on the dollar amount of
overhead costs, which is obscured by the use of overhead rates. The
contract could, where appropriate, specify a fixed dollar amount per
month plus a variable portion to reflect variations in overhead cost, if
any, that are a function of the level of activity.

In order to carry out this suggestion, it would be necessary to draw
a sharp line between overhead costs and direct costs; otherwise costs
would tend to migrate from one category to the other. This poses a
substantial problem, but not an insurmountable one.

3. Prospective overhead contracts.-In some contracts, the overhead
rate is not calculated until after the event. Under these circumstances,
the contractor has no motivation to control overhead costs since he
is guaranteed reimbursement for whatever he spends, except in these
cases where the auditor discovers a specific item of cost that is un-
allowable. The amount to be paid for overhead, whether in the form
of a rate or in the form of a specific overhead contract, should or-
dinarily be set in advance of contract performance.

4. Better overhead analysis.-Although I cannot support this with
adequate data, it is my impression that overhead costs of some con-
tracts are higher than they need to be. The Government does not have
good tools for analyzing the proper level of overhead costs. In par-
ticular, it lacks good information on the average costs of performing
certain overhead functions-for example, personnel, accounting, pro-
duction control-in American companies. Although there are many
problems involved in collecting comparable costs of these functions,
they are not insurmountable problems, and I think it would be worth-
while to make a vigorous effort to solve them.
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5. Cost standards.-The Congress has already instructed the Comp-
troller General to investigate the feasibility of writing uniform cost
standards. I think this is an area of great promise.

6. Contract changes. Current procedures are inadequate for insuring
that the additional costs allowed in connection with contract changes
are only the costs associated with the approved change, and no more.
They should be tightened. Also, it would be interesting to investigate
the feasibility of permitting no profit allowance on such changes, unless
the change is the consequence of a demonstrable increase in perform-
ance specifications, for this would impose a strong penalty on under-
pricing; that is, on buying in. I am not yet convinced that this is prac-
ticable, however.

7. Perf oriance measutrement.-Although much improved in recent
years, the techniques used to measure and control contractor perform-
ance are still inadequate. They require mountains of paperwork, but
nevertheless they do not produce the information that is needed for
effective surveillance of the contract. In essence, the requirements of
a good control system are that it should compare actual work accom-
plished, actual time taken, and actual cost incurred, with the planned
amounts in each of these dimensions. The foundations for such a
system have been laid, and Mr. Moot and his organization are
vigorously at work seeing to it that better control systems are installed.
This effort should be encouraged.

No system, by itself, produces control. Control is exercised through
human beings. An effort of considerable magnitude is warranted to
educate personnel involved in the procurement process in how, to use
the new information when it becomes available. Also, the staffs avail-
able to analyze this information in the Office of the Secretary of
Defense and the offices of the secretaries of the military departments
are, in my judgment, too small. A modest increase would pay big
dividends.

CONCLUSION

None of the suggestions I have made above is new. My hope is that
they will be useful to the subcommittee in reaching conclusions as to
which of the many suggestions that have been made are worth sup-
porting. Improvement in the procurement process is more likely to
occur through the vigorous implementation of ideas being worked on
than through such radical changes as the elimination of cost-type
contracts, which I regard as completely unrealistic, or a Government
takeover of major defense contractors, which I regard as completely
naive.

Chairman PROXMIRE. Thank you, Dr. Anthony.
Mr. Nielsen?

STATEMENT OF THOMAS H. NIELSEN, U.S. I[NANCIA1 CORP.

Mr. NIELSEN. Mr. Chairman and members of the subcommittee,
when I was first asked to appear before this committee, I responded
that I would be in Washington only briefly while I picked up my
family, who are here with me today, and we began our move to Cali-
fornia. Fortunately, your hearings today have occurred during this
visit to Washington, and so I appear before you in an attempt to con-
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tribute to these hearings by offering my observations on the subject of
your inquiry, based on a short but exhilarating and frustrating experi-
ence as Assistant Secretary of the Air Force for Financial Man-
agement.

My purpose in describing my background, which you have sum-
marized, Mr. Chairman, is to illustrate that, prior to becoming As-
sistant Secretary in January of 1968, my experience and exposure to
the complex problems, which are of primary interest to you, consisted
of my prior Navy experience as an ensign in the Navy, an introduction
to business and government while attending Stanford University and,
what I suppose was an average citizen's interest in the affairs of
Washington for the past 10 years.

I like to think, then, that I started 2 years ago without too many
preconceived ideas about the military-industrial complex and the men
and women implementing our public programs.

Now, however, after a brief 11/2 years, I have some very definite
thoughts concerning this Government and the people who manage its
affairs. Today, I would like to discuss two areas which I believe may
be of most interest to this subcommittee.

The first area concerns. the incredibly difficult and complex task
which the Members of the Congress undertake annually to determine
the programs this country intends to pursue-the problem. of choosing
tomorrow's programs.

This second area concerns our ability to implement and execute the
chosen programs efficiently and effectively.

First, let me discuss the problem of choosing tomorrow's programs.
I cannot honestly tell you, after 11/2 years of working on budgets

and programs for the Air Force, whether the amount of national
resources devoted to national defense is too high, too low, or just
right. I can assert, however, that, in my judgment, for the past 8
years, the Defense Department has at least been asking the right ques-
tion. That is: How much is needed for one program more than it is
needed for another program? In addition, this question is being asked
within the context of a meaningful 5-year program. Now, with the new
administration, these questions of program level may be asked within
the context of some kind of economic constraint.

I heartily approve and strongly recommend this new step. If it is
implemented by the Department of Defense, additional light may be
shed on the risks associated with varying the level of resources allocated
to defense needs. In addition, I would hope that the Joint Chiefs of
Staff could become a more effective part of this resource allocation
process; for, although the Joint Chiefs in the past have submitted
a joint strategic objectives plan to the Secretary of Defense to begin
the planning and programing cycle, this list of requirements has
never been subjected to any kind of economic guidance or constraint.

When I left office, in June, the programing system was moving
in the direction I have mentioned, and, as I have stated, I strongly
support this kind of change.

But what of this planning and programing system beyond the
Department of Defense? Isn't it possible to establish a 5-year program
for the Government as a whole? Shouldn't you, the program deciders,
the Congress, receive such a plan with the annual budget message?
Is it realistic to confine your approvals to an annual budget?
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In my judgment, it is not.
A 5-year plan for the Government as a whole should be prepared

and submitted for the Congress annually. This plan should be prepared
on a program basis just as the 5-year defense plan of the Department
of Defense. It should include, as an example, within the, housing
program all efforts underway to solve our housing programs; HUD's
Operation Breakthrough; DOD's research housing, and many others.

At the present time, the overall Federal budget serves:
First; as an instrument for aggregating and displaying annually the

expenditure proposals of the executive branch as a basis for appropria-
tion decisions by the Congress; and

Second; as a control medium through which spending decisions are
administratively implemented and financial accountability assured.

As long as the decision structure can be readily translated into an
implementation structure by way of an appropriate crossover network,
there appears to be no compelling reason for a common budget structure
to serve each of these purposes.

There are, however, many reasons why a revised budget structure
should be used by the Congress as the basis for decisionmaking. A
primary reason is that the Congress, like the Department of Defense,
should, and does, to some extent, think in terms of programs.

In the past, too much attention has probably been paid to detailed
objects of expenditure, such as: maintenance costs, the location of
National Guard armories; aircraft fuel and oil and the location and
type of general officer's quarters.

The broader problem, however, and the most difficult job, is the job
of choosing between programs and program levels. The only real
question the Congress must answer annually is:

Should the Nation buy larger or. small programs: and
Are the last increments of existing programs worth the cost?
No one will ever provide definitive, quantitative answers to these

questions; yet we can, by revising our budget structure, improve its
effectiveness as an instrument for analysis, planning and decision-
making. A budget appropriately designed to meet the requirements of
a rational decision process will not, of course, automatically insure
the making of rational and sound decisions. It can, however, become
a powerful influence in that direction by identifying and illuminating
the significant alternatives.

If you direct your attention to the managerial potential of the
present budget-specifically its employment as an instrument for an-
alyzing, planning, deciding, controlling, and evaluating-its defects
become obvious. Because it is the product of a desire to insure finan-
cial responsibility within an executive department's structure that
evolved haphazardly through the vagaries of history and politics,
it is not alined with the requirements of a rational decision process.

Business managers learned long ago that they could not make re-
source decisions in an information vacuum. When a proposed new
venture is being appraised, managers demand a comprehensive and
detailed layout of all costs associated with the total commitment.
They demand forward projection of the cost stream in the most real-
istic feasible terms. Lacking this, they are helpless to compare alter-
native investments.

This kind of information should be available to the Congress and
should serve as a basis for making appropriate program decisions.
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The second area I wish to comment on concerns our ability to im-plement and execute the chosen programs efficiently and effectively.
In this coninection I am especially pleased to appear before this com-mittee today immediately following and with Dr. Robert Anthony
who I had the pleasure to work with during the first portion of m yassignment as Assistant Secretary. For, it was during Dr. Anthony sterm as Assistant Secretary of Defense Comptroller that significant
steps were taken to improve our abilities to manage our resourcesefficiently and effectively. Perhaps the most important of these stepswas the introduction of responsibility accounting throughout'the De-partment of Defense. With this major systems implementation jobnow complete, the new administration can place its em hasis on ed-ucating managers to use the information provided by t ese new sys-tems to manage more effectively.

In addition to this leadership in improving budgeting and account-ing for operations, Dr. Anthony strongly supported efforts begun bythe Air Force over 4 years ago to receive more accurate, timely andmeaningful information concerning the status of our major weaponacquisitions. These efforts, now broadly grouped under the projecttitle-SAIMS-were directed at obtaining from contractors timelyinformation reflecting development and production plans; data formeasuring progress against these plans in terms of technical,'schedule
and work performance; and data for measuring and controlling theneed for and flow of funds.

A most important element of the SAIMS effort, in my judgment,is the development of an effective performance measurement system.
Air Force efforts to develop such a system, since the department ofMr. Ronald Fox, now Assistant Secretary of the Army, were, up tothe time of my departure, led by Mr. A. E. Fitzgerald.

Inherent to this effort has been the development of a basic criteriawhich describes the minimum requirements a contractor's cost scheduleand control system must meet. Although a DOD criteria was issuedin late 1967, it is imperative that an effective guide for performance
measurement be issued to explain: First, the intent of the criteria.

Second, to establish specific guidelines for evaluating contractor's
systems, and, third, to provide guidance to each service for conducting
demonstrations of contractor's systems. When and if the system iseffectively implemented it could do much to provide the kind of pro-gram visibility essential for the program manager and the Congress.Now, let me conclude my statement with this observation. Imple-
mentation and effective use, of any system, requires knowledgeable
and creative people, and the most important task facing the Govern-
ment leader today is to maintain an environment in which there canflourish not only individual genius but, more important, a collective
capacity by people in an organization.

To accomplish this task the leader must consider these questions:
What are the basic, positive forces which must be operative for acreative governmental environment?
What generates their power?
What keeps them in balance?
What controls their survival?
What sets their direction?
I suggest the following answers: Power is provided bv the existence

of differences between individuals and groups; balance is provided by
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understanding each other; survival is insured by the belief that rights
must be matched by obligations; and direction is provided by each
member's faith in individual growth.

That concludes my statement. I will be glad to answer any questions
you may have.

Chairman PROXMIRE. Thank you both, gentlemen, for excellent
statements. I think these are most helpful. And within the time limits
that you had I think you both did a fine job.

Dr. Anthony, in your statement you pointed out the desirability of
providing a recognition of the capital employed by a contractor. The
implication is that it is not enough simply to compute the profit based
and related to the sales, that you have to know how much capital is
employed, together with the profit on sales, if you are going to de-
termine fairly whether the profit is adequate, or is excessive.

I take it this is partly because in some cases at least very, very
little of the total capital involved in a program comes from the con-
tractor, and in some cases a great deal. But often the Government
will own the plant, it will own much of the equipment, it will pro-
vide, with the program payments, in effect working capital, 90 percent
progress payments. So the actual commitment by the contractor can
be fairly minimal.

On the other hand, the contractor may provide most of these capital
elements.

Did you have in mind that this should be known so that we would
have some knowledge of the profits on a particular contract and de-
fense contracts generally?

Mr. ANTHONY. It is more than mere knowledge, Mr. Chairman. A
company is in business to make profit. And it is in business to make
profit because people have put capital into that company on which
they expect a return. The profit, therefore, should be related to the
capital that people have put into the company. In an overall ap-
praisal of a company the return on capital employed is the most
important single measure. It therefore is equitable that in deciding
on profit that a company should expect for working on a defense
contract, some attention should be paid to the amount of the com-
pany's capital that is employed on that contract. This is much more
than a matter of information to the Department or to the Congress;
it is, I believe, the way in which contracts should be written.

Chairman PROXMIRE. You say that return on capital is the most
important single measure. And I would agree that it is of very great
importance. Is it not also desirable for the Congress to know, so that
we have a better evaluation of the wisdom or effectiveness of our
procurement policy, what the overall profits are of contractors in
relationship to their capital investment?

Mr. ANTHONY. Yes, indeed, it is desirable. It is extremely difficult,
of course, to find that information.

Chairman PROxMIRE. But it is desirable from the standpoint of
knowing-they may not be adequate, and of course that provides
penalties. At one time I recall that Secretary McNamara said that
he thought that profits in some areas at least of defense contracting
work were not sufficient to provide an incentive to do the kind of job
that was desirable.

Obviously, they can be excessive in some cases also.
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The reason I am asking these questions is because I have an amend-
ment before the Senate now. I expect it to be acted upon possibly today
or tomorrow, if not right after the recess. This amendment would pro-
vide for a profitability study by the GAO. This amendment I think is
most necessary because we don't know now what contractor's profits
are. We have the LMI study, which is an in-house study. You know
about that. It has been challenged and it has been criticized by many
because it is based on a sample, and it is not audited. And the feeling
is that though contractors who had low profits responded and those
with high profits did not.

So it is likely to be a biased sample. On the other hand, if we had a
study by the GAO and the GAO says they can't make a study unless we
pass legislation giving them the subpena power in connection with this
profit study, it seems to me we would be in a much better position to
evaluate profits in relationship to the capital invested as well as the
sales.

Mr. ANTHONY. Yes. To go back-
Chairman PROXMIRE. Would you agree with that observation?
Mr. ANTHONY. To go back to the essential point you made, it is

extremely important that we have some feel as to whether the profits
are adequate, that is, whether they are too high or too low. Secretary
McNamara was particularly concerned, when we got the first LMI
study in 1966, because it indicated that profits in defense industry were
lower on the average than in comparable nondefense companies. If this
were true in the long run, capital would tend to migrate out of the
defense industry, and this would be a catastrophe for the country. And
you therefore need a feel as to the adequacy of profits.

The LMI study was a limited-study. I don't think it was biased be-
cause of the failure of low-profit contractors to respond.

Chairman PROXMIRE. High-profit contractors. You see, my conten-
tion is that the low-profit contractors responded, but the high-profit
contractors are less likely to.

Mr. ANTHONY. I am sorry-by the failure of high-profit contractors
to respond. I don't think this is so. And I think that the frequency
distribution of responses in the study indicates that this is not so.

When I first got the LMI study, I saw that it reached a different con-
clusion than my own personal feel for the situation, and therefore I
was quite skeptical of it. I made every test that I could make and had
some other tests made also to give myself as much assurance as I could
that it was a fair study. And I personally am convinced that the study
gave the approximate facts as of 1966.

Chairman PROXMIRE. Isn't it proper that Congress should have an
independent study based on audits and based on its own agency the
General Accounting Office, rather than on an agency allied very closelywith the Defense Department and the contractors which I understand
the LMI study was?

Mr. ANTHONY. No, not with contractors. LMI is related to the De-
fense Department.

Chairman PROXMIRE. I put the officers of the LMI into the record.
And as I recall, they consisted in part of the Defense Department
personnel and the former Army officials, and also of Defense contrac-
tors who had experience in that area. I don't say there is anything
wrong with that, but I think we ought to just acknowledge and recog-
nize who the LMI people were.
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Mr. ANryIoNy. I know the gentlemen, and I think they are gentle-
men of extraordinarily high quality and integrity. The fact that some
of them previously worked for Defense contractors did not affect their
judgment in my opinion.

Chairman PROXMIRE. I agree wholeheartedly. But my only point is
that an independent study would be more reassuring to those of us in
Congress.

Mr. ANTHONY. Yes, I think this would be true. And the General
Accounting Office is the logical office to make such an independent
study. The General Accounting Office will have as much difficulty as
the LMI people had, I think, because it is an extraordinarily difficult
job to take the records of a company that works partly on defense and
partly on nondefense and separate out how much of its total profit is
attributable to each of these. It is an extraordinarily difficult job, but
the General Accounting Office is an extraordinarily good organiza-
tion, and I think they can do as good a job as anybody could do on
this.

Chairman PROXMIRE. I would like to ask you, Mr. Nielsen-you did
say in the course of your remarks that you felt that the Defense De-
partment has been asking the right questions. And frankly, on the
basis of some of the testimony we had earlier this year, I don't think
they were asking the right questions. Perhaps they were within their
limitations and the Budget Bureau wasn't asking the right questions.
At any rate, former Budget Director Schultze testified to us that no-
body, for example, questioned the wisdom of having such an enormous
investment against the threat of a manned bomber attack from Rus-
sia, nobody asked if we really needed it, in view of the fact that Rus-
sia didn't have much of a manned bomber fleet-they have some
bombers, they have about a quarter of what we have-as compared to
the intercontinental ballistic missile threat and the submarine threat
and other threats. And the kind of resources we spent in this area, in
the judgment of Mr. Schultze, who is a very able man, seemed very
unwise.

And I asked him why he didn't ask about it. And he said that this
just didn't come out, and he felt it was unrealistic to question this in
the kind of atmosphere that the President had to act in and the Con-
gress had to act in.

Wouldn't that tend to contradict the statement you made, that the
right questions are being asked?

Mr. NIELSEN. It certainly would. I would say that from my experi-
ence within the Department of Defense that kind of question was
being asked, and has been asked repeatedly. And on the basis of those
kinds of questions, decisions with respect to programs were made. I
think all of the alternatives have been explored.

Chairman PROXMIRE. Including the alternative of just not needing
the system at all?

Mr. NIELSEN. I think that those were always included within the
alternatives. Maybe they were discarded very early in the decision
process. But it seems to me from my experience that the widest range
of alternatives was certainly asked for, and in many cases I think
that -widest range of alternatives was presented.

Now, why it didn't get through to the Bureau of the Budget I don't
know.

Chairman PROXMIRE. My time is up. I will come back.
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Congressman Conable?
Representative CONABLE. Thank you, Mr. Chairman.
You gentlemen are here today because I requested that you be in-

vited. I also requested that a number of former Defense Department
officials and various service department officials be invited.

I wonder, Mr. Chairman, if we could have made part of the record
the invitations and their responses.

Chairman PROXMIRE. Without objection that will be made a part of
the record. And I think it is very appropriate. I was going to put that
in at the end of the hearing, but I think this is a good time to put it
in. In other words, the letters which we sent out to the former Defense
Department officials inviting them to appear and their response will
be printed in the record at this point.

Representative CONABLE. Yes, if possible.
(The documents follow:)

LrrToN INDUSTIES,
WWashington, D.C., July 7, 1969.

Hon. WmLiAm PROXMIsE,
Chairman, Subcommittee on Economy in Government,
Congress of the United States,
Washington, D.C.

DEAB SENATOR PnoxmnlE: Your letter of June 26 was incorrectly addressed to
"Thomas H. Morris, Jr." in Beverly Hills and did not reach my attention in
Washington, D.C. until July 3,1969.

My time has been fully scheduled, and I will be unable to accept your invitation
to testify.

Sincerely,
THomAs D. MORRIS.

CALIFORNIA INSTITUTE OF TECHNOLOGY,
Pasadena, Calif., July 1, 1969.

Hon. Wn lIAM PaOXMIRE,
Chairman, Subcommittee on Econonny in Government,
Joint Economic Committee,
Congress of the United States, Washington, D.C.

DEAR SENATOR PROXMIRE: I have your kind invitation to participate as a witness
in your continued hearings on "The Military Budget and National Economic
Priorities." Unfortunately, I am afraid that my own schedule, which may call
for me to be out of the country during much of the rest of the summer, will not
allow me to participate.

As you are undoubtedly aware, my opinions on the decision-making process,
cost-growth experience, and the other general subjects mentioned in your letter,
are extensively documented. This process occurred during well over a hundred
appearances before congressional committees over the eight year period covering
my tenure as Director of Defense Research and Engineering and as Secretary
of the Air Force.

If I can be of further help, please let me know.
Sincerely,

HAROD BROWN.

DEPARTMENT OF THE Axa FoRcE,
HEADQuARTERs AIR FORCE SYSTEMS OOMMAND,

ANDrnEws AB FoRCE BASE,
Washington, D.C., July 5,1969.

Hon. WILLIAM PROXMiRE,
Chairman, Subcommittee on Economy in Government, Joint Economic Com-

mittee, Congress of the United States.
DEAR SENATOR PEoxHIRE: This will acknowledge receipt of your invitation to

testify before the Subcommittee on Economy in Government.

36-125 0-70--ot 1-2
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I have learned that representatives of the Department of Defense will appear
before your Subcommittee in the future who will be qualified to address the
principal issues and provide information on the matters with which you are
concerned. Since the broad scope of your hearings, as outlined in your letter,
encompasses issues which extend beyond the responsibilities of my office, I
respectfully decline to testify.

Sincerely yours,
CHARLES H. TERHuNE, Jr.,

Lieutenant General, USAF, Vice Commander.

DEPARTMENT OF THE AiR FoRCE,
HEADQUARTERS AMB FoRcE SYSTEMS COMMAND,

ANDREWS AiB FoRCE BASE,
Washington, D.C., July 3, 1969.

Hon. WiLLIAm PROxMIRE,
Chairm an, Subcommittee on Economy in Gofvernment,
United States Senate.

DEAR SENATOR PROXMIRE: I have received and carefully considered your invi-
tation to testify before the Subcommittee on Economy in Government.

The breadth and scope of your hearings, as outlined in your letter, concern
issues and policies beyond the purview of my office. I have been informed that
representatives of the Department of Defense will appear before your Subcom-
mittee in the near future who will be more qualified to address the principal
issues with which you indicate concern. I therefore respectfully decline your
invitation to testify.

Sincerely,
J. L. ZOECKLEB,

Major General, USAF, DCS/Systems.

Representative CONABLE. The committee has been critical, of course,
of the apparent waste and tremendous cost overruns in many cases

that did not occur in a vacuum, but occurred during the course of the

past 8 years. It seemed to us at the time that if we invited former

administration officials doubtless we could learn more from their view

of the errors, or at least what we had identified as errors, than we

could by discussing this with experts and people who were not part of

the process. I am most grateful to you gentlemen for coming this

morning. And I appreciate the statements you have made. They seem

to be primarily prospective.
I assume they are based upon your experience. It is obvious that you

have had considerable experience to draw on.
First, I would like to ask, Mr. Chairman-we have been discussing

the question of defense profits, and I have had called to my attention

an excellent article in this month's Forturne Magazine, "Defense Profit,

The Hidden Issue" by Allan T. Demaret. I am wondering if that,

which deals at some length with the LMI study, could also be made

a part of the record.
Chairman PROXMIRE. That series of articles in Fortune Magazine

are among the best that I have read. I put most of them in the record

a few days ago. They are excellent. In fact, I took the unusual step

of reading every word on the floor in the editorials that talked about

how our defense expenditures needed independent auditing.

Representative CONABLE. If that could be made a part of the record
I think it would make a good addition to the record at this point.

Chairman PROXMIRE. Without objection.
(The article follows:)
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REPRINTED FROM Fortune Magazine, AUGUST 1, 1969.

QZ hi Tugo,:- 3 iEitl

by Allalt T. Demarce

Waving a finger at the rising earnings
of Gesserul Dynamics, United Aircraft,
Boeing, and Getteral Electric, Senator
George McGovern of South Dakota re-
cently decried "this unconsciotable as-
semblage of profits" as lie introduced as
"excess war profitl tax" bill on the Sen-
ate floor. While chances of enactment are
slight, the bill-and the rhetoric-reflect
a prevalent belief in Congress and the
country that defense profits are too high.
Yet defense suppliers themselves are
heard to argue that profits are inode-
qunte-and the Pentagon has at times
been inclined to believe them.

Considering the long history of debate
over war profiteering, it is surprising that
little solid evidence has been compiled on
how high defense profits really are. Find.
ing out is a formidable task. There in no
ouch thing as a "defense industry" as in-

dustries are usually defined: today some
23,000 prime contractors supply the ilti-
tory with everything from missile guid-
once systems to the lowly combat boot. The
vast majority are diversified businesses
growing more so. And since they lump
their military and commercial operations
together in financial reports, it is impos-
sible for outsiders to discern how much
they're making on defense.

A shattored opinion

Only one study has collected sufficient
information to segregate the defense-
business components of contractors' prof-
its, sales, and capital. That study was
conducted over the last few years by the
Logistics Management Institute. The
L.M.I. is a nonprofit think tank that Rob-
ert McNamara established to work for
the Pentagon when he was Secretary of
Defense. Its study includes most of the
giant corporations usually considered
part and parcel of the military-industrial
complexsCeoeral Dynamics, Boeing,
Lockheed, Grumman, General Electric,
and others-plus a sample of medium-
sized suppliers. The companies furnished
data on a confidential basis, and the re-
sults are presented in averages that con-
ceal individual company figures

The study's most striking conclusion is
that return on investment in defense busi-
ness has been far from exorbitant in the
Sixties. In fact, after a string of abun-
dantly lucrative years, profits on defense
work sank below the level of profits
earned by all manufacturing companies
in 1162 and have remained there (see
chart opposite).

This is thedcase whether profits are fig-
ured as a percentage of stockholders'
equity or of total capital investment, de-
fined as equity plus long-term debt. Late-
ly, profits on total capital invented have
been lolling unimpresnively at a fraction
over 7 percent after taxes. Moreover, de-
fense suppliers' military work has been
less profitable than their commercial
buoiness ai recent years.

These figures shatter a widely held be-
lief. While it has been known that return
on sales in defense work lends to be low,
it has generally been assumed that con-
tractors earn handsome returns on their
capital investment. One reason for this
widespread opinion 'is that the govern-
ment provides defense contractors with
generous amounts of capital-including
plant, equipment, and working capital-
vhich means the companies' osen invest-
ments may be small So it vxas a surprise
when profits on investment turned out
to be relatively low in a study that took
care to exclude from the investment base
all government furnished capital as well
as all the capital the companies had in-.
vested in commercial lines.

Attack In Congress

The fact that the L.M.I. study was
financed by the Pentagon-and that it
relied on the voluntary cooperation of in-
dastry-has led critics of the military
and its suppliers to denounce the results
as biased. A joint economic subcommit.
tee, headed by Senator William Proxmire
of Wisconsin, attacked LM.l.'s report
on erronds that it used "unverified. un-
audited data," and that "contractors
making high profits would naturally be
reluctant to supply information and could
simply choose not to participate"

Such criticisms have the ring of credi-
bility and, in fact, they had occurred to
MeNamara and Robert N. Anthony, a
lIa-vard Business School professor, serv-
ing as the Pentagon's controller when
the study was conducted. Surprised that
defense profits appeared to be so law,
they ordered the report scrutinized for
statistical soundness by Professor Robert
F. Vandell, an expert in finance at the
University of Virginia Business School.
Vandell gave the report a clean bill of
health, but Proxmire and his colleagues
have continued to attack it

They prefer to cite approvingly a study
by Professor Murray L Weideobaum bf
Washington University, who was recent-
ly named an Assistant Secretary of the
Treasury. This study shows that a sam-
ple of six defense contractors earned

higher profits than six elatively anprof-
itable commercial companies with similar
sales volumes during two periods, 1952-
55 and 1962-65. The legislators fall to
mention that Weidenbaum did not sepa-
rate the defense contractors' military and
commercial businesses. Nor do they point
out that in two of the years Weidenbasm
excluded from his study, 19tO and loot.
the six defense firms, on the average,
lost money.-

"The McNamara depresslon'

If profits have declined in the Sixties,
what accounts for the trend? Increasing
competition, for one thing. Growth in
military demand for missiles, ships, and
electronic systems was spectacular in the
late Fifties, and profits were commen-
surately high. This lured hundreds of
new, scientifically oriented companies in-
to defense business. Commercial firms
rushed to produce military goods. Air-
craft makers, including Lockheed, Boe-
ing, and United Aircraft, diversified into
missilery. And components manufactur-
rm stich an Raytheon and Texas Instru-

stools expanded into production of whole
systems. As the Sixties dawned, clear
signs of overcapacity were developing in
the aerospace industry, which accounts
for more thas half of defense business.

Then came what some defense sup-
pliers call "the hlcNamura depression."
As Secretary of Defense, MeNamara cut
back the number of soea weapon systems
being bought What the Pentagon did
buy, it often bunched into big orders
that scold cover its needs for several
years. With fewer sales targets to shoot
at, defense suppliers competed vigorously
for what was available, accepting low
profits, even occasional losses, to win new
programs that would keep their plants
busy and engineering teams intact Pres-
sures increased for them to "buy in" to
new contracts-i.e., to bid below expected
costs in hoses ef "coflier well" with
high profits from follow-on contracts.

Simultaneously, lMfeNomara revolution-
iced procurement policies, encouraging
even more competition among supplier
and forcing companies to shoulder heav-
ier financial risks. He pressured them to
invest in their own facilities rather than
rely on the government In 1956, for ex-
ample, about 65 percent of the plant and
equipment used by Northrop wvas govern-
ment-owned; today that's down to t0
percent The impact of this increased

*lWidmbesm ahkus from the 1965 Faa-
TUOE liit o/ thr 500 luernee U.S. indril*
tia eootposiea that suade thmee-qs.r.ers ur
mare of their taI, to the militace and
NASA. Hs sompored their profits with cia
cusserciait cumposica that had e,.rb
reeking, in the 500. Thi. limited aumple
.nd utntitieallp sestitehls tehinsue pm-
daced Apace, that Preomire', joint cuse.mie
sahoetittee later retied upes us emid-,.s
that profit are 'higher fur the dafma. i.-
doutr 0 thus for the tenfude.torieg indautrm
at . whole"
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investment has been dramatic, cutting
the company's return on total capital in-
vested to 6.5 percent from 13 percent.
The drop in return occurred even though
Northrop'n net income tripled over these
years, for its investment increased more
than ait times.

MeNamara adopted price-competitive
procurement whetever possible and this
also took its toll. As the amount of price-
competitive work increased, margins on
it plunged. Os the average, companies
lost money on this business in 19113 and
1964, and margins were still tissue thin
-less than I percent on sales before
taues-in 19GG and 1967.

Much of the Pentagon's business still
remains noncompetitive, however, and
the military argues that price competi-
tion is often impossible to achieve. In
these cases, slcNamara sought to make
up for the lack of competition by stress-
ing contract forms that increased the
companies' risk and incentives for effi-
cincny. He cut back hard on the use
of relatively risk-free cast-plus-fined-fee
contracts, ih, which unforeseen cost in-
creases are paid by the government. In
their stead, he emphasised more fixed-
price and incentive-type coatracts; sup-
pliers who had been accustomed to having
the government pick up the tab for in-
creased costs now found themselves pay-
ing for them out of their own pockets.

Recently, contractors have been cam-
plaining that the Pentagon has foisted
too much risk on them by applying in-
centive-type contracts to advanced secap-
ons that involve development work, such
an North Ame, ices Rockwell's compa-
tenred avionics system for strategic.
bombers and Lockhsed's massive C-5A:
transport, discussed in the preceding ar-
ticle. The campauies find it hsazrdous
trying to estti :te their own costs while
they grapple cwith uacertaisties at the
leading edge af technology. And economic
ancertabitics in years of growing infla-
ties have added to these harards.

With presster on profits, it's little
wonder that the Sittics have seen the
major defease compantes spreading their
risks. Merger was the route taken by
North American (with Rockwell-Stan-
dard), McDonnell (Douglas), and L-T-V
(Wilson end Jones & Laughlin). Boeiag,
United Aircraft, and ethers lowered their
dependecee on the military by espanding
commercial lines. Itt the ten years cov.
ered by the L.M.I. survey, the defense
companies' commercial sales nearly tri-
pled, and by 1967 they wvere doing as much
commercial as military business.

An Incentive for Inefficiency

Much is wrong with the peculiar sys-
tern the Defense Department uses to ne-
gotiate the profits of its contractors,
regardless of vhether earnings turn out
to be high or low. The main problem is
that ever sitce World War I the govern-
ment has teegeliuted profit rates as a
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THREE YARDSTICKS OF RETURN
After tiding high In tha unspectacular
Fities, defense contrators' fortunes
flagged In the booming Sialias-ns
matte, how you mea-r. Data gath-
estd by Loetslics Mas.egeeant Insai-
tule shkw alter-tue praoits an defense
business thtee waps: as tetarn on
sales, an stalkholders' equIty, and on
total capital inuestmeat (equity plus
long-term debt). Relurn en sales hbs
been less than halt that at ttalI mann-
facturing In recent ypans, and seen
return n capital has lageed behind.
Return n slckhhlders' equIty Is nWut-
tally higher than return on total capital
investmentl which Includes bortoaitg.
The ttends of these teo measures
aometimes vary slgnilicantly. Return

on equity shot up mres It n a point
In 19l7 ftar e..mpi, but return en to-

tal capital barely rusa at all beeasa
defense companies dramatieally In-
craused their borrowlg.

The study covared companlas that
did mare than 10 percent of thair bkai-
sass with the military. Of these, the

sample Included twenly-three at the
tweety-seven companies whase sales
to the military ascced $200 million
year (maor contractrsl and sauna-
tcen of the titty-fls companies with
sales of t25 million to $200 million
(medium centractora). The profits en
defense business of medium con-
truetew haeo trailed those of maijo
cenlructors largely because the geo-
ernmcnl supplies its biggest costrac-
tars with mtoe capital Is the turi of
plant, eqalpwerl, and "pregress pay-
meets. But daring the Vietnam war
the widening profit margins oa tht me-
dlum contlrators haue filled their re-
turn on capital hkudnmely.

Since Ihe early Sislies, defense con-
tractars haeu found cmmnersiul bush-
ness mars proatiable than defense

business. The low prflits on so.er-
slat business Is 1960 and 1961 teflect
large losses tof a lw companies (Gln-
erua Dynamics. Douglas, and L-T-V),
as does the drop In coewincral prefits
In 196? (McDonnell Douglas).
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Defense Profits:
the Hidden Issues
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percentage of the contracter's costs. Far
example, if costs on a contract are ex-
pected to come to $10 million and the profit
rate i set at 8 percent. the eonpany would
have a negotiated, or "going-in," profit of
$800,000. Obviously, the higher the manu-
laecturer's cost estimates under thi system,
the higher its negotiated profit If the
manufacturer knew it could trim costs
down to $9 million by cutting back on
engincers or investing in automated equip:.
ment, there would be little incentive to
do so, for this would trim its going-in profit
down to $720,000.

The realized, or "coming-out," profit
may vary trom the going in profit, either
up or down, depending on the efficiency of
the contractor's performance and the va-
lidity of the original cost estimates, among
other things. But the going-in profit is stili
critically important: the higher it is, the
higher the eoming-out profit tends to be.

Critics charge, justifiably, that the De-
fense Department's profit policy provides
a perverse incentive to perform inefficient-
ly. Because profits are computed n a per-
centage of costs, contractors are tempted to
employ more engineering labor than is nec-
essary, produce overly complex systems,
ivest less in cost-reducing equipment than
they otherwise would, and lease equipment
rather than buy it The General Accounting
Office found last year that seventeen con-
tractors increased their costs on govern-
ment contracts more than 055 million by
leasing land and buildings rather than
buying them. This tactic-perfectly legal
-appealed to the contractorns because the
rentais could he fully charged off to the
government If the properties had been
bought, the charges to the government
would have been limited to the far smaller
amounts that could be claimed as depre-
ciation,

Rewards for cutting costs
MeNamara's move to use more fixed-

price and incentive-type contracts was
aimed partly at blunting this tendency for
defoense ontractoms to expand their costs.
On an incentive contract, if a company
shaves costs below the negotiated level, it
can keep a portion of the savings as extra
profit-ray, 30 cents on every dollar saved.
If, on the other hand, costs exceed the ne-
gotiated level, the company is penalized 30
cents for every dollar of overrun. The firm
fixed-price contract provides the maximum
in cost-cutting incentive, since the com-
pany keeps every dollar of underrun and
loses every dollar of overrun

These contract forms are a marked im-
provement over cost-plus-fined-fee, which
provides neither rewards for cost savings
nor penalties far overruns. But they have
been only marginally successful in over-
coming the cost-increasing incentives of
the Pentagon's profit system. Any inen-

tives to cut costs apply only after the con-
tract is negotiated, not before; It still pays
a company to negotiate the highest-cost
contract possible. In fact, a study of Air
Force Incentive contracts by economist
Irving N. Fisher of Rand Corp. Indicates
that cost underruns usually occurred not
because the companies increased their effi-
ciency and actually cut cots, but because
they were successful in negotiating con-
tracts with inflated cost estimates in the
first place.

As in other industries, the most insistent
pressure forcing contractors to hold down
costs is price competition. But while
McNamara greatly increased price com-
petition, more than half the Pentagon's
procurement remains noncompetitive.
Many products bought by the military are
supplied by only one company. On major
systemn, strong competition may exist in
the research and development phase-so
strong, in fact, that contractors feel forced
to buy in by bidding extremely low. But
once a manufacturer wiM that round, he
usually becomes a sole-source supplier with
whom the Defense Department must nego-
tiate tollow-on contracts on a noncompeti-
tive basis. Ta combat this problem, the
Pentagon devised the "total-package pro-
curement" contract, where companies bid
at the outset to perform both R. and D.
and production. The tataI-puekage concept
has run into problems of its own, however,
as it. initial use with the C-5A has shown.

An advantage for the giants

Pentagon profit policy also leads to
marked inequities among companies. Since
profits are keyed to costs, the size of a
company'a capital investment is largely
disregarded in determining the profit rate.
Companies with law investment relative to
volume tend to fare a lot better, in terms
of return on capital, than companies with
high investment Striking variations in
capital intensities among suppliems can be
seen from the ratio of their costs to total
capital invested. iast year General Dy-
namics had a phenomenally high cmt-to-
capital ratio of 6.4, which means that for
every I percent profit it eros on costs,
G.D. makes 6.4 percent on investment At
the other end of the spectrum stand such
companies as Hercules Inc., a chemical
company with a cost-to-capital ratio of
1, and Varian Associates, an electronic-
components manufacturer with a ratio of
1.2. Far them, a I percent profit on costs
mean a mere I percent or 1.2 percent on
invested capital.

Pentagon policy also makes for inequities
between the biggest defense suppliers and
the medium4ine companies. The gavern-
ment furnishes its major contractor with
far mare interest-free working capital in
the form of "progren payments,' which
reimburse them far costs they incur on a
pay-os-you-go basi. This discrimination
occurs because the big contractoes hold
most of the Inng-term, big-dollar contracts,
the only ones that qualify for progress pay-

ments. Lockheed, for example. has received
progress payments on the C-fA of $1.5
billion, more than the G.N.P. of Uruguay,
even though the plane isn't yet operational.
These liberal doses of interest-free money
mean that the biggest nappliers furnias
only about two-thirds as much of their
capital as medium-nine ones, and far less
when compared with small contractor,
which often get no progreas payments at
all. The added leverage this gives the giants
naturally boosts return on investment

Revolution afoot In the E Ring

The profit system was even more arbi-
trary before 1964, when McNamara ini-
tiated a new policy called the "weighted
guidelines." Before that there was no di-
cernible logic to the way profits were nego-
tiated. Rates were often awarded individ-
ual contractors on the basis of historical
patterns, with little regard to whether the
job called for sophisticated engineering or
simple metal bending. A prime contractor
got the same rate whether he performed
all the work himself ar farmed it out on
subcontracts, in which case his investment
would be very small and his profits would
be pyramided atop those of his subcon-
tracta. Now, in negotiating a profit rate,
Defense Department contracting officers
are supposed to weight various east factorns
A company can earn from 9 to 15 percent
on the cost of engineering labor, but only
5 to 9 percent on manufacturing labor, and
1 to 4 percent on purchased parts. Higher
negotiated rates go to contractors who
undertake more difficult taWks, assume
greater risks, and have good records of past
performance. Vhile this profit policy seems
more reasonable than earlier methods, it
still retain all the disadvantages of a cost-
based system,

For several years now, plans to break
the heavy cast-orientation of the profit
structure have been bandied about the E
Ring of the Pentagon, where policy is
made. But desoite the manifest need for
change, progress has been nlow, at least
partially because of opposition from such
high-volume, law-investment supplier as
Lockheed and Raytheon. One idea is to
base a part of a contractor's negotiated
profit margin on the asets it has invested
in performing government work. The the-
ory is that this arrangement should reduce
inequities and improve contractors' incen-
tives to invest in cast-saving plant and
equipment

The proposal was presented to the Pen-
tagon's Industry Advisory Council, a group
comprising top executives from a docen or
as major companies, such as Litton, Ford,
Boeing, and Northrop. Beforehand, Penta-
gon officials had computed what the pro-
posal'a effect would be on each of the
companies whose executives were on the
council. They predicted that the companies
with relatively low investments would
oppose the plan, and they were right
with but one exception. "This was a com-
pany," recalis Robert Anthony, the former
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controller, "that had made an error in its
own calculations. As soon as it discovered
the error, it shifted it. position." The pro-
posal has been hung up for several months
while Pentagon officials tried to figure a
way around these objections.

The case for lower profits

The question whether profit on defense
contracts are at the "right" levels in critical
for the military, the defense industry, and
the nation. If they are too high, the nation
in wasting resources. And if they are too
low, capital may flow out of defense busi-
ness, and the armed services will be forced
to rely on fewer-and perhaps second-rote
-sources of supply.

During the Johnson Administration the
figures worked out by the Logistics Man-
agement Institute persuaded McNamara
and Anthony that defense profits were too
low. Late in his tenore, McNamara took
steps to soften the downward pressure hin
policies were exerting on profito. Anyone
who walks the corridors of the Pentagon
these dayn geto the feeling that the
McNamara viewpoint still lingern. But the
Nixon Adminintration is officially noncom-
mittal, what with the current wave of
public criticism. The words of Barry
Shillito, the Defense Department'n top
procurenient official, portray the delicacy
of the Pentagon'n ponition: "We've said
nothiog about whether profito are ade-
quote. And," he adds with a nod toward
Capitol Hill, "we're not about to."

The iosue of whether profit levels are
"right" should no longer be avoided. Even
though the average in low by the reekoning
of the Logistics Management Institute, it
is a mistake to conclude from this atone
that the Pentagon should do something to
raine over-all profit rates. While averages
are important, they cover up nignificant
differences among companies in widely
varying iodustries-electronics, aerospace,
shipbuilding, and othern. Moreover, there

have been few signs of companies' turning
down military business even at current
profit levels. In fact, suppliers appear to
have been investing in defenne business
faster than military demand has grown.

In the debate over whether defense
profita are too high or too low (or, as almost
nobody argues, just right), the most im-
portant question is one the Pentagon has
sidestepped for years: What in an adequate
profit on defense work? Should defense
profits be equal to those in commercial
d-rable-goods industries? Or higher? Or
lower? The Nixon Administration han done
little more than broach the question to the
Industry Advisory Council, hardly a dis-
interested body.

A crucial factor to consider is risk. High-
er risks justify higher profito, and con-
tractorn generally contend that defense is
a risky business. They cite the volatile
fluctuations in military demand and the
ever present possibility that contracts may
be canceled "at the convenience of the
government" (as in the case most recenitly
of the Air Force's manned orbiting labora-
tory). Many economists reply that risk is
really quite limited in defense busineos.
If a contract is canceled for convenience,
the contractor in compensated; he han lost
a chance for profit, not hin own capital.
General Dynamics, for instance, was hit
leas hard by the loan of it. $200-millioo
Navy FlIl-B contract lfot year than by its
celebrated failure in 1961 to crack the com-
mercial jet market, where the company's
own capital was at stake. If defense con-
traetom really do lace lon rusk than monu-
facturer in general, an argument can be
made that their profitn should be loer-
closer to the level of public utilities, i.e.,
around 7 percent on total capital invested.

A second issue to be considered in judg-
ing the adequacy of defense profits is
whether contractors are conipensated iii
ways that aren't generally considered
"profit." The government sponsors enor-
moon amounto of military researeh and
development, $66 billion in the past decade.
If a company can apply this R. and D. to
commercial product such as jet planes or

television, it will reap a gain that doesn't
show up in it. profito on defense business.
A notable example of thin is Boeing's 707
commercial jet, which employs design
techniques Boeing developed in supplying
the Air Force.

A contractor can also benefit when de-
fense work absorbs cosat from commercial
business. In cost-plus and incentive con-
tractb, the government pays a share of the
contractor's general and administrative
expenses and overhead, the exact amount
figured an a percentage of the costo that the
company incars on military work. So coo-
tractors have some incentive to run up
their costs in order to get higher govern-
ment payments for G and A expenses and
overhead, thereby reducing the amount
borne by their commercial business.

Another advantage for contractors is
that they are allowed to use government-
supplied plant and equipient for commer-
cial purposs. The gov ernment supplied
TRW Inc., for example, with a $1,400,000
forge press to handle orders for jet-eogine
blades. Then the Air Force cut back on it.
order anad TRW used the big press for
commercial work more than three-quarter
of the time.

What needs to be done

Circumstances like these, which quite
obvinously make defense business unique,
moot be carefully weighed before the Pen-
tagon parses judgment on whether profits
ore too high or too low. Hysterical charges
about "unconscionable profito" earned by
defense suppliers make new-paper copy,
but they confuse notional policy making
by obscuring the real issues. The real need
is for the Pentagon to recast its procarc-
ment policies in a way that-will encourage
more efficient production aiid reduce in-
equitie among it. suppliers. Also, the
Pentagon munt grapple with the central
quention-what to the "right" level for
defense profito? Until it doe, it will lack
the framework for a rational procure-
ment policy, and any attempto it makes
to raise or lower profits are likely to be
misguided. END
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Representative CONABLE. I noted one thing, Mr. Nielsen, in your
statement that seemed to imply that program level questions had not
been made previously in the context of some kind of economic con-
straint. You say that with the new Administration, these questions
may be asked within the context of economic constraint. Isn't there
built into your whole process a high degree of economic constraint?
I am wondering exactly what you meant by these references!

Mr. NIELsEN. There ultimately certainly is, that is correct. The
system has operated on the early submission of the plans from the
Joint Chiefs of Staff; these are based on requirements of the Joint
Chiefs of Staff as they interpret our commitments. As these require-
ments are priced out they reach a rather staggering figure. So the
process has been one of reducing the requirements figure down to
some kind of meaningful Department of Defense budget.

The question is, who does this, and when is it done. In the past it
has really been done in December at the time the deadline runs out
and you have to submit the budget to the Congress.

Now, for the first time-at least it is my understanding it will be
the first time-some kind of economic guidance is to be inserted into
this process early in the year, so that not only will the Joint Chiefs
of Staff submit a requirements budget or a requirements program,
they will submit a program in response to some economic guidance.

Now, this causes certainly many problems, because they have to
choose between many of these programs. So that is really the change--
and it was strongly encouraged, I might say, by myself and others
within the Air Force.

Representative CONABLE. Thank you.
I didn't understand what you meant by that. I thought perhaps

you were talking about the new economic constraint dictated by
skepticism in the Congress.

Mr. NIELSEN. No.
Representative CONABLE. I have been trying to think of what would

be the best course of questioning for gentlemen with the experience
you have to draw on. It seems to me that it might be illuminating to
ask questions about one of the programs which has been heavily
criticized by the committee-and that is the C-5A program-and to
try to understand exactly what happened, and why, with respect to
the C-5A program.

Now, many of these things occurred before you were Assistant
Secretary, Mr. Nielsen. I think Mr. Anthony must have from his
vantage point as Comptroller a good deal of information about where
the decisions were made and why they were made the way they were.
It appears from testimony we have heard that the Pentagon failed to
get reliable aircraft designs from Lockheed at the start of the C-5A
program, and later we had to get into costly redesign of major
components in order to meet the contract requirements. From your
experience, Mr. Anthony, would you say that is a fair statement!
Gould the failure have been prevented back in October 1965 when
contracts for the airframe and the engine were awarded?

Mr. ANTHONY. I can't speak from personal knowledge on this,
Congressman. I had just come in 1965, and actually it was not until
1967 that the Comptroller became closely involved in trying to track
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the performance of procurement of major weapons systems. This
was a quite new venture for the Comptroller. And indeed it was
partly because of that venture and the information it turned up
that some of the things that the committee has heard testimony
about previously came to light. I just can't comment about the situa-
tion in 1965.

Representative CONABLE. As Comptroller you were reviewing that
after the fact largely.

Mr. ANTHONY. No; in 1965 we were not in that information stream
at all. You see, I came in September 1965, and everything had been
done, I think, except the actual signing of the contract prior to that
time. This process started in 1964, quite awhile before I oame.

However, to generalize, and not being specific as to C-5A, I don't
think that it is a fair generalization to say that cost overruns were
greater in the last 8 years than they were previously. My impression
is that they were less in the last 8 years overall. A study was made,
I think, of experience during the 1950's, which showed overruns of
300 to 700 percent of original estimated costs. These figures are much
greater than the overruns on C-5A, or on typical experience in the
1960's.

Representative CONABLE. Are you saying that this is an inevitable
part of the process, then, and that actually the things of which this
committee has been so critical represent improvements over previ-
ous practice?

Mr. ANTHONY. Oh, yes, I think they definitely represent improve-
ments. Overruns are not inevitable. Differences between estimated
costs and actual costs are inevitable, simply because no human being
can estimate, when you start a complicated new weapons system,
what it is really going to cost. That doesn't mean that they neces-
sarily are overruns. The actual costs might be higher or they might
be lower, but you can be sure that they will be different from the costs
you estimated at the beginning.

Representative CONABLE. Perhaps you will have to make the same
sort of answer to my second question. It seems generally agreed now
that few of the parties involved in the contract competition for the
G-5A, including the Air Force, seriously expected Lockheed to meet
its cost targets.

In fact, this belief is included in a recent Air Force review of the
C-5A program report. Did the Air Force warn Lockheed at the
time it submitted its contract estimate that it was being overly
optimistic?

Mr. ANTHONY. No-I have no knowledge of any of the incidents
of 1965, or 1966, for that matter.

Representative CONABLE. Mr. Nielsen, you must have reviewed this
rather extensively in your official capacity. Do you know if Lockheed
was warned that it was overoptimistic at the time'?

Mr. NIELSEN. No, it was mv understanding that they were not.
Representative CONABLE. Does that mean that the Air Force ex-

pected substantial cost overruns on the contract or that Lockheed
would have to pay the difference in reduced profits?

Mr. NIELsEN. The second part of that statement I think many peo-
ple subscribed to in the systems command that I talked to, that is, if
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you looked at target cost and you looked at target price, Lockheed
was expecting a lower target profit, which meant they expected a
higher target cost than was originally included in the contract. But
I think in further response that many people did expect that Lock-
heed would exceed its cost from the beginning.

Representative CONABLE. Lockheed has had reduced profits, of
course as a result of this.

Mr. NIELSEN. Yes.
Representative CONABLE. We have had very extensive overruns just

the same.
Mr. NIELSEN. Yes.
Representative CONABLE. The operation was extremely costly for all

parties involved, and yet apparently it was undetected, or at least
undetermined at the time.

Now, the C-5A contract included a repricing formula which has
been described by this subcommittee as a blatant reverse incentive.
Given the experience with this contract element, would you suggest
that it be excluded from future contracts-I am sure you would-
or do you believe it can be altered to provide the incentive for a
contractor to cost control as well as partially compensating for un-
known cost features?

Mr. NIELSEN. I would perhaps argue with the word blatant. But I
certainly would agree that it does contain the potentials of a reverse
incentive. It seems to me that that kind of formula pricing is not ap-
propriate within these kinds of contracts. There should be another
basis on which to base future negotiations, especially of this kind. That
is merely my personal observation on that situation.

Representative CONABLE. My 10 minutes are up, Mr. Chairman. I
would like to pursue this line of questioning later.

Chairman PROXMIRE. Mr. Nielsen, you made the very interesting
contention that the Joint Chiefs are now under some kind of economic
constraint. This came as a surprise to me. The staff tells me that they
have heard the rumor that something like this was being discussed, but
I hadn't known that it had been formalized or declared, and that this
was a method of providing economic constraint for the Joint Chiefs
when they expressed their joint strategic objectives plan.

Mr. NIELSEN. May I clarify that?
Chairman PROXMIRE. Yes.
Mr. NIELSEN. This was under discussion only. I am not clear as to

what further action has been taken. The suggestion was made even
before the new administration had taken over. This was the result of
my review with Dr. Brown, that there be changes made, and this was
a part of our suggestion. I am not clear as to what actually has been
done, however, in revising the system itself, whether in fact they have
carried through on that.

Chairman PRoxmIRi. What did you have in mind for economic con-
straint? In the past I understand the Joint Chiefs have come up with
something like a budget of $105 billion, something like that, in that
area, every year, each year, and the Secretary cut it down-obviously
the Secretary is under economic constraint, he checks with the Presi-
dent and the Budget Director very closely, and they attempt to have
a budget that meets a certain objective usually, or I would think they
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would. In what way would this be given? Would the Joint Chiefs be
told that the budget would have to be within a certain size?

Mr. NIELSEN. I would envision it that way. I think that you might
start the planning process with a range of alternative budgets, or you
might give them more than one. But it would be 10 percent of the
gross national product, which in this case would be roughly $80
billion, perhaps, and then 5 percent above and below the $80 billion.
So that you might ask for a budget, or submission of programs, that
would total $4 or $5 billion below, and $4 or $5 billion above. It seems
to me that in this questioning process one would then identify the pro-
grams that would drop out first, and you would also begin to identify
the programs that one would add first.

Chairman PROXMIRE. So what you are really asking for is a kind
of priority system?

Mr. NIELSEN. That is correct.
Chairman PROXMIRE. Would this priority system be cleared with

the Congress, or do you think that would be appropriate.
Mr. NIELSEN. I think that would be appropriate, yes.
Chairman PROXMIRE. I think that would be very helpful. Of course,

we may fear that anything they didn't put on the top priority we
would knock out, with some justification. There would be a terrific
argument on the floor saying that this wasn't a high priority, and
even the military felt that they could get along without it. There
would be that problem involved. On the other hand, I think the frank-
est kind of disclosure to the Congress makes for the best overall
operation.

I am not sure that we could reconcile those two difficulties.
Let me ask you-you make a very strong statement here that seems

to me to be just exactly what I am interested in. You say:
When a proposed new venture is being appraised, managers demand a com-

prehensive and detailed layout of all costs associated with the total commitment.
They demand forward projections of the cost stream in the most realistic, feasi-
ble terms. Lacking this, they are helpless to compare alternative investment.

Now, this kind of information should be available to Congress, and should
serve as a basis for making appropriate program decisions.

Now, what we have gotten in almost every program is that analysis
based on what so-called historical costs, the historical experience for
this kind of an operation. This is an easy method to operate on, the
contractors like it, the Defense Department likes it, and there is no
real pressure, at least not the kind of pressure which you would have
if you had a should-cost operation, if you had expert technicians deter-
mine how much a program ought to cost if you adopt real efficiencies
and are tough and hard-nosed all the way through. We have had some
witnesses, including Mr. Fitzgerald, to whom you favorably refer, who
have said that this is one of the real problems of defense procurement,
the failure to have an effective should-cost method apply to most
programs.

It is rarely applied. It is strongly resisted by contractors. Would
you feel that this is desirable to try and push this along; is this what
you had in mind?

Mr. NIELSEN. I have discussed the question of should-cost at some
length with Mr. Fitzgerald. I would think that Mr. Fitzgerald has
should-cost in mind under different circumstances. When I am talking
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here in terms of total program costs or forward projection of cost
streams, it is in response to your previous question to the Department
of Defense related to the AMSA, what is going to be the cost of that
program. Today I don't believe there is anyone that can come up with
the kind of should-cost study that Mr. Fitzgerald would have in mind.

On the other hand, it does say to me that we should give the best
possible long-range projection of total cost of each new weapons sys-
tem, which would then be the base line from which we would measure.
As I have discussed it with Mr. Fitzgerald, it seems to me should-cost
comes in at the time we have specific contractor proposal, or we have
specific changes to a proposal, and we would be looking at the questions
of the amount of direct labor, the efficiency of that direct labor, the
amount of overhead, some of the questions that Dr. Anthony got into.
So I think he would apply should-cost primarily to on-going contracts,
or to contracts that are now in the process of negotiation. And I draw
a distinction between the kind of program costs I referred to in my
statement and where he would use should-cost.

Mr. ANTHONY. Could I make a comment on that?
Chairman PROXMIRE. Yes, indeed.
Mr. ANTHONY. I think the should-cost technique is an extremely

important one. It has to be applied selectively because it requires
a very high type of manpower in order to make a good study. And it
takes a lot of manpower. I think the first time when we tried to do it,
which was in the case of the F-111 engines, our team consisted of about
50 people. And they were 50 top people, drawn from all over the
establishment. You just don't have the resources to put that kind of
team on every job.

Chairman PROXMIRE. How big a contract was that?
Mr. ANTHONY. This was about a billion dollars worth of work.
Chairman PROXMIRE. Fifty people is pretty small potatoes in terms

of cost when you are talking about a billion dollar contract.
Mr. ANTHONY. It isn't the 50 bodies
Chairman PROXMIRE. Fifty of the best experts you can find is still

a modest investment for the billion dollars.
Mr. ANTHONY. Indeed it is. I am merely saying that you just don't

have too big a reservoir of such people. But I am very much in favor
of the should-cost kind of study in situations where we think there
is a good opportunity to cut the cost down. I am only suggesting that
we should be selective.

Chairman PROXMIRE. All the testimony we have had from Defense
Department officials-Mr. Rule, Mr. Fitzgerald, and others-of the
evidence we have got, indicates that there is a resistance on the part
of the contractors, a tendency on the part of the defense procurement
officials and the contractors to see things alike very often. It seems
to me we are not going to get "should-cost" unless there is some kind
of action either by the contractor, by the President or by some agency
or some force outside of the Defense Department.

It is not good enough just to talk about. And I can see the advantage
intellectually. But I just wonder if you are going to put this into effect
on defense contracts unless we do something about it.

Mr. ANTHONY. The first study was only made in 1967. It paid off'
and paid off well. I think that Defense management itself will en-
courage such studies in the future.



24

Chairman PROXMIRE. Were you involved in any way in the should-
cost study performed on the Pratt & 'Whitney engines for the F-111?

Mr. ANTHONY. Yes, indeed. I was the one that was arguing very
hard to have such a study made.

Chairman PROXMIRE. Would you say the results of this study were
useful to the DOD?

Mr. ANTHONY. I think the results of this study were great.
Chairman PROXMIRE. And they did save money?
Mr. ANTHONY. I don't know the final outcome, but our estimate at

the time was that the minimum amount of saving resulting from sug-
gestions made by this team was $100 million.

Chairman PROXMIRE. Was the should-cost study performed initially
by a private consultant firm called Performance Technology Corp.?

Mr. ANTHONY. There was a preliminary, sort of an ice-breaking
kind of study, a small one made by Performance Technology, which
was an excellent company, but with limited resources. The study to
which I refer was an official study by the Defense Department. gor-
don Rule was in charge of it. And that was a much bigger effort than
the Performance Technology study.

Chairman PROXMTRE. Did the Performance Technology study con-
tribute to the overall study and the cost reduction which you
mentioned?

Mr. ANTHONY. Very greatly, yes.
Chairman PROXMIRE. On your knowledge did the DOD ever hire

the PTC to do any additional or subsequent studies of this type?
Mr. ANTHONY. I am not aware that they did.
Chairman PROXMIRE. Why didn't they?
Mr. ANTHONY. I don't know.
Chairman PROXMIRE. It seems to me that with this kind of a result

that it would be logical for them to say, let's try this again and again
and again and again.

Mr. ANTHONY. I think it would be good to have the Performance
Technology Corp., which was a small organization, but an excellent
one, and it would be desirable to hire other independent outside people
to make such studies. I guess one problem is that in recent years the
appropriations for this kind of work, outside consulting work, have
been pretty sharply restricted; and there is a special limitation on such
work.

Chairman PROXMIRE. Restricted by the Congress?
Mr. ANTHONY. By the Congress, yes.
Chairman PROXMIRE. Did the Budget Bureau go along with re-

questing the amount?
Mr. ANTHONY. Yes.
Chairman PROXMIRE. And the Congress restricted it?
Mr. ANTHONY. Congress placed restrictions on an item called out-

side studies. And that may have had a bearing on it.
Chairman PROXMIRE. We will check into that.
My time is up. But I would appreciate it, Mr. Conable, if I could

ask just one more question, because it is right on this line.
The Air Force performed a should-cost analysis of the Mark II

Avionics. We obtained a copy of this study. I understand that after
it was performed in December 1967 the Air Force decided not to use
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the results of these efficiency studies. First, I want to know, what was
the rationale for not using the the results of that study, and in your
opinion how good was the study in terms of factual identification of
avoidable inefficiencies?

I think that question is for Mr. Nielsen-unless you would like to
comment on it?

Mr. ANTHONY. I don't think the date is 1967. Isn't it later than that?
Chairman PROXMIBE. I have December of 1967 here.
Mr. ANTHONY. I thought it was later. OK
Mr. NiELSEN. As I recall, during December of 1967, just before I

assumed the office, one of the first meetings I did sit in on was a re-
view of the should-cost study. The should-cost study was performed
essentially by an in-house team, as I recall, from the Air Force sys-
tems command concerning the Mark II program.

In my judgment the results of that study were used. The primary
problem with the Mark II as I recall became one of questioning the
technical baseline rather than the cost baseline. There was a strong
disagreement between the Air Force and the contractor as to the tech-
nical baseline-and I am not sure in my own mind at this point that
that question has been fully resolved-by technical baseline I mean:
Did you at this time agree to build this piece of equipment for this
cost ?

I think the answer of the contractor was, "yes sir, we did, and what
you are asking us to build now is not the same piece of equipment,"
and, therefore, a substantial amount of these increases should have
been in our original cost. That was strong disagreement bewteen the
Air Force and the contractor, and a strong position was taken by the
Air Force.

When I left as far as I know that matter had still not been resolved,
and it may have to go further through whatever appeals processes
are necessary.

The should-cost study, in my judgment, was not as complete an effort
as could have been made. We did not use an outside consultant, we
used an in-house staff. We were somewhat critical, that is both my
successor, Dr. Marks and I, concerning the nature of the study, but we
didn't pursue a further study on a should-cost basis, in view of the
very difficult technical baseline question.

Chairman PROXTRE. My time is up.
Mr. Conable?
Representative CONABLE. Mr. Anthony, as early as 1966, apparently,

Air Force investigators were saying that the C-5A costs were running
very high. Do you recall when it became apparent that the costs of
the program would be much greater than the original contract esti-
mates?

Mr. ANTHONY. The system on which the controller started to try to
collect such information didn't begin until late 1967. And it wasn't
until sometime in 1968, when I began to get information from that sys-
tem, that I had knowledge of this situation.

Representative CONABLE. You mean despite the fact that you were
approving outlays on contracts you were not aware of the fact that
the outlays on the C-5A were exceeding the estimates?

Mr. ANTHONY. That is correct. It isn't correct to say that I ap-
proved outlays on contracts. I didn't.
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Representative CONABLE. What is the function of the Comptroller
with respect to funding? I am sure you have more than simply a
bookkeeping function?

Mr. ANTHONY. Yes, indeed. But our function is to authorize the
service to make a contract for a certain amount for these aircraft in
this case. And having made the contract, we did not until late 1967
have a system that tried to compare the actual costs with the planned
costs as the contract was proceeding. We knew at the end, all right,
but not as it was proceedng.

Representative CONABLE. Who does exercise this oversight func-
tion?

Mr. ANTHONY. The contracting officers who are in a different chain,
the so-called installations and logistics chain.

Representative CONABLE. Why would there not have been made
public or made available to Congress estimates that indicate a serious
cost overrun as early as 1966?

Mr ANTHONY. I don't think, from what I know of the situation
that they have very good evidence of this in 1966. You see, in order
to get this information while the contract is in process, one has to
have a way of comparing actual costs of the work completed with
the planned costs of that portion of the work, not of the whole con-
tract. And that is an essential feature of the system that we have
been trying to get going. I think we are gradually succeeding in get-
ting it going.

Indeed the committee has been of great help in stimulating this
work for us.

Representative CoNABr.E. In other words, it would be your opinion
that nobody really knew these cost overruns were as serious as they
are?

Mr. ANTHONY. Thatiscorrect.
Representative CONABLE. Simply because nothing was scheduled,

a schedule of performance against cost had not been made up to pro-
vide this kind of oversight?

Mr. ANTHONY. That is correct. That is a quite recent develop-
ment. And it still has got a long way to go before it is all worked
out.

Representative CONABLE. That seems incredible to me.
The C-5A program was the initial application of the new approach

to procurement called the total package procurement concept.
Now, there has been a lot of criticism of the C-5A program. Do

you still think that this is a good method of defense procurement?
Mr. ANTHONY. That is a very difficult question. The general con-

cept is certainly sound. Previously when we made a contract for re-
search and development, that committed us to a certain contractor,
so we were, in a sense, at his mercy for the production phase of the
acquisition. The idea of total package procurement is that we try to
make the whole deal at the beginning. The danger of it is that you
don't know what the costs are going to be at the early stage.

The particular contract on C-5A tried to reconcile these two
things by allowing for a failure to estimate the costs properly at the
early stage. I don't think, from hindsight, that the way that contract
has worked out is the best way. Indeed, I think the Air Force is now
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changing, or at least contemplating changing, the contract in order
to take what it has now learned into account.

I think the total package procurement idea is certainly good on a
procurement which does not involve a major advance in the state of
the art, that is, where you can make a quite good estimate of what
the costs are going to be.

Representative CONABLE. However, most major weapon systems of
course do involve a large amount of research, and therefore cost is
difficult to predict.

Mr. ANTHONY. That is the trouble.
Representative CONABLE. So you wouldn't say the C-5A was an ex-

ample of poor application of a valid principle?
Mr. ANTHONY. No. The C-5A, remember, was the first trial of this

method of contracting. I do think there is something to it. I think
that there is in this concept something that can be applied to future
concepts, but it has got to be modified.

Representative CONABLE. Apparently it is not a good approach for
helping to control costs.

Mr. ANTHONY. If it hadn't gotten into the escalation feature above
130 percent, it would have been excellent; that is, if the costs could
have been estimated closely enough so that they stayed within the
band of 100 to 130 percent, it would have been an excellent incentive.

Just because costs got outside that band that it turned out to be not
too good an incentive.

Representative CONABLE. Would it be fair to say that the total pack-
age procurement reduced the Air Force and Lockheed management
visibility because of inadequate contractor data, reduction in reports
required from the contractors, and the untested feature of the total
package procurement then.

Mr. ANTHONY. Not at all, no.
Representative CONABLE. It wouldn't be fair to say that?
Mr. ANTHONY. No.
Representative CONABLE. Did it reduce visibility?
Mr. ANTHONY. Not at all. Indeed, that is a completely different ques-

tion. The efforts to increase visibility are quite independent of any-
thing in the total package procurement concept. These efforts are the
ones I described a little earlier.

Representative CONABLE. Certainly, though, visibility is enhanced
by having separate research and development contracts even though
it slows down the process ?

Mr. ANTHONY. No-I am not sure that I see why this would be so.
Even in the C-5A contract there are separate amounts for research and
development and for production. Those separate amounts are just as
visible as they ever were.

Representative CONABLE. You would say, then, would you, that the
C-5A contract provided better visibility than most of the previous
weapons systems?

Mr. ANTHONY. No, sir, I just say that the visibility question is a
quite separate question. You get better visibility by a better control
system. And that is what we have been working on recently.

Representative CONABLE. Of course it is something that we are in-
terested in here in Congress.

Mr. ANTHoNY. Indeed, yes.



28

Representative CONABLE. We want to avoid this type of overrun.
Whether or not it is more than it may have been previously, it certainly
is more than we want to have, simply because it makes it very diffi-
cult to assess priorities when you don't know what something is cost-
ing or is likely to cost somewhere down the road.

Mr. ANTHONY. Yes, indeed. As a direct result of the work of this
committee, the Congress is now getting data on 31 weapons systems,
the same kind of data that you are talking about. This is a very good
development, I think.

Representative CONABLE. You would disagree, then, with the Air
Force review of the C-5A program dated July 1969, a finding-this is
under item No. 24-that the limitations in Air Force contractor man-
agement visibility were in part due to "inadequate contractor data, re-
duction in reports acquired from the contractors under the contract,
policy of disengagement, and the untested feature of the total package
procurement."

Mr. ANTHONY. Yes.
Representative CONABLE. You don't agree with that?
Mr. ANTHONY. I do not.
Representative CONABLE. And you feel that what you have said is

adequate explanation of your disagreement? Or is there anything you
would like to add?

Mr. ANTHONY. I am not familiar with this report at all. We are
gradually working toward a system which has much less paperwork
than there has been before, and people can say that, since it has less
paperwork, it has less visibility. But this really isn't so. It is a system
that provides more visibility because it provides the right kind of in-
formation. We have a long way to go, but I think we are working to-
ward it. This new system is beginning to work on things like C-5A.

Representative CONABLE. Would you agree with his analysis, Mr.
Nielsen?

Mr. NIELSEN. Not exactly. I think that the total package did result
in less visibility. Now, what the causes were I think are not too clear.
One of them, though, is that it seemed to me the Air Force through
this concept felt the contractor had more responsibility, therefore they
could disengage. At the same time that they disengaged they did not
have the kind of visibility through the control system which Dr. An-
thony described. So before we took those steps in disengagement it
seems to me we should have had a proper kind of information.

We didn't have it at that time.
Representative CONABLE. Thank you, Mr. Chairman. That ends my

questioming.
Chairman PROXMIRE. I would like to ask you, with reference to cost

standards, Mr. Anthony, you say:
Congress has already instructed the Comptroller General to investigate the

feasibility of writing uniform cost standards. I think this is an area of great
promise.
This was an idea that I have pushed very hard, and I believe in very
strongly. As you know, Admiral Rickover has testified on this. And
he has indicated that he thinks we can save $2 billion a year in our
procurement if we can get uniform cost standards.
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On the other hand, we get an objection from some Members of Con-
gress and from some people in the Pentagon and in the industry that
this is impractical, that you can't really get uniform cost accounting
standards, you can't put them into effect. You are expert in this area.
And I understand you have done some work on this specific problem.
Could you elaborate on this a little bit?

Mr. ANTHONY. I should say first that I am a consultant to the Gen-
eral Accounting Office on this matter, and I want to emphasize that
anything I say here is my personal opinion. I should not anticipate the
report of the General Accounting Office, which is designed to answer
this specific question. So I give my own opinion. I believe it is feasible
to have uniform cost standards provided that the word "standards"
is interpreted as being broad guides, broad statements, and not little
details of how you keep the books. I am quite certain that you, sir, in
advocating this, had no intention of saying that we should come out
with a manual that says exactly how the contractors should keep his
books, what he should put on page 20, and so on. That is not what you
mean by standards, I quite sure.

Chairman PROXMIRE. That is exactly right. What we had in mind,
however, was that there should be sufficient uniformity so that you
could get the same kind of assurance that I understand the Internal
Revenue Service, for example, gets, in insisting that the taxpayers
meet certain accounting standards when they make their tax reports
from corporations.

It seems to me that it shouldn't be any more difficult for the
contractor to make a report to the Defense Department than to the
Internal Revenue Service. The Internal Revenue Service wouldn't for
a minute, and the courts wouldn't for a minute permit one taxpayer
to operate on an entirely different basis that would give him a great
tax advantage over another, if he does that obviously it is improper,
and we take action.

Mr. ANTHONY. The Internal Revenue Service does permit a good
deal of leeway in the way a taxpayer keeps his books. I think that is the
sort of thing you have in mind. It sets down general standards, and it
says within these standards you can keep your books any way you want.
I think that is the sort of thing that is feasible, and that is the sort of
thing that we should be working toward.

The writing of these standards is a very difficult job. The General
Accounting Office has only to report on the question: is it or is it not
feasible? If it reports that it is feasible, then comes the job of actually
writing them. And this is something else again.

Chairman PROXMvIRE. Would this be useful to us, in a case where you
have an overhead, a large amount of overhead, a big corporation that
has a great deal of private business as well as some defense business,
in allocating that overhead? One of the fears that I have is that there
is a perfectly normal, understandable tendency for the perfectly
honest contractor to make a judgment in favor of putting his over-
head, as much as he feels he possibly can justify in his own con-
science, into his defense operations. And unless he has some kind of
standard on allocation of overhead, there would be a tendency, of
course, for him to push these costs on the Government, especially on
these contracts which are cost plus one way or another, and thereby

38-125 O-70-pt. 1-3



30

hold down his costs in the priority area where he could compete more
effectively and enjoy higher profits.

Mr. ANTHONY. Yes, the area of the allocation of overhead is one
of the most important areas where standards are desirable.

Chairman PROXMIRE. In your statement you expressed doubts about
fixed price contracts. Isn't it true that in the private sector, business
dealings are very often by fixed price contract, even in the area of a
complex and new technology such as in the aircraft industry? I have
in mind that Boeing has sold its 747 to Pan American Airlines on a
fixed-price basis before the aircraft was actually built? If this is true,
why is a military system like the C-5A so different from the 747 in
susceptibility to fixed price ?

Mr. ANTHONY. I am no expert on aircraft, but it is my impression
that the 747 is more like the 707, which has been built, and on which
pretty good cost information is available?

Chairman PRoxM=RE. More like the 707 than like C-5A?
Mr. ANTHONY. A big 707, yes, rather than a little C-5A.
Chairman PROxMIRE. That surprises me, because I thought that

Boeing and Lockheed both bid on the C-5A.
Mr. ANTHONY. Yes, they did.
Chairman PRoxMnIz. As you know, Lockheed got it, and the Review

Board thought that Boeing had a better design. Lockheed was lower
in, price, $300 million lower. But I had the impression that Boeing
then went ahead with their jumbo jet, which is roughly the same size,
a little smaller, but roughly the same size, roughly the same weight,
roughly the same kind of capability-of course, structured to carry
people instead of freight, but quite similar to the C-5A.

Mr. ANTHONY. If we take the C-5A, I think it is obvious that Lock-
heed would not have entered into the contract as it was entered into if
they had known what the costs were going to be, because Lockheed is
not going to make a reasonable profit on this contract. And that illus-
trates the difficulty-

Chairman PROxMTRE. HOw do we know they won't profit? I think
that you are probably right; they say they aren't, and the Air Force
says they aren't. But until we have uniform accounting standards how
do we know what profit anybody is making, or until we have the sub-
poena power by the Comptroller General and we can go in and really
make a thorough investigation, how do we know the profit or loss?

Mr. ANTHONY. You are right, we won't know it exactly. The C-5A
is being built in a physically separate plant from the rest of Lockheed
operations. You have the problem of allocating general corporate
overhead to it, but outside of that the costs associated with that plant
are pretty clean, I think.

Chairman PROXMIRE. Not only the corporate overhead, but they can
pour all kinds-there is some problem in the cost of the research and
development on the one hand and the production on the other, there is
some contention that they push some of their research and development
into production. That is one element, one problem.

Mr. ANTHONY. It is still part of the total cost that Lockheed is going
to get compensated for.

Chairman PROxMiRE. There is also the question that Lockheed can
get well on their commercial business, once they go through all this
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with the Government they can turn around and build big air freight
planes for private industry and be in a very desirable competitive
position.

Mr. ANTHONY. Yes, indeed, this is possible. But I still think that had
Lockheed known then what it knows today about the cost, it would not
have entered into this kind of contract. And this is an illustration of
the difficulty of estimating costs in this kind of a complicated weapons
system.

Chairman PROXMIRE. Do either one of you gentlemen see any reason
why the Federal Government should go ahead with the second run
of the C-5A either the 23 planes or the additional 62 planes, if it is
concluded that we don't need those planes? Is-there any moral reason
why we should, or any practical reason why we should that you can
see? Supposing you make a decision that we only want 58 planes? As
a matter of fact, I understand Air Force Secretary Brown at one
point indicated that maybe that would be all right. And my analysis
indicates that in terms of the cost we have one terrible time justify-
ing more than 58 planes. But I am asking, in view of the effect on
the corporations-both of you gentlemen have great business experi-
ence as well as governmental experience-do you see any reason why,
we start with the 58, there is any obligation either moral or practical
on the part of the Government to go ahead.

Mr. ANTHONY. I think the Government has both a moral and a
legal obligation to pay for whatever costs have already been incurred
on additional aircraft. Beyond that I don't think it has any obligation.

Chairman PROXMTRE. You mean to bail out Lockheed so that they
don't lose anything?

Mr. ANTHONY. If Lockheed in good faith-has undertaken to start
additional aircraft-and remember, the process of building an air-
craft takes many months-then it seems to me the Government has an
obligation to pay for the costs that have been incurred for that.

Chairman PROXMIPX. I don't argue with that at all, you are abso-
lutely right. But I am talking about, if we bought 58 planes, and they
have only built five-it is true that there is a long leadtime, but it
would seem to me that the additional costs of. the Government
wouldn't be great.' There would be a very substantial loss to Lockheed,
obviously. Some estimates are $650 million.

I don't know if the corporation could sustain that kind of loss
and survive. You have other Government contracts with Lockheed
that are larger. But it is a big loss.

Mr. ANTHONY. Of course it is. But I don't think myself that there
is a moral or legal obligation to go beyond the point that I have just
described.

Mr. NIELSEN. I would agree. I think that the question is whether,
in fact, you need the additional aircraft based on their current esti-
mated costs, whether they are an effective utilization of resources in
the future, that is the decision that needs to be made. And I think
that decision was made in the Department of Defense. And I would
hope that the Congress would support it.

Chairman PROXAIRE. Very good.
Then I take it that you gentlemen would agree with this-and per-

haps I can conclude. In fixed-price defense contracts why can't the



32

Pentagon hold a contractor's feet to the fire so that the Government
will obtain the benefits of its contractual arrangements?

Mr. ANTHONY. In fixed price defense contracts the Government
should hold the contractor's feet to the fire.

Chairman PROXMIRE. You agree?
Mr. NIELSEN. I concur.
Chairman PROXMIRE. What is there about fixed price contracts

awarded by the Pentagon that are so different from fixed price con-
tracts in the business world? In those cases where, as I mentioned,
technologies are almost equally complex, is there anything else besides
technology that should be considered here?

Mr. ANTHONY. No, sir; I don't believe so.
Chairman PROxMIRE. You believe a fixed price contract is a good

contract provided the technology will permit it?
Mr. ANTHONY. It is a good contract, provided you can estimate

the costs. Yes; certainly, it is the desirable form of contracting when-
ever you can do it.

Chairman PROXMIRE. Gentlemen, I have some other questions I
would like to ask you, not just for the record but here. But there is
a rollcall on the Floor. I will be back in 10 minutes. I apologize
for detaining you. But would you permit me to run and come back.

Mr. ANTHONY. We would be happy to.
Chairman PROXMDxE. The committee will stand in recess for lb

minutes.
(Short recess.)
[Testimony resumed.]
Chairman PROXMIRE. I apologize, gentlemen, for having to go over

to vote. You are very patient.
I would like now to ask you gentlemen to inform me as to what

the substance of DODI 7000.2 is. I understand that this document
relates to project PRIME and SAIMS.

Are you familiar with this document?
Mr. ANTHONY. Yes, sir.
Chairman PROXMIRE. Will you explain it?
Mr. ANTHONY. DODI 7000.2 describes the system of the Perform-

ance Measure of Selected Acquisitions. It is the end result of about
2 years of effort within the Defense Department and in discussions
with contractors. We believe it will change the whole emphasis of per-
formance reporting. Hitherto, the general practice had been to work
out a detailed control system in the Pentagon for each maj or weapons
system, and then impose that system on the contractor and make him
use it along with his own control system. The theory of DODI 7000.2 is
that we will reduce tremendously the amount of paper work involved
in contract performance by drawing information from the contrac-
tor's own system, rather than having a separate system. In order to
make that concept work, we had to establish criteria as to what is an
acceptable contractor system. It was the working out of those criteria
which was the most controversial part of this effort.

Industry by no means agrees with the criteria that have finally
been worked out.

Chairman PROXMIRE. Industry did work with you in developing
this?
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Mr. ANTHONY. They worked at great length with us in this. But we
did not accept their point of view in all cases. And there is still some
effort on the part of industry to get the criteria changed. I personally
hope such efforts will be resisted.

Chairman PROXMIRE. What has been the reaction of the Council of
Defense and Space Industries Association?

Mr. ANTHONY. The CODSIA was the group that we looked to in
working out the criteria. With one major exception, they basically
agreed with the criteria. The exception was that we thought it neces-
sary to measure the costs incurred on a contract and match with it the
work actually done. They did not see that as a necessary criteria, but
we insisted on it anyway.

Chairman PROXMIRE. Do they accept the systematic approach incor-
porated into this?

Mr. ANTHONY. They are very much in favor of the general philoso-
phy of 7000.2. And they have supported us and worked very hard with
us in trying to work out differences of opinion.

Chairman PRoxImmE. Do you think it is fair to say that the Defense
contractors have been responsive in their efforts to water down this
instruction as it applies to direct costs?

Mr. ANTHONY. Certain contractors have tried to water this down.
They have been unsuccessful, and I hope they will continue to be
unsuccessful.

Chairman PRoXMIRE. How in general do you appraise the role of the
defense contractor in the development by DOD of better management
control systems?

Mr. ANTHONY. Naturally, our points of view do not always coin-
cide. When this happens, we get together and try to work out a solu-
tion that meets our needs and imposes a minimum amount of burden
on the contractor. If there are still differences of opinion, and the
Defense Department nevertheless feels that it needs the information
presented in a certain way, it gets the information in that way.

Chairman PROXMIRE. Let me ask you if you can give me an answer
to this generalized question. Has the influence of defense contractors
encouraged the development of meaningful systems, or would you say
it has on balance been a primary cause of our current predicament of
having very limited Defense Department control over contractor cost
and performance?

Mr. ANTHONY. By and large I would say that it has encouraged the
development of better systems, both in the work-

Chairman PROXMIRE. We still have very limited control, though,
don't we?

Mr. ANTHONY. We are getting there. We still do have limited con-
trol; indeed we do. But you asked have contractors by and large
encouraged it. And I think that they have, both in the constructive
work that industry has done in 7000.2, and in other efforts culminating
in instructions for the elimination of paper work. In these efforts the
defense contractors assigned some very top people to a rather massive
undertaking that we undertook to cut out unneeded reports. The de-
fense industry cooperated very, very well with that undertaking at
considerable costs to themselves.

Chairman PROXMIRE. Mr. Nielsen, did you have an opportunity to
work with this in this area?
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Mr. NIhLsEN. Yes, I did.
Chairman PROX=IRE. Would you like to comment?
Mr. NIELSEN. Yes, I would be glad to.
I would only concur with all of the statements that Dr. Anthony

has made, with the exception perhaps of the contract relationship. It
seems to me that there is a very difficult problem with the contractors.
In describing this system, a criteria has been established which is very
general. The implementation of that criteria by the contractor, how-
ever, requires a specific detailing of duties to a contractor; how specific
it should be, and what kind of effort should go into it. This requires a
full understanding by the Government of its own requirements in try-
ing to explain them to a contractor. I found, in my working on it, this
was a very difficult problem.

I think contractors resisted it primarily because they didn't under-
stand the benefit of the information or weren't clear that the extra
costs associated with these information systems would pay off. I felt
strongly that they would. I think we worked as hard as any group in
trying to get contractors to put in acceptance systems.

All I am saying is that there is a much bigger effort here than we
all might tend to look for and it is going to take a lot longer than any
of us would like to get the kind of information we want.

Chairman PRoxMIRE. Do we have any example, any instance, any file
on the study, any way that has been put into effect in any degree to
determine its workability.

Mr. NIELSEN. I think the closest system-one that has been accepted
by the Air Force as meeting their criteria, which is somewhat different
than the DOD criteria and I think is a little more restrictive than the
DOD criteria-is in use by the General Electric reentry systems divi-
sion in Philadelphia. In that case the contractor uses the same man-
agement information to manage its program as they are giving to the
Air Force. This does the kind of things that Dr. Anthony suggested,
that is, it compares actual costs with plans both in schedule time and
in the technical aspects of that program.

In my judgment they haven't reached the end of the line, however.
Even though the Air Force has agreed to that system at the present,
there are some improvements that they should make to get better con-
trol over costs, or to improve their ability to control costs.

Chairman PROXMIRE. I would like to ask one other question in
connection with this document. And that is connected with the contrac-
tors' direct cost, the application of that direct cost, and the contractors'
attitude toward it. Why did they object, and why do you feel that their
objection is not well taken?

Mr. ANTHONY. Well, there are two reasons, I guess, that they object.
One of them is that with respect to progress payments a contractor
quite properly gets paid progress payments on the basis of articles
that he buys for the contract. He is worried that the 7000.2 system,
which has nothing to do with progress payments at all, might get
interpreted as meaning that he would only get paid his progress pay-
ments whe he puts the material on to the aircraft, or whatever it is.
This worry is unfounded. This object is just a red herring.

The other objection is that this device of matching costs incurred
with work done is the very best way of increasing the visibility that
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you were talking about earlier. The contractor is not anxious to in-
crease that visibility, and he therefore objects.

The proper course of action for the Defense Department is to dis-
regard such objections.

Chairman PROXMIRE. If you were the Government's representative
what would you do with the contractor's objections?

Mr. ANTHONY. I would disregard them-I have disregarded them
in many meetings.

Chairman PROXMIRE. Would you concur with that, Mr. Nielson?
Mr. NIELSEN. Yes. And I think that I have. On the other hand,

there is a different view as to the extent one should go in a criteria
which is built on progressive or successive breakdowns of work that
the contractor is going to accomplish. There is some question in my
mind as to how deep one goes into that breakdown of work, and how
far you go to tie in the underlying systems that a contractor uses to
manage his program. We have found, I think, in each case-that in
many cases-there are other systems that exist in a contractor's opera-
tion; such as a detailed manpower reporting system, that has not been
tied in to the overall reporting system. How far and how much we
can do to see that these systems do relate is really a very difficult ques-
tion to determine. I think we have to push contractors continually to
make those ties, to make them meaningful, and to make them a part of
a total reporting system.

But this is quite a change.
Chairman PROXMIRE. At this point I am going to insert in the record

the document to which we have referred, the CODSIA statement on
cost schedule control systems criteria, and the letter accompanying it to
Assistant Secretary of Defense Barry Shillito from a number of per-
sons responsible.

(The document follows:)
ASSISTANT SECRETARY OF' DEFENSE,

Wa3hington, D.C., July 11, 1969
Memorandum: For the Assistant Secretary of Defense (Comptroller).
Subject: DoDI 7000.2, Cost/Schedule Control Systems Criteria (C/SCSC).

Enclosed are a copy of a letter from the Council of Defense and Space In-
dustry Associations (CODSIA) dated July 1, 1969 forwarding me a paper re-
garding the subject matter and a copy of my letter to CODSIA.

I would appreciate your reaction to the CODSIA paper.
BARRY J. SHILLITO.

COUNCIL OF DEFENSE AND SPACE INDUSTRY ASSOCIATIONS,
Washington, D.C., July 1, 1969.

Hon. BARRY J. SuiLLrrO,
A88istant Secretary of Defenae (IhL),
The Pentagon,
Wasahington, D.C.

DEAR MR. SECRETARY: In response to your indication to our Task Group
Chairman, Mr. A. A. Landesco, Jr. that you would appreciate background in-
formation and Industry recommendations on matters at issue with regard to
Cost/Schedule Control Systems Criteria (C/SCSC), attached is a CODSIA
statement on this subject.

This statement summarizes industry's understanding of the purposes of
C/SCSC, a history of its interface with DOD and the comments which industry
has developed on some of the key issues. It is our concern that with the passage
of time and change in participants these matters may have become somewhat
fragmented and hazy. It is our intent to organize and present in this paper a
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single statement and accurate summary which may be useful for clarification of
present status. We hope it serves this purpose for you.

If you wish to be provided additional information we would be happy to
provide any clarification and supplementary data which you may desire. Mr.
J. Morton Turner is the CODSIA Project Officer and contact on this case and
will make any such arrangements. His number is 347-2315 here in Washing-
ton, D.C.

Very truly yours,
Joseph M. Lyle, President, National Security Industrial Association;

Robert W. Barton, Western Electronic Manufacturers Associa-
tion; Edwin M. Hood, President, Shipbuilders Council of America;
L. H. Miller, Esq., General Counsel, National Association of Manu-
facturers; James G. Ellis, Manager, Defense Liaison; George E.
Lawrence, Executive Vice President, Scientific Apparatus Makers
Association; William H. Moore, Vice President, Electronic In-
dustries Association; Karl G. Harr, Jr., President, Aerospace
Industries Association; Kenneth M. Jackson, Chairman, Procure-
ment Regulation Committee, National Aerospace Services.

JUNE 27, 1969.

CODSIA STATEMENT ON COST/SCREDULE CONTROL SYSTEMS CRITERIA

In the forging and fulfillment of our national defense objectives, no other
single concept has provoked as profound a change in planning and analysis
techniques as the philosophy of using a systematized approach for management
purposes. This change has been and is being forced by two particularly com-
pelling needs in the current Department of Defense environment:

1. The urgent necessity for a synthesis of strategic alternatives, weapons tech-
nology, and total resources in fulfilling national defense objectives.

2. An equally urgent need for a unified information system within the Depart-
ment of Defense to streamline and accelerate the process of high-level decision-
making, particularly with respect to highly complex weapons systems.

As an integrated discipline for defense hardware development and acquisition,
the systems concept gained its prominence in the 1950s. Its initial use, both
within the DOD and industry, was directed to the coordination and management
of the technical aspects of complex programs. But it was not until the early
1960s that Secretary Charles J. Hitch, then DOD Comptroller, reduced to practice
his new concept of programming which was essentially the forerunner of the
system approach in managing for the concept was designed to integrate top
level decision-making into the three required phases of planning, programming,
and budgeting for DOD systems acquisition.

One of the essential ingredients of this comprehensive systems approach is
an effective means of ensuring reliable visibility, measurement, and control of
cost, schedule, and technical accomplishment during the period of contract
performance. The overall planning, programming and structuring of a weapons
system procurement are determinant factors in making possible such reliability.
In other words, establishing the phases of the procurement cycle, developing the
systems requirements and attendant work breakdown structure, identifying
critical items, and contracting appropriately to -reflect the technical and related
cost risks are primary requisites to effective project management. This project
management, in the case of major systems procurement, is impossible without
a cost and schedule measurement system which provides reliable and meaningful
data and which supports and affords integrity to the broad scale planning,
programmingand budgeting of DOD.

To ensure that this highly significant element of support is available during
contract performance, the DOD felt the need to establish a single set of criteria
to be used by all DOD components which contractors' cost and schedule control
systems should meet. These criteria have been set forth in DODI 7000.2, "Per-
formance Measurement for Selected Acquisitions", dated December 22, 1967.
As stated in this Instruction, DOD's purpose is to set forth uniform DOD
requirements covering contractors' management control systems for application
to selected defense contracts. It covers the use of Cost Schedule Control Systems
Criteria (C/SCSC) on selected acquisitions during the engineering development,
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operational systems development, and production phases of the acquisition. As
written, It is Intended for acceptance and application by all Military Departments.

Through DODI 7000.2, DOD is striving to encourage Its contractors "to accept
and install management control systems and procedures which are most effective
in meeting their requirements". Contractor systems capable of satisfying the
criteria are expected to provide an adequate basis for responsible decision-
making by both the contractor and DOD management. In that process, the
contractor's internal management control systems must provide data which (1)
indicate work progress, (2) properly relate cost, schedule and technical per-
formance, (3) are valid, timely and auditable, and (4) provide DOD managers
with a practicable level of summarization.

In more specific terms, the C/SCSC is a composite of criteria and related
demonstration tests which DOD will expect its contractors for major procure-
ments to meet in their schedule and cost control management systems. The basic
concept requires detailed planning of all identified work and measurement of
actual performance to all levels of a work breakdown structure In accordance
with MIL STD 881, both for cost and schedule compliance. Comprehensive time-
phased budgeting, variance analysis, DOD constraints and controls over changes
to planning and actual cost reporting are other basic elements of the system.

Industry has generally endorsed the basic objectives expressed in the DOD
Instruction, although it does not agree where particular methods are prescribed.
The majority of defense contractors consider that they and DOD have mutual
objectives in this area and they are vitally interested in improving their cost and
schedule management control wherever possible.

The requirements of the Military Departments in Implementing cost and
schedule control management systems have, In some instances, been more de-
manding because of certain problems. During the early phase of the efforts to
systemize cost and schedule control management, certain Military Departments
reported instances of systems control deficiencies on the part of contractors such
as lack of control over work authorizations, ineffective performance measure-
ment, unwarranted transfers of cost and/or budgets from one element of the
work breakdown structure to another and inadequate accounting for material.
Compositely, these situations caused sufficient concern at the Military Depart-
ment level so that the systems they proposed for Implementation were designed
to preclude the recurrence of these deficiencies, and to meet the DOD and indus-
try objectives of having a system capable of providing reliable and meaningful
data. The Military Departments imposed contraints designed to prevent the
recurrence of previously experienced problems. As a result, the prescribed control
systems requirements became more specific as to the methods to be used and less
compatible with requirements, for internal management.

Industry has been concerned that, because of the rigid and burdensome nature
of some of these extra requirements in the systems at the Military Department
level, they would not have sufficient flexibility to adapt these systems to the real
and changing needs of their businesses. The complexities and detail of the Mili-
tary Departments' requirements proposed from time to time to have been such
that Industry has found them very difficult to implement, prohibitively costly,
and potentially stifling -to the point of impeding performance. Industry has felt
that the more flexible management system requirements it has proposed (in
large part agreed to by OSD) would discourage deficiehcies wherever objective
management practices were followed. Industry contends that no degree of se-
verity in 8Y8tem8 application could preclude poor management or deliberate eva-
sions. These latter conditions must be met by means other than C/SCSC, which
should and must be designed solely for management purposes and not as a polic-
ing action.

It appears to Industry that the Military Departments, in addition to support-
ing DOD objectives, have attempted to incorporate measures to serve their own
detailed objectives. Industry objects to this approach. Industry fears have been
justified by experience in systems demonstrations and audits conducted by the
Military Departments. Countless thousands of hours have been expended in
preparation for these reviews, hundreds of pieces of correspondence exchanged
afterwards, and numerous follow-up meetings conducted over the past three
years, with the result that only one system, applied to a single program and a
single contract, has been "validated" to date. Program agency review team
members 'and program managers appear to apply their own Interpretation of the
specifics of compliance with the criteria. This results in complex and excessive
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data of questionable management value. However, if the basic objectives of the
cost and schedule management system requirements are limited to those set
forth by DOD in DODI 7000.2, Industry and DOD should have little difficulty
in developing mutually acceptable requirements.

If it can be established that the objectives of DOD, the individual Military
Departments and Industry are identical, it should be not only possible, but highly
desirable to find in very short order a completely acceptable single set of criteria
for universal use. The principal problem is to provide sufficient flexibility in the
criteria and their implementation to permit the use of a diversity of proven tech-
niques which can be demonstrated as complying with such criteria.

One of the salient requirements of both DOD and the Military Departments is
that the cost and schedule control system used by contractors for performance
measurement and reporting, must also be that system used by the contractor for
his own management of the project. Industry completely supports this principle
since redundant systems are costly, confusing and a management problem. It is,
therefore, essential to agree on sufficiently broad criteria that are cost effective,
practicable, usable as a contract management tool, and at the same time, adapt-
able to the individual needs and conditions of each contractor and type of work
to be performed.

There is a long history of negotiations between DOD and Industry in attempt-
ing to develop such a meaningful system with sufficient flexibility to accommodate
all types of business across the defense procurement spectrum.

In the summer of 1966, DOD issued its first version of the Cost and Schedule
Control Systems requirements in the form of a specification. It was based on
a composite of the Earned Value System and portions of the Air Force CSPCS,
largely derived, in turn, from the Earned Value System. In response to DOD's
request for comments the Council of Defense and Space Industry Associations
(CODSIA) indicated that the proposed criteria were impracticably detailed and
inflexible. Further, they would have placed ultimate management control in the
Government by making all significant aspects of contractor compliance "subject
to the approval of the contracting officer". CODSIA recommended that the most
effective approach would be to develop meaningful criteria describing what the
contractor's system should be capable of doing, rather than specific instructions
and procedures on how to do it. At the same time, Industry endorsed the broad
objectives of DOD and proposed a set of criteria which it considered acceptable
in terms of detail and flexibility, while potentially providing for the basic DOD
objectives.

As a result, Industry's desire for a broad criteria approach was endorsed by
DOD without fully 'agreeing with Industry's proposed draft. Industry and DOD
then set about negotiating mutually acceptable criteria and did, in fact, agree on
a preliminary version in late 1966. Subsequently, however, DOD issued another
draft of criteria now known as C/SCSC, supplemented by a group of 12 demon-
stration tests. After careful review, it was industry's considered view that, com-
positely, the effect of these criteria, supplemented by the proposed demonstration
tests, was once more to place unacceptable contraints and detailed requirements
on contractors in the form of singularly rigid approaches which could not and
should not be uniformly applied to all contract circumstances.

In its response, dated August 4, 1967, to this latest version, CODSIA once again
took issue with the inflexibility of the criteria and objected to them because
they prescribed methods of measurement and control rather than what the con-
tractor's system should be capable of doing. In addition, CODSIA offered to work
with a designated DOD team, including representatives of the Military Depart-
ments and once more attempted to negotiate a set of meaningful criteria and
implementing guidelines. The criteria included in DOD Instruction 7000.2, dated
December 22, 1967, represent the results of that effort. but do not conform, in
several major respects with the version which had been agreed to by the OSD/
CODSIA Task Group. The following are specific areas of difference: the applied
direct cost concept and related accounting requirements with respect to ma-
terial, the "necessity" for short span work packages and requirement for a
"properly related" technical performance measurement system. Discussion of
each of these topics is included later in this paper.

Following the issuance of DODI 7000.2 in December of 1967, DOD designated
a Task Group composed solely of Military Department personnel to draft a guide-
line for evaluation of contractor systems. Mutually acceptable provisions in this
Guide for Performance Measurement were and remain of extreme importance
to Industry because of their intended use by DOD:
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1. As a factor in the source selection process.
2. As a guide for contractors to describe their Cost and Schedule Control

System.
3. As a basis for qualification of the contractors' systems.

Industry worked with this Task Group of the Military Departments in an
extended series of day-long meetings and explained its position on the contro-
versial points to be covered. The draft Guide subsequently issued for comment
did incorporate a few of the Industry suggestions, but did not include a number
of provisions considered by Industry as essential for comprehensive application
to defense contractors. Accordingly, in responding, Industry emphasized the
necessity for further revision, a position which we understand was also taken by
several DOD components. To our knowledge, there has been no further significant
progress with respect to the publication of the Guide. It is our belief that the
delay is caused by the fact that agencies within the Miltiary Departments take
issue wih the Guide as both DOD and Industry believe it should be written
because it does not implement the specific detailed requirements mentioned pre-
viously which in effect would greatly exceed the requirements for effective per-
formance measurement and control.

A revision of DODI 7000.2, as yet unpublished, was discussed with the CODSIA
Task Group by representatives of OSD last Fall. The Task Group believes that
with very few changes, this document could be acceptable and one with which
Industry felt it could reasonably comply even though in some instances without
measurable or cost effective benefit to either party.

However, one of the important points with which Industry takes issue in the
proposed revision to DODI 7000.2 is the statement that there will be a "guideline
document issued to explain and amplify the criteria". Industry understands that
it has always been the DOD's intent that the criteria would constitute a single
overriding and limiting requirement and that the related guidelines were not to
amplify or enlarge upon these criteria, but solely to explain their implementation.
On the other hand, some in the Military Departments contend that the criteria
should constitute a minimum requirement susceptible to supplementation by each
of the departments to suit its particular objectives. This interpretation would
defeat the objective of developing a single set of requirements for use by all
Components, and supports Industry's concern that the real objectives of the
Military Departments differ substantially from those of DOD and Industry.
Until these differences are resolved, the revised 7000.2 and the related Guide are
apparently being held in abeyance by DOD.

In the meantime, various systems are being promulgated by the different
Military Departments, and varied requirements are being simultaneously in-
cluded in different request for proposal. This condition is directly contrary to the
intent expressed by DODI 7000.6 and 7000.7 regarding control of the prolifera-
tion of management systems and the concept of basic agreements as expressed
in DODI 7000.2. Industry has already experienced great variety in cost and sched-
ule management control system reporting reqiurements-in basic content, depth
of detail, format and frequency. Differing requirements for variance analysis
have been specified, some of which are totally unrealistic for pracitcal manage-
ment use by resulting from redundant development, maintenance and changing
of systems and computer programs or from providing entire duplicate systems In
some instances.

Additionally, there are specific differences relating to the DODI 7000.2 of
1967 which center around several basic issues as follows:

1. The Military Departments' position is that the work packages on any given
program should be time limited on a very short span, not-to-exceed basis, and
the work in process constrained to a minimum at any given time. This is appar-
ently intended to make it difficult for contractors to transfer significant budget
provisions between work packages and between cost accounts. Industry, on the
other hand, is firm in its position that the work packages should not be time con-
trained, but should reflect natural subdivisions of the work to be performed in
the way in which it can most effectively be managed. Industry fears that arti-
ficial constraints on the size of work packages will lead to the use of meaning-
less milestones for performance measurement, and consequently, the reliability
of the entire system may be seriously undermined, and its utility as a manage-
ment tool greatly impaired. The CODSIA Task Group and OSD, at one point in
time, had mutually agreed upon a definition of "Work Packages" which recog-
nized all factors which should be considered in arriving at the definition of this
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term. However, paragraph 2 of DODI 7000.2 as published does not place these
factors in proper perspective. The original definition set forth principles for
establishing the size and duration of work packages. By the change in sub-
paragraph "2m (5)" substituting the word "necessity" for "desirability", all
other principles were effectively nullified; In addition, masses of manually con-
trolled paper are required to comply with such a requirement resulting in addi-
tional cost for no real benefit. Such circumstances reduce the systems' viabiUty
for the contractor's internal management purposes. If the use of one system
to satify both Government and Contractor program management needs is to be
realized, the Military Departments must abandon the idea of arbitrarily con-
straining Industry's work packages to unreasonably short time span increments.

2. Some in the Military Departments support retention of and measurement
against the original baseline budget (modified only for contract changes) at
cost account level or lower. However, the baseline budget, with the passage of
time, frequently ceases to reflect the then current work requirements as a result
of more clear definition of tasks, "work around" techniques, and in-scope changes
and it becomes necessary to revise the operating budget at performing levels to
reflect such changes. At this point, there is no longer any purpose in retaining
the original baseline budget at these low levels. There is a need, however, for
a revised, meaningful, detailed operating budget to reflect the current work
statement and schedule. It is agreed that there is unquestionably a need for
traceability of changes at all levels as well as the retention of the original
baseline budget at contract line item level. This would be entirely adequate to
ensure early notification of a potential overrun and prevent improper utiliza-
tion of funds budgeted for future work. In CODSIA's opinion, the proposed re-
quirements by the Military Departments for baseline budget retention to very
low levels is unnecessarily costly, cumbersome and impractical. If one system for
both Government and Industry is to succeed at detail levels, it must be flexible
enough to satisfy the overriding contractor requirement, that budgets issued to
operating line organizations must represent a realizable goal to provide a realistic
incentive for good performance.

We understand the three basic DOD objectives under the proposed revision
are:

(a) to maintain the integrity of the cost measurement system for purposes
of unit or lot cost determination on individual items under the conract.

(b) To ensure compatible time-phasing of the material charges and labor per-
formance within individual work packages.

(c) To establish a system of accounting for material which assures adequate
material accountability from the DOD standpoint, including variances from
projected usage.

Industry has freely acknowledged that there are certain types of work under
certain types of contracts for which the so-called "Applied Direct Cost" concept
of accounting for material is practical. The objection is that the Instruction
applies this concept universally to all DOD business subject to C/SCSC.

It should be emphasized that the defense business subject to C/SCSC is a
contract business the accounting for which is entirely different from the account-
ing for production of "off-the-shelf" items for anticipated sales. For this reason,
both DOD and Industry should be concerned that all legitimate material costs
incurred for each contract be considered when developing historical or projected
unit or lot costs or when measuring performance.

Application of the cost of material considered necessary, including develop-
ment materials procured for schedule assurance but not used, and the excess
to cover spoilage, rework, etc., is essential to obtain a true picture of the cost
of performing a specific piece of work, even though some part or even all of the
excess is not actually consumed, in the process of the work. The mere fact that
it was considered necessary to have it on hand and available for potential use
makes it misleading to develop a cost of the work performance without includ-
ing it. Industry accepts the need to promptly and appropriately reflect any use-
ful diversions of the surplus material. It should be recognized that failure to
charge as applied cost all materials which, in good business practice, are neces-
sary to assure successful performance of a contract defeats the basic purposes
of deriving the true unit or lot cost and accurately measuring performance from
the total of applied costs.

Industry feels very strongly that the justifiable and sound objectives for good
material accountability can be achieved through other, less complex and costly
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methods. The requirement for the accounting transfer of costs as material is
consumed places upon defense contractors, as a minimum, an extra pricing exer-
cise which, in the vast majority of cases, contributes nothing to effective man-
agement of materials. Industry feels that the applied cost concept as a rigid
and comprehensive requirement for all systems procurement should be dropped.
It is burdensome, wasteful, and is not cost effective for a significant Ilercentage
of procurements and contracts eligible under C/SCSC. Rather, the DOD should
establish that contractor systems must have the capability to control and ac-
count accurately for materials, develop reliable unit costs, and accurately
and effectively measure work accomplishment which includes the purchase,
receipt and use of materials. The criteria should recognize a variety of ap-
nroaches to achieving these objectives leaving it to the contractor to show that
iis approach achieves the desired results.

It should be clear that Industry does recognize thenneed for (1) accurate
and complete unit or lot costing in appropriate circumstances, (2) for adequate
material accountability and (3) reliable measurement of work performance. It
stands ready to perform to achieve these results, but not necessarily according
to the applied cost concept with respect to materials.

4. As currently written, DODI 7000.2 and the related draft Guide for Per-
formance Measurement contain requirements for a Technical Peformance
Measurement System (TPM). While this has not been made a condition for
qualifyinga contractor's system, it has been set up as a factor to be evaluated
in the source selection process. Industry believes that this will not produce
objective results since there are no standards against which to make an evalua-
tion. Technical Performance Measurement (TPM), as an integrated system. is
in its infancy as reflected by the joint memorandum of May 21, 1968 issued by
the DDR&E and the ASKD (Comptroller). The language of DODI 7000.2 con-
cerning TPM should be limited by the concepts expressed in this joint memo-
randum until sufficient experience has been gained to provide a proper founda-
tion for a more complete criteria with a reasonable expectation of proper, uniform
application. It should be deleted as a source selection evaluation factor.

Again, it appears that a significant element of the motivation for the Military
Departments' position on the four specific points discussed above stems from
the results of the early reviews which found some contractors deficient in cer-
tain aspects of cost and schedule control management. Apparently, the Military
Departments' requirements are designed to preclude recurrence of these problems.

If we are to realize the full potential benefits of the concept of applying cri-
teria to encourage contractors' management to accept and install management
control systems and procedures which are most effective in meeting their re-
quirements the four outstanding controversial issues discussed above must be
resolved.

In view of these considerations, Industry recommends the early issuance of
the DOD Instruction 7000.2 revised to reflect substantive changes requested in
this letter and CODSIA letter of 15 January 1969.

There should also be a related Guide for Performance Measurement, which
does not amplify the criteria requirements, but offers needed guidance to con-
tractors in writing systems descriptions, and to evaluation teams in conducting
their evaluations of contractors' cost and schedule management control sys-
tems. Such a guide existed nearly a year ago in draft form and the CODSIA
Task Group reviewed and commented on it. With some revision, (as discussed
in meetings and recorded by OASD) the CODSIA Task Group members indicated
that they felt it was a potentially acceptable document.

It is CODSIA's recommendation that the condition under which the revised
Instruction and Guide should be issued is that compositely they must become
the only DOD requirement for cost and schedule management control and that
any other systems existing in DOD, including those of the individual Military
Departments, be phased out. This is especially important since most contractors
do business with more than one Military Department, and it would be extremely
difficult and impracticable. if not impossible, for them to operate their systems
to satisfy the varying requirements of each procuring agency of the Departments.

In conclusion, COI)SIA reaffirms its willingness to provide.the services of
its Task Group to work with DOD in any further effort to finalize an acceptable
set of criteria and guidelines that will ensure mutual achievement of worthwhile
objectives.
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ASSISTANT SEcRETARY oF DEFENSE,

Washington, D.C., July 11, 1969.

COUNCIL OF DEFENSE AND SPACE INDUSTRY ASSOCIATIONS,
Care of National Security Industrial Association, Wasbington, D.C.
(Attention of Mr. Robert Walsh, Executive Secretary.)

GENTLEMEN: I have received your paper regarding Cost/Schedule Control Sys-
tems Criteria (C/SCSC) forwarded with your letter of July 1, 1969. This is a well
written paper. It has been very helpful to me. I am forwarding a copy of it to Mr.
Robert C. Moot, Assistant Secretary of Defense (Comptroller).

When we have completed our review of your comments, one of my staff will get
in touch with Mr. J. Morton Turner in the event it appears appropriate to request
additional information.

Sincerely yours,
BARRY J. SHrLrTo,

Asssftant Secretary of Defense
(Installations and Logistics).

Mr. ANTHONY. Mr. Chairman, when you asked me about CODSIA's
attitude I was talking about its attitude when I worked in the Defense
Department. What you have just introduced is evidently a more recent
expression of its attitude, and I am unfamiliar with it.

Chairman PROXMIRE. Mr. Anthony, in connection with this what was
accomplished during your 3 year tenure in the Pentagon in the area of
performance measurements of weapons systems?

Mr. ANTHONY. The publication of 7000.2 to which you have already
referred is probably the major change that we have made in that area.
That was December 1967. The implementation of that is still far from
complete, but the groundwork has at least been laid. The program to
simplify and make more meaningful the existing report structure with
contractors was another major effort.

The program of getting what we call selected acquisition reports,
which was started late in 1967, and which has, as I said, now been ex-
tended to 31 weapons systems by the present administration, is another
example.

The program to get cost information on contracts broken down in
such a way that costs can be used better to estimate what similar con-
tracts are going to cost in the future is another such example.

I think those are the principal systems that we have introduced in the
last few years in the procurement area.

Chairman PROXMIRE. Then will the current performance measure-
ment system being applied, will it be able to tell us how much an in-
dividual weapons program is overrun or underrun on work to date?

Mr. ANTHONY. Indeed, yes.
Chairman PROXMIRE. It will be able to tell us that?
Mr. ANTHONY. Yes, indeed-within the limits of estimating that are

always present in these complicated jobs, but yes, much better than
ever before.

Chairman PROXMIRE. In other words, we would have known earlier
than we did know about the C-5A overrun? We were informed in No-
vember of last year of the (-5A overrun. The estimate then by Mr.
Fitzgerald was that the overrun was close to $2 billion. Six months be-
fore that the Air Force informed the Appropriations Committee of the
House that there was no overrun, in March at least they so informed
the HoQuse. The evidence that we get now is that there were indications
of overrunf long before this report was made to the House. Presumably
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if this were in effect that kind of a situation wouldn't have developed,
we would have known well in advance.

Mr. ANTHONY. Indeed yes.
Chairman PROXMIRE. Would it be able to provide such information,

for example, for the C-5A, the F-111, the main battle tank, the
Cheyenne helicopter, the CVA's, Polaris/Poseidon, Minuteman II,
including the Mark 12, SRAM and so forth?

Mr. ANTTHONY. Although I am not familiar with the list of 31
weapons systems which are now being furnished, I think it includes
those systems, or most of them.

Chairman PROXMIRE. You credit your successor, Mr. Moot, with
driving hard toward seeing to it that better control systems are in-
stalled in the performance measurement area. As you may know,
performance measurement was one of the subjects of this subcom-
mittee's recommendations in our recent Report on Economics of Mili-
tary Procurement.' I know that you were active in this area while you
were in office, but can you tell me what has been done since you left
the Pentagon? What exactly has Mr. Moot accomplished?

Mr. ANTHONY. He can speak to that much better than I, because I
am not to close to the situation now. There is a group working under
him trying to get the ideas of this new system implemented. The job
of his offlice is primarily to get the Services, the very large procurement
organizations in the Services to do this work. And that job is being
intensively worked on so far as I know.

Chairman PROXMIRE. You say he is working on it?
Mr. ANTHONY. Yes.
Chairman PROXMIRE. There are no specific accomplishments?
Mr. ANTHONY. I am sorry that I can't tell you about this, but if you

would like, at this point I will ask Mr. Moot to give me something
to insert in the record.

Chairman PROXMIRE. Fine.
(The Department later supplied the material which follows:)

The following is a summary of significant actions that have been taken by the
Honorable Robert 0. Moot, Assistant Secretary of Defense (Comptroller) from
August 1, 1968, to August 12, 1969. This list generally excludes projects under
development and actions taken by line management or by other staff specialists
with Comptroller assistance.

ACCOUNTIENG SYSTEMS

1. In July 1969 the Department of Defense issued guidelines and instructions
requiring the recording and reporting of liabilities based upon documented trans-
actions. This was a major step in the transition from an obligation/expense
accounting system to an accrual accounting system and was part of a goverment-
wide program. Since issuance of the instructions, DoD has begun to report ac-
crual data to the Treasury for many appropriations and funds.

2. During the year, major efforts were devoted to continued implementation of
the new budget and accounting system, generally referred to as PRIME, which
has been designed to improve the management of operations. These efforts focused
on accounting systems for operations and involved field assistance visits by a
team composed of Comptroller, Service and GAO personnel. In February 1969 a
Steering Group and several Working Groups were established to resolve problems
that had been identified.

1 The Economics of MilItary Procurement, Report of the Subcommittee on Economy InGovernment of the Joint Economic Committee, U.S. Congress, May 1969.
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3. As part of the implementation of the Resource Management System, a review
was conducted of all items under -the central management of each Military Depart-
ment and the Defense Supply Agency to identify each item as either an "invest-
ment" or an "expense cost." As a result of this identification process, nearly one
million items of supply were introduced for the first time to stock fund manage-
ment This should reduce inventory costs.

AUTOMATIo DATA PROCESSING

1. In September 1968, a joint review of automated logistics systems was con-
ducted by the Assistant Secretary of Defense (Installations and Logistics) and
the Assistant Secretary of Defense (Comptroller). This review certified the
systems examined for continued development and implementation, with additional
individual reviews to be scheduled periodically to insure that these major systems
mature in accordance with approved plans. All Services and DSA are partici-
pating in these reviews.

2. An ADP Policy Committee has been formed to identify critical problems and
recommend solutions. This Committee consists of the senior ADP officials from
the DoD components and is chaired by the Deputy Assistant Secretary for
Information, OASD (Comptroller). The Committee has been instrumental in de-
veloping a number of policies to improve economy and effectiveness in defense
ADP operations. Also, through better communication and coordination, duplica-
tion of effort among the DoD components has been avoided.

3. On March 19, 1969, a memorandum was issued permitting and encouraging
DoD components to competitively replace older equipment with cost-effective
third generation computer equipment and to use emulation or translation to
process existing programs on the new machines. This reversed a policy established
in 1966 which required systems to be redesigned and reprogrammed before instal-
lation of new computers. The purpose of this change is to avoid redesign and re-
programming costs where possible.

4. On April 24, 1969, a memorandum was issued to implement changes to the
Federal Property Management Regulation on ADPE. This memorandum also
required OSD approval prior to the procurement of general purpose software
that is not commercially available. This is to avoid duplicate development efforts.

5. On March 10, 1969, a memorandum was issued requiring DoD components
to obtain additional or replacement peripheral ADPE competitively. Previous
practice has been to order equipment from the manufacturer who made the basic
machine. This change will give independent peripheral manufacturers a chance
to bid and should reduce costs.

6. On March 17. 1969, DoD Instruction 5000.18 was issued to install standard
data elements in Department of Defense automated data systems. The purpose
of this program is to reduce confusion caused by different definitions. This should
save time and money.

7. On March 27, 1969, DoD Instruction 5030.40 was issued to implement the
Government-wide ADP sharing program. In addition, this instruction provided
uniform reimbursement policies for use within DoD to encourage sharing and to
maximize savings.

8. In August 1969, a contract was signed to provide all government components
with the use of a model to facilitate the selection of computers which can meet
requirements at the lowest costs The contract was developed in cooperation with
the General Services Administration and combined several duplicate contracts
to reduce costs.

PLANNING-PROGRAfING-BUDGETrNG

1. A comprehensive review of the Fiscal Year 1969 budget was conducted in the
summer and fall of 1968. This was done to reexamine priorities among defense
programs and to assist the President in reducing Federal expenditures for Fiscal
Year 1969 by $6 billion, as required by the Revenue and Expenditure Control Act
of 1968. As a result of this review, defense expenditures were reduced by $3
billion.

2. When President Nixon took office, a preliminary review was made of the
Defense budget submitted to Congress by President Johnson. This review em-
phasized the requirement for the various defense programs and their relative
priority. The immediate result of this review, which is continuing, was; that
budgeted Fiscal Year 1970 expenditures were revised downward by $1.1 billion.
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MANAGEMENT INFORMATION AND CONTROL SYSTEMS

1. In October 1968 the first Management Systems Control List was published.
The purpose of this list is to prevent proliferation of reporting requirements im-
posed on DoD contractors, to facilitate uniformity, and to insure that information
received from contractors is useful to DoD managers.

2. On January 14, 1969, DoD Instruction 5000.17 was issued prescribing a
standard methodology for addressing all organizational entities within the De-
partment of Defense as well as all external organizations with which the DoD
has contact. This was to reduce the confusion resulting from several hundred
different addressing systems.

3. On February 26,1969, a revised DoD Instruction 7041.3 was issued requiring
DoD components to use economic analysis in their investment studies. The ana-
lytical technique requires that full costs and the time value of money be con-
sidered when deciding between alternative investments. Properly applied, it
should enhance the productivity of DoD investments.

4. On July 8-11, 1969, the Comptroller sponsored a Financial Management
Symposium which was attended by representatives of 23 different schools in the
Army, Navy, and Air Force as well as the Civil Service Commission. The purpose
of the Symposium was to familiarize financial management faculty with instruc-
tion and application of the latest financial management techniques, particularly
economic analysis. This effort. should have widespread impact as students from
these schools move into positions of responsibility where they can use their
training to reach more economic decisions.

5. On May 12, 1969, the Comptroller initiated a joint project with the other As-
sistant Secretaries of Defense designed to inventory all information flows to OSD
from the DoD components as an initial step toward streamlining the improving
management information. By June 13, the Initial inventory was completed and
forwarded to each ASD for review with the guidance that information flows to
OSD should be limited to information comparing actual progress against program
goals and objectives and that reports not meeting this criterion should be elim-
inated. Although the review has not been completed, a significant number of
reports have been cancelled, resulting in a sizeable reduction in paperwork
processing both at the OSD and DoD component levels.

6. During the past year, the Operations Subsystem to the Five Year Defense
Program was installed. The purpose of this system is to provide managers in
the Services and in the Office of the Secretary of Defense with reports of prog-
ress against plans in the Operation and Maintenance and Military Personnel
appropriations. This should improve the utilization of people and dollars.

7. Comptroller personnel participated in an OSD/Service working group which
reviewed the Five Year Defense Program decision-making process. This review
produced several changes which should improve future operations.

WEAPON SYSTEM AcQUISITION

1. Since April 1969 Comptroller personnel have been working with members
of the Senate Armed Services Committee staff and the General Accounting Of-
flce to develop an information system to keep Congress appraised of the current
status of selected major weapon systems being acquired by the Department of
Defense. This work resulted in the modification of the DoD's Selected Acquisi-
tion Reporting system and the extension of that system from eight to fifty-three
weapon systems. The purpose of this effort is to improve the information avail-
able to Congressional and DoD leaders for funding and managing these very
expensive and complex systems.

2. During the past year, Comptroller personnel have worked with the Services
to apply the requirements of DoD Instruction 7000.2, subject: "Performance
Measurement for Selected Acquisitions" to eleven weapon systems. This instruc-
tion requires that contractor management systems meet DoD criteria. This not
only insures that contractors are using effective management control systems, but
also improves the performance measurement data received by DoD since it Is
supplied by the contractor's own system. These procedures also consolidate
multiple control systems.

3. During the past year, there has been considerable dialogue between the
Comptroller's office and industry on the meaning and implementation of the
policies in DoD Instruction 7000.2. In July 1969 the Air Force published a Per-
formance Measurement Guide covering the application of the uniform DoD
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criteria to selected Air Force contracts. Similar guides are under development
in the Army and Navy.

4. During the year, Comptroller personnel worked with the Services to begin
collecting comparable cost data for 15 weapon systems. This is to provide a data
base for use in estimating costs of similar weapon systems in the future.

OTHER

1. On August 20, 1969, the Post Office Department announced that effective
September 15, 1969, military personnel and their dependents overseas may send
money orders to the United States from combat areas without paying a fee and
from all other overseas areas by paying a reduced flat rate of 15% per money
order. This announcement was the result of a major study by personnel in the
Post Office in concert with ASD(Comptroller). This action is in the public and
national interest in that it encourages Service personnel to increase their sav-
ings and to send their dollars to the United States.

2. The funding, accounting and reecoupment instructions and reporting proce-.
dures covering NATO Infrastructure Programs were re-evaluated and improved
to clarify and more precisely assign responsibilities of the military departments
for managing these programs. Under the revised DoD instructions, automatic
data processing techniques will be used to improve management of NATO in-
frastructure Programs prefinanced by the U.S., and to accelerate recoupments
thereof from host governments.

Chairman PROXMTRE. Are either one of you gentlemen familiar with
the submersible rescue vehicle? This was a vehicle which was designed
to provide rescue at sea when a submarine was in trouble. As I under-
stand it, that is the only mission I have heard for it. I understand in
the last 40 years there has been only one occasion in which it could be
used. It was to cost $36 million for 12 units, and the report that we got
was that they have now cut it down to six units, and the cost would
be not $36 million, but $480 million. In other words, the per unit cost
has escalated from $3 million to $80 million. Mr. Shillito indicated
when he testified before us that roughly that was the area of escala-
tion, but he said that no longer is its purpose so limited-or I should
say that it is not the same kind of vehicle that was originally designed.

Are you familiar with that? Either one of you?
Mr. ANTHONY. You have just described about all that I know about

it. What you have described is my understanding of the situation, but
I am afraid I can't say anything more.

Chairman PROxMrRE. It is astonishing, we have in this bill that is
before us now $10 million for this, authorization, and there will be
more than $30 million for this vehicle in the appropriation bill this
year. And we have this colossal cost and no explanation at all, and
there is nothing in the record that we can find anywhere.

Are you familiar with it, Mr. Nielsen?
Mr. NiELsEN. I am familiar only with the situation as you have

just described it.
I would like to comment, however. I think one of our problems is with

the term "overrun." This is not only in its broad use but certainly
within the Department of Defense. I don't believe there has ever
been any agreement as to what the term means. I think we could
help ourselves if we could agree within the Department of Defense
first of all on the base line we are measuring and how we would measure
overrun. Many of these so-called overruns are really the result of
contract changes where there is an actual change in the program which
one might more appropriately describe as cost growth.
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Now, somebody made the decision, perhaps, to change the weapons
capability or something else. In my judgment that is not overrun.
But we have confused-and this is true within the Department of
Defense in my judgment-confused what is overrun and what are
legitimate cost changes.

Chairman PROXMIRE. In a lot of these programs people have had
chances time and time again before this committee, the Armed Services
Committees of the House and Senate, and other committees, and they
haven't been able to justify this on the basis of changes. There have
been a lot of changes, 8,000 changes, I understand.

Mr. NIELSEN. That is correct.
Chairman PROXMIRE. And other systems have a great many changes.

Some of those changes, as I understand it, reduce the cost, and some
increase the costs.

Mr. NIELSEN. That is right.
Chairman PROXMIRE. One of the difficulties is that we don't keep

track, we don't have a record. Even a fairly simple minded home-
builder, you know buyer, that has somebody build a home for them,
when he tells the contractor to make a change, will insist that the
contractor indicate what the cost is. And of course the contractor, if
he has any brains is going to tell him, because he knows he is going to
have trouble collecting it, if all of a sudden a $20,000 house costs $5,000
or $10,000 more. This kind of rudimentary simple minded prudence
just doesn't seem to be exercised by the Defense Department. They
don't keep track of these changes.

It seems to me that they ought to know exactly what they cost each
time, and they ought to be able to justify this in detail and follow up
on this and indicate precisely how much of the increases in cost were
accountable for by changes and how much were not, and whether there
has been any standard deterioration or standard improvement based
on changes.

We don't have that, though.
Mr. NIELSEN. I would say substantial efforts are underway to try and

make those kind of distinctions in our reporting systems.
One of the standard Air Force reports that was instituted, and is

only on two or three programs-and we have never had it on the C-5A's
as an example-is the SHAF-225 cost performance reports. In this re-
port there is a breakdown between contractor changes and overrun.
Now, with that report being completed, including the changes, we
clearly identify overrun and change elements in cost.

Efforts are underway; what it takes is an educational program to
our program managers and to the contractors that we require this kind
of information.

Chairman PROXMIRE. We have to be very rigorous and careful about
how much they allot-for example, in some of these programs they
just loosely say that so much is because of inflation. And there is a great
deal of disagreement, difference of opinion.

In the case of the C-5A there was one estimate of $200 million in-
flation, and one of $500 million. These are sincere people, but the
figures are so disparate that they are not much help to Congress in
attempting to determine the reasons for the increase in that case.

Mr. ANTHONY. Mr. Chairman, when you were asking about the con-
troversial parts of 7000.2, I forgot until you mentioned this that there
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is another controversial part. In the 7000.2 system we do require what
is called a baseline estimate, and then a current estimate, and the differ-
ence between those two represents changes. There are a lot of people
who don't think the system should always keep track of the baseline.

But we intend always to do that, and to have in the record the fig-
ure we started out with when we made the decision to procure this
weapons system, that figure that the decision was based on. We intend
to keep track of that for analysis of the contract.

And that is controversial.
Chairman PROXMIRE. Very good.
Mr. Nielsen, you indicated that the Air Force began its performance

measure system 4 years ago. What was accomplished during your ten-
ure in this area?

Mr. NIELSEN. Let me go back and say what was accomplished a little
bit prior to my coming into this job. The effort was really begun by my
predecessor, Dr. Marks, with Mr. Fox, who is now the Assistant Secre-
tary of the Army for installations and logistics. This effort did begin
by the first drafting of the criteria that is now incorporated in 7000.2. I
might say that the criteria in 7000.2 is somewhat different than the
original Air Force criteria. In addition, there have been substantial
difficulties with and further revisions of the Air Force criteria.

But, over time, the Air Force criteria has been placed on many major
contracts.

When I arrived in early January 1968 my first act was to go out and
meet with the people on the Minuteman program. During 1968 we did
place on each major contract for the Minuteman program the Air
Force version of the criteria.

We then conducted over the period of a year a number of evaluations
of contractor systems. In each case the contractor's systems failed.

We went back and conducted subsequent evaluations, and, in one
case, the General Electric reentry systems on Minuteman, they had
installed a system which the Air Force felt met its criteria.

We have also attempted to get on contract the performance report-
ing requirements which can give us monthly and quarterly informa-
tion on the status of these programs. We vigorously pursued that
effort.

I might say, however, that all of this requires the negotiation of con-
tract changes, in that these requirements become contractual obliga-
tions of the contractor. So we have to get our procurement people on
board, and believing that this system is going to help them manage
the program better.

In my judgment, if there was anything we did during 1968, it was
to convince the procurement manager that he needed this informa-
tion, and that he should be on board with us. But specifically I would
say the GE system is probably the first case where a contractor's sys-
tems moved forward in meeting our requirements. We certainly tried
to get much better information about our demands and requirements.

Chairman PROXMIIE. Mr. Fitzgerald testified in June that the finan-
cial management secretary at one time reviewed contractor progress
in this area, but that this responsibility has been transferred to the
military. Is this true?

And if so do you know why such a transfer of authority from the
civilian to the military occurred?
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Mr. NIELSEN. I would disagree with Mr. Fitzgerald. I don't feel thatone can transfer his responsibility. What I did was delegate the au-thority to approve the contractor system on the General Electric re-entry system. In the past the actual authority to approve had not beenclearly established. What I said was that the Air Force Systems Com-mand headed by General Ferguson at that time should have thatauthority.
Chairman PROXMIRE. You say in the past it hasn't been clear?
Mr. NIELSEN. That is correct.
Chairman PROXMIRE. In the past it has been sufficiently ambiguousat any rate so that the civilian authority, Mr. Fitzgerald, or someonein the Secretary's office had something to say about it before the deci-sion was made, or had a voice in it.
Mr. NIELSEN. That is right.
Chairman PROXMIRE. VI appears that you transferred that to thegeneral?
Mr. NIELSEN. In the past also there had never been a recommenda-tion to approve any contractor's system by the Air Force Systems

Command. So the issue had never really been presented.
Chairman PROXMIRE. Why did you resolve that the way you did andprovide that the military would do it?
Mr. NIELSEN. I think that the systems command had the capabilitywithin that organization to make that decision.
I might say that I also felt that we had a much bigger job to do inlexplaining our requirements and putting out policy and guidance as towhat we required so that we fully agreed with the systems commandin each of these cases.
Chairman PROXMIRE. First, Mr. Nielsen and Mr. Anthony, whatwas your relationship to-your military counterparts in the Air Force?Mr. NIELSEN. The comptroller of the Air Force, now General Crow,and prior to that time, General Milton, reported directly to the assist-ant secretary for financial management. So in that sense-of course-the assistant secretary for financial management has the unique re-sponsibility among assistant secretaries in that there is a direct rela-tionship with a military officer.
Chairman PROXMIRE. Could you have overruled the Chief of Staffon financial questions?
Mr. NIELSEN. No. I could overrule the comptroller of the Air Forceif I wanted to.
Chairman PROXMIRE. You could?
Mr. NIELSEN. I could, yes.
Chairman PROXMIRE. Did you ever?
Mr. NIELSEN. I would say- in certain cases with respect to theimplementation of a number of these systems.
Chairman PROXMIRE. And I guess you don't have-maybe you dohave a military counterpart.
Mr. ANTHONY. No, I did not. The Joint Chiefs of Staff, which is theclosest counterpart to the Office of the Secretary, does not have a con-

troller function.
Chairman PROXMIRE. Is there any area in which you have-could

have overruled or would have overruled the Chief of Staff or the Chiefs
of Staff on financial questions?
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Mr. ANTHONY. As a staff man, as a controller, I overrule nobody. I
make recommendations to the Secretary, and he makes the decisions.

Chairman PROXMIRE. And he could overrule it?
Mr. ANTHONY. I made him such recommendations, yes.
Chairman PROXMIRE. And he would act on those recommendations

sometimes favorably?
Mr. ANTHONY. Yes, indeed.
Chairman PROXMIRE. What I am trying to get at is just what control

a civilian controller or head of financial management has within a
military environment, if you would discuss that briefly.

Mr. ANTHONY. In the first place, it is important, I think, that the
comptroller be viewed as a staff man in any organization, either in a
company or in the Government. He makes recommendations to the
boss, in my case the Secretary of Defense. In the Office of the Secretary
of Defense, I don't think there is the slightest problem of being
worried about military overruling civilians, or anything of that kind.
My organization makes recommendations to me, and I make them to
the Secretary, calling the shots as we saw them. .

Chairman PROXMIRE. Everything depends, of course, on the per-
sonality and the attitude of the Secretary. If he is the Secretary who
puts more emphasis on military advice and has a greater respect or
regard or concern about the military advice than he has about the
advice in this area from his comptroller, then very often he will
overrule his comptroller?

Mr. ANTHONY. Certainly.
Chairman PROXMIRE. And the contrary is the case.
Mr. ANTHONY. Even there I don't think it is as much a question

of military versus civilian as it is the particular personalities involved.
Whose opinion does he respect?

Chairman PROXMIRE. Has the comptroller in DOD or the Assistant
Secretary for Financial Management of the Air Force ever actually
terminated the expenditure of funds on a program, for example, a
weapons system, because of cost growth, poor performance or any
other reason?

I take lt, Mr. Anthony, that as far as you are concerned you wouldn't
terminate, you would recommend termination to the Secretary?

Mr. ANTHONY. Yes.
Chairman PROXMIRE. So the question as far as you are concerned

would be, have you ever recommended termination to the Secretary,
and has he ever acted on it to terminate a program against the wishes
of the military?

Mr. ANTHONY. Many programs have been terminated as a result of
recommendations of various people in the Office of the Secretary of
Defense. Indeed, we publish a list of those each year to the Appro-
priations Committees. Whether I took the initiative in a particular
one, I can't call instances to mind. But yes; they have been terminated.

Chairman PROXMIRE. But you can't give us any specific examples of
where this was done?

While you are thinking about it, let me ask Mr. Nielsen.
Mr. NIELSEN. I can't give vou any specific examples.
Chairman PROXMIRE. Have you ever terminated expenditures?

Answer the general question first, without reference, then, to specific
cases.
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Mr. NIELSEN. No.
Chairman PROXMIRE. You have not. Have you recommended to the

Secretary of the Air Force?
Mr. NIELSEN. I can't recall a specific recommendation to terminate

a program.
Chairman PROXMIPE. And you were in this office for how long?
Mr. NIELSEN. One year-a year and a half.
Chairman PROXMIRE. A year and a half ?
Mr. NIELSEN. Yes, sir.
Chairman PROX3MIRE. Isn't this an evidence of a lack of civilian

control or not? In a year and a half a lot of crucial decisions were
made.

Mr. NIELSEN. And I think a number of programs were terminated.
Whether we specifically recommended them as opposed to their com-
ing through from the field or how they were terminated I couldn't
say. But I can't remember where I specifically said, let's terminate
this program as opposed to the military view, I can't recall a single
one.

Chairman PROXMRE. Mr. Anthony said there were cases, he can't
remember the precise example, but there were cases where he did play
a part. But your answer is that there were no cases in the year and
a half you were there where you recommended termination?

Mr. NIELSEN. That is correct.
Mr. ANTHONY. As an indication of the magnitude of what you are

getting at, in 1968 we had a project called 683 in which we reduced
expenditures of the Department of Defense by some $3 billion. The
initiative for that project came from my office. The $3 billion con-
sisted of hundreds of different actions.

Chairman PROXMIERE. Say that again please?
Mr. ANTHONY. The $3 billion by which we did cut expenditures inr

fiscal year 1968 is the sum of hundreds of different actions. My or-
ganization took the initiative in many of them. Indeed, I could give
you for the record a list of actions adding up to that $3 billion if
you would like.

Chairman PROXMIRE. Give us some examples from that, please.
Mr. ANTHONY. Certainly.
(The following was subsequently supplied:)

Project 683 was an effort to reduce expenditures in FY 1968 by $3 billion in
order to offset additional costs of Southeast Asia activities arising from addi-
tional deployments and other factors. In order to reduce expenditures in FY

.1968 by $3 billion, it was necessary to reduce obligation authority by some $6
billion because of the lag between obligations and expenditures.

As a further indication of program changes made by the Office of the Sec-
retary of Defense, the following is a summary of the amounts (in millions of
dollars) by which the Service budget requests for FY 1969 were reduced in
the budget review process:

Amouui Or
Component reduction

Department of the Army-------------------------------------------- $6,306
Department of the Navy-------------------------------------------- 7, 168
Department of the Air "orce----------------------------------------- 7, 393
Defense agencies ------------------------------------------------ 774
Civil defense ------------------------------------------------ 82
Military assistance -- ____________________________________________- 90

Total reductions --------------------------------------------- 21, 813
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Examples of program reduction are given below. Amounts are reductions in
obligation authority below the amounts shown in the President's Budget for fiscal
year 1968:

Obligations
(million)

1. Reduction of aircraft procurement (33 F-4J's; 22 RF-4Cs, 50 A-37's,
25 C-130E's) --- __-------------------------------------------- $190

2. Stretch out A-7 procurement- - ________________________________ 104
3. Stretch out FB-111 procurement---------------------------------- 127
4. Stretch out F-l1lA procurement- - _____-__-__-_____________ 148
5. Deferral of aircraft modernization--------------------------------- 176
6. Stretch out Minuteman III program- - _____-__-__-__-__________ 118
7. Deletion of 6 destroyer escorts- -__-__-___________________________ 156
8. Deferral of 1 SSBN conversion- -__________- _____-_______ 77
9. Reduction in noncombat vehicles- -_____-__-__________-- 250

10. Stretch out various electronics programs…--------------------------- 127
11. Reduction of R.D.T. & E. programs- -__-____-__-__-__-___________-_ 600

Reduction of non-Southwest Asia operating costs:
12. Army ------------------------------------------------------- _ 645
13. Navy ------------------------------------------------------- 200
14. Marine Corps- -______-- __-- ________-- ____________ 61
15. Air Force---------------------------------------------------- 288
16. Defense Agencies- - ______-_-___------------------------ 6

Chairman PROX3111E. As I understand it, you make the cuts in spe-
cific areas, you don't simply say, now we have to cut $3 billion from
the military and ask for their recommendations and follow their rec-
ommendations, you say, we are going to cut this and cut that-you
recommend to the Secretarv, and the Secretary savs, we are going to
cut in these specific areas. And that is what you did, is that right.

Mr. ANTHONY. We ne'gotiate. The Secretary starts out and says
Chairman PROXMIRE. He negotiates with the Joint Chiefs?
Mr. ANTHONY. The Secretary starts off by saying: We are going to

cut $3 billion, and here is our list of what we think are the least harm-
ful DI aces to cut.

The Services come back and say: Some of these we accept, but in
some of these areas we think would be very dangerous to cut.

Then we say: All right, you give us a proposal, then, that is less
dangerous, but we still want the $3 billion.

That is the kind of negotiation that goes on in such an exercise. It
is a very painful process.

Chairman PROXMTRE. Tell me, if you were a Member of the Senate,
how would you feel about an amendment which would provide for,
say, a 5 percent or a 3 percent or 4 percent, some limited cut like that,
in the procurement by the armed forces as compared with a specific
deletion of a weapons system or reduction of a weapons system, which
would you think would be the more responsible and the more de-
sirable?

Mr. ANTHONY. Those two adjectives are opposites. The more re-
sponsible way is to exercise your judgment about specific programs.
However, time is so terribly crucial in an exercise of this kind that
often you do not just have the time to find the least painful way of
cutting.

And in the absence of time, if it is the will of the Congress that a
cut shall be made, perhaps the only way to do it is to make a blanket
cut.
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Chairman PNoxMnIE. I think that is an excellent answer. It is very
difficult for us here, you know. You look at the procurement bill, it is
5 pages, $20 billion, in other words, $4 billion a age, and there are
almort no line items at all. And it took us days to find the submersible
rescue vehicle-$10 million for it. You can bury almost anything in it.
It is very hard for us to go through this, especially if we are not on
the committee, but even for those who are on the committee, with all
the other things that we are doing, and be able to make a cut in a way
that isn't dangerous or isn't likely to be unfortunate. At the same
time, if you make the cut, then it is necessary for the Secretary and
the Joint Chiefs and so forth to get together and very carefully assess
where they think the least damage will be done in the reduction?

Mr. ANTHoNY. This is correct. And you are, I think, aware of
the fact that my organization had 50 highly competent people work-
ing several months along with about 50 people from the Bureau of
the Budget doing the same kind of analysis on the document to which
you are referring. The amount of resources that you have is vastly
different from the amount of resources that we have on this same job.

Chairman PROXMIME. They surely are.
Now, I would like to ask-I just have a couple of more questions-

Mr. Anthony, your comments about overhead costs are somewhat dis-
turbing. You say you can't support it with adequate data, but your
impression is that they are higher than they ought to be. And I won-
der who in the Defense Department or anywhere else could supply
the committee with the adequate data on this point. Does the Comp-
troller have access to information which could document t;he problem?
When you were Comptroller did you look at this problem and attempt
to obtain information about it?

Mr. ANTHONY. Yes. None of the suggestions that I have made today
is new. I started an effort a couple of years ago which essentially was
modeled on a program by the American Management Association
called group 10. In this program AMA attempted to collect the
costs of performing overhead functions in a cross section of American
industry.

It is very difficult because of all the problems of definition to which
you have already referred. But I think we should make such an effort.
We could collect the typical costs of performance of an accounting
department, say, from contractors, and then we could compare those
costs for a specific contractor against the averages, and we could draw
some conclusions as to whether costs were out of line. But we just
cannot do that today because we do not have the raw material.

Chairman PROXIr1RE. I would like to ask you now, finally, to com-
pare the financial responsibilities of the comptroller in a typical
business organization, and what controls over the expenditures of
money or the flow of funds that a comptroller has in a business orga-
nization, as compared with a comptroller in the Defense Department,
or the functions of the Assistant Secretary, Financial Management,
in the Air Force. I would like to know what the similarities and
differences are from each of you gentlemen?

Mr. ANTHONY. By directive 7000.1 Secretary McNamara gave Comp-
troller the responsibility for the collection and analysis of all recur-
ring quantitative information in the Department of Defense. This is
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really exactly comparable to the modern controllership function in a
company, which is a fairly recent development, actually. This suggests
that the function goes way beyond the keeping of books. Indeed, in the
Office of Secretary of Defense we don't keep the books; they are kept
elsewhere. I think that the Comptroller functions, the responsibility set
forth in 7000.1, is comparable to the modern controllership function in
industry.

Chairman PROXMIRE. Let me ask in that connection, what does the
Comptroller in the Department of Defense control?

Mr. ANTHONY. He doesn't control anything. The word controller is
a misnomer, and also has been. The controller operates the system by
means of which higher management exercises control. The controller
should never control.

Chairman PROXMIRE. What does his recommendations control, then?
Mr. ANTHONY. Everything having to do with quantitative matters,

everything that can be reduced to quantitative terms.
Chairman PROXMIRE. That is everything.
Mr. ANTHONY. That is a very broad statement, but it is true. In other

words, it is much more than merely keeping the books.
Chairman PROXMIRE. Yes, it goes right to the heart of your substan-

tive program.
Mr. ANTHONY. Yes, indeed. But this is the big difference in Ameri-

can business between the modern controller and the former chief ac-
countant, whom we called the "green eyeshade man," who did nothing
but keep books.

Chairman PROXMIRE. Would you have any voice at all, say, in the
basic strategy, the strategy that we would be prepared to fight two and
a half wars or two plus wars at the same time, a war in Europe and a
brush fire in Asia or somewhere else, which I understand is the basis
for our military commitments?

This is something Congress is now beginning to discuss, and we are
going to question it seriously. And many Members of Congress, hawks,
doves, what not, feel that we should not have that kind of an assump-
tion, it is no longer realistic or appropriate. But was this ever discussed
by you, did you ever have a voice in whether this was a wise assump-
tion, or whether it ought to be questioned?

Mr. ANTHONY. First. the way the Defense Department is currently
organized, it is the Office of Systems Analysis which, although for-
merly part of mine, is now coordinated with mine, which has the pri-
mary responsibility in such matters. I would indeed have a voice in any
paper that came along to the Secretary on this, because it involves fi-
nancial resources, and anything involving money I can make a com-
ment on. So the answer is, if such a document came along, the answer
would be yes. But the particular policy to which you refer I don't think
was analyzed in any documents during the time I was there.

Chairman PROXMIRE. I think you are absolutely right, that is a
very honest answer. But I think that is one of the most astonishing
and remarkable aspects of this Government. Here we are spending
-this fantastic amount, and we don't even spend time with our best
brains and our best people and most competent people to analyze
what the whole assumption is based on. It makes a terrific difference
in whether we have, for instance, 15 aircraft carriers, whether we
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need them, or whether we have troops stationed all over the world,
or whether we have more than 400 bases and more than 2,000 in-
stallations. This goes right to the heart of whether we have an $80
billion budget or a $60 billion budget.

But the question is never asked or debated or discussed. Some of
the magazines talk about it. Once in a while the Senate will refer to
it on the floor. But this fundamental and basic question is right at
the heart of our whole military budget.

Mr. ANTHONY. Indeed it is.
Chairman PROXMIRE. It just hasn't been discussed.
Mr. ANTHONY. I think that the statement as you described it was

not discussed in those terms while I was there. Many aspects of it,
of course, come up all the time. When you are analyzing, say, a re-
quest for new carriers there is bound to be a figure in such an analysis.

Chairman PROXMIRE. Will you comment, Mr. Nielsen?
Mr. NIELSEN. I will make just one comment on the differences that

I find as to financial management in the Air Force as opposed to
business.

I think it is really the question of environment. The procurement
business is so big within the Department of Defense, and there isn't
a similar all-encompassing function within industry. Within in-
dustry you have a sales organization which demands a different
kind of relationship with the comptroller. So in my judgment, the
comptroller is really just beginning to come of age in the Depart-
ment of Defense. He is coming of age against a very strong estab-
lished organization with long rules of understanding in the contract
business.

Many of the things that Dr. Anthony introduced, and I pursued,
have to be incorporated into the ASPR regulations-this was very
frustrating to me-the time required to do these things one just
doesn't find in business.

Chairman PROXMIRE. Well, gentlemen, thank you very much.
This has been a very helpful and informative morning. You have

both done a marvelous job, I think, in responding to questions as
well as making fine statements. I most deeply appreciate your
attendance.

The committee will stand in recess until tomorrow morning at
9 :30, when we will reconvene in the auditorium of the New Senate
Office Building.

(Whereupon, at 12:35 p.m., the subcommittee was adjourned, to
reconvene at 9:30 a.m., Wednesday, August 13, 1969.)
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The Subcommittee on Economy in Government met at 10 a.m., pur-
suant to call, in room S-407, the Capitol, Hon. William Proxmire
(chairman of the subcommittee) presiding.

Present: Senator Proxmire; and Representatives Conable and
Brown.

Also present: John R. Stark, executive director; Robert H. Have-
man and Richard F. Kaufman, economists; and George D. Krumb-
haar, minority economist.

Chairman PROxMRE. The subcommittee will come to order.
This morning the Subcommittee on Economy in Government re-

sumes its hearings into what we can do to provide a more efficient
operation of our economy, with particular reference to Federal Gov-
ernment activity and Federal Government influence.

We have had extensive hearings on the military budget, which all
of us know has a a profound effect on the economy, and I think those
hearings were useful and productive to us. This morning we start in
an area which is especially vital and important.

I think it has been seriously neglected. This is especially true of
the Federal Communications Cpmmission, which has a very, very
substantial influence and effect on the national economy.

After all, it does regulate the biggest corporation in America. But
even more important than that, it regulates communications which,
in turn, have a serious effect on the economy, as well as on our society.

We are concerned with a number of things with regard to this, par-
ticularly with the degree and competence of economic analysis by the
Federal Communications Commission, and also by the Treasury De-
partment, because we recognize the very serious influence that our
tax policy has on this economy of ours.

While this has been referred to often, it hasn't been as directly and
as explicitly analyzed as it should be. This morning we have two of
the most distinguished governmental servants that we have had or
have. I hope we can begin to make some progress.

Mr. Nicholas Johnson was appointed by President Johnson for a
7-year term as FCC Commissioner beginning July 1, 1966. Prior to
that, he served for 2 years as Maritime Administrator. He is a Phi
Beta Kappa graduate of the University of Texas, and honors grad-
uate of that university's law school in 1958.

(57)
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Before accepting the appointment by the President as Maritime
Administrator on February 19, 1964, Nicholas Johnson had been
associate member of the Washington law firm of Covington & Bur-
ling since 1963; a member of the law faculty of the University of
California at Berkeley; and law clerk to Associate Justice Hugo L.
Black of the U.S. Supreme Court in 1959 and 1960.

He is a member of the American Bar Association, the Federal Bar
Association, and the Texas Bar Association, and lately has been in
the limelight and contributing very greatly to badly needed discourse
over communications media, especially television.

Many Americans saw Mr. Johnson on Sunday when he appeared
on Face the Nation. This was one of the most interesting and signifi-
cant programs that I have seen in a long time. Whatever criticism
Mr. Johnson has of television, you would have to give an "A" to Face
the Nation. at least, in providing critics as well as supporters of TV
on that particular day.

Mr. Johnson, won't you come forward? We will be delighted to hear
your statement.

STATEMENT OF COMMISSIONER NICHOLAS JOHNSON OF THE
FEDERAL COMMUNICATIONS COMMISSION

Mr. JOH NSON. Thank you very much, Mr. Chairman, for those very
nice introductory remarks.

I have a prepared statement here which, with your indulgence, I
will now present and then take whatever questions you may have.

I am pleased to be able to respond to your invitation to testify on
what I agree is a most important subject, one that has most often been
overlooked rather than dealt with adequately. I think you are to be
commended for taking this overall look at the impact of Government
upon our economy, which necessarily does include in a very significant
way the impact of the regulatory commissions in their decisions.

I should make clear at the outset that I am appearing as an indi-
vidual commissioner, lest there be any question about that.

Chairman PROXMIRE. You usually.' do.
Mr. JoHNsoN. Yes. But I wanted expressly to make clear on this

occasion that I am not appearing as a representative of the FCC, lest
there be anyone who might be confused on that score.

During the administrations of Presidents Kennedy and Johnson
there was a greatly increased use of the tools of economic analysis in
the determination of Government programs. Program evaluation and
the planning-programing-budgeting system, often called PPBS, rely
heavily on economic techniques for the specification of alternatives
for decisionmakers-alternatives in programs, expenditure levels, and
the long-range effects of Government decisions.

Such techniques can be complex, their use may occasionally lead us
astrav,,but it also seems clear these efforts at rational analysis have
produced a general improvement in the decisionmaking process of
Government.

I think it very commendable that you would want to look closely
at the performance of regulatory agencies in these hearings. It is an
inquiry that might easily have been overlooked. PPBS and economic
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analysis have typically been applied when there are significant Gov-
ernment expenditures to be made-the buying of weapons systems, the
expenditures of subsidies, or the encouragement of research.

Regulatory agencies have typically been ignored in this context.
They are low-budget operations, and this fact understandably tends
to mask their importance to the Bureau of the Budget and the Con-
gress. The FCC's $20 million annual appro nation is roughly one one-
hundredth of 1 percent of the Federal budget-the cost of operating
the Defense Department for about 2 hours, on a 24-hour-a-day, 365-
day-a-year schedule.

As you have anticipated, and I shall explain, however, a regulatory
commission's budget is not a very useful measure of its impact upon
the national economy and lives of our people.

The Federal Communications Commission is a resource managing
and planning agency-or ought to be. It functions in what I will
treat today as three major areas:

(1) It manages the use of a publicly owned resource-the radio
spectrum-used by private interests.

(2) It regulates in detail the industrial organization and function-
ing of the broadcasting industry.

(3) It regulates, as common carriers or public utilities, the interstate
telephone system, and the international communications industry.

Each of these three prime regulatory responsibilities overlaps.
Broadcasters and communications common carriers are both signifi-
cant users of radio spectrum; the rates charged by common carrier for
network interconnection affect the industrial organization and Com-
mission goals for the broadcast industry; new technologies in the
broadcast and common carrier industries affect the demand for the
radio spectrum.

The magnitude of these regulatory responsibilities is easily illus-
trated. The use of the radio spectrum by private interests is estimated to
add $20 billion to the GNP; the broadcasting industry grosses $3 bil-
lion annually; and the Commission is presently-indeed this very
morning-considering interstate telephone rates that could have a
$500 million effect on user rates paid for interstate service alone, not
to mention the impact upon State regulatory commissions in their
ratesetting procedures.

Thus, this little $20 million agency has a profound effect on the
functioning of our entire society: The efficient use of a valuable natural
resource. the quality and cost of our telephone network, and the ability
of broadcasters to provide the information crucial to self-government
by the people.

A Commission failure to manage the radio spectrum efficiently can
seriously affect economic development and lead to resource misalloca-
tions throughout the economy; inadequate utility regulation of the
telephone companies could lead to rates that are too high and impair
the use of communications by users; the failure to assert public interest
control over the broadcast industry may result in serious imbalances of
power throughout the society or in particular communities where
media concentrations can threaten the democratic processes.

To illustrate, I have chosen three case studies: Management of the
radio spectrum; concentration problems in broadcasting; and new
telephone technology.
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Let me first mention a general problem that pervades much of my
subsequent discussion. One would think that an agency whose plan-
ning responsibilities are so great would make a substantial commit-
ment of time and resources to research and policy planning. Such is
not the case. There is no central policy planning unit in the Commis-
sion's organization.

In the almost 31/2 years I have been on the Commission, I have
repeatedly urged, with only limited success, that such a unit be
created. There are now plans to establish a very small staff. But the
time when the Commission can truly be said to possess an "institutional
cerebral cortex" is, I am afraid, still far off.

In many ways, the establishment of the Communications Policy
Task Force by President Johnson in August 1967 was on implicit
criticism of the Commission's inability to do policy planning.

In part, this aversion to the policy planning is a function of the
Commission's conception of self. The Commission tends to think of
itself as a court, reacting to those matters that are placed before it
only in terms of the information from interested parties pursuing their
own economic interests. There is at best only limited recognition of
the desirability of specifying all alternatives-and little capacity to
evaluate them when presented to the agency f rom outside.

The Commission's consideration of the domestic satellite question
provides amDle illustration of this principle. The possibility of do-
mestic satellites for the United States was first raised not by the FCC,
but, by ABC. The Ford Foundation subsequently filed a proposal that
radically changed the frame of reference in which the question was be-
ing discussed-including the concept of a "peoples dividend" from the
public's massive investment in the space program.

But for the Ford Foundation's proposal, I do not believe the Com-
mission would have considered these policy alternatives-or that
alternative proposals for adequate funding and interconnection of the
Public Broadcasting Corporation would have received the impetus
they have.

The problems surrounding spectrum management raise comparable
issues. The Commission serves as a replacement of the free market in
allocating this resource.

Most other resources in our society are allocated by those market
forces, and the role of economics in our understanding of efficient
resource allocation is paramount. One would, therefore, expect that
economic analysis would be a major tool in the Commission's under-
taking of this task. But as far as I know there is not one economist
on the Commissions' staff who is at all concerned with the spectrum
allocation and management function.

It is not a question of there not being enough resources in this area-
it is that there are no resources being devoted to it at all. When one
realizes that most new developments in c6mmunications technology,
such as satellites, depend upon the availability of radio spectrum,
one can understand the handicap that is placed on efficient Commis-
sion decisions throughout the entire range of policy matters it must
decide.

There are some efforts being made to rectify this situation. The
office most concerned with spectrum management at the Commission
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is moving to add a couple economists to its staff. But, once again,
the time when the Commission will be able to make consistently
intelligent decisions about spectrum utilization is simply not in the
foreseeable future.

The magnitude of the problem can perhaps be seen from the De-
partme'nt of Commerce advisory panel recommendation of a couple
years ago which suggested 'that a governmental effort of perhaps
$50 million a year would probably be necessary for this task alone-
21/2 times the FCC's current entire budget. The panel believed such
expenditures justifiable in terms of more efficient use of the spectrum
and its attendant contribution to the functioning of the economy.

In many ways, the Commission's actions are of the nature of crisis
management-a crisis that would be unnecessary with adequate atten-
tion to policy planning and analysis. The Commission has made almost
no use of market simulating techniques, such as user fees, in its allo-
cation process.

Let me insert a little detail to make this clearer. What I am talking
about with regard to spectrum management is the allocation of radio
frequencies to business and other private users, that is, users other
than the Federal Government: police departments, taxicabs, hand-held
two-way communications that may be used in a warehouse or as part
of a construction project, or whatnot.

We estimate, for example, that any operation in our economy that
requires the use of mobile equipment-delivery trucks or something
of that sort-can be operated with about 60 percent of the equipment
with mobile radio communications as is required without it. The
demand for radio frequencies far exceeds the supply, and the system
has never really 'been very effectively managed.

We have simply made frequencies available to those who asked, when
they asked, and some get unduly congested and others are really
tnder-utilized. We don't really have a very good data base as to
where the transmitters are and what geographical areas are now
covered.

That is the kind of use I am talking about here and the nature of
the economic impact.

One of the Commission's primary responsibilities in promoting the
public interest in broadcasting is the determination of the industrial
structure of the industry. The Commission must approve the competi-
tive interrelationships and business practices of the industry. It is
elementary economic theory that the structure of ;an industry and its
competitive practices profoundly affect the performance of that in-
dustry, its capacity to serve consumer tastes and respond to market
forces or other forms of social control.

This area of Commission activity has been of great concern to me,
as I have detailed in many opinions and articles during my tenure.
The Commission's failure to exercise its responsibilities in this area
has resulted in the already overtaxed Antitrust Division of the De-
partment of Justice becoming the primary force for enforcement of
competition where one would expect the Commission to play the
dominant role.

Thus, we have the Department of Justice successfully opposing the
ITT-ABC merger-in a case appropriately titled, "The United States

36-125 0-70-pt I §
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versus the FCC"; successfully obtaining a consent decree divestiture
of a television station from newspaper owners after the Commission
had expressly approved the relationship in a recent renewal action;
successfully opposing a proposed TV station-newspaper merger in
another community; and filing a request for hearing and divestiture
in another community where the Commission has regularly approved
the concentration situation.

The Department has also taken strong pro-competitive positions in
numerous other Commission proceedings. The Department has not
only felt the need to intervene to promote competition, it has done so
with spectacular success-often in opposition to the Commission's
natural tendencies. And it was the Department of Justice's interven-
tion-not action by the FCC-that resulted in aborting of the pro-
posed mergers between Transamerica and Metromedia as well as
that of Westinghouse and MCA, Inc.

There are two conclusions with regard to efficiency in Government
that can be drawn from this description of the manner in which com-
petition is promoted in the broadcast industry. First, one Govern-
ment agency, already overtaxed, must undertake the responsibilities
of the agency charged with primary responsibility.

Secondly, the performance of the industry in question necessarily
suffers from the neglect of the useful effect of competitive forces.
Competition is often a superior substitute for Government regulation.
Unfortunately, the Commission devotes very little analytical re-
sources to problems of industrial organization in the broadcast field.
What little resources the Commission possesses have deteriorated in
the last 5 years, and have been generally downgraded in the Coin-
lnission's decisionmaking process.

There is a footnote to the problem of media concentration which
illustrates the Commission's handicaps. For some 10 years the Com-
mission has been considering the appropriate role for cable television-
sometimes called CATV. CATV could affect concentration and user
access. It presents an alternative to the present method of program
distribution.

It is the Commission's responsibility to choose the most appropriate
mix of over-the-air and cable technologies in achieving the Nation's
goals for its mass communications system. This has been an extremely
difficult decision for the Commission. Almost no resources of an an-
alytic, systems evaluation, or policy planning nature are now being
employed by the Commission in this problem.

By contrast, the Ford Foundation is sufficiently concerned that it
has funded a roughly $150,000 study at the Rand Corp. to evaluate the
policy alternatives in CATV. The Commission, on the other hand,
suggested some policy alternatives in December 1968 and solicited
outside response.

I think it fair to say that the Commission views solicitation of the
views of outside economic interests as a substitute for internal research
and analysis. For whatever reasons, it certainly is not doing even as
much as the Ford Foundation in trying to determine the most efficient
and wisest national policy in this crucial area.

Again the Commission is willing to wait to see what accumulates
in the "in-box" whie it hopes that policy resolution is made elsewhere.
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And Congress meanwhile is unable to rely on its expert agency for
effective policy determination-or even some assistance.

In common carrier regulation the Commission has roughly 100 pro-
fessionals who are responsible for regulation of the interstate tele-
phone system dominated by the multi-billion-dollar Bell Co., satel-
lites-including Comsat, international cable communications, and.
private microwave systems.

In many ways it is remarkable that the Commission has achieved
as much as it has with such limited resources. But the Commission has
not yet, for example, evaluated the rate of introduction of new tech-
nology in the telephone industry. The Commission is simply without
the capacity to review the technological decisions that are made in that
industry, and this is especially critical when one realizes that the in-
dustry is vertically integrated from research through production to
service.

I do not now reach the question whether this is the most appropriate
organization of the industry. But even if it is, the planning for
introduction of new technologies is made almost exclusively by the
Bell System, without any public review at all. The Commission may
affect Bell's decisions through a variety of regulatory policies, but it
is almost completely unaware of their impact.

Apparently the assumption is that what is good for Bell is good for
the country. That may be so. But there is no theoretical reason why
it should be. I am not so confident that the decisions of a monopolist
are always the correct ones.

The thrust of my remarks is simply that the use of economic analysis
to judge the efficiency of regulatory agencies involves much more than
the allocation of their relatively meager budgets. The planning-pro-
graming-budgeting system must be modified to relate goals of regula-
tory policy to the expenditure of the agency's funds on decisionmaking.

The economic analysis of government turns on the relationship of
alternative actions to goals. But regulatory goals are typically specified
in only the most general statements and neither the measurement of
achievement or the evaluation of alternatives is possible. Yet the im-
pact of this sector of governmental activities on the functioning of the
economy and the efficiency of government is almost impossible to
overestimate.

Some have argued that the regulatory commissions serve little pur-
pose in our society save as a device to serve big business, at the tax-
payers' expense, by permitting industry to do with impunity what
would otherwise send its corporate officials to jail. Some economists
and commentators argue that many regulatory commissions are a dis-
economy-that prices are higher and service worse with them than it
would be without them. (Posner, "Natural Monopoly and Its Regu-
lation." 21 Stat. L. Rev. 548 (1969); Kohlmeier, "The Regulators"
(1969).

I am not prepared to go so far, at least not this morning. If such
charges could be documented fully, I would agree that the agencies
should be abolished. Until then, however. I would prefer to make every
effort to attempt to improve their performance, through means such
as this very inquiry by the subcommittee.

I cannot close a statement about economic performance without a
comment about human performance. There is a growing malaise in
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this country about the quality of life. It relates not so much to facts
as to feel. People do not need scientific indicators to tell them that New
York City's air doesn't feel good in their lungs. An economist's anal-
ysis is not much help to someone whose personal emptiness and frus-
trations increase in direct proportion to his material possessions. It
doesn't feel good to talk to tape-recorded messages over the telephone
and get-mail written and addressed by computers.

I saw a bag of popcorn from the A&P store. It came in a clear, plastic
bag and a machine had written on it "artificial color and imitation
flavor." This sums up, in my judgment, a great deal of what may be
wrong in our country today.

This is not a matter of a "generation gap"-although it does seem
harder to keep one's sensitivity with age. Our society doesn't make its
older people feel any better than its young-if anything, worse. It is
middle-aged, middle-class housewives who are picketing the super-
markets' prices-not their teenage daughters. People are tired of every-
thing breaking down and having to take it back to the store. Someday
somebody is going to get up from his three-martini lunch to discover
that this is the day the world wouldn't work. Everything will break
down at once.

People are tired of seeing millionaires go tax free while their own
taxes increase; sick at seeing agricultural subsidies averaging $200,000
a year for the larger beneficiaries while the Department of Agriculture
is unable to find enough money to feed the hungry; cynical at road
signs warning of $100 fines for littering, while corporations back
their factories up to the river where they squat and dump corporate
effluent by the ton into the city's water supply.

Television is not the only sick influence in our society, but it is one
of the most significant ones. It leaves half of the American people
dead in the water each evening. It force-feeds external additives like
hair color, deodorant, mouthwash, headache, and sleeping pills, coffee,
cigarettes, and beer to a bewildered people in search of "more"-in-
stead of the stimulation to live the kind of life that can only bring
the satisfactions they seek.

Well, if the regulatory commissions-which believe themselves to
be servants of the industries they are supposed to regulate-don't
even do a good job of serving industry. one can be sure they do an even
worse job of serving human life. As Mason Williams says, "Govern-
ment makes better deals with business than it does with people." It
may be a subject outside the direct jurisdiction of this subcommittee,
but I hope you may give some attention to the quality of American
life. as well as its quantity.

Thank you, gentlemen.
Chairman PROXMIRE. Thank you very much, Mr. Johnson.
Mr. Johnson, you have stated that the FCC possesses no central

policy planning unit and, in effect, no capability to analyze or evaluate
the broad economic implications of Commission decisions. Will you
tell us first what the Commission's staff resources are-that is, whether
there are economists or others trained to analyze the impact of Com-
mission decisions-procedures employed, and the matters considered
when the Commission makes its decisions?
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Mr. JOvINSON. I would be hua ppy to go into this in whatever detail
you would wish. In order to give you precise figures on the number
of personnel, I would need to supply a statement for the record.

In brief, I can say I would be surprised if there were more than
a half-dozen Ph. D. economists anywhere in the FCC. The overall
organization of the agency is in bureaus. The power rests with the
bureau chiefs, not with the Presidential appointees, which is the pat-
tern in most governmental agencies, of course. The Commissioners do
not have available to them-

Chairman PROXMIRE. When you say the power rests with the bureau
chiefs, not with the Commissioners-

Mr. JOHNsON. I think that is the pattern, probably, in most agencies.
Chairman PROXMIRE. Well, you say that, and we can accept it or

not. What you are telling us is that, as I understand it and perhaps
I am misinterpreting your statement, the bureau chiefs are career peo-
ple who have been there for years, who understand the situation from
having studied it for so long, and with a staff with which they work
very closely.

They don't actually have the power that the Commissioners have.
The Commissioners can come to any decision they wish. It may be a
stupid decision. It may completely ignore the bureau chiefs. It some-
times does, doesn't it ?

Mr. JOHNSON. Yes, but in the nature of things, very rarely so. The
bureau chief has the resources, the personnel. They look to him for
promotions. That is their principal orientation.

Chairman PROXMIIRE. The dependence on the bureau chiefs is be-
cause of the bureau chiefs' superior staffing, knowledge, and experi-
ence; is that it.

Mr. JOHNsON. That was not my characterization necessarily, al-
though that is part of it. I am saying principally it is the de facto
power that rests with them because the Commission's role is essentially
one of putting an imprimatur on proposals that are presented to it by
the staff, and the person with ultimate authority in deciding what the
staff position will be is the bureau chief.

The Commission is then confronted not with a choice of alternatives,
but with the option of either accepting or rejecting that which the
bureau chief has proposed.

Chairman PROX3IRE. The Commissioners have no independent eco-
nomic analysis or other advice that has not come to them through the
bureau chiefs?

Mr. JoHNsoN. The short answer is yes, you are correct. The Commis-
sioners have available to them, each Commissioner, one legal assistant
and one engineering assistant. In my case, I happen to have chosen to
fill the position that would normally go to an engineering assistant a
man who has some background in economics, Bob Thorpe.

But there is no unit to which I can turn as a Commissioner that
bears any title like Assistant Secretary for Systems Analysis or Office
of Program Planning, or Chief Economist, or anything of that sort.

Chairman PROXMIRE. You are an extraordinarily able man. I don't
mean that to flatter you. Obviously, you are, on the basis of your
record. We all know you are. Why would it be so hard for you to
simply tell the bureau chiefs, "We don't like your decision. We don't
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think it is merited on the basis of your analysis. It is inadequate. Go
'back and give me some alternatives. I want a basis for choice. I want
you to give me four, five, or six, whatever number you think will he
appropriate alternatives, and I will make my decision on the basis of
those."

Mr. JOHNSON. I regularly do that at the Wednesday meetings. The
problem at the FCC is that you have to count up to four to get a ma-
jority of seven. It is very difficult to count up to four. It is difficult to
get a majority of the Commissioners who are dissatisfied with the prod-
uct that they are now getting.

In fairness to the other Commissioners, I should also say that there
is a tremendous workload of the Commission. If you are presented
with an item late Tuesday afternoon for a Wednesday morning meet-
ing that has to be resolved by noon which doesn't have any alternatives
in it, and you have 65 other items you have to pass on that day also,
the amount of time you have for sending it back or for independent re-
search is necessarily limited.

Chairman PROXMIRE. Let me dig into it by asking if you will describe
what you consider to be the most serious limitations in the FCC deci-
sionmaking process, using a typical ratemaking case or application for
renewal of a TV license to illustrate your point, or any other example
that you think would be appropriate, so we can see a good, hard ex-
ample.

Mr. JOHNSON. You could almost pick at random from any Wednes-
day meeting, decisions in cable television which I have described; tele-
phone ratemaking I detailed at some great length in our decision in
1967.

Basically, when we regulate telephone rates, we tend to talk about
what we are doing in terms of the 19th century metaphysics known as
public utility regulations. We talk about things like rate base, rate of
return, and things like that. It is very difficult to get anyone, even the
representatives of the company, to talk in terms of the role that the
telephone plays in an industrialized society, as part of our economy.

During the past week, the company is coming in and asking for
something between an 8- and 9-percent return. I asked them: "How
would the country be different if you were to have a 61/2-percent rate
of return? How would the country be different if you were to have a
10- or 12-percent rate of return?"

The company is unable to deal with that question at either end of the
scale, which is rather shocking, when one stops to think about the mil-
lions of dollars it would mean to their shareholders if only they were
prepared to discuss it.

Chairman PROXMIRE. Could they do better if you gave them advance
warning that this question was going to be asked, gave them a couple
of weeks to work it out?

Mr. JOHNSON. They had a couple of years to work it out. I, at least,
pressed the same question with some force during our rate hearing a
couple of years ago. I have returned to the issue many times with them
informally since.

Chairman PROXMnIE. Then you feel that the most serious limitation
is just the failure of the Commission and of industry to come to grips
with the really fundamental questions?
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Mr. JOHNSON. I think it is a lack of data. It is a lack of analysis. It
is a lack of posing alternatives. It is a lack of independent resources to
evaluate the information given to us by others. It is an in-box mentality
that tends to react to what is around that needs to be disposed of in
terms of the way that it has been presented to the Commission by those
who have the most to gain economically from the outcome.

Chairman PROxmiRE. How would you reorganize the FCC, or what
changes would you make to better enable the Commission to carry out
its functions?

Mr. JOHNSON. I think we clearly need more professional resources
than we have. I think a central policy planning, economic analysis unit
responsible directly to the Commissioners, rather than to individual
bureau chiefs, is clearly called for as a start.

One can, of course, address in a more fundamental fashion why we
have the regulatory commissions at all, and if there were to be funda-
mental reorganization in Government, where these functions might be
allocated.

I think another way to approach it is simply to go through the areas
of activity the Commission is involved in and ask with regard to each,
what is the policy, what is the purpose of this activity, what are you
trying to achieve, how doy ou go about measuring whether or not you
are achieving it? How would you know if you ever were to be success-
ful in this field?

In many areas where we are making decisions on a case-by-case basis,
I think the grounds for the decision, if they were known, could be em-
bodied in general rulemaking. I think it would be of greater help to
industry as well as those who are studying the work of the Commission,
as well as the Commission itself.

Chairman PROXmiRE. So if you could define your objectives, or at
least discuss and understand your objectives so the objectives would
be more clearly in mind, then you could begin to develop a system of
analysis that would improve the performance of the FCC?

Mr. JOHNsoN. That is right. I think it is essential, as most who have
studied the FCC and the other commissions have concluded. Judge
Friendly, in his book on administrative agencies, said that what is es-
sential is that the FCC could do something so that a policy will emerge.
This comment of his was directed to comparative hearings.

The Commission is not particularly inclined to enunciate policy
statements with clarity and conviction. On those rare occasions when
we do, we then spend most of our time waiving the policies. Applica-
tions for waivers come along. It is very difficult to predict how they
will be disposed of. It is very difficult for me, as a Commissioner, to
predict what decisions the Commission will come to on a given case.

Chairman PROXMIRE. My time is up. I will be back.
Congressman Conable?
Representative CONABLE. I am sorry I didn't hear your entire state-

ment, Commissioner Johnson. It certainly sounded lively from what
I heard.

I have been trying to figure out just what qualities you expect in
a Federal Communications Commissioner. You talk about expertise
in communications matters, general business experience, economics.
I take it that really it is difficult to put your finger on what kind of
a man you are looking for.
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You are looking for somebody who is going to be alive and con-
cerned about policy. Do you have anything further to say about these
qualities that we should be looking for in such officials?

Mr. JOHNSON. Sure, I would be happy to. My standards are really
very modest in terms of selecting commissioners for regulatory com-
missions. In the FCC, I wouldn t say a man needed to be an expert
necessarily in communications policy or anything that esoteric.

I would start by saying he probably ought to have an IQ of at least
110, somewhere along in there. I think he ought to be able to read and
write. If you could find one who actually likes to read and write, so
much the better.

Representative CONABLE. Do you think we have had serious de-
ficiencies in these areas?

Mr. JOHNSON. I wouldn't wish to say so, but there are those inde-
pendent commentators who have said that there have been some prob-
lems along this line.

I would say that he ought to have sufficient sense of internal con-
fidence and security to not feel that he needs the job in order to have
an income, the knowledge that he can always leave and get adequate
compensation doing something else.

I think he should not want to be reappointed. I think he should not
want to use the position as a means for getting a job in the industry.

I think he should take the job seriously, not take himself altogether
that seriously but take the job seriously; be responsible about it.

I think he ought to bring a measure of independence to what he
does.

I think he ought to try to inform himself from all points of view
and not Iust listen to industry spokesmen. I think he ought to be mind-
ful of the tremendous, overpowering predominance of what Dean
Landis called the daily, machinegun-like impact of the industry on
the Commission and try to conduct himself accordingly in order to
get a balanced view of the issues.

Representative CONABLE. Do you consider an economic background
helpful?

Mr. JOHNSON. Well, shucks-the more education you can get beyond
the sixth grade, the better. If you can have a man who studied law
or economics, I think that is probably an advantage. There have been
times when we have had an engineer on the Commission.

But I think basically what you are looking for are the qualities
that you want in a good 'Congressman or Senator, I think. You want
a generalist, essentially. Hopefully, the FCC has engineers. Hope-
fully, it has economists.

I think you need a man who recognizes his own limitations, recog-
nizes his need for expertise, has the capacity to use the product of
professional experts when they are brought to him.

Representative CONABLE. Do you feel that the Commissioners would
do better work with more expert staff directly responsible to them as
individual Commissioners?

Mr. JOHNSON. I believe so; yes, sir.
Representative CONABLE. Of course, the FCC has policy control

over only one aspect of the communications industry, and I take it
that you feel they are doing a rather bad job in that area. I am think-
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ing of another aspect of the communications industry. That is the
Post Office Department.

I want to carry this parallel only a certain distance. With the Post
Office we have direct policy control here in the Congress over rates,
let's say, for postage. I question whether we are doing a red-hot job
either.

It seems to me that once again we have a difficult responsibility,
although the Post Office Department does have a direct responsibility
and, in a sense, the FCC doesn't.

Are there any lessons to be learned from comparing the two situa-
tions, the situation in the FCC and the situation in the Post Office
Department in the area of communications?

Mr. JOHNSON. I think it is useful. I think it is not at all far fetched
to think of relationships between communications and transportation,
and the Post Office Department is situated neatly in the middle.

Is it, after all, communication or transportation when you throw a
bag of mail on an airplane and carry it across the country? It doesn't
really make any difference. It is, in effect, a part of the communica-
tions process.

There are many areas in which we can trade off between transporta-
tion and communication. One of the proposed solutions to the com-
muter problem is to improve communication into the home with
facsimile devices, closed-circuit television, and so forth, and enable
some people to do professional work at home without the need to
travel. We are doing this more in business every day.

Representative CONABLE. People receive many outside influences
through the mail just as through their television sets.

Mr. JOHNSON. Yes. In general, I think if you are engaged in an
operation, as, for example, I was as Maritime Administrator with the
operations of the Vietnam shipping program, I think it is very help-
ful to have a single-headed agency. If, however, you are engaged in
a policy formulation process, I think it is useful to have diversity, to
have dissent, and to have open and public dissent.

I am critical of the FCC, but I must say one of its great strengths
is the fact that it is possible for me to be critical. There are very few
institutions in our society that make even internal dissent and open
discussion possible, and almost none at all that have built into them
procedures and expectations of external public dissent.

Certainly when you compare the military or the typical executive
department or the typical corporation, you find it wanting in this
regard. So there is a great strength in that feature of the FCC.

But the Post Office Department is principally an operations agency.
I am glad there are not seven Postmasters General. So far as congres-
sional review is concerned, I think that is basically healthy. I am one
public official-formerly in the executive branch, and now in a so-
called arm of Congress-who very much welcomes the interest and
involvement of Congress in our activities.

Representative CONABLE. Don't you think there is a certain amount
of overlap inevitable between the Justice Department and the FCC?
You put great stress in what I heard of your statement on the failure
of the FCC to regulate competition, the necessary intrusion of the
Justice Department, apparently, in the light of the FCC's policies,
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and really your Communications Act of 1934 does require you to con-
sider other things than just the issue of competition.

You have to consider the issue of efficiency, for instance. So isn't
there inevitably a certain amount of conflict between the two groups
on issues of policy?

Mr. JOHNSON. Yes, I think a certain measure of conflict is to be ex-
pected. It is certainly appropriate and probably constructive. My
point was, however, that it seemed to me rather ludicrous-it wo ild
be laughable if it weren't so serious for our country-that the FCC,
with the much higher standard of "Will this serve the public in-
terest?" will approve transactions which the Justice Department
finds do not even meet its much lower standard of economic competi-
tion.

The Justice Department, after all, is very much like a district at-
torney in this regard. They can get themselves involved in a case or
not as they choose, and have time and resources to do so. The FCC
is required by law to pass on each one of these transactions.

A merger will come before us and one of the questions we must
address is the impact of this merger in economic, antitrust, and com-
petitive terms. Will it have an untoward effect on competition?

But that is only one factor, and a very small part of our considera-
tion. We ought to be far more concerned about the impact in the mar-
ketplace of ideas. We ought to be far more concerned about the im-
pact of the domination of the mass media that the FCC has allowed
to go on unchecked in this country, the impact of this domination
of the mass media upon our political process, how a poor Congress-
man or Senator can begin to vie with the fantastic political power
that this industry now possesses.

It becomes ever more serious and severe as these large conglomerate
industrial corporations gobble up the major mass media in this coun-
try to the point where now in the largest cities in the United States
you are hard pressed to find a VHF network affiliated station that is
locally owned by somebody other than the local newspaper.

For the FCC to consider all these public interest factors and find
a merger perfectly appropriate, and then for the Justice Depart-
ment-which has a much broader range of responsibilities in terms of
industries and a much lower standard in terms of public interest, being
concerned only with economic factors-to come in and challenge the
FCC's finding really makes the FCC look pretty awful.

Representative CONABLB. Do you have any suggestions for ways
in which the basic act should be amended that would somehow sharpen
the FCC's function in this respect?

Mr. JOHNSON. No, sir. I just think the basic act ought to be en-
forced. I think somebody ought to take it off the shelf and read it
very carefully and just do what it says. I think that would be wholly
adequate to meet any of my standards, which are really rather
minimal.

Representative CONABLE. You are not here advocating additional
legislation, but simply the enforcement of the law as it presently
exists?

Mr. JOHNSON. I would advocate no erosion of present legislation as
the broadcasters are now urging upon you.



71

Representative CONABLE. Is this erosion embodied in some particular
bill that is before the Congress at this point?

Mr. JOHNSON. There is a general interest on the part of the broad-
casting industry in changing those provisions of the act which pro-
vide for the public responsiveness and responsibility of the industry.

Congress in 1927 and 1934, considering the Radio Act and the Com-
munication Act, expressly recognized the inherent danger in a democ-
racy of anyone gaming control over the mass media, and expressly
warned -against this, and expressly drafted the act to avoid the possi-
bility of a small group of individuals gaining control of the mass
media.

One of them said, in a democracy publicity is the greatest weapon
that any man can wield, and so forth. They were very mindful of this
problem. They predicted with precision what has happened to us
today. They provided that, therefore, no one should own a station.
Broadcasters are, after all, using public property, and when they use
this public property they use it as a trustee; they use it in the same
way you would go into a National Forest to drill for oil or graze
your sheep. They use it for a term of years, in this case 3 years.

At the end of that time, their term is up and they have to stand re-
election, the same way you do. You don't have to be impeached before
somebody can run against you and they don't either. Anybody can
come in and say, "I can do a better job of running that station." That
is supposed to keep them on their toes.

It hasn't worked very well because the FCC conveniently has not
administered that very strictly. But because once in 35 years we took
it seriously, and in order to prevent this ever happening again during
the next 35 years, the broadcasters are now urging legislation that
provides, in effect-

Representative CONABLE. Is this the Boston affair you are referring
to?

Mr. JOHNsON. Yes, sir. [Continues statement.] Legislation that pro-
vides, in effect, that no one can contest a broadcaster's license unless
the FCC has first found that he is unfit to hold the license. This is
equivalent, as the New York Times characterized it, to requiring that
a public official be impeached before anybody can run against him.

Representative CONABLE. Thank you, Mr. Chairman. That is all.
Chairman PROX31IRE. You are referring to the Pastore bill?
Mr. JOHNSON. Some have so characterized it.
Chairman PROXMIRE. That is what it is. It was introduced by Sen-

ator Pastore on April 29, 1969. I have a copy here which I will include,
without objection, in the record.

(The bill, referred to above, follows:)

[S. 2004, 91st Cong., first sess.]

A BILL To amend the Communications Act of 1934 to establish orderly procedures for the
consideration of applications for renewal of broadcast licenses

Be it enacted by the Senate and House of Representatives of the United States
of America in Congress assembled, That section 309(a) shall be amended by
adding the following after the final sentence thereof: "Notwithstanding any
other provision of the Act, the Commission, in acting upon any application for
renewal of a broadcast license filed under section 308, may not consider the appli-
cation of any other person for the facilities for which renewal is sought If the
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Commission finds upon the record and representations of the licensee that the
public interest, convenience, and necessity has been and would be served thereby,
it shall grant the renewal application. If the Commission determines after a
hearing that a grant of the application of a renewal applicant would not be in
the public interest, convenience, and necessity, it shall deny such application,
and applications for construction permits by other parties may then be accepted,
pursuant to section 308, for the broadcast service previously licensed to the
renewal applicant whose renewal was denied."

Mr. JOHNSON. I believe there are some 20 Senators on that and
now some 80 Members of the House.

Chairman PROXMIRE. You stated, and I quote you, I believe, "Broad-
casters are putting pressure on Congressmen and Senators right now to
pass a law that would, in effect, give them an uncontestable right to
keep their station." Did you say that?

Mr. JOHNSON. I don't know that I said it, but I wouldn't mind say-
ing it. It is not a bad line.

Chairman PROXMIRE. You said it. I have a copy of the bill here and
it says, reading the section which is quite short:

Notwithstanding any other provision of the Act, the Commission, in acting
upon any application for renewal of the broadcast license filed under section
308, may not consider the application of any other person for the facility for
which the renewal is sought, if the Commission finds upon the record and rep-
resentations of the licensee that the public interest, convenience and necessity
has been and would be served thereby, it shall grant the renewal application.

It is hard for me to see that that does represent much of a change
from the policy that has been followed in the last 35 years. I would
still think that if the Pastore bill passed, and whether it passes or
not, it would still be perfectly proper and desirable and, I would think,
the continued practice of the FCC, to require the licensee to demon-
strate on the basis of his record that he has served the public inter-
est, and the standards that would be followed could be stricter than
they are now, depending on what the Commissioners want to require.

So I can't see that the Pastore bill would give the station in per-
petuity to a broadcaster unless that broadcaster can meet high public
standards. You obviously have devoted a great deal of time to this
and I haven't. You are a very able fellow, so I would like to hear your
response to that.

Mr. JOHNSON. It would be rather extraordinary, I would think, that
the broadcasters would expend a tremendous amount of money and
time that they have on this issue if, in fact, it would not change the
situation at all. I think, in fact, it does change it and changes it
quite dramatically.

As a practical matter, as you quite rightly point out, the adminis-
trative impact of what the FCC has been doing is not very different
from what this bill provides. But the law is very much different. What
that bill provides, as you just read, is that the FCC would be de-
pendent upon, after this were passed, an evaluation of the filing made
with it by the station. That is like saying whether or not you are going
to be reelected is going to be determined by somebody's evaluation of
what you file with some election commission about how good a guy you
are.

Chairman PROXMIRE. There are two words. It says "If the Com-
mission finds upon the record and representations of the licen-
see * * *"' "The record," it seems to me, is a record that the FCC
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requires a broadcaster to keep showing the public, service hours, and
the various programs that he has carried and so forth, and isn't that
subject to monitoring by the FCC?

Mr. JOHNSON. I regret to say the FCC does not even subscribe to
TV GCuide, let alone watch television.

No, the FCC is wholly dependent upon what is filed with it by
outside parties, and it is only in recent years that outside parties have
recognized this and have begun to take a more active role before the
Commission.

Chairman PROXMIRE. Can YOU say what the FCC is doing now?
If they don't now subscribe to TV Guide, if they don't now make an
outside effort of the kind you describe. But this says, "the record." It
seems to me that should interpreted, or I would interpret it, as
meaning that the FCC can establish a record based on its own in-
vestigation.

Mr. JOHNSON. That is right. The FCC could. But the FCC hasn't
and the FCC won't. We have to be realistic about it, Mr. Chairman.

Chairman PROXMIRE. The bill says if the Commission finds upon
the record.

Mr. JOHNSON. That is right. We have a very little, skimpy record
before us. As a practical matter, the record is what the licensee has
filed with us, and if he has any wits about him at all, that is going to
be a very impressive filing.

Chairman PROXiIRE. There is one other argument that I have heard
from TV broadcasters, as have other Members of Congress, I am
sure, and it seems to me this carries some weight.

It is true that this is a highly lucrative business, but it is also true
that it does require a substantial investment, especially if they do a
really good job. Wouldn t this tend to decrease the capacity of a TV
licensee to provide the kind of service that is desirable over a period
of 3 years if there is a good chance that he is going to loose it, even
if he works hard and does a conscientious job. He still can have it taken
away by somebody else who comes up and promises they can do more.

Mr. JOHNSON. There are two answers to that. The first, I think,
is that as a practical matter, the performance of the stations that have
been challenged has markedly improved, rather than the opposite.
The activity of recent months has had a marked, salutary impact upon
the quality of programing, for whatever reason.

The second answer is that we are talking about an almost statistically
insignificant number of stations actually losing licenses. There are
some 7,500 stations in this country.

Chairman PROXMIRE. You are talking about radio stations?
Mr. JOHNSON. Radio and television.
Chairman PROXMIRE. Mostly radio in that statistic?
Mr. JOHNSON. That is correct. That means with 3-year licenses that

about 2,500 are being renewed every year. If a couple stations a year
were to lose a license, you are talking about one-tenth of 1 percent,
and so far that has yet to happen because every case before the FCC
that has involved a challange is not yet resolved or is on appeal.

But even if two or three a year were to lose licenses and responsi-
bility were to be transferred, what you are saying is that there are
within the broadcasting fraternity those who feel that they are not in
the upper 99.9 percent of the broadcasting industry.
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I would say if a man really fears that he cannot meet that kind of
rigorous standard, then probably it doesn't hurt him to be a little
bit frightened. I think the responsible broadcasters in this country,
and there are responsible broadcasters- in this country-men who rec-
ognize their role, who recognize their responsibility, who recognize
they have an obligation to do something more than profit-maximize-
they are not afraid of the FCC. They are not afraid of losing their
licenses.

Chairman PRoxMnm. Do you feel if this bill passed, if you got
vigorous commissioners who were conscientiously appointed by the
President, the kind you just described to Congressman Conable, there
would be no reason in the world why you could not deny under the
Pastore bill three or four licenses a year, but several hundred?

It says if the Commission finds upon the record that they are not
serving the public interest. So it seems to me it is not this bill which,
absent some kind of economic analysis, which, of course, is the purpose
of this hearing, which you indicate the FCC is not capable of pro-
viding, you can't really tell me whether or not there would be an
economic problem, not because you do not have the native ability, but
because you just don't have the economic analysis in front of you.

If you should hold over the head of TV stations in Milwaukee, New
York, Chicago, and elsewhere around the country the notion that there
was a good chance that they would lose their license, do you know
what economic effect this could have, when your FCC on the basis of
your testimony this morning does not make a real analysis, in depth,
does not have the capability to do so, of the economic requirements
for a television station, how much they put into it, how much of a risk
would be involved if they really had a serious chance of losing their
license and good performance wouldn't be enough? You would have
to match a performance against somebody else's pledge or promise.

Mr. JOHNSON. We do have some economic data. We know that last
year there were on the order of 120 or 130 television stations that
earned over $1 million. We do know that the industry across-the-board
earns approximately 100 percent rate of return annually on depre-
ciated capital investment.

Chairman PROXMIRE. How do you know that?
Mr. JOHNSON. Because they file with us what their depreciated

capital investment is worth and they file with us what their profits
before taxes are. That works out to be about $500 million a year. The
industry in total grosses close to $3 billion a year.

Chairman PROXMIRE. Do their profits after taxes represent a return
of about 50 percent, then?

Mr. JOHNSON. It is probably as lucrative a business as can be found
in this country. I think it would be impossible for the industry to
make the argument that there would be any economic handicap to it.
This is borne out by the fact that I cited earlier, which is that the
typical response of a station under challenge has been to improve its
programing rather than the other way around.

I think we need to lay our cards on the table here, Mr. Chairman.
I think what we are talking about is political power, and I think it
ought to be addressed as such. You talk about what kind of men are
going to get appointed to the FCC. The same kind of political forces
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that have dictated the introduction of this bill, the same kind of forces
that play on the FCC, are the same forces that play upon the President
of the United States in making these appointments.

We are going to witness that in the next couple of weeks, I rather
suspect. The President is no different from everybody else who must
run for office in this country. He, too, must go to the broadcasters to
ask for time. He, too, can only reach his constituents in the most effec-
tive way by going through their medium. He, too, must raise the mil-
lions of dollars every election time, principally from big business, to
pay to this other big business, to get back a part of the time from this
)Ublic resources that the broadcaster is committed by law to provide
fr free.

Last year, nearly $60 million had to be raised in this country to get
some time from these guys to let those who were running for office talk
to the people of this country about the issues and about their candidacy.
I say that is wrong. I say you gentlemen should not. have to be in a
position where you must be beholden to the broadcaster. You should
not have to be in a position where notwithstanding your desire to do
the right thing, you know the power that these men have over you.

You know that you cannot engender the animosity of the broad-
casters in your State or your district without standing a very sub-
stantial risk of losing the next election. I say that is a danger to the
democracy of this country, and I say that is a very serious problem.

This bill is symptomatic of it, and the actions of the FCC are
symptomatic of it, and the kinds of appointments the President of
the United States is going to make to this Commission are symptomatic
of it.

Chairman PROXMIRE. You may be right. I have run statewide in
my State six times. I have lost three elections and won three. That is
batting 500. In every case, of course, the TV stations could have helped
or hurt me. They didn't do either one in any of the elections in which
I ran, although I recognize TV is a very powerf ul media.

I had at one point a big battle with the Wisconsin broadcasters. I
praised Newton Minow on the floor of the Senate when he left. They
thought that was a very bad thing to do.

Mr. JOHNSON. We all make mistakes.
Chairman PROXmRE. They were infuriated. I got all kinds of letters.

They didn't take it out on me in any way. Maybe they couldn't figure
out a way to do it.

You say they have this power, I think, really, they are in a position
where they really can't wield the kind of intimidating power that you
are talking about. I don't see precisely how they can do it. Maybe there
are ways in which they can give a little better slant. They have to be
very careful about that.

As far as I am concerned, they have never done it to me. I think in
view of the fact that at least in some of the statewide elections I have
run in, six, some of the TV broadcasters would be unhappy with me,
but the newspapers have cut me up and done me a lot of harm, I think,
and I have lost some votes because of what they have done. They have
every right to do it. But the TV stations have never done this.

Mr. JOHNSON. I am not suggesting a slanting, although that is a
problem. We have documented cases in which broadcasters have indi-
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cated that they wanted news slanted. But that is not what I am talking
about now. I am saying, first of all, the broadcaster determines the
mood in a district. I am thinking of the broadcaster who told the black
disc jockey that he didn't want him putting out any news because he
didn't want to educate the Negroes of that community at the broad-
caster's expense.

So when you go into your district and start talking about poverty,
the ABM and these other problems, you may find a constituency that
doesn't know what you are talking about, that thinks you are pretty
weird, because they have never heard of these problems. This is the first
way in which he can effect you.

Chairman PROXMIRE. That is not true of Wisconsin. It may be true
elsewhere; maybe in Texas.

Mr. JoHNsoN. No; it is not. I am an Iowa boy myself, Senator.
Chairman PROXMIRE. You went to the University of Texas; didn't

you?
Mr. JOHNSON. Yes; a great university. But we have the highest lit-

eracy rates in the country in Iowa, and we are very proud of that fact.
A broadcaster can affect you by whether or not he makes time avail-

able to you for weekly reports to the people. He can affect you by how
much he puts you on the nows. This is all before the election takes place.
When the campaign and election comes around, he can determine how
much time he is going to permit you to buy even at his exorbitant rates.
He will determine what kind of a format he will put you in.

Chairman PROxMIRE. He has to do this in a framework of reason-
able equality. Maybe there are some examples, and I am sure there
are, with 7,000 stations.

Mr. JOHNsON. He doesn't have to do it with equality prior to the
campaign. A broadcaster in your State can choose to provide you a
half-hour of time every week for a report to the people from Senator
Proxmire, or he can decide not to do that.

Chairman PROXMIRE. But when broadcasters have done this, for
instance. in one congressional district the present Secretary of De-
fense, Melvin Laird, was a very popular Congressman, a Republican
Congressman, had the opportunity to make a report to the people on
a TV station as a Republican Congressman. But they made a great
effort to get the Democrats to do it. I wvas the Democrat they hap-
pened to select. If it hadn't been me, it would have been Gaylord Nel-
son, the other Democratic Senator.

They did this not because they liked me or preferred me to Melvin
Laird, but it was because they recognized they had the responsibility
to show a balance and, of course, there was the FCC Commission
which had some influence on their future. It seems to me that the
experience I have had tends to refute the terrible power which you
imply that the TV broadcasters have.

Mr. JOHNSON. I am really delighted to hear that, because I had
the impression from many of the Congressmen and Senators I have
talked to up here-off the record-that while they were unable to say
anything publicly they were very concerned about the rising costs of
campaigning.

Chairman PROXMIRE. I think that is true.
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Mr. JOHNSON. And, in general, the power that the broadcasting
industry was able to wield in the House and the Senate when com-
pared with the power of other industries and their lobbies.

Chairman PROXMIRE. I have taken too long. I do want to conclude,
though, by saying that I think politicians are perhaps a little more
sensitive than they should be. You know, when there is an article in
the newspaper, or several articles in a newspaper praising a politician
or Senator, he doesn't see them or feel them, but when there is one
word of criticism, we are very sensitive to it and we tend to react
pretty strongly to it.

Mr. JOHNSON. You get over that if you are an FCC Commissioner.
Chairman PROXMIRE. If we feel maybe a television station is giving

our opponent a little more than they should, we are inclined to give
that a little more weight than we should. My own feeling is on the
basis of everything I have seen, and heaven knows the broadcasters
of my State and of the country are not liberals, necessarily, not lib-
erals at all, still they haven't been unfair to me. I just haven't seen
a consistent record of unfairness in television to anyone.

Mr. JOHNSON. Congressman Conable, do you wish to endorse the
broadcasters of your district as well?

Representative CONABLE. I don't know anything about that. But
I do want to make one point.

I am concerned about the tremendous lengths of time that are
involved in proceedings before your Commission. I wonder if this
isn't a serious problem.

I quite agree with you that you are likely to get, if a fellow thinks
his license is in jeopardy, an upgrading of the effort to serve the com-
munity and I think that is a desirable thing. I wonder if there is some
way in which we can avoid having the uncertainties attendant on
license renewal become avenues of harassment, avenues of perfectly
tremendous legal expense to people who may not really have any
solid reason to fear the losing of their license?

It seems to me, because of your sensitivity to be sure that everything
is just as it ought to be, that perfectly tremendous amounts of time
and tremendous amounts of money are involved. It seems to me also
that because of the cumbersomeness and the lengths of time involved
before the Commission, that frequently you freeze out people in
applications for licenses that don't have large amounts of money to
gamble on legal proceedings.

Is this a legitimate concern ?
Mr. JOHNSON. Yes, I think it is. I think you can trust to the ingenu-

ity of the FCC to come up with a way of protecting the industry
against the kind of thing you describe, however. It has certainly been
very ingenious in keeping the public out. I think it can -be equally
ingenious in preventing unwarranted harassment of responsible broad-
casters.

I, for one, would acknowledge that it should. I don't think that a
man who has been providing outstanding public service in his pro-
graming over a period of years ought to fear that any irresponsible,
fly-by-night who walks in and challenges his license is going to be able
to put him to a tremendous amount of expense and harassment for a

36-125 0-70-pt. I
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long period of time. I think the FOG can adequately deal with that
pro 1em when it arises.

Representative CONABLE. By the same token, isn't it likely to be

a pretty expensive thing to challenge?
Mr. JOHNSON. No question about it.
Repreentative CONABLE. Is there any way we can improve the

procedures over here ? I realize that you are dealing with a very sub-

stantial property right. Whether you call it a property right or not,

that is the effect of it. Therefore you have to provide very complete

safeguards for both those who want to challenge and those who want
to protect.

Mr. JOHNsoN. That is basically the problem. Whenever you have

substantial economic interests that stand to gain by keeping the pro-

cedures complex, it makes it very difficult to simplify them. That is

a part of our problem.
Representative CONABLE. I have been concerned about little people

from my area who put in for a radio license and who just absolutely

are awash in a sea of redtape and find themselves having to hire very

expensive counsel and very expensive engineers, frequently out of all

proportion to the probability of return involved in the radio license

that is involved for a very small community.
Mr. JOHNSON. I share your concern, and I, too, am especially dis-

tressed about delay. I had rather assumed that a 7-year term was

going to be adequate for me to dispose of most of the matters that

come before the Commission. I am now halfway through it and

be inning to wonder.
Representative CoNABLB. Justice delayed to this extent is justice

denied to a degree.
Mr. JOHNSON. I think we could all agree to that.
Chairman PROXMIRE. Thank you very much, Commissioner John-

son, for a most stimulating morning. We most appreciate it.

*Mr. JOHNSON. Thank you, Mr. Chairman. I enjoyed being here.

(The following questions were submitted by Senator Proxmire to

Commissioner Nicholas Johnson, Federal Communications Commis-

sion, who testified at the hearing held September 16, 1969. His an-

swers were submitted subsequent to the hearing:)

Question 1. You are a former Maritime Administrator. In that capacity. you

very effectively identified the serious problems that beset the maritime. industry

as well as national policy. I believe we now pay approximately $750 million a

year in subsidies to this industry.
Later we will have additional expert testimony about this subject. Because

of your experience, however, we would also like to have your views on why

this industry has apparently not kept pace with the maritime industries in other

countries, why it does not seem to be competitive, and why it seems to have

fallen into a state of relative disrepair.
What kind of changes in public policy would you like to see, and are you satis-

fled with the direction in which we are now going?

Answer 1. I have not studied maritime policy problems for some three and

one-half years and am reluctant to comment about policy matters in that area.

However, I am unaware of any fundamental changes since the middle of 1966. I

believe the analysis embodied in positions then is probably equally valid today:

the Administration program on maritime policy put forth by Secretary Boyd in

1968 [Hearings on S. 2650 (New Maritime Program) Before the Subcommittee

on Merchant Marine and Fisheries of the Senate Commerce Committee, 90 Cong.,

2d Sess., at 11 (1968)]; the Interagency Maritime Task Force Report of 1965;
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and my testimony to the House Merchant Marine Committee in 1966 [Hearings
on Vietnam-Shipping Policy Review Before the Subcommittee on Merchant
Marine of the House Committee on Merchant Marine and Fisheries, 89th Cong.,
2d Sess., ser. 89-18, pt. 1, at 3 (1968)]. The positive disincentives to efficiency
and competitive behavior in our present subsidy programs for shipyards and ship
operators are fully spelled out in those documents. At that time virtually all
economists who were independent of the industry took the position that there
was no economic justification whatsoever for the maritime subsidy programs.
that there were, in other words, far cheaper ways to achieve such benefits as
the programs might produce. Secretary McNamara took the position that there
was no defense justification for additional subsidy expenditures.

The recent message by the Nixon Administration offers only an outline of its
program and must be fleshed out before any definitive evaluation can be made
on its merits. [5 Weekly Compilation of Presidential Documents 1480 (1969)].
It is, however, disturbing to read that the Administration was unable to come to
grips with three of the fundamental questions-manning levels on American sub-
sidized ships, operation of American-owned ships of foreign registry, and the
ability of ship operators to purchase ships at competitive prices. The Nixon
Administration professes the laudable goal of reducing the drain on the Ameri-
can taxpayer for subsidy paid to these special interests, but it proposes to
achieve this goal 'by increasing this subsidy by $1 billion over the next ten years.

It is ironic that one of the American innovations in merchant shipping-the
LASH (Lighter Aboard Ship) concept-should have been put in operation first
by foreign-built ships. The apparent failure of the Nixon Administration to deal
with the problem of buying ships competitively may also manifest itself in
plans for shipping Alaskan oil. At present ships transporting goods in the
coast-wise trades must be built in American yards. There are many problems
with the economic use of oil recently discovered on the Alaskan north slope,
but many people are hopeful that this discovery can have a positive influence
on reducing the costs of oil products in this country. However, so far as I know,
there are no American yards able to produce the ships that may be required
in this trade without costly modification in shipbuilding capacity; even then the
capital costs to the oil companies for these ships would still be more than
double what the companies would pay if they were allowed to purchase the ships
on the open international market. It would be unfortunate indeed if these capital
costs were to contribute to a decision that it was too costly to ship Alaskan oil
to the rest of the United States.

Question 2. You assert in your prepared statement that "the performance of
the industry in question necessarily suffers from the neglect of the useful effect
of competitive forces." You refer to the broadcasting industry.

Can you document this? In what respects is the performance of the industry
deficient? What evidence is there of the lack of competition in the industry?
What kind of competition azre you talking about, how would more of it improve
the servies?

Answer 2. There are three areas where the Commission has failed to employ
fully competitive forces in the broadcasting industry and has sanctioned an
industry structure that is unnecessarily concentrated. In each the U.S. Depart-
ment of Justice has intervened, generally unsuccessfully, in an attempt to per-
suade the Commission to change its policy.

The Commission has authorized numerous instances of crossownership of
media properties in local communities where more diverse ownership presunmp-
tively would better serve the public. In addition, when the Commission has
allowed these concentrations, it has failed to exact any compensating public
benefits from the licensees. Thus, there are more than 70 communities where
the owner of the only daily newspaper owns the only broadcast outlets in the
community. There are some 80 additional communities where a newspaper-
broadcast station complex appears to dominate the media available in the
community. The Department of Justice has taken action on 'its own in several
of these situations, in court or before the FCC. Even a recent study of the Na-
tional Association of Broadcasters suggested that a certain ownership situa-
tion it had studied called for remedial action by the Commission-a situation the

FCC had sanctioned numerous times through the renewal process
The problems with this type of industry structure in local markets are readily

apparent First, there are the traditional antitrust concerns with competition
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for advertising in the market. Second, the residents of the community enjoy
less diversity in the "market place of ideas" available to them. Finally, there
is a severe question of concentration of political and economic power in the local
community. This is often exacerbated when the media complex has significant
local conglomerate interests, such as banks, real estate or industrial concerns,
which add to its power.

Second, the Commission has permitted three network companies to completely
dominate the program production and distribution of television fare to a point
where the networks have virtual control over all prime time television program-
ming. The result is an industry with the imitative behavior one finds in a three-
firm oligopoly. This has occurred despite an eleven-year-old FCC proceeding de-

signed to deal with the problem, and clear recommendations in that proceeding
as to remedial action the Commission could take. Network concentration problems
have been of concern to the FCC for more than twenty years. It is an area
in which the Commission clearly has not moved as effectively as it might
The networks and their stations account for more than half the revenues in
television. The American public is limited to three sources for its television
programming fare in prime time.

Third, the Commission has only begun to inquire into possible problems with
media complexes having significant non-broadcast or conglomerate interests.
The classic case was the ITT-ABC merger where the Department of Justice
undertook a thorough analysis of the difficulties arising from welding broad-
cast properties with a significant company in the area of equipment supply
and new communications technologies. That case also raised the problem of
conflicts of interest within a corporation trying to report and analyze the news
objectively while also protecting its other corporate interests. We are now see-
ing the rapid formation of so-called "knowledge conglomerates" linking broad-
casting-CAT-newspapers-publishing-computers-programing learning-movie pro-
duction records and a host of related activities. In addition, there are numer-
ous examples of pure conglomerates who own broadcast stations as part of their
stable of properties. Reciprocity and possible intracorporate conflicts are areas
the Commission knows little about, despite its clear powers and duty to inquire
into the behavior of its licensees and the industry structure it approves.

Question S. Recently there have been serious problems in the telephone systems

in some of the large metropolitan areas. In New York City, for example, there

have been some major breakdowns of telephone services, to the extent that some

businesses have gone to the expense of taking out full page ads in the newspa-

pers in an attempt to re-establish contact with their customers. One explanation

for these breakdowns was offered by a representative of a computer firm. He

said that telephone lines were being overloaded with computer information and

that the telephone company has simply not expanded its physical facilities to

take into account the increased demand.
Is there a danger, in your judgment, that some major city might be faced with

a telephone blackout like the power blackouts and brownouts that have occurred?

How many cities are now faced with the problem of reduced or impaired telephone
service?

What has the FCC done to alleviate this situation? What should be done?

Answer 3. Telephone service problems have become more than annoying.
Numerous state Commissions have held formal inquiries and the Bell System
has made extraordinary efforts to try to rectify the situation. But I will not be
surprised if matters get worse before they get better. A number of these situations
will need a significant amount of lead time if the equipment corrections are to
be made. Whether there will be breakdowns as significant as any of the power
blackouts is a question to which no one really knows the answer. If the telephone
company has significantly and systematically underestimated demand, especially
in the area of computer communications, there may indeed be serious dislocations
until Bell improves its ability to forecast. We are now confronting the evidence
that Bell is relatively weak in this area. One could conceive of a situation where
the telephone company was so unresponsive and took so long to improve its plan-
ning function that service problems would multiply to a real crisis.

I think it unlikely that there will be anything like the 1965 power blackout
for telephone service. While Bell does not strike me as a demand-oriented com-
pany making adequate use of recent innovations in business planning, there is
one thing it tries to avoid even more than service complaints and that is public
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criticism. It has received more than the usual in the last few years and rightlyso. But to remedy serious problems in telephone service that have been allowedto overtake us, we will do so at stubstantially higher costs than would have beenthe case if Bell had accurately estimated demand. Crash programs are alwayscostly and the consumer must pay those costs. A monopoly is traditionally a con-servative entity used to a rather settled life with only moderate change. This isnot the environment Bell now faces and it will simply have to get used to thenew environment.
The FCC has held some informal, off-the-record conferences with Bell and theother telephone companies about service problems. This is an area that is of le-gitimate interest to the Commission even though service problems are typicallythought of as "local" because they stein from conditions in the local rather thanintercity plant. Difficulty with getting telephone instruments at the local levelor in securing a non-busy line to a local exchange also means the interstatesystem cannot perform correctly. There is also serious question as to whetherBell's rendition of distinct services and pricing policies do not in fact contributeto its serious peaking problems. Perhaps the FCC should announce public on-the-record hearings with sufficient notice and preparation to allow consumersto present their problems as well as time for the telephone companies to comein and defend what they are doing and plan to do.
Question 4. You recently made the statement, in your appearance on Face theNation, that many TV stations are earning "well in excess of 100 percent returnon depreciated capital."
How do you know this is true? You have testified about the lack of economicanalysis within the FCC. Can you produce any studies backing up your statement?Assuming TV stations arc making such profits, are they excessive, in youropinion? What rate of profit would be reasonable for this industry, consideringthe fact that the licensees must come up for renewal every few years?
Answer 4. The Commission does collect and publish aggregate data concerningthe level of profits before taxes and the depreciated tangible investment in thetelevision industry. I am attaching a copy of the Commission's report for1968.* The Commission's resources in economic analysis are limited and areoften removed from the decision-making process, especially in the area of broad-casting.
Any answer to the question of the appropriate profit rate for the televisionindustry involves a number of considerations. There is great variability withinthe industry for station profits. Basically the most profitable stations are theVHF, network-affiliated stations in the largest markets. The importance of net-work affiliation is clear-83% of all network-affiliated stations in 1968 wereprofitable while only 33% of non-network affiliates operated at a profit.Although the Communications Act clearly states that broadcasting is not tobe treated as a common carrier, it also implies that the Commission should requiresomething from its licensees in addition to profit-maximizing behavior in returnfor the free use of public property.
Unfortunately, the Commission has only sporadically questioned the profitmaximizing behavior of its broadcast licensees. The normal attitude is that ifthe behavior is not illegal, profit maximization simply means more people aregetting the service they desire. The result, in an industry where the government'slicensing power assures an oligopoly, is a natural tendency for high profits toaccrue to the oligopolist. If the Commission were to set standards for publicservice from its licensees, related to the resources of each, there might very wellbe a fundamental change in the programming practices of the industry. Therecould be an attendant decline in the level of oligopoly profits in the industryalthough much less than I believe most in the industry fear. The Commissionmight very well be able to change the incentive structure for the industry insuch a way that its performance would more closely appromixate the magazineor paperback publishing industries in diversity of source and variety of fare."Profit-maximization" in the long run would necessarily include behavior keyedto retention of the public license to broadcast under Commission standards ofpublic service and access. But today profit maximization with FCO approvalmeans blind pandering to the lowest common denominator of public taste andtolerance while pushing programming and commercial policy to the margin ofmaximum short run and long run profits.

*(In committee files.) Federal Communications Commission 34th Annual Report, FiscalYear 1968, Available from Superintendent of Documents, U.S. Government PrintingOffice, Washington D.C. 20402.
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Chairman PROXMIRE. Our next witness is Prof. Stanley Surrey,
who is a man with a most distinguished background and also with
a highly controversial area in which he has to operate.

If there is anything more controversial than Mr. Johnson's area, it
is Mr. Surrey's area. Mr. Surrey graduated from City College of New
York and received his law degree from the Columbia Law School. He
has served in the Federal Government with the National Recovery
Administration, the National Labor Relations Board, and the Treas-
ury Department. He has taught at the California School of Law,
Columbia University Law School and, since 1958 has been the Jere-
miah Smith Professor of Law at Harvard University Law School.

From 1948 to 1961 he was director of the American Law Institute
program in taxation. From 1961-68 he served as Assistant Secre-
tary of the Treasury for tax policy. Mr. Surrey has authored several
articles and edited a number of books.

We are most pleased and honored to have you here. You may pro-
ceed in your own way.

STATEMENT OF STANLEY SURREY, HARVARD LAW SCHOOL

Mr. SuRREY. Mr. Chairman, I submitted a statement to the
committee.

Chairman PROXMIRE. Yon may proceed as you wish.
Mr. SuRREY. Thank you. I appreciate the opportunity to appear

before this committee to discuss the subject of the tax expenditure
budget and its relationship to economic analysis and the efficiency of
Government.

THE TAX EXPENDrruRE BuDmET

Just what is the tax expenditure budget? The annual report of the
Secretary of the Treasury, for the fiscal year 1968, contained for the
first time an exhibit entitled "the tax expenditure budget." This ex-
hibit provided a conceptual analysis of tax expenditures, followed by
a classification of existing tax expenditures and the revenue amounts
involved. The tax expenditures so analyzed, simply stated, are expendi-
tures of Government funds that are made through the special pro-
visions contained in the income tax laws.

I believe some quotations from the Treasury report will serve to
describe both tax expenditures and the Treasury analysis:

As every taxpayer knows, income tax laws and regulations are
complex. Much of the complexity derives from the numerous de-
ductions, exemptions, credits, and exclusions allowed taxpayers
in stipulated circumstances. Many, probably most, of these pro-
visions exist because of the belief that they are directly related
to the measurement of net income appropriate to an income tax.

But others appear in the tax code because of the belief that
while not required to measure net income, the provisions promotes
some other objective, such as economic growth or a desirable ex-
penditure pattern by taxpayers.

In many areas the influence of the tax code on private economic
behavior through these special tax provisions is of an amount
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which approaches and, in some instances, surpasses that of direct
Government expenditures directed to the same objective.

Each of these special tax provisions reduces Government reve-
nues available for other purposes, much as do increases in direct
Government expenditures. In most cases, direct expenditures or
loan programs exist as alternatives for achieving the same purpose
that the special tax provisions are designed to accomplish. Our
Federal budget as presently constituted, however, does not report
those tax revenues which the Government does not collect because
income subject to tax is reduced by these special provisions and
the various special credits, deductions, exclusions, and exemptions
which they provide. The budget in its present form thus under-
states the role of Federal Government financial influences on the
behavior of individuals and businesses and on income distribution.

As a consequence of these special provisions in the tax system
(some provisions are in the statutory tax law and others appear
in regulations and rulings), the personal and corporate income tax
bases deviate in numerous ways from widely accepted definitions
of net income. Numerous kinds of income are excluded from taxa-
tion altogether while others are included only in part. Various
types of expenditures by households give rise to deductions which
are subtracted from income.

These special tax provisions and adjustments have been con-
troversial in varying degree at varying times. In many cases,
differences of opinion persist as to whether or not the effects of
these deviations on income distribution and resource allocation are
desirable. This special analysis is not concerned with the desira-
bility of these provisions. Rather, it lists the major respects in
which the current income tax bases deviate from widely accepted
definitions of income and standards of business accounting and
from the generally accepted structure of an income tax, together
with estimates of the amount by which each of these deviations
reduces revenues. It also arrays these tax provisions in the func-
tional categories under which direct expenditures are classified
in the Federal budget.

The purpose of this analysis is to present information on the
basis of which each of these special tax provisions and their reve-
nue cost can be compared with other such provisions which entail
a reduction in revenues, and with direct expenditures or loan pro-
grams which result in outlays of a similar magnitude. The inclu-
sion of such information, in addition to the ordinary budget ac-
counts, can clarify and present more fully the role of the Federal
Government in various functional aireas. This information cannot
presently be obtained from either the budget documents or the
Statistics of Income published by the Internal Revenue
Service . . .

... The special tax provisions take many forms. Under some,
certain types of incomes are excluded from taxation, a few ex-
amples being inmerest on State and local government bonds, half
of realized long-term capital gains, social security benefits to the
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aged, and employer payments for fringe benefits, such as hos-
pitalization, surgical, and group life insurance premiums. Other
special tax provisions are in the form of deductions for certain
personal expenses, such as charitable contributions, medical ex-
penses, and interest payments.

Other special deduction provisions allow business expenditures
in excess of actual cost (percentage depletion, certain bad debt
reserves) or earlier in time than the cost would become an expense
under business accounting (agriculture, research and develop-
ment, exploration and discovery of natural resources). Other
special provisions provide a lower effective tax rate than is gen-
erally applicable, such as the lower statutory rate on Western
Hemisphere trade corporations and the lower ceilings rate on
long-term capital gains. Still other provisions take the form of
tax credits (retirement income credit, investment credit).

Most of these special tax provisions are designed expressly to
achieve objectives similar in nature to those of direct Govern-
ment expenditures or loan programs. In each functional area, the
Federal budget includes direct Government expenditures, direct
Government loans, loans insured by the Government, and loan
subsidies which have similar though perhaps not identical ob-
jectives. In each of these areas, such direct spending or loan pro-
grams would be an alternative method to accomplish the purpose
which the special tax provision seeks to achieve or encourage.

We can examine several of these tax provisions to indicate
how "tax expenditures" are alternatives to direct expenditures or
Government lending programs. As a first illustration, consider
the provisions which benefit the aged. The Federal budget lists
under the functional category of "health, labor and welfare" large
direct expenditures including the social security and medicare
trust funds for the aged. But the budget contains no item to show
the $2.3 billion expended through the tax system to aid the elderly
through the retirement income credit, the additional $600 exemp-
tion, and the exclusion of social security retirement benefits. The
same assistance could be achieved by additional transfer payments
to the aged rather than by tax provisions ...

. . .Direct expenditures for natural resources, as another ex-
ample, are itemized in the budget but no items are presented to
cost out the assistance the tax system provides these industries
by permitting the expensing of certain capital costs, the use of
percentage depletion in excess of cost depletion, and special capital
gains treatment for timber and for iron ore and coal royalties.
Direct expenditures could be tailored to achieve the same purpose
as these expenditures through the tax system. For example, sub-
sidies might be paid to encourage exploration -nd deve opment
of selected minerals or good forest management. (Annual Report
of the Secretarv of the Treasurv, Fiscal Year 1968, pp.326 -32 8 .)

This Treasury analysis, which related to the fiscal year 1968, was
updated in a special submission made by the Secretary of the Treasury
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to the Joint Economic Committee on January 17, 1969 in its hearings
on the Economic Report of the President. It was there stated:

Tax expenditures are not disclosed in the budget and therefore
are not subject to careful annual scrutiny in the budget and ap-
propriation process. Budget outlay decisions, on the other hand,
involve the departments and agencies, the Bureau of the Budget,
the House and Senate program committees which are competent
and experienced in their specialized fields, and the appropriation
committees. Tax expenditures are not generally considered by the
program departments and congressional committees concerned,
and are not reviewed annually or periodically to measure the ben-
efits they achieve against the amounts expended.

The purpose of this analysis is to present information which
compares tax expenditures with direct expenditures or loan pro-
grams in various functional areas and thus to clarify and present
more fully the role of the Federal Government in these areas. Such
a comparison should be helpful il the allocation of public re-
sources. (Hearings before the Joint Economic Committee on the
Economic Report of the President, 91st Cong., first sess. [Jan.
17, 1969], p. 32.)

The Treasury analysis presented for the various budget categor-
ies-national defense, agriculture, natural resources, commerce and
transportation, community development and housing, and so on, and
for a special category not listed as such in the budget-though in-
cluded in a special analysis-aid to State and local government financ-
ing-the amounts expended through the regular budget for these
categories and the amounts expended through the tax system. The
comparisons are interesting and revealing. In some categories, the
tax expenditures exceed the budget items; for example, in community
development and housing, the tax expeditures are nearly 200 percent
of budget outlays; in commerce and transportation, 110 percent. In
other categories, the tax expenditures are also significant; in natural
resources, -about 90 percent; health and welfare, about 36 percent. In
only two categories, national defense and veterans, is the figure less
than 10 'percent.

I have attached to this statement copies of the material in the
Treasury report and the submission to the Joint Economic Committee.

This then, is the concept of tax expenditures and the Treasury anal-
ysis of existing tax expenditures in the form of a tax expenditure bud-
get. (The substance of my testimony today is that a tax expenditure
budget is feasible and useful.) I, therefore, believe it should be a con-
tinuing task of the Treasury Department to prepare this tax expendi-
ture budget annually.

The tax expenditure budget should be included as a regular item in
the Annual Report of the Secretary of the Treasury and in the budget
document, perhaps as a special analysis. I believe that the tax expendi-
ture budget and such regular public presentation will contribute to
economic and other analysis of tax expenditures and these in turn will
contribute to efficiency and economy in Government.
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FEAsmiLITy OF PREPARING A TAX EXPENDITuRE BuDGET

Let me first consider the feasibility of preparing a tax expenditure
budget. As stated above, this Treasury analysis is the first presenta-
tion that has been made of this category of Government expenditures.
Since it has been made public, I have heard no basic criticism of the
presentation or the data.

To be sure, there are conceptual aspects involved, as the analysis
itself describes. It is necessary to separate the special tax provisions-
the "tax expenditures"-from the basic structure of the income tax.
Here the analysis uses the standard of "the generally accepted measure
of net income'-or, phrased another way, "widely accepted definitions
of income and standards of business accounting and . . . the gener-
ally accepted structure of an income tax"-as the guidelines to sep-
arate the customary structural provisions from the special tax
provisions.

Thus, matters such as personal exemptions, rates, and income split-
ting allowed for married couples filing joint returns are considered as
part of the structure of an income tax based on ability to pay and
therefore do not involve tax expenditures. Similarly, deductions neces-
sary to the computation of business or investment net income are part
of the structure of an income tax. But exemptions, deductions or
credits that lie beyond the customary determination of net income-
for example, excessive depreciation, percentage depletion, expensing
of capital costs, exemption of State and local bond interest-are special
provisions and thus involve tax expenditures.

These standards enable us readily to classify most of the income tax
provisions. There are some residual items on which there can be diffi-
culty or disagreement in the classification, but this aspect is minor in
comparison to the large body of information made available by the
tax expenditure budget.

There are also some problems associated with the estimates required.
These problems largely stem from the incompleteness of the underlying
data, and the continued task of analysis and estimate would serve to
produce more complete data. The estimates, parenthetically, are "first
level" figures, that is, they involve the revenue that would be obtained
from a change in the tax provisions involved without anything else
being changed. Hence, the estimates do not involve predictions of what
taxpayers would have done in the light of change. Budget estimates
of direct expenditures also do not involve the second-level effects of the
expenditure itself, or its absence.

Continued refinement of the tax expenditure analysis would develop
useful explanatory material to indicate this difference between first-
and second-level effects.

Further analysis would also develop a more refined allocation of
some tax expenditure items among the budget classifications. Thus,
individual capital gains in the Treasury analysis are placed in a
separate heading, since the existing data did not permit an appro-
priate allocation of the large amount involved-$5 1 /2 billion to $81/2
billion-among the activities in the various expenditure categories,
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such as agriculture, natural resources, commerce and transporta-
tion, housing and community development, and health and welfare.
The capital gains special provisions cut across all these fields. While
the use of a special heading avoids the task of allocation, it also results
in an understatement of tax expenditures in those categories in which
capital gains are significant, such as commerce and transportation.

Continued attention to the analysis of tax expenditures would im-
prove that analysis, just as continued attention to the budget has
improved the concepts and data underlying that document. The im-
portant fact for the present is that the Treasury analysis demonstrates
that present data and analysis do make feasible a helpful classification
and estimate of tax expenditures in the form of a tax expenditure
budget.

Given the feasibility of a tax expenditure budget, what is its utility?

INFORMATION ON TAX-AND GovERNMENT-ExPENDITUREs

The first aspect to be stressed in considering the utility of the tax
expenditure budget is that of information. The total of these tax ex-
penditures is over $45 billion. Now, $45 billion of expenditures is a
large amount to be lost or misplaced in Government accounts. Yet,
this $45 billion are in a real sense lost in our Government accounts-
they do not show in the budget and they do not appear, for the most
part, in Treasury Statistics of Income. Until the Treasury analysis
was published, the data were not available to the public-and not com-
prehended within Government. No one really knew what was being
spent through the tax system and for what purposes.

The fact that Government expenditures are actually over 20 per-
cent higher than the current budget figures of $190 billion-and reve-
nues also higher-is highly important. So also is the fact that the Gov-
ernment is actually spending three times the budget figures to assist
community development and housing and twice the budget figures on
commerce and transportation and national resources. If direct ex-
penditures of these amounts had been omitted or mislaid, the budget
would certainly be discredited. Yet, tax expenditures are a form of
Government expenditures and their existence is as important as direct
expenditures for budgetary purposes. But until now, these tax expendi-
tures have in effect been the hidden expenditures of Government.

It seems obvious that we should have current and detailed informa-
tion on these tax expenditures. The tax expenditure budget would
provide this information.

EcoNoMIc ANALYSES OF TAX ExPENDiTuRS

Once we have the information on tax expenditures-the activities
affected and the amounts involved-we can proceed to a wide varietv of
studies. Essentially, these studies would relate to the efficiency of Yov-
ernment. We should be finding out just what the Government is ob-
taining in return for the $45 billion or more spent through the tax
system.
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When Government spends nearly a billion dollars on buildings
through excessive tax depreciation and capital gains, what is it obtain-
ing-how many additional buildings, of what types, in what areas?
Are these buildings-which include office buildings, hotels, motels,
shopping centers and the like-the types of buildings on which we
should be spending Government funds?

When Government spends over $11/2 billion through the tax system
on natural resources, what is it obtaining in the way of additional ex-
ploration and reserves; what kinds of minerals are involved and in
what places are they located?

When Government spends over $11/2 billion through the tax system
on agriculture, what activities and what areas are being aided? And
are they in need of that aid?

When Government spends nearly $21/2 billion through the tax sys-
tem for relief of the aged, just which of the aged are receiving these
funds and how much in need are they?

We really know very little about the answers to questions such as
these, questions which can be asked about each of our tax expendi-
tures. Clearly, we are in need of applying the techniques of cost-bene-
fit analysis and program planning to these tax expenditures, many
of which have never been studied at all. Examples of relevant studies
are the recent CONSAD cost-benefit study of tax expenditures for oil
and gas and the econometric studies of the investment credit, which
were done for the Treasury Department.

It is to be expected that the tax expenditure budget, by providing
information on the activities and amounts involved, will prompt the
necessary studies. It is also to be hoped that the various Government
departments and agencies involved would themselves become more
curious about these matters and seek to raise the relevant questions
and then to answer them. At present, the department generally take
the view that since it is not in "our budget," we needn't think about
the expenditure or seek to ascertain whether it is in the public interest.

This, of course, is the real question-are these expenditures in the
public interest? In many cases the question has barely been raised
or debated, let alone answered. Some of these tax expenditures came
quietly into the tax law decades ago through administrative rulings
where the focus was on the exigencies of tax administration and not on
expenditure policy.

Moreover, the amounts involved were small and the resource alloca-
tion aspects not perceived or then significant. Others were adopted by
Congress years ago in much the same fashion. Only infrequently was
there a deliberate desire to achieve a given public purpose through the
allocation of resources. Yet today, many of these provisions are now
defended in public policy expenditure terms, but unfortunately with-
out any accompanying analysis and evaluation. The need for such
analysis and evaluation is obvious.
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PRoMorIoN OF EFCIENCY OF GOVERNMENT

The Treasury analysis calls attention to the consequences for effi-cience, of Government that are involved in a tax expenditure budget.It points to this statement in the 1966 Economic Report of the Presi-dent:
In a fully employed economy, special tax benefits to stimulatesome activities or investments mean that we will have less of otheractivities. Benefits that the Government extends through directexpenditures are periodically reviewed and often altered in thebudget-appropriation process, but too little attention is given toreviewing particular tax benefits. These benefits, like al otheractivities of Government, must stand up to the tests of efficiencyand fairness. (Treasury Report, p. 327.)

It then goes on to state:
Et is clear, however, that more efficient use of resources by theFederal Government is advanced if explicit account is taken of allcalls upon budget resources, so that the importance of differentbudgetary objectives and the effectiveness of alternative uses,whether through direct expenditures, loan subsidies, or tax ex-penditures, may be fully understood, examined, and reevaluatedperiodically. (Treasury Report, p. 328.)

One aspect of increased efficiency would lie in the basic reexamina-tion of the amoutns now being spent through tax expenditures-atotal that is over 50 percent of the Defense Budget. One suspects thereis much waste and water in the Tax Expenditure Budget. It must beremembered that these tax expenditures are generally open-ended, inthat the total to be spent is not predetermined, but instead depends onthe degree of taxpayer activity. These tax expenditures are thus to beclassified among the uncontrollable expenditures of Government,along with such items as interest on the public debt. But they neednot be uncontrollable; they are simply presently just structured thatway.
One also suspects that many of these tax expenditures would beframed much differently if cast as direct expenditures. Governmentwould then be far more interested in what it is receiving for its out-lays. The traditions respecting scrutiny, review, and skepticism aredifferent for direct expenditures than for tax expenditures.Another aspect of increased efficiency would lie in greater coordina-tion between direct expenditure policy and tax expenditure outlays.At present, the various legislative committees of Congress and theAppropriations Committees legislate, determine, and coordinate ourspending programs. But they have no jurisdiction over the taxexpenditures.
In turn, the tax committees largely formulate the tax expenditureswithout any coordination with the legislative committee having juris-diction in the areas involved or the Appropriations Committees. The
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tax expenditure really operate as back-door financing of the activities
involved.

This lack of coordination can only make for inefficiency and waste.
The priorities in our regular budget programs do not appear to be
reflected in our tax expenditures. The priorities-if that term can be
applied to what has developed largely by happenstance-of our tax
expenditures are not the priorities of our regular Budget. Nor has the
expertise regarding substantive programs that lies within Govern-
ment, legislative and executive, really been applied to tax
expenditures.

A third aspect of increased efficiency would lie in the coordination
of tax expenditures with overall Government expenditure policy.
When the Congress or the President, or both, determine overall ex-
penditure limits, those limits are applied to the regular budget pro-
grams. But the tax expenditures are immune from these limits. Hence,
regular programs must often be cut back when a rational view of
overall priorities and programs would have produced instead a reduc-
tion or slowdown in some of the tax expenditure programs.

Yet, had these tax programs been structured as direct expenditures,
they would have no such immunity. In substantive terms, they do not
merit that immunity any more than direct expenditures, yet their tax
clothing serves to shield them. We have learned as respects the more
traditional expenditure techniques that as long as any form of Gov-
ernment assistance is out side the purview of the Budget-be it a loan
an interest subsidy, or a guaranty-that the absence of periodic re-
view inevitably makes for waste and inefficiency and misdirection of
resources. We now have to apply that learning to tax expenditures.

ALTERNATIVE METHODS OF GOVERNMENT ASSISTANCE

I would like to relate tax expenditures and the above comments to
the subject of tax incentives and tax credits. We recognize that Gov-
ernment can allocate resources and assist activities through a variety
of monetary techniques. It can use direct grants of money; it can lend
money; it can guarantee loans; it can subsidize interest rates; it can
purchase assets.

The Tax Expenditure Budget points to another alternative-the
reduction of the tax liabilities of particular taxpayers through special
tax provisions. In a given area, Government thus may use the tradi-
tional methods of assistance, or it may use a tax expenditure. The re-
verse is even more important-where the Government is giving as-
sistance through a tax expenditure, it could give that assistance directly
and need not resort to the tax system.

Therefore, once it is decided that Government assistance is to be
given-and this decision is, of course, a basic prerequisite-then the
question arises, how should that assistance be structured? Should it be
framed as a direct expenditure, using one or more of the techniques
available for that purpose? Or should it be framed as a tax expendi-
ture?

In recent years it has been the fashion to suggest the use of tax
incentives or tax credits as solutions to many of our urban and social
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problems-pollution control, manpower training of the unskilled and
semiskilled, the establishment of new businesses in the inner cities and
depressed rural areas, and so on. These tax incentives or credits involve
additional tax expenditures. They thus give rise to the difficulties I
have described regarding existing tax expenditures. These difficulties,
to say the least, would appear to be persuasive reasons militating
against the use of tax incentives and credits for such purposes.

Much more could be said on this subject. My only purpose here is
to relate current policy problems and issues to the tax expenditure
budget.

Recent examples of tax incentives underscore the need for caution
and analysis before adding additional tax expenditures. Thus, the
legislative committees have struggled long and hard to find the most
efficient ways to expend Government resources in the battle against
pollution.

There are many claimants for Government dollars, and those con-
cerned about combating pollution have found it difficult to secure
the funds they desire. Interested legislators speak of scrounging a
few more millions here or there to add to an inadequate budget figure.
Yet now, at one stroke, the Ways and Means Committee decides to
spend $400 million (by 1974) in the pollution control area by allow-
ing 5-year tax amortization of the cost of installing pollution control
facilities. But the committee does not refer to any study which in-
dicates that-if the Government is to allocate an additional $400
million to pollution control- the particular device and particular
approach chosen by the Ways and Means Committee would have top
priority. Instead, $400 million is allocated to this purpose without
any coordination with other planning or expenditures in the pollu-
tion control area and without regard to what are the priority needs
once it is decided to add $400 million to pollution control expend-
itures.

There are other examples in the current tax bill, for example, assist-
ance to housing and to production of railroad cars. Here also many
millions of dollars are to be spent through the tax system, again with-
out study, without coordination with other programs, without any
determination of the competing priorities for Government funds. This
hack door, almost haphazard financing, is totally antithetical to
efficient and orderly program planning.

CONCLUSION

The tax expenditure budget is a necessary part of the Government's
fiscal accounts. It should be published on an annual basis by the
Treasury Department and included in the general budget, perhaps
as a special analysis. The items in the tax expenditure budget should
be carefully studied and cost-benefit analyses made in appropriate
cases. Such an approach to the tax expenditure budget and its com-
ponents is bound to promote greater efficiency in Government and
stronger control over expenditures.

(The documents supplementing Mr. Surrey's testimony follows:)
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Exhibit 29.-Excerpts from remarks by Assistant Secretary Surrey, November
15, 1967, before The Money Marketeers, on the U.S. income tax system-the
need for a full accounting; and Treasury Department Report "The Tax Ex-
penditure Budget: A Conceptual Analysis"

EXCERPTS FROM REMARKS BY ASSISTANT SECRETARY SURREY. ON
PHE U.S. INCOME TAX SYSTEM-THE NEE.D FOR A FULL ACCOUNTING

* * * * * * as
An income tax system of such strength and breadth of application [as the U.S.

system' warrants a full accounting. It would seem but obvious that we should be
fully aware of its content and scope, so that we conld intelligently pass judgment
on Its effects. This being so. it is all the more surprising that there are gaps in
the accounting that now obtains. These gaps exist both at the governmental level.
in the way our Budget reflects the income tax, and at the level of the individual
business, in the way financial accounting handles the impact of the tax. These
gaps have serious Implications for our understanding of the tax system.

* * * * * * e
The recent Report of the President's Commission on Budget Concepts seeks to

develop one comprehensive measure to reflect aggregate revenues. Its recom-
mendation for the revenue and expenditures part of the budget would include all
revenue sources-both general revenues and trust fund revenues-and would
place reporting of the income tax revenues on an accrual basis. * * *

The President's Commission on Budget Concepts also made recommendations
regarding the budget treatment of expenditures. but one aspect was not consid-
ered. The aspect not considered-and this is reflected in all discussions of expen-
dltures-coneerns the Government expenditures made through the tax system. At
first blush such a phrase-Government expenditures through a tax system-seems



93

EXHIBITS 323

almost meaningless. A tax system presumably concerns itself with raising reve-
nues rather than spending funds. But a closer analysis of our present tax system
would reveal real substance to the phrase. Through deliberate departures from
accepted concepts of net income and through various special exemptions, deduc-
tions, and credits, our tax system does operate to affect the private economy
in ways that are usually accomplished by expenditures-in effect to produce an
expenditure system described in tax language.

Let us take a simple example: The Federal budget for the Department of
Health, Education, and Welfare has line items detailing expenditures, including
trust fund expenditures, for old age assistance. But that budget contains no line
item for the $2.3 billion expended through the tax system to aid the elderly-
under the special $600 exemption, the retirement income credit, the exclusion
of social security retirement -benefits, and so on. The HEW budget also has line
items for medical assistance expenditures, but no line item for $100 million
expended through the tax system by reason of the special exemption for sick
pay paid to employees.

The budgets of the Commerce Department and the Transportation Department
contain line Items for expenditures under Federal programs for aiding business.
But there are no line items for the very large amounts, reaching over $1 billion,
expended through the tax system either as tax relief, Incentives, or assistance for
a variety of business activities: for example, financial institutions, through
special deductions for reserves; Western Hemisphere Trade Corporations, through
special rate reductions; shipping companies and life insurance companies, through
special deferrals.

The budget of the Interior Department has line items for natural resources
programs, but no line Items for the large amounts, also over a billion dollars,
expended under the tax system to assist our natural resources industries, includ-
ing timber, through expensing of certain capital costs, expensing In excess of cost
under the treatment of depletion, and special capital gain treatment. The budget
for the Agriculture Department has line items representing programs to assist
agricultural activities, but no line Items for amounts, over a half-billion. expended
under the tax system through the expensing of certain capital costs, the availa-
bility of the cash method of accounting even if inventories are used, and special
capital gains treatment of livestock.

The absence of line items in the budget for these tax expenditures-this lack of
1 full accounting for our tax system-has many facets. To begin with, it lessens
p ublle understanding of significant segments of our tax policies. For the most
part there are no line items in the Internal Revenue Service Statistics of Income
delineating these items, so that in the absence of special studies the amounts
involved are simply unobtainable. Indeed, many of these "tax expenditure" pro-
grams cannot be found In the Internal Revenue Code, so that unlike direct
expenditure programs where the budget trails are relatively well posted, the
"tax expenditure" trails are very often obscurely marked.

A large part of the tax benefits for the elderly rests on a very brief and cryptic
administrative ruling of the Internal Revenue Service excluding social security
retirement benefits from income, without citation of any authority for the result;
much of the benefits for financial Institutions rests on administrative rulings
stating how the reserves against debts owed to banks shall be computed; a large
part of the benefits to agriculture and natural resources also find their origin and
even some of their current expression In administrative rulings and regulations.

When congressional talk and public opinion turn to reduction and control of
Federal expenditures, these tax expenditures are never mentioned. Yet it is clear
that if these tax amounts were treated as line items on the expenditure side of the
budget, they would automatically come under the close scrutiny of the Congress
and the Budget Bureau. But the tax expenditures are not so listed, and they are
thus automatically excluded from that scrutiny. Instead, since they are phrased
in tax language and placed in the Internal Revenue Code, any examination to be
given to them must fall in the classification of "tax reform" and not "expenditure
control." There is a vast difference between the two classifications.

It can he suggested therefore that we need a full accounting for these effects
of the tax system. The approach would be to explore the possibility of describing
in the Federal budget the expenditure equivalents of tax benefit provisions.
We should not, of course, overlook the difficulties of Interpretation or measure-
ment involved here. Thus, just which tax measures can be said to fall in this
category-in other words, which tax rules are integral to a tax system in order
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to provide a balaned tax structure and a proper measuremeut of net Income,
and which tax rules represent departures from that net income concept and bal-
anced structure to provide relief, assistance, incentive, or what you will for a
particular group or activity. Also, once a tax item can be identified as falling In
this second category, we must then compute its expenditure equivalent. Presum-
ably this would be the amount of revenue lost, i.e., "spent," under the special
tax treatment, and in a number of situations revenue statistics %vould have to
be improved to give us this information.

This discussion is not to be taken as saying that all tax relief measures are
bad-or that all are good-just as it is not intended to state that all Federal
expenditure programs are bad or all good. This is not a qualitative disf ussion of
tax preferences or, as some say, tax loopholes.

* * * * * * S

Nor is my discussion Intended to say that tax relief deliberately programed as
a direct expenditure item would look the same. Indeed, a possible consequence of
describing tax preferences as expenditure equivalents Is that more efficient ways
to achieve the objective may be developed. I cannot think of any responsible HEW
or Budget Bureau official who would put together an expenditure program of as-
sistance to the elderly that would in any way resemble the crazy-quilt pattern of
our tax treatment of the elderly. Under that treatment half of the tax revenues
spent go to people over age 65 on retirement whose annual income is over $10,000
and hardly any goes to people In that age group who continue to work for their
maintenance and whose Incomes are far lower. Nor can I think of an agricul-
tural expert who would put together a farm program under which the benefits
would become greater the wealthier the owner and the less he relied on his farm
activity as the source of his income. Indeed, I suspect that cost-benefit experts
assigned to measure the efficiency of tax expenditure programs would have a fas-
cinating time. Appropriate budgetary recognition of these tax expenditures would
facilitate such cost-benefit studies.

At this point a word on the Investment credit may be helpful to illustrate a
different kind of tax device. This credit Is a feature of our tax law designed to
Improve rates of return and to increase investment. We believe it is a sound pro-'
vision which serves to achieve a better balance in a tax system which would
otherwise impinge too heavily on the level of private savings and investment.
Perhaps It could be cast as a direct Government expenditure. and the English
have recently taken this approach. But there are very definite advantages In
handling the sums involved through the tax system. The computation Of the
credit depends entirely on tax concepts, such as the basis for depreciation and
depreciable lives, and being in the tax system its effect is limited to firms which,
at least over the long run, expect to make profits. Also, by being In the tax system
It remains quite neutral with regard to the Investment to which it is applied; it
does not Involve extensive Government decisions as to which Investments are par-
ticularly meritorious. It Is spread very broadly over all business, agriculture,
finance, the professions, and so on-the whole gamut of American enterprise.

* S * * * * 5

There are thus considerable gaps in the present accounting for our income
tax system. It may be helpful to relate this description of these gaps to a cur-
rent matter-the use of tax incentives to meet our social problems.

America faces many social problems that desperately require solution. A major
part of these problems centers around the plight of our cities and their disadvan-
taged residents. One aspect of suggested solutions involves an increase in moderate
and low Income housing, with special emphasis on housing located in these areas.
Another involves providing jobs for the disadvantaged, through manpower train-
lng programs and greater employment in business activity within these areas or
the aided movement of the Inhabitants to jobs outside the areas. lParticipation by
private enterprise, especially large concerns, is considered helpful to achieve-
ment of these goals. But It Is said that the likely rate of return from business
activity Involving that participation may not be adequate to enlist that particlpa-
tion. Hence It is proposed In some quarters that the rate of return be increased by
some form of tax reduction in exchange for the participation desired. The tax
reduction suggested generally involves a large credit against tax or special
deductions.

This Is one illustration of the tax Incentive approach in the setting of social
reform. Other illustrations may be found in other social objectives-pollution
control, aid to education, assistance to rural areas, and so on.
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Certainly no one ean quarrel with these social (objectives. In the past tax In-
centives were generally sought-and at times obtained-on the ground that a
particular Industry needed support. The crucial question of why that support vas
In the public Interest was barely spelled out, If at all, and the details oif proof
were held to a minimum. But today the public Interest objective is In the fore-
front, and needs no proving. And It Is generally taken for granted that private
enterprise participation will always be helpful. What is not shown Is why the
tax route Is to be preferred over other means of Inducing the desired participa-
tion of private enterprise.

The immediate leap to the tax solution serves only to stultify thinking abolut
these social problems. Once the leap Is made there is no opportunity to explore
the details of the problems. Yet a great many useful questions can be asked: For
example, as to low Income housing in urban areas and jobs for the urban dis-
advantaged, just why has private enterprise not undertaken these tasks in the
past? Is it that the immediate return Is insufficient, or is it that the partieiatliin
has been seen as only sporadic? What. forms of private enterprise are best suited
to the tasks? Is it a large industrial concern or a small indigenous busiiests
locally owned; Is it manufacturing activity or service activity; Is it an experi-
enced builder or a concern new to the building field but with management know-
how In other business fields? More crucial, what measures are needed to inidlice
the partielpation-what rate of profit, what assistance in financing, what guaran1-
tees against loss, what assurance of a continued market, what other forms of
protection against the risks that have hitherto restrained participation, and so oinl?

With these questions answered as best we can, the task is then imagiinti-ely
to search the arsenal of possible governmental action-if Government assislallee
is needed-to see which forms of governmental action can be most responsive.
effective, and efficient. Here also the Immediate leap to the tax route can only
prove stultifying, for it tends to foreclose consideration of all other avenues of
assistance. And yet experience has taught us that with respect to governmental
assistance to a particular group or activity, the nontax route is far more likely
to yield the better answer at a lesser cost. Moreover, the tax answer once enacted
may well inhibit further useful thought about the problem. It would seem) far
better to let HUD or Commerce or Labor or HEW gain experience and flexibiliIy
through nontax solutions that can be varied and tested, than turn much (of the
task over to the Internal Revenue Service, which has no background of experienu e
to use and for whom an increase In experience in the social area will not yield
the productive return that It would In the other departments.

Our progress in space exploration Is not built on tax incentives, but on direct
relations between Government and business that bring forth the required
participation by private enterprise. Our capsules are not propelled Into space
by the Internal Revenue Code.

In large part those who leap to the tax route recognize all this. But they
assume that the nontax solutions will involve large Government expenditures
and they fear that the appropriation door is shut or will not open very wide.
Whatever may be the validity of those assumptions and fears as to any partic-
lar program, there is no reason to conclude that ,because the front door of
appropriations is closed or narrow, the back door of tax reduction will open wide.

Those who are concerned with the level of Government expenditures a re
cognizant of the two doors to the Federal budget. They readily understand that
a decrease in revenues through a tax expenditure has the same impact on the
budget deficit as a direct increase in expenditures. Chairman Mills of the House
Ways and Means Committee, for example, has said he considers such tax in-
centives as "a form of back door spending." He thus fully recognizes It is the
door of his committee that Is being knocked on as the entrance to the J)udget
through tax incentives, rather than the direct route of Government assistance.
And he can also recognize If that door opens for one or two tax incentives, it
must inevitably stay permanently ajar for the wave of tax incentives that
would follow.

Chairman Mills is on sound ground. For here also we reach the aspect of full
and proper accounting. Our experience with the tax Incentives of the past should
give us pause before we add a new tax-route expenditure and then keep it
buried in the Code away from public scrutiny. We have learned that the tax
incentive of the moment becomes the tax reform target of many tomiorrows.
What can he said about tax incentives for these urban problems can also be.
said about tax incentives for our other social problems-pollution control,
college education within the reach of all who are qualified, development of
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rural areas and new towns, assistance to depressed areas, and so on. It Is almost
demeaning to our collective wisdom to say that every one of these problems will
yield and yield only to the universal solvent of a tax Incentive. And if they did,
how would we solve the loss of our tax system that this maze of tax incentives
would mean?

All of this is not to be taken-and this must be underscored-as saying the
Treasury Department stands aloof from society and its problems. The Treasury
clearly recognizes that a negative answer as respects the tax route equally
does not solve a problem. It therefore has joined-and continually will join-the
other departments and agencies in the active search for constructive solutions
involving other forms of governmental assistance or action.

Indeed, the. Treasury has found that the way to obtain imaginative and
broad thinking about these social problems-to obtain real brainstorming-is
to tell the groups concerned to forget their stereotype, first impulse solution of
a tax incentive, to close the Internal Revenue Code, to bar their tax lawyers from
the meeting-and then get down to the real task of analyzing the problems and
thinking about the possible solutions. The results are always positive. Once
the blinders of a proposed tax incentive solution are removed and the whole
horizon of approaches Is opened to exploration, we begin to appreciate that
there are many constructive measures that can be taken outside of the tax
system.

Our social problems are causing very large demands to be made upon the Fed-
eral Government. We are a wealthy nation and we certainly should be able
to solve these problems. But even with our great wealth the solutions for all
these problems will come more readily if our planning is efficient and sound. There
are limits to the ways in which we can use our resources and those Ihmits require
careful expenditure control. Such control In the planning of a particular program,
even one with a high priority, means other useful programs will not have to be
starved.

We must therefore recognize that our tax system should not be used as a
back door through which the dollar's are to flow free from this careful planning.
We need a much higher degree of accounting for the dollars that the tax ex-
penditure programs which grew up in the past are now absorbing. We also
should be careful not to leap to a new set of uncontrolled tax expenditure
programs through a new set of tax Incentives. This Is especially so when there
are adequate nontax measures at hand with which to attack these social prob-
lems. As a consequence, closing the back door of tax incentives does not mean
that no solution will be provided. Rather, it means that the doors and windows are
opened for constructive thinking about these other measures. This Is the way
to both social progress and a sound tax system.

THE TAX EXPENDITURE BUDGET: A CONCEPTUAL ANALYSIS

Introduction

As every taxpayer knows, Income tax laws and regulations are complex. Much
of the complexity derives from the numerous deductions, exemptions, credits,
and exclusions allowed taxpayers in stipulated circumstances. Iany, probably
most, of these provisions exist because of the belief that they are directly relatedl
to the measurement of net Income appropriate to an income tax. But others
appear in the tax code because of the belief that, while not required to measure
net income, the provision promotes some other objective, such as economic growth
or a desirable expenditure pattern by taxpayers. In many areas the influence of
the tax code on private economic behavior through these special tax provisions
Is of an amount which approaches and, in some instances, surpasses that of
direct Government expenditures directed to the same objective.

Each of these special tax provisions reduces Government revenues available
for other purposes, much as do increases In direct Government expenditures.
In most cases, direct expenditures or loan programs exist as alternatives for
achieving the same purpose that the special tax provisions are designed to aeconi-
pllsh. Our Federal budget as presently constituted, however, does not report
those tax revenues which the Government does not collect because income sub-
ject to tax is reduced by these special provisions and the various special credits,
deductions, exclusions, and exemptions which they provide. The budget in its
present form thus understates the role of Federal Government financial influences
on the behavior of individuals and businesses and on income distribution.
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As a onseitlence of these special provisions in the tax system (sonue prori-
sions are In the statutory tax law and others appear In regulations and rulings),
the personal ind corporate income tax bases deviate in numerous ways front
widely accepted definitions of net income. Numerous kinds of income are excluded
fromi taxation altogether while others are included only In part. Various types
of expendiltures by households give rise to deductions which are subtracted
frnOILt Incomets'.

IThese spechil tax provisions and adjustments have been controversial in
varying degree at varying times. In many cases, differences of opinion persist
as lo whether or not the effects of these deviations on income distribution and
resouarce allocation are desirable. This special analysis is not concerned with

.iii' desirabillity of these provisions. Rather, it lists the major respects in which
th*- e urrelit. Invoilie tax bases deviate from widely accepted definitions of income
nidtl stanhdirds of business accounting and from the generally accepted structure

of all Income tax, together with estimates of the amount by which each of these
deviailonis reduces revenues. It also arrays these tax provisions in the functional
cnlegories unler which direct expenditures are classified in the Federal bu(lget.

Ti'het' ptirpoise of this analysis Is to present information on the basis of which
each of these siseeial tax provisions and their revenue cost can be compared with
oither such provisIons which entail a reduction in revenues, and with direct
exse'nditiures or loan programs which result in outlays of a similar magnitude.
Then inclusion of such information, in addition to the ordinary budget aceounts,
can clarify and present more fully the role of the Federal Government in vIariolis
functional areas. This information cannot presently be obtainvd fromi either
the budget documents or the Statistics of Income published by the Internal Rev-
ez-ile Service.

It Is useful periodically to review the impact on revenues of special tax provi-
slous, niuch as direct expenditures are subject to annual or periodic review, sinle
these impacts may change quite substantially over time. The- amount of the
revenue loss from the various provisions varies with changes in the economy
andl in tax rates. And the importance and priority of the objectives of the various
slp''ia I tax provisions change over time.

The use of a specific tax provision to support or subsidize a particular industry
or economlie activity may be a relatively inefficient or costly method to acconi-
plish the objective, compared to a direct expenditure, the not cost of a loan pro-
grain, or alternative tax provisions. In other words, the ratio of benefits to costs
might be more favorable under an expenditure or loan program than by means
of a special tax provision, or it might not. If these provisions, however, are not
reviewed periodically to measure the benefits they achieve against the revemu
loss, ineffective and outdated provisions may remain in the tax law for years.

I n recent years there has been growing interest in improving program planning
and evaluation by examining efficiency and effectiveness in expenditure examin-
ing programs. The technique of program budgeting has been given Government-
wvide application following an Executive order by President Johnson. In the fiscal
year 1967 budget message (page 33), the President enumerated several basic
steps directing the executive branch to develop and introduce a new planning-
programiming-budgeting system which will accomplish the following:

-- le more concrete and precise about the objectives of our programs.
-Examine longer term problems and consequences more systematically.
-Consider more alternatives before reaching decisions.
-Link our planning efforts more directly to budget decisions.
-Get more effectiveness for the dollars we spend.
-Provide more benefits to the American people in more economilcal ways."
Also, in his 1966 "Economic Report" (page 18), the President in discussing

criteria for taxation referred to the need to apply the efficiency test to taxation,
recognizing that tax provisions can also represent Government costs:

"In a fully employed economy, special tax benefits to stimulate some activities
or Investments mean that we will have less of other activities. Benefits that the
Government extends through direct expenditures are periodically reviewed
and often altered in the budget-appropriation process, but too little attention
is given to reviewing particular tax benefits. These benefits, like all other activi-
ties of Government, must stand up to the tests of efficiency and fairness."

Conceptual framework

The special tax provisions take many forms. TUnder some, certain types of income
are excluded from taxation, a few examples being interest on State land local gov-
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ernment bonds, half of realized long term capital gains, social security benefits to
the aged, and employer payments for fringe benefits, such as hospitalization,
surgical, and group life Insurance premiums. Other special tax provisions are
In the form of deductions for certain personal expenses, such as charitable
contributions, medieal expenses, and Interest payments. Other special deduction
provisions allow business expenditures In excess of actual cost (percentage deple-
tion, certain bad debt reserves) or earlier In time than the cost would become an
expense under business accounting (agriculture, research and development, ex-
ploration and discovery of natural resources). Other special provisions provide
a lower effective tax rate than ts generally applicable, such as the lower statutory
rate on Western Hemisphere Trade Corporations and the lower ceiling rate on
long-term capital gains. Still other provisions take the form of tax credits (re-
ti rement Income credit, Investment credit).

Most of these special tax provisions are designed expressly to achieve objectives
similar In nature to those of direct Government expenditures or loan programs.
In each functional area, the Federal budget includes direct Government expendl-
tures, direct Government loans, loans Insured by the Government, and loan sub-
sldles which have similar though perhaps not Identical objectives. In each of
these areas, such direct spending or loan programs would be an alternative method
to accomplish the purpose which the special tax provision seeks to achieve or
encourage.

We can examine several of these tax provisions to indicate how "tax expendi-
tures" are alternatives to direct expenditures or Government lending programs.
As a first Illustration, consider the provisions which benefit the aged. The
Federal budget lists under the functional category of "health, labor, and welfare"
large direct expenditures including the social security and medicare trust funds
for the aged. But the budget contains no Item to show the $2.3 billion expended
through the tax system to aid the elderly through the retirement Income credit,
the additional $6O0 exemption, and the exclusion of social security retirement
henefits. The same assistance could be achieved by additional transfer payments
to the aged rather than by tax provisions.

As another Illustration, commerce and transportation shows almost $8 billioft
of direct expenditures and net lending for fiscal year 196& However, the budget
(toes not reveal the additional amounts which aid business through various tax
relief, tax Incentive, and other tax provisions. These special provisions assist
i variety of business activities, for example, financial institutions through special
de(dluctions for bad debt reserves, which reduce Income subject to tax: Western
Hemisphere Trade Corporations through special rate reductions: shipping com-
panies through special deferrals; firms making new Investments In machinery
and equipment through the investment credit; small business through the lower
rate on the first $25,000 of taxable Income and more generous depreciation de-
ductions. Direct expenditures could be designed as substitutes for these tax ex-
penditures. For example, "Investment grants" could be paid to firms undertaking
new Investments, in place of the "investment tax credit."

Direct expenditures for natural resources, as another example, are itemized in
the budget but no items are presented to cost out the assistance the tax sys-
tem provides these Industries by permitting the expensing of certain capital
costs, the use of percentage depletion in excess of cost depletion, and special
capital gains treatment for timber and for iron ore and coal royalties. Direct
expenditures could be tailored to achieve the same purpose as these expenditures
through the tax system. For example, subsidies might be paid to encourage
exploration and development of selected minerals or good forest management.

In the field of housing, one of the major tax expenditures' is the deduction
allowed for Interest paid on home mortgages, which now costs the Government
about $1.9 billion annually In income tax receipts foregone. The Government now
provides direct subeidles to lower the interest rates on mortgages paid by buyers
of certain homes. Such direct interest subsidy payments could be increased and
broadened to achieve the same goal as the tax provisions. Alternatively, Federal
programs to guarantee or Insure mortgages on homes or to make direct loans
*could be expanded as an alternative to deductibility of mortgage Interest for tax
purposes.

The recommendations of the President's Commission on Budget Concepts
provided that in the unified budget direct expenditures, credit programs, and the
diseounted present value of loan or interest subsidies should be included on
the outlay side. These changes represent significant improvements in making
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the hudlget a mnore comprehensive andl useful lpresentatioii. Ti' comldlete the
budget picture, however, the Government expenditures made through the tax
system need to be taken Into account. Since these tax expenditures serve euds siml-
lar to those which are, or might be, served by direct expenditure progralans or loen
programs, it would be appropriate and Instructive to juxtapose the tax provi-
sions and the revenue costs they involve with the expenditures In the same
functional category In order to understand better the purpose to which public
resources are allocated. This study provides such a classification of tax expend-
itures together with estimates of the amounts involved. It treats the revenues
lost" through the special tax provisions as the cost of the tax expenditures

Involved.
Some of the special tax provisions cost revenue which is lost to the Government

forever, resulting from those exclusions, exemptions, deductions, credits, or
preferential rates which reduce the current tax base or the tax rates without any
offsetting Increase In the tax base later. Such provisions provide tax expenditures
which correspond closely to direct expenditures.

other special tax provisions serve Immediately to defer the time when thetaxes will be paid. For a particular taxpayer or a particular transaction or
asset, the special provision may really represent a deferral of tax. However,
for stable or growing businesses with an Indefinite life, for the U.S. Government,
and for the entire economy, the deferral of taxes continues forever under most
of these provisions; In addition in an expanding economy the aggregate amount
of deferred taxes tends to grow year after year. Examples of special tax pro-
visions which cause deferral of taxes from the viewpoint of the Individual
taxpayers include: employer contributions to private pension plans and invest-
ment income of such plans; deductions of funds set aside by self-employed
persons for their pensions; accelerated depreciation deductions on particular
buildings; the portion of net income reinvested In ship construction and renova-tion by certain shipping companies; expensing of capital costs In agriculture and
natural resource Industries; expensing of research and development expendi-
tures I and exclusion of nonrepatriated earnings of foreign subsidiaries.

Special tax provisions, which serve to defer but not forgive tax payments,
might be compared to net lending In budget terminology. From the Government's
view, the deferrals in the aggregate are for the indefinite future, perhaps per-
manently, depending in large part on the level and composition of economic
awtivity. These special tax provisions are generally open-ended, with the extent
and duration of their use largely at the taxpayers' option. For these reasons, the
tax expenditure classification and tables which follow do not separate the special
provisions which reduce taxes from those which defer taxes.

The study does not attempt a complete listing of all the tax provisions which
vary from a strict definition of net income. Various Items that could have been
added have been excluded for one or more of several reasons:

(a) Some Items were excluded where there Is no avallalble Indication of the
precise magnitude of the impllcit subsidy. This is the case, for example, with
depreciation on machinery and equipment where the accelerated tax methods
may provide an allowance beyond that appropriate to the measurement of net
income but where It a diffilcult to measure that difference because the true
economic deterioration or obsolescence factor cannot be readily determined.

(b) Some items were excluded where the case for their Inclusion in the Income
base stands on relatively technical or theoretical tax arguments. This is the
case, for example, with the imputed rent on owner-occupied homes, which In-
volves not only a conceptual problem but diffilcult practical problems such as
those of measurement

(c) Some Items were omitted because of their relatively small quantitative
Importance.

Other features of our income tax system are considered not as variations from
the generally accepted measure of net income or as tax preference but as a part
of the structure of an Income tax system based on ability to pay. Such features
Include personal exemptions and the rate schedules under the individual income
tax, Including the income splitting allowed for married couples filing joint re-
turns or for heads of households. A discussion of Income splitting and the de-pendent's personal exemption is thus considered outside the scope of this study on
tax expenditures.

It must be recognized that these exclusions are to some extent arbitrary and
some may prefer to add items that we have omitted or to omit Items that we have
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included. The immediate objective, hotever, of the study is to provide a list of
items that would be generally recognized as more or less inteldedl use of the tax
system to achieve results commonly obtalIned by Governnwmet exlpenlitures. The
design of the list seemed best served by constructing whbat seemed a minimum
list rather than including highly comnldcated or *outrovershal iteis that would
becloud the utility of this special analysis.

An estimate of revenue cost is given for these special tax provisions. The
estimate is for fiscal year 1968, to allow a comparison with the budget ex-
penditures and net lending for that year.' All estimates are for revenules "lost"
on an annual basis.

The estimates of revenue foregone because of the tax expenditure features
of the present tax law are, in general. based on the assumption for estimating
purposes that such provisions never existed.

Another key assumption is that economic activity in 11107-08 would not have
been affected by the absence of these special p)rovislions. this, of corse., is a
simplifying assumption as it is pra(tically impossible to estitlliet- how the evonI-
omy would have performed in the absence of all these tax paroivisionIs. III the
absence of these tax benefits, no doubt there would be cliangnes in (ovelclillelit
direct spending and net lending to accomplish some of the objec tives of the ex-
isting provisions.

No account is taken here of other taxes. such as payroll taxes, estate and gift
taxes, excises, or tariffs. The assumption inherent in current law, that eorpora-
tions are separate entities and subject to income taxation independently fronil
their shareholders, is adhered to in this analysis.

Tax expenditures-by functional category

We now turn to a rundown of the various special tax provisions, listing the m
under the sequence of expenditure categories used in the Federal budget. Some
items, such as deductions for medical expenses, fit clearly under one functionall
heading (health, labor, and welfare). Other provisions, such as the lower tax
rate on the first $25,000 of corporate income, might be classified under or divided
between two or more functional headings (such as agriculture, natural resources,
commerce and transportation). In the following discussion, each special tax pro-
vision is placed under only one heading (commnerce and transportation, for this
last mentioned tax provision).

A summary of the estimated dollar amounts of the special tax provisions by
functional categories is presented' in table I. The grouping of all the special
tax provisions by the various functional categories in the budget is shown in
table II.
1. National defense

Exclusion of beneflts and allowances to Armed Force pcr80opncl.-The
Armed Forces supplement salaries of military personnel by providing quarters
and meals on military bases, and off-base quarters allowances for military fanli-
lies; these Items are not included in taxable income. In addition, virtually all
salary payments and reenlistment bonuses to military personnel serving in
combat zones are excluded from tax. The revenue cost is $500 million. (As indi-
cated earlier, all revenue costs are estimated on annual amounts for fiscal year
1968.)

' The revenue cost estimated for these special provisions Is not In many cases the
revenue change which would result In the first full year If these provisions were with-
drawn. For one thing, replacement of some or all of these provisions by direct expenditures
or lending programs might change the level and composition of economic activity. The
revenue costs as presented for 1968 would, of course. vary over time generally with
growth in the economy and changes In various parts of the tax base.

Also a realistic approach to any change in these provisions would provide in many
situations transition arrangements which would effect the revenue change gradually over
a period of years. Most of the tax provisions discussed here have been In the law for a
number of years. Individuals and businesses have planned their activities In many ways
to fit present law, such as compensation contracts estate planning, corporate finnneing.
and forms of business organization. A shift to direct expenditures or loan programs
would usually not be a complete and full substitute for the specific tnxpayers for the
tax provision withdrawn. Thus, changes In special tax provisions would often provide
transition rules, deferred effective dates, application to prospective events only, and
other means for an equitable changeover to a new tax situation.

All the revenue estimates exclude the 10-percent surcharge, none of which was collected
in fiscal year 1968.
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2 International affairs and finance'

a. Inidividual tazation.-For citizens of the United States, income earned
abroad up to $20.000 for each complete tax year Is exempted from taxation if
thm taxpayer Isl a bona fide resident of a foreign country for an uninterrupted
l riod that Includes 1 full tax year or, if he Is present there 510 days during a
period of 18 *onseotcutive months. After 3 years, foreign resident taxpayers can
excilte up to $2;15,000 a tax year. The revenue cost Is $40 million.

U1N.. 'itizlnsM receiving Income from sources in a U.S. possession may, under
vertat I condItions, exclude such income from tax. The revenue cost is $10 million.

lb. Corporate taxat"ot.-Domestic corporations conducting all of their busi-
itesI activitles (other than Incidental purchases) in the Western Hemisphere, de-
riving at least M5 percent of gross income from sources outside of the United
Sainw andi at least 90 percent from the active conduct of a trade or a business
quailiry as Western Hemisphere Trade Corporations entitled to a special dedue-
tMion. TIhe net effect of this deduction is to reduce the eligible corporation's tax
rate by 14 pe rentage points. The revenue cost is $50 million.

Ini-onte of foreign branches and subsidiaries of U.S. corporations is subject
lo taxation abroad. Foreign branch profits are subject to U.S. taxes in the year
earned. Profits of foreign subsidiaries are generally not taxable in the United
Slates until they are repatriated as dividends to U.S. taxpayers. Domestic
. or'inorllotibin reepIving dividends from foreign subsidiaries may take a credit for
foreign ihwome taxes levied on the profits of the foreign subsidiaries out of which
the di videndls were paid. If the dividends are from a foreign subsidiary in an
indunirialized country (i.e., one other than a "less-developed country" as defined
In the Internal Revenue Code), the domestic corporation must "gross up" the
tividentls to include in taxable income the amount of tax paid by the foreign
t'orporntion for which credit is claimed. In other words, the tax base In such
a ease is income before deduction of income taxes. On the other hand, If divi-
dends are received from a subsidiary In a less-developed country, 'grossing-up"
is not reqluired. Consequently, a domestic parent company secures the benefit
both of a deduction of foreign income taxes (since dividends are after taxes) and
a credit for foreign income taxes. The revenue cost of not requiring the "gross
up" of dividends from less-developed country corporations is $50 million.

1T.S. orporations are not required currently to file consolidated returns which
Include the unrepatriated earnings of controlled foreign subsidiaries. The revenue
cost of excluding these earnings is $150 million.

IDomestic corporations deriving the bulk of their income in U.S. possessions
niniy. under certain conditions, exclude such income from tax. The revenue cost
is $70 million.
3. Agriculture and agricultural resources

Farmiers, Including corporations, may deduct certain costs as current expenses
even though these costs represent inventories on hand at the end of the year or
capital improvements. For example, the cost of producing crops or raising live-
stock not sold at the end of the tax year may be deducted as an expense even
though no revenue has been earned. Certain capital Improvement costs, such

1 The foreign tax credit represents a special problem. Ultimately It arises from aninternational convention. which the United States has accepted, that income earned
In one country by a citizen or corporation of another country should first be taxed bythe country where earned and this tax should be recognized In some fashion, as by a taxcredit by the country of citizenship or incorporation. (The U.S. law refers to citizens
and residents: the law in other countries refers only to residents.) This convention
precludes or limits the effects of taxing income twice as well as specifying the orderof the taxes.

The order of the two taxes may be logically debatable despite the general convention.The U.S. share of taxes on international operations would be higher if the convention
were to tax In the country of citizenship or Incorporation first with a tax credit In the
country where earned. Also one could argue that the scope of the foreign tax credit under
present U.S. law differed from a logical foreign tax credit in various respects, such asextension to questionable Income taxes or use of the overall limitation. These features of
the foreign tax credit could result In identifying It as partly equivalent to a tax
expenditure.

Another point of view Is that the foreign tax credit per se Is In total equivalent to atax expenditure, since the credit can be considered as a removal of a barrier to foreign
operations by U.S. businesses. Due to the complexity of the Issues Involved this study
does not make any estimate of the part that could be called a tax expenditure, except as
respects the absence of "gross-up" for dividends from less-developed country corporations
stated in the text.
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as the costs of preparing land and diversion of streams, are deductible during
the year incurred rather than capitalized and depreciated.

Gains from the sale of draft, breeding, or dairy livestock held for 12 months
or more are taxed as long-term capital gains rather than ordinary Income
although the costs of raising these animals are considered operating expenses
and may therefore be deducted from ordinary income. Capital gain treatment
ulso extends to the sale of orchards, vineyards, and comparable agricultural
activities.

The revenue cost of this treatment is $800 million.
The "gain" on the "cutting" of timber is taxed at the rates applicable to long-

term capital gains, rather than at ordinary income rates. The revenue cost is
$130 million.
4. Natural resources

Certain capital costs necessary to bring a mineral deposit into production
miay be deducted as current expenses rather than spread over the useful life
of the property. Included In this category are the "intangible drilling costs" of
oil or gas wells and the costs of developing other mineral deposits, such as mine
shafts, tunnels, and stripping. The revenue cost Is $300 million.

Extractive industries may choose between two methods of recovering capital
costs invested In the development of natural resources. Under one method, such
outlays to the extent not immediately expansible may be deducted as "cost
depletion" over the productive life of the property, much as other businesses may
take deductions for the depreciation of capital goods. Alternatively, businesses
in the extractive industries may deduct a flat percentage of gross income (but
not more than 50 percent of net income) where such "percentage depletion"
exceeds "cost depletion." Percentage depletion is not limited to the cost of the
Investment as is cost depletion. Cost for cost depletion means costs which have
not already been recovered through expemsing of exploration and discovery costs
and intangible drilling costs. The fraction of gross income deductible under
percentage depletion varies, with statutory rates ranging from 27.5 percent for
oil and gas to 5 percent for certain minerals. The revenue cost Is $1.3 billion."

Royalties from coal or iron ore deposits are treated as capital gains. The
revenue cost is $5 million.
5. Commerce and transportation

There exist a variety of tax provisions which cause tax liabilities of businesses
to be lower than they would be in the absence of the provisions.

a. Investment credit.-Under the investment tax credit most businesses may
deduct from their tax liability an amount equal to 7 percent of the cost of invest-
ments in new machinery and equipment made during the taxable year. This
investment credit does not lower the basis of the property for calculating the
deduction for depreciation. The revenue cost Is $2.3 billion.

b. Exoe8a depreciation on buildnig.-To the extent that allowable deprecia-
tion for tax purposes exceeds the rate at which assets actually depreciate, busi-
ness tax liabilities are deferred. Businesses may employ a variety of depreciation
schedules for tax purposes, some of which cause a much larger part of asset values
to be written off in early years of the asset's useful life than do others. These
tax schedules differ from the depreciation schedules used by businesses in their
financial statements. The revenue cost of allowing, for buildings only, deprecia-
tion methods for tax purposes that reduce asset value more rapidly than straight
line depreciation (the method typically used in financial. statements) is $750
million,' of which $250 million appears under housing and community development.

I in the absence of the expensing of exploration and development costs and percentage
depletion, the first year revenue effect would be $750 million and $1.5 billion, respectively.
The difference from the text estimates. which are based on long-run effect, is due to the
circumstance that taxpayers with mineral properties would initially have little or no
tax basis because of deductions in prior years.

2 This difference for a particular asset would narrow over time since depreciation
taken during the early years of an asset's life cannot be taken during later years of the
asset's life. However, for all depreciable assets together, with Investment rising in an
expanding economy, the difference between deductions under tax depreciation and under
straight-Iine depreciation will Increase in line with the rate at which investment
expanded.

The tax depreciation allowed for machinery and equipment is thought to be closer
to actual depreciation than that allowed on buildinga. Also the code provisions relative
to recapture of profits resulting from excess depreciation effects a full recapture as
ordinary income of such profits on machinery and equi pment. but recapture of only a
declining and then disappearing proportion of such profits In the case of buildings. In
view of this and the difficulty of estimating the divergence, If any, between deprecition
allowed for tax purposes and actual depreciation, depreciation for machinery and equip-
ment is not Included here-as a tax expenditure.
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c. Dividend excluaion.-Indlividual Income taxpayers may exc1111 $100(l tOdividends from Income subject to tax. The revenue cost is $225 million.d. Capital gain8-ndividual finome tax.-If the owner of appreciated enpitoliassets dies, the capital gains tax In not applied to appreciation which woIvuldhave been taxable had be sold the assets just before death. Heirs who receiveappreciated property from the decedent and who subsequently sell the propertyare subject to capital gains tax only on appreciation occurring after they at-quired the property. Thus the appreciation on assets held until death i. nevertaxed under the income tax. The revenue cost of this treatment Is $2.5 billi u.As to realized gains, half of the gains from the sale of capital assets held mortthan 0 months is excluded from Income, and in no case Is the tax rate applib aixisto such capital gains allowed to exceed 25 percent. The revenue cost of thistreatment is $4.5 billion. The revenue cost of this treatment for both reailizedlgains and gains at death is $8.5 billion (including the $2.5 billion listed abovte.The cost of capital gain treatment under present law is complex for a number

of reasons. It could be contended that:1. full taxation of realized capital gains, even with full taxation at death, coulh
result in greater postponement of lifetime gains;

2. with a different treatment of capital gains another approach to the corporal tetax might provide for some integration of corporate and individual taxes bygiving taxpayers who sell corporate shares some credit for taxes paid by tile cor-poration on retained Income which Is reflected In share values;
3. averaging of capital gains would lower the indicated revenue cost.Arbitrarily the cost of the present treatment of capital gains is shown as a rangeof $5.5 billion to $8.5 billion to recognize the complex issues involved.
e. Capital gaine-corporation income tax.-Corporations are subject to a taxof 25 percent on capital gains, while the rate applicable to other corporate incomeis 48 percent of the excess of income over $25,000. The revenue cost is $500

million.'
f. Bad debt reserves of banka and other financial inatitutions.-Businesses aregenerally authorized to deduct as ordinary business expenses additions toreserves for bad debts where such reserves reflect historical experience of the~firm or reasonable anticipations about the future. Commercial banks, mutualsavings banks, building and loan associations, and cooperative banks, however,are permitted to set aside bad debt reserves based on stipulated fractions ofdeposits, of loans outstanding, pr of taxable Income before computation for baddebts. These special bad debt reserves typically greatly exceed actual loss experi-

ence. The revenue cost Is $600 million.
g. Credit unions.-Credit unions are exempt from Federal income tax. The

revenue cost is $40 million.
h. Deduction of interest on consumer credit.-Interest paid on consumer creditis allowed as an itemized nonbusiness deduction for Individuals. The revenue cost

is $1.3 billion.
I. Expensing of research and development empenditures.-Expenditures bybusinesses for research and development (R&D) are carried out to find newproducts or processes, to reduce costs, or for other purposes. In nearly all cases,

benefits from such expenditures will accrue for well over 1 year. For tax purposesbusinesses may deduct all R&D expenditures In the year during which they areincurred, or they may amortize them over not less than 5 years. The revenue Cost
of current deduction compared to amortization over 5 years Is $500 million.

J. $85,000 surtax exemption.-Corporations pay Income tax at the rate of 22percent on all taxable income plus a surtax of 26 Percent on taxable Income inexcess of $25,000. Each corporation therefore enjoys a surtax exemption of$25,000. This exemption Is Intended to encourage small or new businesses. The
revenue cost of this exemption is $1.8 billion.

In some instances, a number of branch stores or chains are separately incor-porated but are controlled by one parent corporation or Individual Each of themultiple corporations receives a surtax exemption. The revenue cost of this mul-tiple surtax exemption compared with allowance of one exemption of $25,000 for

I This cost does not include the cost of capital gain treatment listed under agriculture
and natural resources.The deduction for interest on debts related to the production of incom e is a businessdeductio, aprpropriate as a deduction to obtain a net income measure. Deductions forInterest for business purposes, such as operation of a farm or business or relative topersonal investing, are thus not Included as a tax expenditure Item.
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the corporate group is $225 million. (This revenue cost is included in ihcab(- ove
estimate of the revenue cost for the entire surtax exemption.)

k. Dcferral of tax on shipping com~panics.-Certain companies whi(chl operato
U.S. flag vessels on foreign trade routes receive an indefinite deferral of hiconie
taxes on that portion of their net income which is used for slipping purpeises,
primarily construction, modernization, and major repairs of shilps. The revenue
cost is $10 million.'

6. Housing and community development
Owner occupants of homes may deduct mortgage interest anid property taxi's

(but not maintenance outlays or depreciation) as itemized Iol~lusilles(A de(Iicd-
tions. The revenue cost of deductions for interest paid by homneowners on the
mortgages on their homes Is $1.9 billion.- The revenue cost of de(lductious for prop-
erty taxes paid by homeowners is $1.8 billion. The reve'nne cost of depreciation
fin rental housing is $2r50 million. (See 5b above.)

7. Health, labor, and welfare

A large variety of direct expenditures and transfer payments are undertaken
to contribute to the improvement of the health and welfare of families aiil
individuals. both currently and in later years. A considerable number of special
tax provisions serve related ends. The major tax provisions are listed below, with
exclusions and exemptions first, followed by deduction.s.

a. Provi8ions relating to the aged, blind, and disabled.-Individual taxpayers
age 65 and over may claim two personal exemptions of $600 and a second $100
nluminum standard deduction (while persons under age 613 may claim only one
of each). The revenue cost of these additional items is $500 million.

Aged recipients of old age, survivors, and health benefits under the OASDHI
program and of railroad retirement benefits are not required to include sueh
benefits in computing tax liability. The revenue cost of this exclusion is $525-,
millions

Individuals over age 65 may claim a tax credit of up to $228.60 ($?.42.90 for
couples) based on retirement income from all sources except social security
benefits. In effect, the provision permits taxpayers with retirement income to
exclude from taxable income the difference between $1,524 ($2,280 for couples)
and any social security benefits they receive; the credit does not extend to wage
Income. The revenue cost of the retirement income credit is $200 million.

The combined revenue cost of the three provisions Just enumerated is $2.3
billion. The joint revenue cost exceeds the sum of the three measures taken
separately, since the absence of one provision would increase the residual
significance of the others.

The blind qualify for two $600 personal exemptions and an extra $100 minimum
standard deduction. The revenue cost is $10 million.

b. "Sick pay" exclusions.-Certain payments financed by an employer in lien
of wages during periods of employee injury or sickness are excluded from the
employee's income. The revenue cost is $85 million.

c. Exclusion of unemployment insurance bencflts.-Benefits paid by State
unemployment insurance plans are excluded from taxable income. These benvfits
are financed by a tax on wages which Is deductible to the employer. The reveniue
cost of the exclusion of these benefits is $300 million.

d. Exrclusion of workmen's compensation benefits.-Benefits paid under work-
men's compensation following a work-related personal injury or sickness are
excluded from taxable income. (These payments are primarily intended to replace
earnings lost due to a work-related Injury or illness, although some small part of
the total payments is compensation for physical loss, such as an eye or an arm.)

I The revenue cost of the special treatment for controlled foreign subsidinries engageil
in shipping operations Is included In the general cost of exclusion of income of eontrollled
foreign subsidiaries listed under international affairs and fineance.

'In general, we cannot trace borrowed funds precisely and thus the allocation of the
revenue cost of the nonbusiness interest deduction between housing and community
development and commerce and transportation is somewhat orhitrary. The fact that
borrowing takes the form of a home mortgage does not always mean that the purpose
of the mortgage is to finance the purchase of the home. Individuals may find their homes
provide a type of collateral to secure a loan on more advantageous terms than with other
or no collateral, even though the purpose of the loan may be to finance something else.
such as a child's college education, medical bills. or a vacation. On the other hand, some
other consumer nonbusiness borrowing may be done to enable a family to make a down
paiment on a home or finance major home repairs, without borrowing under a mortgage.

This revenue estimate is based on treatment comparable to other pensions, and regards
one quarter of the benefits as approximately the cost of employee contribution.
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The employers' payments for workmen's compensation insurance are deductible
In computing the employers' income subject to tax. The revenue cost of the
exe 'usIou Is $150 million.

e. Ezelusion of public a88iatance.-Public assistance payments are excluded
front taxable Income. The revenue cost is $50 million.

f. Certain exclusions for pcnslons
(1) For employ ca.-Employer contributions to qualified employee pension and

annuity plans are deductible to the employer. Income earned by qualified pension
and nnnulty plans on their investments, from both employer contributions and
employee contributions, is not taxable. When a pension or annuity is paid upon
the retirement of the employee, the pension or annuity Is taxable to the employee
except as to the percentage of the benefit purchased by his contributions, not
counting in the latter Interest earned on his contributions.

TIhe revenue cost of the exclusion of Investment income earned by all private
nstilion funds, based on the corporate tax rate, Is $1.9 billion. The revenue cost

or dleduiction of the total amount contributed by employers to these qualified plans,
hitsed on the corporate tax rate, is $3.4 billion.

TIhe revenue cost, based on the Individual Income tax rates applicable to em-
ployees, Is $0.7 billion as respects the investment Income and $1.4 billion as
reslects the employers' contributions.

Tihe greater the extent to which the benefits are vested, the more relevant Is
the use of the individual tax rate In estimating the revenue cost. Taking this
vesting Into account, the revenue cost of the treatment of pension plans can be
put at $3.0 billion.

(2) For self-employed peraona.-Self-employed Individuals are permitted a
deduction from taxable income for funds they set aside currently In qualified
retirement plans. The deduction Is limited to 10 percent of earned Income or
$2,500, whichever Is less. When the pension or annuity benefits are received after
retirement, that percentage of benefits purchased out of tax-free Income Is subject
to tax. The revenue cost of this deduction is $60 million.'

g. Exclusion of other employee beneflt8.-In addition to the benefits already'
etnumerated, a number of other employee benefits, the cost of which Is paid at
least In part by the employer, are also excluded from Income subject to tax. The
cost to the employer Is deductible, and the benefit to the employee not taxable,
In all of these cases. A list of these exclusions follows, with the revenue cost
associated with each Item:

In millions
1. Premiums on group term life Insurance (up to $50,000 of coverage) ----- $4002. Employee death and accident benefits (up to $5,000) ------------------- 25:t. Premiums paid to qualified plans for hospitalization, surgical, and other

medical care -------------------------------- 1, 100
4. Reserve buildup under privately financed supplementary unemployment

benefit plans ------------------------------- 7--------------------- 255. Meals and lodging-------------------------------------------------- 150

Total ----------------------------------------------------- 1,700
h. Exclusion of interest on life insurance savings.-Life insurance policies.

other than term policies, generally have a savings element in them. Savings In
the form of policyholders' reserves are accumulated from the premium payment
and interest Is earned on these policyholders' reserves. Such Interest Income Isnot taxable as it accrues and It is not taxable as an element of death benefits.
The interest Income, however, is taxable to the extent that the proceeds exceed
net premiums when insurance is paid for causes other than death. The revenue
cost of the Interest exclusion Is $900 million.

i. Deductibillty of contributions for other than educatiOnO2 -Contributions to
most nonprofit organizations devoted to charitable, religious, or certain other
activities are allowed as an Itemized nonbusiness deduction for individuals.
The deduction is generally limited to 30 percent of adjusted gross income for
contributions to organizations supported by the general public. Unlimited con-tributions may be deducted by those taxpayers (a relatively small number) whosecontributions plus income taxes equal 90 percent of taxable income In eight out
of the preceding 10 years.

I This estimate Is based on the rules made npplicable starting In 1968.Contributions for education are listed in the next section under the budget beadingfor education.
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The revenue cost of the deduction for contributions for other than educationis $2.2 billion, of which $1.2 billion is attributable to contributions to religious
organizations and $1.0 billion to contributions to other noneducational
organizationa.'

Taxpayers who contribute to charitable or educational organizations capitalassets, usually securities, which have appreciated In value above their cost,obtain a deduction for the contribution at the appreciated value of the assetwithout taxation on the appreciation in value. The revenue cost of the deduction
for such charitable contributions Is Included In the estimate just given. Therevenue cost of the exclusion of the appreciation in value of the donated property
is $100 million.

j. Deductibailty of medical earpenae8-Medical expenses In excess of 3 percentof adjusted gross Income and expenditures for prescribed drugs and medicinesin excess of 1 percent of adjusted gross income may be deducted by individuals
as itemized nonbusiness deductions. In effect, the deduction ia permitted for those
medical expenses above a floor based on percentage of income to cushion theeffect of relatively large medical expenses not covered by Insuranee. Individualsmay also deduct half of the premiums paid for medical care Insurance up to amaximum deduction of $150 per year, without regard to the 3 percent limitation.
The revenue cost of both these deductions Is $1.5 billion.

k. Deductibility of child and dependent care expense8-Deductions for alimited amount of expenditures for the care of children under 13 or incapacitated
dependents necessary to enable the taxpayer to work are permitted under certaincircumstances. If adjusted gross Income of a family is $6,000 or less, child careexpenses may be deducted up to $600 for one child, or $900 for two or more ehil-dren. The deduction Is reduced, when both parents are In the home and ablebodied, by the amount the combined income of husband and wife exceeds $6,000.
The revenue cost Is $25 million.1. Deductibility of caaualty losae.-Taxpayers may deduct as an itemized
nonbusiness deduction the amount in excess of $100 for each loss due to fire, theft,
or other casualty to the extent not compensated by insurance. The revenue cost.
Is $70 million.

m. Standard deduction.-Individuals may Itemize personal deductions forcertain nonbusiness expenditures, such as charitable contributions, certain Stateand local taxes, interest payments on home mortgages and consumer credit, childcare expenses, medical and drug expenses above a stated percent of income andcasualty losses-items referred to earlier in this listing. The taxpayer Is alsogiven the option to deduct-instead of this Itemization-a standard deductionof 10 percent of adjusted gross income or $1,000 ($500 If married and filingseparately), whichever Is less. The revenue cost of the 10 percent standard
deduction is $3.2 billion.
8. Education

a. Additional personal exemption for tudents.-Taxpayers may claim per-sonal exemptions for dependent children over 18 who receive $600 or more ofincome per year only if they are full-time students. The student may also claiman exemption on his own tax return, in effect providing a double exemption, onefor the parents and one for the student. The revenue cost is $500 million.b. Deductibility of contributions to educational inatitutions.-Contributions tononprofit educational institutions are allowed as an Itemized nonbusiness deduc-tion for Individuals. The deduction is generally limited to 30 percent of adjusted

'The revenue cost of the unlimited contributions deduction, taking into accounteducational as well as other charitable contributions, is $45 million. This amount IsIncluded in the revenue cost given In the text for contributions to charitable andeducational organizations.Corporations may take deductions for contributions to both charitable organizationsAnd educational institutions. The revenue cost Is $400 million. In the absence ofdeductibility of contributions, however, presumably some of these would be treated asbusiness expenses and thus this amount Is not Included as a tax expenditure.2In the absence of the 10 percent standard deduction and moat Itemized nonbusinessdeductions, the minimum standard deduction as presently structured would be taken byoil taxpayers and its revenue coat would be relatively large. Under present treatment.the minimum standard. deduction In keeping with Its objectives Is claimed almost entirelyby low-Income taxpayers aad Its revenue cost is $300 million. The revenue estimate Inthe text assumes the minimum standard deduction Is designed to assist only low-income
taxpayers.The minimum standard deduction Is regarded as related In this study to the systemof personal exemptions and thus a part of the structure of an Income tax system basedon ability to pay, rather than as a tax expenditure. (See 'Introduction".)



107

EXHIBITS 337
gross ilmowuit for contributlons to organizations, including educational institu-tions, supported by the general public. The revenue cost Is $170 million.'

c. Rzciusion of scholarahipe and teUotcahpa.-Recipients of scholarships andfellowships may exclude such amounts from taxable income, subject to certainlimitatloni. The revenue enot is $50 million.
9. Veterans' benefits and services

Veterans receive benefits under a number of programs providing for transferpayments, direct provision of services, and special access to crediL Veterans'pensions exclusive of retirement pay based on age or length of service are ex-cluded from taxable income. The nontaxable payments Include all pensions paiddue to disability and all pensions paid by the Veteran' Administration toveterans over 65. The revenue cost is $550 million.
10. Aid to State and local government financing

The Federal Government through certain tax provisions In effect provides as-sistance to State and local governments. The deductibility of property taxeson owner-oceupled homes Involving a revenue * ost of $1.8 billion was listed aboveunder housing and community development as an element of the tax system whichprovides support to promote housing, similar In many respects to certain directexpenditures and loan programs. This provision also aids States and, particularly,local governments in imposing taxesto finance their expenditure programs. Twoother special tax provisions also aid State and local governments In meetingtheir expenditure commitments, but, unlike the deductibility of property taxeson homes, they do not fit clearly within any of' the present functional categoriesnow used In describing the scope of Federal 'budget expenditures. Thus we haveadded aid to State and local government financing as a separate budgetaryheading, although there is no comparable heading In the Federal budget.Interest Income paid by State and local governments on debt obligations toindividuals, businesses, and fiduciaries is not subject to tax under the FederalIndividual or corporate income taxes. As a result of the exclusion of such incomefrom tax, State and local governments are able to sell debt obligations at alower interest cost than could be possible if such Interest were subject to tax.The revenue cost Is $1.8 billion.
Under the Federal income tax, Individuals may take as Itemized nonbusinessdeductions State and local personal Income, gasoline, sales, property, and othertaxes in calculating Income subject to tax. The deductibility of all these Stateand local taxes (excluding property taxes on owner-occupied homes) on nonbusi-ness returnsa can be classified as support for the finances of State and localgovernments, rather than listed under any of the functional categories In thecurrent budget. The revenue cost of these deductions it $28 billon!

Corporations may take deductions for Contributins to educational institutions tilerevenue cost of which Is included In the 6400 million for all corporate contributIons infootnote 2, under 71, above. As some of these con buttons may be claimed as businessexnegsa which are deductible, this revenue Cost It not included a a tax expenditure
For busnesses owned by Individuals, taxes othe than Income taxes are considered acost of doing business and thus deductible in arrivl g at a net Income figure.The breakdown of this total for State and local taxes follows:

Revenue Co0aTax: (In mUioua)
Individual income tax------------------------------- $1, 350General sales taxes…--- --- --- --- ------- --- --- --- --- --- 775Gasoline taxes ------taxes ------------------------ -- - 400Personal property taxes____________----------------------------- 150Other taxes…--- --- --- --- --- --- --- --- --- --- --- --- -- 125

Total taxe-on--- e-occu--ied-homes--(Reported-ear__ierunder 2,800Property taxes on owner-occupied homes (Reported earlier underhousing and community development)------------------------- 1,800
Total revenue cost-all State and local nonbusiness taxes________ 4, 00
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The functional breakdown

The functional breakdown of regular budget outlays (including expend(liturens
and(1 net lending) and "tax expenditures" is presented il table I. In interprjting
the anmouunts in that table, certain aspects should be kept ini mind.

Within each functional category the "tax expenditure" total reports the revviiume
impaict of all tax provisions for that function. Each of these tax provisions was
discuvssed in the preceding section, and the revenue cost of each provision wvaS
presented separately from any other provision Ill the tax system. inciuding, pro-
visions with a similar function. The revenue costs for eacah of these provisions
taken separately are shown in table II, and the totals taken to table I.

A total of all the provisions is not given here or in the tables. The unatiheiautical
total would be an understatement of the true revenue cost of all the provisions
taken together because the absence of any single provision would put a taxpayer
into a higher rite bracket and thus cause the other provisions to have ai larger
revetiuc effect. An effort to take this interaction into account in the estimates of
the separate items would require an arbitrary decision as to which provisiolls
were taken into account before other provisions.

Also the special tax provisions undoubtedly have significant effects on the
comnposition and perhaps the level of economic activity. If none of these pro-
v\isios were in the law, the tax base, the budget, and the economy would be dif-
ferent. We have not attempted to speculate how the Federal budget and the
economy might differ from what they now are.

The relative importance of ordinary budget expenditures and of tax expendi-
tures differs sharply by function, as shown in table I. In the budget fields of
space research and technology, interest, and general Government, tax expendi-
tures make no direct contribution, although, as with ordinary expenditures, items
classilled under other budget headings may have an effect in these areas. Tax ex-
peinditures constitute a relatively small part of total budget resources used for
national defense and for veterans' benefits and services, although the cost of the
special tax provisions relative to these functions is $1.1 billion.

Tax provisions control a large fraction of budget resources employed in sev-
eralI functional categories. With respect to commerce and transportation, a greater
volume of budget resources is allocated by current special tax provisions t hanm1
by direct expenditures. In certain functional categories, such as natural re-
sources, housing and community development, and health, labor, and welfare,
tax provisions constitute a major component of total Government activities.

Once again it should be kept in mind that the list of tax provisions is not in-
tended to be exhaustive. Ipu the case of each of the special tax provisions presented
above, revenues are effected in connection with a specific form of private or Gov-
ernment economic activity or in connection with a particular form of expendi-
ture. Many reasons for the enactment of these tax provisions may be found other
than the promotion of the functional activity under which they are listed, just
as a multitude of forces affect the approval of direct Government expenditures
which are nonetheless summarized under specific functional headings. This anal-
ysis in no way reflects on the wisdom of such reasons. It is clear, however, that
more efficient use of resources by the Federal Government is advanced if ex-
plicit account is taken of all calls upon budget resources, so that the importance
of different budgetary objectives and the effectiveness of alternative uses, whether
through direct expenditures, loan subsidies, or tax expenditures, may be fully
understood, examined, and reevaluated periodically.
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TABLVI.I:-'aEtihaked budget oiullavi including tax cxpenditurea, fiscal year 1968
[Dollar amounts in billionsl

.'. !' . ' .... ":i ' ' Tax ex-
Total budget penditures,

outtaYSTa as percent
Budget functions I expendi- Total of uudget

Expendi- Net turos expendi-
turas lending tures plus

net lending

: (1) . . *. (2) (3) (4) (5) (6)

Percent
1 National defense .. 878........ (1) S0. 5 77.G 0.7
2; International affairs and finance ... . 4.3 $ 7 .4 , .4 7.3
3. Space research and technology- - 4.8 0 0 4.8 0
4. Arricullue and agricultural resources 4.4 .9 ,9 6.2 17.5
s Naturat resources .. . ' 4 () 1.0 4.0 C 6.0
6. Commerce and transportation . -. 7.7 .2 13.3-1.3 21.1-24.1 109.0-207.2
7. Housing and community development ... .7 3.3 3.9 7.9 s9g9
8. Health, labor, and welfare- ----- 46.4 (') 15.0 62.0 33.5
V. Education---------:------ -- 4.2 .4 .7 53 15.9

10. Veterans' benefits and services .-.;, 6. 8 .4 .6 7.7 7. 7
11, Interbst:; .------- . 13. 0 0 In 1
12 Oeneral government -and others2 .L6 (-) 0 2.ff 0
13. Aid to State and local government financ-

ing . n.a. n.a. 4.0 nma. tin.

,,, To-al -. ':..9169.9 .5.8....

NOTI.-The figures for outlays and net lending are the estimatos for fisal year 19B8 hi "Tho Budget of tho
Ulilted States Government: Fiscal Year 1969" (Washington, January 191i8), p. 53.
:1 The functions coIncide withjtbp budget document except tbat the heading "Aid to Slate amn Local

Government Financing" has been added.
- Includes amounts for contingencles and certain undistributed intragovernmental payments which are

Included in the budget but not gstedi separately here.
n.a. Not applicable, since this is not a budget category.
*Amounts differed from zero and fell' in the range from -$40 million (net repayment) to +S21 milllot

TABDL II-.alim0*d Lax expendilures, fwacal year 1968

[Inmilions]

Tax expendituresby budget function Revenue cost

I. National defense: '
.. Exclusion of benefits and-aDlwances to Armed Forces personnel .

2 International affairs and finance:
a.. Individual taxatloh:

Exemption for certain income earned abroad by U.S. citizens.
Exclusion of income earned in U.S. possessIons. .- ......

b. Corporate taxation:
* Western Yremisphere Trade Corporations .-.-.
Exclusion of gross-u pon dividends of less-developed countr corporations
Exclusion of controlled foreign subsidiaries ...

- Exclusion of income earned in U.S. possessions . ..... :

$500

40
10

so
50
50
70

Total ,,,,,- - --,,,,, 3_0

3. Agriculture and agricultural resources:
Farming: expensing and capital gain treatment.. . .800
Timber; oapttatgain treatme,8t for certain Inooune..130

Total:, :. ---- ,---------------930

4 Natural resources:
-Expensing of exploeatlon and development coats -- .300
Excess of percentage over cost depletion . 1,.300
Capital gains treatment of royalties on coal and iron ore .. 5

Total. ,,,,,,,,,,,,, ,,- -, 1. 05

36-125 0 - 70 -pt I - 8
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TABLE II.-Ettirmated taz expenditures, fiscal year 1968-Continued

(In millions)

Tax expenditures by budget function

5. Commerce and transportation:-. .

b. I
c. D
d. C
e. (

f. I

1. E
Ik.

' Ievernue cost

Cxcess depreciation on buildings (other than rental housing) .. . . 500
lividend exclusion ................................................ ,2r
Capital gains: individuals... D-, 1w
'apital gains: corporations (other than agriculture and natural resources) A411
Pxcess bad debt reserves of financial Institutions.
Exemption of credit unions.40
Deductibility of interest on consumer crodit 1, 31nn
Cipensing of research and development expenditures 6.n
25,000 surtax exemption.I, Pnns
)eferral of tax on shipping companies ...................................... 1..... .I

Total ............ ............ 13, 275 1. ,27.;

U. Housing and community development:
Deductibility of Interest on mortgages on owner-occupied homes .---------- _------- .9. .
Deductibility of property taxes on owner-occupied homes ........................... .,9RoOExcess depreciation on rental housing .-- 0 - 2

Total~~~~~~~~~~~~~~~~~~~~~~ .......................................... .......... ....... ... 3..Total .3..--*-*-- 9~

7. Ilealth, labor, and welfare:
a. Provisions relating to aged, blind, and disabled:

Combined cost for additional exemption, retirement Inoome credit, and ex-
clusion of OASDHI for ad-ed . ......... .. ...............- 2,300

Additional exemption for bl.nd.10 .I..................................
b. "Sick pay" exclusion.85
c. Excluslon of unemployment insurance benedfts.30
d. Exclusion of workmen's compensation benefits.0 ................ so
e. Exclusion of public assistance benefits ....................... 0......... g
f. Treatment of pension plans:

Plans for employees --. ........-------.-.-...-.............--------- 3,004
Plans for self-employed persons ......................... ................. o60

g. Exclusion of other employee benefits
Premiums on group term lUf Insurance.400
Deductibility of accident and death benefits -- 425
Medical insurance premiums and medical care ..... 1......... ...... . I ,100
Privately financed supplementary unemployment benefits .................. 25
Meals and lodging .............................. 1.0.......... IN

h. Exclusion of Interest on life insurance savings . goo
1. Deductibility of charitable contributions (other than education), including un-

taxed appreciation.2,200
.Deducttbiity of medical espenies. 1,500
x.Dedutbility of child and dependent care expenses .------------------------- --- 25

1. Deductibility of casualty losses .70
m. Standard deduction . 3,200

Total .1,. . .. .. ,,. ., ..,0,, ..s.550

8. Education:
a. j
b. I
c. I

Additional personal exemption for studentsb .- .800
)eductibillty of contributions to educational Institutions 170
Excduslon of scholarships and fellowships .. O

Total .. 720

9. Veterans' benefits and services:
Exclusion of certain benefits .- .-. ...--.-.- 550

10. Aid to State and local government financing
Exemption of interest on State and local debt ........................................ 1.800
Deductibility of nonbusiness State and local taxes (other than on owner-oecupied

homes)- .... .-... 2, SW0
Total -.----- .. . 4, 600

_ .. .



ill

[Excerpt from statement of Secretary of the Treasury Barr before
Joint Economic Committee, U.S. Congress, in hearings on the 1969
Economic Report of the President, January 17, 1969, part I, pages
11-44. (See p. 112.)]
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Comparison
of Budget Outlays

and Tax Expenditures
by Function

Fiscal Year 1970



Table 1. National Defense

Tax expenditures (in millions of dollars) 1968

Exclusion of military benefits and allowances 500

Budget outlays plus tax expenditures (in billions of dollars)
.1968 1969 1970

Budget outlays:
Expenditures 80.5 81.0 81.5
Net lending

Total 80.5 81.0
Tax expenditures 0.5 o.6 0.6

Total budget outlays 'plus tax expenditures T71l Ba7 72.1
Tax expenditures as percent of budget outlays 1% 1% 1%

*Less than $50 million.
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Table 2. International Affairs and Finance

Tax expenditures (in millions of dollars) 1968

Individual taxation:
Exemption for certain income earned abroad by U. S.. citizens 40
Exclusion of income earned in U. S. possessions' 10

Corporate taxation:
Western Hemisphere trade corporations 50
Exclusion of gross-up on dividends of less developed

country corporations. 50
Exclusion of controlled foreign subsidiaries 150
Exclusion of income earned in U. S. possessions TO

Total tax expenditures 370

Budget outlays plus tax expenditures (in billions of 4dollars)

Budget outlays: 1968 1969
Expenditures 3.7 3.6

Net lending 0.9 0.3
Total -74Z 3 9

Tax expenditures o.4 0.
Total budget outlays plus tax expenditures 5.0 4-3

Tax expenditures as percent of budget outlays
*.~~~ ~ ; . .

Pn

1970
3.5
0.2
3.7
0.5
47.2

9% 1o 14%
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Table 3. Agriculture and Agricultural Resources..

Tax expenditures (in millions of dollars) 1968

Farming: Expensing and capital gains treatment 800
Timber: Capital gains treatment for certain income 130

Total tax expenditures 9

Budget outlays plus tax expenditures (in billions of dollars)
1968 1969 1970

Budget outlays:
Expenditures 4.8 5.3 5.1
Net lending 1.1 0.1 0.1

Total 5.9 5.2
Tax expenditures 0.9 1.0 1.0

Total budget outlays plus tax expenditures -6-9 7Z h 7-2
Tax expenditures as percent of budget outlays 15% 19% 19%
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Table 4.. Natural Resources

Tax expenditures (in millions of dollars) 1968

Expensing of exploration and development costs 300 1/
Excess of percentage over cost depletion 1,300 1/
Capital gains treatment of royalties on coal and iron ore 5

Total 1,605

Budget outlays plus tax expenditures (in billions of dollars)
1965 1969 1970

Budget outlays:
Expenditures 1.7 1.9 1.9
Net lending * * *

Total 1.7 1.9 1.9
Tax expenditures 1.6 1.7 ' .7

Total budget outlays plus tax expenditures . 3.3 37 .77
Tax expenditures as percent of budget outlays 9Ig 90% 9C

1/ In the absence of the expensing of exploration and development costs and
percentage depletion, the first year revenue effect would be $750 million
and $1.5 billion, respectively. The difference from the estimates shown
which are based on long-run effect is due to the fact that taxpayers with
mineral properties would initially have little or no tax basis because of
deductions in prior years.
*Less than $50 million.
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Table 5. Commerce and Transportation

Tax expenditures (in millions of dollars) 1968

Investment credit
Excess depreciation on buildings
Dividend exclusion
Capital gains: Corporations (other than Agricultural

and Natural Resources)
Excess bad debt reserves of financial institutions
Exemption of credit unions
Deductibility of interest on consumer credit
Expensing of research and development expenditures
$25,000 surtax exemption !
Deferral of tax on shipping companies

Total

Budget outlays plus tax expenditures (in billions of doliars)

1968 1969
Budget outlays:

Expenditures
Net lending

Total
Tax expenditures

Total budget outlays plus tax expenditures
Tax expenditures as percent of budget outlays

* 7.8
: -0.2

I .O.'.,

8.1
, *

78 9.2
1§78 17.3

98% 114%

1/ The revenue cost for 1968 under'this' categ6iy differs from that in
Exhibit 29 of the Secretary's Annual Report due to the exclusion of
capital gains - individual and its presentation as a separate item in
this revised analysis.
*Less than $50 million.

2,300
500
225

500
600
40

1,300
500

1,800
10

7,775 1/

8.9 ,
o.j:

9.7

108%
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Table 6. Community Development and Housing

Tax expenditures (in millions of dollars)

Owner-occupied homes, deductibility of:
Interest on mortgages
Property taxes

Rental housing - excess depreciation
Total

1,900
1,800

250
3,950

Budget outlays plus tax expenditures (in billions of dollars)

Budget outlays:
Expenditures
Net lending,

Total,.. ..
Tax expenditures

Total budget'
Tax expenditures

1968 1969 19T0

: - 1.0

* , . 4.0
outlays plus -tax expeniditu re's
as percent of budget outlays 98%

1.3
1.0
2.3
4.7
7.0

204%

2.6
0.2

186,

0t.3
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Table 7. Health and Welfare

Tax expenditures (in millions of dollars) 1968

Aged, blind, and disabled:
Additional exemption, retirement income credit and

exclusion of OAS=I for aged 2,300
Additional exemption for blind 10

Exclusion for "sick pay" 85
Exclusion of unemployment insurance benefits 300
Exclusion of workmen's compensation benefits 150
Exclusion of public assistance benefits 50
Exclusion for employee pensions 3,000
Deduction for self-employed retirement 60
Exclusion of other employee benefits:

Premiums on group term life insurance 400
Accident and death benefits 25
Medical insurance premiums and medical care 1,100
Privately financed supplementary unemployment benefits 25
Meals and lodging 150

Exclusion of interest on life insurance savings 900
Deductibility by individuals of charitable contributions

(other than education) including untaxed appreciation 2,200
Deductibility of medical expenses 1,500
Deductibility of child and dependent care expenses 25
Deductibility of casualty losses 70
Standard deduction 3,200 1/

Total 15,550

Budget outlays plus tax expenditures (in billions of dollars)

Budget outlays: 1968 1969 1T9O
Eipenditures 43.4 49.5 55.0
Net lending 0.1 -o.6 *

Total 5 .9 55.0
Tax expenditures 15.6 18.0 1

Total budget outlays plus tax expenditures 59-1 and-9
Tax expenditures as percent of budget outlays 36% 374 360
1 In the absence of the 10 percent standard deduction and most itemized non-

business deductions, the minimum standard deduction as presently structured
would be taken by all taxpayers and its revenue cost would be relatively
large. Under present treatment, the minimum standard deduction, in keeping
with its objectives, is Claimed almost entirely by low-income taxpayers and
its revenue cost is $300 million. The revenue estimate assumes the mini-
mum standard deduction is designed to assist only low-income taxpayers.
The minimum standard deduction is regarded in this analysis as related to
the system of personal exemptions and thus a part of the structure of an
income tax system based on ability to pay, rather than as a tax expenditure.

*Less than $50 million.
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Health and Welfare, Fiscal 1970
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60

$50
45

Tax Expenditures are

36% of Budget. Outlays
30

0 IM.... .." 1. ".

Budget Outlays Tax Expenditures
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Table 8. Education and Manpower

Tax expenditures (in millions of dollars)

Additional personal exemption for students
Deductibility of contributions by individuals to

educational institutions
Exclusion of scholarships-and fellowships

Total

1968

500

170
50

720

Budget outlays plus tax expenditures (in billions of dollars)

Budget outlays: . 198§ 92
Expenditures 6.6 6.9
Net lending 0.4 0.3

Total . 7.0 7.2
Tax expenditures 0.7 0.8

Total budget outlays plus tax expenditures 7.7 T87
Tax expenditures as percent of budget outlays 10% 11%

1970

7.6
0.3
7.9
0.9

11%
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Table 9. Veterans Benefits and Services

Tax expenditures (in millions of dollars) 1968

Exclusion of certain benefits 550

Budget outlays plus tax expenditures (in.billions of dollars)

1968 L96 1970
Budget outlays: 9
Expenditures. - 6.7 7.4 7.8
Net lending 0.1 0. *

Total -- .7.7 77
Tax expenditures o.6 .0o.6 0.7.

Total budget outlays plus tax expenditures . : 7 T.5
Tax expenditures as percent of budget outlays - 9% 8% 9%

*Less than $50 million.
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Table 10. Aid to State and Local Government Financing

Tax expenditures (in millions of dollars) 1968

Exemption of interest on State and local debt obligations 1,800
Deductibility of nonbusiness State and local taxes

(other than on owner-occupied homes): /
Individual income tax 1,350
General sales taxes 775
Gasoline taxes 400
Personal property taxes 150
Other taxes 125

Total 2,800'
Property taxes on owner-occupied homes (included

under Community Development and Housing) 1 800
Total - All State and local nonbusiness taxes

1/ For businesses owned by individuals, taxes other than income taxes
are considered a cost of doing business and thus deductible in arriving
at a net income figure.



AID TO STATE AND LOCAL GOVERNMENT FINANCING

The Federal Government aids State and local government financing
through certain tax provisions. These take two forms: (1) the
itemized deductions for nonbusiness State and local taxes; (2) the exemption
from Federal income tax of interest on State and local government
obligations. The revenue costs to the Federal Government of these
special tax provisions are shown in Table 10. There is no single
functional category in the present Federal budget for aid to State and
local government financing, and thus there is no chart for this item.

CAPITAL GAINS - INDIVIDUAL INCOME TAX

The tax expenditures involved in the present treatment of capital
gains of individuals are placed in the range of $5.5 to $8.5 billion.
This revenue cost includes the exclusion from income tax of appreciation
on assets transferred at death, the exclusion of half the gains from the sale
of capital assets held more than six months, and the maximum rate of 25
percent. No table or chart is shown for this heading, because these tax
expenditures would fall under a variety of functions in the Federal budget,
including commerce and transportation, agriculture and agricultural re-
sources, community development and housing,and health and welfare.
Available data, however, do not provide a basis for accurate distribution
among these functions. Thus, to avoid having to choose any single
predominant category but to identify the importance of this special pro-
vision, a new heading outside any budget classification is included for
this item.

Separation of this item from the budget classifications leads to an
understatement of the amounts of tax expenditures for the functional
categories affected.
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SUPPLEMENTARY STATEMENT OF JOSEPH W. BARR

TAX EXPENDITIJUES: GOVERNMENT EXPENDITURES MADE THROUGH THE INCOME TAX
SYSTEM

The Annual Report of the Secretary of the Treasury for fiscal year 1968 in-
cludes an exhibit which presents Government expenditures for 1968 made
through the income tax system (Exhibit 29). The availability of the budget for
fiscal year 1970 enables us to present an updating of tax expenditures to cover
the fiscal years 1968, 1969, and 1970 on a basis consistent with the 1970 budget
data and classifications. The following statement is a condensed and revised
version of the exhibit in the Secretary's 1968 Annual Report with the updated
figures.

PURPOSE OF ANALYSIS

This analysis extends the budget to include Government expenditures made
through the income tax system. The present Federal income tax structure con-
tains a large number of special deductions, credits, exclusions, exemptions, and
preferential rates designed to achieve various social and economic objectives.
Most of these special provisions serve ends similar in nature to those served by
direct Government expenditures or loan programs, and they affect the private
economy in the same way. In a specific functional area the Government may have
direct expenditures, direct Federal loans, Federal insurance or guarantees of
private loans, and interest subsidies which represent alternative methods of ac-
complishing the purpose which the special tax provision seeks to achieve or en-
courage. This analysis, together with the fuller presentation in the Secretary's
Annual Report, will permit a better understanding of the amount and allocation
of resources on both the outlay and revenue side of the 1970 budget.

A tax expenditure has the same impact on the budget surplus or deficit as a
direct increase in expenditures. The tax revenues which the Government does
not collect because of these special tax provisions, however, are not reported in
the budget as presently constituted. The absence of line items-either on the
receipts or outlays side of the budget-for these revenue losses thus results in
an understatement of the role of Federal Government financial influence on the
behavior of individuals and businesses and on income distribution. In many
areas the magitude of tax expenditures approaches and, in some instances, ap-
proximates direct outlays having the same objective.

Tax expenditures are not disclosed in the budget and therefore are not subject
to careful annual scrutiny in the budget and appropriation process. Budget out-
lay decisions, on the other hand, involve the departments and agencies, the
Bureau of the Budget, the House and Senate program committees which are
competent and experienced in their specialized fields, and the appropriation com-
mittees. Tax expenditures are not generally considered by the program depart-
ments and congressional committees concerned, and are not reviewed annually or
periodically to measure the benefits they achieve against the amounts expended.

The purpose of this analysis is to present information which compares tax
expenditures with direct expenditures or loan programs in various functional
areas and thus to clarify and present more fully the role of the Federal Govern-
ment in these areas Such a comparison should be helpful In the allocation of
public resources.

A few illustrations will indicate how tax expenditures are alternatives to di-
rect expenditures or Government lending programs. Under the functional cate-
gory of health and welfare, the budget lists large direct expenditures which bene-
fit the aged. In addition, $2.3 billion was expended in 1968 through the tax
system to aid the elderly.

Direct expenditures for natural resources are Itemized in the budget. To these
should be added the $1.6 billion assistance the tax system provides these indus-
tries by permitting the expensing of certain capital costs, the use of percentage
depletion in excess of cost depletion, and special capital gains treatment for iron
ore and coal royalties.

In the field of housing the Government now provides direct subsidies to lower
the interest rates on mortgages paid by buyers of certain homes. Homeowner-
ship is also subsidized through the tax deductions for interest paid on home
mortgages and for property taxes on homes which now cost the Government an-
nually about $1.9 billion and $1.8 billion, respectively.
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SCOPE OF TAX EXPENDITUBES

Some of the special tax provisions cause revenue to be lost to the Government
forever because the current tax base or the tax rates are reduced without any
offsetting increase later. Such tax expenditures correspond closely to direct
expenditures.

Other special tax provisions serve to defer the time when the taxes will be
paid. For a particular taxpayer, transaction, or asset, the special provision may
really represent a deferral of tax. However, for stable or growing businesses
with an indefinite life, for the Government, and for the entire economy, the de-
ferral of taxes continues forever under most of these provisions; furthermore,
in an expanding economy the aggregate amount of deferred taxes tends to grow
year after year. Examples of special tax provisions which cause deferral of taxes
include: Deduction of employer and self-employed contributions to private pen-
sion plans and exemption of investment income of such plans; accelerated de-
preciation deductions on buildings; net income reinvested in ship construction
and renovation by certain shipping companies; expensing of capital costs in ag-
riculture and natural resource industries; and exclusion of nonrepatriated earn-
ings of foreign subsidiaries.

Special tax provisions, which serve to defer but not forgive tax payments,
might be compared to net lending in budget terminology. These special tax pro-
visions are generally open-ended, with the extent and duration of their use
largely at the taxpayers' option. For these reasons, the tax expenditure classifi-
cations in this analysis do not separate the special provisions which reduce taxes
from those which defer taxes.

This analysis does not attempt a complete listing of all the special tax provi-
sions. Various items have been excluded for one or more of several reasons:

(a) Some items were excluded because there is insufficient information
available on which to base a sound estimate. For example, in the case of de-
preciation on machinery and equipment, accelerated tax methods may provide
an allowance beyond that appropriate to the measurement of net income but
it is difficult to measure that difference because the true economic deterior-
ation or obsolescence factor cannot be readily determined.

(b) Some items were excluded where the case for their inclusion in the
income base stands on relatively technical or theoretical tax arguments.
The imputed rent on owner-occupied homes, for example, involves not only
a conceptual problem but difficult practical problems of measurement.

(c) Some items were omitted because of their relatively small quantitative
importance.

Other features of our income tax system are considered not as variations from
the generally accepted measure of net income or as tax preferences but as a part
of the structure of an income tax system based on ability to pay. Such features in-
clude personal exemptions and the rate schedules under the individual income
tax.

It must be recognized that the exclusions from the listing are to some extent
arbitrary. The objective of this analysis is to provide a list of items that would
be generally recognized as an intended use of the tax system to achieve results
which are now, or could be, achieved through direct Government expenditures.
The design of this list seems best served by constructing a minimum list rather
than including highly complicated or controversial items that would becloud the
utility of this analysis.

TAX EXPENDrruBEs BY FUNCTIONAL CATEGORY

The tax expenditures resulting from the various special tax provisions are
classified under the functional categories used in the budget. In most cases, par-
ticular special tax provisions which affect more than one budget category have
been classified in the one where the effect is most important. In a few cases
where the amount is large and the allocation relatively clear, the tax expendi-
tures are divided between two functions,

No significant tax expenditures are made in three budget categories, space,
interest, and general government and others. Two classes of tax expenditures (aid
to State and local governments and capital gains-individual) which involve
large amounts have not been assigned to specific functional categories for the
reasons given in those sections of the analysis.
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All estimates of tax expenditures resulting from special tax provisions rep-
resent revenues lost on an annual basis. The estimates of revenue foregone are,
in general, based on the assumption that such provisions never existed, or, alter-
natively, that such provisions have been withdrawn sufficiently long ago that we
are now beyond the period needed to permit an equitable transition to a new
tax sitdation.

The revenue cost estimated for these special provisions is not in many cases the
revenue change which would result In the first full year if these provisions
were withdrawn. Replacement of some or all of these provisions by direct ex-
penditures or lending programs might change the level and composition of eco-
nomic activity. The revenue cost of each special tax provision presented for 1968
would, of course, generally vary over time with growth in the economy and
changes In various parts of the tax base. Also, a realistic approach to any change
in these provisions would provide In many situations transition arrangements
which would effect the revenue change gradually over a period of years.

Another key assumption is that economic activity for the year would not have
been affected by the absence of these special provisions. This, of course, is a simp-
lUfying assumption for tax expenditures undoubtedly have significant effects on
the composition and perhaps the level of economic activity. Also, in the absence
of these tax benefits, there would doubtless have been changes In Government
direct spending and net lending to accomplish some of the objectives of the ex-
isting provisions. No attempt has been made to speculate how the budget and
the economy might differ If none of these provisions were in the law.

No account Is taken here of other taxes, such as payroll taxes, estate and gift
taxes, excises, or tariffs. The assumption Inherent in current law, that corpora-
tions are separate entities and subject to income taxation independently from
their shareholders is adhered to in this analysis.

The tax expenditures shown here for the three fiscal years 1968, 1969, and 1970
are figured at the tax rate which affect the revenues in these years.

A brief description of each of the special tax provisions for which a tax ex-
penditure estimate is shown accompanies the estimates.
National Defense

The supplements to salaries of military personnel by provision of quarters and
meals on military bases and off-base quarters allowances for military families,
and virtually all salary payments and reenlistment bonuses to military person-
nel serving in combat zones are excluded from tax.

TABLE 1.-NATIONAL DEFENSE
Tax expenditures, 1968

[in millions of dollars)
Exclusion of military benefits and allowances -500

Budget Outlays Plus Tax Expenditures

[In billions of dollars]

1968 1969 1970

Budget outlays:
Expenditures -80.5 81.0 8S. 5
Net lending ----------------------- - -- ) ) )

Total - 80 5 81.0 81. 5
Tax expenditures- .5 .6 .6

Total budget outlays plus tax expenditures -81. 0 81.6 82.1

Tax expenditures as percent of budget outlays ------ - ------------------------ I I I

Less than $50,000,000.

International Affairs and Finance
Individual tazation.-For citizens of the United States, income earned abroad

up to $20,000 for each complete tax year Is exempted from taxation If the tax-
payer is a bona fide resident of a foreign country for an uninterrupted period
that Includes 1 full tax year or, if he Is present there 510 days during a period
of 18 consecutive months. After 3 years, foreign resident taxpayers can ex-
clude up to $25,000 a tax year.
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United States citizens receiving from sources in a U. S. possession may, under
certain conditions, exclude such income from tax.

Corporate taxation.-Domestic corporations which qualify as Western Hemis-
phere Trade Corporations are entitled to a special deduction which reduces their
tax rate by 14 percentage points.

Income of foreign branches and subsidiaries of U. S, corporations is subject
to taxation abroad and in the United States. A credit is allowed against U. S. in-
come tax for the foreign income taxes paid, up to the amount of U. S. tax lia-
bility. U. S. corporations deriving income from foreign subsidiaries may claim
a credit for foreign corporate profits tax deemed paid on that income, as well as
for foreign taxes imposed directly on that income. If the subsidiary is in a
developed country, the parent corporation must include both creditable foreign
taxes in its U. S. taxable income; if the subsidiary is in a less developed coun-
try, the corporation need not "gross-up" its income to include the creditable por-
tion of foreign profits tax.

United States corporations are not required currently to file consolidated
returns which include the unrepatriated earnings of controlled foreign
subsidiaries.

Domestic corporations deriving the bulk of their income in U. S. possessions
may, under certain conditions, exclude such income from tax.

TABLE 2.-INTERNATIONAL AFFAIRS AND FINANCE
Tax expenditures, 1968

Iinn millions of dollars)
Individual taxation:

Exemption for certain Income earned abroad by U.S. citizens -40
Exclusion of income earned In U.S. possessions -10

Corporteb taxation:
Western Hemisphere trade corporations-..50i
Eclusion of gross-up on dividends of less developed country corporations -50
clusion of controlled foreign subsidiaries- 150

Exclusion of Income earned In US. possessIons-70

Total tax expenditures -370

Budget outlays plus tax expenditures

ln billions of dollars]

1968 1969 1970

Budget outlays:
E penditures -- - - - - - - - - - - - - - - -- - - - - - - - - - - - - - - .7 3.6 3. 5

Net lending -. 9 .3 .2

Total ---------------------------------- 4.6 3.9 3.9
Tax expenditures -. 4 .4 .5

Total budget outlays plus tax expenditures -5.0 4.3 4.2

Tax expenditures as percent of budget outlays -9 10 14

Agriculture and Agricultural Resources
Farmers, including corporations. may deduct certain costs as current expenses

even though these costs represent inventories on hand at the end of the year or
capital improvements.

Capital gains treatment also extends to the sale of livestock, orchards, vine-
yards, andecmparable agricultural activities.

The gage #n the cutting of timber is taxed at the rates applicable to long-term
capital gaITns, rather than at ordinary income rate.

TABLE 3.-AGRICULTURE AND AGRICULTURAL RESOURCES

Tax expenditures, 1968

kin millions of dollars]

Farming: Expensing and capital gains treatment- 00
Tlmbei: Capital gains treatment for certain income -130

Total tax expenditures ------------------------------------------------------------------------ 930
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Budget outlays plus tax expenditures

[in billions of dollarsj

1968 1969 1970

Budget outlays:
Expendituarefs ---------------------------------------- 4.8 5.3 5.1
Net lending-- - 1------------------------------------ ---*

Total ---- 5.9 5.4 5.2
Tax expenditures- :.----------------------------------------------- 9 1.0 1. 0

Total budget outlays plus tax expenditures -6.8 6.4 6. 2

Tax expenditures as percent of budget outlays -15 19 19

Natural Re8ource8
Certain capital costs necessary to bring a mineral deposit into production may

be deducted as current expenses rather than spread over the useful life of the
property. Included in this category are the intangible drilling costs of oil and
gas wells and the cost of developing other mineral deposits, such as mine shafts,
tunnels, and stripping.

Extractive industries may choose between two methods of recovering capital
costs invested in the development of natural resources. Under one method, actual
outlays to the extent not immediately expensible may be deducted as "cost
depletion" over the productive life of the property, much as other businesses
may take deductions for the depreciation of capital goods. Alternatively, busi-
nesses in the extractive industries may deduct a prescribed percentage of gross
income (at rates ranging from 27.5 percent for oil and gas to 5 percent for
certain minerals, but not more than 50 percent of net income) where such "per-
centage depletion" exceeds "cost depletion." Percentage depletion is not limited
to the cost of the investment as is cost depletion. The basis for "cost depletion"
is reduced to the extent certain costs are recovered through expensing of ex-
ploration and discovery costs and intangible drilling costs. There is no com-
parable reduction in "percentage depletion" to allow for costs which are allowed
as expenses.

Royalties from coal or iron ore deposits are treated as capital gains.

TABLE 4-NATURAL RESOURCES

Tax Expenditures, 1968

[In millions of dollars)

Expensing of exploration and development costs- 1 300
Excess of percentage over cost depletion : 1,300
Capital gains treatment of royalties on coal and ron ore- 5

Total -1.605

Budget Outlays Plus Tax Expenditures

[In billions of dollars]

1968 1969 1970

Budget outlay:
Expenditures- -------------- - 1.7 1.9 1.9
Net fifnding -: - - - - - - (5) -

T-al- 1.7 1.9 1.9
Tax ea~enditures ------------------------------- 1.6 1.7 1.7

Total budget outlays plus tax expenditures -3.3 3.6 3.6

Tax expenditures as percent of budget outlays ----- 94 90 90

IIn the absence of the I f elation and development costs and percentage depletion, the Ist year revenue
effet wuldbe 750000000 nd 1,50,00,00 rspe tiey The difference trom the estimatas shown which are based

on onru efec I dutsth fat ha tapaer wih inral properties would initially have little or no tax basis because
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Commerce and Transportation
Investment credit.-Most businesses may take a tax credit equal to 7 per-

cent of the cost of investments in new machinery and equipment made duringthe year. This credit does not lower the basis of the property for calculating
the deduction for depreciation.* Excess depreciation on buildings.-To the extent that allowable depreciation
for tax purposes exceeds the rate at which assets actually depreciate, businesstax liabilities are deferred. Businesses may employ a variety of depreciation
schedules for tax purposes, some of which cause a much larger part of asset
values to be written off in early years of the asset's useful life than do others.The revenue cost of allowing for buildings depreciation methods for tax pur-poses that reduce asset value more rapidly than straight-line depreciation (themethod typically used in financial statements) is shown below. The part basedon rental housing is listed under community development and housing. The taxdepreciation allowed for machinery and equipment is closer to actual deprecia-
tion than that allowed on buildings. In addition, the code permits full recaptureas ordinary income of profits resulting from excess depreciation on machineryand equipment, but recapture of only a declining and then disappearing propor-tion Of such profits on buildings. In view of this and the difficulty of estimating
the divergence, if any, between depreciation allowed for tax purposes and actualdepreciation, depreciation for machinery and equipment is not included here as
a tax expenditure.

Dividend exclusion.-Individual income taxpayers may exclude $100 of divi-
dends from income subject to tax.Capital gains-Corporation income tax.-Capital gains of corporations aresubject to a tax of 25 percent while the rate applicable to other corporate income
above $25,000 is 48 percent (excluding the temporary surcharge).

Bad debt reserves of banks and other financial institutions-Commercial banks,mutual savings banks, building and loan associations, and cooperative banks arepermitted to set aside bad debt reserves based on stipulated fractions of deposits,of loans outstanding, or of taxable income before computation for bad debts. The
amounts set aside typically greatly exceed actual loss experience and reasonable
expectations as to future losses.

Credit unions.-Credit unions are exempt from Federal income tax.Deduction of interest on consumer credif.-Interest paid on consumer credit is
allowed as an itemized nonbusiness deduction for individuals.

Bxpensing of research and development eopenditures.-Expeditures by busi-nesses for research and development (R&D) are carried out to find new products
or processes, to reduce costs, or for other purposes. In nearly all cases, benefits
from such expenditures will accrue for well over 1 year. For tax purposes busi-
ness may deduct all R&D expenditures in the year during which they are in-
curred, or they may amortize them over not less than 5 years.

Surtae exemption ($825,000).-Corporations pay income tax at the rate of 22percent on all taxable income plus a surtax of 26 percent on taxable income in
excess of $25,000 (excluding the temporary surcharge). Each corporation there-fore enjoys- a surtax exemption of $25,000. This exemption is intended to en-
courage. small or new businesses.

Deferral of tax on shipping companies.-Certain companies which operate U.S.
flag vessel on foreign trade routes receive an indefinite deferral of income taxes
on that portion of their net income which is used for shipping purposes, primarily
construction, modernization, and major repairs of ships.
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TABLE 5-COMMERCE AND TRANSPORTATION

Tax Expenditures 1968
[in millions of doilars)

Investment credit 2,300
Excess depreciation on buildinp-.......... ----------------------------- 5-------------------------
Dividend exclusion -- 225
Capital pins: Corporations (other than agricultural and natural resources) -500

xess bad debt reserves of financial Institutions -- 60
Exemption of credit unions - 40
Deductibility of interest on consumer credit-- 1,300
Expensing of research and development expenditures -500
325,000 surtax exemption --- 1,800
Deferral of tax on shipping companies -- 10

Total - 7,775

Budget Outlays Plus Tax Expenditures

Itn billions of dolarsil

1968 1969 1970

Budget outlays:
Expenditures -- ----- 7.8 I 8 9
Net lending -. 2 (') .1

Total-8-0 8.1 9.0
Tax expenditures- 7 8 9.2 9.7

Total budget outlays plus tax expenditures-- I 8 17.3 117

Tax expenditures as percent of budget outlays -98 114 108

I The revenue cost for 1968 under this category differs from that in exhibit 29 of the Secretary's annual report due to
the exclusion of capital pins-individual and its presentation as a separate item in this revised analysis.

* Less than $50,000D,000

Community Development and Housing
Owner-occupants of homes may deduct mortgage interest and property taxes

(but not maintenance outlays or depreciation) as itemized nonbusiness deduc-
tions. The owners of rental housing may claim in early years depreciation In
excess of straight-line depreciation. (See Table 5.)

TABLE 6.-COMMUNITY DEVELOPMENT AND HOUSING

Tax Expenditures, 1968

(in millions of dollars]

Owner-occupied homes, deductibility of:
Interest on mortgages -_-------------------- 1,900
Property taxes ----- I, S00

Rental housing excess depreciation - 250

Total --- 3,950

Budget Outlays Plus Tax Expenditures

[in billions of dollarsi

1968 1969 1970

Budget outlays:
Expenditures- 1.0 13 2.6
Net lending- 3.1 10 .2

Total --------------------------------------------- 4.1 2.3 2.8
Tax expenditures -- 4.0 4.7 5.2

Total budget outlays plus tax expenditures ----------------- & 1 7.0 8 0

Tax expenditures as percent of budget outlays -98 204 186
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Health and Welfare
A large variety of direct expenditures and transfer payments contribute to

health and welfare of families and individuals, both currently and in later years.
A considerable number of special tax provisions serve related ends.

Provisions relating to the aged, blind, and disabled.-Individual taxpayers age
65. and over may claim two personal exemptions of $600 and a second $100
minimum-standard deduction (while persons under age 65 may claim only one
of each). The revenue cost of these additional items is $500 million.

Aged recipients of old age, survivors, and health benefits under the OASDHI
program and of railroad retirement benefits are not required to include such
benefits in computing tax liability. This revenue cost is $525 million.'

Individuals over age 65 may claim-a tax credit of up to $228.60 (15 percent
of $1,524) for a single person or $342.90 (15 percent of $2,286) for a married
couple based on retirement income from all sources except social security, rail-
road retirement, or other tax-exempt benefits. In effect, the provision permits
taxpayers with taxable retirement income a tax benefit approximately comparable
to that accorded recipients of social security and similar tax-exempt benefit
payments. The revenue cost is $200 million.

The combined revenue cost of these three provisions is $2.3 billion. Because of
the effect of the interrelationship of the three provisions on the tax base, the
combined cost exceeds the sum of the three provisions taken separately, since
the absence of one provision would increase the residual significance of the others.

The blind qualify for two $600 personal exemptions and an extra $100 minimum
standard deduction.

"Sick pay" ezelusions.-Oertain payments financed by an employer In lieu of
wages during periods of employee injury or sickness are excluded from the
employee's income.

Exclusion of unemployment insurance benefitg.-Benefits paid by State unem-
ployment insurance plans are financed by a tax on wages paid by the employer
and deductible by him, but these benefits are excluded from the employee's
income.

Exclusion of workmen's oompensation beneftts.-Benefits paid under work-
men's compensation are excluded from employee's income. These payments are
primarily intended to replace earnings lost due to a work-related injury or
illness, although some small part of the total payments is compensation for
physical loss, such as an eye or an arm. As in the case of unemployment insnr-
ance, the benefits are financed by the employer's contributions and are deductible
by him.

Eclueion of public assistance.-Public assistance payments are excluded from
taxable income.

Ezolusion for employee pensions.-Employer contributions to qualified em-
ployee pension and annuity plans are deductible -by the employer. Income earned
by these plans on their investments is not taxable. When an employee retires
and Is paid a pension or annuity, only part of the amount received Is taxable to
the employee. He does not pay taxes on the percentage of the benefit purchased
by his contributions excluding from the percentage income earned on his,
contributions.

The revenue cost of the exclusion of investment income earned by all private
pension funds, based on the corporate tax rate is $1.9 billion. The revenue cost.
of deduction of the total amount contributed by employers to these qualified
plans, based on the corporate tax rate, is $3.4 billion.

The revenue cost, based on the individual income tax rates applicable to em-
ployees, is $0.7 billion as respects the investment income and $1.4 billion as
respects the employers' contributions.

The greater the extent to which the benefits are vested, the more relevant is
the use of the individual tAx rate-it' estimating the revenue cost. Taking this
vesting into account, the revenue cost of the treatment of pension plans can be
put at $3 billion.

'This revenue estimate is based on treatment comparable to other pensions and regards
one quarter of the benefits as approximately the cost of employee contribution.
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Deduction for self-employed retirement.-Self-employed individuals are per-
mitted a deduction from taxable income for funds they set aside currently in
qualified retirement plans.

Ezolusion of other employee beneflt8.-In addition to the benefits already
enumerated, a number of other employee benefits (shown In Table 7), the cost
of which is paid at least in part by the employer, are also excluded from income
subject to tax. The cost to the employer is deductible, and the benefit to the
employee not taxable, in all of these cases.
* Eaclu8ion of interest on life insurance savings.-Life insurance policies other
than term policies, generally have a savings element in them. Savings in the
form of policyholders' reserves are accumulated from the premium payment,
and interest Is earned on these policyholders' reserves. Such interest income is
neither taxable as it accrues nor as an element of death benefits.

Deductibility of contributions for other than education-Contributions to
charitable, religious, or certain other nonprofit organizations are allowed as an
itemized deduction for individuals generally up to 30 percent of adjusted gross
income. Unlimited contributions, however, may be deducted by those taxpayers
(a relatively small number) whose contributions plus Income taxes equal 90
percent of taxable Income in 8 out of the preceding 10 years.

Taxpayers whose contributions to charitable or educational organizations are
in the form of capital assets, usually securities, which have appreciated in value
above their cost, obtain a deduction for the contribution at the appreciated
value of the asset without taxation on the appreciation in value.

Deductibility of medical expenses.-Medical expenses In excess of 3 percent
of adjusted gross Income and expenditures for prescribed drugs and medicines
in excess of 1 percent of adjusted gross income may be deducted by Individuals
as Itemized nonbusiness deductions. Individuals may also deduct half of the
premiums paid for medical care insurance up to a maximum deduction of $150
per year, without regard to the 3 percent limitation.

Deductibility of child and dependent care expenses.-Deductions for a limited
amount of expenditures for the care of children under 13 or incapacitated
dependents to enable the taxpayer to work acre permitted under certain
circumstances.

Deductibility of casualty losses.-Taxpayers may deduct as an Itemized non-
business deduction the amount in excess of $100 for each loss due to fire, theft,
or other casualty to the extent not compensated by insurance.

Standard deduction.-Individuals may itemize deductions for certain personal
nonbusiness expenditures, including charitable contributions, interest payments,
and medical and drug expenses above a stated percent of income, and certain
other Items referred to earlier. The taxpayer is also given the option of deduct-
ing-instead of this itemization-standard deduction of 10 percent of adjusted
gross income or $1,000 ($500 if married and filing separately), whichever is less.

36-125 0 - 70 -pt I - 10
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TABLE 7.-HEALTH AND WELFARE
Tax Expenditures, 1968
[In millions of dollars]

Aged blind, and disabled: dlr
Additional exemption, retiremefnt income credit and exclusion of OASDHI for ged -2,306

Exclusion forunoment Insurance benefits--- 10
Exclusion of unemployment Insurance benefits --
Exclusion of workmen's compensation benefits -1.. - - - - - IS
Exclusion of public assistance benefits-50
Exclusion for employee pensions-3 0 ----------- 50
Deduction for sel-employed retirement .-- ; 60
Exclusion of other employee benefits:

Premiums on group term life Insurance- ........ 400
Accident and death benefits-25
Medical insurance premiums and medical care -------------------- .........-------.--........--------- 1,100
Privately financed supplementary unemployment benefits-25
Meals and lodging -150

Exclusion of interest on life insurance savings -,,--,,,,,,,,,,,-,,,,,, 900
Deductibility- by individuals of charitable contributions (other than education) including untaxed appreciation ---- 2,200
Deductibility of medical expenses -.... 1,500
Deductibility of child and dependent care expenses-25
Deductibility of casualty losses-70
Standard deduction - 13,206

Total - . 15,550

Budget Outlays Plus Tax Expenditures
[in billions of doilarsl

1968 1969 1970

Budget outlays:
Buxpenditures .- 43.4 49.5 55.0
Net lending-- 1 . -. 6 (9)

Total - 43.5 48. 9 55. 0
Tax expenditures -15.6 18.0 19.5

Total budget outlays plus tax expenditures- -59.1 66.9 74.5

Tax-expenditures as percent of budget outlays- 36 37 36

In the absencetof the 10 percent standard deduction and most Itemized nonbusiness deductions, the minimum standard
deduction as presently structured would be taken by all taxpayers and Its revenue cost would be relatively large. Under
present treatment, the minimum standard deduction, in keeping with its oblectives, Is claimed almost entirely by low-
ncome taxpayers and Its revenue cost is $30000000 The revnue estimate assumes the minimum standard deduction

is designed to assist only low-Income taxpayer~s. lie minimum standard deduction ii regarded in this analysis as related
to the system of personal exemptions and thus a part of the structure of an income tax system based on ability to pay.rather than as a tax expenditure.
' Less than $50,000,000.

Bduoeotion and Manpower
- Additional. personal exemption for students,-Taxpayers may claim personal
exemptions for dependent children over 18 who receive $600 or more of income per
year only if they are full-time students. The student may also claim an exemption
on his own tax return, in effect providing a double exemption, one on the parents'
tax return and one on the student's.

Deductibility of contributions to educational in8titutios.-Oontributions to
nonprofit educational institutions are allowed as an itemized nonbusiness deduc-
tion for individuals.

Earclsion of acholarahips and fellowship&.-Reciplents of scholarships and
fellowships may exclude such amounts from taxable income, subject to certain
limitations.
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TABLE 8.-EDUCATION AND MANPOWER
Tax expenditures

kin millions of dollars)
Additional personal exemption for students ...... ....... ....... ....... ....... ....... ....... ........ 500
Deductibility of contributions by individuals to educational institutions - 170
Exclusion of scholarships and fellowships 50

Total -. 720

Budget outlays plus tax expenditures
(In billions of dollarsi

1968 1969 1970

Budget outlays:
Expenditures -- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 6.6 6.9 7. 6
Net lending-------------------- .4 .3 .3

Total - 7.0 7.2 7.9
Tax expenditures ------------------- --- - .7 .8 .9

Total budget outlays plus tax expenditures -7.7 & 0 & 8

Tax expenditures as percent of budget outlays 10 11 11

Veterans Benefita and Services
All veterans pensions due to disability and those paid by the Veterans Admin-

istration due to age (over 65) are excluded from taxable income.

TABLE 9.-VETERANS BENEFITS AND SERVICES
Tax expenditures, 1968
[in millions of dollars]

Exclusion of certain benefits - . 550

Budget outlays plus tax expenditures
[in billions of dollars)

1968 1969 1970

Bbdg~et outlays:
Bdpendi res -6.7 7.4 7.8
Net lending ---------------------. 1 .3 '')

Total -6.8 7.7 7.8
Tax expenditures ---------------------------------------------------- .6 .6 .7

Total budget outlays plus tax expenditures- 7.4 8.3 8. 5

Tax expenditures as percent of budget outlays-- - 8 9

I Less than $50,000,000.

Aid to State and LocaJ Government Financing
The Federal Government through certain tax provisions provides indirect

assistance to State and local governments. The deductibility of property taxes
on owner-occupied homes involving a revenue cost of $1.8 billion is listed above
under community development, and housing as an element of the tax system
which provides support to promote housing. This deduction also aids States and,
particularly, local governments, by providing more flexibility in financing their
expenditure programs.

Two other special tax provisions also aid State and local governments, but
unlike the deductibility of property taxes on homes, they do not fit clearly within
any of the functional categories now used in the budget. They are, therefore,
shown as a separate budgetary heading, aid to State and local government
financing.
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In calculating income subject'to tax, individuals may take as Itemized non-
business deductions State and local personal income, gasoline, sales, property,
and other taxes. The deductibility of all these State and local taxes (with the
exception of taxes on owner-occupied homes) on nonbusiness returns is classified
as support for the finances of State and local governments, rather than listed
under any of the functional categories in the current budget.

As a result of the exclusion, from tax of State and local bond interest, these
governments are able to sell debt obligations at a lower interest cost than would
be possible if such interest were subject to tax.

The relative importance of indirect assistance to State and local governments
-through these provisions as compared with direct aid is not shown because the
present budget does not show in a single functional category the aid given to State
and local governments. The amounts of direct Federal aid by function, however,
are brought together in Special Anarolis O-of the Budget for fiscal year 1970.

TABLE 10.--AID TO-STATE AND LOCAL GOVERNMENT FINANCING
Tax expenditures, 1968
Uin millions of dollarsi

Exemption of Interest on State and local debt obligations - 1,800

Deductibilit of nonbusiness State and local taxes (other than on owner-occupied homes): I
Individual Income tax - ---------------- - --------- 1,0------------- 1350
General sales taxes --- 775
Gasoline taxes -- 400
Personal property txe --- 150
Other taxes -- 125

Total -2,800
Property taxes on owner-occupied homes (Included under community development and housing)- 1,800

Total, all Sate and local nonbusiness taxes -- 4,600
1 For businesses-owned by Individuals taxes other than Income taxes are considered a cost of doing business and thus

deductible In arriving at a net Income figure.

Oapital GabIe- dividual Inoome Tax
The tax treatment of capital -gains 'of individuals involves a large amount of

tax expenditures. These expenditures would fall under a variety of functions
in the Federal budget, including commerce and transportation, agriculture and
agricultural resources, natural resources, community development and housing,
and health and; welfare. .Available sources, however, do not provide a basis for
accurate distribution among these functions. Thus, to avoid distorting any single
category but to identify the Importance of this special provision under the indi-

'vidual income tax, a new heading outside the -budget classification is included
for this item. Omission of this Item leads to an understatement of the amounts
of tax expenditures for the functional categories affected.

The types of special treatment accorded capital gains and the resulting tax
expenditures are as follows:

If the owner of appreciated capital assets dies, the capital gains tax is not
applied to appreciation which would have been taxable had he sold the assets
just before death. Heirs who receive appreciated property from the decedent
and who subsequently sell the. property are subject to capital gains tax only on
appreciation occurring after they acquired the property. Thus the appreciation
on assets held until death is never taxed under the income tax. The revenue cost
of this treatment is $2.5 billion at present capital gains rates. (If taxed at full
ordinary rates, the cost is $4 billion.)

As to realized gains, .half of the gains from the sale of capital assets held
more than .6 months is excluded -from income, and in no ease Is the tax rate
applicable to such capital gains allowed to exceed 25 percent The revenue cost
of this treatment is $4.5 billion. The revenue cost of this treatment at ordinary
rates for both realized gains and gains untaxedat 'death is $8.5 billion (includ-
ing the $4 billion mentioned above).

The cost o4 capital gains treatment under present law is complex for a number
of reason. If obld be contended that:

1. Full f&xation of realized capital gains, even with full taxation at death,
could result in greater postponement of lifetime gains;
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2. With a different treatment of capital gains another approach to the
corporation tax might provide for some integration of corporate and indi-
vidual taxes by giving taxpayers who sell corporate shares some credit for
taxes paid by the corporation on retained income which is reflected in share
values; and

3. Averaging of capital gains would lower the indicated revenue costs.
In recognition of the complex issues involved, the tax expenditures involved

in the present treatment of capital gains of individuals are placed in a range
of $5.5 to 8.5 billion. (No table is shown for this heading.)

IMPORTANCE OF TAX EXPENDITuREs

The above analysis indicates that tax provisions control a large fraction of
budget resources employed in several functional categories. With respect to
commerce and transportation, for example, the volume of budget resources al-
located by current special tax provisions is approximately the equivalent of
budget outlays. In certain other functional categories, such as natural resources,
community development and housing, and health and welfare, tax provisions
constitute a major component of total Government activities.

Many reasons for the enactment of these tax provisions may be found other
than the promotion of the functional activity under which they are listed, just
as a multitude of forces affect the approval of direct Government expenditures
which are nonetheless summarized under specific functional headings. This
analysis in no way reflects on the wisdom of such reasons.

More efficient use of resources by the Federal Government is advanced, how-
ever, if explicit account is taken of all calls upon budget resources, including tax
expenditures. The relative importance of different budgetary objectives can be
more carefully weighed against all the budget resources used for this objective.
Also, the effectiveness of alternative methods of achieving these objectives,
whether through direct outlays, loan subsidies, or tax expenditures, can be fully
understood, examined, and reevaluated periodically.

Secretary BARR. That concludes my testimony, Mr. Chairman, and
I thank you.

Chairman PATMAN. Thank you very much, Mr. Secretary.
(Secretary Barr's prepared statement follows):

PREPARED STATEMENT OF SECRETARY OF THE TREASURY JOSEPH
W. BARR

Mr. Chairman and Members of the Joint Economic Committee, I appreciate the
opportunity to meet with this distinguished Committee. I think it extremely
important that the members have the economic rationale for the financial plan
President Johnson has recommended to the Congress-a plan that is responsible
and realistic in terms of the country's needs and resources, and that is consistent
with our responsibilities to keep the dollar strong and respected.

Before getting into the body of my remarks, I want to take a moment to pay
tribute to you, Mr. Chairman, to the Vice Chairman, Mr. Patman, and to the
members of the Committee. Under your leadership, the work of this Committee
has contributed greatly to the tremendous growth of public interest in economic
issues, to better informed public attitudes on economic policy, and to the record
economic progress the United States has achieved.

The economy is now In the 95th month of the most sustilned and vigorous
period of economic expansion in our country's entire history. There is no need
for me to enumerate here the many economic, records established during this
period of unprecedented prosperity. I believe that in his State of the Union
Message and in his Economic Report to the Congress the President clearly
established that the economy is now stronger and more vigorous than ever
before, with production, empl nment, and after-tax income, including both wages
and profits, all at record highs, far above the levels of a decade ago.
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Chairman PROXMIRE. Mr. Surrey, thank you for a helpful, stimu-
lating and thoughtful paper. This is most welcome. I think it is going
to have a salutary and profound effect on Government operations over
the next few years, this notion of making a conscious analysis of
precisely what effect we have when we go ahead and proceed with the
kind of tax concessions that you are talking about, and so forth. We
haven't done that. We should do it.

I would like to even go farther than you go in your conclusion, when
you say that it should be published as a special analysis. I would like
to see two budgets, one budget with the expenditures as we have now,
and then another budget including tax expenditures, to the extent you
could do it. I suppose there would be some areas where you would have
some problems. But to the extent you could do it, show exactly how
much we are actually providing through expenditure and tax con-
cession in these areas. You would get a much healthier and more
thoughtful, more truthful analysis of our governmental impact, gov-
ernmental programs, in that way than we get now.

I would like to ask about the mechanism by which direct expendi-
ture policy is coordinated with tax expenditure in the executive
department and especially in the Congress. Would you assign some
sort of discretion over the level of tax expenditures to the Appropria-
tions Committee, Ways and Means Committee? I would appreciate
your comment on this.

Mr. SURREY. I suppose basically I feel that many of the tax expen-
ditures should probably have been structured as direct expenditures
in the first instance, and the tax route should not have been used for
these activities. They are now, however, presently in the tax system
and change involving them comes under the heading of tax reform,
which is a very difficult matter compared to the appropriation process.

I think if we are to continue with the present system, there should
be greater coordination between the two committees. For example, if
the Ways and Means Committee feels that pollution control should
have more funds spent upon it, it should coordinate that new with the
regular committees of Congress and, in effect, say to them, "We are
thinking of spending $400 million for this item in this way. Will you
give us your recommendation if that is the top priority, or should we
stay away from this area and let you handle it through direct
expenditures?"

It may well be that in some cases these tax expenditures could be
phased out by indicating that after 2 or 3 years they will terminate,
but the money will, in effect, be allocated by the budget to direct ex-
penditures to be spent by the regular committees of the Congress.

Chairman PROXMIRE. Perhaps you would have something with
pollution control where you would have the authorizing committee,
which usually has the expertise, does the studies, and can do it in
depth over a period of years, to provide the basic authorization, and
then you would have to have some kind of coordinating mechanism
between the Appropriations Committee and the Ways and Means
Committee, in talking about the House, to determine what is the best
and most practical way of channeling resources into this area.

Mr. SuRmY. I would venture the guess-and this is on another
matter-that when the committee studied it, it would find that the tax



147

system need not be used at all. In other words, there is really, in many
of these cases no need to use the tax system.

Chairman NROXMImE. There is a political reason. It is a lot easier
to cut somebody's taxes and say, "If you go ahead with pollution con-
trol we vill give you a tax benefit," than it is to increase expenditures.
From a practical matter, we say we have a high priority on pollution
control. The President, for example, has just issued, I think, a very
proper and desirable limitation on Federal construction, limiting it
by 75 percent, and he was wise to do it, though I think it should have
been more extensive than it was.

Under the circumstances, at this time it is hard to get action in this
pollution control area which, of course, largely involves conservation
and where I think most Americans feel we ought to have a high pri-
ority. One way you can do it quickly and smoothly, even though there
is waste involved, is through the tax mechanism.

Mr. SURREY. It is not thlrough the tax mechanism. It is through
the willingness of the Congress to vote the sums through the tax
mechanism.

Chairman PROXmIRE. That is what I say. You can go home to your
constituents and say, "We gave you a tax break for' a public purpose.
You go ahead and serve the public purpose and you will be able to
alleviate your taxes."

Somehow it is easier to sell that to constituents, I find, than it is
to say, "We think we ought to spend $400 million more.".

Mr. SURREY. I am not sure which constituents you are talking
about. The constituents receiving the benefits or the constituents in
general?

Chairman PROXMIRE. It is a subtle thing. You are right. But, after
all, if you vote for a $400 million additional appropriation, it is easy
for an opponent or critic to say that you are voting for more taxes.
After all, you are, really.

On the other hand, if you vote for this tax concession, it has exactly
the same effect. The critic could easily say this means that you are
going to have to pay more in taxes, but he doesn't because you have
this complicated problem and people just aren't perhaps that per-
ceptive as yet.

Mr. SURREY. I think to some extent that may be true. I think, how-
ever, in many cases a lot of this is history and happenstance. In
addition, of course, if one pushes that argument too far, it gives the
Ways and Means Committee the control of all our social programs in
the United States. With all due respect to the Ways and Means Com-
mittee, being a tax committee, they are not experts on all these social
matters, just as that committee would not like the other committees to
be injecting themselves in tax matters.

Chairman PROX3LRE. Would you agree that there are areas where
it is desirable to have tax credits, where it is desirable on occasion to
have at least a temporary benefit through taxes or achieve a social
purpose through st, cturmg your taxes? Or do you contend that in
virtually all signific tnt cases it is better to follow the appropriation
route?

Mr. SURREY. I wc ild suspect that in dealing with the range of social
problems we are talking about today, in nearly every case it would be
better to follow the regular appropriation process.
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Chairman PROXMIRE. Let's take investment credit. I don't know
what your position has been on investment credit. I would assume
you favor its repeal now, but you may have favored its institution.

I myself favor it now. I think it really ought to continue. In any
event, I can't imagine the Congress ever appropriating anything like
$3 billion for modernization of American plant and investment. I
think it is a very desirable objective. Maybe we shouldn't have it now
or maybe we should. That is something that I am not debating.

But we have had an enormous improvement since that was passed
in 1962 for American investment in plant and equipment. We cer-
certainly wouldn't have anything like, as I say, $3 billion a year, or
$1 billion a year, or $100 million a year appropriated for that purpose.

Mr. SURREY. You may be quite right that the Congress wouldn't
do it directly, although, interesting enough, in other countries they
are more aware, I think, of what they are actually doing. The British,
for example, had an investment credit and turned it into a direct pay-
ment, feeling that it could be handled better that way.

The investment credit, I think, is just about on the boundary line.
In other words, it is a very simple sort of credit. You don't ask a
fellow, when you give a credit for machinery, what kind of machinery
it is. What purpose do you want it for, in what business is it being
used? Any kind of machinery gets the verdict, and the Government
is willing to write a blank check for any machinery in any activity.

In these other social programs, the Government is really not willing
to do that. The Government wants a lot of controls. When the Gov-
ernment really wants to control the particular items upon which funds
are spent, then there is really no need to resort to the tax system. It is
only when the Government is willing to close its eyes and just write
checks without asking about the purpose, activity, industry or any-
thing else, then maybe you can say the tax system is better for adminis-
trative purposes.

Chairman PROXMIRE. In the course of your remarks, you say that
the tax route doesn't have to be uncontrollable. You said it was uncon-
trollable, that the national debt depended upon the activity of the
taxpayer.

Mr. SURREY. I am sorry. I meant the expenditures didn't have to be
uncontrollable.

Chairman PROXMIRE. If you made it a direct expenditure instead
of a tax expenditure?

Mr. SURREY. I said the amounts we are spending didn't have to be
uncontrollable.

Chairman PROXMIRE. As long as it is a tax expenditure, you feel it
is uncontrollable and hard to direct?

Mr. SURREY. It is hard to put a limit on the amount spent if it is
spent through the tax system.

Chairman PROXMIRE. One of the characteristics of direct expendi-
ture policy in the executive branch is that, some agency is supporting
nearly every expenditure program in competition with every other
program. Who would serve as the advocate for individual tax expendi-
tures such as the tax exemption on State and municipal bonds?
Wouldn't even good or desirable tax expenditures languish in such an
environment?
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Mr. SURREY. I don't think so. In a sense, who is concerned now about
all State and local government matters? A lot of agencies of Govern-
ment are. There is an interest in these matters in government and
people would concern themselves with it. It isn't a question of the
lack of people being interested in the matter. The Bureau of the
Budget, the Advisory Commission on Inter-governmental Relations
and others are all interested in Federal-State relations.

As the President's recommendations on revenue sharing indicate,
people in the Federal Government are thinking about these matters.
That is essentially an expenditure item and not a tax item.

Chairman PROXMIRE. What I had in mind was the tax benefits, for
example, for housing that you suggest are very substantial. Shouldn't
that be handled by HUD instead of the Treasury Department?

Mr. SURREY. Certainly. The Treasury Department really shouldn't
be in this business at all. If suddenly half a billion dollars is going to
be allocated under the tax system for housing, it would be far more
rational in the Federal Government to tell HUD, "Here is $500 million.
How would you spend it? What are the priorities?"

HUD should be determining the priorities in these areas, that is,
HUD and the congressional committees concerned with housing, and
the Appropriations Committee, who, year in and year out, study these
matters. The Ways and Means Committee does not study housing year
in and year out. It does not study pollution control year in and year
out. It does not study manpower training or any of these other matters
year in and year out. These matters are studied under the congressional
system carefully and well by the regular legislative committees of
Congress.

Suddenly, and erratically, something shoots through the revenue
committees and a large sum of money is suddenly spent without regard
to all the studies and work in the legislative committees.

Chairman PROXMRE. My time is up. I will be back. This is a good
time for me to yield to Mr. Conable, a distinguished member of the
Ways and Means Committee.

Representative CONABLE. I have been aware of Mr. Surrey's feelings
on this before.

I am wondering, Mr. Surrey, really, if the tax expenditures are sus-
ceptible of very accurate measurement. The revenue lost through the
tax preference doesn't necessary accrue to the Government if the tax
preference is eliminated. It does have a stimulative effect and, there-
fore, you can't really say there is an absolute dollar-for-dollar ex-
change, can you?

Mr. SuRREY. Not in that sense, but that is equally true of direct ex-
penditures. In other words, any time the Government spends so much
directly, it has an effect on the economy, but we list the amount spent
as a direct expenditure of Government. We don't offset that amount
by saying we are spending x billion dollars on agriculture and then
footnote this - billion dollars for agriculture spent as stimulating so
much activity and so much revenue and, therefore, the net amount is
so and so. We just list the x billion dollars as expenditures of
Government.

Representative CONABLE. In other words, what you are saying is that
we have the same problem of measurement in every case.



150

Mr. SuRREY. That is right.
Representative CONABLE. If you are paying out agricultural sub-

sidies, those may have the effect of creating more purchasing power in
the hands of farmers, and, therefore, they may have more economic
activity as a result of it, and, therefore, because there is more economic
activity, some of the money expended may come back in additional
taxes.

Mr. SURREY. That is right.
Representative CONABLE. This is a problem of economic measure-

ment generally, and certainly the direct appropriation has superficially,
anyway, a more accurate measurement simply in the budget document
than anything that we can come up with in the way of an estimate of
tax expenditures.

Mr. SURREY. I think the tax expenditure and the direct appropria-
tion are similar in this regard.

Representative CONABLE. The problem I see is one of definition more
than anything else. What about the low-income allowance? Is that a
tax expenditure for the benefit of poor people?

Mr. SURREY. I would quite agree with you that the problem of defini-
tion is important. I did deal with that matter in part in my statement,
and that matter is in part dealt with in the Treasury analysis.

Representative CONABLE. You can say that is a basic part of the tax
structure now, assuming it is accepted-the low-income allowance.

Mr. SURREY. The Treasury analysis discussed these matters and said
that essentially items that one would regard as a part of the basic
tax structure would not be considered as tax expenditures.

For example, the rates of tax. Every income tax has tax rates. The
same obtains as to exemption levels-the $600 personal exemption
would not be regarded as an expenditure. In other words, you would
not say the tax system would generally have no personal exemption
and, therefore, any exemption results in a tax expenditure involved.
But, rather, exemptions are a feature of all income taxes, so to speak,
and wherever Congress sets that exemption level, wherever it sets
the rate levels, are parts of the basic structure of the tax system.

Essentially, what is involved here is a question of definition. What
are the essential features of a tax system necessary to its function as
an income tax, which is a tax levied on the income of people at certain
rates and with certain personal exemptions, compared with features
that have nothing to do with the measurement of net income for the
purpose of an income tax. The boundary line will not be clear in
all cases, but there will be vast areas on either side of the boundary
line that are quite clear.

I would place the problem of definition, which you properly point
to, in that perspective.

Representative CONABLE. My mind has been running over some of
the areas of tax expenditure. Would you tend to favor, for instance,
revenue sharing as opposed to the tax credit route for getting more
money back into the States and localities?

Mr. SURREY. I regard revenue sharing as simply an expenditure of
Government. It is just that the index happens to be a percentage of
total income. I would equally regard such a credit for State and
local taxes.



151

The Treasury analysis does regard the present deduction of State
and local taxes by individuals as a tax expenditure in aid of State
and local governments. The Treasury analysis has no problem in
handling that matter. The question of which approach to assistance
is better is a subject I would like to reserve for a later date.

Representative CONABLE. I quite agree that this kind of comparison
of budget outlays and tax expenditures by function is a very desirable
piece of information to have made readily available to the Government
because it is noteworthy that in so many areas we have encouraged,
through the tax structure, private involvement in the solution of prob-
lems, failing to note that it does involve, in effect, a Federal expendi-
ture.

I think the Senator mentioned that there is a certain psychological
and political problem in addressing all economic activity as though it
were the function of the Government and, therefore, stimulative to
devices which encourage private industry moving into areas of social
concern. Lots of times that is more acceptable than the direct appro-
priation route.

We have to live in a political climate here and have to consider what
is acceptable and what is not. I quite agree, though, that this analysis
of the expenditures is a desirable thing.

Chairman PROXMIRE. Mr. Brown?
Representative BROWN. I have no questions, Mr. Chairman, except

to support the idea that we know where the impact of tax legislation
as well as direct appropriations lies. I think that one's view on this
may be geared to whether you conclude that the wealth of the country
is owned by the citizens of the country or whether it really is all for
the use of the Government for meeting whatever the public needs
may be.

I must say that I disagree with the philosophy that apparently lies
behind the idea that tax credits are disadvantageous and that the money
should be taken away from people and spent under Government direc-
tion rather than by encouraging them to spend it in ways that the
Government feels are more beneficial to others.

Chairman PROXMIRE. Do you want to comment on that?
Mr. SuRREY. Well, I do want to differentiate as Mr. Conable indi-

cated. There are really two things.
The main thing I have been discussing here is the importance of

having the information. As the Treasury analysis indicates, and the
document submitted to your committee indicates, this is the informa-
tion without any regard to whether the expenditures are good or
desirable.

I think that the matter of information is the important question
here. How one views the tax expenditures and how one views the tax
system, here people can differ and have their various viewpoints. But
the point would be that at least everybody would be able to discuss the
matter, the same as with the direct expenditures.

People have different views as to direct expenditures, which are wise
or which are unwise. But at least we know what is being spent under
the direct expenditures and we can discuss that.

Essentially I am concerned here today with providing the informa-
tion as to the tax system in a useful form on an annual basis.
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'Chairman PRtoxMIRE. One way of overcoming the irrational aspect of
the reluctance to appropriate funds directly instead of using the tax
expenditure route is to have it discussed, have it exposed, have it made
part of a budget which people are aware of so they know how we are
shifting resources into an area, whether it is community housing or
whether it is pollution.

So I think that this appearance of yours this morning is a step in
that direction. I think Mr. Brown has a very good point, that, after all,
it is desirable to leave ars much of the discretion to the citizen as we can
in our presumably free enterprise system. We don't want to have the
Government tax or spend any more money than is absolutely essential,
at least I don't, and I think most of us in the Congress don't. I don't
think you do either.

Mr. SURREY. That is right. I really don't want to take the time of the
committee, but, if I did, I could go into that other matter, t-hat is, that
essentially, in a free-enterprise system, it doesn't necessarily follow
that you have to use tax credits.

In other words, if you look at most of the incentive bills, and this is
what people generally tend to overlook, in most of the bills-in the
manpower training area, for example-everything has to be approved
by the Secretary of Labor before you get your tax credit. You have to
hire an eligible employee, certified by the Secretary of Labor. You have
to be an eligible employer certified by the Secretary of Labor as having
maintained certain wage standards, certain nondiscrimination stand-
ards, and the like.

After you get all these certifications, then you get your tax credit.
But it is not basically necessary to the end result to say then you get
your tax credit. You could equally say then you get a direct payment by
the Secretary of Labor.

Chairman PROXMIRE. Then you have the element we haven't dis-
cussed so far, of not only the undesirability of a Ways and Means Com-
mittee or a Finance Committee which hasn't had the opportunity to go
into depth here, because they have so many other things to do, but more
importantly, perhaps, you have the tax collector branch of the Govern-
ment acting to direct, supervise, influence an area in which they don't
really have any real competence. Otherwise, instead, you should have
the area which does have the competency to do it.

Mr. SURREY. That is correct.
Representative CONABLE. I think also you have to take into con-

sideration the psychological factor. A lot of times people are willing
to apply for tax credits who never would participate directly in a
Government program. Therefore, the tax credit route may be more
stimulative to the solution of the problem than the direct Government
program simply because the prejudice some people have of dealing
with the Government and their desire to minimize their taxes.

Mr. SURREY. I thought about that a great deal, Mr. Conable, because
I have been trying to figure out whether it was a rational or irrational
position.

Representative CONABLE. That doesn't matter if the prejudice is
real.

Mr. SUIRREY. I think it is real because generally the tax credit mech-
anism is misunderstood. To a considerable extent, and just permit me
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to say this, I think most businessmen have been misled in thinking
about tax credits by the investment credit. To get that credit they
didn't have to ask the Department of Commerce could they buy this
machine. They just went ahead and bought the machine and got the
credit. But if you will look at the various bills for tax credits for
manpower training, that isn't the case. There the employer has to get
the certifications of the Department of Labor. Businessmen think
when they are using tax credits that they are not going to get enmeshed
in Government bureaucracy, and that the hand of Government will
not be upon them. But they don't read the bills carefully.

In all these bills for tax credits for housing that were in the Senate,
the credits were for housing certified by the Secretary of HUD and
the like, and the businessmen would all have to go down to HUD to
get it all certified. So they are enmeshed.

I think they have been largely thinking of the kinds of tax credits
we have had up to now, one the investment credit and you don't go
to the Department of Commerce for that, and the other the foreign
tax credit, and you don't go anywhere for that. But these new types
of social tax credits that have been suggested are much more rigorously
constructed because the people thinking about them are quite sensible.
They want. the kind of housing we need and they want the housing
that is certified by HIJD. So businessmen would be involved in Gov-
ernment bureaucracy. I don't think they appreciate the fact; but that
is the way it would end up. At that point, whether they will still
want the tax credits or not, I don't know.

We have run our whole space program and so on without tax
credits-and successfully.

Representative CONABLE. A lot of people are tax-oriented that are
not Government-contract oriented. There is no question about that.

Chairman PROXMIRE. Mr. Brown?
Representative BROWN. When you get into the pollution area, you

can argue, I assume, you could force this investment simply by the
impact of law, and require that somebody invest in this or close down,
so that you don't have to give them any money directly or you don't
have to give them any benefit through the tax credit approach. The
reason, of course, for not doing that is that in many instances it would
force the industry just simply to close down because they don't have
the resources.

It seems to me that the reason for the tax credit approach being
more desirable than the direct grant approach is that it gives the
industry a little flexibility within its own operating requirements to
make the decision when it wants to make it, and to make it to the
extent that it wants to make it, in other words, to judge the amount of
its resources it feels it can devote to this purpose.

Mr. SuiRREY. It doesn't work that way, Mr. Brown.
What you -are saying is, essentially, I think correct. You are saying

that in the pollution area people who build new plants are going to
have to put in adequate features, and people who have old plants will
put them in, generally speaking, under the force of the community
concerned or a law, and this will be costly.

The question arises, should the Government assist these people in
handling this cost? That is a perfectly legitimate question, and one
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can answer the question, although I am not saying it need so be so
answered: Yes; Government assistance should be given.

Having said all that, we come down to the particular question: How
will the assistance be given? If you look at the current tax bill, which
does give that assistance through 5-year tax amortization, the bill
requires certifications by the various Government agencies concerned.
You cannot get the tax benefit until the machinery has been certified
and everything else. So the Government control is there. Once that
control is there, I don't see the need to drag in the tax system. The
certifying agency could say, "If you need assistance, we can write you
the check." The check need not be written through the tax system by
the Treasury Department.

Representative BROWN. But, again, it seems to me that you may be
using the direct Government assistance to sustain an unsound economic
unit in some way, whereas in the tax credit approach the economic
unit has to be sound in order to sustain itself to start with.

Mr. SURREY. No, they both are the same in this regard.
Chairman PROXMIRE. Will you yield at that point? I think there is

another argument on the other side. That is, by using the tax credit you
may be subsidizing an unsound method. For example, as I understand,
this would subsidize the use of equipment as compared with using a
low-sulfur fuel, which might be by far the most efficient way of re-
ducing pollution, but you don't use it because it is hard to write that
into the tax law, the kind of fuel you get, as a tax credit.

'So the tax credit would work to a misallocation of resources and an
inefficient method of combating pollution.

Mr. SURREY. I believe you are 100-percent correct. That is one of
the reasons that people have objected to the use of the tax system. It
puts blinkers on, in a sense, and focuses the control of pollution only
along the machinery route and does not, as you indicate, open up other
vistas for use in pollution control.

Representative BROWN. It seems to me, in any event, that we have to
look in Government, a long, long way down the road in tax law in
addition to the direct appropriation route. I would cite the example of
the railroads in this country which are in deep trouble because the
depreciation laws, I think, basically, have not been considerate of the
competitive developments that have occurred in the transportation
area.

Both Government and the industry, I think, are at fault in this
regard. In a way, the railroads have been living off of the original
gifts that the Government gave them, which is the beginning, maybe,
of this argument about how we are going to stimulate the develop-
ments that we think from the Federal level are economically beneficial
to the country.

I think you have made some very interesting points in this area.
I would suggest, however, that we are likely to continue to use both
mechanisms whether we want to or not, and even whether we can
write the laws soundly to do all the things that we ought to do. I think
the point Chairman Proxmire made, relating to the inability to cover
the use of fuels, is really a problem in the drafting of legislation. I
think it could be covered legislatively, if you wanted to determine the
extent to which you could charge off expenses for this particular kind
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of fuel. I assume if you can change the rules with reference to taxes
on investments, tax credits, that you can also make your tax laws read
that the cost of a fuel being charged off against your taxes to the
extent of three times its actua cost. Why not?

Chairman PROXmiRE. The Treasury worked hard on this. This was
obviously a shortcoming in the law, and they just couldn't come up
with an answer.

Mr. SURREY. I think you will find most people who worked in the
pollution control area would give the tax route a very low priority for
that reason.

Chairman PROXMIRE. When was the Tax Expenditure Budget first
calculated by Treasury?

Mr. SURREY. The first calculation was in connection with the report
for the fiscal year 1968. Therefore, the calculation was made during
calendar 1968.

Chairman PROXMrIRE. Was it opposed when it was first released?
Mr. SURREY. Opposed?
Chairman PROXMIRE. Yes, the Tax Expenditure Budget approach.
Mr. SURREY. I have not, myself, seen any criticism by anybody in

Government of the analysis.
Chairman PROXMIRE. Were attempts made at that time to get it in-

serted into the budget document?
Mr. SURREY. There were discussions with the Budget Bureau, but

my feeling is that the Budget Bureau feels it did not have sufficient
time to consider the matter in depth along with its other problems.

Chairman PROXMIIRE. Why, in your judgment, have these attempts
been unsuccessful up until now, to get the tax expenditure budget
inserted into the budget document?

Mr. SURREY. I think because of the newness of the matter. In other
words, really the first time a careful analysis was made was in calen-
dar 1968 in connection with the Secretary of the Treasury's report for
fiscal year 1968. That was really the first time that anybody had
before them a document which they could look at and say, "Does this
stand the test of accuracy? Does it stand the test of economic validity
and the like?"

I would say right now we are at the stage where we have this now.
It was done a year ago, and people have looked at it. They can now
consider the matter carefully as to including it in the budget.

Chairman PROXMIRE. What has been the reaction of the Bureau of
the Budget to a revision of the budget?

Mr. SURREY. The Budget Bureau in 1968 essentially did support
this whole approach. I think simply in 1968 there was not sufficient
time at the end of the year when the budget was being prepared to
consider its inclusion in that document at that time.

You do have a number of questions, such as the one you raised, should
it be a special analysis or should it be included along with the regular
expenditures and the like?

Chairman PROXMIRE. If you could have a part of this that was in-
cluded, it seems to me it would arm us with a lot more useful material
for floor debate and also in the committee. I am a member of the
Appropriations Committee. If we should have this in the committee,
we would be in a much better position to appraise exactly what we are
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doing than if we have a special analysis tucked away that the experts
look at but very few members of Congress, who are busy, as you know,
and haven't a chance to look at it.

Mr. SURREY. That would be the ideal way.
Chairman PROXMIRE. You refer to the CONSAD cost-benefit study

for the tax expenditures for oil and gas. What was the result of
that study?

Mr. SuRREY. That study was made for the Treasury Department and
published by it. Essentially, the CONSAD study indicated that the
Government is spending abut a billion and a half dollars through
the tax system on the oil and gas industry, but as far as the CONSAD
study would indicate it was obtaining a very small amount in the way
of actual additions to reserves.

I think it was in the ratio of spending a billion and a half dollars
and getting only about $150 million annually in the way of additions
to reserves.

Chairman PROXMIRE. On that it would include the oil depletion,
intangible drilling costs, and the other benefits?

Mr. SuRREY. Yes, for oil and gas.
Chairman PROXMIRE. They are spending a billion and a half and

getting about $150 million in addition reserves?
Mr. SuRREY. Which presumably is the reason why the billion and a

half is being spent-to increase reserves.
Chairman PROXMIRE. They didn't spend that billion and a half in

this way. Was there any consideration as to whether there was a more
economic way? Would it be possible to increase reserves by a direct
appropriation ?

Mr. SIuRREY. The CONSAD study did not go into that, but one
would think that there could be methods of direct expenditure that
are more effective if it thought necessary to provide the assistance. It
may be that the absence of $150 million reserves annually is not a sig-
nificant amount. Essentially, the CONSAD study indicates it is not a
significant amount.

Chairman PRoxMim. With what is going on in Alaska it especially
pales into insignificance.

Mr. SuRREY. Yes.
Chairman PROXMIRE. You say many of the tax expenditures are due

to administrative rulings rather than congressional consideration. Can
you give us an example of a tax expenditure occurring through an
administrative ruling and about what portion of the tax expenditures
are accounted for by administrative rulings rather than congressional
decisions?

Mr. SuRREY. I can't answer the last, though it is an interesting ques-
tion.

For example, the current deduction of intangible drilling expendi-
tures started off as an administrative ruling, and it only became a
legislative matter much later after a court decision cast doubt upon
it. But for most of the period of time it was simply a ruling by the
Internal Revenue Service way back in the early history of the income
tax, that you could expense or capitalize intangible drilling expenses.

Chairman PROXMIRE. It is an enormous benefit to the oil industry,
and it was just a matter of a ruling by somebody in the Treasury De-
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partment that that was their interpretation. But there was no ex-
plicit statutory justification?

Mr. SURREY. I don't want to say no explicit statutory justification
because I would have to go back and analyze the matter. But it was
certainly not viewed as being bared on any necessity to develop our
natural resources, and should money be spent in the public interest
for this purpose? I think it was more a matter of administrative con-
venience, of handling the accounting.

Equally, most of the agricultural problems that are being discussed
now in the tax reform bill grow out of a ruling by the Internal Revenue
Service that farmers, no matter how large their inventories, can be
on the cash method of accounting and need not capitalize certain
expenditures. But that is a ruling of the Treasury Department. It is
not a statutory matter.

In time, the revenue involved in these rulings grows to very large
amounts, but it is not preceived at the time that the ruling is made
because the focus is on administrative matters.

Now all these items are defended as being necessary for the survival
of this or that industry when originally, of course, that was not even
in question. It was just a technical tax question.

The excess bad-debt reserves of banks is an Internal Revenue De-
partment ruling, not a statutory matter at all.

Chairman PROXMIRE. I just have a couple of other questions, but they
are questions that really intrigue me.

The first one is: Some people have referred to price expenditures in
the same context as tax expenditures. Price expenditures are described
as actions taken by the Government which directly affect the price
paid by a consumer and, hence, affect spending patterns and resource
allocations.

For example, the oil import quota results in a higher price for gaso-
line and fuel oil, and so forth, and because people spend more because
of the oil import quota, you get more resources flowing into this par-
ticular industry.

Do you see any analogy between price expenditures in that sense and
tax expenditures? Do you see any possibility of altering-I don't want
to go too far on this-altering the budget document to include price
expenditure data as well as that on direct expenditure and tax
expenditure?

Mr. SuRREY. I just don't think I ought to venture an opinion on
that. It is not my field, and I have not thought about it. In a sense you
are also talking about custom laws and so forth.

Chairman PROXMIRE. We have all kinds of testimony from experts
as to how much the oil imports are costing the American consumer,
and it is billions of dollars a year.

Mr. SuRRmy. I am aware of the hearings that are going on in other
parts of Congress with respect to this matter. I think I will just
leave it there, not being an expert in that particular program. I have
not reflected on the point you raise, that price expenditures may be
another aspect that should be looked into.

Chairman PROX3IIRE. This committee especially, it seems to me,
should be interested in that, because no other committee would really
have the kind of overall interest that we would have. It seems to me
this committee could make another useful contribution.

36-125 O-70-pt. 1-11
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You have direct appropriations, tax expenditures, and then you have
price expenditures, which are brought about by Government action of
this kind.

I was fascinated by your assertion that the Federal Government
spends more on commerce and transportation through the tax system
than by direct expenditures, $9.7 billion relative to $9 billion.

Could you elaborate on how you arrive at this estimate?
Mr. SURREY. The significant item there in the tax expenditure aspect

would be the investment credit, but I could just list a few of these to
give you a sense of what is involved.

'Chairman PROXMIRE. That would be only part of it. The investment
credit for everything is only $3 billion. This is $9.7 billion.

Mr. SURREY. Some of the other matters that are listed are the
deductibility of interest on consumer credit, $1.3 billion, personal
interest; the corporate surtax exemption for small business, which is
$1.8 billion; the dividend exclusion, $225 million; excess depreciation
on buildings, $500 million; expensing of research and development
expenditures, $500 million. These are some of the big items involved
in the total.

Chairman PROXMIRE. In your judgment, do the objectives served by
these tax expenditures tend to contradict or complement direct expendi-
tures in the same categories?

Mr. SURREY. I think in many cases they contradict direct expendi-
tures. For example, take the case of housing. As far as one can tell from
the direct expenditures, the basic interest of Government in the housing
area is in low-income housing. That is what we are directly spending
money on.

Chairman PROXMIRE. Except the FHA, of course, has had a far
more substantial influence in middle- and upper-income housing. They
almost exclude'low-income housing.

Mr. SURREY. I am talking about rental housing, not owner-occupied
housing, and other buildings. Let me put it this way. The only interest
the Government has generally in subsidizing buildings has been in low-
income residential rental housing, leaving out the owner-occupied area.
But through the tax system, we spend about $1 billion on all buildings.
That tends to take labor, take investment, and so forth, and crowd it
or push it all into the building area generally, and make that area
attractive, where, through the direct expenditures, we are trying to
induce people to put their money into low-income rental housing.

We are working at cross-purposes in the whole building area by
spending far more on office buildings, motels, and shopping centers,
through the Government mechanisms, than low-income housing.

Chairman PROXMIRE. Here is an example where a breakdown or
specificity in your analysis would be useful, just to know that the tax
expenditures are contributing to housing not being very useful.

But if we knew that it was contributing in a kind of cross-purpose
and shifting resources from where they are needed most to where they
are not needed, and where you cannot make a case on the basis of
equity that you have to have it, it seems to me would be most useful
to the Congress in correcting this unfortunate point.

Mr. SmRREY. Really, in many of these tax expenditure areas there
has been no cost-benefit analysis of the kind you are indicating, which
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ought to be made. Once the expenditures are listed, then my guess is
there would be these analyses, the same as have been those developed
with respect to direct Government expenditures.

Chairman PROXMIRE. Thank you very, very much, Mr. Surrey. You
have done a wonderful job. This is most interesting and useful to us.
We deeply appreciate your coming before us.

Mr. SURREY. Tha-nk you.
Chairman PROXMIRE. The subcommittee will reconvene on Friday of

this week to hear Mr. Charles Zwick, former Director of the Budget,
and Mr. Lee White, former Chairman of the Federal Power Commis-
sion. That will be in this room.

(Whereupon, at 12:30 p.m., the subcommittee recessed, to reconvene
at 10 a.m., Friday, September 19,1969.)



ECONOMIC ANALYSIS AND THE EFFICIENCY
OF GOVERNMENT

FRIDAY, SEPTEMBER 19, 1969

CONGRESS OF THE UNITED STATES,
SUBCOMMITrEE ON ECONOMY IN GovERNmENT

OF THE Joirr ECONOMI COMMrITEE,
Wa8hrngton, D.C.

The Subcommittee on Economy in Government met at 10 a.m., pur-
suant to call, in room S-407, the Capitol, Hon. William Proxmire
(chairman of the subcommittee) presiding.

Present: Senator Proxmire and Representative Conable.
Also present: John R. Stark, executive director; Robert H. Have-

man and Richard F. Kaufman, economists; and George D. Krumb-
haar, minority economist.

Chairman PROXMIRF The subcommittee will come to order.
The problem of inefficiency, unresponsiveness, and waste in Govern-

ment is one of the most serious problems confronting this society. Tax-
payers see their income siphoned off in high taxes and spent on un-
productive programs by many in the bureaucracy who know little of
the need to be cost-conscious in dealing with the public trust. The poor
and minority groups see. the wealth of the Nation used to subsidize the
largest and most powerful corporations and line the pockets of the
most wealthy of their stockholders.

Consumers see Federal rulemakers who have an economic stake in
the decisions they make and regulatory bodies which are infected with
the views of the very sector they are to regulate. It is on this waste,
subsidization, inefficiency, and unresponsiveness of Government which
this set of hearings is spotlighting.

It is not "paper clip" waste with which we are primarily concerned.
It is program waste-the use of vast amounts of national resources for
unproductive and low-priority purposes. It is the problem of a Gov-
ernment which fails to change priorities when circumstances and de-
mands change. It is the basic question of the right of a Government
to command a part of the income of its citizens to be used for purposes
which fails to meet their demands, for purposes which would be
rejected if they were more fully understood.

During the hearings of the subcommittee on both the military budget
and the planning-programing-budgeting system, the enormity of waste
and the lack of cost-consciousness in the Government has been repeat-
edly impressed upon us. Experts from many fields pointed out how
up to $10 billion could be eliminated from the military budget with
no loss of national security effectiveness. Inconsistencies in program

(161)
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evaluation in other areas imply that equivalent waste is to be found in
the nonmilitary budget.

Moreover, recent information on Government rulemaking and reve-
nue policy indicates that these areas also involve significant shifts of
resources of wealth which are uneconomic and inequitable. As Senator
Goldwater testified in encouraging this subcommittee -to take a more
comprehensive look at Federal policy:

I believe there is no excuse for waste and inefficiency in any area of Govern-
ment, whether it is in the procedures and practices which have grown up in the
Pentagon or in expenditures for highways, schools, and hospitals.

America has led the way in developing new technologies and in in-
creasing the productivity of its labor and capital resources. As Servan-
Schreiber has pointed out, the American genius to invent, innovate,
and apply new technologies has made this Nation the challenge of the
entire world.

It appears, however, that this spirit of innovation has so far been
limited to the private sector. No one hag recorded any comparable
challenge forthcoming from the effectiveness and efficiency of Gov-
ernment. In the public sector we have lagged in developing and fund-
ing programs which respond to new social needs and international
realities, we have lagged in applying the techniques of modern man-
agement and decisionmaking to public policy matters; we have failed
to correct the program errors which we made in past years; we have
not brought analysis and information to bear on decisions when such
knowledge was available; we have failed to root out those programs
with obsolete missions, and we have let major subsidies to vested inter-
ests stand unchallenged.

In this set of hearings, we are continuing our concern with priorities
and efficiency, begun with our study of the military budget. We are
placing the spotlight of economic analysis on the full range of direct
expenditure, "tax expenditure" and rulemaking policies, and ask if
what we are doing is worth the candle.

The practices of the regulatory agencies as well as policies in the
areas of pollution control, medical care, maritime and aviation policy,
irrigation, flood control, and navigation expenditures, urban develop-
ment, and aid to higher education policy will all be studied by the
subcommittee.

Hopefully, through this investigation we can develop proposals for
increasing the role of economic analysis in securing an efficient, respon-
sive government.

Today, we are honored to have as our first witness Dr. Charles
Zwick, formerly Director of the Bureau of the Budget.

Dr. Zwick received his B.A. degree from the University of Con-
necticut and his Ph. D. in economics from Harvard University. Prior
to his service in the Federal Government, Dr. Zwick taught at Harvard
and spent several years as a research economist at the Rand Corp.

From 1964 to 1968, he served at the Bureau of the Budget, conclud-
ing his stay there as Director. He has authored several articles on eco-
nomics and an important volume on transportation economics.

Dr. Zwick, we are delighted to have you, and you may proceed with
your statement.
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STATEMENT OF CHARLES J. ZWICK, PRESIDENT OF SOUTHEAST
BANCORPORATION, MIAMI, FiA.

Mr. ZWICK. Thank you, Mr. Chairman. It is a pleasure to be here
to talk on a subject of major importance. This committee is making a
major contribution with these hearings.

Your earlier hearings have laid out the history of PPB in Gov-
ernment. I will not attempt to retell this history today, but I would
like to make an observation, and that is that a system does exist. It
is not perfect-it has many problems-but a system does exist and
some significant budget improvements have occurred because of that
system.

Let me first start by talking about the several roles of analysis, and
I think the plural here is important. The traditionally assigned role
for analysis is to display the impact of Government on policy ob-
jectives-in the technical jargon of the economist, relating inputs to
output measures.

Stating this function simply, it is asking the right questions about a
program. What are we trying to accomplish? How effective is program
A compared with program B in. meeting these objectives? What are
the costs of alternative courses of action?

Good analysis by definition answers these questions.
A second, and I would argue equally important role for analysis,

is to serve as an irritant, as an instrument of change in a system domi-
nated by inertia.

In this capacity, analysis is used as an instrument by those who want
to reorder program priorities and expenditures. By questioning pro-
gram objectives and effectiveness and basing their inquiries on "expert
analysis," partisans have found analysis a useful ally in accomplish-
ing predetermined policy objectives. In fact, it is currently unthinkable
to enter a major public policy debate without a full cadre of experts
and extensive analyses to support one's point of view.

A third and I think also important role of analysis is that it affects
the level at which decisions are made within the executive branch of
Government. Typically analysis has been portrayed as neutral with
respect to where decisions are made within a bureaucratic structure.

This is simply not true. Analysis, by making explicit assumptions
and rationale which were in the past implicit, or unstated, has made
it possible for higher echelons of the executive branch to participate
in these decisions. Whether one views this as a useful development
depends, of course, on one's position. As the old saw goes, "Where one
stands on an issue in Washington depends on where he sits," is un-
fortunately more true than we like to admit.

Because of the PPB system, agency heads have been able to increase
their control over their subordinate units. My assessment of this event
was that they applauded it. Agency heads appreciated their increased
ability to control their subordinate units. But they did not applaud
the possibility of the Executive Office of the President increasing its
control over their agencies. Similarly, those of us who toiled in the
Executive Office of the President were sure that our increased ability
to participate in agency decisions was clearly desirable, but we always
questioned whether or not all this information should be made avail-
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able to Congress, so that it could participate more effectively in these
decisions. Simply stated, analysis does affect the level at which deci-
sionmaking can take place, and therefore plays an important third
role. It is simply true that decisionmakers at various levels of Govern-
ment are guided by different objectives and different criteria.

Just a few words on the limits to analysis. These are well known.
First and most obvious is that it can be misused to prove a point with
partial, incorrect, or fabricated data. In this aspect it is no different
from any other technique of debate.

Also, analysis can be expensive in both time and money. Relative to
public policy decisions at stake, the amount of money spent on anal-
ysis-might be small but time is always an irritant. Impatient people
cannot wait for analysis, they demand action.

It is also true-and this is a point I would like to underscore-that
good analyses are usually partial in nature. They illuminate one, or at
most, a few aspects of a problem but do not deal with all facets. This is
good analysis technique but not adequate for the needs of most public
policy decisions in this rapidly changing world. It is rarely possible
for an analyst to anticipate all the issues that will be relevant at the
time a policy decision is made.

But the most important limiting aspect of analysis is that it is
highly dependent on the objectives-outputs-that one specifies. Most
of the important policy issues go directly to program objectives.

I will indicate two examples. It is necessary or desirable that a sig-
nificant portion of our export trade be carried in U.S. bottoms? Much
of the debate about maritime policy stems from different conclusions
about this objective. Do we believe that users of the airway system
should pay for the cost of the system, or should the airways be the
responsibility of the general taxpayer? These are illustrative of very
basic policy objectives. The assumption one makes about these objec-
tives will shape dramatically the structure and results of an analysis.

Perhaps the most important conclusion to reach in face of these
limitations of analysis is an oft-stated truth; namely, that analysis
can be helpful but is not a substitute for tough-minded decisions on
the part of responsible public officials. Stated another way, analysis
will never substitute for political backbone. Analysis can be an in-
gredient and help provide backbone, but in the end, analysis cannot
substitute for difficult public policy decisions.

You have asked me to outline areas in which progress can be made.
The key area at this point in history is congressional interest. If and
only if the Congress takes interest in these analyses will they flourish
within the executive branch of Government. Agency heads are busy,
harried individuals who will listen to those people within their orga-
nizations who can get an appropriation bill through Congress. If the
Congress shapes the dialog by demanding appropriate analyses to
support assertions by the executive branch, the agency head will im-
mediately show more interest in program analysis. If on the other
hand Congress carries out its review of programs and appropriations
with inadequate data and in an out-of-date committee structure, the
role of analysis within the executive branch is immediately depre-
ciated.

Lest it appear that my objective is to place all responsibility for
lack of future progress on the Congress, let me quickly take some
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responsibility here. Those of us who were involved in the early days
of the PPB system were so preoccupied with internal executive branch
problems and interfaces that from time to time we forgot that there
was a legislative branch of Government.

I am sure you gentlemen think we forgot it more than we did but
it is clear that from time to time we forgot there was a legislative
branch of Government.

There is another old pro in the executive branch who kept remind-
ing me during those days that "somebody beside us must like the
system, and I mean by that, the Congress. We have to come to terms
with Congress or the system will not be effective in the long run." The
Congress and the executive branch have yet to come to terms on this
issue.

Simply stated, congressional interest and capacity are absolutely
essential to major advances in the executive branch of Government,
because of this interaction between congressional interest and the focus
of the senior officials in the executive branch.

A second major area for improving analysis capability of the Gov-
ernment is additional work on the distributional impact of programs.
In brief, how does the program affect various regions and client
groups? Most analyses have ignored these issues.

Economists, in particular, like to emphasize the efficiency aspect
of a program, ignoring the distributional impact of program changes.
If I learned anything in my three and a half years in Washington it
was that Members of Congress are very much concerned with distribu-
tional impact. How does it affect their constituents in particular, and
more generally, given their basic political orientation, what groups
are favored and what groups are disadvantaged by a special course
of action?

The distributional impact of policy changes should be a standard
requirement for an analysis effort. In the excellent volume the com-
mittee produced earlier this session, Professor James T. Bonnen of
the Michigan State University discusses this problem and points out
that it is almost impossible to find data on distributional impacts
of Federal programs. But until analyses provide information on
this issue, they will continue to be politely received and then set aside
as not completely relevant to the serious business of congressional
decisionmaking.

A third area that I would like to emphasize is the need for hard
work on the "small decisions" of Government, in contrast with the
"big decisions." We give more publicity and more attention to big
policy decisions, including major public works activities, new pro-
grams, and the procurement of major systems than we do the hun-
dreds of small decisions involved in running the Federal Government.

There is certain logic to this emphasis, but it is also true that hun-
dreds of small decisions add up to significant sums of money. For
example, President Johnson's 1970 budget included $46 billion of
compensation for both military and civilian personnel. Trying to de-
cide whether "division Y" in "bureau B" needs 100 or 80 people seems
small relative to some of the important policy issues facing the Con-
gress. But a 20-percent difference in personnel costs across the Gov-
ernment would provide budget elbow room of close to $10 billion. As
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another example, consider the Defense budget. Almost half the De-
fense budget is devoted to maintenance and operating expenses. Again,
better utilization of Defense Department resources can have a major
impact on Defense budget requirements. Individually small improve-
ments do add up to very large savings.

Let me in closing highlight these points with several specific ex-
amples.

First, analysis as an irritant and a shape of the decisionmaking
dialog. This committee and the Bureau of the Budget have been at-
tempting to get a more uniform, more appropriate interest rate policy
implemented within the Federal Government. One of the 1969 re-
forms that we did accomplish was a step in this direction. Notice
that I say "step," rather than complete accomplishment. I must frankly
admit that at the time I did not think we would get away with that
one small step.

What really happened was that the opposition said, "All right, we
will allow them to estimate costs of a project using a higher, more
realistic interest rate, but we will open up a new avenue of attack,
namely the inclusion of secondary benefits in the analysis. If we up
benefits by the amount costs have been increased, no harm has been
done." The benefit-cost ratio will be exactly the same as it was before.

I would argue that we made progress because we have moved the
dialog from an old basis to a new basis, and in that movement hope-
fully we make some progress toward more efficient public works deci-
sions. The secondary benefits argument must be addressed, but we have
irritated the system; we have caused a change in the dialog and I am
enough of an optimist to believe that some progress will result.

Almost every major policy issue I can think of is highly dependent
on distributional considerations. The proposed tax reform package, for
example, goes directly to the issue of who should pay the tax bill of
the Federal Government. The impact of the tax policy on long-term
economic growth and stability questions seems to a distant observer
to be receiving less attention.

The issues surrounding our air traffic control and airport system are
not so much issues of whether or not we need additional facilities as
who should pay the cost of these necessary systems-the general tax-
payer or the users of the system?

The use of publicly owned resources is another area heavily influ-
enced by distributional issues. Should the users of the public range, for
example, pay a fair market value for this right as executive policy
dictates, or should it be leased at less than fair market value as a direct
subsidy to specific regions and industries? Should the timber activities
of the Federal Government be shaped by policies which ignore the
geographic income distribution from this public resource, or should
they be used as a subsidy to specific areas?

My experience has been that the use of publicly owned resources is
heavily influenced by distributional issues. To be relevant to decision-
making in this area, analyses must explicitly spell out distributional
effects.

The question of increased congressional involvement remains. Per-
haps the time has come to create a commission on the appropriate role
and limits of analysis in the development of public policy. A commis-
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sion could be created by congressional action or by Presidential initia-
tives. If the commission is to be successful, it must include representa-
tives of both the legislative and executive branches of Government.
Nongovernmental members should include both technicians and other
individuals with experience in Government.

Hopefully, such a commission would define a framework for the
support and the use of analyses focused on public policy decisions.
High on my list of concerns for the commission would be the issue
of privileged information. This highly important matter should not
be left to the partisans whether they are in the executive branch,
Congress, or are technicians. Research workers, for example, have a
bias for complete disclosure. This problem alone will tax the best
judgment of the commission members and is the key to furthering the
role of analysis in pub]ic policy formation.

I am normally suspicious of commissions, but I believe the time is
now appropriate for this one. Diverse congressional guidelines con-
cerning analysis exist and are proliferating. In the Corps of Engineers
we have Congress directing specific studies and directing that they
be made in what I believe to be a biased fashion. New appropriation
bills are having riders attached to them every day. The whole issue
of executive privilege here it seems to me needs to be looked at in a
fundamental way, and if we can make progress here, I think we will
have taken an important next step.

A commission would be a logical followup to the recent Commission
on Budget Concepts, which was highly successful. To digress for a
minute, 7 want to applaud the current Secretary of the Treasury and
the Budget Director for sticking to their guns.

I know they are under a lot of pressure to back off from the new,
unified budget concept, because if we went back to the old adminis-
trative budget we would show a deficit rather than a surplus. I think
the unified budget was an important step in the right direction, and
I am delighted to see that they are sticking to their guns on this one.

But if you look at the report of the Commission on Budget Con-
cepts, probably the most unsatisfatcory part of that Commission
Study was a chapter on the publishing of information. Dialogs, Sena-
tor Proxmire, that you and I have had in the past on making avail-
able information to the Congress about what we really think
expenditures are going to be for the next year are relevant here. The
administration has just come out with a new summer review.

Many of these issues have not been addressed and agreed upon as
a procedural matter, and I do think the time has come when a com-
mission, if properly structured, could make an important contribution.
I believe you have to have both legislative and executive branch mem-
bers on it, plus nontechnicians to give this question of privileged in-
formation a broader perspective.

My testimony this morning has been very simple and brief; I did
this deliberately. The issues here are fairly simple, not complex. The
issue is overcoming inertia, and this is, of course, always a difficult
matter. I will be happy to try to answer any questions.

(The prepared statement of Dr. Zwick for inclusion in the record
follows:)
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PREPARED STATEMENT OF CHARLES J. ZWICK

Mr. Chairman and Members of the Committee: It is indeed a pleasure to have
an opportunity to appear before you today. The subject under consideration is
clearly important. My observations are based on a three and one-half year tour
in the Bureau of the Budget and also my efforts as a research economist prior
to joining the Bureau.

The history of program analysis in the Federal Government is well documented
and I do not propose to recount it today. Several facets of this history are impor-
tant to my remarks. First, despite failures and frustrations, the ability of the
executive branch to carry out competent analyses has developed significantly
over the last eight years. Increased emphasis on analysis, first in the defense
department, and then in other parts of the government with the introduction of
the Planning, Programing, and Budgeting System (P.P.B.) has, in fact, in-
fluenced markedly budget making in the executive branch. This is not to deny
that major improvements remain to be made, but to highlight a fact that some-
times is lost in our concern with improving the system.

A system exists and it will not go away easily. The highest compliment I have
heard concerning the progress made since the introduction of the P.P.B. system
on a governmentwide basis in 1965 is a comment made by one of those cele-
brated old bureaucrats who said to me roughly a year ago, "I have been looking
at the progress of this system. It has now been established in various depart-
ments and agencies, and I have concluded that it will not go away by itself; it
will take a major effort to completely discredit and eliminate its influence on
decisionmaking within the executive branch." This is high praise indeed because
we are talking about a fundamental reshaping of the decisionmaking process.
Such revolutions take time and are necessarily painful.

THE SEVERAL ROLES OF ANALYSIS

It is important to recognize that analysis plays several roles in policy formu-
lation and program execution. First, its traditionally assigned role is to display
the impact of government action on policy objectives-in technical jargon re-
lating inputs to output measures. Stating this function simply, it is asking the
right questions about a program. What are we trying to accomplish? How effec-
tive is program A compared with program B in meeting these objectives? What
are the costs of alternative courses of action? Good analysis by definition accom-
plishes this important task.

A second, and an equally important role for analysis, is to serve as an irritant,
an instrument of change in a system dominated by inertia. In this capacity
analysis is used as an instrument by those who want to reorder program priorities
and expenditures. By questioning program objectives and effectiveness and
basing their inquiries on "expert analysis", partisans have found analysis a
useful ally in accomplishing predetermined policy objectives. In fact, it is cur-
rently unthinkable to enter a major public policy debate without a full cadre
of experts and extensive analyses to support one's point of view.

The increased stress On analysis has also had an important effect on the
level at which decisions are made within the executive branch. Typically analysis
has been portrayed as neutral with respect to where decisions are made within
the bureaucrat structure. This is simply not true. Analysis, by making explicit
assumptions and rationale which were in the past implicit, or unstated has made
it possible for higher echelons of the executive branch to participate in these
decisions. Whether one views this as a useful development depends, of course,
on where one is temporarily housed within the bureaucratic structure. The old
saw that "where one stands on an issue in Washington depends on where he sits"
is unfortunately more true than we like to admit.

Because of the P.P.B. system, agency heads have been able to increase their
control over their subordinate units. They applauded this development but
agency heads have been reluctant to see the Executive Office of the President
increase its control over their agency. Similarly, those of us who toiled in the
Executive Office of the President were sure that our increased ability to partici-
pate in executive branch decisions was clearly desirable, but we always questioned
whether or not all this information should be made available to congress, so that
it could participate more effectively in these decisions.

Stated simply, analysis does affect the level at which decisionmaking can take
place, and therefore plays an important third role. It is simply true that decision-
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makers at various levels of government are guided by different objectives and
different criteria. By altering the level within the bureaucratic structure at
which decisions are made, public policy is affected because different levels of
the System place varying weights on the several criteria that are relevant in
major policy decisions.

In summary, an increased emphasis on analysis has shaped the dialogue
Involved in governmental policy making in three distinct ways. These are:

By changing the format for displaying program information.
By serving as an irritant or vehicle to overcome inertia.
By changing the level within the executive branch where decisions are made.

THE LIMITS TO ANALYSIS

It is appropriate to pause at this point and briefly highlight the limitations
of analysis. The first and most obvious is that it can be misused to prove a point
with partial, incorrect, or fabricated data. It is no different in this respect than
other techniques of debate.

Analysis can also be expensive in both time. and money. Relative to the public
policy decisions at stake, the money spent on analysis might appear small, but
the time element is always an irritant. Impatient people cannot wait for anal-
ysis; they demand action. And it is also true that most good analyses are partial
in nature. They illuminate one or a few aspects of a problem, but do not deal
with all facets. This is good analysis technique, but not consistent with the needs
of most policy decisions in this rapidly changing world. It is rarely possible for
an analyst to anticipate all the issues that will be relevant at the time a policy
decision is made.

But the most important limiting aspect of analysis is that it is highly depend-
ent on the objectives (outputs) that one specifies. Most of the important policy
issues go directly to program objectives. It is necessary or desirable that a sig-
nificant portion of our export trade be carried in U.S. bottoms? Much of the
debate about maritime policy stems from different conclusions about this objec-
tive. Do we believe that users of the airway system should pay for the cost of
the system, or should the airways be the responsibility of the general tax payer?
These are illustrative of very basic policy objectives. The assumptions that are
made in an analysis about these objectives will shape dramatically its structure
and results.

Perhaps the most important conclusion to reach in face of these limitations of
analysis is an oft-stated truth; namely, that analysis can be helpful but is not
a substitute for tough-minded decisions on the part of responsible public officials.
Stated another way, analysis will never substitute for political backbone. Analyses
can be an ingredient and help provide backbone, but in the end, analysis cannot
substitute for difficult public policy decisions.

To provide a specific example, we hear much about the need to reorder priori-
ties, to cut out the less important programs, and to proceed in a more focused
budgetary manner. On page 22 of the 1969 budget that President Johnson sub-
mitted to congress, more than a dozen program reforms were proposed. Almost
two years later, only two have been adopted; one by executive branch action;
the second through legislation. The others were too tough: they involved hard
choices which the congress was not prepared to make. I would argue that analysis
was not inadequate.in these cases; I doubt if more analysis would have changed
the record. Analysis can provide relevant information, but it cannot provide poli-
tical courage or will.

AREAS WVHERE IMPROvED PERFORM1ANCE IS NEEDED

You have asked me to outline areas in which progress can be made. Let me
start by suggesting that a key area is congressional interest. If, and only if, the
congress shows interest in these analyses will they flourish within the executive
branch of the government. Agency heads are busy, harried individuals who will
listen to those people within their organizations who can get an appropriation bill
through congress. If the congress shapes the dialogue by demanding appropriate
analyses to support assertions by the executive branch, the agency head will im-
mediately show more interest in program analysis. If, on the other hand, congress
carries out its review of programs and appropriations with inadequate data and
in an out-of-date committee structure, the role of analysis within the executive
branch is immediately depreciated.
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Lest it appear that my objective is to place all responsibility for lack of future
progress on the congress, let me quickly take some responsibility here. Those of
us who were involved in the early days of the P.P.B. System were so preoccu-
pied with internal executive branch problems and interfaces that from time to
time we forget that there was a legislative branch of government. There is an-
other old pro in the executive branch who kept reminding me during those days
that "somebody beside us must like the system, and I mean by that, the congress.
We have to come to terms with congress or the system will not be effective in
the long run." The congress and the Executive Branch have yet to come to
terms on this issue.

I will not be foolish enough to tell this committee how to provide the needed
congressional reform. These hearings, of course, are one vehicle, but I believe
you would agree that a great deal remains to be done in terms of congressional
interest. My objective in raising this issue is not to reveal new truth about con-
gressional habit, but to point out that congressional habit and style affects
significantly procedure in the executive branch. Because of this interaction be-
tween congressional style and executive procedure, I believe the next major
effort must be to develop a congressional capability to demand and exploit
analyses. Short of this congressional interest and capability, major advances
will not be made in the executive branch of government.

A second major direction for improving analysis capability of the government
is additional work on the distributional impact of programs. In brief, how does
the program affect various regions and client groups? Most analyses have ignored
these issues. Economists, in particular, like to emphasize the efficiency aspect of
a program ignoring the distributional impact of program changes. If I learned
anything in my three and one-half years in Washington, it was that members of
congress are very much concerned with distributional impact. How does it affect
their constituents in particular, and more generally given their basic political
orientation, what groups are favored, and what groups are disadvantaged by a
specific course of action?

The distributional impact of policy changes should be a standard requirement
for an analysis effort. In the excellent volume this committee produced earlier
this session, Professor James T. Bonnen of the Michigan State University dis-
cusses this problem and points out that it is almost impossible to find data on
distribtuional impacts of federal programs. But until analyses provide informa-
tion on this issue, they will continue to be politely received and then set aside
as not completely relevant to the serious business of congressional decision
making.

A third area that I would like to emphasize is the need for hard work on the
"small decisions" of government, in contrast to the "big decisions". We give more
attention to big policy decisions, including major public works activities, new
programs, and the procurement of major systems than we do to the hundreds of
small decisions involved in running the Federal Government. Although there is
logic to this emphasis, it is also true that hundreds of small decisions add up to
significant sums of money. For example. President Johnson's 1970 budget included
46 billion dollars of compensation for both military and civilian personnel.
Trying to decide whether "di-is on Y" in "b'irpa" B" needs 100 or 80 people
seems small relative to some of the important policy issues facing the congress.
But a 20% difference in personnel eoots across the government would provide
budget elbow room of close to 10 billion dollars. As another example, consider
the defense budget. Almost half the defense budget is devoted to maintenance
and operating expenses. Again, better utilization of defense department resources
can have a major impact on defense budget requirements. Individually small
improvements do add up to very large savings.

It is important that we improve our capability to analyze small program
requirements such as the number of people needed to carry out specific jobs. This
is not glamorous work; it is expensive and time consuming work. The potential
benefits are great, however.

A FEW ILLUSTRATIONs

In closing, I would like to highlight these points by specific examples. First,
analysis as an irritant and a shaper of the decision-making dialogue. This
committee and the Bureau of the Budget have been attempting to get a more
uniform, more appropriate interest rate policy implemented within the Federal



171

Government. One of the 1969 reforms that we did accomplish was a step in this
direction. Notice that I say "step", rather than complete accomplishment. I must
frankly admit that at the time I did not think we would get away with it. What
really happened was that the opposition said, "All right, we will allow them to
estimate costs of a project using a higher more realistic interest rate, but we
will open up a new avenue of attack, namely the inclusion of secondary benefits
in the analysis. If we up benefits by the amount costs have been increased, no
harm has been done." I would argue that we made progress because we have
moved the dialogue from an old basis to a new basis, and in that movement
hopefully we make some progress toward more efficient public works decisions.
The secondary benefits argument must be addressed, but we have irritated the
system; we have caused a change in the dialogue and I am enough of an optimist
to believe that some progress will result.

Almost every major policy issue I can think of is highly dependent on dis-
tributional considerations. The proposed tax reform package, for example, goes
directly to the issue of who should pay the tax bill of the Federal Government.
The impact of the tax policy on long term economic growth and stability ques-
tions seems to a distant observer to be receiving less attention.

The issues surrounding our air traffic control and airport system are not so
much issues of whether or not we need additional facilities as who should pay
the cost of these necessary systems-the general tax payer or the users of the
system? The use of publicly owned resources is another area heavily influenced
by distributional issues. Should the users of the public range, for example, pay
a fair market value for this right as executive policy dictates, or should it be
leased at less than fair market value as a direct subsidy to specific regions and
industries. Should the timber activities of the Federal Government be sha~ped by
policies which ignore the geographic income distribution from this public resource,
or should they be used as a subsidy to specific areas? My experience has been
that the use of publicly owned resources is heavily influenced by distributional
issues. To be relevant to decision-making in this area, analyses must explicitly
spell out distributional effects.

As I have already indicated, small unglamorous changes in the operations of
specific bureaus, divisions, and agencies when accumulated across the govern-
ment can have a major impact on total government spending.

I believe there should be increased congressional interest in making such
changes. To give only one example, the question of how frequently aircraft sub-
systems should be inspected might appear mundane. The answer to the question,
however, determines how many maintenance personnel are needed by the Air
Force. Since roughly one out of every three people in the Air Force are involved
with *maintenance, even small improvements in efficiency can have tremendous
leverage on costs.

I hope these brief remarks have served to highlight several issues that must
be addressed if significant progress is to be made. The question of increased
congressional involvement remains. Perhaps the time has come to create a com-
mission on the appropriate role and limits of analysis in the development of
public policy. A commission could be created by congressional action or by
presidential initiative. If the commission is to be successful, it must include rep-
resentatives of both the legislative and executive branches of government. Non-
governmental members should include both technicians and other individuals
with experience in government.

Hopefully, such a commission would define a framework for the support and
the use of analyses focused on public policy decisions. High on my list of con-
cerns for the commission would be the issue of privileged information. This
highly important matter should not be left to the partisans whether they are
in the executive -branch, congress, or technicians. Research workers, for ex-
ample, have a bias for complete disclosure. This problem alone will tax the best
judgment of the commission members and is key to furthering the role of analy-
sis in public policy formulation.

I am normafly suspicious of commissions, but I believe the time is now appro-
priate for this one. Diverse congressional guidelines exist and are proliferating.
The recent commission on budget concepts was highly successful. A commission
on the uses of analysis would be a logical next step to that effort. If well rea-
soned, its report could provide a broad framework in which all parties can
exploit the insights gained through competent analysis.
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The examples I have given in this testimony are by design limited and simple
because I believe the underlying requirements for progress are not complex.
Overcoming inertia is of course another matter. I have enjoyed this opportunity
and will be most happy to answer any questions you may have.

Chairman PROXMIRE. This is a very fine statement, Dr. Zwick. It
is useful because you have come up with constructive proposals here
that have a lot of merit.

I would like to ask you first, when you say, "Perhaps the most
important conclusions we reach in face of the limitations of analysis
is an oft-stated truth; namely, that analysis can be helpful, but it is
not a substitute for tough-minded decisions on the part of responsible
public officials."

In our debate on whether or not to go ahead with the fourth squad-
ron of the C-5A, that is whether to buy an additional 23 of these giant
cargo planes in addition to the 58 that we already have authorized,
I raised the point that there have been two studies in the Office of
Systems Analysis, which is in the Office of the Secretary of Defense,
both of which say that the fourth squadron would not be cost effec-
tive, that we should not buy it, one of which was made in November,
November 7 of last year, one was made on June 11 of this year.

Regardless of the question asked by the Secretary of Defense, or the
Assistant Secretary in charge of systems analysis the study came up
with no. Yet the Secretary and Assistant Secretary in charge of sys-
tems analysis turned down both those studies, and decided we should
go ahead with a fourth squadron.

I suppose you could say that this was a tough-minded decision but I
might call it something else, tough-minded, hard-headed or knot-
headed. Whatever it is, it was a decision which seemed to contradict
the only studies they had made of the wisdom of whether they should
go ahead with C-5A.

Under these circumstances, I just wonder if there is any recourse
that Congress can have, where you have a study, and it is turned down,
what do you think we ought to do? This involves this executive
privilege argument, too.

Mr. ZWICK. Yes.
Chairman PROXMIRE. It was a secret study made for the Secretary

of Defense. It was a kind of interoffice thing. The Secretary of Defense
was cooperative. He sent his people up and they told me honestly
what the study showed. I think I might have been able to ask for a
secret session of the Senate and we could have brought the studies up
and examined them in detail.

I do not know whether that would have gotten me any more votes
against the C-5A or not.

Mr. ZwIcyK. Without commenting on the last part of that question
as to whether it would have gotten you any more votes, let me respond
to this general issue by first quoting another sentence of my testimony
and then talk about it.

"It is rarely possible for an analyst to anticipate all the issues that
will be relevant at the time of a policy decision."

Now, I would presume in this case the Secretary of Defense con-
sidered other issues that were not in the analysis, issues that he
weighed in reaching a conclusion. What can you do about it? I think
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the most important thing Congress can do about it is ask him what
these issues were. They can be explicit as to what are the criteria.

Chairman PROXMIRE. We did. The first study they claimed that they
did not need them because these were only really necessary in an
emergency, and by flying these 58 planes 15 hours a day, using them
intensively, you would not need the additional 23. The 58 could do
the job. They argued that 15 hours a day was not realistic.

Well, they permitted this whole study to go on on the basis of an
assumption which they were going to reject later as unrealistic.

The second answer was the same kind of thing. They made assump-
tions as to the availability of other transport, the availability of prepo-
sitioned material and all that kind of thing. Then when the whole study
was completed they said well, these were very optimistic assumptions,
that all these things would be available. "For that reason we are not
going to use the findings of this study."

So it looks as if they will make a study and if it satisfies their pre-
conviction, their initial policy position, they will use it. Otherwise they
will just reject it.

Mr. ZWICK. I put this under the heading of "Analysis as an Irri-
tant."

Chairman PROXMIRE. One of the things that Secretary Laird sug-
gested to me the other day was he said Congress ought to have its
own Office of Strategic Systems Analysis. How about that?

Mr. ZWICK. Well, this goes to this whole question of executive priv-
ilege. It is part of it.

Chairman PROXMIRE. Couldn't we have our own? Do you think it
would be practical?

Mr. ZWICK. My guess is that you are going to have to have more
capability than you now have. I think that is too easy an answer just
to say you should have your own unit. Obviously some data that the
taxpayers are paying for that is done in the executive branch should
be made available to the Congress so that you do not have to do it all
over and rediscover at double the cost what we have already paid for.

There are other data that I would suspect will continue to be priv-
ileged in nature, and if that is the case Congress should have a capa-
bility to reach conclusions independently, and test-the executive branch
in what is after all an adversary proceeding between the executive and
the legislative branch. Therefore, I think you need additional capabil-
ity, but I would like somebody to do a better job than I have seen
done to date in sorting through what should be privileged, what should
not be privileged.

Complete disclosure runs I think a very serious risk of cutting off
studies.

Chairman PROXMIRE. That is what the Secretary
Mr. ZWICK. I think if you demanded that everything be turned over

to your committee, then you would start finding things done on the
back of envelopes.

Chairman PROXMTRE. That is why I wonder why we should not have
an independent operation. I understand the Secretary's viewpoint.
He said, "You are going to kill this office if you insist on these reports."
He said, "How can I ask for them to make a good tough study and
come up with a position that may contradict the Joint Chiefs, may

36-125 O-70-vt. 1-12
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contradict other very important people, maybe even the President's
position, how can I make that kind of a study if you are going to grab
it and use it on the floor to upset our position ?'

Mr. ZWICK. That is right.
Chairman PROXMIRE. And I see his viewpoint. On the other hand,

we want to come to the right decision on these things.
Mr. ZWICK. I think the final solution does have a significantly in-

creased congressional capability, independent analysis. I do think there
is an important issue as to whether we duplicate everything, and I
think that would be an equally bad decision. It seems to me there is
some set of terms, some set of data that the Government should only
pay for once, and that should be freely interchanged between the ex-
ecutive and legislative. But when it gets down to sensitive policy issues,
I think the Secretary of Defense stated it correctly.

If you insist on seeing every one of those studies, then those studies
will not be made, which I think will be a step backward.

Chairman PROXMIRE. Now why shouldn't we require some kind of
a finding, some kind of a benefit-cost ratio on almost all of these
decisions? What I am referring to is this.

We have on the floor of the Senate now the NASA appropriation,
and I wrote to NASA and asked them to give me the justification
for the additional nine manned landings on the moon, and they gave
a general reply about how it would help communication-how it
would help meteorology, help earth resource studies and so forth.
I said specifically tell me exactly what benefit they will give in all
these areas. The only thing they could come up with, No. 1, it will
help our self-fulfillment, our human fulfillment, which means we feel
better when we watch it on television.

No. 2, it will give us the answer or a clearer answer on the forma-
tion of the moon and the earth and the sun.

No benefit, they come up with none, not one single benefit for any
human being on earth, in the area of health, in the area of a better
life, in the area of a more abundant life nothing, no benefit at all.

So the benefit-cost ratio here is infinity in reverse.
It seems to me that if we could have something like this on these

things, we would have a saner-we could still go ahead and say well,'
we want it because circuses and bread are great, but here we have a
program which is going to cost us $1.7 billion for the Apollo part
of the space program. I am not talking about the rest, which perhaps
is desirable.

I have not seen any cost-benefit study of any part of this. But here
you seem to have an area, an effort which was going to give us no
benefit at very very great cost, simply because there is kind of a
momentum and a glamour that has been built un behind it. Wouldn't
it be helpful if we could insist on analysis in all of these areas where
we are spending say well over $100 million?

Mr. ZwiTCK. I could not agree more. I would put it though in terms
of shaping the dialog, asking what are you trying to accomplish.
Just the examples you have used this morning, Senator, seem to me
to make the point very well. In this case they could not give you very
explicit, very persuasive objectives, and that allows you as an elected
official to make a better judgment about the NASA program.
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In the case of C-5A, they were forced to start questioning assump-
tions about the utilization of aircraft and so forth. Once they start
in that direction, the dialog is shaped in a particular fashion. These
are honest disagreements about 15 hours versus 12 hours of utilization.,

Again, this shaping of the dialog I think improves the ability of
the Congress to make decisions. I am not persuaded that we are going
to come up with a nice round number like 3.25, and that is better than
3.20, but by forcing the executive to display, make explicit the assump-
tions, the rationale, you have a vehicle to cross-examine them, and form
your own opinion.

Now, This is much better than the old style that national security is
involved, intelligence is involved, the veterans program is involved,
atomic energy is involved.

Chairman PROXMIRE. Of course I am biased because I lost the vote
on the C-5A, but I think it was the old arguments that really pre-
vailed.

Mr. ZWICK. That is right.
Chairman PROXMIRE. But I do hope that maybe as we get into this,

and get more and more of this new kind of analysis you are talking
about, the old arguments would not always prevail, that we will be able
to establish a position based on-I am sorry; my time is up.

Mr. Conable?
Representative COKABLE. It is nice to see you, Dr. Zwick.
Mr. ZWICK. It is good to be back, but not before the Ways and Means

Committee as Budget Director.
Representative CONABLE. You know, I listened to the discussion

about analysis, and it gives me a feeling of anguish about the extent
to which Congress is able to surround a great deal of analysis. We are
somebody's neighbors sent down here to participate in decisions of
Government which are becoming increasingly electric and requiring
greater and greater specialization. The effort of achieving some sort
of balance between our responsibility of operating in very broad areas
of public policy and yet understanding increasingly specialized eco-
nomic and other governmental data is a pressing burden for a Repre-
sentative who is trying to look after a half million people as they
want to be looked after at the same time. I do not really see where we
are headed on this.

It is very obvious that analysis is desirable, and yet I do not read
a quarter of what comes across my desk now, and I just have not been
able to resolve in my own mind this very very difficult burden of
finding a constructive balance.

With that philosophical concern expressed, I would like to ask you
something more specific. You refer to "out-of-date committee struc-
ture" with regard to appropriations. I do not want to put you on the
spot, but I suppose you are no longer on the official spot anyway.
This is a particular concern of mine here in Congress. Would you care
to specify what you are referring to with respect to, "an out-of-date
committee structure."?

Mr. ZWICK. Well, first, Mr. Conable, you are correct in your obser-
vation. Eight months ago I would not have said it, and I thought twice
about saying it even in this context, because if I was not prepared to
say it then, why should I say it now.
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Clearly, the split that worried all of us over the last several years
is between the Ways and Means Committee and the Appropriations
Committee; the taxing and the spending split is in a broad sense what
I am talking about. More narrowly, I think I am talking about the
question of who is doing the appropriating and how do you package
appropriations. We always have to cut it up, because everybody cannot
sit down, as you said in your opening statement, and worry about all
problems, so you have to package parts of the budget, and presumably
there are some ways of packaging that are better than others.

I think you are finding the appropriations process now really under-
going significant changes. You are having, for example, the Ways and
Means Committee getting involved; it certainly did involve itself in
the tax bill by putting an expenditure ceiling as a requirement for
getting the surcharge through.

You are finding the authorization committee going more and more
to annual authorization procedures as a vehicle of getting into the
appropriations process, so you are getting an appropriations process
through the annual authorization. This is clear in the Armed Services
Committee and now in other committees.

Third, you are getting authorization committees through a series of
devices, putting automatic expenditure requirements, and this starts
with the trust funds, the social security trust funds, which in reality
the Ways and Means Committee 'appropriates. It includes the highway
trust fund, and more recently in the Vocational Education Act last
year the Education Committee put in a rider which made it impossible
for the executive branch of Government to hold back any education
funds, so that you are putting in automatic expenditure devices in
various and sundry ways to protect special programs, and at the same
time there is an expenditure limitation.

Now when you say those two things at the same time, you are
essentially cutting back on some programs, the ones that are still
available to be cut back on, so that I think you do have, in a very
fundamental way, some reshaping of responsibilities in the Congress.

I do not want to get in the middle of how it should be done, because,
first, I am not competent, and even if I was competent it would be
inappropriate. But this whole process is what I am getting at. Until
you have committees where you are looking at a meaningful set of
programs and then also you have a committee that is interested in
asking, "What are you trying to do and how this program may accom-
plish that," I despair that additional analyses will do much to improve
decisi onmaking.

Representative CONABLE. Would you agree that analysis has more
relevance to the work of the Bureau of the Budget than it does to Con-
gress? Isn't our role more the tough-minded decision than the sophis-
ticated understanding, and therefore isn't the wave of the future with
respect to analysis more the province of the Budget Bureau?

Mr. ZwUICK. No, I think I would disagree on two grounds. Mr. Con-
able. First I will restate my earlier argument specifically to the Budget
Bureau. There is a limit to how much an agency head will take the
directives from the Budget Bureau to do good analysis and support
their arguments, if he believes that that is a side show that he has to
carry on with the Budget Bureau, and to get an appropriation through
his subcommittee structure in Congress he has to play another game.
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As long as he thinks he has to play two games he keeps his eye on
the ball which is to get the appropriation through Congress and 'he will
do whatever he has to do to get the Budget Director off his back,
but that is a minimum input as far as he is concerned. He is busy, has
got lots of things to do, and while he may even be intellectually
interested in this sort of thing, he just does not have time for extra-
neous things.

So if Congress says "we are not interested," the Budget Bureau can-
not be effective. They just cannot command the attention of the execu-
tive branch.

The second point I would make is that the Budget Bureau is iden-
tical to the President as your staffs are to you. Certainly you are not
going to have time to go through these analyses, but hopefully you will
have staff which is competent and capable either in your own staff or in
your committee structures, who can do the analysis, or check the anal-
ysis, and then give you some briefings on the broad issues at stake
and what the answers are. In that sense, the idea of the President
sitting with a console in front of him doing analyses I think is inappro-
priate, and it is inappropriate to assume that Congressmen are going
to have time to sit down and do it.

You ought to have an independent capability somewhere in legisla-
tive branch to help you, to boil down the tons of material.

Representative CONABLE. It is part of the process of an effective
check.

Mr. ZwICK. Certainly.
Representative CONABLE. Or balance between the branches of the

Government.
Mr. ZWICK. Yes.
Representative CONABLF. I am persuaded more and more that one

of the most reactionary, one of the most conservative forces in the
world is the bureaucratic function. I have recently read Henry
Kissinger's book on foreign policy, and have noted his comments
about the extent to which the demands of large-scale organization
tend to slow down the governmental process, to make it considerably
more difficult to arrive at decisions largely because of all the input
of analysis that comes up through the bureaucracy to the point of
decision. It certainly tends to eliminate capriciousness in the process,
but it tends also to eliminate responsiveness.

Mr. ZWICK. That is correct.
Representative CONABLE. And again it is a question of how you

achieve a balance between the need for information and the need for
decision. I applaud your reluctance about commissions, and I note
that you suggest the establishment of another one here.

Mr. ZWICK. Yes.
Representative CONABLE. Do you think this commission should be

a permanent one?
Mr. ZWICx. No. I think I would propose just the opposite. I would

give it a relatively short deadline, and by that I mean 12 months or
something like that. I really believe, and I am patterning this on the
Budget Concept Commission, which I think did a usefu service and
made a useful contribution because now Secretary Kennedy drove that
commission to a result in less than a year. If you make it permanent,
it will just bog down and get nowhere.
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Commissions are usually established when you do not know what
else to do. It is a holding action. You do not really want it to report.
I do think-and if you will look at the proliferation now of guide-
lines, congressional guidelines on how analyses will be done-we are
at a point where this is an important issue.

As I say, you start with the Corps of Engineers, where the Con-
gress in that case directs the executive to carry out an analysis of a
specific project, and report back, and in the Department of Trans-
portation legislation, Congress went even further and said, "You will
carry out that analysis using these techniques," techniques which I
happen to disagree with, but nevertheless in terms of procedure Con-
gress is saying, "Do a study and do it using these techniques and
report the answers in this fashion."

At the other extreme you have analyses that the taxpayers have
paid for in the drawers of the officials in the executive branch, who
do not want to make them publicly available. I suspect they go too
far in the other extreme. In between you have an area in which I am
frankly unclear, where I would head, if I had to sit down and think
hard about it for several months, as to what should be privileged to
the executive.

You had in the Economic Opportunity Act of 2 years ago, a require-
ment that the executive produce a b-year program for eliminating
poverty. We never complied with that request, and as far as I know,
it is still sitting in Mr. Rumsfeld's desk drawer.

You may remember on January 17 of this year the sharpest debate
I had when appearing before this full committee was between Mr.
Rumsfeld and myself on this question, and he was very much on the
side of putting everything in a wheelbarrow and bringing it up here
to the committee to take a look at, and -I was arguging the other side.

You might even ask Mr. Rumsfeld how he perceives this problem,
now that he is down in the executive branch.

I am saying that I think there is a geniune interest here of looking
at this question of where analysis should be done. Should the GAO do
it for the legislative branch? Should the individual committees have
the staff? How much of it should be duplicative of what the executive
has done? How much of the executive information should be passed on
to the Congress ?

I think that a statesmanlike group, recognizing the diverse interests
involved, could come up with a useful statement but I think you will
want to say do it within 12 months at the longest, or it will bog down.

Representative CONABLE. My time is up.
Chairman PROXMIRE. I like this commission idea, because we have

got to do something it seems to me to get Congress in on this operation.
Mr. ZwicK. Yes.
Chairman PROXMIRE. We are going to be operating at a great disad-

vantage and are going to do a much less satisfactory job until we can
begin to use this. So if this is not the device I want something else.
Could you state the precise questions you would have the Commission
answer, or as closely as you can generally?

Mr. ZwIcK. Well, first, I would like it to have a philosophical prolog,
if you will, about the roles of analysis and the limitations of it, because
there tends to be something mystical about analysis. I do not happen
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to believe that. There are people working hard with certain points
of view.

I think I would start with where should it be carried out. I do not
think I would get into the committee structure of the Congress. That
is too difficult and it will bog down. But should the Congress have
a capability, and if so, is it an institute type organization reporting to
the whole body, or is it analysis capability in the various committees?
Is it the GAO?

Then I would address the issue of common data. How much of the
data should be generally available? Should the analysis be done in one
place or the other?

Chairman PROXMIRE. In view of the fact that this is largely a legis-
lative effort what would be wrong with introducing a bill and let the
Government Operations Committees of the two Houses handle it?

Mr. ZWICK. I would assume that is the appropriate place to do it.
Chairman PROXMIRE. I mean rather than a commission making a

study have the Government Operations Committees decide how to go
ahead with this.

Mr. ZWICK. Well, again I think if you could focus attention on this
for a short period of time, and get some really broad gaged people to
look at it, you might get a useful result. Otherwise I think if you do it
in the everyday course of business, it may bog down and we may never
hear of that commission again.

I am just trying to provide focus attention in trying to get the job
done in a reasonable period of time.

Chairman PROXMIRE. Now to get at the background of this I would
like to ask you about the attitude of those who say economic analysis
is designed for improvement of the Executive. As a byproduct it can
be used to buttress the alternative shown by the Congress.

This is the attitude that the more information analysis the Executive
can keep from Congress the less trouble it is going to have running the
Government the way it wants without interference of Congress. There
is that attitude.

Mr. ZWICK. That is right.
Chairman PROXMIRE. And it comes up quite often. It depends of

course upon the particular Secretary involved or what not.
Mr. ZWICK. Certainly.
Chairman PROXMIRE. In your statement you imply much the same

state of affairs and argue that Congress should have more access to
policy analysis. Do you feel that Congress should know the 75 or 100
issues on which the Budget Bureau is requesting agency analysis?

Mr. ZWICK. If you say should we send up the special list of
issues-

Chairman PROXMIRE. Let me ask it this way-
Mr. ZWICK. At this point I think
Chairman PROXMIRE. Do you think Congress should have access to

program memoranda?
Mr. ZWICK. Let me just go back one step further and say that state-

ment you read was almost a paraphrase of what one Secretary said
to me as Budget Director, so it does go all the way up the line. The
Secretary said PPB was a great device. He knew more about running
his department than he ever knew before but when he came before the
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Budget Bureau he came as a partisan and he came as an advocator of
a program, and he was not going to make available to the Budget
Bureau all the options they looked at and they discarded. And then we
had essentially the same attitude. We should participate. We are all
part of the same administration. We should look at these things. But
we had our doubts about how much of it should be passed to Congress
to take a look at.

Again, and I am trying to be biased on the side of making as much
available as possible, I am sure that is my bias, I think it you required
that that specific list of 75 studies be hand delivered on a certain date,
then it would shape the types of studies that the Executive, the Bureau
of the Budget would ask of the agencies.

If it becomes a public document, the issues addressed would be
more timid, more conservative. There would be more rationalization
of existing policy.

Chairman PROXMIRE. Then are you saying we should not have the
program analysis?

Mr. ZWICK. My snap reaction would be that I would not want you
to have those specific lists. On the other hand, it would be quite ap-
propriate, it seems to me, for you to ask the Budget Director to come
up here and outline what areas they are exploring within the Execu-
tive. You would then have some idea of what they are concerned about
and why they are concerned about these areas. You may want to do
some independent analysis, or you might want to wait for their
analysis.

I think as a general proposition, if you said, "Show me those 75
studies in this work statement," you would inhibit the Executive. It
is in this area where I am trying to come up with a sensible definition.
You have every right to know what is concerning the Executive and
they ought to be asked to explain this.

I think if you demand to see the specific work statements, you will
destroy their usefulness.

Chairman PROXMIRE. It is a tough one to resolve.
Mr. ZWICK. That is right.
Chairman PROXMIRE. I think we need to do a lot more thinking here.
Mr. ZWICK. That is right.
Chairman PROXMIRE. Because obviously you are inhibiting Congress

now.
Mr. ZWICK. That is right.
Chairman PROXMIRE. We are not getting the information we ought

to have, we are not making intelligent decisions. At least we do not
know what the agencies have done. They have the manpower, they
have the competence, the professionals who go into this, and they
just do not give us the alternatives, and their considerations for debate,
so we cannot come to conclusions.

I hope that you can give us maybe in the future some idea of this.
I think you understand the dilemma very well.
Mr. ZwvicK. Certainly.
Chairman PROXMIRE. You are a former Budget Director. You are

in an ideal position, and you are not Budget Director now, which I
think is helpful.

Mr. ZWICK. Yes, from many points of view.
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Chairman PROXMIRE. I think it is helpful in this situation where you
can speak certainly with more objectivity than if you were the Budget
Director now and you would have in your mind "I do not want these
fellows to know this, that, or the other thing."

I would like to ask do you feel that Congress should have unsanitized
versions of special analytic studies? I presume the answer to that is
also reluctant?

Mr. Zwicx. No; I would make a distinction between special analytic
studies, and now that we are getting into jargon, my view of what
a special analytic study is-is a piece of analysis that should be made
available.

The 5-year program memorandums where you are getting into
program options and administration policy is the sticky one. I would
have the analytic studies made available; at least sanitized versions
of them.

Chairman PROXMIRE. How would you evaluate the desirability of
this arrangement? No. 1, Congress as a matter of routine would be
furnished the list of issues to be analyzed each year. I take it that you
are reluctant about that.

Mr. ZWICK. I would be perfectly happy, I believe, to sort of give
you areas of interest, but the specifics of the work statement I think
would inhibit the executive.

Chairman PROXMIRE. Then No. 2, all program memorandums and
special analytical studies would be filed by the Budget Bureau with
the General Accounting Office.

Mr. ZWICK. I would be opposed to that.
Chairman PROXMIRE. But you would go along with special analytic

studies being available to Congress?
Mr. ZWICK. Correct..
Chairman PROXMIRE. But not the program memorandums?
Mr. ZWICK. Right.
Chairman PROXMIRE. No. 3, upon request of a congressional office

GAO would provide a synopsis, interpretation, and evaluation of any
special analytical study. You would go along with that?

Mr. ZWICK. Yes.
Chairman PROXMIRE. But not with the kind of-
Mr. ZWICK. I do not like the emphasis of this whole sequence. It sort

of makes the GAO second guessers, and I would like to make GAO a
little more participant in this, and have an analysis capability and
do some of its own analysis. It is always nice to be a second guesser
in this business and we all like to be in this position, but I have observed
that in fact it is not usually the most productive way to proceed.

Chairman PROXMIRE. We would have an awfully big GAO then,
wouldn't we?

Mr. ZWICK. I would have a different type GAO than we have now.
I realy believe that the GAO has been somewhat reluctant to move in
this area because it is not sure Congress wants to move in this area
and I would say Mr. Staats is a really practiced operator in this town.
He is probably reading Congress better than I can read Congress' mood
in these matters.

Chairman PROXMIRE. Let me give you the last part of this since it is
put together thoughtfully. No. 4, where the release of privileged in-
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formation is involved, GAO would notify the Bureau of the Budget of
the request. In those cases in which the Bureau felt release of the
privileged information was contrary to the national interest it would
state in writing the reasons for its decision.

I take it because you would be reluctant to have the material even
if it were not classified released, you would feel that this was some-
thing-

Mr. ZWICK. Yes; this is one procedure trying to get at making more
of this data available. I am perfectly sympathetic with the objective
here. I doubt some of the specifics and I doubt in general the complete
piggyback approach, if you will, of the legislative on the executive
will work. I just think that in any dialog there has to be some counter-
analyses on the part of the legislative that tests the executive branch
analyses.

Chairman PROXMIRE. The problem we have, of course, is that the
committees of Congress are supposed to be doing this with their staffs.
The committee do become pretty much the kind of an interest group
in a way.

Mr. Zwicx. That is right.
Chairman PROXMIRE. I mean they are men of great integrity and

aiblity but they do identify themselves with the program, the Space
Committee with the space operations, Armed Services Committees
with the armed services, Agriculture with agriculture, and they are
not really as critical as they might be. I was hopeful with this kind
of analysis that maybe we could have a basis for challenging the
formidable problem we have of keeping these things under control,
where everybody wants to get more of the public resources.

Mr. ZWICK. I understand the objective. I think I am in complete
sympathy with it. I have some question about the specifics of the pro-
cedure, but that is quite a bit of agreement before we get to the specific
disagreements.

Chairman PROXMIRE. Are you familiar with the program study of
the Office of Program Evaluation of the Bureau?

Mr. ZWICK. The program-I should be but the semantics just do
not ring a bell.

Chairman PROXMIRE. This is a study that identifies each program
with the benefit-cost ratio and the distribution effects?

Mr. ZWICK. Yes. In fact it was this set of data that Mr. Rumsfeld
and I discussed at great length last January.

Chairman PROXMIRE. Then do vou think that the results of this study
should be released by the Congress on an annual basis?

Mr. ZWICK. Well, I argued then and what has happened since Jan-
uary 17 I do not know, but on January 17 I argued. and I would argue
today it would be a mistake, because this is a first attempt at develop-
ing a procedure, the numbers which were used in that procedure, in
fact, they had them footnoted as fairly hard or completely made up
something like this phrase. I thought 1t was a laudable first attempt
at getting at these issues, but it was so imprecise, so approximate, to be
thrown into the debate on the floor of Congress would have been I
think a perfect example of how you are going to kill off analvses which
may be good, so I was against it then and I would be now. if it has not
improved significantly, and I doubt if there is that much progress been
made since then, I would be against making that available.
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Now down the road that is an objective we are heading for.
Chairman PnOXMivRE. And you think we ought to make it available

eventually?
Mr. Zwicit. That is right.
Chairman PROXMIRE.But not until it is improved.
Mr. ZWICK. Until you have some confidence in the thing. This is

where we are all heading, so, again, I am not disagreeing with the ob-
jective. I am making a judgment though as to whether you will do more
harn than good.

I think there is a broader public policy issue of what is executive
privilege and what is not, and I am not comfortable. I have thought a
lot about this, and I do not have an easy solution for you. On this spe-
cific issue I would argue against making these analyses available at this
point in time.

Senator PROXMIRE. On Tuesday in the last testimony before this
committee in this series, Stanley Surrey argued that the tax expendi-
ture budget should be made a regular part of the budget document, so
that you show, for example, the involvement tax credit would be shown
as an expenditure?

Mr. ZWICK. That is right.
Chairman PRoxrRE. For the modernization of plant and so forth. I

wonder if you agree with that?
Mr. ZWICK. Yes, I do agree. In fact we almost had it in this year's

budget. The reason we did not was that we ran out of time. if you
remember, as we came down to the wire there was a question of whether
there would be an extension of the surcharge recommended or not,
and that sort of overwhelmed all of us, but we had plans and in fact
there are galley proofs around that would have been part of the special
analysis.

I think it is terribly important to put these things in a publicly
available place so that people can look at them.

Chairman PROXMIE. YOU would put them in the appropriate de-
partment. For instance, he argued that in some areas, housing, for
instance, you have twice as much tax expenditure as you have actual
budget appropriations.

Mr. ZWICK. That is right. The way you display them in the budget
document is something that I might disagree with Mr. Surrey about,
but not the fact that it should be in the budget document, so that it
is available for analysis as you say. In many cases the tax expendi-
ture is greater than the direct expenditure, and that should be
available.

Chairman PROX-mIRE Then what would be your answer to the argu-
ment that he made that improved evaluation would result if tax expend-
itures were stated explicitly in the budget of the agency to which
they are most closely related?

Mr. ZWICK. I agree with that.
Chairman PROXMiRE. But you would not just lump them in?
Mr. ZWICK. I am thinking about the overall summary table for

HUD and I would not want to have that over-table. For the purposes
of Congress you want to know direct expenditures that you have to
appropriate. You also would like to know in the case of HUD how
much this tax-expenditure calculation is, so I am sympathetic with
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its basic objective and I think we are only disagreeing about the
format.

Chairman PROXMIRE. He also argues that the PPB system should
be expended to include tax expenditures rather than the direct
expenditures. Do you agree with that?

Mr. ZWICK. Yes, I certainly do. As I indicated earlier, there is a
big drive to make significant parts of the budget automatic and there-
fore not subject to review, and that goes all the way from tax expend-
itures to trust funds to strictures in education bills, saying that the
executive branch cannot withhold any of these funds to revenue-
sharing. Revenue-sharing is just the opposite of this hearing, which
says these moneys will be expended without any review by the Con-
gress. The question which you have to face, do you want to make
automatic expenditures or do you want to review them. I think the
general thrust of this committee is close review and scrutiny.

If I had to assess the way the battle is coming out on the floor, I
would guess that there are more parts of the budget being exempted
from review than are being put under review. Just the economics of
it will overwhelm us. The highway trust fund, for example, is an
income elastic so it gets to be a bigger part of the total budget. The
social security package is automatic. You are building more and more
automatic expenditure devices into the budget, and therefore you are
reviewing less and less of the budget, and I would like to have all that
brought together in one place, so you can look at what you are doing
in the aggregate, and the tax expenditure part of this is important.

Chairman PROxMIRE. I have some other questions which I will put
in the record if you will answer them for the record. They are just a
few.

Mr. ZwIciK. Fine.
Chairman PROxMmRE. I very much appreciate it.
Mr. Conable?
Representative CONABLE. Of course, I think it is a very serious ques-

tion whether we are adequately reviewing even that which we are
trying to review.

Mr. ZWICK. I agree.
Representative CONABLE. Congressional oversight is a rather exag-

gerated term I am afraid, in the present practice.
Chairman PROXMIRE. It depends on how you look at oversight.
Representative CONABLE. This whole area of your testimony is a

very beguiling one to a legislator of course, in the present condition
of things, and I think you have made some real contributions this
morning.

I just have one last question.
You put quite an emphasis on the need for more analysis in dis-

tributional considerations?
Mr. ZWICK. Yes.
Representative CONABLE. And I just wonder if this is not one area

where we can trust Congress to be quite vigilant. We all are quite
constituency-related, and we like to pride ourselves and even to base
our survival on our knowledge of our constituency. For that reason do
we really need as much analysis in this area do you think, as we do
on the place these programs hold in the Nation as a whole, and with
respect to the national interests as a whole?
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Mr. ZWICi. Well, let me answer this and say you need analysis to
show you alternative ways of accomplishing what you are trying to
accomplish.

Representative CONAILE. Yes.
Mr. ZwICK. There is one incident I had as an Assistance Director

to make this point. It led to all sorts of strange letters. But talking
again about the lumbering activities of the Forest Service, it was pos-
sible from one table that they gave us in a program memorandum, to
determine that we could improve the income to the Government by
reallocating lumbering activities out of the Rocky Mountains into the
northwest and southeast parts of the United States.

We raised this question, and after some turmoil and concern, they
came back and said, "Aha, you people do not understand the true ob-
jective. This is an income subsidy to the Rocky Mountains. They get a
percentage of the revenues from the Forest Service. If we put out those
lumbering activities we will in fact take away income from specific
areas and regions."

With that response we regrouped and thought about this for a while
and said, Well, there is another part of the Department of Agricul-
ture that is doing essentially regional analysis, and if you take as a
public policy objective subsidizing the income of that region, then per-
haps there is an alternative way of doing it that is more efficient than
lumbering.

For example, it may turn out that you want to have recreational fa-
cilities, skiing resorts as an alternative, and it would be a better use
our money to let the lumbering go where it is most profitable and use
other programs to subsidize the region.

I made this statement somewhere and after that I was inundated
with letters asking me where do they get money to open up ski resorts
and so forth, and I never really did get out from under that one. But
again somehow or other, in many of the analyses, distributional things
have been treated as illegitimate things. They are legitimate. That is
what you worry about very much. By making them explicit at least
you might be able to accomplish the same objectives in a more effective
way.

Representative CONABLE. I understand your points on that. Thank
you, sir.

That is all I have.
Chairman PRoxMIRE. Thank vou very much, Dr. Zwick, for a

fine, iob and most responsive testiniony.
Mr. ZWICH. Thank you.
Chairman PROXMfTRE. Our next witness is Mr. Lee White.
WIre are very pleased and happy to have Mr. White. here this morning.
Mr. White holds degrees in both law and electrical engineering from

the University of Nebraska. Following graduation from law school,
Mr. White joined the Tennessee Valley Authority as an attorney in
the Division of TLw. From 1954 to 1957. he served on the staff of then
Senotor John F. Kennedy as a legislative assistant.

Following that, he was both counsel to the Senate Small Business
Committee and, until 1961, administrative assistant to Senator John
Sherman Cooper of Kentucky.
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Since 1961, he has been assistant special counsel to President John F.
Kennedy and special counsel to President Johnson. In 1966, he was
appointed Chairman of the Federal Power Commission.

He became a partner in the law firm of Semer, White, and Jacobsen
in August of 1969.

We are very honored to have you here, Mr. White. You are well
known as an extremely competent Chairman in an area that is enor-
mously important, and unfortunately I feel is kind of neglected.

STATEMENT OF LEE C. WHITE, A PARTNER IN THE LAW FIRM OF
SEMER, WHITE & JACOBSEN

Mr. WHITE. Obviously I am very pleased and flattered, Mr. Chair-
man, to be asked to participate in this continuing series of inquiries
that the subcommittee is undertaking. I think they are extremely
useful, and I will at your pleasure either read the entire statement,
which for the first time in three and a half years was written entirely
by me, or hit the high spots. I do not have the staff now to prepare
testimony, so it is all mine. I think I know it well enough that I can
hit the high spots in a general sense, and then of course leave myself
open to any questions.

Chairman PROXMiRE. Without objection the full prepared statement
will be printed in the report, and you may proceed in your own way.

Mr. WHITE. Thank you, sir.
As Mr. Zwick's negative statement or testimony indicated, I do not

think that necessarily these economic analytical tools are too appropri-
ate to the regulatory bodies, because he managed to be here about an
hour and never once mentioned the regulatory world, and I think
frankly that this is probably the way it should be for the simple fact
is that basically regulatory agencies do not face major problems of
how to spend billions, or hundreds of millions of dollars.

I think it is appropriate for the Congress to focus on the budget of
the Defense Department, Health, Education, and Welfare and all of
the other budgets, where there is a tremendous amount of money.

As Congressman Conable suggested, there is a limit to the amount
of time available to the Congress, and it could I think, profitably focus
on those areas where there are large, large dollar amounts involved.

So to that extent, these analytical techniques have less relevance to
the role of the regulatory agency.

However, I must hasten to add that I think they can be extremely
useful to the agencies in discharging the congressional responsibilities
that have been given to them. Primarily. they are agencies that are
created to implement the constitutional assignment to the Congress to
regulate commerce, and in fact most of them, including, for example,
the Federal Power Commission, with which I am most familiar, came
about when the Congress recognized that it simply was not a very
efficient mechanism to make decisions as to who should construct hy-
droelectric projects on the rivers of this country. And so it passed a
law and said that it would set up a commission to do that.

That Commission has now undergone a revision. It is now a five-man
independent agency, rather than the original three-man agency, made
up of the Secretaries of Interior, Army, and Agriculture. But I think
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it is important to bear in mind that what those agencies are doing is
the Congress' work. They are basically arms of the Congress, although
of course they occupy some relationship and some appropriate and
legitimate relationship with the executive branch.

One of the important points that I should like to make-and I hope
you will forgive the elemental character of it, but I think it is impor-
tant enough to stress continuously-is that without regard to the
organizational structure, and without regard to the techniques for
coming to better decisions that can be made, the improvements and
refinements that can be developed, I think we come down to the basic
proposition that what matters is who is making the decision, particu-
larly in the regulatory agencies.

I do not mean to suggest that it is not appropriate to focus on tech-
niques and methods. As I said at the outset, these are useful hearings,
and in my prepared statement I have urged that the Joint Committee
press some of the regulatory agencies to focus on the various tech-
niques that have been discussed here and in the compendium that was
compiled by the Joint Committee staff.'

A regulatory agency does not, in a general sense, have the protection
of a superior standing on top of it to see to it that the agency has
reached the right decision in terms of the allocation of the Nation's
resources or indeed in whether it is properly acting on the basis of the
mandate given to it by the Congress.

In the executive branch, everything kind of piles up and it is the
President's responsibility, and the President or his own staff can take
hold of a Secretary or a Department or agency head who is not per-
forming properly. He has a very difficult job doing that with the in-
dependent agencies, and in fact should he undertake to do so will
immediately find himself embroiled in great political difficulty.

So that, in essence, those gentlemen who serve on regulatory bodies
are answerable almost only to their own conscience. Of course, their
decisions are reviewable by the courts, but the courts are most hesitant
to substitute their judgment on specific technical issues for that of the
agency. They will in the case of the law, but I cannot really overstate
the importance of the selection process.

One of the unfortunate characteristics of regulatory agencies is
the fact that in many ways they are reactors to somebody else's ini-
tiative. The CAB, for example, will find itself acting on applications
for rate increases, not because that is part of their own plan or design
or that they think it is useful, but because the airlines have filed ap-
plications for increases. How much of their resources and their staff
will be devoted to a subject therefore may have nothing to do with
their own belief as to how they can best use their resources.

The Federal Power Commission has before it today probably dozens
of applications for rate increases, and its resources are going to have
to be shifted to that point, because it must respond. An agency head
will make every effort to allocate his staff and money in the most effec-
tive fashion, and in this respect he is somewhat blessed, because the
Congress does appropriate money to them in a lump sum. Now the

I "The Analysis and Evaluation of Public Expenditures: The PPB System," a com-
pendium of papers submitted to the Subcommittee on Economy In Government of the Joint
Economic Committee (committee print), 1969.
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money is not large. It is in the range of $15 to $20 million annually for
each of the major Federal regulatory agencies, not a great deal.

Employees are on the order of 1,000 to maybe 1,500 or 2,000 at most.
And it is helpful that they do have the right to use their money where
they think it can best be put.

One of the areas that I think ought to 'be stressed is that of analysis
of the industry's problems, the industry's future or, if you will, some
long-range planning and thinking. I have brought with me what I
regard as a superb illustration of that. This is the National Power
Survey which was undertaken by the Power Commission in 1962.

It had the cooperation of all segments of the electric utility indus-
try, and as you know, there is a great deal of rivalry and tension that
exists between the segments that differ on the basis of forms of owner-
ship. But all of them were willing to get together and work, and for
this I think my predecessor, Joe Swidler, who was Chairman of the
Commission, deserves great credit in having brought them together,
and having got them to focus on their common problems, rather than
those that divide them.

Nobody believed that every part of this report was perfect, but there
was general agreement that the concept of a regulatory agency play-
ing a leadership role in getting the industry to sit down to face some
of the problems that obviously would come to it in the future, and to
consider some of the means of meeting them was something that was
proper and legitimate f or the regulatory agency to do.

I think it is something that could be brought to the attention of all
other regulatory agencies by this committee, to determine whether or
not there are analogies in their own activities, so that they can see
whether this is suitable for their undertaking.

Right now the Power Commission is in the process of updating this
report which was issued in 1964, and it is now in the process of being
updated and the new revision should be available by the middle of
next year.

Quite interestingly, one of my major disappointments during my
time at the Commission was my inability to persuade the appropira-
tions subcommittees of the desirability of having a corresponding study
or a roughly corresponding study in the natural gas area.

I think it could have been extremely useful, particularly today where
there are suggestions and allegations and charges that there is a short-
age of natural gas. In short, there are some undertakings that can be
better done on a survey or an industrywide basis, rather than on an
adversary case by case 'basis, and I would strongly recommend that
this committee bring this forcibly to the attention of the other regula-
tory agencies.

Of course, in the regulatory agencies that have rate setting responsi-
bilities, and those that issue licenses and certificates, there are the
classical cases of economic argumentation. Indeed, the Federal Power
Commission was told by two very distinguished courts, the Second
Circuit Court of Appeals at the Court of Appeals level, and the U.S.
Supreme Court, that its role in awarding hydroelectric licenses was not
merely that of an impartial arbiter or referee among competing com-
mercial interests, but its responsibility was to carry out the mandate
of the Congress, which says that licensed projects must be consistent
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with the comprehensive development of a waterway, and that it was its
responsibility to determine what the whole range of reasonable alterna-
tives were, and to determine whether something different from that
that had been submitted by the parties ought to be considered.

Nobody can quarrel with the concept, but it does impose a strain on
the resources of the agency. This then brings us to those sordid aspects
of life, how to pay for these things that we agree are useful. It takes
money, and understandably the Congress has a reluctance to allow
these regulatory agencies to grow too rapidly, and I cannot quarrel.
I think had I been a member of the appropriations subcommittee, I,
too, would have looked pretty hard at the budgets that were submitted
by regulatory agencies, including the one that I served on, but we can-
not have it both wvays.

If we are not willing to pay for it, we are simply not going to have
the resources to do the type of analysis that I think would be useful,
particularly when we are dealing with the allocation of resources in
some very important fields, the energy field, transportation field, the
communications field.

The next point that I would like to touch on deals with the manner
in which the commissions have the interest of the public brought to
their attention. It is, of course, their responsibility to reach decisions
that are in the public inteerst. Sometimes, however, knowing what isin the public interest, other than simply the statement of the plati-
tudinous objective, can be most difficult to determine.

I believe that Senator Metcalf's bill to create a Consumers' Counsel
(S. 607) is a proper step in that direction. I think as a regulator, eventhough I know it is my responsibility to find the public interest, I can
do a better job if the adversary process is at work, and there is some-
body arguing before the body who is an advocate of the interest of the
consumer. Whether that will be a bill that will be acted upon this year
or next year by the Congress, I cannot say. I certainly hope so.

Similarly I have supported a proposal known as the People's
Counsel, which is somewhat different from the Consumers' Counsel,
in that it is broader, and would insure that those people who are in
rulemaking positions will have before them the views of the economic-
ally disadvantaged, where those programs and the rules that they are
promulgating have an impact on them.

An illustration is the food stamp program, which according to recent
newspaper -accounts may be in the process of being transferred from
one great Department to another great Department, but unfortunately
I 'believe that in the past, when rules have been promulgated governing
the manner in which the stanp program will be operated, there was
no mechanism for determining the view of the poor people, those who
are the recipients.

We could be assured that the people who produced the food and
processed it and distributed it were going to be heard, but I think it is
equally important that somebody who is about to make a rule that will
have an impact on people who are the beneficiaries hear from them.

Again I do not know where that proposal will go, but conceptually
I think it makes all the sense in the world, and this sort of goes I
think to the discussion you gentlemen had with Mr. Zwick about how
can the decisionmaking process be improved.

36-125 O-70-pt 1-13
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One of the ways is to insure that whoever makes the decision has
all of the views and all of the alternatives before him or them.

There are numerous other points that I might dwell on, but I think
perhaps it would be more fruitful if I pause now and permitted you
to ask any questions you may have.

(Mr. White's prepared statement follows:)

PREPARED STATEMENT OF LEE C. WHITE

Mr. Chairman and Members of the subcommittee, quite obviously the goals
of this inquiry by the subcommittee, namely, greater efficieLcy in public ex-
penditures and more effective rule-making through the use of economic analysis,
are unassailable. Personally, I would rather be on record in opposition to
apple pie or even reducing traffic congestion in our cities than to be against
increased efficiency in Government. I believe discussion of some of the analytical
tools that have been developed and refined in recent years can be helpful to
both an understanding of the process and to some improvement of it. But, being
realistic, one can predict that miraculous or revolutionary changes are not
very likely.

As a recent refugee from a policymaking, or at least a decisionmaking position
in the Federal Government-three and a half years as Chairman of the Federal
Power Commission-I have reflected on my governmental experiences and have
come upon a fundamental truth that mankind has been discovering and redis-
covering for generations: Improvement and refinement of organizational struc-
ture and the development of analytical tools for rational thinking can be
constructive forces, but the factor that really determines how effective a process
will be is who is doing it. If the Government is to meet the challenges-and in
every point in time those challenges are "critical," "the most important in the
Nation's history," etc.-it must attract to policymaking positions those who are
our best equipped by native intelligence, instinct, industriousness, experience
and personal characteristics. It would be helpful also to pick those who have a
habit of being lucky. The importance of the ability and the qualifications of the
individual is especially pertinent in the case of regulatory agencies where,
unlike the pyramid-type structure that exists in the Executive Branch of the
Government, each member has his own vote, and, in a general sense, is answer-
able only to his own conscience. By stating this, I do not mean to suggest that
this is not the way it should be-I intend only to emphasize the importance of
the selection of individuals to serve on regulatory agencies.

I have assumed the subcommittee is most interested in any suggestions or
observations I may have regarding the applicability to the missions of Federal
regulatory agencies of the analytical methods discussed by the panel of dis-
tinguished citizens who have contributed papers to the compendium published
by the Joint Economic Committee.

For the most part, regulatory agencies are not faced with the difficult problems
of how to spend billions or millions of Federal tax dollars by evaluating which
of several alternatives will be most efficient in accomplishing the objectives of a
particular grant-in-aid program or a construction program. Basically, regulatory
agencies are not engaged in operating programs and have relatively small staffs
and budgets. Currently, the annual budgets of the major Federal regulatory
agencies are in the 15-20 million dollar range. Despite these comparatively small
budgets, or perhaps because of them, the agencies obviously must make every
effort to get the very most out of their expenditures. The agencies have been
fortunate in that their budgets are "lump sum," with considerable latitude given
the agency to assess its priorities and put the money where it is most needed or
where it can do the best job-occasionally those two coincide. In many regards.
regulatory agencies are organizations with limited initiative or choice as to how
their funds will be spent. For example, the Civil Aeronautics Board may well need
many more staff people to process rate increase applications than appeared at
budget-making time. This will be not a question of the CAB's plans or desires,
but will result from industry decisions. In short, the agencies are primarily
reactors, not initiators.

I strongly believe the interest of the public will be better served if the agencies
can use more of their resources for planning, analysis of the industries they
regulate and for providing some leadership, either by prodding or by showing the
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way. The illustration that comes quickly to mind is the National Power Survey
undertaken by the FPC in 1962 with the participation and cooperation of each
segment of the electric utility industry. Under the effective leadership of my
predecessor, Joseph C. Swidler, a comprehensive assessment of the industry was
undertaken, together with projections for the future and some rather specific
recommendations. Not all who participated agreed with each conclusion or recom-
mendation, but there was general accord that the exercise had been useful for
all and, most significantly in my view, that it was a proper, affirmative under-
taking for a regulatory agency. Incidentally, the FPC, again with industry-wide
participation, is in the process of updating the survey which is scheduled for com-
pletion during the middle of next year.

Although the idea for the survey was hatched before I got to the FPC, it
occurs to me that no list of suggested approaches to regulation would have
given the guidance or skills required for such an undertaking. I would hope and
urge, however, that the Joint Economic Committee would encourage regulatory
agencies to examine the Power Survey to determine whether any or all of the
various areas explored in that study would be suitable for comparable under-
takings in connection with industries they regulate. Moreover, assuming that the
Joint Committee shares this view of the usefulness of such undertakings by
regulatory agencies, I earnestly urge that those views be made known to the
key subcommittees of the Appropriations Committees of the House and the
Senate. One of the major disappointments of my tenure at the FPC was my in-
ability to persuade the Appropriations Committee of the worthwhileness of a
national natural gas survey.

Applying the basic test of the best return for the expenditure of agency dollars,
I am convinced that reasonable sums devoted to such broad, nonadversary in-
quires produce far more meaningful results than the dollars devoted to the more
traditional case-by-case approach. Similarly, I would urge the strengthening of
the staffs and the participation by economists in all phases of the regulatory
process. I would hope, too, that many more economists, who thrive in academic
climes, would be willing to undertake positions in regulatory staffs where their
economic theories and analyses could be translated into regulatory principles
and concepts. Increased emphasis on economic analysis in the regulatory process,
which I strongly support, does not mean that there should be a transfer of focus
to approach at the expense of results. Tools are to be used to achieve the best
answers, not as substitutes.

The areas of greatest applicability of economic analysis to the work of regula-
tory agencies today obviously lie in the economic functions assigned to the
agencies: rate setting, certificating or licensing, evaluating mergers, regulating
service. In these activities, the classic forms of economic argumentation and
casebuilding are practiced. What needs to be done, in my view, is to insure that
the decision-makers have available the most effective advocacy for all points of
view. Thus, I have supported S. 607, Senator Metcalf's bill which would provide
for a Consumers' Counsel who would be paid by tax funds to present the case of
the consumers in all proceedings before regulatory agencies. The current experi-
ment by the Federal Communications Commission in its discussions with Ameri-
can Telephone and Telegraph Co. in designating two FCC staff lawyers to ask
questions and to assume the "bias" of the consumer moves in this direction. An
argument against the Consumers' Counsel idea frequently made is that the Com-
mission itself is obliged by law to find the public interest. Certainly that is true,
but I believe one can do a better job of determining what the public interest is

'if there are effective advocates for all economic and other parties in interest.
Further, I have supported the idea of creating a People's Counsel which would

be authorized to appear before the Government departments and agencies which
adopt rules of general applicability to represent the views of those elements of
our society which cannot afford the effective representation that major corpora-
tions and industries are able to obtain. In short, the proposal would provide a
Covington & Burling for the economically disadvantaged. An example may be
helpful. If the Department of Agriculuture is contemplating a change in the
manner in which food stamp programs distribute stamps or food, the views of
those most heavily affected should be sought. One can assume that the views of
food producers, processors, transporters, and distributors will be effectively
presented. But so should the needs, suggestions and advice of the recipients.

The courts in two very significant cases, Scenic Hudson Preservation Confer-
ence v. FPC (354 F. 2d 608, CA 2-1965) and Udall v. F.P.C. (387 428, 1968)
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have made it crystal clear to the FPC that its responsibility in granting licenses
for the construction of hydroelectric projects is not merely to serve as referees
among competing commercial interests, but rather it is to consider a range of
reasonable alternatives to the particular applications submitted to it. The statu-
tory mandate to the FPC is to license only those projects which in its judgment
". . . will be best adapted to a comprehensive plan for improving or developing a
waterway or waterways." The FPC, through participation by other parties or by
its staff must, said the courts, consider all reasonable alternatives to the proposed
project or projects. This can be a very burdensome assignment in terms of staff
resources and in terms of the time required for processing applications. But there
can be no quarrel with the concept. Once again, however, this requires more staff
and consequently greater appropriations.

Another facet to this problem of resources allocation requires comment. Under
existing law, the FPC cannot directly require a license applicant to do anything.
It can grant a license to an applicant to construct and operate a hydroelectric
plant, and it can impose conditions it believes are necessary and appropriate to
secure the comprehensive development of a waterway. But the Commission can-
not require the applicant to accept it. If the FPC believes a conventional fossil-
burning steam plant for generating electricity at a particular location will best
serve the public interest. the applicant can say "Thank you for your guidance"
and then proceed to construct whatever type of project (other than hydro) it
chooses and locate it where it wishes, insofar as Federal law is concerned. (It
does require a license from the AEC for a nuclear plant related to the safety
aspects of it.) Thus. in the case of some regulatory agencies, it may be desirable
to determine whether additional'statutory authority is required if the agency is
to make a real contribution to the process by which economic and physical
resources are to be allocated: Note for example, last week's decision by the ICC
that it does not have the authority to inquire into the quality of railroad pas-
senger service.

There is, I believe, a special obligation on the part of the regulatory agencies
to harmonize their activities and decisions with basic national policies not nec-
essarily found in the statutes which they administer. For example, those agen-
cies with rate-setting responsibilities should consider the financial needs of the
utilities in acting on applications for rate increases, but they should also con-
sider the inflationary effects of any proposed increases and the obvious desire
of the Nation to control inflationary pressures. In the transportation field. the
CAB should, for example, consider the effects of its decisions on the railroad,
bus, shipping and private automobile modes of transportation. A recent court
decision also requires the CAB to consider noise and air pollution and safety for
people on the ground. Similarly, it should hear from those sectors in its decision-
making process. The Department of Transportation was given the responsibility
and authority to express national transportation considerations before the vari-
ous regulatory bodies. How effectively the Department has discharged this duty
should be looked at by this or other appropriate committees of the Congress. In
another area, the Department of Health, Education and Welfare has been
quite vigorous in intervening in those FPC cases involving air pollution issues
to urge its particular point of view.

One of the trickier areas facing regulators is to distinguish between imple-
menting national policy and establishing it. Again, to use an illustration most
familiar to me, the FPC must authorize the necessary facilities if natural gas
is to be imported into the United States from Canada. But to what extent this
should be done obviously rests on this country's and Canada's basic understand-
ing and policies on resource exchanges. Thus far, those national decisions have
not been reached-although happily President Nixon and Prime Minister Tru-
deau have directed the appropriate departments of Government on both sides of
the border to explore these issues. In the meantime, the FPC, hardly the Na-
tion's most skilled and appropriate agency for formulating international policy,
must act on the applications submitted to it by proper parties. Yet its decisions
in specific cases can, in the absence of any national policy, establish a policy.
Here I believe there is an obligation on the regulatory bodies and similarly on
the Congressional Committees which exercise oversight responsibilities over
them, to flush out these major issues and urge appropriate action by the Execu-
tive and Legislative Branches of the Government. In the illustration of Cana-
dian natural gas, the FPC can and should be of assistance in formulating recom-
mendations for basic national policy in this important area of resource manage-
ment.
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From where I sit, an excellent example of agency initiative was the movement
of both the Federal Trade Commission and the Federal Communications Com-
mission into the field of cigarette advertising. The problem was anything but
simple and straightforward, and yet the agencies did assist in focusing Congres-
sional and national attention on a basic policy issue.

Reasonable men can-and do-differ as to whether the statute their agency
administers provides authority to handle certain problems. Again, refer to the
ICC decision on the quality of rail passenger service, where the Commission
split on the issue 7-2. My general attitude during my service at the FPC was to
assume the broadest possible mandate-to believe that the Congress intended
that certain basic objectives were to be achieved. Certainly one cannot rewrite
the law, but the tendency to overjudicialize must be constantly guarded against.
The agencies frequently find themselves caught in the classic dilemma: on the
one hand, all parties must be given full due process and their day or so in court,
and, on the other, is the desire to reach a decision before the passage of
time has rendered the entire matter moot. This vexatious problem has defied
legislators and regulators for decades.

One particular approach that may be worthy of examination by regulatory
agencies is the technique of required public comment by the regulatory body.
For example, when the FPC proposed legislation in the 90th Congress which
would vest in the FPC the authority and the obligation to promulgate rules of
operation related to the reliability of the power supply in the United States, the
electric utility industry protested that such action would shift authority to the
Government, while leaving responsibility with the utilities; further, it was
claimed that nothing but delay would flow from such an arrangement. Without
conceding the validity of those criticisms, it occurs to me that an alternative
worthy of being tried out is to require the industry to advise the Government of
the standards which the Nation's utilities voluntarily adhere to, but require the
FPC to comment publicly on those standards. Presumably, the prestige and the
technical competence of the Commission and its staff would have a healthy and
beneficial influence on the industry in developing the standards that would be
employed by the industry. But, if the advice, counsel, guidance, or criticism of the
FPC-and I would include an opportunity for State regulatory commissions to
comment as well-did not result in effective standards or criteria, the obligation
on the part of the Government to disapprove in total or in part would, I think,
exert useful pressure on the utilities to defend publicly the decisions it reached.

This technique, in my view, represents at least an acceptable fall-back posi-
tion to be considered by the Congress in those areas where, for whatever reason,
it is regarded as undesirable to grant affirmative authority to regulatory bodies.
Basically, I am not enthusiastic about the approach, but it may be considered
in some very special circustances.

Although the role of the regulatory agencies is to discover and protect the
public interest, it is evident that insofar as licenses or certificates are con-
cerned, they are items of considerable value to the licensees. It is no secret that
simply having the right to build and operate a television station in a major
metropolitan area is a right worth millions of dollars. Similarly, airline routes
which are so vigorously sought by numerous applicants to serve major markets
have great intrinsic value. The FPC frequently has competing applications to
serve identical markets by more than one pipeline, because of the great profit-
making potential that those certificates represent. In such a situation, it seems
evident that the cost of administering the program should be borne by those
who seek to obtain those rights. The concept is, I think, now well established
and in referring to the FPC, the agency that I know most about, nearly half
its $16 million annual budget is recovered in user charges.

These funds are paid into the general Treasury and are not available for
use by the agency, although any simple accounting process makes it clear
that the agency is at least in part self-sustaining. Countless suggestions for
increasing the amount paid for these rights have been made in the past. I
am not prepared to support any particular approach (for example, the sug-
gestion that radio and television licenses should be auctioned off to the highest
bidder), but I certainly believe that enough studies, surveys and reviews have
been made and that it is now time for the Bureau of the Budget to propose
changes and for the Congress to act.
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CONCLUSION

In summary, the analytical techniques that have been developed by the
Defense Department and the Bureau of the Budget can be of some use to
regulatory agencies. I would again emphasize, however, the overriding im-
portance of the need to select qualified personnel to serve on those bodies. The
responsibilities inherent in those positions are enormous, and, in fact, one of
the basic difficulties in holding such a position is the absence of any set of stand-
ards by which to judge the level of performance. I believe that the interest of
the Joint Economic Committee and of other Congressional Committees in the
work of regulatory agencies can be a positive influence and urge that the
Congressional Oversight role be strengthened.

The tendency of regulatory agencies to react to the initiative of industry
requires both a conscientious effort on the part of the agencies to break away
from the case-by-case approach and adequate financial support from the Con-
gress. Although the pattern is not distinct and universal, there does seem to be
a cycle through which Federal regulatory agencies pass. I believe that their
usefulness can be increased and their contribution to national problems, in-
cluding exerting significant influence on the manner in which our economic
resources are applied, can be made even more significant and responsive to the
Nation's needs.

I appreciate the opportunity to present my views to the Subcommittee and
hope that this series of hearings will move Government officials to greater
recognition of the benefits of economic analysis to the basic missions assigned
to their departments and agencies.

Chairman PROXMIRE. Mr. White, some critics have said that the
Federal Power Commission and the other regulatory agencies have not
really utilized economic analysis at all satisfactorily, that there are
all kinds of areas where they could use it and do a much better job.
With regard to considering alternatives, when licensing, providing a
decision in licensing, here people say there should be a full economic
analysis.

No. 2, the application of economic analysis in principle, in allocat-
ing radio, that is not FPC, that would be FCC, but nevertheless it is
a regulatory determination.

No. 3, the role of economic analysis in rate regulation.
Of course, this would be a Federal Power Commission determina-

tion.
Mr. WnITE. Yes.
Chairman PROXMIRE. In your view, on the basis of your experience,

do you feel that these criticisms are justified, that there is is a very
useful area of economic analysis that is being overlooked?

Mr. WnITE. I would say that generally I can subscribe to the
criticism, but I would have to temper it. The manner in which it
came through to me made it sound like it is almost zero, and that
is not accurate. There is quite a bit being done, and there is a move-
ment upward, which frankly is the only way we can go. We cannot
go very far down, because we are at such a low level.

Let me tick off an illustration or two. The Federal Power Com-
mission has one of the most vexatious assignments ever given to any
body, and this is to set the price at which natural gas can be sold by
the producers as it moves into interstate commerce. It is just really
a horrendous job.

The Commission has struggled over about an 8- or 9-year period.
It has come up with the concept of establishing one rate for an area,
an areawide rate that affects all producers, regardless of the size of
the producers in that area. This has been found by the Supreme Court
to be constitutional, to be not in conflict with any statute, and to be a
reasonable manner in which to proceed.
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In the conduct of those cases, considerable economic analysis has
been brought to bear on the decisionmaking process. Each element ofthe cost of production is gone into with adversary advocates on either
side saying yes, that is too much, and others saying no that is not
enough.

The Commission itself sponsored an econometric model. The econo-
metric model was certainly not perfect, and indeed when it got right
down to it, the Commission did not use the findings of the econometric
model, but recognized the commonsense of having such an analysis
available to it in its decisionmaking process.

We had one fascinating experience. An econometrician retained by
the FPC as a consultant spoke to the members of the Commission
informally. He had a. big blackboard, a piece of chalk, and he haddiagrams that went on and on and on and he explained that each of
these were legitimate measurable factors that could be put together
and weighed. I could sense that the members of the Commission were
recognizing that what he was saying was that if he had this model, and
you agreed to it, that all you had to do was crank in these figures,
turn the handle, and the answer would come out aild five fellows
would be out of a job.

Well, they were not at all sympathetic to that notion, and since most
agencies are made up of lawyers, it was a Donnybrook right off the
bat.

I think that the economists and the econometricians can make a
much greater contribution. In my prepared statement I take note of
that.

Chairman PROXMIRE. I think this is very helpful, but you are being
facetious, aren't you, completely? The econometric model would be
only a guide. Of course it is like any other mechanical device of this
kind. It all depends on your assumptions. It all depends on what you
crank into it. It all depends upon the expertness and the appropriate-
ness of the analysis before you put it in.

Mr. Wamm. Right. I was being facetious.
Chairman PROXMIRE. This involves very competent people. It seems

to me our experience in Government since the dawn of the computer,
and with all the work that that has done has indicated that it does not
exactly reduce the Federal employment to zero.

Mr. WmTE. I was being facetious, but it was interesting to see the
reaction of the members of the Commission who were, all but one,
lawyers.

Representative CONABLE. Don't put this all off on the lawyers.
Chairman PRoxxmRE. I think it is a good place to put it.
Representative CONABLE. Any two economists are going to fall to

arguing about their econometric models immediately.
Mr. WmiTE. Yes, I agree, but I think that the chairman's point is

that you are much better off to have had that exercise done than not
to have had it done. You may not come out with a better result.

Representative CONABLE. Yes.
Mr. WHITE. But if you do have it, it makes an input. It does help

shape your thought process. I started off saying you are not going to
get any better decisions than you have people there. All we are talking
about here are tools and techniques.

Chairman PROXMIRE. I take it this is not a typical example. You
are giving us one instance in which economic analysis was used?
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Mr. WHITE. That is right.
Chairman PROXMIRE. Can you give us a couple of areas in which

you think economic analysis should be used that has not been and would
be useful if it were?

Mr. WHITE. I am not as familiar with the other regulatory agencies
as I am with the Federal Power Commission, but I have a belief, for
example, that in the field of transportation, that economic analysis by
both the Interstate Commerce Commission and the Civil Aeronautics
Board could be considerably improved in terms of the impact of their
decisions that relate to air on the other modes of transportation. In
fact, when the Department of Transportation was being considered,
those who recommended its creation-believed that this is one of the
important functions that it could perform; namely, testifying and
presenting national policy considerations to these regulatory agencies
as they reach their decision. This raises another major item, and that
is, how in the world do five men, or a majority of any commission, fig-
ure out how their responsibility to decide a specific case fits with na-
tional requirements and patterns and policies.

I use in my statement an illustration that has to do with the importa-
tion of natural gas from Canada. When an applicant comes to the
Commission and says it would like to have authority to build facilities
to import gas, the Commission cannot reject that out of hand. It has
to decide whether it should be granted, and one of the important in-
gredients in such a decision is what does the United States think as a
national policy it ought to do about the movement of energy sources
back and forth across the border.

If it reaches any kind of a decision, even if the decision is to deny it,
or to approve it with certain conditions, that then becomes a part of
a pattern that ultimately will be a national policy, and I daresay that
the Federal Power Commission is probably not the appropriate mech-
anism to be dealing with those policy issues.

Chairman PROXMIRE. Under these circumstances, are you implying
that more adequate economic analysis would be useful and helpful?

Mr. WHITE. That is the easiest question I will have all day. Yes; no
question about it.

Chairman PROXMIRE. Let me put it this way. In your opinion is the
present lack of analysis and of planning primarily a problem of inad-
equate resources, or is there a reluctance on the part of the policy-
makers to exercise this kind of responsibility?

For example, if there is such a reluctance, how much of it is due to
pressure brought upon the agencies by industry? Are they afraid that
if you did this in a logical way, in which you got a great deal of eco-
nomic analysis, so that it could be decided more on the merits, the
industry pressures would not be as effective?

Mr. WHITE. I understand fully the import of the question, and I do
not think I can give you a yes or a no answer to it.

In part I am satisfied, in fact in major part, it is because of the lack
of adequate resources. I think generally anybody who is in a decision-
making position would love to have more economic analysis and data
available to him to assist him, and furthermore to support the-

Chairman PROXMIRE. Then why don't they do it?
Mr. WHITE. In part, it is because of the unwillingness of Congress

to let them grow in staffs, but there are other techniques.
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Chairman PROXMIRE. Have they been turned down? Has the Budg-et Bureau said no? Has the Federal Power Commission applied fora larger staff and been refused by the committees of Congress?Mr. WHITE. Yes, I am sorry to say that has been the case,-and whatI do not know is whether it is just the-
Chairman PROXMIRE. I mean in this particular area of economicanalysis?
Mr. WHITE. Well, since our budgets are a lump sum, but withpieces, with elements all laid out in our budget presentation, yes. Thefact of the matter is we had a situation in which one of the analyticaltechniques for electric reliability has to do with the gathering of in-formation, not only technical but economic data, and a member of theIndependent Agencies Appropriations Subcommittee of the Housetook the floor to say specifically that the FPC had requested 29 posi-tions for this, and it had been denied by the committee, and theywanted to make clear to the agency, which operates on a lump-sumbudget, that they were not to use any of the money available to themfor that particular function. So the answer is "yes."1Chairman PROXMTRE. Was this done because of industry presesure?Mr. Wmirn. No. Now I am terribly embarrassed. It is because I wasnot able to persuade the committee of the importance of it or thesubcommittee of the importance of it. I do not think in the "peanuts"that are involved there in that particular case, and in that particularagency, that it was industry pressure, but to go to the other-
Chairman PROXMIRE. How about the justification of your costeffectiveness?
Mr. WHrrE. I think that is where we failed the test, yes, and it ishard to persuade the members of these committees, that these agenciesshould have more, even though the industries that are regulated con-tinue to grow in complexity, in numbers, in dollars, in importance,in the companies and in the nature of the assignment.
The Federal Power Commission has fewer employees today thanit had in 1964, not by choice, not because a group of hardheaded man-agers had been there and pared them down. You just cannot get themoney out of the Congress.
Chairman PROXMIRE. My time is up.
Mr. Conable?
Representative CONABLE. Mr. White, in this whole issue of courtreview of regulatory agencies, you pointed out the reluctance ofcourts to intrude on administrative discretion, and I think that isgenerally true, unless there is an obvious abuse of discretion. Courtsin reviewing the record in an administrative case are usually goingto leave the decision alone.
The result is that court review is something that is used only inthe extreme, when people feel there has been an obvious, patentabuse of discretion.
I wonder if court review is going to be of any significance at all,if regulatory agencies are attempting to fulfill what in your state-ment you call a special obligation to harmonize their activities anddecisions with basic national policies, not necessarily found in thestatute which they administer.
In other words, if the agency is going outside the record substan-tially, considering things other than what is presented to them in
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evidence or in papers supporting applications, is it going to be pos-
sible to have court review to any degree? I just do not have this
resolved in my own mind.

Mr. WHITE. I see the spot where you have your finger, and I think
that the answer is yes, that the courts are capable of determining
whether in.discharging its responsibility under the particular statute
that it administers, it has reached out and taken into account other
factors. Let us perhaps use an illustration.

It does not say anything in the Natural Gas Act about the anti-
trust laws, and yet the Federal Power Commission had a case re-
versed by the court of appeals, which said that in granting a certifi-
cate to one of two applicants, the Commission had failed to give ap-
propriate attention to the antitrust considerations. Well, the FPC
should. Obviously that is the national policy. There are a whole host
of similar areas where there is national policy.

Representative CONADLE. But that is national policy embodied in
law also, and the court can take judicial notice of any existing statute.

Mr. WHITE. Right.
Representative CONABLE. Even though it was not part of the ad-

ministrative decision of the regulatory agency.
Mr. WHITE. Right. Take, for example, the question of discrimina-

tion in employment. The Federal Power Commission has before it
a proceeding by a utility to have a license granted for a constructed
hydroelectric project. A party has appealed, or rather sought to inter-
vene, saying, do not give that outfit a license, because they discriminate
in their employment policies.

The Commission said, "We will permit the parties to intervene."
I do not know how that case is going to come out, but the basic

thrust of the petition to intervene was on the grounds that the par-
ticular utility engaged in discriminatory employment practices.

That, too, though, as you say or suggest is embodied in the statute.
Representative CONABLE. Let us take another situation. I am in-

formed that President Johnson in May of 1967 wrote to the heads of
the regulatory agencies asking them that agencies make every effort
to aid our balance-of-payments objectives in any decision affecting the
balance of payments of our country.

Now what weight could an agency give to this? This was a volun-
tary program, not embodied in any law. What weight could an agency
give this? And is this something that a court should consider also?

I can see that you get into kind of a gray area here.
Mr. WHITE. It is a sticky area. It is pretty treacherous out there

in those waters. I would say that if that is a national policy, there
are ways to make sure that the weight to be accorded that can be
brought to the attention of the decisionmakers, because every Depart-
ment of the Federal Government or State government has the right
to intervene formally in a proceeding.

It is not at all uncommon, for example, for the Department of
Health, Education, and Welfare to come into a proceeding before the
FPC, and say, "Gentlemen, we think you ought to grant this cer-
tificate for natural gas to go into the city of New York-"

Representative CONABLE. Yes.
Mr. WHITE (continuing). "Because they will use that gas to generate

electricity with far fewer pollutants than if they were to use oil."
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Representative CONABLE. Quite obviously, if it is not an expression
of statute, you are going to be careful in the extent to which you give
implementation to it in exercising your discretion?

Mr. WrrTE. Absolutely.
Representative CONABLE. And not go as far as you might if it were

simply a matter of statute.
Mr. WuiTE. By definition-
Representative CONABLE. Let me ask you what was the effect of a

letter like this from President Johnson on your agency?
Mr. WrHIrE. As you were reading that I was trying to remember

first of all whether it had registered in my mind, and second of all
what had been the effect, and since the Federal Power Commission
has so little to do with international problems

Representative CONABLE. It might have something to do with nat-
ural gas from Canada, for instance.

Mr. WHrrE. There is an area where it would have something to do
with natural gas from Canada1 and if I recall correctly, when that
application was filed by a pipeline to construct the facilities to bring
the gas down, the producers, the domestic producers in this country,
I believe, from Texas, appeared before the Commission in that pro-
ceeding and said, "You should not grant that license because it will be
harmfui to the natural gas industry in the United States, because we
need to have the money to use for exploration and development." And
I believe they also said in their argumentation that this is contrary to
the Nation's balance-of-payments policy that exists in this point in
time.

Now the Commission granted the certificate, so even if I could re-
member, I guess it would be inappropriate to tell you how that was
weighted, but it was certainly before the Commission in a formal sense
raised by one of the parties.

Chairman PROX mm. Could you yield, please?
You said "granted." Do you mean that they approved the importa-

tion of natural gas from Canada?
Mr. WniTE. Yes.
Chairman PROXMIRE. They did. In other words, they denied the

petition of the Texas people?
Mr. WHITE That is correct. The Texas people intervened.
Representative CONABLE. That is all I have, Mr. Chairman, at this

time.
Chairman PROxMnIE. I just have one other question, Mr. White. I

am interested in your thoughts on user charges as a way to finance the
cost of administering regulatory programs. Can you explain the opera-
tion of user charges in the Federal Power Commission by which, ac-
cording to your testimony, nearly half of its annual budget is re-
covered, and list for us some of the other user charges that have been
proposed?

Mr. WHiTE. I would feel better equipped to answer that question if
as in earlier congressional appearances I had a solid staff behind me.
I can certainly undertake to supply that answer in detail, using the
staff, and I am sure that the Commission would be perfectly willing
to submit it, but in a general sense let me indicate the user charge
situation.

Fees are charged for licenses to construct hydroelectric projects.
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Fees are charged for certificates to construct interstate pipelines. The
fee structure is established by the Commission, I think in consulta-
tion with the Budget Bureau, and are collected and turned into the
General Treasury.

There is an additional source of revenue that comes into the General
Treasury as a result of the Federal Power Commission action, and
that has to do with the assessment of headwater benefits.

If, for example, in the topography of a river a Federal project en-
hances the power generating potential of a privately owned and li-
censed project, that licensee is obliged by law to pay for those benefits,
and the Federal Power Commission has the responsibility to assess
what is a fair charge for those benefits, and then to have the fees paid
to the General Treasury. Those are the basic sources of the income.

As to how they might be altered, the schedule of fees themselves
were made by man, and I assume they could be modified by man,
either upward or downward. I have in my statement spoken about
the suggestion that is most frequently heard in connection with tele-
vision and radio certificates or licenses, and that is to auction them
off. They are indeed valuable documents to have, and the concept of
auctioning off a public right is nothing new.

Today in offshore Louisiana, in the Federal domain, the property
that the Congress has decided belonged to the Federal domain, where
oil and gas is discovered, the right to go out and explore that and to
develop it is auctioned off.

Senator PROXM=RE. I can understand how you can do it with some-
thing as commercial as a right to produce oil, but I am just wondering
whether this would be appropriate for something like a television
license, or radio license, where you have considerations of which appli-
cant can best serve the public interest, and is equipped to do it, and
on the basis of their background and experience would more likely do
it. Maybe that is the best way to do it.

Mr. WHIrE. I would assume, if anyone ever got serious about that
proposal, that you would have to have an auction among qualified
applicants, not among just those who are qualified because they are
wealthy. I presume-I have never had the responsibility sitting as
a member of the Federal Communications Commission, but it is not
inconceivable that for any particular license there may be 12 appli-
cants, and they can determine that any one of six could do the job
beautifully.

Chairman PRoxmIE. Yes, but once you do that, once you sell it,
then it seems to me that the applicant who buys it has a property
interest. He is in a much stronger position to say "This is no longer
the public's. I paid for it. I paid good hard cash for it."

Under these circumstances, if after 3 years they have not done a
good job, they have been very partisan, very unfair, they have not
really served the public interest, it seems to me it is a little harder
for the FCC to deny it than now.

We had an interesting appearance before the committee earlier this
week by a distinguished expert in this area, and Mr. Conable and
I-Nicholas Johnson was the man-we had a very interesting col-
loquy with him. It seems to me once you sell it, you no longer retain
the same degree of control.

Mr. WmTE. Well, this is outside of my field, but there are those
who suggest that even under the existing system, and particularly if



201

ending legislation is enacted, it is going to be that way anyhow.
That is the license holder has such-

Chairman PROXMIRE. That is Johnson's position, and I disagree
with him very much, but he may be right. I hope not.

Mr. WHITE. Well, I think what you are getting into is what mo-
tivates men when they are making these decisions, and perhaps you
are right, that if a man has paid $2 million for a valuable right, it will
be much more difficult for a majority of the Commission to look
objectively at how he has handled things, because they are going to
hate to see that fellow lose that money. By the same token today, when
you give him the right, he goes out and invests a lot of -money, and
that I understand is the rationale underlying the legislative proposal.

How can you so say to the sponsors of it, how can you expect a man
to invest if you do not give him at least some degree of assurance that
his investment is going to be protected. So this is really a part of the
same piece of fabric, as I see it.

Chairman PROXMIRE. Let me just conclude by asking if you can indi-
cate broadly or generally how Congress can begin to develop a compre-
hensive program of user or beneficiary charges tailored to the require-
ments of each agency. You have done a good job in the Federal Power
Commission I think. You have moved along the path as you say of
raising half your budget. Do you have any broad recommendations
as to how other agencies can do this?

Mr. WHITE. Well, I heard the discussion earlier this morning about
a commission or a study group, and I do not believe that this is an
appropriate topic for yet another study and review group. I just think
somebody in the Budget Bureau, working with the White House and
the President, ought to make some specific recommendations to the
Congress, and that congressional committees can take a look at it and
make the decision.

I do not think it is all that difficult to do. It will not get any less
difficult with yet another review or study, because I have a hunch that
Mr. Zwick's successors will be glad to supply you with an awful lot
of documents, and not claim executive privilege on that subject.

Chairman PROXMIRE. So you would suggest that when Mr. Mayo
appear before us, which he will in a few days, we might ask him if
he would undertake this kind of an investigation, and then make a rec-
ommendation to the President and the Congress?

Mr. WHITrE. Having known Budget Directors in the past, and know-
ing Budget Director Mayo somewhat, I am sure he will be highly
sympathetic to the question.

Chairman PROxMIRE. That should help all of us. Thank you very
much, Mr. White. You have done another excellent job, and we very
much appreciate it. We have a few questions for the record which we
will appreciate it if you could answer in writing when you correct your
remarks.

Mr. WHITE. All right, and on that specific question of user charges.
I will be delighted if you think it would be useful to ask the Com-
mission if they would make that available. I am sorry I do not have
that.

Chairman PROXmIRE. Yes, I wish you would. Then you could fill
out the details.

(Additional materials, subsequently supplied, follow:)
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FEDERAL POWER COMMISSION,
OFFICE OF THE CHAIRMAN,

Wa4hington, D.C., October 10, 1969.
Mr. RIcHARn F. KAUFMAN,
Subcommittee on Economy in Government,
Joint Economic Committee,
New Senate Office BuikUing, Washington, D.C.

DEAR MR. KAUFMAN: Former Chairman White has relayed to me your request
for a detailed statement of user charges the Federal Power Commission has
received in recent years, together with a summary of any proposals that may
have been under consideration.

Enclosed is data on the source and application of funds collected by the
Federal Power Commission for fiscal years 1967, 1968 and 1969. The latest action
establishing additional fees was taken in January 1966, when natural gas pipe-
line certifieate fees were prescribed. No proposals for other fees for services have
been presented to the Commission for consideration since then. We are planning
a general review of fees charged for services performed.

We trust that this information will be satisfactory.
Sincerely,

JOHN N. NASSIKAS, Chairman.
Enclosure.

FEDERAL POWER COMMISSION-SOURCE AND APPLICATION OF FUNDS COLLECTED FROM ALL SOURCES

Fiscal year Fiscal year Fiscal ear
1969 1968 1967

1. Source of funds:
Annual fees from licensees:

Collections for administering part I of the Federal Power Act. $2, 573, 336 $2, 142, 370 $2, 357, 036
Collection for use of Federal lands -212,543 201, 550 255,209
Collection for maintenance of navigation -443, 005 437, 595 619, 355
Fines, penalties, and other forfeitures - 945 30,526 936
Collection for use of Indian lands -241,736 241 722 241 756
Oregon and California land grant -1,172 1,172 1,172

Subtotal annual fees from licensees -$3, 473,737 $3, 054,935 $3, 475, 464
Headwater benefit payments -2,561,041 1,694,881 1,934,780

Subtotal, collections under section 10(e) of the Federal Power Act-- 6,034,778 4,749,816 5,410,244

Sale of publications and miscellaneous services -13,154 13,140 12, 807
Pipeline certificate fees -2,163,488 1,634,809 897, 997

Subtotal other collections -2,176,642 1,647,949 910,804

Total collections -8,211,420 6,397,765 6,321,048

2. Application of funds:
Credited to "Miscellaneous receipts"-U.S. Treasury:

Collections for administering part I of the Federal Power Act... 2,573,336 2,142,370 2,357, 036
Portion of collection from projects on Federal lands -26,68 25,194 31,901
Portion of collection from maintenance of navigation -221, 502 218,798 309,677
Sale of publications and miscellaneous services -13,154 13,140 12, 807
Fines penalties, and other forfeitures- 1,945 30,526 936
Pipeline certificate fees -2,163,488 1,634,809 897,997

Subtotal "Miscellaneous receipts - 4,999,993 4,064,837 3,610,354
Payment to various States (374 percent of collections from proj-

ects on Federal lands)- - - - ; - 79,704 75,581 95,704
Payment to reclamation funds from headwater benents ano proj-

ects on the Federal lands-
Special fund for Department of the Army-From headwater bene-

fits and navigation maintenance.
Oregon and California land-grant fund -
Collection for use of Indian lands.

1,639,105 1,364,589 1,374,249

1,249,710 649,864 997,813
1 172 1 172 1 172

241,736 241,722 241,756

Total payments 8,211,420 6,397,765 6,321,048
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SEmu, WHITE & JACOBSEN,
rWashington, D.C., September 80, 1969.Mr. RicnAuD KAUFMAN,

Joint Economic Committee,
G-138 NSOB,
Washington, D.C.

DEAR MR. KAUFMAN: Enclosed are the responses to the written questions thatwere presented to me at the hearing of the Subcommittee on Economy in Govern-ment on September 19. It has taken a little time to obtain the enclosures, but Ihope that they will be worth the extra time required to prepare the answers.Quite obviously,. if you have any additional questions about these suggestionsor, for that matter, about anything else, please let me know and I will do mybest to respond.
Sincerely yours,

LEE a. WnrrE.Enclosures.
Question 1: I am intrigued by the notion of the Consumers' Counsel, as wouldbe created by Senator Metcalf`s bill, and your concept of the People's Counsel.I am not altogether clear, however, how the People's Counsel would differ fromthe Conswmer's Counsel. Would you elaborate on this idea, explaining suchmatters as who would pay his salary, how he would be insulated from the samekind of pressures which now operate on government employees, and how hewould decide which cases to get involved in?
Answer: In response to your question about the distinction between the Con-sumers' Counsel and the People's Counsel, there is a similarity in that eachwould undertake to represent a broad segment of the public before decision-makers in our society. The basic difference, however is that the Consumers'Counsel would represent a class of customers of utilities whose own economicInterest is so small on an individual basis and so diverse as to make it impossiblefor them to band together to secure the type of legal counsel (including economicanalysis) required for rate cases.before Federal and State regulatory agenciesThe People's Counsel, on the other hand, would undertake to represent thoseindividuals in our society who are economically disadvantaged in generalrulemaking proceedings before Government agencies contemplating rules havingan impact on those economically disadvantaged. As a matter of interest, I amenclosing (a) a copy of S. 607, which reduces the Consumers' Counsel idea tolegislative form and (b) a resolution adopted by the Administrative Confer-ence of the United States in its December 1968 plenary session proposing thePeople's Counsel concept. I will, of course, be pleased to discuss either or bothof these proposals in further detail if that is desired.
(Enclosures follow:)
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91ST CONGRESS S
1BT SESSION Sox 607

IN TIlE SENATE OF THE UNITED STATES

JANUARY 24 (legislative dlay, JANUARY 10), 1069

Mr. METCALF (for himself, Mr. AIKEN. Air. DODD, Mr. HART, Mr. KENNEDY, Mr.
MCGOVERN, Mr. MANSFIELD, Air. NELSON, Mr. TYDINCS, Mr. YARROROUGH,

and Mr. YOUNG of Ohio) introduced the following bill; which was read
twice and referred to the Committee on Government Operations

A BILL
To establish an independent agency to be known as the United

States Office of Utility Consumers' Counsel to represent the

interests of the Federal Government and the consumers of

the Nation before Federal and State regulatory agencies with
respect to matters pertaining to certain electric, gas, tele-

phone, and telegraph utilities; to amend section 201 of the

Federal Property and Administrative Services Act pertaining

to proceedings before Federal and State regulatory agencies;

to provide grants and other Federal assistance to State and

local governments for the establishment and operation of

utility consumers' counsels; to provide Federal grants to

universities and other nonprofit organizations for the study

and collection of information relating to utility consumer mat-
ters; to improve methods for obtaining and disseminating in-

formation with respect to the operations of utility companies

II
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of interest to the Federal Government and other consumers;

and for other purposes.

Be it enacted by the Senate and House of Representa-

2 tives of the United States of America in Congress assembled,

3 That this Act may be cited as the "Intergovernmental Util-

4 ity Consumers' Counsel Act of 1969."

5 DEFINITIONS

6 SEc. 2. As used in this Act-

7 (a) The term "Federal agency" means any depart-

8 ment, agency, or instrumentality, including any wholly owned

9 Government corporation, of the executive branch of Govern-

10 ment.

11 (b) The term "State" means any State of the United

12 States, any territory or possession of the United States, the

13 District of Columbia, the Commonwealth of Puerto Rico, or

14 political subdivision, department, agency, or instrumentality

15 of any of them, but does not include the Panama Canal Zone.

16 (c) The term "utility" means any privately owned cor-

17 poration (other than a cooperative) which (1) provides

18 electric, gas, telephone, or telegraph service to the public,

19 (2) has an annual gross operating revenue in excess of

20 $1,000,000, and (3) is a public utility as defined in part II

21 of the Federal Power Act, a natural gas company as defined

36-125 0 - 70 - pt I - 14
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1 in the Natural Gas Act, or a common carrier as defined in the

2 Communications Act of 1934.

3 (d) The term "utility service" means any service pro-

4 vided for the public by a utility.

5 TITLE I-UTILITY CONSUMERS' COUNSEL

6 ESTABtISHMENT OF OFFICE

7 SEC. 101. (a) There is hereby established within the

8 executive branch of the Government an independent agency

9 to be known as the United States Office of Utility Con-

10 sumers' Counsel (referred to hereinafter as the "Office").

11 The Office shall be headed by a Consumers' Counsel

12 (referred to hereinafter as the "Counsel"), who shall be

13 appointed for a term of five years by the President, by and

14 with the advice and consent of the Senate, and who shall

15 receive compensation at the rate provided for level 2 of the

16 Executive Schedule.

17 (b) The Counsel may-

18 (1) promulgate such rules and regulations as may

19 be required to carry out the functions of the Office; and

20 (2) delegate to any other officer or employee of the

21 Office authority for the performance of any duty im-

22 posed, or the exercise of any power conferred, upon the

23 Counsel by this Act, and any reference herein to the



207

4

1 Counsel shall include his duly authorized delegate or

2 delegates.

3 PERSONNEL AND POWERS OF THE OFFICE

4 SEC. 102. (a) The Counsel shall appoint and fix the

5 compensation of such personnel as he determines to he

6 required for the performance of the functions of the Office.

7 (b) In the performance of the functions of the Office,

8 the Counsel is authorized-

9 (1) to obtain the service of experts and consultants

10 in accordance with section 3109 of title 5 of the United

11 States Code;

12 (2) to appoint such advisory committees as the

1: Counsel may determine to be necessary or desirale for

14 the effective performance of the functions of the Office;

15 (3) to designate representatives to serve on such

16 committees as the Counsel may determine to be neces-

17 sary or desirable to maintain effective liaison with Fed-

18 eral agencies and with departments, agencies, and instrn-

19 mentalities of the States which are engaged in activities

20 related to the functions of the Office; and

21 (4) to use the services, personnel, and facilities of

22 Federal and State agencies, with their consent, faith or

23 without reimbursement therefor as determined by them.

24 (c) Upon request made by the Counsel, each Federal

25 agency is authorized and directed-
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1 (1) to make its services, personnel, and facilities

2 available to the greatest practicable extent to the Office

3 in the performance of its functions; and

4 (2) subject to provisions of law and regulations

5 relating to the classification of information in the interest

6 of national defense, to furnish to the Office such infonna-

7 tion, suggestions, estimates, anmd statistics as the Counsel

8 nIav detcriaimme to lie necessarv or desirable for the per-

9 fornimiec of the functions of the Office.

10 IMEPIWSENTATION OF P1UBsLIC INTEREST

11 SEC. 103. (a) Whenever there is pending in or before

12 any Federal or State agency or court any investigation,

13 hearing, or other proceeding which mllay, in the opinion of

14 the Coumisel, affect the economic interests of consumers of

15 utility services within the United States, the Counsel may

16 intervene and, pursuant to that agency's or court's rules of

17 pitlctice and procedure, may enter an appearance in that

18 proceeding for the pII1Tose of representing the interests of

19 such consimamers.

20 (b) Upon any such intervention, the Counsel shall pre-

21 sent to the agency or court, subject to the rules of practice

22 and procedure thereof, such evidence, briefs, and argumnents

23 as lie shall determine to be necessary for the effective repre-

24 sentation of the economic interests of such consumers. The

25 Counsel or any other officer or employee of the Office desig-
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1 nated by the Counsel for such purpose, shall be entitled to

2 enter an appearance before any Federal agency without

3 other compliance with any requirement for admission to

4 practice before such agency for the purpose of representing

5 the Office in any proceeding.

6 REPRESENTATION OF FEDERAL GOVERNMENT INTERESTS

7 SEC. 104. (a) The Counsel shall represent the interests

8 of Federal agencies in proceedings before Federal and State

9 regulatory agencies and courts relating to rates and tariffs,

10 and in negotiations with utilities, for the procurement of

11 utility services, except that the Secretary of Defense may

12 from time to time, and unless the President shall otherwise

13 direct, exempt the National Military Establishment from the

14 provisions of this section whenever he determines such ex-

15 emptions to be in the best interests of national security.

16 (b) The Counsel shall provide the services described

17 in subsection (a) to agencies of any other branch of the

18 Federal Government, mixed ownership corporations (as de-

19 fined in the Government Corporation Control Act), or the

20 District of Columbia, upon its request.

:21 (c) The functions of the Administrator of General

22 Services under section 201 (a) (4) of the Federal Property

23 and Administrative Services Act of 1949, relating to rep-

24 resenting Federal agencies in proceedings before Federal

25 and State regulatory agencies, are transferred to the Counsel,
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1 insofar as such functions involve utilities as defined in this

2 Act.

3 (d) All officers, employees, property, obligations, corn-

4 mitments, records, and unexpended balances of appropria-

5 tions, allocations; and other funds (available or to be made

6 available) which are determined by the Director of the

7 Bureau of the Budget to relate primarily to the functions

8 transferred pursuant to paragraph (c) are transferred to

9 the Office.

10 (e) Section 201 (a) (4) of the Federal Property and

11 Administrative Services Act of 1949 is amended by insert-

12 ing before the semicolon at the end thereof a comma and

13 the following: "except as provided in the Intergovernmental

14 Utility Consumers' Counsel Act of 1968."

15 (f) Any action being carried out by the Administrator

16 of General Services prior to the effective date of this section

17 as part of the functions transferred to the Counsel under

18 subsection (c) may be continued by the Counsel.

19 (g) This section shall become effective on the ninetieth

20 day following the date of enactment of this Act.

21 PUBLIC INFORMATION AND REPORTS

22 SEC. 105. (a) The Counsel from time to time shall

23 compile and disseminate to the public, through such publica-

24 tions and other means as he determines to be appropriate,
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1 such information as he considers to be necessary or desirable

2 for the protection of the economic interests of consumers

3 of utility services.

4 (b) In January of each year, the Counsel shall trans-

5 mit to the Congress a report containing (1) a full and

6 complete description of the activities of the Office during the

7 preceding calendar year, (2) a discussion of matters cur-

8 rently affecting the economic interests of such consumers,

9 and (3) his recommendations for the solution of any prob-

10 lems adversely affecting those interests.

11 (c) The Counsel shall transmit to the President from

12 time to time such recommendations for proposed legislation

13 as the Counsel may consider to be necessary or desirable for

14 the adequate protection of the economic interests of such

15 consumers.

16 GRANTS TO STATE AND LOCAL GOVERNMENTS

17 SEC. 106. (a) The Counsel is authorized to make grants

18 to any State or local government, or combination of such

19 governments, that serve a population of one hundred thou-

20 sand or more persons, for up to 75 per centum of the cost

21 of establishing and carrying out the functions of an Office

22 of Utility Consumers' Counsel, providing such Consumers'

23 Counsel is invested with essentially the same general powers

24 and functions set forth in sections 101, 102, and 103 of this
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1 Act, except as such requirements may be waived by the

2 Counsel.

3 (b) A grant authorized by subsection (a) of this see-

4 tion may be made on application to the Counsel at such

5 time or times and containing such information as the Counsel

6 may prescribe.

7 GRANTS TO NONPROFIT ORGANIZATIONS AND UNIVERSITIES

8 SEC. 107. The Counse] is authorized to make grants

9 to colleges, universities, and other nonprofit organizations for

10 the purpose of making studies and reports, and the collect-

11 ing and dissemination of information, relating to Federal

12 and State laws, regulations, and decisions affecting consumers

13 in the fields of energy and communications.

14 TECHNICAL ASSISTANCE TO STATE AND LOCAL

15 GOVERNMENT

16 SEC. 108. The Counsel may furnish technical advice and

17 assistance, including information, on request to any State or

18 local government, college, university, or other nonprofit orga-

19 nization for the purpose of establishing and carrying out any

20 program of utility consumer interest within the general pur-

21 poses of this Act. The Counsel may accept payments, in

22 whole or in part, for the costs of furnishing such assistance.

23 All such payments shall be credited to the appropriation

24 made for the purposes of this section.

S. 607-2
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1 REPORTING REQUIREMENTS

2 SEC. 109. A State, or local government office, college,

3 university, or other nonprofit organization receiving a grant

4 under this Act shall make reports and evaluations in such

5 form, at such times, and containing such information con-

6 cerning the status and application of Federal funds and the

7 operation of the approved program or project as the Counsel

8 may require, and shall keep and make available such records

9 as may be required by the Counsel for the verification of

10 such reports and evaluations.

11 REVIEW ANND AUDIT

12 SEC. 110. The Counsel and the Comptroller General

13 of the United States, or any of their duly authorized repre-

14 sentatives, shall have access, for the purpose of audit and

15 examination, to any books, documents, papers, and records

16 of a grant recipient that are pertinent to the grant received.

17 TERMINATION OF GRANTS

18 SEC. 111. Whenever the Counsel, after giving reason-

19 able notice and opportunity for hearing to a grant recipient

20 under this Act, finds-

21 (1) that the program or project for which such

22 grant was made has been so changed that it no longer

23 complies with the provisions of this Act; or

24 (2) that in the operation of the program or project
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1 there is failure to comply substantially with any such

2 provision;

3 the Counsel shall notify such recipient of his findings and no

4 further payments may be made to such recipient by the Coun-

5 sel until he is satisfied that such noncompliance has been, or

6 will promptly be, corrected. However, the Counsel may au-

7 thorize the continuance of payments with respect to any

8 projects pursuant to this Act which are being carried out

9 by such recipient and which are not involved in the non-

10 compliance.

11 MODEL LAWS

12 SEC. 112. The Counsel shall make a full and complete

13 investigation and study for the purpose of-

14 (1) preparing a comparison and analysis of State

15 and Federal laws regulating utilities; and

16 (2) preparing model laws and recommendations

17 for regulation of such utilities.

18 The results of such investigation and study shall be reported

19 to the President, the Congress, and the Governor of each

20 State as soon as practicable.

21 APPROPRIATIONS AUTHORIZED

22 SEC. 113. There are authorized to be appropriated an-

23 nually for the purposes of this title an amount equal to one-
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1 tenth of 1 per centum of the aggregate annual gross operat-

2 ing revenues of all utilities.

3 SAVING PROVISION

4 SEC. 114. Nothing contained in the Act shall be con-

5 strued to alter, modify, or impair any other provision of law,

6 or to prevent or impair the administration or enforcement of

7 any other provision of law, except as specifically amended or

8 to the extent that it is inconsistent with this Act.

9 TITLE II-PUBLIC INFORMATION WITH RESPECT

10 TO CERTAIN UTILITIES

11 SEC. 201. (a) The Federal Power Commission with

12 respect to utilities subject to its jurisdiction and the Federal

13 Communications Commission with respect to utilites subject

14 to its jurisdiction shall determine the information required

15 pursuant to subsection (b) with respect to each such utility

16 and shall publish such information at least annually in

17 reports prepared for and made readily available to the public,

18 especially in the service area of each such utility.

19 (b) The information to be made available pursuant to

20 this section with respect to each such utility shall include,

21 insofar as practicable, comparable data for previous years and

22 national averages and shall include-

23 (1) annual earnings stated as a rate of return on

24 a depreciated average original cost rate base and pur-
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1 suant to other accounting principles and practices of the

2 relevant Federal conunission;

3 (2) annual earnings in dolbus as determined pur-

4 suant to clause (1);

5 (3) the dollar difference between amounts deter-

6 mined pursuant to clause (2) and the annual earnings

7 if the utility earned 6 per centumn rate of return on the

8 rate base determined pursuant to clause (1)

9 (4) capital structure stated as percentage of capi-

10 talization obtained from long-term debit, preferred stock,

11 common stock, and earned surplus;

12 (5) average rate of interest on long-term debt;

1: (6) rate of return on average common stock

14 equity;

i5 (7) yearend yield on common stock (annual com-

16 mon dividend divided by yearend market price)

17 (8) dividend on preferred stock;

18 (9) yearend preferred dividend yield (annual pre-

19 ferred dividend divided by yearend market price of

20 preferred stock);

21 (10) yearend earnings price ratio (earnings per

22 share divided by yearend price per share);

23 (11) the names and addresses of the one hundred

24 principal stockholders including, in those cases where
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1 voting stock is held by a party other than the beneficial

2 owner, the name and address of each beneficial owner

3 of 1 per centum or more of the voting stock in the

4 corporation;

5 (12) the name and address of each officer and

6 director and his annual income from the utility and its

7 parent or subsidiary corporations, if any;

8 (13) the names and addresses of other corporations

9 of which such officers and directors are also officers or

10 directors;

11 (14) the names of directors, if any, who were

12 not nominated by the management of the utility;

13 (15) terms of restricted stock option plans avail-

14 able to officers, directors, and employees (not to in-

15 clude plans available to all employees on equal terms)

16 and including name, title, salary, and retirement benefits

17 of each person to whom stock options have been

18 granted, number of options each has exercised, date

19 on which options were exercised, option price of the

20 stock and market price of the stock when option was

21 exercised;

22 (16) all payments included in any account for

23 rate, management, construction, engineering, research,

24 financial, valuation, legal, accounting, purchasing, ad-

25 vertising, labor relations, public relations, professional
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1 and other consultative services rendered under writ-

2 ten or oral arrangements by any corporation, partner-

3 ship, individual (other than for services as an em-

4 ployee), or organization of any kind, including legislative

5 services;

6 (17) policy with respect to deposits. of customers

7 and service connection charges, if required;

8 (18) rate of interest charged customers by the

9 utility, stated as simple annual interest;

10 (19) rate base valuation and components of the

11 utility's rate base, as determined by the State commis-

12 sion having jurisdiction, expressed in dollar amounts, and

13 including amount permitted in rate base in each of the

14 following categories: accumulated tax deferrals, allow-

15 ance for working capital, construction work in progress,

16 customers' advances, materials and supplies, plant acqui-

17 sition adjustment, and plant held for future use;

18 (20) rate base valuation and components of the

19 utility's rate base, as determined by the Federal com-

20 mission having jurisdiction, expressed in dollar amounts;

21 (21) dollar difference in each category and in sum,

22 between the rate base as computed pursuant to clauses

23 (19) and (20);

24 (22) terms of franchises or certificates of conven-

25 ience and necessity;
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1 (23) with respect to contracts for purchase of coal,

2 the following information: sales company. producing

3 company, producing mine, tonnage, price free oii board

4 at mine, transportation cost, total cost at plant; cost per

5 ton;

6 (24) a summary of terms of pooling, interconnec-

7 tion and exchange agreements; and

8 (25) such other information as the appropriate

9 Federal commission determines to be in the public

10 interest.

11 Such information shall be determined on a fiscal or calendar

12 year basis as may be appropriate and shall be reported as

13 soon as practicable after the termination of such year.

1.4 (c) The Federal Power Commission and the Federal

15 Communications Commission are each authoiized to estab-

16 lish such regulations as may be necessary to obtain informa-

17 tion needed for the purposes of this section and the violation

18 of such regulations shall be deemed to be a violation of

19 regulations pursuant to the Federal Power Act, with respect

20 to the utilities subject to such Act, the Natural Gas Act,

21 with respect to utilities subject to such Act, or the Communi-

22 cations Act of 1 934, with respect to utilities subject to such

23 Act, respectively.
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] AUTOMATIC DATA PROCESSING

2 SEC. 202. The Federal Power Commission and Federal

3 Communications Commission are hereby authorized and di-

4 rected to make full use of automatic data processing in pre-

5 paring the information required under this Act and other

6 Acts to which they are subject, to the end that Federal and

7 State regulatory bodies, the Congress, the United States

8 Office of Utility Consumers' Counsel, such State and local

9 offices of consumers' counsel as may be established with

10 assistance under this Act, and the public shall receive in a

11 timely and understandable manner information upon which

12 rate adjustments can be made. Such Federal commissions

13 are hereby directed to include in their annual reports ac-

14 counts of their progress toward full use of automatic data

15 processing.

1 6 APPROPRTATIONS AUTHORTZED

17 SEC. 203. There are authorized to be appropriated such

18 amounts as may be necessary for the purposes of this title.
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INTERIM REPORT OF THE ADMINISTRATIVE CONFERENCE OF THE UNITED STATES

January 16, 1969

FOREWORD

This Interim Report of the Administrative Conference
of the United States covers the period from the time when
the organization of this new independent agency was begun in
January 1968 through December 31, 1968.

It briefly explains the background and describes the
organization, membership and activities of the Conference.

The texts of the recommendations approved at the Second
Plenary Session of the Conference on December 10-11, 1968,
are set forth in full. The recommendations and full texts of
the supporting committee reports will be published in the
Annual Report of the Administrative Conference for fiscal year
1969.
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THE ADMINISTRATIVE CONFERENCE OF THE UNITED STATES

On August 30, 1964, President Lyndon B. Johnson signed
Public Law 88-499, 5 U.S.C. 571-576, which authorized the estab-
lishment of the Administrative Conference of the United States
as a new independent Federal agency. The agency is comprised
of a sizeable deliberative body of top-level Government officials
and persons of national reputation in law and government drawn
from the private sector. Its mission is to work on a continuing
basis toward the development of improvements in the Federal
administrative process -- that vast complex of legal procedures
which the Federal Departments and agencies use to determine the
rights, privileges, and obligations of individual citizens
and private businesses.

There are some thirty departments and agencies which
conduct the bulk of administrative proceedings affecting private
rights. These proceedings are of infinite variety. They range
from the grant of a television license worth millions of dollars
to the processing of applications for amateur or citizen band
licenses; from the processing of an application to merge rail-
roads of the magnitude of the New York Central and the Penn-
sylvania to authorizing truck transportation of a particular
commodity over a particular route; or from the approval of a
prospectus for a major new corporation to permitting cattle to
graze on Federal lands. Because of this steady flow of Federal
agency determinations affecting our natural resources, trans-
portation, power, finance, communications, commerce, securities,
taxation, labor, credit, advertising, housing, veterans benefits,
the supply, quality, and price of food and fibers, public health,
immigration, social welfare programs, drug control, and countless
other areas of activity, the administrative process, in one
way or another, continuously exerts its influence upon every
citizen in his personal and business affairs.

For a number of years the adequacy of the governmental
processes through which these programs are administered has
been a matter of increasing concern, both public and private.
The rising volume of proceedings has resulted in some paralyzing
backlogs, and in many areas excessive delays in official action
have severely prejudiced private undertakings and perhaps
slowed the national economy generally. Frequently, attempts
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at across-the-board solutions have not adequately taken into
account the variety of private interests affected, with resulting
unfairness to many. At times, limitations on the access to
public information have brought into question the integrity of
particular actions. And the expense of official processes,
to the Government and to the private interests involved, has
been staggering.

Development of the idea of an Administrative Conference
as the best means to improve agency procedures spans almost 20
years. During this period two temporary, experimental Adminis-
trative Conferences were held, the first on the call of President
Eisenhower in 1953, the second in 1961 by President Kennedy.
Both Conferences were chaired by Judge E. Barrett Prettyman of
the United States Court of Appeals for the District of Columbia
Circuit. Both Conferences recommended that a permanent Adminis-
trative Conference authorized by statute be created. Legislation
for this purpose was introduced in the 88th Congress, and was
duly enacted.

ORGANIZATION AND MEMBERSHIP

On October 14, 1967, President Johnson nominated Jerre S.
Williams of the faculty of the University of Texas Law School
to be the first Chairman of the Administrative Conference, an
appointment that was confirmed by the Senate on October 19,
1967. The organization of the new agency began on January 8,
1968, when the Chairman arrived in Washington to establish
offices, although his formal swearing-in took place on January
25, 1968.

On February 7, 1968, the President announced his appoint-
ment of the other ten members of the Council, the executive
board of the Conference. Five of these appointees were from
Government and five from outside of Government.

The Act provides that the Administrative Conference shall
consist of not more than 91 nor less than 75 members. Excluding
the Council, 60% to two-thirds of the members must be Govern-
ment representatives from the departments and agencies. The
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remaining members are private citizens who contribute their

time and effort to working with the departments and agencies

to improve their procedures.

On April 24, 1968, the White House designated the Executive

Departments and agencies to have membership in the Assembly of

the Conference. The twelve Cabinet Departments were so desig-

nated, plus ten agencies, which together with the agencies

participating under the terms of the Administrative Conference

Act and those represented in the Council membership, brought

the total number of agencies participating to thirty-four. At

the same time, the White House announced the names of the 32

persons who were to be members from the private sector, appointed

by the Chairman of the Conference with the approval of the

Council. Shortly thereafter each of the departments and

agencies which had been designated to participate announced

the names of the officials who would serve as members.

The membership of the Conference as now constituted appears

as Appendix A.

ACTIVITIES OF CONFERENCE

The Conference held its first plenary session on

May 27, 1968. It was addressed by the Attorney General of the

United States, Ramsey Clark, and by Judge E. Barrett Prettyman.

The session was largely of an organizational nature. Bylaws

were adopted. Ten Standing Committees to study particular

areas of the administrative process were established and a

Chairman was appointed to each. Each committee was provided
the services of a law professor to work with it toward the

development of recommendations for Conference consideration.

By late fall enough proposed recommendations had been

developed to justify a second plenary session which was held

on December 10-11, 1968. The Assembly was addressed by
Associate Justice Tom C. Clark, Director of the Federal

Judicial Center.

The Assembly adopted eight recommendations, the texts of
which appear as Appendix B.
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At this second meeting of the Assembly, the Chairman of
each of the ten Standing Committees made a report on pending and
proposed projects. Among the more significant studies to be
undertaken in the future are the evaluation of the important role
of hearing examiners; elimination of delay through enlarged
delegation of final decision-making authority; greater use of
rulemaking as a substitute for adjudication on the record;
development of new techniques to speed licensing procedures;
use of discovery in adjudicatory proceedings; publication of
a manual on the trial of protracted cases; and greater uniformity
and simplicity in judicial review procedure.

The Third Plenary Session of the Administrative Conference
is tentatively scheduled for the late spring of 1969.

*** * ***** ** *** *** **

In his opening remarks at the first plenary session of
the Administrative Conference, May 27, 1968, Judge E. Barrett
Prettyman said:

"It is all very well to have theories, but
I am devoted to the thesis that government is
supposed to work. Our administrative system
works pretty well, but in lots of cases it has
substantial flaws: it costs too much; it takes
too long; and the process is too cumbersome.

"This conference has the opportunity to make
the administrative part of a democratic system of
government work. You could not have a greater
opportunity."

The opportunity to make the administrative machinery
work is a challenge which the Administrative Conference
accepts and will endeavor to fulfill.
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May 20, 1969

APPENDIX A

MEMBERS OF THE CONFERENCE

Jerre S. Williams, Chairman

Council

Frank M. Wozencraft, Vice Chairman
Baker, Botts, Shepherd & Coates
Houston, Texas

Leonard H. Marks
Cohn and Marks
Washington, D. C.

Willard Deason
Commissioner
Interstate Commerce Commission

Walter Gellhorn
Professor
Columbia Law School

Edward L. Morgan
Deputy Counsel to
The White House

Harold L. Russell
Gambrell, Russell,
Atlanta, Georgia

the President

, Moye & Killorin

Rosel H. Hyde
Chairman
Federal Communications Commission

Joe M. Kilgore
McGinnis, Lochridge, Kilgore,

Byfield, Hunter & Wilson
Austin, Texas

Whitney North Seymour, Sr.
Simpson, Thacher & Bartlett
New York, New York

Richard C. Van Dusen
Under Secretary
Department of Housing and

Urban Development
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MEMBERS OF THE CONFERENCE

Carolyn E. Agger (Miss)
Arnold & Porter
Washington, D. C.

C. Paul Barker
Dodd, Hirsch, Barker & Meunier
New Orleans, Louisiana

St. John Barrett
Deputy General Counsel
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APPENDIX B

RECOMMENDATIONS
of

SECOND PLENARY SESSION

December 10 - 11, 1968
Washington, D.C.

Recommendation No. 1 - Adequate Hearing Facilities

Administrative hearings of the Federal government should
be conducted in dignified, efficient hearing rooms, appropriate
as to size, arrangement, and furnishings. At the present time
no central body is responsible for providing or planning the
needed facilities. As a particular consequence, administra-
tive hearings often have been conducted in surroundings
unsuitable to the seriousness of these governmental pro-
ceedings. The General Services Administration could
advantageously arrange for the service and the space needed
by departments and agencies in which administrative hearings
occur.

RECOMMENDATION

1. The General Services Administration should develop
a set of four hearing room classifications explicitly identi-
fying the features required with standards meeting at least
the following minimum requirements. Such classifications
should be developed in conjunction with representatives of
the agencies, the bar, and examiners. The minimum require-
ments should be:

Type A - A formal conference room with table space
for as many as 16 principals and additional seating
for up to 20 other persons.

Type B - A small hearing room with a raised dais, a
witness box, a reporter's table, table space for
as many as 6 counsel, and additional seating for
up to 30 others. The design and furnishings should
be appropriate to a hearing which is judicial in
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nature and should include wherever possible an
auxiliary room in which counsel may confer with
their clients, witnesses may be sequestered, etc.

Type C - A large hearing room accommodating as many
as 30 counsel at tables and up to 70 witnesses and
spectators. This room should have the design and
furnishings which are appropriate to formal hearings
of a judicial nature.

Type D - An auditorium suitable for hearings of general
public interest which might attract over 100 princi-
pals and spectators.

An essential requirement of each of the four types of
hearing rooms should be a small, near-by room available
to the examiner as his office and for such other uses
as he designates.

2. The General Services Administration should prepare and
maintain on a current basis an inventory which (a) identifies
available hearing facilities throughout the country, classified
under the system recommended in 1 above, including hearing rooms
permanently assigned to particular agencies as well as court-
rooms (local, state, and Federal), (b) identifies the GSA
regional offices, local building managers, and others through
whom such space can be obtained, and (c) provides information
concerning the procedures to be followed to obtain space through
the GSA for the conduct of hearings.

3. The General Services Administration should establish
procedures for determining the frequency and location of adminis-
trative hearings which require facilities of each type within
the system of classification recommended above in order to
determine, by city, whether a permanent hearing room for multi-
agency use can be justified. A permanent hearing room should
be considered justified wherever there is a continuing need of
approximately one-fourth of the available working days.

4. The General Services Administration should provide for
the administration and scheduling of permanent multi-agency
hearing facilities under the direction of GSA's Washington
headquarters, but subject to such decentralization as the functions
of inventorying, procuring, and planning may require.
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5. The General Services Administration should establish
a procedure for the systematic reporting, to the respective
agency and to GSA, of deficiencies in assigned facilities
discovered by presiding officers, and for the investigation and
correction of such deficiencies.

6. The General Services Administration should establish
an advisory committee of members of the bar and other interested
professional associations, agency representatives, and members
of the public to facilitate the evaluation of present and future
needs and to report annually to the Administrative Conference on
its activities.

7. Permanent multi-agency hearing rooms and hearing rooms
permanently assigned to individual Federal agencies should be
identified as "Federal Administrative Hearing Rooms."

8. The Chairman of the Administrative Conference should
encourage the cooperation of state and local judges in the
procurement of courtroom space for Federal administrative
hearings.

9. The Judicial Conference of the United States should
encourage the cooperation of Federal judges in the procurement
of courtroom space for Federal administrative hearings.

10. Federal agencies should budget -funds to provide for
the payment of charges for the use of appropriate space when
such space is not available on a free basis.

11. Federal agencies which conduct administrative hearings
should designate an official to work with the General Services
Administration in the procurement and planning of hearing
facilities.

Recommendation No. 2 - U. S. Government Organization Manual

The Manual at present falls short of its goal because the
narrative text submitted by some of the agencies is outdated,
unrevealing, cumbersome, or otherwise deficient. The text
should be rewritten at a high level of competence.
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RECOMMENDATION

1. Each agency covered by 5 U.S.C. 55.2 should assign
the writing, of material for the United States Government
Organization Manual to an office having the competence to
achieve the brevity, clarity, and general excellence of

presentation required to serve the purpose of this handbook
and to reflect credit on our government.

2. Included in the description of each agency should
be information concerning the means by which more detailed
knowledge of the agency's organization and functions may
be obtained.

Recommendation No. 3 - Parallel Table of
Statutory Authorities and Rules (2 CFR Ch.I)

The Parallel Table of Statutory Authorities and Rules
(2 CFR Ch. I) should be an accurate and complete listing of

United States Code provisions cited as rulemaking authority
in executive agency documents which prescribe general and
permanent rules. The present Parallel Table is deficient.
Agencies have not given sufficient time and attention to
citing proper authorities and to keeping them current.
Moreover, the Table's present method of preparation leads
to omission of relevant references.

RECOMMENDATION

1. Each agency covered by 5 U.S.C. 552 should review
all of its rules published in the Code of Federal Regulations
to determine if the cited rulemaking authorities are complete,
accurate, and current. The Conference requests that formal
documents correcting deficient citations be submitted to the
Office of the Federal Register for publication in the daily
Federal Register.

2. The Office of the Federal Register should take the
steps necessary to broaden the coverage of the Table to include
pertinent citations in preambles and in codified text as well
as those in the formal statements of authority.
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Recommendation No. 4 - Consumer Bulletin

Most Americans are probably unaware of the multitude of
day-to-day Federal activities reflected in proposed, revised,
and recently promulgated rules, regulations, or determinations
which substantially affect the price, quantity, quality, labeling,
safety, and other aspects of products and services available to
the public. A bulletin of general distribution containing an
easily understood summary of current information about adminis-
trative activities in areas of consumer interest could serve a
widespread public need which is not now met by the Federal
Register or by agency and private publications of a more
specialized nature.

RECOMMENDATION

1. A consumer bulletin should be established on an
experimental basis. It should extract and paraphrase in popular
terms the substance of Federal agency actions of significant
interest to consumers. Initially, the bulletin should con-
centrate on items published in the Federal Register, but as it
gains public acceptance, it should be broadened to include
materials secured from other sources. It should indicate
expressly that the bulletin does not constitute official notice
of government action.

2. The Office of the Consumer Counsel in the Department
of Justice appears at this time to be the agency best prepared to
publish such a bulletin. If the bulletin were undertaken by
that Office, it could not only disseminate information, but
also stimulate public response, thus aiding the effective
discharge of the duties of the Consumer Counsel.

3. Initial circulation should include the press, consumer
organizations, public and scholastic libraries, and individuals
who request to be put on the mailing list. Format, subscription
costs, frequency of publication, and related matters should be
the subject of study during the experiment.

4. After a reasonable period of time, the effectiveness
of and interest in the bulletin should be evaluated to determine
whether it should be continued and, if so, in what form.
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Recommendation No. 5 - Representation of the Poor in Agency
Rulemaking of Direct Consequence to Them.

RECOMMENDATION

A. Agency Efforts

1. Federal agencies should engage more extensively in
affirmative, self-initiated efforts to ascertain directly from
the poor their views with respect to rulemaking that may affect
them substantially. For this purpose, agencies should make
strong efforts, by use of existing as well as newly devised
procedures, to obtain information and opinion from those whose
circumstances may not permit conventional participation in rule-
making proceedings. The "rulemaking" referred to is that de-
fined by the Administrative Procedure Act, 92 (c), 5 U.S.C. 551(4)
and (5).

2. Agencies should employ as many of the following pro-
cedures as are feasible, practicable, and necessary to assure
their being fully informed concerning the relevant interests
of the poor:

(a) Agencies should seek to inform the poor of
all rulemaking proposals that may affect them sub-
stantially and should provide opportunities for the
poor to submit their views concerning these and re-
lated proposals.

(b) Agencies should hold formal public hearings
or informal conferences in close geographic proximity
to the poor substantially affected by contemplated rule-
making.

(c) Agencies should take care to invite individuals
constituting a representative cross-section of the
poor to submit their views orally or in writing as
to proposed rules substantially affecting the poor.

(d) Agencies should conduct field surveys among
the poor to discover their attitudes concerning par-
ticular government policy-making substantially affecting
them.
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(e) Agencies should use advisory committees made
up of representatives of tihe poor as continuing consul-
tants for all programs having a substantial effect on
such persons.

(f) When necessary to assure adequate representa-
tion for the poor, agencies should pay the personal
expenses and wage losses incurred by individuals
incident to their participation in rulemaking
hearings. Congress should support agency requests
for funds and for authority, where none exists, to
make discretionary payments for this purpose. Agencies
already authorized to make such payments in whole or
in part should use their existing authority and should
allocate funds accordingly.

In deciding whether the use of any one or more of the above
devices is feasible, practicable, or necessary in a given
situation, agencies should resolve doubts in favor of utilizing
them; but their enumeration should not exclude or discourage
the development and use of other devices to achieve the same
result.

In carrying out paragraphs 1 and 2 of this Recommendation,
agencies should consult with and coordinate their efforts
with other Federal agencies having responsibilities in this
area and should make maximum feasible use of the facilities
of such other agencies for communicating with and obtaining
expressions of the views of the poor.

3. Agencies should be encouraged in appropriate circum-
stances to determine that the exemptions in 5 U.S.C. 553(a)(2)
should not be applied with respect to rulemaking which may
have a substantial impact on the poor.

B. People's Counsel

4. (a) An organization should be authorized by statute
to employ a staff to act as "People's Counsel." The People's
Counsel should represent the interests of the poor in all
Federal administrative rulemaking substantially affecting the
poor.

36-125 0 - 70 - pt I - 16
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(b) The People's Counsel should be charged with
assuring that the views of significant separable minority
interests among the poor are represented in such Federal
administrative rulemaking.

(c) The People's Counsel should be required to
disseminate to all interested poor people's organizations
pertinent information concerning rulemaking substantially
affecting the poor.

(d) The People's Counsel should be authorized to
participate suitably in its own name to represent the interests
of the poor in any Federal agency proceedings in which the poor
have a substantial interest.

(e) The People's Counsel should be authorized to
provide representation for organizations and groups of
the poor who seek judicial review of administrative action
substantially affecting their interests. This recommendation
is not to alter the kinds of agency action amenable to judicial
review, the requirements of standing to seek review, or the
scope of that review.

(f) As an incident to its main responsibilities the
People's Counsel should be empowered to recommend to Congress
or the President or to both such legislation or other action
as it deems appropriate to correct deficiencies in or otherwise
improve Federal programs having a substantial impact on the poor.

5. (a) Congress should provide for an appropriate body to
perform the functions outlined in Section 4. Deserving of
consideration as such body would be a new single-purpose
corporation, to be created by Congress, modeled on the
Corporation for Public Broadcasting, Pub. Law 90-129,
81 Stat. 368 (1967), 47 U.S.C. (Supp. III) 396, and to be
known as the People's Counsel Corporation. In the event this
form of organization is adopted, the following considerations
should apply:

(1) The People's Counsel Corporation should be
made tax exempt and authorized to accept grants of
private funds. Gifts to the Corporation should be
made deductible as charitable contributions for
Federal income tax purposes.
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(2) Federal financing of the Corporation should
be made available to the extent necessary to assure
its effective operation.

(3) The governing board of the People's Counsel
Corporation should be constituted to give the poor
meaningful representation thereon. Such body should
be constituted to ensure close communication with the
poor and effective representation of the viewpoints of
the poor.

6. All Federal agencies should be required by Executive
drder to notify the People's Counsel of all proposed rules
which would have a substantial impact on the poor. Agencies
also should be required by that Executive order to give the
People's Counsel an opportunity to present the views of the
poor with respect to such proposed rules. Exceptions to
these obligations should be permitted only "when the agency
for good cause finds (and incorporates the finding and a
brief statement of reasons therefor in the rules issued)
that /such7 notice and . . . /an opportunity for the People's
Counsel to present its views7rare impracticable, unnecessary,
or contrary to the public interest." (See 5 U.S.C. 553(b)(B).)
In these exceptional cases, agencies should be required to
notify the People's Counsel as soon as practicable of any
consummated rulemaking substantially affecting the poor, and
should be required to give the Counsel as soon as practicable
an opportunity to communicate to the agency its views concerning
the desirability of further action with respect to such rule-
making.

Without prejudice to creating or empowering any other
appropriate body to perform the general functions outlined in
paragraphs 4, 5, and 6, any special provision therefor should
be so structured as to take maximum advantage of the capabilities
in this field of non-government organizations, and of other
public bodies, including notably the Office of Economic
Opportunity.
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SEPARATE STATEMENTS CONCERNING
RECOMMENDATION NO. 5 - REPRESENTATION OF THE POOR IN AGENCY

RULEMAKING

Statement of John H. Crooker, Jr.

The majority position with respect to Recommendation
No. 5 is that "Federal agencies" should make strong efforts
to ascertain from the poor their views regarding rulemaking
"that may affect them substantially." I believe that (a) the
major independent agencies are seldom involved in rulemaking
affecting the poor except insofar as the poor are members
of the public generally; and (b) it was the intent of the
Congress, in establishing the Administrative Conference,
to have studies conducted and information collected and
interchanged, so that administrative agencies might improve
and expedite their general procedures.

Therefore, I doubt that the Congress, in enacting
section 5 of the Administrative Conference Act, 5 U.S.C. 574,
intended that the Conference should address itself to the
matters treated in Recommendation No. 5. My dissent is not,
in any way, directed to the wording of the recommendation.

Statement of Paul Rand Dixon

I disagree with the adoption of paragraphs 4, 5, and
6 of Recommendation No. 5 developed by the Committee on
Rulemaking respecting the creation of a People's Counsel to
represent the poor generally before Federal administrative
bodies. I am fully aware of and sympathetic with the plight
of the poor in our society. I recognize it as one of the
primary problems that must be solved if our democratic way
is to survive. However, I am fully of the opinion that this
is a problem that should be debated and resolved by Congress.
I find nowhere in the legislative history leading to the
creation of the Administrative Conference of the United
States any thought that the Administrative Conference would
delve into this social problem. Even if I could bring myself
to the thought that it was rightfully within the purview of
the duties of the Administrative Conference to deal with the
plight of the poor, I still would question the wisdom of
creating a Poor People's Counsel as the sole, if not principal,
protector of the rights of the poor. The plight of the poor
needs everyone's protection, not just the protection of a
People's Counsel.
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Statement of Paul Rand Dixon (Continued)

So that my position will not be misunderstood, I want
it clearly known that I stand in the forefront of those who
deem it necessary to do more to protect those low-income people
in our society who are generally classified as poor.

Statement of Joe M. Kilgore, joined by
Richard H. Keatinge
Jim C. Langdon
Norman A. Flaningam *
Ross L. Malone
Starr Thomas
Harold L. Russell

We did not support paragraphs 4, 5, and 6 of Recommendation
No. 5. We do support encouraging the formation of and recogni-
tion of a People's Counsel, as a private entity, to represent
the public interest in the area of rulemaking in Federal agencies;
with such Counsel being oriented to represent most fully those
of the public whose interests would otherwise be un-represented
or under-represented; and with such People's Counsel being
eligible to receive Federal grants as required to permit its
function.

This dissent from the majority view is dictated by:

1. The concern that this proposed function
should be restricted, at least until
experience might dictate otherwise, to
the rulemaking function.

2. The belief that the proposed representation
should not be limited to any segment of the
public, even though its principal thrust
would be so directed.

* Mr. Flaningam joins in this statement noting that the
term "rulemaking" as used therein refers to Federal agency
processes for formulation, amendment, or repeal of rules of
general applicability.
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Statement of Malcolm S. Mason

I support the purposes of this recommendation. When a
People's Counsel is constituted, however, it is important to
make a distinction between two kinds of advocacy, so different
that they cannot be directly conducted by the same organization.
There is first of all adversary advocacy, owing an attorney's com-
plete loyalty to a specific client. In this sense, there cannot
be a People's Counsel for the poor, because the poor are many
and different and must be able to speak with many voices. This
kind of advocacy is needed. It must be aggressive and hard-
hitting. If it is conducted directly by a Government or
Government-controlled agency, its independence may be impaired.
For this kind of advocacy an appropriate model is suggested by
the Legal Services Program conducted by many separate private
local organizations: funded by OEO, but free, and indeed
encouraged, to act fully on behalf of an actual client without
limiting its vigor by reason of relationship to OEO. This, I
believe, will also be the pattern of the new HEW Legal Services
Program.

There is also cooperative advocacy: unaggressive, quiet,
nonadversary, seeking to foster an awareness, a concern and a
more lively recognition that poor people are affected by-pro-
posed administrative action. This kind of advocacy can be
conducted by a Government or quasi-Government organization
without inconsistency and with benefit to the effectiveness
of its work. An appropriate model is suggested by such
accomplishments as new rules on loans to demonstration co-
operatives of poor farmers (achieved by mutual agreement of
the Department of Agriculture and OEO); new clarification of
Government security regulations, removing barriers to the
employment of hard-core unemployed with a criminal record
(achieved by joint action of the Department of Defense,
Department of Labor and OEO); a new consensus on the wider
use of policy advisory boards in programs affecting the poor
(resulting in part from encouragement of this kind of action
by OEO).

I urge that the Conference Recommendation be implemented.
In its implementation, contributions already made in this field
should be recognized and used as a basis for expanded activity.
The distinction between the two different types of advocacy
should also be reflected in the choice of appropriate structure.
Both are needed.
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Statement of Nathaniel L. Nathanson

I would like to explain why I voted in favor of the
recommendation for a People's Counsel, as amended during the
debate, because I believe that my interpretation of the final
action taken may have been shared by others who also voted in
favor of the proposal and is therefore entitled to some considera-
tion in efforts to secure its implementation.

While I was deeply troubled by some of the arguments
advanced against the proposal, particularly by the misgivings
expressed concerning the arrogance of a government agency or
public corporation undertaking to determine the interests of
the poor in particular agency action, I felt that this concern
could be met by emphasis upon the representative character of
the People's Counsel and a requirement that specific, identifiable
interests be represented, rather than hypothetical interests which
might be imagined by the People's Counsel. This requirement could
appropriately be implemented by the further requirement that those
interests be identified in the form of particular groups or asso-
ciations who could determine their own interests and make their
own wishes or basic positions known to the People's Counsel.
This view was certainly made explicit in the amendmentproposed
by the Judicial Review Committee and accepted by the Rulemaking
Committee, to paragraph 4(e) and it is also consistent with the
final language of paragraph 4(d) as amended in the course of the
debate so as to substitute "participate suitably" for the original
word "intervene." This left a large measure of discretion to
each agency in allowing participation by the People's Counsel in
a particular proceeding, including the requirement of a-showing
that the concern or position which the People's Counsel undertook
to present was in fact shared by an identifiable group of people
who were at least informed of the position which the People's
Counsel was taking. I also doubt that the leaders of the Poor
People's movement who were quoted by Professor Bonfield as
favorable to the proposal envisaged a People's Counsel who would
not be in any way answerable to the people he undertook to
represent.

I appreciate that this interpretation, emphasizing as it
does the representation of identifiable groups who may exercise
some control over the People's Counsel, may not be entirely
acceptable to the original proponents of the proposal, particularly
those who accepted the amendments with some reluctance. Never-
theless, they did accept the amendments, presumably for the purposes
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of mollifying the opposition and with some appreciation of
the fact that the reasons for the amendments were more than
technical. Particularly in view of the closeness of the vote
on the final approval of paragraphs 4, 5, and 6, the original
proponents are hardly now in a position to insist upon the
rejection of a reasonable interpretation which may have been
decisive in the approval of the recommendation. They may
also take some comfort in the fact that the current require-
ments for standing to participate in both administrative and
judicial proceedings by groups indirectly affected by govern-
mental action will scarcely inhibit the activities of a
People's Counsel anxious and resourceful enough to find
out what the people he purports to represent really want.

Statement of Robert W. Graham

May I respectfully record my dissent from the recommendations
of the Conference embodied in paragraphs 4, 5, and 6 of Recom-
mendation No. 5. No one can disagree with the stated objectives
of these recommendations, and I do not. However, I do not
conceive that these recommendations are appropriate within
the mission of the Administrative Conference in its efforts
to seek improvement of administrative procedures. Furthermore,
I consider unsound attempts to fractionate the public interest
which is properly the concern of our Federal administrative
agencies.



245

Recommendation No.. 6 - Delegation pf Final Decisional Authority
Subject to Discretionary Review by the Agency

RECOMMENDATION

1. In order to make more efficient use of the time and energies
of agency members and their staffs, to improve the quality of
decision without sacrificing procedural fairness, and to help
eliminate delay in the administrative process, every agency
having a substantial caseload of formal adjudications should
consider the establishment of one or more intermediate appellate
boards or the adoption of procedures for according administra-
tive finality to presiding officers' decisions, with discretionary
authority in the agency to affirm summarily or to review, in whole
or in part, the decisions of such boards or officers.

2. Section 8 of the Administrative Procedure Act, 5 U.S.C. 557,
should be amended as necessary to clarify the authority of
agencies to restructure their decisional processes along either
of the following lines:

(a) Intermediate appellate boards

(1) Whenever an agency deems it appropriate for the
efficient and orderly conduct of its business,
it may, by rule or order:

(A) establish one or more intermediate appellate
boards consisting of agency employees qualified
by training, experience, and competence to
perform review functions,

(B) authorize these boards to perform functions in
connection with the disposition of cases of the
same character as those which may be performed
by the agency,

(C) prescribe procedures for review of sub-
- ordinate decisions by such boards or by

the agency, and

I
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(D) restrict the scope of inquiry by such boards
and by the agency in any review, without im-
pairing the authority of the agency in any
case to decide on its own motion any question
of procedure, fact, law, policy, or discretion
as fully as if it were making the initial
decision.

(2) Any order or decision of an intermediate appellate
board, unless reviewed by the agency, shall have the
same force and effect and shall be made, evidenced,
and enforced in the same manner as orders and
decisions of the agency.

(3) A party aggrieved by an order of such board may
file an application for review by the agency within
such time and in such manner as the agency shall
prescribe, and every such application shall be
passed upon by the agency.

(4) In passing upon such applications for review, an
agency may grant, in whole or in part, or deny the
application without specifying any reasons there-
for. No such application shall rely upon questions
of fact or law upon which the intermediate appellate
board has been afforded no opportunity to pass.

(5) An agency, on its own initiative, may review in
whole or in part, at such time and in such manner
as it shall determine, any order, decision, report,
or other action made or taken by an intermediate
appellate board.

(6) If an agency grants an application for review or
undertakes review on its own motion, it may affirm,
modify, reverse, or set aside the order, decision,
report or other action of the intermediate appellate
board, or ray remand the proceeding for reconsideration.

(7) The filing of an application for agency review shall
be a condition precedent to judicial review of any
order of an intermediate appellate board.
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(8) Agency employees performing review functions
shall not be responsible to or subject to the
supervision or direction of any employee or
agent engaged in the performance of investiga-
tive or prosecuting functions for any agency.

(b) Discretionary review of decisions of.
presiding officers

(1) When a party to a proceeding seeks administrative
review of an initial decision rendered by the pre-
siding officer (or other officer authorized by law
to make such decision), the agency may accord adminis-
trative finality to the initial decision by denying
the petition for its review, or by summarily affirming
the initial decision, unless the party seeking review
makes a reasonable showing that:

(A) a prejudicial procedural error was committed
in the conduct of the proceeding, or

(B) the initial decision embodies

(i) a finding or conclusion of material fact
which is erroneous or clearly erroneous,
as the agency may by rule provide,

(ii) a legal conclusion which is erroneous,
or

(iii) an exercise of discretion or decision
of law or policy which is important and
which the agency should review.

(2) The agency's decision to accord or not to accord
administrative finality to an initial decision shall
not be subject to judicial review. If the initial
decision becomes the decision of the agency, however,
because itis summarily affirmed by the agency or
because the petition for its review is denied, such
decision of the agency will be subject to judicial
review in accordance with established law.
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Recommendation No. 7 - Elimination of Jurisdictional Amount
Requirement in Judicial Review

RECOMMENDATION

Title 28 of the United States Code should be amended to
eliminate any requirement-of a minimum jurisdictional amount
before United States district courts may exercise original
jurisdiction over any action in which the plaintiff alleges
that he has been injured or threatened with injury by an
officer or employee of the United States or any agency
thereof, acting under color of Federal law. This amend-
ment is not to affect other limitations on the availability
or scope of judicial review of Federal administrative action.

Recommendation No. 8 - Judicial Review of Interstate Commerce
Commission Orders

RECONMENDATION

Judicial review of orders of the Interstate Commerce
Commission in cases where at present a special three-judge
District court is used under 28 U.S.C. 2325 should be by
petition to review in the United States Courts of Appeals
in the same general manner as review of agency orders under
the Judicial Review Act of 1950, 28 U.S.C. (Supp. II, 1967) 2341 -
2352.
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Question II. You mention the need for additional statutory authority to en-
able the regulatory agencies to make a greater contribution to the process by
which resources are allocated. Can you be a little more specific and state the
kinds of new legislation you would like to see enacted ?

Anwer: An example of the type of additional statutory authority which I be-
lieve regulatory agencies should possess is the proposed Electric Power Coordina-
tion Act (H.R. 12585, introduced by Congressman Macdonald of Massachusetts).
This bill would give the Federal Power Commission a larger role in the location
of all electric generating facilities and high voltage transmission lines. Under
existing law, the FPC has jurisdiction only over hydroelectric generating sites.
In my view, the FPC could be much more effective in influencing the manner
in which resources are to be devoted to an efficient electrical configuration in
the United States, if its statutory authority were extended.

Question III. Throughout your statement you return to the theme of greater
participation by various segments of the public in the decision-making process.
Aside from the Ombudsman function you would like to see performed, do you
have any other recommendations for encouraging and enabling more citizen
participation?

Answer: In addition to the Consumers' Counsel and People's Counsel recom-
mendations, I believe that greater citizen participation in the process by which
our Nation's laws and our administrative rules and specific decisions are deter-
mined can be achieved through (a) imposing affirmative obligations on Govern-
ment to publicize those areas in which laws, rules and decisions are to be con-
sidered; (b) requiring Governmental departments and agencies to seek the views
of those who are affected by a proposed rulemaking (perhaps even supplying the
expenses necessary to secure those views where that is essential); and (c) en-
couraging all communications forms, including both commercial and educational
TV, radio -and the press to do a more effective job in bringing public issues to
the attention of the citizenry with greater, creativity and imagination than has
existed heretofore.

Chairman PROXMIIRE. The committee will reconvene on Mondav at 10
a.m. in this room to hear three outstanding experts on some fascinating
case studies on waste and inefficiency, one on urban development poli-
cies, one on medicare-medicaid and one on institutional aid to higher
education, from the Real Estate Research Corp., the Rand Corp., and
Williams College.

The committee will be in adjournment until then.
(Whereupon, at 11:55 the committee recessed, to reconvene 10 a.m.,

Monday, September22, 1969.)
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