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THE 1970 ECONOMIC REPORT OF THE PRESIDENT

The letter appearing below was sent to the following organizations:
American Bankers Association, American Farm Bureau Federation,
American Federation of Labor & Congress of Industrial Organiza-
tions (AFL-CIO), American Life Convention and the Life Insur-
ance Association, Chamber of Commerce of the United States, Com-
- mittes for Economic Development, Communications Workers of
America, Conference on Economic Progress, Consumers Union of
U.S., Inc., Cooperative League of the U.S.A., CUNA International,
Inc., Federal Statistics Users’ Conference, Independent Bankers As-
sociation, Life Insurance Association of America, Machinery & Allied
Products Institute, National Association of Manufacturers, National
Association of Mutual Savings Banks, National Consumers’ League,
National Farmers Organization, the National Farmers Union, Na-
tional Federation of Independent Business, Inc., National Federation
of Independent Unions, National Grange, National League of Insured
Savings Associations, Railway Labor Executive Association, United
Automobile, Aerospace & Agricultural Implement Workers of Amer-
ica (UAW), United Mine Workers of America, U.S. Savings & Loan
League. These organizations were invited to submit their views or
comments on the text and recommendations contained in the 1970
Economic Report of the President. Nineteen organizations submitted
statements and their views were considered by the Joint Economic
Committee in the preparation of its report on the President’s Eco-
nomic Report.

FEBRUARY —, 1970.

DEAR ———————: Under the Employment Act of 1946 the Joint Economic
Committee has the responsibility of filing each year a report containing its find-
ings and conclusions with respect to the recommendations made by the President
in his Economic Report. Because of the limited number of days available for
hearings, the Committee is requesting a number of leaders of business and
finance, labor, agriculture, and consumer organizations to submit statements for
the record on the economic issues facing the Nation. These statements will be
made a part of our hearings on the Economic Report in a printed volume con- -
taining such invited statements. :

‘We therefore invite your comments on the economic issues which concern the
Nation and your own organization. Under separate cover we are sending you a
copy of the 1970 Economic Report of the President, filed February 2. !

We would like to distribute copies of your statement to the members of the
Committee and the staff, and would therefore appreciate your sending 30 copies,
by Friday, March 13, 1970, to Mr. Hamilton D. Gewehr, Administrative Clerk,
Room G-133, New ‘Senate Office Building, Washington, D.C. 20510.

Very truly yours,
WRIGHT PATMAN, Chairman.
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THE AMERICAN BANKERS ASSOCIATION

The President’s economic message has rightfully focused upon
inflation as the Nation’s No. 1 domestic problem, the solution to which
will determine whether we can alleviate many of our other difficulties.
It is not a coincidence that we are faced with severe dislocations of
society which must be corrected at a time when we are also finding
prices rising at a substantially higher rate than has been experienced in
all but a few years of U.S. history. Discovery that correction must
be made in our national policies on labor-management relations, in wel-
fare programs, in education, in our treatment of innercity problems
and in housing almost inevitably is accompanied by the realization that
rising wages and prices have not only created many of the problems
but make their solution more difficult.

At this point it perhaps does little good to recall the painful
memories of how inflation came upon America. Certainly the policies
which now appear to have been the cause had, at the time they were
instituted, adequate justification. Stimulative policies in the mid-
1960’s were followed in the belief that the attainment of full employ-
ment would relieve some human problems. It is still being argued
whether the excessive rapidity of attainment of high employment or
the failure to remove structural impediments to full employment and
output resulted in overstimulative policies. Even before the Vietnam
escalation, unit labor costs were beginning to rise. At any rate, the in-
crease in military spending and failure to cutback nondefense programs
soon took over as prime factors in the overstimulation. While few
could question the need for many civilian programs, failure to realize
the pressure upon resources imposed by both war and civilian pro-
-grams resulted in greater stimulation of the economy than could be
managed in the context of price stability. A misjudgment of the
effect of the surtax and consequent untimely easing of monetary policy
played a major role in letting inflation gather momentum just at the
time a restrictive stance would have been most useful. Important to
the inability to contain the degree of strain upon resources has been
both the less-than-perfect informative content of the Federal budget,
particularly prior to its recent revision, and the failure of Congress
to exercise total rather than piecemeal control over expenditure levels.

The banking industry is gravely concerned about continued infla-
tion and the possibility of premature easing of Federal efforts to
contain the overheating before present psychology is reversed. The
industry recognizes, however, that little will be served by policies so
extreme that they turn a slowdown into a serious recession, with all
that could imply for rekindling of inflationary fires as a means of
stimulating the economy. Thus, it is the recommendation of the
banking industry that the Federal Government persist in the present
policy of containing inflation. In recommending this policy we are
aware that both the American public and the banks found the neces-
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sary lessons of 1969 a bitter commentary upon the lack of responsible
economic policy in earlier years, especially in 1965-68.

As 1970 begins, the economic programs of the Federal Government
and the fabric of legislation, regulation, and institutional development
are rightfully under examination. The strains of the past year, the
opportunity of a new administration to develop its own’ programs,
the growing realization of the task ahead all suggest reappraisal is
in order in many institutions of our society and our economy. One of
the more relevant areas for appraisal is that of the Nation’s financial
structure.

Tae Lessoxs or 1969

The consequences to financial institutions of the inflation that
rapidly became recognized during 1969 as the foremost economic
problem became increasingly severe. Demands for funds increased
because of the surfeit of profit opportunities, desire to escape even
higher interest rates or further lack of availability of funds and the
knowledge that borrowing even at prevailing high interest rates
would, in the long run, prove to be cheap as paybacks were made in
depreciated dollars. As 1t should, monetary policy attempted to cut
down on the rate of credit creation and money supply growth by
severely limiting the injection of bank reserve funds. Less evidently
beneficial were supplementary methods aimed at reducing bank lend-
ing such as special requirement on Eurodollars. Most suspect of all
was the attempt by supervisory authorities to hold down the rate of
interest financial institutions including commercial banks, mutual
savings banks, and savings and loan associations could offer on
deposit funds. On the supply side, the public shifted to direct invest-
ments in market securities instead of saving at deposit institutions
as a consequence of artificial interest ceilings. As 1969 ended, there-
fore, many financial institutions were finding it difficult to function
and borrowers were increasingly ingenious in finding alternative
financing in market securities that were largely unregulated.

Concentration of the attack against inflation in the area of mone-
tary policy during 1969 produced a number of bad effects. First, it
tended to make financial institutions the focus of public misunder-
standing about Federal anti-inflation policies since 1t was their high
lending rates and inability to make loans that was the immediate
impact of anti-inflation policy for nearly all of the public. Second,
commercial banks more than other institutions felt the brunt of public
displeasure for their involvement in business finance, which to man
was the cause rather than a symptom of economic overheating. Third,
high interest rates and lack of funds adversely affected housing, State
and local government finance, and long-run capital projects. As 1969
went on there was growing recognition of the uneven effects of general
monetary controls and increasing doubt about the ability of monetary
policy to control inflation.

The obvious way to assist monetary policy in the circumstances that
prevail at the beginning of the 1970’ is a much tighter fiscal policy.
The administration has been successful in slowing the annual increase
in Federal spending from $20 billion in the last 3 years to $9 billion in
‘1969 and contemplates a rise of less than $3 billion for the next fiscal
year. Since some part of the expenditure rise is necessitated by the
rising cost of goods and services, even holding the spending increase to
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this amount represents a considerable accomplishment. While the Com-
nittee for Economic Development recommended a high employment
surplus in fiscal 1971 of $6 to $9 billion, the administration has budg-
eted a more modest figure, perhaps at least partly in the hopes of
holding down appropriations. Even this modest surplus may be in‘jeop-
ardy as a result of unanticipated expenditures or a short-fall of re-
ceipts. Despite the clear intent to continue a restrictive fiscal policy it
is doubtful that the mix of policy during 1970 and 1971 will offer any
relief to the economy from the need to place primary reliance on a re-
strictive monetary policy. .

With full realization that the administration this year has made a
genuine effort to present a budget holding down Federal expenditures
at some cost to its own ambitions, the fiscal position it is able to present
bears an ominous portent for the future. The commercial banking in-
dustry is very much concerned that the 1970’s, desite short-term tem-
porary slowdowns from time to time, will be characterized by endemic
inflation and that government efforts are likely to rely excessively on
moqetary policy and on less desirable selective controls to achieve its
goals.

" If this condition occurs, both commercial banks and nonbank thrift
institutions will have difficulty. Major long-term investments to meet
the social needs of our expanding population will increasingly be de-
pendent upon direct intervention by the Federal Government either to
subsidize housing and State and local government construction or in
the form of artificial encouragements to some private lenders and dis-
couragement to others depending on the social needs served by the
institution.

ALTERNATIVES

The administration has eschewed recommending the adoption of
price and wage controls despite both a popular belief in their effective-
ness at the present time and, in fact, a belief to this effect on the part
of some bankers. Such controls at best are expedients that require con-
siderable administrative staff and work best when there is a strong
patriotic appeal, but they create many problems. Below the level of
formal controls is the suggestion that the Office of the President use
the influence of the administration in pricing decisions. Again, this
measure seems less than satisfactory to a nation with a strong tradi-
tion of freedom in economic matters.

The banking industry remains opposed to the principle of controls
on wages and prices. Likewise the banking industry cannot accept, as
a matter of principle, the continued active participation of the Federal
Government in what are essentially private negotrations and contracts.
As time has gone by, however, failure to achieve sure signs of victory
over inflation raises the possibility that measures that are undesirable
in the long run may be necessary in the short run. At this writing,
therefore, bankers are not inclined to shut the door on temporary meas-
ures such as wage and price control that could be of assistance in hold-
ing back cumulative wage-price developments while the longer term
measures of monetary a.ng fiscal policy have time to take effect.




487

Loxe-RuN IMPLICATIONS

If there is to be inflation produced by runaway government deficits,
long-run reliance upon general monetary policy to offset such inflation
. would have substantial implications for the Nation. Almost inevitably
the most profitable opportunities are likely to lie in quick exchange
of goods and other assets and =a general shortage of savings for pro-
ductive investment may result iri a channeling of most credit into these
areas. The higher interest rates prevailing will enormously increase
the cost of long-term investments to the detriment of facilities such as
housing, public construction, utilities, and the like. During periods of
inflation when the pricing system is prevented from functioning as an
efficient means for allocation of credit resources, the remedy is not
abandonment of free markets but reduction of the inflation.

The final effect of overreliance upon monetary controls to fight in-
flation is the reordering of the financial structure, reducing the func-
tions of regulated institutions such as banks, savings and loan asso-
ciations, and insurance companies and increasing the importance of
direct market instruments. Moreover, in attempting to preserve or
increase the shares of some financial institutions in the savings market
because of concern over particular social goals at the expense of other
institutions, broader soclal goals such as encouragement of aggregate
savings and investment may suffer.

TarE FINANCIAL SYSTEM IN RELATION TO THE
EcoNoMy AND THE BUDGET

In the first half of the 1960’s the presence of unused resources per-
mitted a generally easy fiscal and monetary policy. Conditions of
- nearly all types of financial institutions were such to encourage
lenders to develop new markets and, as a result, many institutions
sought greater lending powers. In the second half of the decade,
financial institutions had an increasingly difficult time supplying
their newly expanded markets with funds as monetary policy tight-
ened and the demand for funds increased. Thus, a salient characteris-
tic of the latter half of the 1960’s was attempts by all types of lenders
to-increase the types of instruments they could offer savers as well
as the rate they could pay. As substantial deficits occurred in 1967
and 1968 and price pressures began to mount, monetary policy finally
became the first line of defense against inflation. To the higher rates
produced by restrictive credit supplies, investors apparently added
a premium to offset the loss of purchasing power anticipated over the
life of the obligation. Housing, State and local government capital
projects, and many other deserving needs went partially unfilled as
a result. As investors sought higher yields they also diverted funds to
2ommercial building where they could arrange to receive equity
interests in projects, another hedge against inflation. Nowhere were
these effects felt more seriously than in housing starts, with the result
that protection of the rate of home building has become a major goal
that now, by influencing decisions of Federal agencies, appears to be
shaping the structure of the financial system.

The banking industry recognizes the extreme importance of main-
taining a high level of residential building and urges that major
efforts be made to sustain the rate of housing starts. If more of the
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burden of the fight against inflation is taken by fiscal policy, monetary
policy will be less restrictive and housing credit will be easier. Ac-
cordingly, we caution that any changes made in the financial system
for the 1970’s should be adopted with the realization that fiscal policy
must play a major role in economic stabilization which it has not
done effectively, particularly from 1965 to 1968.

THe Task ABEAD For THE FINANCIAL SYSTEM

After several years of extreme shifts in monetary policy and over
a year of supertight money the strains on the economy are beginning
to appear. It is imperative, therefore, that the implications be under-
stood of the practice whereby monetary policy has been either deter-
mined by Federal tax and expenditure decisions of the Congress or
by preconceived notions of desirable interest rate levels. It is quite
likely that unless inflation is moderated and those parts of the finan-
cial structure which have borne an undue share of credit restraint are
once again allowed to function normally, there will be permanent
effects on the rate and type of capital formation in the U.S. economy.

In recent years it has become evident that one key to enlarged
credit for housing in coming years will be the reduction of borrowing
demands from the Federal Government sector. Certainly the mod-
erating effect of a restrictive fiscal policy on prices and the working
of easier monteary policy and lower interest rates should assist in
financing America’s housing needs. Beyond that, however, the suc-
cessful curtailment of a rise in Federal spending is imperative in
liberating real resources for housing. If Federal expenditures and
credit demands are held down, lowered yields and a scarcity of Treas-
ury securities will mean more individuals will begin to save again
through banks and intermediaries. In turn, these financial institu-
tions will find more desire to push into substitutes for Treasury obli-
gations such as housing agency bonds, etc., and more importantly,
the quantity of funds available for mortgages will increase. This
process, of course, presupposes that other sectors do not preempt the
funds intended for housing.

Mzering THE NEEDS oF THE 1970%s

Recognition of the problem of 1969 and 1970 is not the only, or even
the major, reason for reexamination of the financial structure at any
early opportunity. Already the size of capital demands of the decade
of the 1970%s is becoming evident. Recent studies have suggested that
credit demand by 1975 may be at least twice as great as the demand in
the last years of the 1960’s. Under these circumstances it is not too
early to begin to discuss the form of the financial structure in the
immediate years ahead.

It is noted that plans are presently being drawn up to appoint a
national commission to examine needed changes in financial institu-
tions. The administration’s proposal, according to preliminary state-
ments, will exclude some financial institutions and will not cover mat-
ters such as monetary policy. Its major areas for investigation include
functions of depository institutions, regulatory agency jurisdictions,
and deposit rate ceiling. We would hope that the Commission will not
be unduly restricted in its assignment as to topics and institutions it
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may consider, for the capital needs of the 1970’s cannot be met by
producing changes in only a limited group of financial institutions,
regulatory bodies, and policy areas. o o
The banking industry welcomes the proposed commission’s inquiry.
What functions financial institutions are permitted to perform, how
they are supervised and what they are permitted to pay for savings
bonds will not be unrelated to the ability of the financial system to
support the needed level of capital investment in the 1970’s. That
financial resources alone, when manpower and real resources are
scarce, cannot produce housing or schools or hospitals or nursing
homes should be self-evident. Indeed, the lessons of 1969 may be very
bad ones from which to design major parts of a new financial system.

Tur ProseecT oF AN Ecoxomic DrcLINE

As this statement is issued there are increasing signs of an economic
downturn. Such a downturn could necessitate a significant modifica-
tion of monetary policy which, combined with a slackening of credit
demands, could make greater mortgage funds available for housing.
Alternatively, such a downturn could result in the creation of a sub-
stantial budget deficit as recession-connected expenditures rise and
revenues fall off, which could siphon off some of the credit that might
otherwise go to housing. Both results would be unfortunate in the
sense that they would slow down recognition of a need for funda-
mental fiscal policy reforms as a precondition of a viable financial
system for the 1970’s. =~

The banking industry continues to be impressed by the basic under-
lying strength of the economy. In a world where it is recognized that
great needs exist for improved standards and quality of living, cooling
off of the economy will not have nearly the disturbing long-term effects
that a short-run capitulation to inflation will have. From the stand-
point of what Americans expect from the performance of their econ-
omy, persistence in the present anti-inflation policy until prices are
brought under control will undoubtedly prove to be wiser than an
overly hasty reversal of policies that run the risk of prolonging infla-
tionary psychology thronghout the 1970’s. Therefore, the banking in-
dustry continues to support strongly those of the Federal Govern-
ment’s present policies aimed at stemming the inflationary tide, while
at the same time pointing out that Federal expenditure control and a
long-run reform of the way in which expenditure levels are deter-
mined is an absolute necessity for a financial system that will meet the
needs of the 1970’s.

Tur ProsPEcT FOR INTEREST RATES

Americans in all walks of life are naturally concerned about the
prospects for interest rates this year and later in the 1970’s. Many of
them are well aware of the upsetting effects of the high cost of credit
upon their personal and business activities and look forward to rates
that prevailed in the early 1960’s or before. As the year progresses,
however, it may become increasingly clear that despite the slowing of
the economy, a large volume of unsatisfied borrowing remains to be
done. Although Treasury needs now are projected to be relatively
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modest, the increasing use of Federal agency financing outside the

budget tends to be an adverse influence holding rates up. In addition,
deferred needs for State and local financing, for housing and for re-
building liquidity positions of firms may be expected to sustain credit
demands well after some calming is observed in the economy. Further-
more, for the remainder of the 1970’s it seems almost inevitable that
public and private capital demands will be very high relative to the
volume of savings. This means that there is little likelihood of a return
to interest rate levels prevailing in the early 1960’.

It is'easy to assume, as many do, that relaxation of credit policy as
the economy decelerates will bring about low-interest rates. Yet, the
period just passed has certainly sﬁown that interest rates are more a
function of the rate of inflation than the degree of ease or tightness of
monetary policy. Accordingly, bankers feel that moderation in present
interest rate levels awaits a convincing demonstration that the infla-
tionary mood of the public has passed. In the longer run this desirable
goal can be achieved by the realization of Federal expenditure control
along with a monetary policy that tends to complement this anti-
inflationary fiscal posture.




AMERICAN FARM BUREAU FEDERATION

‘We appreciate the opportunity to comment on the Economic Report
of the President for 1970. ’

Farm Bureau is a general farm organization with 1,865,854 mem-
ber families in 49 States and Puerto Rico. It is a voluntary, nongov-
ernmental organization financed by membership dues and wholly con-
trolled by its members. Our statement is based on policy resolutions
that have been developed through a process which involves study,
discussion, and decision by majority vote of Farm Burean members
or their elected representatives at local, county, State and national
meetings.

Farm Bureau members are interested in the Economic Report be-
cause economic conditions and the economic policies followed by the
Federal Government affect farm costs, farm prices, taxes and the pur-
chasing power of farmers’ dollars as well as the employment, income
and purchasing power of nonfarm people. For example, the inflation
of recent years has contributed to a farm price-cost squeeze by raising
farm costs faster than farm prices. The index of prices received by
farmers rose 29 points, from 248 in 1965 to 277 in 1969. In the same
period the index of prices paid, interest, taxes, and wage rates rose 52
points, from 321 to 373.

We will confine our comments to the sections of the Economic Re-
port which deal with agriculture and inflation. :

AGRICULTURE

We are disappointed with the Economic Report’s treatment of
agriculture. This section of the report is deficient in that it indicates
a lack of understanding of the urgent need for a fundamental change
in the direction of agricultural policy.

On page 104 the Economic Report refers to agriculture as an im-
portant sector of the economy where regulation has been used in an
attempt to make market performance more satisfactory.

A more accurate statement would be that agriculture is a outstand-
ing example of an industry where the Government has intervened to
prevent, the market system from functioning.

Under past and present farm programs the Federal Government
has at various times fixed prices by establishing commodity loan rates
without regard to the market, restricted acreage on the basis of past
history, dumped Government-owned stocks to hold down prices in
years of short crops, subsidized exports, imposed quotas on imports,
paid farmers for not producing and used income payments to offset
the adverse effects of Government actions on market prices.

The Economic Report (p. 106) quite properly says that, “Farm
policies on field crops should give greater emphasis to market forces
and thus reduce direct governmental participation in the market-
place.” It fails, however, to recognize that Government payments in-
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terface with the operation of market forces. On the contrary, it argues
that, “direct income payments, properlﬂ applied, offer a more efficient
way to support farm income than high price supports.” The issue is
not direct payments versus high price supports. The issue is: “What
can and should the Government do to improve opportunity for farm-
ers with due consideration for the interests of consumers and tax-
payers?”

The disadvantages of high price support are well known. High price
supports encourage excessive production; this leads to surpluses, ex-
port subsidies, import controls, acreage restrictions, and a capitaliza-
tion of program benefits which forces new producers to buy the right
to participate in the program.

Payments share many of the disadvantages of high price support
programs. In addition, they make farm income dependent on congres-
sional appropriations. An incentive price will encourage production
and force the Government to impose production controls regardless
of whether it is made effective by a loan, a payment, or a combination
of the two. The control of production is just as difficult and just as
damaging to the market system under a payment program as under
high price supports. The tendency for program benefits to be capi-
tahzed is the same under payments as unger price supports.

Contrary to the claims of the proponents the payment approach
does not avoid interference with foreign trade. Programs that hold
prices above the market level lead to export subsidies; a direct pay-
ment on an export crop is a disguised export subsidy. In either case
the result is to reduce our national capacity to bargain for greater ac-
cess to foreign markets.

Major provisions of the Food and Agriculture Act of 1965 are ad-
verse to the interests of farmers, consumers and taxpayers. We are con-
vinced that farmers would do better under a market-oriented program
than under either high price supports or direct payments; however, the
transition to a market-oriented approach should be spread over a
period of years to allow farmers time to adjust.

Specifically, we recommend that the Food and Agriculture Act of
1965 be amended to (1) phase out annual diversion programs and di-
rect payments for feed grains, wheat and cotton, (2) establish a per-
manent program of price support loans for these commodities based
on average market prices for a recent period, (3) expand the retire-
ment of cropland under long-term contracts with emphasis on whole
farms, and (4) provide special transitional assistance, including ad-
justment payments and retraining, for low-income farmers.

In contrast to the act of 1965, this approach would solve the prob-
lems confronting the producers of feed grains, wheat and cotton and
permit a gradual reduction in Government expenditures for agricul-
ture, without limitations on payments to individuals which would be
unfair to many commercial farmers.

INFLATION

In our opinion the President and the Council of Economic Advisers
should be commended for recognizing that inflation is the most im-
portant economic problem confronting this country at the present
time. The extent to which inflation has been building up is illustrated
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_ by the following data which show recent annual changes in the con-

sumer price index:
INDEX OF CONSUMER PRICES, 1965-69
Index for year Change from Percentage
(1957-59=100)  previous year change
109.9 +1.8 +1.7
113.1 +3.2 +2.9
116.3 +3.2 +2.8
121.2 +4.9 4.2
127.7 +6.5 +5.4

The upward trend in price which reflects a downward trend in the
value of the dollar, clearly has reached the point where it is having
a highly disturbing effect on our national economy.

Our views with respect to the policies that should be followed in the
present situation are set forth in the following extract from Farm
Bureau Policies for 1970: '

GOVERNMENT SPENDING AND INFLATION

Inflation is a serious threat to economic stability. Excessive federal government
spending is the basic cause of our current problem of inflation. Deficit spending
by the federal government and policies which expand the supply of money and
credit faster than production clearly lead to inflation. Both Congress and the
Executive Branch of government must face up to this fact and bring expenditures
into balance with income at tax rates which are not oppressive.

Over-expansion of the money supply to finance recent federal deficits has
resulted in the need for the Federal Reserve Board continually to increase the
discount rate to banks in an effort to reduce the inflationary economic impact.

Bfforts of the Federal Reserve Board to restrain inflationary increases in
private credit should not be offset by increases in direct government lending.

We encourage an all-out effort to make the public aware of these basic eco-
nomic facts so that they will be in a position to cause the Congress and the Exe-
cutive Branch of government to end excessive inflation and bring about a stable
growth based on increased productivity.

FEDERAL RESERVE BOARD

We favor continuation of the independent Federal Reserve Board as an essen-

" tial tool to bring about a balanced economy.

Agriculture should have representation on the Board.
PROTECTION OF THE DOLLAR

Because stability of the purchasing power of the dollar, as well as the main-
tenance of high employment, is essential to the economic well-being of the nation,
we recommend amendment of the Employment Act of 1946 to provide equal
emphasis on the maintenance of the value of the dollar.

HEconoMic CONTROLS

‘We continue to oppose direct price and wage controls.

We also oppose indirect controls, such as efforts to influence private decisions
by guidelines, retaliatory actions, or dumping of stockpiled commodities. Such
measures deal with symptoms rather than causes of inflation. .

Existing law should be amended to permit the Treasury to pay competitive in-
terest rates on long-term government bonds.

INcOME TAXES
Tax policy should be deSigned to encourage private initiative, help stabilize

the dollar, promote employment and economic growth, and equitably distribute
the tax burden.
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Steps to cut less essential expenditures should have priority over continuation
of the surtax.

It should be clear by now that a policy of encouraging inflation in
order to promote economic growth is unwise, and in the long run self-
defeating because inflation leads to maladjustments that eventually
have to be corrected. The objective of Government policy on matters
that affect the course of the national economy should be to achieve both
economic growth and a relatively stable price level. We are convinced
that this is an attainable objective, and that it represents the best avail-
able approach to the desirable goal of maintaining high employment
with rising productivity on a continuing basis.

In our opinion the inflationary pressures now evident in the economy
make it essential that Congress and the administration cooperate in
efforts to hold down Federal spending and thus avoid a return to large
Federal deficits.

While economists disagree on the relative roles of budget deficits
and monetary expansion as causes of inflation, we think the Economic
Report put this disagreement in proper perspective when it said—

Many uncertainties exist about the relative power of fiscal and monetary
actions taken separately. There is much less doubt about the power of fiscal
and monetary actions taken together. (Page 23 of the Economic Report.)

As a practical matter, it must be recognized that monetary policy
cannot be considered to be completely independent of fiscal policy. For
example, we think it important to avoid large deficits in inflationary
situations because deficits that cannot be financed out of current sav-
ings inevitably require an expansion of the money supply.

The rise in interest rates which has occurred in recent years is a
natural result of inflationary pressures. Inflation increases the demand
for—and consequently the cost of—credit by causing people to think
that it will be possible to repay borrowed money with cheaper dollars.
Consequently, as the Economic Report notes on page 68—

Interest rates will tend to rise when business is booming and inflation is present
or expected; they will tend to decline in the opposite circumstances.

, We agree with the statement on page 68 of the Economic Report
that—

The possibility of using debt management as an instrument of stabilization
policy has been severely inhibited by the 414-percent interest rate ceiling on Gov-
ernment bonds.

This ceiling has not reduced the cost of money to the Government; it
has merely forced the Goovernment to confine its borrowing to the sale
of short-term obligations which are not subject to the ceiling. :

In conclusion we would like to stress the importance of recognizing
that it will take time to work out of our present economic difficulties.
Our present inflation is the result of several years of inflationary
policies; and we should not, expect corrective measures to have instan-
taneous results. Much of the current upward pressure on prices and
wages is a result of the inflation that has already taken place; however,
this pressure will gradually abate if we avoid t%e temptation to revert

to inflationary policies. The steps needed to bring inflation under
control are not painless, but they are essential to our future economic
wellbeing.




AMERICAN FEDERATION OF LABOR
AND
CONGRESS OF INDUSTRIAL ORGANIZATIONS

By Narmanien GOLDFINGER, Director, Department of Research

The Nation is faced by both an economic slump and rapidly rising
prices, after more than a year of the administration’s policy of severe
economic restraint, imposed in the name of combating inflation.

There is danger of continuing economic slack, even after the present
decline has halted—as indicated in the projections of the President’s
Council of Economic Advisers for 1971, as well as for 1970.

Residential construction is now in a deepening recession, which
started in February 1969. Industrial production is in a declining trend
since last August. Sales of autos ang other consumer hard-goods are
moving down. Layoffs and cutbacks in working hours are spreading in
numerous industries. Unemployment is increasing. Industry is operat-
ing at less than 82 percent of productive capacity; new plants and
equipment are being installed at a rapid pace, while industrial pro-

- duction is declining and the operating rate is continuing to head down.
But the rise in consumer prices accelerated from 4.2 percent in 1968
to 5.4 percent in 1969, as a whole, and a yearly rate of approximately
7.2 percent in the past 3 months.

The squeeze on the economy tightened during the course of 1969.
The Nation’s money supply hardly increased at all between May and
December ; interest rates skyrocketed to peaks never before reached in
the memory of living Americans; Federal construction projects were
cut.

The real volume of total national production declined slightly in.
the fourth quarter of 1969 and the President’s Council of Economic
Advisers forecasts little, if any, rise of real national output in the
first half of 1970, with merely a small improvement in the second-half
and a modestly slower rise In the price level.

However, the spread of downward trends in many parts of the
economy indicates that even this rather pessimistic statement of the
administration’s official forecast may be overly optimistic. Declining
sales in the coming weeks may set off further cutbacks of production,
if business decides to reduce inventories rapidly.

Increasing slack, with cuts in working hours and workers’ weekly
earnings, layoffs and a lack of sufficient job opportunities for a grow-
ing labor force are the inevitable results of the administration’s eco-
nomic squeeze. In January, unemployment soared from 3.5 percent
of the labor force to 3.9 percent—the largest month-to-month increase
in 9 years—and the factory workweek dropped to its lowest level in
2 years. :

Government spokesmen camouflage the impact of the Government’s
economic restraint by speaking of percentages rather than of people.
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The burden on the increasing number of jobless workers and their
families will be tremendous.

A rise in unemployment from 2.8 million or 8.5 percent of the labor
force in 1969 to 4.5 percent would mean about 800,000 additional un-
employed. A rise to 5 percent would add approximately 1,200,000 to
the ranks of the jobless. Moreover, the actual rise of unemployment
in the coming months may be even greater.

Much of the weight of this burden of rising unemployment will fall
on blue collar workers, particularly those with the least work-experi-
ence, the least skill and education, especially Negroes, members of
other minorities and young people. Government and private programs
to encourage employment of the hard-core jobless, especially minority-
group workers, are being undermined and threatened with destruction.

The serious consequences of the severe squeeze on the economy are
more widespread than just the impact on workers’ jobs and earnings.

In its recent report, the President’s Council of Economic Advisers
states: “One must consult records for the Civil War and earlier to
find comparable interest rates. And the steepness of the advance, on
long-term as well as short-term securities, may well have been un-
precedented.”

Skyrocketing interest rates are raising costs and prices all along the
line from the farmer and manufacturer to the wholesaler, retailer and
the consumer—adding considerably to upward price pressures, in the
guise of fighting inflation. Soaring interest rates are also increasing
the costs of Government. Moreover, they are building in high costs
and prices for years to come.

The recent rise in the interest rate ceiling on FHA and VA mort-
gages from 714 to 814 percent is merely one example of how the con-
sumer is being saddled for years in the future. On a 30-year, $20,000 .
mortgage, that rise in the mortgage rate increases monthly payments
on principal and interest by about 10 percent—to be paid each and
every month for 30 years.

Over the 30-year life of the mortgage, that increase alone comes to
approximately $5,000—more than the total wages and fringe benefits
of the construction workers who built that house. In fact, that $20.000
mortgage costs the homeowner a total of $55,362, in payments on prin-
cipal and interest, before he can call his home his own.

Interest charges are the major component in monthly occupancy
costs to the homeowner or renter. High interest rates for homebuilders,
compounded by high mortgage rates, have already priced most Ameri-
can families out of the market for homes and new apartments. De-
cent housing is being put out of the reach of even middle-income work-
ing people.

As interest rates soar, homebuilders postpone construction. State,
county, and municipal governments put off building hospitals, roads,
and public buildings. Small- and medium-sized businesses—and State
and local governments—get hit by the increased costs.

The discriminatory nature of the Government’s economic squeeze
can be seen very clearly, in its singularly devastating impact on home-
building, which has been hit first and hardest. Housing starts dropped
from an annual rate of 1.7 million in the first quarter of 1969 to 1.2
:inillion in January—a decline of 30 percent—and are continuing

own.
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The Nation’s urgent need for housing—and the national goal of
96 million new and rehabilitated housing units in 10 years, established
by the Housing and Urban Development Act of 1968—are being set
back for the second consecutive year. A serious housing shortage is
building up and inner-city areas continue to decay. .

The administration’s policy of severe economic restraint has un-
fairly hit selected economic sectors and groups that are being com-
pelled to shoulder most of the burden—homebuilding, smaller busi-
nesses, States, and local governments and blue- collar workers, par-
ticularly those who are most vulnerable to unemployment, with the
least skill, education and work experience. '

But the severely restrictive policy, with the highest interest rates in
100 years or more, has had little effect, thus far, on the activities of
most big corporations—with their huge profits and depreciation al-
lowances, as well as their lines of credit at the banks. So business in-
vestment in new plants and machines continues to rise rapidly—the
only major source of inflationary demand-pressure in the past year
and one-half—while other sectors of the economy are hit.

The administration’s blunderbuss policy can finally affect the ac-
tivities of the big corporations by pulling down the house—by so de-
pressing the incomes of workers, farmers, and smaller businesses that
the sales and profits of the big corporations are finally affected.

An immediate change in national economic policy is needed. The
dangerous squeeze on the economy should be eased, considerably, with-
out delay. Selective measures, aimed at restraining the specific causes
of inflationary pressures, should be adopted. Homebuilding—particu-
larly low- and middle-income housing—should be provided .with im-
mediate Federal assistance.

The time is long overdue for the Federal Government to cease sole
dependence on aggregate economic policies and measures. Aggregate
analysis, policies and measures are much too simplistic for a huge,
complex and rapidly changing economy in a nation of continental
size—structural changes and problems are bypassed, essential social
needs like decent housing and rebuilding the cities are sacrificed, social
equity and income distribution are ignored. :

America can no longer rely, solely, on aggregate fiscal and mone-
tary analysis that was originally developed in the 1930’s and 1940’s—
before the onset of rapid and radical changes in technology, economic
structures, urban growth, and race relations. The social and economic
consequences of national economic policies—on the job opportunities
of blue-collar workers, for example, on meeting such high-priority
social needs as housing and the rebuilding of urban areas and on the
distribution of income—can no longer be 1gnored in a simplistic focus
on aggregate national averages that conceal and distort almost as much
as they reveal about the well-being of the people.

An emphasis in national economic policy on selective approaches—
pinpointed to get at specific problems and to achieve specific social and
economic priorities—is needed.

Since the present inflation is largely based on the profit inflation of
the 1960’s, with demand pressures from a one-sector capital goods
boom, specific measures should be taken to curb this major problem.
The repeal of the 7-percent tax credit for business investment in equip-
ment, adopted in 1969, is one step in this direction. Additional selective
measures are needed.
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Bank loans to business for plant and equipment outlays, which
soared last year, should be directly restrained by the Federal Reserve
System—to restrain the only inflationary demand-pressure in the
economy.

Government action is required to curb the sharply accelerated pace
of business mergers, which has been producing a greatly increased con-
centration of economic power in the hands of a narrowing group of
giant companies and banks with substantial shelters from market con-
ditions ang with price-administering ability in spreading, key parts of
the economy.

A comprehensive congressional review is needed of the Nation’s
monetary machinery and policies—to achieve much-needed reform to
meet the requirements of the 1970’s.

The specific causes of such sharp consumer price pressures as physi-
cians’ fees, hospital charges, auto and property insurance rates and
housing costs should be examined for the development of practical,
selective (Government measures to dampen these pressures on the cost
of living.

Expanded manpower training programs—buttressed by a modern-
ized and effective vocational educational system and nationwide public
employment service—as well as specific measures to reduce specific
production bottlenecks, when they appear, are essential.

As defense expenditures are reduced, the Government should use
every possible means to assist returning veterans, affected defense
workers and their communities, to adjust to civilian employment and
pursuits.

Such policies and measures to attain full employment and relative
stability of the price level should be supplemented by a large-scale
federally financed program to create public-service jobs—in Federal,
State, and local government agencies and in private, nonprofit institu-
tions—for the unemployed and seriously under-employed, in providing-
much-needed public services in urban and rural areas.

To the extent that regular private and public economic channels
fail to achieve full employment, the Government must become the
employer of last resort. In a work-oriented culture, in the 1970’, the
Government can do no less than to create the necessary number of jobs,.
linked with training and supportive services, to fulfill such needed
public services as in parks, recreational areas, schools, hospitals and
similar Eublic institutions—to achieve and sustain full employment..

Homebuilding is in dire need of immediate assistance. The Federal
Government should provide direct loans for the creation of low--and
moderate-income housing. Congress should direct the Federal Reserve-
to buy up to $5 billion of Government-guaranteed housing obligations.
A portion of the GI life insurance fund should be earmarked for vet-
erans’ mortgage loans at reasonable interest rates. Congress should re-
quire that a portion of trust accounts, including bank trust accounts.
and pension funds, should be invested in Government-guaranteed
mortgages to qualify for tax-exemption.

Moreover, the AFL~CIO Executive Council stated again on Febru-
ary 19, 1970, as on numerous occasions in the past 4 years : If the Presi-
dent determines that the situation warrants extraordinary overall
stabilization measures, the AFL-CIO will cooperate, so long as such:
restraints are equitably placed on all costs and incomes—including all
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prices, profits, dividends, rents and executive compensation, as well as
employees’ wages and salaries. We are prepared to sacrifice as much as
anyone else, so long as there is equality of sacrifice.

A reduction of price pressures can—and must—Dbe achieved without
a growing army of unemployed. The forward advance of the Amer-
ican economy must be permitted to continue. The commitment of the
Federal Government, under the Employment Act of 1946—to promote
maximum production, employment, and purchasing power—must be
maintained, as a foundation for the well-being of the American people.

Tur EMPLOYMENT AND INcoME Gains oF THE 1960’s ARre
: THREATENED

Gains in employment and incomes are not the sole indication of well-
being as the experience of the 1960’s revealed. But they are a necessary
foundation for the improved well-being of the people, particularly in
a work-oriented society.

The long period of sustained economic growth, that got underway
in early 1961, brought substantial gains in employment and incomes
to the overwhelming majority of Americans, although a dispropor-
tionately large share of the gains of the long economic expansion went
to business and wealthy families. ‘

These gains in employment began to be undermined during 1969,
as the economic squeeze affected employment in a spreading number of
industries.

As production and sales turned up from the recession of 1960-61,
employers restored full work-weeks and recalled workers who had
been laid off. With continuing economic expansion, employers in most
industries hired additional workers. Toward the end of 1963, the eco-
nomic expansion accelerated and increases in employment picked up
steam. , :

Employment declines, which had spread through several major eco-
nomic sectors during most of the 1950%s, were limited in the 1960’s
essentially to farming, the railroads, and mining. This loss was more
than offset by substantial employment gains in other industries and oc-
cupations, where demand for goods and services increased faster than
output per man-hour.

As a result, employment increased faster than the labor force. While
the civilian labor force increased 9.1 million in 1960-69, total employ-
ment rose 10.1 million. The number of unemployed fell to 2.8 million
or 3.6 percent of the labor force in 1968. The rapid expansion of sales
and production had created jobs for a fast-growing labor force, in a
period of rising productivity and spreading automation—and, at the
same time, reduced unemployment. '

Not only did sales and production expand at a sufficient pace in the
1960’s to boost job opportunities, but the Federal Government em-
barked on several new programs to aid the unemployed and new en-
trants into the labor force—particularly youth and members of minor-
ity groups, the least skilled and the most disadvantaged. A Federal
manpower program was begun to upgrade the skills and basic educa-
tion of the unemployed and underemployed. The Neighborhood
Youth Corps provided part-time jobs for in-school and out-of-school
youth. The Job Corps provided basic education and training for small
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numbers of disadvantaged youth people. There were the beginnings of
a needed overhaul of the Nation’s vocational education systems. Fed-
eral aid for elementary and secondary schools was established for the
first time. The Civil Rights Act of 1964 barred discrimination in
employment. ’

Though sometimes hesitant and usually underfunded, these new
Erograms——within the framework of expanding job opportunities—

elped to bring employment gains to many of the long-term unem-
ployed and unskilled members of minority groups.

The expansion of job opportunities, increases in wages and salaries,
and the spread of second wage earners in many families brought me-
dian family income—the mid-point of all family incomes—from
$5,620 in 1960, to $8,632 in 1968, the most recent date for available in-
formation—a gain in buying power of about 30 percent after account-
ing for increased living costs.

The gains in employment and incomes in the 1960’s were particu-
larly marked among Negroes and members of other minority groups,
who started from very high unemployment levels and low incomes.
Serious problems of unemployment, part-time jobs and low incomes
among Negroes and other minorities remained. But the long economic
expansion, combined with Government assistance made it possible for
most nonwhites to get a foothold, or at least a toehold, on the job-and-
income-ladder.

As the general rise of sales and production proceeded, after the be-
ginning of 1961, Negro workers with seniority and skills were recalled
or hired. By 1964, the economic expansion picked up steam, and Negro
employment began to move up rapidly.

Between 1960 and 1968, nonwhite employment increased 1.3 million
or 19 percent—faster than the 15-percent rise of total employment.
With this sharp rise of employment, accompanied by increased edu-
cational attainment and upgrading, substantial employment gains
were made in clerical jobs, medical and health services, teaching, semi-
skilled factory jobs and in the skilled crafts.

Unemployment among nonwhites in the labor force dropped from
10.2 percent in 1960 to 6.7 percent in 1968—a substantial decline, which
still left a high rate of joblessness.

The unemployment decline among nonwhites was sharpest among
adult men, 20 years of age and older. In 1968, according to Labor De-
partment reports, there were 179,000 unemployed nonwhite adult
men—down from 413,000 in 1960. The unemployment rate for non-
white adult men fell from 9.6 percent in 1960 to 3.9 percent in 1968.

These employment improvements, backed up by advances in edu-
cation and skills, brought great gains in Negro family incomes. The
median income of nonwhite families rose from $3,233 in 1960, to
$5,590 in 1968, the most recent available information—up from 55
percent of the median income of white families in 1960, to over 62
percent in 1968. A substantial gap in family incomes remained, but
it was narrowing. .

Largelv left out of this advance were unskilled nonwhites, generally,
and unskilled youth, in particular—those with little, if any, educa-
tion, vocational training, and regular work experience. The unemploy-
ment rate among the rapidly growing number of nonwhite teenagers
was 25 percent in 1968—slightly worse than in 1960.




Commenting on these trends, the noted Negro economist, Gov.
Andrew F. Brimmer of the Federal Reserve System stated in June
1969: : "

So far in the decade of the 1960’s, Negroes have benefited relatively more thEm
the population as a whole from the vigorous expansion of the national economy.
However, increased occupational mobility and significant strides in education
have also played vital roles. :

Reflecting these favorable trends, the income differentials between blacks and
whites have narrowed appreciably in the last few years, with the greatest rela-
tive gains by Negroes being among those with the highest levels of education.
Simultaneously, however, within the Negro community, two different classes are
becoming increasingly evident as the best prepared are moving ahead rapidly
while the least prepared are lagging behind. .

Among the total population, too, the remaining unemployment prob-
lems, in 1968, and early 1969, were mainly concentrated among those
with the least skill, work-experience, education and training—partic-
ularly among teenagers, unskilled laborers, and Negroes. Unfortu-
nately, this group that remains outside of the economy’s mainstream
is larger than the Labor Department’s unemployment statistics indi-,
cate, since there is considerable low-wage under-employment and hid-
den unemployment among the poor, particularly the Negro poor.

Solution of these persistent problems requires a foundation of rap-
idly expanding job opportunities for a labor force that is increas-
ing by about 1.5 million persons per year, as well as for the unem-
ployed. For the youth, who will be entering the labor force in the
coming year—and for those who have been left out of the employment
and income gains of the 1960’s—the main route into the economic main-
stream is education, manpower skills, and jobs at decent wages.

A halt or reversal of the economic expansion of the 1960’s would
not merely put an end to the welcome advances in employment and
incomes of recent years. It would increase unemployment—with lav-
offs of workers, particularly those who were most recently hired. It
would also mean increasing unemployment for new entrants into the
labor force. And those workers with the least skill and work-experi-
ence—nonwhites and young people—would be hit hardest.

Employment gains continued into 1969. But by the spring, summer,

- and fall, the squeeze on the economy began to affect job opportunities

of construction workers and many other blue-collar workers in private
employment. By the October-December quarter of the year, layoffs
were developing and employment gains were essentially concentrated
in State and local government jobs and in the services, which include
private nonprofit institutions.

Moreover, in January 1970, layoffs spread and the jobless rate shot

The job gains of the 1960’s were undermined during the course of
1969. By early 1970, these gains were being reversed, with increas-
ing layoffs and cutbacks in working hours in many industries and
occupations,. : ' )
Tue ContiNuiNG UrBaN Crisis

The urban crisis continued to pull and tug at the fabric of Ameri-
can society in 1969. America continued to face a complex of social
problems that are related to rapid and radical changes in technology,
urban population growth, and race relations, as well as the 350-year
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history of Negro slavery, segregation and discrimination, and the
rising trend of unemployment and underemployment during most
of the 1950’s and early 1960’s. .

The population continued to increase rapidly in the 1960’s, although
at a somewhat slower pace than in the previous 15 years. The popula-
tion grew by over 214 million a year. Moreover, the number of people
in rural areas continued to decline, with the drop of farm employ-
ment and migration to metropolitan areas. America’s urban areas con-
tinued to grow at a faster rate than even the rapid expansion of the
Nation’s population.

At the same time, middle- and upper-income families continued to
move from the cities to the suburbs, within the metropolitan areas.
T'his movement opened up older housing in the cities. But, combined
with the movement of industry to the suburbs and countryside, it re-
duced the tax base of the cities, when the demands on their financial
resources have risen sharply for welfare, education, housing, and pub-
lic facilities. The central cities have become increasingly the.resi-
.dential areas of the very rich, the poor, and the near-poor—with a -
sharp decline of middle- and upper-income families.

Moreover, the change of industrial location has compounded the
problems of inadequate mass transportation facilities for low-income
city dwellers to get to the new areas of employment growth. And
most suburban areas have discriminatory racial practices, as well as
an absence of low-cost housing.

Many of those who have migrated from rural areas to the cities
have been Negroes from the rural South, who brought with them a
history of segregated and inadequate education, health-care and voca-
tional training and, frequently, a suspicion of Government authorities.
From 1940 to 1950, the net migration of Negroes out of the South—
to the cities of the North and West—was 1.6 million. In the next dec-
ade, the net migration was almost as great. This historic migration
continued in 1960-68, but at a much slower pace—the net migration of
Negroes out of the South was over 700,000 in those 8 years.

The cities were not prepared for this continuing migration of the
1950’s and 1960’s. For the urban poor, there was hardly any new con-
struction of low-priced housing in the post-World War II years and
there was very little such construction in the previous 20 years, follow-
ing the end of the home construction boom in 1925.

The residential construction of the post-World War II years largely
ignored the housing needs of the bottom half of the Nation’s income
distribution—in a period of rapid urban growth and the historic mi-
gration of the Negro population out of the rural South. So the poor
and near-poor—particularly among Negroes and other minorities—
were increasingly concentrated in very old, and frequently decaying,
housing in the central cities.

In the Nation, as a whole, the prevelance of poverty and near-pov-
erty declined rapidly in the 1960’s, with the gains in employment and
incomes. From about 40 million persons below the Government-de-
fined poverty level in 1960, or about 22 percent of the total population,
the number declined to an estimated 25.4 million, or about 13 percent
of the population in 1968. The Government-defined poverty threshold
in 1968, was an income of about $3,550 for a family of four. This
dramatic reduction still left a sizable poor segment of the population,
with an additional group of near-poor.
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While an estimated 17.4 million poor whites, in 1968, were more
than twice the number of poor nonwhites, only 10 percent of all whites
were poor—in contrast to one-third of all nonwhites. This, too repre-
sented a substantial improvement from 1960, when 18 percent of whites
and 55 percent of nonwhites were below the Government-defined pov-
erty level. But there were still many low-income people. And the
Government-defined poor, as well as the .near-poor—particularly
among Negroes—iwere increasingly concentrated in the central cities
of the Nation.

As a result of this continuing process in the 1960’s, the hard-core
city slum areas continued to deteriorate. Many people with jobs, some
skills, and regular family incomes have been moving out. They have
been replaced in the decaying areas by new migrants—adding to the
remaining lower-income families, the jobless, the aged, the chronically.
ill, and fatherless families.

The number of urban nonwhite families, living outside of census-
defined poverty areas, increased 100 percent from 1960 to 1967—from
700,000 to 1.4 million families. This represented an increase from 28
percent of the 214 million urban, nonwhite families in 1960, to 44 per-
cent of the 3.2 million urban nonwhite families in 1967.

Nevertheless, with the continuing migration from rural areas to
the cities and persisting, hard-core poverty problems, the number of
nonwhite urban families in poverty areas of the cities hardly declined
at all—leaving 1.8 million. While many Negro families improved their
incomes and living standards—and moved out of city poverty slum
areas—the urban ghetto slum communities remained crowded, deterio-
rating, and with an increased concentration of social problems.

Of the estimated 25.4 million poor, by the Government-defined
standards, over half are in families headed by a person in the labor
force—a low-wage, part-time, or unemployed worker. Approximately
one-third of all the poor are in families whose breadwinner is em-

“ployed throughout the year. A major cause of poverty, therefore, is
directly linked to low wages, part-time work, inadequate skills and
education, and unemployment. : ,

About 20 percent of the poor are 65 years of age and older. For them,
the key causes of poverty include the generally inadequate level of
social security benefits and a lack of adequate public and private pen-
sion benefit credits, built up during their working lives.

Approximately 30 percent of the poor are in families headed by
women or where the male head-of-household is disabled or chronically
ill. Forty-three percent of persons in families, headed by women, are
poor and the percentage of such fatherless families, headed by women,
has been increasing—from 8.7 percent of white families in 1960 to 8.9
percent in 1968, and from 22.4 percent of nonwhite families in 1960
to 26.4 percent in 1968.

Major causes of the poverty of people in families whose male head
is dead, disabled, chronically ill, or absent for other reasons is the
Nation’s woefully inadequate public welfare system, a lack of proper
day-care facilities for the children of working mothers, an archaic
workmen’s compensation system, inadequate supportive services and
personal guidance for the poor.

There are no instant solutions for this complex of problems that are
at the root of America’s urban crisis and persistent poverty among a
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significant portion of .the population. The causes are nationwide in
scope. No city or State government or private group, working in isola-
tion, can solve these problems.

Nationwide, Federal programs are needed—planned measures over
the next decade or two. Complacency can lead to national disaster.
Continuing, rapid forward strides are essential to strengthen the
Nation’s social structure.

Basic to solving these problems in America’s work-oriented society

Is a national economy that is growing rapidly enough to provide job
opportunities for all persons who are able to work and seeking employ-
ment. Under such conditions—linked with an expanded manpower
training program—the vast majority of workers will be employed in
the private economy or in regular Federal, State, or local government,
jobs.
! For those who remain unemployed or seriously underemployed—
because of a lack of skills, training, education, and work experience—
a federally financed public-service employment program is needed.
The Government should be the employer of last resort.

The protection of the Fair Labor Standards Act should be extended
to all workers. And the legal minimum wage should be raised to $2
an hour.

The work-related unemployment insurance and workmen’s compen-
sation systems should be 1mproved and updated, with adequate Fed-
eral standards—to provide workers and their families with much
more adequate protection against loss of income due to unemployment
or work-related injury, illness, or death.

Social security benefit levels should be raised substantially and the
minimum monthly benefit should be increased to $100—with the grad-
ual introduction of Federal financial contributions, in addition to
those made by employees and employers.

Public welfare assistance must be thoroughly restructured and fed-
eralized. The program should be based on need alone, with uniform
Federal standards of eligibility and payments, federally administered,
and finanred by the Federal Government. Welfare payments should
be supplemented by supportive services and personal guidance. Where
family circumstances and qualifications permit, welfare recipients
should be encouraged by proper guidance, day-care centers, and finan-
cial incentives to obtain part-time or full-time jobs at no less than the
Federal minimum wage.

A comprehensive national health insurance system is urgently
needed.

Residential construction and rehabilitation should be stepped up
sharply to meet the housing needs of the rapidly growing and increas-
ingly urban population—and to meet the housing goal, established
by Congress, of 26 million new and rehabilitated dwelling units in 10
years. The housing legislation of 1965-68 should be fully funded and
put into effect. Private housing starts, which were at a yearly rate of
1% million in 1969, should be boosted sharply, particularly low- and
moderate-income housing. Public housing starts, which were only 33,-
400 in 1969, should be accelerated considerably. Open housing, in sub-
urbs and new towns, as well as in the cities, 1s an essential part of a
national effort to solve the urban crisis. '

Accelerated construction of public facilities—such as water and
sewage systems, mass transit, schools, hospitals, day-care centers, play-
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-erounds, clean air and water facilities—is essential to rebuild Amer-
‘ica’s metropolitan areas.

Full and fair opportunities for all citizens including minorities,
.are established by Federal laws. They should be effectively enforced.

For the vast majority of Negroes and other minorities, the route into
America’s mainstream is jobs at decent wages, education, manpower
-skills and decent housing. Sound Government and private efforts to
-assist Negroes and other disadvantaged minorities to establish busi-
‘ness enterprises,-through capital formation and technical assistance,
‘should be provided. However, in a society where 90 percent of those
-at work are wage and salary earners, only a small number of people
can move into the mainstream through self-employment and small
‘business. Moreover, racially separatist economic schemes offer no hope
for the advance of the overwhelming majority of disadvantaged mi-
norities. Consistent commitment to the principles of integration and
-equal opportunity, accompanied by jobs-education-skills-housing mea-
sures, are essential.

The opportunity of quality education for all, to the maximum of
‘personal capacity, requires closing the educational gap between priv-
1leged and underprivileged students, by special aids to teachers and
schools in slum areas and by full use of school buildings for job train-
ing, adult education and community center activities. Full funding
.of Federal-aid-to-education legislation is essential. In addition, voca-
‘tional education should be geared to the actual needs of the modern
Jjob market.

Relief of rural poverty, primarily concentrated in the southern and’
:southwestern States is needed.

Economic planning—under Federal leadership, and including each
‘State and metropolitan area—should include the development, coor-
.dination and maintenance of an inventory of needs for housing, public .
facilities and services to provide the basis for adequate funding of
planned programs to meet the needs of a rapidly growing urban
population, while also providing a sound foundation for an expand-
ng private economy. Such inventories of needs in each category.should
also be used as yardsticks for the yearly measurement of tangible
‘progress toward meeting the objectives.

Preservation of a free society requires adequately funded, planned
programs, with year-to-year progress, to meet the needs of the popula-
tion in a period of rapid and radical changes in technology, urban
growth and race relations. The Federal Government must provide the
national leadership, national performance standards, and key re-
sources to sustain the needed effort.

America cannot afford to ignore the need for continuing progress
toward solving the urban crisis in the 1970’s and toward bringing,
into the society’s mainstream, those who are at its outer fringes.

Tt DETERIORATING PosITION oF THE UNITED STATES IN Worrp TRADE

The U.S. position in world trade deteriorated in the 1960’s, with
adverse impacts on American workers, communities and industries.
. The U.S. share of world exports has been declining throughout the
period since World War II-—particularly the share of exports of man-
ufactured goods.
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While U.S. exports continued to increase—although at a slower
gace than most other industrial countries—imports into the United

tates, particularly of manufactured goods, increased very sharply
during most of the 1960’s.

In every year since 1894, the United States has sold more to foreign
nations than it has bought. But by 1968 and 1969, this surplus of mer-
chandise exports over 1mports almost disappeared.

The reported surplus dropped sharply from an average yearly rate
of about $5 billion 1n 1960-63 and $7.1 billion in 1964 to merely $800
million in 1968 and an estimated $1.3 billion in 1969. Ezxcluding ship-
ments under AID and Public Law 480 programs, there was a merchan-
dise-trade deficit in the neighborhood of $1.5 billion in 1968 and prob-
ably a small deficit in 1969.

Foreign trade accounts for only a small portion of the total U.S.
economy. Merchandise orts are only about 814—4 percent of the
gross national product a;fipimports account for a roughly similar per-
cent of total national production. But exports are important to a num-
ber of specific industries. And imports have an important impact on
some specific industries and product-lines.

The adverse impact of the deteriorating U.S. trade position is par-
ticularly harsh on affected workers and their communities. Shutdowns
of plants or departments usually result in the loss to workers of
seniority and seniority-related benefits and, sometimes, the job-loss
means that the special work-skills, developed in a specific plant, cannot
be applied elsewhere. Moreover, workers and their families cannot
- easily move from one town to another and, when they do, they incur
the expense of moving, as well as the loss of friends, schools, church
and social relationships that have been developed over many years.
An affected community, particularly a small town, can experience a
shrinking tax base, losses for merchants and rofessionals, and the
waste of public facilities. In contrast, inves’cec{J money in a business
can be moved around and equipment can be sold and shipped.

Major causes of the deterioration of the U.S. position in world trade
have been new developments in the postwar period that accelerated
in the 1960’s. Among these developments have been the spread of man-
aged national economies, with direct and indirect Government barri-
ers to imports and aid to exports; the internationalization of tech-
nology; the skyrocketing rise of investments by U.S. companies in for-
eign subsidiaries; and the spread of U.S.-based multinational corpo-
rations.

Such changes have made old “free trade” concepts and their “pro-
tectionist” opposites outdated and increasingly irrelevant. Yet U.S.
Government policy has failed, for the most part, to face up to these
new developments. As a result, U.S. Government policy in the area of
foreign trade is more applicable to the world of the late 1940°s and
1950’s than the 1970’.

A substantial change in U.S.-trade policy is needed-—for the orderly
expansion of world trade, on a reciprocal basis, and the improvement
of the U.S.-trade position, in the interest of the American people.

In conclusion, I am appending excerpts from the report of the Eco-
nomic Policy Committee to the AFL-CIO executive council, entitled
“Wage Negotiations in 1970 :

Workers and trade unions are seriously concerned with the inflation that
has plagued the American economy in the past few JYyears. Rising prices erode
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workers’ buying power and many workers have experienced declines in real
wages. The average nonsupervisory employee has had no advance in the buying
power of his weekly after-tax earnings in 4 years, while profits, in the 1960’s,
skyrocketed and executive compensation moved up sharply.

Under these conditions, workers have no other recourse than to seek sub-
stantial wage gains in collective bargaining—to offset the effects of previous
price increases and to try to achieve some gain in buying power.

{Dhe cost of living in 1969 was up 5.4 percent, following a 4.2 percent rise
in 1968 and a 2.8 percent increase in 1967. These increases in living costs have
| been washing out the buying power of much of workers’ wage gains.

‘ Despite outcries in the news media about the size of collective bargaining

settlements in 1969—and there were some large ones—=Secretary of Labor George

| Shultz reported to the AFL-CIO convention, in October, that the median wage

| increase, in the first year of contracts negotiated earlier in the year, was “a
little under 2 percent for 1969,” after accounting for the rise of consumer prices.
For 1969 as a whole, the median real increase in wages and fringe benefits
in the first year of settlements reached in 1969, was only 2.8 percent, after
accounting for the 5.4 percent rise in the consumer price index.

Moreover, many workers are covered by 2- or 3-year contracts that were
negotiated in 1967 or 1968. Some of these long-term agreements, unfortunately,
provided deferred wage increases that were less than the rise of living costs
in the past 2 years and workers, covered by such contracts, have had declines
in the buying power of their hourly wages.

The Labor Department reports that, in. December, the gross weekly earnings
of the average nonsupervisory worker in private nonfarm employment—over 47
million workers—were $117.25. For a worker with three dependents, this came
to weekly take-home pay of $102.01, after deduction of Federal taxes.

The buying power of this weekly take-home pay of the Nation’s rank-and-file
worker, in December, as well as in 1969 as a whole, was slightly less than
in 1968. It was also slightly less than in 1965, 4 years ago. Large groups of
nonsupervisory workers have had little, if any, increase in the buying power
of their take-home pay in the past 4 years.

The Labor Department also reports that it now costs over $10,000 to main-
tain a modest, but adequate, standard of living—with few luxuries—for a family
of four in urban areas. That comes to about $194 a week for a full-time worker,
52 weeks in the year.

Even the Labor Department’s lower family budget, with some amenities and
no luxuries, now costs about $6,600 for a family of four in urban areas—approx-
imately $127 a week for 52 weeks to maintain a low standard of living.

These trends are important factors confronting workers and unions in wage
negotiations in 1970.

In collective bargaining, trade unions seek to offset previous increases in
living costs and to gain some improvement in buying power and living standards.
The prior increase in living costs is an important factor in collective bargaining.

In the 1960’s, the record shows that the accelerated rise in living costs came
first, long before the push for larger wage settlements. In fact, between 1960 and

- 1965, increases in wages and fringe benefits in manufacturing industries were

less than the rise of findustrial productivity. Unit labor costs of industrial goods
moved down 1.6 percent. But wholesale industrial prices went up 1.7 percent.
Profit margins on each item widened and, with the expansion of sales, total
profits of industrial companies skyrocketed.

In that same period, unit labor costs in the total private economy increased
only modestly. But consumer prices rose 6.6 percent—more than twice as fast
as the small rise of unit labor costs. As a result, profit margins throughout the
private economy, widened. Widening profit margins and increasing sales brought
soaring profits to business.

It was not until 1966-67, after the stepped-up pace of rising living costs
got under way in 1965, that the size of collective-bargaining settlements also
began to move up. Unit labor costs began to increase and business raised prices
at an accelerated pace, in an attempt to maintain or even widen profit margins.

Until 1965, when living costs rose 1-11% percent a year, the median collec-
tive bargaining settlement was under 4 percent, according to Labor Department
reports. Wage and fringe benefit increases of over 5 percent in the 1960’s did
not become widespread until 1967 and 1968, long after the sharper rise in
living costs began in 1965. By 1968, after 3 years of more rapidly rising prices,
the median settlemént was 6 percent over the life of the agreement and 6.6
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percent in the first year. In 1969, it was 7.4 percent per year and 8.2 percent.
in the first year of the contract,.

The present inflation is largely a profit inflation. A key part of the inflation
problem of recent years has been corporate profits. These profits have been
a major factor in the rising price level, as business has sought to maintain or
increase large profit margins. Moreover, these soaring profits have been fueling
the fires of the inflationary boom in business investment in plants and machines—
the only part of the economy in which demand has been rising rapidly in the
past year and one-half, while all other economic sectors have been leveling off,
rising modestly or declining.

f)ox:porate profits shot up sharply in the 1960’s, much faster than wages and
salaries. .

In the first half of 1969, corporate profits after taxes were up 93 percent
from 1960.

But the after-tax personal income of all Americans was up on 76 percent—
about one-fifth less than profits. And that includes the effects of a large increase:
in employment, as well as the income gains of individuals.

The after-tax weekly earnings of the average nonsupervisory worker were
up only 34 percent—three-fifths less than profits. In terms of buying power,
the gain was only 10 percent.

The record of price, profit and wage trends led Peter L. Bernstein, president of
Bernstein-Macauley Inc., a New York investment counseling firm, to state in
the Wall Street Journal of August 5, 1968 : “the pattern is clear enough. Instead
of labor costs pushing prices up, what we see instead is a sort of profit push.”

And as the noted Yale University economist, James Tobin, declared: “There’s
no question that excessive labor costs and fuel to inflation. But if you want to
put first things first, have a look at the role of profits.” '

However, business is trying to protect its profit levels by raising prices at
an accelerated rate. In the second bhalf of 1969, total profits dipped slightly, as
indusftrial production moved down and the sales of many businesses leveled
off or declined, under the impact of the administration’s severe squeeze on the
economy.

The top managers of big business have also been amply protecting their own
large incomes, through salary boosts, bonuses and stock options. In a recent study
of corporate executive pay, the New York management consulting firm, Mec-
Kinsey & Co., reported, according to the Wall Street Journal of November 14,
1969, that “the average chief executive’s compensation jumped 9.8 percent in
1968.” Increases ranged as high as 18.8 percent in motor vehicles and equipment
and 17.6 percent in paper and allied products.

“Business executives generally agree that the higher rate of compensation
is continuing in 1969,” affer last year’s 9.8-percent average boost, the Wall
Street Journal stated. .

The source of these top-drawer compensation hikes has been the soaring
profits of big business. According to the Wall Street Journal’s account, “Mr.
Foote of McKinsey notes that for some of the industries that boosted executive
compensation the most, 1968 was a year of fat profits. Thus, bonus plans tied
to profitability paid out handsomely, thereby boosting the compensation to key
men by large amounts.”

But there have been no outcries from Government spokesmen or the news
media about the size of such pay boosts, which amount to more than the total
yearly earnings of most workers.

The administration has failed to put first things first, in its economic measures.
The administration’s policy of a severe squeeze on the economy—with very tight
money, the highest interest rates in 100 years and cuts in publie construction—
have hit homebuilding, smaller businesses, State and local governments, workers
in many industries and consumers. But it has, thus far, had little effect on the
big corporations—with their huge internal flows of cash and lines of credit at
the banks. As a result, the boom of business investment in plants and machines
continues, while other parts of the economy are being hit.

Moreover, the administration’s tough restraint on the economy is not directed
at the areas of sharpest increases in consumer prices—such as auto insurance,
housing, health care and hospitalization.

Tight money, high interest rates and reductions of Federal appropriations for
essential Government programs slow down the entire economy, depress resi-
dential construction and result in rising unemployment. In addition, the soaring
rise of interest rates, itself, contributes to the rise of prices . . .




509

However, the soaring price of money has boosted bank profits. The Commercial
and Financial Chronicle of January 15, 1970 reported, “it is estimated that of the
236 glajor commercial banks, earnings were up approximately 12% percent in
1969.

Confronted by these developments in recent years, the AFL-CIO has urged the
Government to combat inflation through selective measures, specifically aimed
at the profit inflation, the business investment boom and other trouble spots.
rather than a severe squeeze on the economy as a whole-—with its discriminatory
impacts on homebuilding and other sectors of the economy.

Furthermore, as the AFL-CIO has stated on numerous occasions since early
1066 : “If the President determines that the situation warrants extraordinary
overall stabilization measures, the AFL-CIO will cooperate, so long as such
restraints are equitably placed on all costs and incomes—including all prices,
profits, dividends, rents and executive compensation, as well as employees’ wages
and salaries. We are prepared to sacrifice as much as anyone else, so long as
there is equality of sacrifice.”

However, the squeeze on the economy continues and prices continue to rise at
a fast pace.

At the bargaining table, there is no other recourse than to seek substantial
gains—to offset increased living costs and to try to achieve an advance in living
standards. ' .




AMERICAN LIFE CONVENTION
AND THE
LIFE INSURANCE ASSOCIATION OF AMERICA

This statement is submitted on behalf of the American Life Con-
vention and the Life Insurance Association of America, two trade as-
sociations with a combined membership of 358 life insurance com-
panies which account for 92 percent of the legal reserve life insurance
in force in the United States. The total assets of the life insurance
business aggregate $198 billion, which represents the savings that
have been entrusted to us by millions of policyholders. The protec-
tion of the economic value of these savings is of vital concern to our
business. We appreciate the invitation of the Joint Economic Com-
mittee to express our views on the economic issues which confront
the Nation, as part of the committee’s hearings on the Economic Re-
port of the President.

Poricies To CoNTROL INFLATION

Fiscal and monetary policies during the past year have worked
in harmony to restrain economic growth and to curb the pace of price
inflation. The effectiveness of these policies is demonstrated by the
flattening out of gross national product (expressed in constant dol--
lars) during the last quarter of 1969, and by the slower rate of price
inflation, which declined from a 5.4 percent annual rate in the third
quarter of 1969 to a 4.7 percent rate in the final quarter. Nevertheless,
these results are only a first step in the direction of the ultimate goal
of noninflationary, sustainable economic growth. At this critical
Jjuncture, it is essential that policies of restraint are kept in force long
enough to stifle inflationary forces and to dissipate widespread ex-
pectations of further inflation ahead.

Inflationary trends in 1968 and 1969 resulted from the combined
forces of excessive demands which produced a demand-pull on prices,
reinforced by upward wage and cost pressures which produced a
cost-push effect on price levels. The leveling trend of real output
indicates that demand-pull pressures have largely disappeared because
of fiscal and monetary restraints on total spending. However, these
restraints are still needed in the present environment to hold back
cost-push forces that continue to exert upward pressures on price
levels. More time will also be needed to correct the deep-seated in-
flation psychology, which has stimulated anticipatory demand in
such areas as the capital goods sector and has added to credit demands
in the financial market.

In the present setting, it is vital that Government policies in 1970
continue to press in the direction of restraint, in order to avoid a
resumption of an intolerable rate of price inflation and a reinforce-
ment of inflationary expectations.

(510)
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Ecoxomic OuTLoox For 1970

The Council of Economic Advisers, in its annual report for 1970,
projected gross national product for this year at $985 billion, midway
within a possible range from $980 to $990 billion. We are somewhat
skeptical of the degree of recovery seen by the Council for the second
half of the year, but the overall forecast 1s well-founded and consist-
ent with the outlook as seen by many well-informed private economists.
Our principal reservation is on the Council’s anticipated rate of in-
flation for the final quarter of this year. The Council has indicated
that the inflation rate in the fourth quarter of 1970 might be about
3 to 3.5 percent, but this forecast appears to be on the optimistic side.
It is our judgment that present ‘policies of restraint, in the face of
strong underlying pressures on wage rates and other cost factors, may
succeed in bringing down the inflation rate to only 4 percent in the
final quarter.

Regardless of the exact outcome, it is clear that an inflation rate
as high as 3.5 or 4 percent by the end of 1970 still would fall short of
the goal of reasonable price stability. Inflation at these rates would be
more than double the annual rate of price advance between 1959 and
1965, a period generally viewed as one of price stability. Unless in-
flationary expectations are dissipated by clear and decisive progress
in bringing down the inflation rate well below 4 percent, business and
personal decisions as to the amount and form of saving and spending
will continue to be distorted by the fear of a long-term inflationary
trend.

Accordingly, we believe that the fight against inflation must be con-
sidered as a matter for persistent Government action, and not set aside
at the first early sions that progress is being made. The underlying at-
titudes and economic decisions which lead to inflation cannot be altered
or reversed within a few short weeks or months, The Nation’s economic
volicies must be aimed not merely at the remaining months of 1970,
but toward the economic climate of 1971 and beyond.

Fears have been expressed that present policies of fiscal and mone-
tary restraint might turn the economy into a severe downturn or reces-
sion in business activitv and employment. Without question, this pos-
sibility deserves careful and continuing serutiny in the formation of
economic policy. It should be recognized, however, that the funda-
mental demands for goods and services in our economy remain strong.
Within both the public and private sectors, the aspirations for greater
spending remain high. In the unexpected event that a sizable business
downturn should begin to develop, stimulative measures are readily
available to both the Congress and the monetary authorities which
would rapidly reverse the downward trend. )

As the annual report of the Council points out, one consequence of
continued restraint and a slower rate of real growth may be a some-
what higher rate of unemployment than we have seen in recent months,
as individual sectors of the economy adjust to smaller markets and
lessened demands for their nroducts. As recently reported, the current
rate of unemployment stands at 3.9 percent, even after several months
-of level output in real terms. The Council has indicated that a defla-
tionary gap between potential output and actual output during the
balance of this year may be accompanied by modest monthly increases
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in the unemployment rate, with an average unemployment figure of
perhaps 4.3 percent for the year. To smooth the adjustment in produc-
tion and job patterns, and to avoid hardships for individual families
affected, every effort should be made to utilize job-training and man-
power programs which will develop better skills and improve worker
mobility during this transition period. In our efforts to correct an over-
heated economy which has been characterized by abnormally low un-
employment rates, we must not neglect the need to moderate the im-
pact on those who suffer a temporary interruption in employment dur-
ing the transition to stable economic growth. The annual report of
the Council describes several measures that will be considered by the
Congress toward this end. '

In gaging the adverse impact of anti-inflation policies on employ-
ment levels, we must also bear in mind the onerous effects of inflation
upon the economic position of lower income families and disadvan-
taged groups within our economy. In spite of general prosperity, there
are many who find themselves barely able to obtain a minimum level of
food, clothing, and shelter. The prices they must pay for consumer
goods have increased by more than 10 percent during the past 2 years
alone. Many families and individuals are without means of raising
their meager incomes to compensate for the effects of inflated prices.
These groups have been victimized most by past inflation and are
threatened most by continued inflation which would decrease the pur-
chasing power of their limited incomes.

AxxvarL Bupeer MESSAGE

In the President’s annual budget message covering the fiscal year
1971, total Federal spending is projected at $201 billion, an increase
of almost $3 billion over fiscal 1970. In our view, this $201 billion
spending estimate represents the maximum level of Federal Govern-
ment outlays that can safely be permitted in our present inflationary
climate, and it should be 2 primary objective of the Congress to keep
total spending within these bounds. With projected budget receipts
of $202 billion, a narrow budget surplus of just over $1 billion is indi-
cated for fiscal 1971. We believe that the preservation of a balanced
or surplus budget in fiscal 1971 is of critical importance, to avoid
generating renewed inflationary pressures from the Federal sector.

There have been widespread doubts as to the ability of the Federal
Government to hold down expenditures in fiscal 1971 to the levels
projected in the President’s budget message. Recent experience with
spending ceilings under the ﬁscaig197 0 budget gives little reassurance
on this question. We cannot emphasize too strongly the importance of
limiting total government expenditures to the Ievel set forth in the
President’s bugget request. In our opinion, the Congress should be
prepared to extend the 5-percent surcharge on personal and corporate
Income taxes beyond June 30, if total Federal spending is permitted
to rise above the $201 billion level now projected in the budget mes-
sage. Only in this way would it be possible to achieve the budgetary
surplus or balance so vitally needed to limit the inflationary pressures
such additional spending would impose on the economy.

A second reason for maintaining a budgetary surplus in fiscal 1970
relates to credit markets, and particularly to the residential mortgage
market. To the extent that the Federal Government is a net borrower
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because of a budgetary deficit, this attracts funds away from other
uses, including savings that would otherwise flow into savings deposits
with thrift institutions that supply the mortgage market. When the
Federal Government and its agencies issue debt securities at higher
yields than the deposit rates paid by savings institutions, the morf gage
market suffers from the competing demand for funds. On the other
hand, a budget surplus allows the Federal Government to repay its
debt and thereby supply funds to the credit markets. With the severe
shortage of housing credit that presently exists, the Federal Govern-
ment should avoid drawing funds away from the mortgage market
through a budgetary deficit, but seek instead to assist the flow of sav-
ings into mortgages by maintaining a budget surplus.

FrpeErar ReservE MoxeTaRY Poricy

The Federal Reserve System deserves commendation for its stal-
wart adherence to a restrictive monetary policy over the past several
months, in the face of pressures for a relaxation of credit restraint.
Restrictive monetary policy has limited the credit-based demands on
economic resources, and has been a prime factor in the decline in the
rate of inflation in recent months. Moreover, the present degree of
monetary restraint has been attained without producing a money crisis
or market panic, which in the past has sometimes occurred in financial
markets under stress. .

In our opinion, the time may be near at hand when a moderate and
gradual relaxation in the degree of monetary restraint may be appro-
priate to the changing economic climate. Such relaxation, however,
should be conditioned on (a) visible evidence of further progress in
reducing the rate.of inflation, and (%) continuation of fiscal restraint
through a balanced or surplus Federal budget. We feel strongly that
a sudden or rapid shift toward active ease 1n monetary policy should
be avoided. Such action would dangerously strengthen inflationary
expectations and confirm a widespread belief among many businessmen
that anti-inflationary policies will not be pursued to the point of
needed adjustments in business planning or production schedules.
Many businessmen, it is widely recognized, have been looking beyond
the present period of restraint to the other side of the valley when
downward pressures on the economy will be lifted, when demand wilk
be stimulated by a freer flow of credit, and when growing markets
will permit prices to be increased.

The persistence of a restrictive monetary policy has helped to
persuade many businessmen that they cannot count on unending
inflation and that they must adjust their business planning accord-
ingly. These new attitudes must be fostered and strengthened if
inflationary expectations are to disappear. Accordingly, any moves
toward a moderation of monetary restraint should be gradual and
tentative, with due regard to visible progress toward deceleration of
the inflation rate,

Loxger RuN OQuTrLook For 1970-75

A major innovation of the annual report of the CEA this year is
a 5-year projection of gross national product, measured against the
claims on total output from the public and private sectors. The
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Council deserves commendation for this valuable approach to the
question of national priorities and the capacity of our economy to
satisfy the many demands on total output. As President Nixon has
stated in his Economic Report: “We have learned that 1-year plan-
ning leads to almost as much confusion as no planning at all, and
that there is a need to increase public awareness of long-range trends
and the consequences for future years of decisions taken now.”

The Council’s analysis provides a concrete demonstration of a
fundamental fact of economic life, in the Council’s words, that “The
total of satisfied claims cannot exceed the available output.” In its
projections, the Council shows that “existing, visible, and strongly
supported claims already exhaust the national output for some years
ahead.” Not until 1973 does a narrow margin emerge between projected
claims and potential output, to permit additional claims on total output
to be considered.

For simplicity, the Council’s projections have been made in constant
prices; that is, without making allowance for a possible inflation
trend during the years 1970-75. Another assumption in calculating
potential output has been an assumed unemployment rate of 3.8 per-
cent. The question arises as to whether the 3.8 percent unemployment
assumption is compatible with constant prices, since this level of un-
employment has been associated in the past with strong upward
pressures on wages and price indexes. A more widely accepted assump-
tion to express full employment would be a 4-percent rate of unem-
ployment, which would produce a smaller growth in potential output
than is shown in the Council’s projections. On this more realistic basis,
total output available in 1975 might be lower than the Council has
shown, and the narrow margin of output available for unspecified
claims in 1975 would also be lower,

While the Council has projected claims on available GNP in con-
stant prices, a réworking of the projections with allowance for various
rates of inflation would doubtless produce much different results.
One of the adverse economic effects of inflation is that it falls with
uneven force upon different sectors and groups in the economy. Thus,
inflation can upset or distort the order of priorities among competing
claims on total output. For example, dollars projected to flow into
residential eonstruction over a 5-year period will produce far fewer
housing units than expected, if inflation forces up construction costs
and home prices. Similarly, inflated prices of consumer goods and
services can alter drastically the real value of personal expenditures
projected over 5 years, when the distorting effects of inflation are
taken into account.

The Council’s Jong-range forecosts of claims on GNP point up the
fundamental need to bring inflation under control so that national
priorities and competing claims can be planned or considered in a
more orderly way without a reshuffling of such priorities through the
uneven impact of inflation.

CoNCLUSION

The long-range objective of our Nation’s economic policies should
be to encourage balanced growth and efficient production, which can
only be achieved in an environment of reasonable price stability.
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TFiscal and monetary policies, working to restrain excessive demands in
an overheated economy, have demonstrated their effectiveness in re-
ducing the rate of inflation over the past several months. Still, we are
a long way from winning the battle against inflation and it should be
clear that persistent and skillful policies of continued restraint will
be needed throughout 1970 and possibly into 1971. Toward this end,
we would urge the Congress to make every effort to achieve a budg-
etary balance or surplus in fiscal year 1971. Total Federal spending
should be kept within the bounds projected in the Annual Budget
Message or, if this does not prove possible, an extension of the 5-per-
cent income tax surcharge should be enacted to produce offsetting
revenue gains. Any relaxation in monetary restraint should be gradual
and tentative, conditioned upon clear signs of a deceleration of the
inflation rate and the maintenance of a Federal budgetary surplus.
The impact of antiinflationary policies upon employment levels
should be cushioned by increased job training and manpower pro-
grams along with other measures to relieve hardship and provide a
smoother transition to stable economic growth.

The stakes are high in the fight against inflation. Those hit hardest
by inflation are offen least able to defend themselves—the elderly,
the disadvantaged, the poor. Inflationary expectations have contrib-
uted to the highest interest rates in this century and have disrupted
credit flows in the financial markets, to the disadvantage particularly
of the residential mortgage market. If inflation is brought under con-
trol by determined Government policies, we can look forward to a
longer range outlook of more balanced and sustainable growth. If
inflation proceeds unchecked, we face an uncertain future of dis-
rupted credit flows, distorted spending and saving decisions, and an
uneven loss of purchasing power among the various groups in our
economy.




CHAMBER OF COMMERCE OF THE UNITED STATES
By Dr. Caru H. MADDEN *

The Chamber of Commerce of the United States welcomes the op-
portunity to comment on the “Economic Report of the President,”
and the “Annual Report of the Council of Economic Advisers.”

Ture New Decape: THE QUALITY SEVENTIES

A new decade is a good time to consider, as the reports do, some
longer range issues and problems. As a nation, we have the vital
potential to act together to invent the future rather than, by preoccupa-
tion with short-view issues, to end up its victim. The reports acknow-
ledge our ability to choose.

The 1960’s was an era well put behind us. Most people said good
riddance to it. It was an era that ended with continuing world turmoil,
inflation, social tension and violence, alienation and anomie. In the
1960’s we learned in disturbing ways that Americans could find
themselves getting rich faster but enjoying it less.

Economic policy in the 1960’s was often a response in terms of the
historic past—mainly of unemployment, stemming from the depressed
1930’s and the postwar adjustment years. From getting the economy
moving again, the 1960’s took us through the new economics (in fact,
the old economics of the 1930’s, as its practitioners kept warning).
‘When practised in a political climate of belief in our economic- omni-
potence, the new economics of the guns-and-butter policy left an un-
happy legacy. It was a legacy of unrealized full-employment budget
surpluses, escalating Government deficits, and accelerating inflation.
It was a legacy of the credibility gap between intent and performance
In governmental programs. It was a legacy of disturbing new insight
into the potential destructiveness of full-blast production and
consumption.

The 1970’s is likely to be a decade of concern with quality. Ade-
quate quantity and our ability to produce it are likely to be (perhaps
‘unwisely) taken for granted. The pressing concerns will be not
merely more but also better jobs, products, services, social services,
institutions, and environment as the Nation searches for social and
-economic tranquility.

The 1970’ is likely to be a watershed for economic and social policy.
‘The knowledge revolution we are living through challenges existing
concepts and institutions. The new knowledge produces impressive
opportunities for social and economic policy. It also produces a new
pessimism that questions whether mankind can manage his affairs with-
out self-destruction.

The pessimism of the 1970’s is reflected in the extreme distortion of
U.S. institutions by the new left, the extreme avoidance of change in

1 Chief economist, Chamber of Commerce of the United States.
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the new right, and the extreme withdrawal from involvement among
the ghetto youth and in the post-hippy commune. These three re-
sponses—of distortion, avoidance, and withdrawal—are classic text-
book human responses to powerlessness amid rapid change. ,

The acute disturbance of perhaps 20 percent of our youth by the
forces of social change produced by the revolution of knowledge has
its counterpart in what some observers see as the chaos, pessimism,
and paralysis of will in the dominant adult society. Thus, Philip
Hauser, in his 1969 presidential address to the American Sociological
Association, said : “Contemporary society, whether observed globally.
nationally, or locally, is realistically characterized as ‘the chaotic
society’ and best understood as ‘the anachronistic society.’ ” Our chaos,
as Hauser sees it, stems from our diversity of people which multiplies
‘tensions, our urbanism which crowds them into more frequent inter-
acting contacts, and our doomsday technology of nuclear, biochemical,
and pollutant weapons.

The development of what Prof. Rene Dubos of Rockefeller Univer-
sity describes as “the new pessimism” is a social datum for economic
policymakers to consider, whether they agree with it, or accept it, or
not. So acute an observer as Dubos writes: “As the year 2000 ap-
proaches, an epidemic of sinister prediction is spreading all over the
world, as happened among Christians during the period preceding
the year 1000.”

So the presidential call for “a new realism” in his economic report
is surely timely. His call suggests that, lest important and influential
creative minds among us—both young and old—abandon the pursuit
of reason in men’s affairs, the task of policymakers in the 1970’s is to
demonstrate anew the efficacy of reason. The spread of “the new pessi-
mism” lends weight to the President’s observation in the economic
report that “there is a need to increase public awareness of long-range
trends and the consequences for future years of decisions taken now.”

It can be argued that the impact of the knowledge revolution on
social and economic policymaking is only beginning. If so, in the 1970’s
our society will have to learn far better than ever before to respect,
organize, and use social and economic knowledge. Society will have to
learn to bring its resources systematically to bear in social affairs the
way we Now use our resources systematically in scientific and techno-
logical applications. : ,

A great philosopher, Alfred North Whitehead, perceived that the
greatest invention of the 19th century was the invention of the method
of invention. We have an analogous lesson to learn beginning in the
last third of the 20th century about social and economic affairs.

It is not simple to-develop throughout society a belief in and will
to apply the spirit and method of scientific inquiry and procedure in
social and economie affairs. The process is cultural and involves broad-
ening the general level of understanding, It is not a matter of shifting
analysis and inquiry to government but, rather, of increasing stand-
ards of information and analysis throughout our open and pluralistic
society. It is not a matter, either of concluding that a systematic effort
is all that is needed to solve social and economic problems by anal-
ogy to our systematic organization of, for example, the space effort
to get a man on the moon.
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Lying behind the moon shot were literally centuries of struggle to
develop the traditions and spirit of scientific enterprise in industrial
affairs. In social and economic affairs, such a tradition is not yet so
firmly established, partly because the data of social and economic af-
fairs involve the passion and prejudice, the ignorance and perversity,
of human emotions. Yet, our vision as a society of the possibilities for
institutional change and invention needed to develop systematic
models and approaches, imbued with human understanding, to social
and economic issues remains tragically clouded and truncated com-
pared with our belief in, acceptance of, and enthusiasm for systematic
approaches to problems of industrial technology.

Too few resources are invested in well-designed adequate data bases
for social and economic decisions involving billions of dollars. Too
few industrial or academic laboratories exist to study manpower,
crime, or welfare policies or the nature and dynamics of urban growth.
There are scattered signs that moves in these directions are getting
underway. But much remains to be done by industry, by universities,
other economic sectors, and government at all levels, in order to
achieve the scale needed to act intelligently.

As part of the national effort to bring knowledge to bear on social
and economic problems, problems of scale and of public participation
need to be resolved. Many present research efforts 1n social sciences are
wasted because they are badly designed, on too small a scale, and tai-
lored to fit grants and resources rather than to fit the scope and nature
of problems. Public participation—as urban renewal and freeway
designers are discovering—is required if knowledge is to be accurate
in reﬂectingrL people’s preferences and social facts.

In the 1970’s, ordinary people will want to be better informed and
to participate more in social and economic policy analysis and formu-
lation. The press reports today that ghetto residents and others, in-
cluding college students, feel alienated from these processes. Thus, we
see challenges to our existing methods of communicating, such as the
April 22 teach-in throughout the Nation on environmental issues.

Alienation very likely is a function of two factors that have risen
to the fore during this century: Population growth and density and
the expanded and changed role of government.

A large and urbanized population means that the individual has a
lesser voice in societal decisions. Thus, if an individual is one among
10 voters, his vote is 10 percent of the total; if he is one among 1
million voters, his political influence as a voter clearly is diminished.
As the role of government is expanded, decisions are politicalized.
Even with a small population this means that decisionmaking is trans-
ferred from the individual to the government. But when population
increases greatly and many more decisions are politicalized, the role
of the individual in decisionmaking-—and his power and importance—
all are very sharply diminished indeed. It seems probable that the
growing sense of alienation and anomie are directly derivative from
the population explosion and concentration and the government ex-
plosion and concentration.

The teach-in and its methods at their best in large part can
represent learning—but different from the classroom method. Like-
wise, in the 1970% existing ways of communicating social and eco-
nomic problems may come under pressure to change. Communications
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media—particularly TV—could become increasingly powerful pur-
veyors of organized knowledge. A good example of what TV can do
is the hour-long, prime-time program last fall on inflation, sponsored
by a leading business firm, and carried by a major network. Other
examples in the 1950’s came from the work of Edward R. Murrow.
The Joint Economic Committee, already active in economic education,
can play a broader role in helping people to get informed and active

in national economic and social policymaking.

Orp Concrrns, NEw DIRECTIONS

One hard lesson of the 1960’s was the national rediscovery of relative
scarcity in the guns-and-butter experience. The Nation, faced with a 4-
year excess of money claims on its resources that has pushed prices
higher, is in process of reexamining goals and priorities, and hence
its policies and programs.

We are called an affluent society, yet we are not nearly so affluent
as some have appeared to believe. The last decade once again dispelled
the recurring myth that we can afford, at once, everything we desire.
We are learning again that we must choose among desired alternatives
because our resources are limited relative to our desired uses of them.

CONCERN WITH ECOLOGY

A new dimension of resource scarcity is implicit in the recent wide-
spread concern about ecology. Enormous costs must be incurred to
prevent further environmental deterioration and to conserve the
earth’s physical capital of air, water, and surface earth. Put differently,
we have not included all costs in our reckoning of national income.
There is growing recognition that we have been overstating our
national income because we have not accounted for the deterioration
of our environment.

Environmental pollution in important cases appears to be not an
incidental byproduct of industrialism and population growth, but an
intrinsic property of the very technology used to increase productivity.
Examples abound. The use of inorganic fertilizers that produce nitro-
gen and phosphorous runoff results in the fertilization of water bodies,
multiplying algae and fouling the water, and so on.

Environmental pollution thus represents an enormous but uncalcu-
lated social cost stemming from industrial and consumer technology
and arising in important part from its intrinsic properties. In some
cases, the possibility exists—as in the dependence on inorganic fertil-
izers or persistent insecticides—that the environment is so altered as to
force continued dependence on pollutant agents for the existing stand-
ard of living because biological systems previously supportive are
destroyed. For example, inorganic fertilizers used much more inten-
sively ‘could possibly destroy soil micro-organisms which now sustain
soil fertility.

Concern ‘with ecology reflects an intrinsic property of a dynamic,
learning society. The revolution of knowledge requires renewal of
institutions and concepts so that they conform to new knowledge. The
imperative, indeed, of knowledge is that it be reflected in institutional
behavior. Recognition of ecological (systems) effects of individual
business moves to increase productivity, requires new governmental
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framework rules that make social costs—hitherto uncalculated—ex-
plicit and that treat those costs in systematic ways.

Government, through policy study and analysis by bodies such as
the Joint Economic Committee, can exercise leadership in a reassess-
ment of attitudes toward the natural world on which our technology
intrudes. The fact is that technology has made us more—not less—
dependent on as yet unaltered nature because, barring severe reductions
in living standards and population, our dependence on technology is
irreversible. And barring hysterical public responses, recognition of
ecological dangers can lead to effective measures in dealing with this
newly recognized dimension of scarcity.

Government, through adequate policy analysis, can design frame-
work rules which alter concepts of cost, productivity, profit, and risk
to reflect systematic accounting for environmental effects. Government
has alternative approaches to consider. It can set standards of purity
(weighing benefit against cost for various desired levels), set pretest-
ing rules for ecological effects of products, tax pollution or subsidize
abatement, provide financial and other incentives to development of
waste disposal industries, finance research into substitute technologies,
and so on.

Each policy alternative develops consequences for the economic
system. Setting standards, for example, leaves individual economic
units free to respond in alternative, competitive ways and internalizes
costs in the price of products. Polluters and their clients would bear
the costs of meeting the standards, rather than shifting them to the
public at large. There are strong arguments that internalizing and
privatizing costs by setting performance standards would involve the
least distortion of markets, provide incentives to choose the most
efficient means of meeting the standards, assure future flexibility in
varying the means as conditions change, and most closely approximate
the requirement of equity.

Taxation and subsidy measures essentially are cost-sharing rather
than antipollution devices. Taxation penalizes existing plants in older
industrial regions and favors new plants having abatement facilities
built in. Subsidy of abatement has generally reverse effects, favoring
older plants and penalizing newer, pollution-free plants. Since river
systems are distributed geographically in nonrandom fashion, pay-
ments to local governments along streambeds subsidize them against
urban areas removed from water. Federal financing of antipollution
efforts by States and localities redistributes tax revenues. Federal re-
search on antipollution devices reduces risks in some industries (the
risk of discovery costs) as against others.

In a learning society living through an explosion of knowledge, it
takes time and resources to develop policy which conforms to scientific
method, reflects equity, and is tolerably understandable. The banning
of cyclamates is an example. Food processing on a commercial scale
is barely 75 years old. The methods of epidemiology and biochemical
testing for cancer from continued ingestion of carcinogenic substances
are barely 20 years old.

The President’s program on the environment, in his message to
Congress of February 10, proposes a broad program. It includes Fed-
eral standards and penalties for their violation, financial aid to local
government, incentives for research and development, and incentives
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for waste disposal. Establishment of a Council on Environmental
Quality was provided for by the National Environmental Policy Act
of 1969, which was signed by the President on January 1, 1970. The
Joint Economic Committee, given its broad mandate to study the work-
ings of the economy, should have a keen interest in measures of environ-
mental control and their impact on costs, productivity, prices, the dis-
tribution of income, and the enhancement of the free enterprise system.

The issue of ecology illustrates important considerations for the
Joint Economic Committee. In the 1970°s, the committee is likely to
find itself studying more issues that relate the impact of new knowl-
edge to the concepts and institutions of our economic system. Policy
analysis will take more time and resources. Decision rules in alternative
policy recommendations should reflect scientific understanding. There
is great need. for better data bases and for more systematic research
in social sciences underlying such alternative rules. There is need and
desire for more public understanding and participation in the policy-
making process.

'RESOURCES AND GOALS

The prospects for growth of the U.S. economy in the 1970’s are
bright. Even so, the prospect for added goals, such as ecology, is as sure
or surer. In the 1970’s the Nation enters a period of searching for new
means of expressing choices as to the allocation of growing but still
relatively scarce resources at our command among competing, desir-
able ends.

The search for new methods of choice is widening, and it is signifi-
cant to business and government. The growth of futurism illustrates
the search. It stems from writings of de Juvenal, Gabor, and others;
and from the development of methodology at the Rand Institute, the
Harvard Business School, Dartmouth, and elsewhere. Futurism can
be interpreted as using concepts of Whiteheadian process philosophy
and modern decision-theory to examine what Whitehead called “the
infinite possibilities that inhere in the future.” Futurism rejects the
method of limiting future possibilities that is implicit in projecting
past trends, like arrows, ahead. Futurism, in a happy phrase, em-
phasizes that mankind has choices about the future—that mankind
can in part “invent the future.”

The intellectual thrust of futurism is to examine utopian possibili-
ties systematically, in order to escape the straitjacket of past myopias.
Concern with futurism leads to interesting efforts to seek out specula-
tive knowledge. It leads to systematic methods suggestive that some
technological change can be forecasted. It leads to concern with “al-
ternative scenarios” for the future, employing utopian imagination
as tools of thought. Such methods already find employment in long-
range planning of progressive business firms intent on innovation.
Their results are studied by other business firms concerned with the
changing business environment. And nonprofit institutes are at work
exploring implications of such societal forecasting. Though heuristic,
futurism stimulates imagination and constructive anticipation, but at
the same time it can fit resources and competing goals into an orderly
framework of alternatives for public consideration and understanding.

Tn this context, the “1970 Annual Report of the Council of Economic
Advisers” makes a valuable contribution. Although hardly futuristic,
its innovative discussion and projection of available resources and
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competing claims for them emphasizes the need for setting priorities.
Though uses of output are unspecified, the analysis contributes to
public consideration of goals and priorities. These 5-year calculations
of GNP potential, of claims against it, and of Federal expenditures
on national income account, should become regular features of the
annual reports.

In the same context, also important is the work of the Presidents’
National Goals Research Staff. Announced July 12, 1969, the staff is
responsible to forecast future developments, assess long-range conse-
quences of social trends, measure probable future impact of alterna-
tive courses of action, and estimate actual ranges of social choice
available to the Nation. The Goals Research Staff report, set for
July 4, 1970—looking forward to the 200th anniversary of the United
States—should be the subject of careful congressional study and
hearings.

The advantages are clear of broadening the public understanding of
long-range trends and the future consequences of present decisions.
What mav not be so clear is the limitation necessarily inherent in any
effort to delineate future possibilities. While some technology can be
forecast, genuine novelty appears to exist in the processes of reality.
Futurism as a guide and discipline of imagination, and as a template
for alternative possibilities, may well become a valuable tool of thought
for developing new methods of broad choicemaking on national pri-
orities in a free society.

The outlines of method seem clear, in the Council’s annual report,
for improving Federal decisions. The report argues for: (1) Studying
long-range trends and identifying alternative goals; (2) evaluating
Government organization for making long-range policy decisions;
(3) evaluating costs and benefits of existing and proposed programs;
(4) evaluating results of existing programs; (5) considering the time
pattern of results and discounting future benefits; and thus (6) for-
mulating the larger choices in allocating the national output.

The new methods of the Council bears a close relationship to the
excellent study of the Joint Economic Committee’s Subcommittee on
Economy in Government. In its report of February 9, 1970, “Econo-
mic Analysis and Efficiency in Government,” the subcommittee makes
important recommendations contributing toward the deepening ap-
plication of economic principles to the organization and operation of
the Federal Government. The report shows throughout a valid and
important concern for appropriate staffing of the Congress so that it
can make a larger contribution to more sophisticated policy analysis
and program evaluation.

In the reexamination of national goals and priorities. changing
wants and preferences are plaving an important role. Indeed. such
changes remind us that the methods of futurism are more easily ap-
plied to technological and economic than to esthetic, ethical, and social
change. Changes in wants and preferences also remind us that fu.
turism is far from value free even in its most antiseptic formulations.
The oreatest risk of “surprise free” scenarios is, to be sure, surprises.

Full employment, economic growth and stability, remain impor-
tant—indeed, vital—economic policv objectives. There are indica-
tions, however, that these coals are inadeanate. taken by themselves.
even as shibboleths, for the coming decade. Qualitative aspects of
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our economic life are, instead, of growing concern to specialists n
many fields and the public in general, for whom accepted economic
goals are taken for granted. ) ) ]

Concern with the quality of life is reflected in a myriad of issues
beyond those of air, land, and water pollution. The knowledge rev-
olution produces challenges to renew institutions in fields of educa-
tion, medical care, and consumer products; in agriculture and rural
development ; and elsewhere. ) )

Thus, improving the institutional machinery of medical care,
education and labor markets is a key concern. Improving job oppor-
tunities and rewards, upgrading the quality of the work force—
these are as important issnes for the generation of the 1970’s as
was Government action to provide jobs for the 1930°. Alarm about
chronic inflation has supplanted concern with depressed economic
activity.

Public concern about the uses of growth is also finding increased
expression as an economic goal. Economic growth, now confidently
expected from year to year, is seen as providing incremental re-
sources to upgrade the quality of the environment, at times even at
the expense of present consumer quantity standards, without sus-
taining an absolute reduction in per capita income. It is reasonable
to suppose that a larger proportion of the growth increment will
be diverted into measures to effect quality improvements. At the
same time, population growth and patterns of land use will come
in for much closer study and direction. Efforts will be made to direct
growth from expanding metropolitan centers to less congested hinter-
lands and regions in an effort to reduce pressures of numbers and
complexity and to strengthen economies of smaller places.

Increased emphasis on the quality of life and on structural aspects
of the economy and of institutions suggests the need for more re-
sources to be devoted to regional and urban studies, as well as to
studies of the efficiencies of institutions. In the face of poorly informed
but well-intentioned calls for “reversing the flow of people to the
cities,” there is a significant body of economic and social knowledge
concerning the geographical structure of the United States and of
other advanced economies. Politics which ignores such basic struec-
tural features will suffer the cruel fate of ineffectiveness and waste
of resources and eventual public revulsion. .

Studies should be made of the national economy’s geographic struc-
ture. Evidence suggests that ours is a nation comprised of a system
of metropolitan communities composed of central city, suburb, exurb,
and hinterland. The influence on the distribution-per-unit area of
many forms of economic activity of metropolitan centers extends as .
far as up to 200 miles away. Throughout the Nation’s history, urban
places—over long periods of time—show a definite pattern in their
geographic distribution. For one thing, urban places are arranged
in each region in a hierarchy or pyramid of size and numbers, with
a regional center, then increasing numbers of places of decreasing
size in spiderweb pattern out from the center. Urban places decrease
in average size depending on their distance from 200 or so leading
metropolitan centers (SMSA’s), the average size declining outwards
of 45 miles or so from the centers. And, although the press headlines
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“our crowded cities,” the average space per person for urban dwellers
has been increasing during this century.

A large body of evidence suggests that the United States can be
usefully viewed as a hierarchial system of metropolitan communities,
with statistically significant relationships between sizes and distances
between urban places of various sizes. Further, study of the develop-
ing eastern megalopolis stretching from north of Boston to south of
Washington shows that arbitrary distinctions between “urban” and
“rural” populations are obsolete and misleading.

Finally, migration patterns within the system of metropolitan com-
munities reflect statistical regularities associated with the rise in pro-
ductivity of our economy and the rise in income of migrants. Even
today, migration is often viewed as massive, mostly from rural to ur-
ban, and mostly black. There is a belief migrants are poorly educated,
likely to end up jobless, and on welfare. But these beliefs are factually
incorrect. Most moves of migrants are for short distances: net non-
white migration is in fact quite small; most long-distance migrants
are better educated than nonmigrants; most migrants are young; Ne-
groes are less likely to move out of county than whites; most nonwhite,
male migrants are likely to be employed soon after migration; and
most poor migrants from rural to urban places experience an increase
in income, the increase being bigger on average, the bigger the urban
place of destination.

These empirical observations about our system of metropolitan com-
munities are only examples of long-term structural features charac-
teristic of most developed economies. They are part of the study of hu-
man ecology, and they need understanding as a basis for policy pro-
posals and analysis. Otherwise, proposals advanced in ignorance, such
as would promise to scatter new towns.at random like seeds across the
landscape, or would promise every bypassed and isolated hamlet a
renaissance, are likely to create disappointed hopes and further disil-
lusionment with government programs. :

Currently, the United States lacks anything which could be called
an urban policy, although the historic move toward urbanism is more
than a century old. Elements of governmental policy toward urban
development are scattered, inconsistent, duplicative, and confused. Cre-
ation of the President’s Urban Affairs Council is a first move. How-
ever, the key to effective policy in economic development depends on
appropriate concepts, as illustrated by the brilliant concepts of the
Agriculture Department in the move to diversify agriculture in the
South during the 1930’s. Appropriate concepts, in turn, depend upon
careful assembly and reduction of existing study and data into a co-
herent explanatory model which possesses fecundity of implication
and usefulness in reducing information overloads. This principle is at
the heart of the process of theorizing in all the sciences.

In considering urban policy, the Nation by and large lacks the benefit
of any system of thought analogous to the concepts which have shaped
consideration of national income and output. Government has shown
little appreciation of the need for such understanding as part of the
cultural process. “Solutions” to urban problems have tended to be sim-
plé in concept and piecemeal in character. Yet, as students of complex
systems such as Jay W. Forrester point out, when dealing with com-
plex systems, simple and piecemeal solutions are not only apt to be
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wrong ; they are apt to be perverse. As Forrester observes in his study,
“Urban Dynamics” (p. 9) : “Choosing an inffective or detrimental pol-
icy for coping with a complex system is not a matter of random choice.
The intuitive process will select the wrong solution much more often
than not.”

The United States lacks not only appropriate concepts in govern-
mental urban policymaking; it lacks a systematic and orderly data
base for observing the changing developments in metropolitan com-
munities. Newspaper and TV journalistic accounts analyzing metro-
politan developments remain the chief source of public understanding.
While at time brilliant and enlightening, because of richness of detail,
journalistic treatment as a rule is not designed to impart a systematic
.understanding of urban or metropolitan structure. .

Efforts to develop a system of social indicators which might clarify
issues of the social benefits and costs of public and private social de-
cisions reveal glaring defects in our information on social phenomena
such as health care, disease incidence, crime, migration, education, and
many other phenomena. We have not attempted seriously to make even
crude use of concepts of human ecology as guides in giving configura-
tion to data bases. This is not so much that scholars have not studied
these matters. It seems to be because we do not realize as a society the
value or significance of devoting resources to organizing such knowl-
edge in order to make social and economic decisions of both public and
private institutions more effective. Institution after institution—pro-
fessional, industrial, voluntary, and governmental—seem to lack stand-
ards for requiring that hard knowledge be brought to bear in urban
policy analysis and decision.

Meanwhile, human ecology remains as important to understand and
disseminate to the public as biological ecology. Social cost-benefit an-
‘alyses of life in urban places of various sizes are usually misstated
and are certainly not well understood. Scholars living in great metro-
politan centers and employed by distinguished research institutions
publish sentimental essays about the need to “reverse the migration
flow to our overcrowded cities” without apparently adequate knowl-
edge of their subject. Meanwhile, the resources of research talent and
national energies needed to develop systematic understanding of hu-
man ecology are lacking. A

The rising interest in the future and in our capacity to influence
its characteristics by taking thought of it heralds changes in attitude
of great import to the economy and to public and private decision-
makers. Business organizations such as the National Chamber are
paying much closer attention to anticipating future trends and dissem-
imating information about their meaning for today’s choices. Major
business firms are engaging more deeply in long-range probing into
future developments. These same firms are more systematically
examining the anticipated future business environment.

The shift in emphasis from the present to the future—as a means
of making today’s choices more effective—implies a fundamental,
though not much noted, change in people’s time horizons. Concern
of pessimists that civilized mankind have a future, and of others about
the quality of that future which mankind may have, reminds us that
the efficient allocation of resources includes the dimension of time.
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Changes in our time preferences, in turn, lead to changes in our
discounting of present as opposed to future values in our economic
value-stream. For example, concern with ecology means weighting
certain kinds of investments (ylelding future value-streams) more
heavily in a scale of preferences than present consumption. A major
shift in time preferences, if it is in act occurring, as significant long-
range implications or business marketing, in its broadest sense, and
“for national governmental policy affecting the balance between con-
sumption and investment. As another example, recent discussion of
some concept of optimum population size for the Nation and the world
reflects possible profound shifts in people’s time preferences. In such
ways, then, the growing interest in the quality of the future environ-
ment and in the possible conditions of future civilized life can be
interpreted as favorable. This interpretation is based on the prospect
that mankind remains capable of exercising reason, courage, will,
imagination, and human wisdom to avoid catastrophe by reform of
anachronistic behavior. Renewed interest in the future may imply a
significant shift in the values and tastes of people—an element of
novelty in human affairs of deep significance to business and
government and worthy of their careful study and understanding.

Eco~oyic ProBrLEMs oF CHANGING GoOALS

Three dominant economic problems closely relate to the increas-
ing concern with quality, the new methods of choice-making, and the
changing values and preferences likely to mark the 1970°s. These
problems emphasize the need, reflected in the Economic Report of the
President, for increased attention to the larger strategies of stable
long-term advance. The first is the fact of relative scarcity ; the second
is the problem of secular inflationary bias; the third is the role of
(Government in the economy.

CHOICE, INFLATION AND GOVERNMENT

A misplaced emphasis on U.S. affluence during the 1960’s led to
vague notions about the new “age of abundance.” The “old” economics
of scarcity, it was said, had been repealed in favor of a “new” econom-
ics of abundance and income guarantee. These ideas coincided with
an explosive increase of Federal spending during the decade, com-
monly attributed mainly to defense expenditures or to the war in
Vietnam.

The Federal budgetary increase was in fact preponderantly caused
by civilian programs. A decade ago, President Eisenhower’s Commis-
sion on National Goals placed a high priority on social objectives. It
recommended that increased attention and funds be allocated to health;
education, welfare, urban renewal, farm policy, and economic growth.
During the 1960’s social and environmental programs tripled in size,
rising far more rapidly than defense expenditures.

By 1970, spending for human resources dominated our public budg-
ets. The spending upsurge responded to real economic and social
difficulties, but despite some improvements, these difficulties remain.
The upsurge yielded the inflationary guns-and-butter policy. And it
created growing skepticism about the effectiveness of Government ac-
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tion. Abrupt attempts to draw resources quickly into specific sectors,
as in medicare and medicaid, made specific prices shoot upwards as
demand skyrocketed and outpaced supply.

The accelerating inflation refuted in painful pocketbook terms the
loose rhetoric of the decade about affluence and abundance as real
income of workers lagged. People came to sense that much new Govern-
ment spending stemmed from depression-born ideas of stagnation,
projected into a postwar era of worldwide capital shortage. Govern-
ment did stimulate economic growth. But as inflation began to curb
growth and productivity gains after 1965, Government—far from
creating abundance—appropriated through deficits and through the
oruel tax of inflation resources that the public saw frittered away in
a maze of duplicating, overlapping, paper-clogged grant programs.

The lesson in all this for the 1970’ is to avoid confusing confidently
expected economic growth with the rhetorical overkill of “affluence”
and “abundance.” There is little doubt that Americans can anticipate
a growth potential during the 1970’s of 4.3 percent annually, as argued
by the Council of Economic Advisers. The central thrust of the new
budget, when taken with the Council’s analysis of the uses of growth,
is the continuing need for choice. Even a nation as affluent and tech-
nologically superior as this one must make hard choices among desir-
able goals of what to have more of and what to have less of. Even if
employment and growth, the preoccupations of the past 30 years, are
tolerably resolved, the Nation must still match resources and priorities.

Inflation has been a central fact of worldwide experience since the
1940’s. A steady erosion of currencies has marked the world upsurge in
output, trade, and investment. During 1958-68, currency shrinkage
annually averaged 2-5 percent in industrial countries and 10-60 per-
cent in underdeveloped countries.

At home, structural changes since the 1940’s have tilted the economy
toward inflation. These include steady growth, the shift to services,

“and the move to the welfare state. Steady growth has evoked annual

money wage increases. Rising money wages, though, have to be vali-
dated by productivity advances or, being about 80 percent of costs
directly or indirectly, they produce cost-push pressures. The shift
of jobs to labor-intensive services, including Government, makes for
lower national productivity gains than in farming or manufacturing
where productivity advances are greater. And the rapid move to the
welfare state imparts a built-in increase to Government spending.
Unlike European welfare states, though, the United States also devotes
sizable resources to a complex and far-reaching defense structure.
Monopoly pricing by restricting output and employment imparts
an inflationary bias to the economy. As a rule, though, monopoly is
likelv to be transitory without affirmative Government action to sup-
port it. A dynamic economy needs flexible prices, including wage rates,
so that it can make the continuous adjustments needed as people’s tastes
and spending patterns change and as industries rise and fall in conse-
quence. The more inflexible prices are, the greater will be the output
and employment adjustments to changed consumer spending.
Competition in the markets for resources, including labor, is just as
important as in markets for products. If wage rates are forced upwards
in some industry—or generally—by monopoly unionism, cost-price
relationships get distorted, and output and employment in that indus-

42-937—70—pt. 3—4
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try—or generally—will shrink. There is a temptation for policy-
malkers to inflate the money stock and raise the general level of prices
to offset the unemployment effects of monopoly. The result is, monop-
oly introduces into the economy, first, a restrictive bias on output and
employment and, second, a later inflationary bias.

Some people think that the achievement of our goals will demand
such a degree of concerted social perspective and effort that Govern-
ment must be heavily involved. A number of people take another view,
opposing the expansion of Government programs. Some say we are
starving the public sector amid private affluence; others say we are
creating governmental control of economic life.

Government allocates, directly and indirectly, over one-third of our
annual output, buying one-fifth directly and redistributing another
10th or so. And although—as some people assert—Americans may
choose some trivialities at the expense of primary needs, many families
suffer from an “illusion of affluence.”

To be sure, by 1980 more than half of all families in the United States
could have an annual income in today’s dollars of $10,000 or more,
compared to one-fourth in this group now. But the fact is today that
only 54 percent of families in the United States can afford the officially
defined “low moderate” life standard. Since this life standard depends
on steady receipt of income, mostly wages and salaries, unless wealth
is more widely distributed, many families—whether those professors
who are affluent realize it or not—will continue to suffer from genuine
feelings of insecurity.

Government reorganization and structural reform are urgent needs.
Many people wonder whether they themselves could not spend some
of the dollars they are paying in taxes more wisely than Government
does. Nearly everyone agrees with Arthur F. Burns that something
deep-seated is wrong with a governmental system which offers a maze
of over 600 categorical programs of Federal grants to local officials,
or that may require over 30 major Federal agency steps—including
review by a 15-man advisory committee and headquarters approval—
to secure a Federal grant of $1,000.

Even collective wants can often be satisfied without the expansion
of Government as a force in economic and social life. The primary
contest is between the competing and interrelated needs of society.
Only secondarily does the question arise as to how much Government
involvement there should be. And collective needs do not necessarily
require enlargement of the public sector. On the contrary, the politiciz-
ing of decisionmaking and program-making steadily erodes the role
of the individual in the Nation’s social life.

Soundly conceived Government policy recognizes many possible
degrees and types of Government involvement in supplying collective
needs. Government may supply information, conduct studies or experi-
ments, set public standards, make loans or grants, create quasi-public
institutions to become self-financing, contract-out for needed goods
or services, design policies to give incentives or exact penalties In the
market place, and so on. Government policy which—as suggested by
the Economic Report of the President—clarifies the interacting
choices by examining the interrelated system of resource-priority
Issues, is genuinely innovative and significant for the new economy

\
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of choice. It lays the groundwork for limiting Government by con-
structing a basis for enlightened choice of the role that Americans
want the public sector to play in their lives during the 1970’s.

Resronstve Ecoxomic Poricy

The major test of short run economic policy is to get inflation
under control. In the longer run, the more complex test of policy will
be to mediate successfully between the desire for quality and the desire
for quantity. Successful policy will advance productivity, promote
competition, and stimulate stable growth in order to foster voluntary
enterprise and initiative among business and other groups, promote
urban and rural development, and illuminate the larger choices of the
Nation in coming years.

MONETARY AND FISCAL POLICY

The 1970 report reflects a major, historic shift in pelicy approach
away from the mix of the 1960’s. The report rejects the exaggerated
role of fiscal policy, both the ability to manipulate it and the gains
from doing so. From the doctrine that combined an active fiscal policy
with an accommodating and passive monetary policy, the 1970 report
moves to a doctrine that gives monetary policy the greater role in
steadying the economy.

The approach to monetary policy is more even-handed than the
stop-go monetary policy of the 1960’s. The 1970 report holds that the
crucial variable influencing the economy is the rate of growth of the
money supply. And the report makes clear that a steady monetary

- growth will replace the past monetary policy of stop-go.

The new doctrine accords with empirical study of monetary his-
tory and with the recent facts of experience. Statistical analysis of
the historical record, 1870-1970—in the studies, first, of Clark War-
burton and then of Milton Friedman—show that changes in the money
‘supply are significantly correlated with changes in economic activity.
Forming the basis of a “new quantity theory” of money, the studies
show that the business cycle is largely a “dance of the dollar,” in
Irving Fisher’s words, rather than that the dollar is largely a dance of
the cycle. Recent facts of experience, during the 1965-70 period, with
“fine tuning” in fiscal policy, on the other hand, has been perverse.
The delay from 1966 to 1968 in enacting the income tax surcharge
cast grave doubt on the ability to manipulate fiscal policy. The incor-
rect analysis in 1968 of the effects of the tax increase—the incorrect
diagnosis of “fiscal overkill’—led to accelerating the inflation from
1968 to 1969, rather than damping it.

Undue emphasis on monetary policy, like undue emphasis on fiscal
policy should, however, be avoided. Leaders of the “Monetarist” school
of thought are at pains to point out that monetary growth explains
only part—though a major part—of changes in economic activity.
They would surely recognize that the firmest resolve to maintain
monetary growth on an even keel can be dissipated by governmental
tax-expenditure policies that overtax enterprise or run continuous
deficits which shift resources to Government. The relative role of
monetary and fiscal policy under the new doctrine is the basic issue
for study by the Joint Economic Committee. The President’s
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Economic Report (p. 3) rightly draws the lesson that “the Govern-
ment itself is often the cause of wide swings in the economy.” Money
does matter. But so does its use. The Annual Report of the Council
- of Economic Advisers recognizes that sound monetary and fiscal
policy are inseparable. Thus, steady monetary growth requires an
accommodating fiscal policy. Sustained Government deficits force the
monetizing of Federal debt and shift resources from private to public
allocation and control, to the detriment of the weakest sectors of the
credit markets, usually new housing and new business enterprise.

The fiscal policy of State and Jocal governments is in danger of
being overlooked in the 1970’s. The money supply is crucial to the
general price level; but the all-government (Federal, State, and local)
taxation-expenditure function 1s crucial to the money supply. One out
of 3 dollars of government spending in the national income and
product accounts is that of State and local governments, and the
proportion is likely to grow in the 1970°s. In the 1930, as Douglass
North has pointed out, surpluses in State and local finance offset
Federal deficits in all but 2 years. All-government fiscal policy analysis
is needed.

Federal fiscal policy for 1970 and 1971 relies on thin budget sur-
pluses of $1.6 billion in fiscal 1970 and $1.3 billion in fiscal 1971.
Although these surpluses are commendable in intent, they are wholly
inadequate in logic and substance. They are too little and too “iffy.”
Needed now, given the determination to control inflation, are all-
government budget surpluses of 5 to 10 billion dollars. True enough,
the fiscal 1971 budget keeps dollar outlays down despite inflation; it
shifts basic priorities from defense to human resources; it restrains
defense-multiplier spending. True enough, a thin surplus is no invita-
tion to the expenditure-minded in Congress.

Even so, the fiscal 1970 and 1971 budgets illustrate the pressures of
the welfare state and the explosion of demands on Government in the
1970’s. These budgets echo with the impending likelihood of added
Government spending that will require Congress and the Nation to
address the issue of further tax increases. These budgets should be
red flags to Congress that it shares heavily in the responsibility to
reform the Government structure, to eliminate outmoded programs,
and to make fiscal room for the new demands of the 1970’. Otherwise,
the thin surpluses will dissolve into deficits that will put pressure on
the Federal Reserve to increase the money supply unduly. It is signifi-
cant commentary on the fiscal mood of the United States that in a.
period of full employment and price rises of 5-6 percent, only a sur-
plus of $1.6 billion—and that surplus hypothetical—can be achieved
in a $200 billion dollar Federal budget.

APPLYING POLICY TO INFLATION

At issue now is the “game plan” to control inflation in 1970-71..
First, there is the question of recession. There is doubt about how to.
define a recession, particularly when mild. The criteria of the National
Bureau of Economic Research do not rely wholly on a single measure
of economic activity but use broader measures of slowdown such as
duration, amplitude of change, and the scope of involvement of
economic sectors. Thus, as this semiofficial arbiter of business cycles.
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measures them, recessions involve more than a 2-quarter period of
negative growth in real (constant-dollar) GNP.

Although most business economists recently have shaded their out-
looks for 1970 downward, the Council’s standard forecast remains
within range of business economists’ consensus. Disagreement exists
between monetarists, generally expecting a recession, and expansion-
ists, who doubt that business plan and equipment spending will be
much curtailed from survey plans. Even so, the bulk of business
economists anticipate either lateral movement, or slight decline in
real output for the first and second quarters (possibly the third) with
a moderate pickup in the third or fourth quarter; and they foresee
a yearly total for GNP of $975-$985 billion. They also expect a slow-
ing down of price rises through the year.

Whether there is a mild statistical recession in 1970 is less impor-
tant to the American people than the determination to get inflation
under control through the policy of gradualism. The more painful
choice for the American people and the administration is the necessary
“trade-off,” sacrificing some buoyancy of the economy to combat infla-
tion. The issue is whether it is more important to the future well-being
of the United States to bring inflation decisively under control in
1970-71 than it is to keep unemployment from rising above 4 percent.

The historical record is clear that inflation can be controlled only by
reducing excessive demand. To be sure, in the longer run, the dollar’s
purchasing power benefits from steady growth at high employment
levels of plant and workers. Curbing demand in the short run will,
however, stabilize the general price level without stopping relative
price-cost adjustments needed for growth in desired ways. Further-
more, nearly all economists realize that monopolistic practices among
both business and labor can exert continuing inflationary pressure on
the economy only if Government allows aggregate money demand to
grow enough to validate their claims to excessive wages and prices;
otherwise, unemployment will result from monopoly wages and prices.
Tinally, although budget surpluses in fiscal 1970 and 1971 are thin,
fiscal policy has been set within tolerable bounds to allow monetary au-
thorities to curb excessive demand by slow growth of the money supply.

Curbing excessive demand is, however, uncomfortable and painful to
both business and labor. For business, it may mean slowdown in sales,
buildups in inventories, profits squeezes, lagging rises in costs, down-
ward revisions in expansion plans, and for some business a combination
" of these effects, resulting in losses or failure. Small business, housing,
and firms in stable and declining industries or cut off from credit mar-
kets are the most vulnerable. For labor, curbing excessive demand
means some rise in unemployment in markets weakened by the differ-
ential impacts of lessened demand on business.

THE QUESTION OF DIRECT CONTROLS

General monetary and fiscal restraint are preferable to selective or
direct controls because they interfere less with flexible response, rela-
tive price-cost adjustments, and market freedom. Direct wage-price
controls deal only with symptoms ; they suppress symptoms but neglect
causes of inflation; they prevent relative cost-price adjustments; they
favor established institutions over new or growing sectors; they require
resources to administer; they penalize honesty ;-and they are enforce-
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able only for short periods. Selective controls, though undesirable for
similar reasons, may be useful, if not used as a substitute for general
restraint, to choke off excesses. Selective credit controls on consumers
or real estate are not needed, but currently could be considered with
open-mindedness on business plant and equipment spending. Guide-
Iines on wages and prices have not worked when needed; are hit-or-
miss, hitting business but missing labor; set ceilings on wage gains that
become floors for bargaining; discriminate against the highly visible;
and thrust Government into a mass of complex operational detail that
saps business and labor responsibility. ’

THE EXTENT OF UNEMPLOYED RESOURCES

The truth is that if the American public wants better price perform-
ance than now, it has to accept some extra unemployment and some
sacrifice of real output and income for a temporary period. The ques-
tion of unemployment should be examined here. Through 1969 the U.S.
economy was, if anything, overemployed, and a rise in unemployment
to average 4.5 to 5 percent in 1970 and 1971 is not as great a hardship
on the American people as failing to control inflation now.

The analysis of unemployment in the 1970 report bears out such con-
clusions. In late 1969, the number out of work for 15 weeks or longer
was down to just above 300,000 in a labor force of over 82 million, and
it did not increase during the year. In a typical recent month, out of a
total of 3 million unemployed, some were teenagers after their first
jobs, some were housewives entering or reentering the labor force to
gain ‘“second incomes,” some were manufacturing workers laid off
temporarily and most receiving unemployment compensation, some
had moved and were seeking jobs in their new location, and only a
relatively few were jobless for 15 weeks or more.

In 1969, among average unemployment of 2.8 million, nearly 1.4
million (49 percent) either never worked before or were reentering
the labor force, while 0.4 million (15 percent) left their jobs volun-
tarily. Almost 40 percent of the unemployed 1n 1969 were teenagers,
many of whom (73 percent) were also in school. The joblessness of
teenagers differs from that of adults. Over 30 percent of unemployed
teenagers were in families with average incomes over $10,000 an-
nually ; about the same fraction were in families with less than $5,000
annual incomes. Among unemployed women, nearly half were mar-
ried with husbands present, and more than half of the rest were
teenagers. Although nonwhite unemployment rates are double that
of whites, an additional 290,000 jobs for unemployed Negroes and
other nonwhites in 1969 would have equalized the white-nonwhite
unemployment rates.

Congress could reduce the impact of hardship through unemploy-
ment by passing proposals before it to set up a standby program
for extended benefits during periods of high unemployment, job
training, and other forms of alleviating job or income loss. Mean-
while, to bring nonwhite jobless levels down is likely to require
longer term measures in the distribution of education, skill levels, job
opportunities, and opportunities for admission to occupations and
industries.

In short, the price in hardship for getting inflation under control in
1970 and 1971 can be estimated crudely as about half a million people
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who may suffer job losses of 5 weeks, plus perhaps 100,000 who may
experience job loss (some with unemployment compensation) for 15
weeks or more. The fact that only 30 percent or less of our labor force
is now in manufacturing and the bulk is now in the service industries
is likely to significantly reduce the unemployment effect of measures of
restraint. (This subject has received less study than it deserves.) And
the fact that measures are being taken by the administration to im-
prove the efficiency of labor markets, such as establishing Job Banks,
should reduce the duration of unemployment.

THE DURATION OF THE ADJUSTMENT

A little noted aspect among businessmen of the administration’s
“game plan” is that it means, i1f followed, stretching out the adjust-
ment period through 1970-71. While nearly everyone agrees that the
degree of monetary restraint may need to be softened in the next month
or s0, not enough attention has been paid to the repeated assertions of
administration officials that the economy is to run well below its poten-
tial output not only for this year but for 1971 as well. This means that
money supply growth will remain below the 4-5 percent range con-
sidered appropriate for steady advance near potentials. It also has
implications for evaluating the decline in interest rates or rise In stock
prices to be anticipated during the renewal of moderate advance.
Finally, if the administration sticks to its game plan, this slow return
to potential has important implications for the profits squeeze and the
wage-cost push which we must now face.

All in all, the administration game plan for controlling inflation
appears reasonable and humane. With the all-important cooperation of
Congress to avoid overshooting the spending targets in the fiscal 1970
and 1971 budgets, the anti-inflationary policy can work to bring price
rises under control by 1971.

TaE NEED FOR Fiscal REFORM

Given the lessons of the 1960°s and the prospects for the 1970’s, fiscal
reform is imperative. The 1970 report reflects a recognition of the
challenge to the Federal Government as an institution to reform its
structure, respond to new goals, operate more in accord with economic
principles, and embody new methods for permitting the American peo-
ple to exercise rational choice within a new goal structure. The 1970
report points to the need, over a period of years, for the Federal Gov-
ernment to maintain average expenditures within full employment
revenues. The report shows that the Government must face the fact
that, despite expected economic growth, existing and proposed claims
on output leave little room, without tax increases, for significant addi-
tions to Government expenditure programs before 1975.

THE NEW RATIONALE FOR BALANCED BUDGETS

In an economy of confidently expected increments to output from
economic growth and high employment, existing in a world of infla-
tionary pressures, there is no mystery about the cause of secular de-
valuation of the dollar. Federal deficits, debt monetization,; and too-
rapid increases in the money supply in such an economy give the
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answer. Nearly all accept today that the size of 1 year’s surplus or
deficit will and should vary with economic conditions. But, as the 1970
report clearly points out, the choice of a long run posture for fiscal
policy determines the savings available to private business and housing
mvestment. Chronic budget deficits and a tight money policy is a fiscal
policy mix designed to enlarge Government’s role in economic life at
the expense of private business and housing. Long run budget sur-
pluses provide the source for economic development and the enlarge-
ment of funds available for housing.

Urban and rural areas alike face mammoth demands for investment
funds if the cities are to be renewed while population grows and is
dispersed into suburbs, exurbs, and formerly rural regions. The recent
inflation and credit restraint have badly affected the organiztaion of
the housing industry. Inflation has raised labor and materials prices,
and by boosting interest rates has restricted the flow of funds to
housing. Credit restraint falls with special severity on housing because
relatively small firms with narrow capital bases predominate in the
industry. Meanwhile, the Nation lags behind its housing goals, however
defined, despite the strength in output of mobile homes, whose omission
from housing statistics understates housing output by 20-25 percent.
National housing goals project an increase of more than 50 percent by
1975 of claims on GNP for residential construction, as shown in chap-
ter 3 of the 1970 report.

The control of environmental pollution will require billions of dol-
lars over the next several years. In addition to investment by business,
industry, and households, there is-an enormous deferred capital invest-
ment in community infrastructure for waste disposal that requires
freeing both funds and resources. The means chosen of financing such
investment, crucially affect economic growth and equity. Financing
methods, as discussed earlier, which set maximum pollution emission
standards, give the maximum freedom of response but require real
resources and private financing. User charges to cover user benefits
avoid shifting private costs to the public at lJarge. Modest personel
and corporate income tax reductions, after Government revenues sur-
pass expenditures, could soften the impact of such regulations.

Effective regulation, coupled with modest tax reductions, would
preserve and even strengthen incentives for polluters to use the most
efficient means of meeting social standards of performance. Setting
performance standards—‘rules of the game”—involves the least dis-
tortion of markets, gives the biggest incentive to choose efficient means
to meet the standards, assures flexibility of changing the means as
conditions and technology change, and places cost most closely in con-
formity with benefits expected, to approximate most closely the
requirements of equity.

FISCAL POLICY AND ECONOMIC GROWTH

The “Quality Seventies” of new tastes and preferences, rising
demands, and increased desire for public participation takes economic
growth for granted. During the 1970’s, whatever decision may be made
for stabilizing growth in population by the 1990°s. population is
likely to grow by 80 million or so. Just to maintain full employment
and existing real per capita income will require economic growth; to
meet new needs while expanding per capita income will require still
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more growth. In order to support the growing scale of public con-
sumption without reducing private consumption may require even
faster productivity gains than in the past. )

But economic growth is not automatic. It requires appropriate
long range fiscal and monetary policies. An appropriate mix is Federal
budget, surpluses which permit easing credit restraints and shifting
toward regularizing the rate of growth in the money supply to coin-
cide with the growth potential of the economy. Budget surpluses in
turn would then permit carefully planned long range tax reduction
programs designed to stimulate investiments in high-technology fields
and to modernize existing plant. Such a long range tax reduction pro-
gram would reduce current barriers to investment in high risk enter-
prises. It would promote the growth of smaller firms by improving
their access to capital. All these effects would contribute to more effi-
cient production at lower costs and prices.

Economic growth is to be affected in the 1970’ by the continuing
shift of employment to the services rather than the goods producing
industries. In the 1950’s the United States became the first Nation to
employ more than half its work force in the service industries, and
by 1975 service employment will rise to about 65 percent of total em-
ployment. This shift to services means that labor-intensive industries
are using a growing proportion of the labor force. Of" itself, this
trend would suggest a possible slowing down in the rate of economic
growth. Hence, added capital investment to stimulate growth in
manufacturing efficiencies is needed to accommodate the shift to
services.

Also, much of the growth in service industries is in Government
employment. In Government, productivity is measured, by definition,
at zero; that is, Government services are calculated at the cost of em-
ployment—factor prices—rather than at the price in the market of the
services. This produces the anomaly that the more it costs to produce
a unit of Government services, the greater the apparent addition to
national income. It does not, however, follow that because, say, educa-
tion costs more, therefore we are getting more satisfaction from educa-
tion. The plight of central city public schools, on the contrary, suggests
to some people that it would be more desirable to contract out to pri-
vate firms the task of educating and then to require that the firms
meet standards of performance set by the public or lose the business to
others who can perform.

A long-term policy by Congress and the President of a balanced
Federal budget in a high-employment stable growth economy would
have other advantages besides spurring economic growth. The policy
of a balanced budget would be tangible evidence that Congress 18
sensitive to the plight of the middle class, squeezed between rising
taxes and rising prices, especially of consumer services and housing.
Steady surpluses strike at inflationary expectations among consumers,
businessmen, and financial decisionmakers that increase the velocity
of money. Steady surpluses would raise the future value of the dollar
as discounted in the present, exerting downward pressures on interest
rates and restoring vigor to fixed debt instruments in the capital mar-
kets. Meeting the needs of the future—in housing, in evironmental
improvements, and in economic growth and development—would
thereby be advanced.
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THE NEED FOR EXPENDITURE REFORM

A budget surplus can be achieved only if effective control is estab-
lished over expenditures. There is a great need at present for expendi-
ture reform.

One device to help establish control over spending is zero-base bud-
geting. Each agency or department would be required to present its
case for and justify its entire requested appropriation every year. This
would assure annual review of every activity, including both existing
and proposed programs. Rather than acting on the customary assump-
tion that existing spending programs are necessary, the entire complex
of proposed spending programs would be examined. The President’s
proposals to trim back some $2.1 billion from outmoded programs may
be regarded as a hopeful initial step toward the adoption of zero-base
budgeting.

Ceilings set by Congress on Federal expenditures is another promis-
ing device for expenditure reform. Such ceilings were adopted in
fiscal years 1969 and 1970. A predetermined congressional limit on
aggregate outlays could help to stimulate lively discussion and analysis
of proposed spending programs. Such discussion would help to focus
attention on resource availability and on priorities and choices, damp-
ening at least some of the ardor for automatic increased spending.
Since the total of individual appropriation measures may exceed the
established spending ceiling, the President in effect would become
responsible for cutting back individual programs in order to meet the
legislative budget ceiling. This would permit holding down total
spending to responsible Ievels while Congressmen responded to the
pressures of their constituencies. Congress could of course override the
President by new legislation in the event of compelling disagreement
about priorities.

A much neglected factor of rapidly growing importance to infla-
tionary pressures and national priorities is the expansion of State and
local government expenditures. The major element in the expansion of
Federal expenditures during the past decade has been civilian outlays,
mainly for education and welfare programs. Education and welfare
expenditures also exert a dominant influence in State and local gov-
ernment, expenditures. In education, the time has arrived when qual-
ity rather than quantity should be stressed. Some analysts suggests
that burgeoning State and local expenditures may balloon still more
once Federal revenue-sharing is instituted. The credit for spending
programs would reside with State and local officials, while the onus for
taxation would fall upon the Federal administration and the Con-
gress. Assuring efficient State and local spending is becoming increas-
ingly important in the struggle to combat inflation. Monitoring State
and local spending will become of still greater significance if Federal
revenue sharing materializes.

\
THE NEED FOR TAX REFORM

Tax reform is needed to redress the balance between consumption
and investment if productivity increases and economic growth are to
provide the resources to meet the demands of the “Quality Seventies.”

The balance between consumption and investment needs redressing.
Last year’s tax reform favors consumption at the expense of capital
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formation. This redirection of spending may be useful in the short
run to cool an investment boom, but it could be damaging to prospects
for the long run growth of the economy. The 1970 report seems to
reflect some confusion on this point. It argues, from the long run
decline in the ratio of capital stock to real output, that by 1975 real
business fixed investment could fall to 1114 percent of real private out-
put. However, the 1969 Tax Reform Act appears to shift spending to-
ward consumption and away from other forms of spending; that is,
capital formation broadly defined. The result could be, by 1975, an
even smaller ratio of fixed investiment to real private output.

The balance between consumption and investment needs redressing
becduse of the prospective capital shortage from changing time prefer-
ence mentioned earlier. The issue is that of raising present satisfaction
by shifting resources to provide for future enhancement of the quality
of life. Therefore, business tax reform should provide for realistic de-
preciation reform. This would speed technological change that would
raise manufacturing productivity to offset the productivity-reducing
shift to services. It would also assure that the United States keeps
pace with competition abroad. And it would recognize the need for
raising productivity in the services industries by cost-cutting business
investment. '

The Nation’s revenue system needs an extensive as well as an inten-
sive review. Greater application of user fees offers promise at all levels
of Government. User fees could be a significant source of revenues.
User fees also would help to allocate and rationalize the use of Govern-
ment services and facilities, provide guides to priorities, and contri-
bute to conservation and the best use of our scarce resources. User fees
that reflect market costs and prices can help relate costs to benefits, in
effect providing cost-benefit analyses akin to those that are continuous-
ly made by competitive markets. Nonmarket cost-benefit analyses such
as those widely trumpeted a few years ago have proved disappointing.
Not only are they subject to vast errors, they also are of limited value
because of the ease with which the results can be manipulated by the
analyst who assigns estimated quantities and values. User fees in line
with market costs and prices subject Government services to the test of
consumer preferences. .

MEASURING ECONOMIC POLICY EFFECTS

The 1970 report is commendably sensitive to the importance of main-
taining a high level of employment. Its perception of the problem
balances the need for even-handed fiscal and monetary policies against
the need for structural measures that overcome personal and institu-
tional barriers to employment.

The depression of the 1930’s sensitized an entire generation to the
hardship and deprivation that widespread and long-lasting unemploy-
ment could impose on millions of people through no fault or lack of
their own. :

As a result, the gross unemployment rate (GUR) has served for
decades as a major indicator of the state of the economy, a signal to
trigger expansionary monetary and fiscal policies. The GUR was
satisfactory for this purpose during the decade of the 1930’s when un-
employment of resources was general and substantial. But when un-
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employment is at marginal levels, use of the GUR as a signal for ex-
pansionary policies imparts an inflationary bias to our set of policy-
determining criteria. For example, normal frictional unemployment is
included in the GUR just as if it were comparable to the massive un-
employment that characterized the 1930’s. The GUR also includes,
with equal weight and without distinction, the unemployment of a
teenage dependent and that of a head of household responsible for
himself and perhaps several dependents. About 60 percent of the pres-
ently unemployed are dependents. Some 40 percent of the presently
unemployed are aged 16 to 21.

Further, less than half (only about 40 percent) of the unemployed
are people who have lost their jobs through no fault of their own; the
traditional view of the unemployed. Nor does the GUR distinguish
between short-term and long-term unemployment. Further, too, recent
current population survey data show that of 12.3 million men outside
the labor force (neither employed nor unemployed), most were under
age 20 and likely to be in school or were above age 60 and retired. The
GUR is computed as a percentage of civilian rather than total labor
force. The use of the smaller bases is inherently misleading since it
overstates the impact of unemployment on the labor force. Its use
thereby provides a fillip to an already inflationary-biased measure of
unemployment. ’

Cultural lag has left the GUR preeminent, when the need is for a
more refined and socially significant measure. A measure is needed that
is more germane to the determination of appropriate monetary and
fiscal policies. Some possibilities are: The unemployment rate for mar-
ried men, the rate for heads of households unemployed 5 weeks, or
the percentage of the total labor force that is employed or has been
employed within, say 5 weeks. However we decide to measure employ-
ment relationships, 1t is clear that reforms are needed to iron out the
inflationary bias of the gross unemployment rate. It has outlived what-
ever usefulness it may have had in the 1930%s.

Tue EMerciNne Worrp EcoNomy

The United States has a profound national interest in the new world
economy of the 1970’s. Startling changes will speed up and make rela-
tively cheaper international transportation and communication and
will improve management scope and technique. Worldwide satellite
TV ; newer, faster, and bigger jet airplanes; and new computer meth-
odology for business and finance will combine to revolutionize world
economic activity. The impact of these developments will require re-
thinking conventional concepts of the balance of payments, exchange
rates, the role of reserves, the significance of international trade and
investment, and the problem of resource transfers from one country to
another.

THE AMERICAN INVESTMENT REVOLUTION

The familiar phenomenon of American investment abroad has
brought since World War II what one expert observer describes as
“the most significant economic revolution since the Industrial Revolu-
tion.” The growth since then of American-type multinational cor-
porations has been widespread, with a concomitant spread of new
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methods of management, marketing, and production that are basically
internationalized in character. U.S. direct investment abroad by 1969
at book value was $70 billion, compared with $12 billion 20 years ago,
and considerably understated compared to market value today. The
output of multinational corporations—the sales revenue of Ameri-
can subsidiaries and affiliates abroad—is now in the neighborhood of
$200 billion per year. This is equivalent to 20 percent of our domestic
production ; it is over five times our exports of $37 billion. The growth
rate for 18 years in new direct U.S. foreign investment has been 10
percent per year, compared with a 6-7 percent trend rate growth in
U.S. exports.

Total U.S. investment abroad—including portfolio and other private
investment, plus investments by the Export-Import Bank and U.S.
participation in official international financial institutions such as the
World Bank—is of an order of about $140 billion at book value. T his
compares with a total for such investment of $32 billion in 1950. It is
little wonder that the international payments system designed 25 years
ago at Bretton Woods has felt the greatest pressures in an area—inter-
national capital flows—with which it was perhaps least designed to
cope. The new world economy of the multinational corporation,
United States and other, now amounts to 10 percent of the aggregate
output of the noncommunist economies of the world.

Indeed, the output of multinational corporations now exceeds that
of all national markets other than those of the United States and Rus-
sia. The outlook for the growth of multinational production remains

_in excess of the trend rate of growth of our exports. The growth of

the multinational corporation is consistent with our continued export
growth partly because U.S. direct investment abroad induces exports
from this country and partly because the Americanization of produc-
tion bases abroad also induces other U.S. exports of complementary
products. A

The benefits of the American investment revolution are consistent
with the rationale behind the British neoclassical arguments for free
trade and investment. Mutunally beneficial trade, it was argued, raises
standards of living by providing people with more goods at a given
real cost, by raising productivity, and by increasing economic effi-
ciency through competition. Capital importing countries see the bene-
fits of increasing the supply of their financial and other resources; of
the transfer of technology, construed broadly to include organization
methods, management skills to create new opportunities for other
domestic business. Thus, it is broadly correct that U.S. direct foreign
investment and management—as argued by Servan-Schreiber—have
brought'to many countries intensified competition, higher levels of effi-
ciency, and higher levels of productivity. And so, it remains valid to
support the case for freer trade and investment because of the results
they produce. : .
EFFECTS OF THE NEW WORLD ECONOMY

The growth of the multinational corporation, with headquarters .
both in the United States and in other countries, has crucial sig-
nificance for the orderly development of the world economy in the
1970°s. This new institution, whose output in one estimate could reach
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$1 trillion in today’s prices by 1980 and whose growth rate projected to
2000 would imply an output of $4.5 trillion, has appeared in a world
of intensifying nationalism. It appears as a significant vehicle for sur-
mounting nationalistic barriers, transferring technology, and increas-
ing wealth. Two-thirds of the output of such corporations currently
is produced in industrialized countries. However, considering the
urgent problem of world economic development in an era of popula-
tion explosion, this internationalization of production and marketing
could have the greatest significance to underdeveloped countries, given
political stability.

The multinational corporation and the American investment rev-
olution are important to developments in international capital mar-
kets, In recent years, the chronic U.S. balance of payments deficits
produced the major resource of present international capital mar-
kets in the torrent of dollars they released. The restrictions on U.S.
capital exports went far toward creating the Euro-dollar capital
market, now exceeding $35 billion in size. Monumental and sudden
flows of capital, while threatening the stability of the international
monetary system in 1968 and 1969, have been surmounted. And the im-
pact of credit restraint on U.S. banks has been cushioned by their ac-
cess to the Euro-dollar market.

The new corporate managers have operated in a world of economic
integration and currency convertibility created by finance ministers
.and central bankers with more assurance than their governments at
times have found comfortable. One governmental response has been
controls on capital inflows and outflows. Since the average rate of
return on the $200 billion of multi-national corporate output is 5
percent, the policy of capital controls is immediately costly. This
policy will be even costlier in the long run because it reduces the future
benefits of greater economic integration and productivity of the new
world economy. The United States should move promptly to reduce
its own controls on capital outflows.

The provision of means for the growth of international reserves is a
more constructive move. The decision to manage reserve creation
through the Special Drawing Rights of the International Monetary
Fund will allow reserve growth at least to keep pace with growing
international trade. There 1s room, however, for valid doubt the SDR’s
will be sufficient to provide for the profound change in the structure
of international payments flows that 1s likely to result from the growth
of the world economy. '

Indeed, a basic question for study and possible innovation is the
impact of changes 1n the world economy on present concepts of the
balance of payments. Is the conceptual basis of a balance of payments
adequate to reflect the fundamental position of the dollar? Although
by standard measurements, the U.S. payments deficit on a liquidity
basis was at a record in 1969, the dollar was strong. How can we cast
our international accounts to reflect at once our strong long-term in-
vestment position which the balance of payment concepts oversimplify
as a shortage of cash? And should the constrictions of balance-of-pay-
ments thinking deter the United States from capital investment abroad,
foreign aid, a high level of imports, or defense of the free world ¢
This 1s a crucial conceptual question to be investigated by groups such
as the Joint Economic Committee if the United States is to prevent its
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financial conventions from defining its national interest in narrow or
irrelevant terms.

A second question arising from the growth of the world economy
concerns the problems facilitating transfers of foreign aid and long-
term investment. The transfer problem raised by the present size and
operation of multi-national corporations is certainly as significant as
the problem after World War I concerning German reparations. The
logic of transfer theory as propounded about the earlier problem is
clear. It is that if such a sum as 5 percent of $200 billion is to be
repatriated, either the United States would have to accept a current
annual import surplus in that amount, cancel the payment, or expand
capital outflows further.

The transfer problem raises the fundamental question of what is to
be the economic position of the United States in the 1970’s vis-a-vis
the rest of the world. There is a need for considerable study of this
fundamental question of economic policy, which is linked to the ques-
tion of the international monetary adjustment process. To be sure, the
United States should exert every effort to expand its exports, in order
to bear the costs of carrying out a foreign policy appropriate to its
position in the world. However, it is in fact possible that preoccupation
with a neomercantilist drive to subsidize exports, protect domestic
production from import competition, and achieve payments balance
through an artifically attained trade surplus could frustrate long-term
U.S. goals for expanding world trade and investment. As noted above,
such a configuration of the balance of payments could also frustrate
the transfer of real resources via repatriation of earnings abroad.

Thus, it becomes necessary to examine the hypothesis that the rise of
the new world economy is irreversible because of technological ad-
vance; that the world 1s entering a period of prolonged growth in
foreign direct investment. If so, then it may become increasingly
likely that many countries produce in foreign markets, with increasing
corporate interpenetration, not necessarily as a substitute but is a
supplement to exports. Given the problem of capital transfers, this
may mean that the balance of payments configuration of certain capi-
tal exporting countries will become different from one relying on a
balance of trade surplus to finance capital exports.

' Such a development would, in turn, require improvement in adjust-
ment mechanisms such as increased harmonization of national eco-
nomic policies affecting trade and investment or more effective arrange-
ments for exchange rate adjustments.

In thinking about the policy implications of the growth of the world
economy, the following considerations may be important:

1. Either the industrialized countries must continue heavy
capital outflows to offset growing receipt of earnings from existing
investment, accept a heavy excess of imports on current account,
or forego the benefit of the earnings through serious disruptions
in foreign exchange markets subjected to heavy financial flows not
corresponding to transfers of real resources.

9. Either the industrialized countries will provide real resources
for capital formation to underdeveloped countries—through spe-
cial allotments of SDR’s or other means—or these countries will
increase the statistical risk of political instability, radical social
and economic change, and international disruption.
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3. Either the United States will tolerate increasing flows ot
foreign capital through foreign-based multi-national corpora-
tions, as rates of return become more equalized by increasing eco-
nomic interdependence, or the United States will increase the
statistical risk of disruptions in world trade and investment ini-
tiated by other industrialized countries.

Many problems remain to be resolved as the international corpora-
tion becomes more widespread. To the underdeveloped country, such
a corporation is new and faces problems of cultural adjustment which
may require new institutional means for cooperation between a foreign
business corporation and its host government. The scale of develop-
ment possible through, for example, the “nu-plex,” a combination
nuclear power-industrial-agricultural complex, requires long range
commitment to planning resource development both by the involved
country and corporations. However, a quarter century ago few if any
could have forecast that the international corporation was to become
the prime mover for capital formation in the postwar world. Over the
next quarter century, world output must somehow rise sufficiently to
transcend the environmental barriers of the less developed countries
under the implacable pressure of population growth. Certainly, this is
unlikely to happen through the repetition by these countries of the
stages of growth that have led in three centuries to the present success
of developed countries in assimilating the industrial revolution. Mean-
while, the high growth rate of internationalized production seems to
offer a realistic hope for world economic progress that should be
examined with utmost seriousness and dispatch in formulating the
economic development policy of the United States for the 1970’s.



COMMITTEE FOR ECONOMIC DEVELOPMENT

By Emiuio G. Corvrapo, Chairman, Research and Policy Commiittee

The Research and Policy Committee of the Committee for Eco-
nomic Development appreciates this opportunity to comment on the
Economic Report of the President and the annual report of the Coun-
cil of Economic Advisers. These reports, together with their annual
reviews by the Joint Economic Committee, have been of invaluable
assistance in furthering public understanding of the key economic
issues which face the nation and in improving the formulation and
conduct of economic policies. It is a source of real satisfaction to us
that the Research and Policy Committee has had an uninterrupted
record of presenting annual statements on these reports to the Joint
Economic Committee ever since the review was established.

This year there are two special reasons why we are pleased to trans-
mit our views to your committee. The first is that two of the present
members of the Council of Economic Advisers have had a long and
close association with the Committee for Economic Development prior
to joining the Council—Chairman McCracken as a member of CED’s
Research Advisory Board of Dr. Stein as its former vice president
and chief economist. Second, the program committee of our research
and policy committee only last December issued a statement on “A
Stabilizating Fiscal and Monetary Policy for 1970” that is directly
relevant to many of the key issues discussed in the Council’s report
and provides a particularly convenient starting point for evaluating
the report’s recommendations.

The program committee’s statement indicated that the broad prin-
ciples for fiscal and monetary policy CED has developed over the
past quarter century should be of major assistance in choosing the
proper policy course for 1970. The main elements of these principles
were summarized as follows:

The impact of the budget should vary with the conditions of the
economy as a whole, being more expansive when the economy is
depressed and more restrictive when the economy is booming or
inflationary. '

The overall impact that the budget exerts upon the economy

. should not, when combined with appropriate monetary and other

policies, be so restrictive as to make attainment of high employ-
ment ordinarily unlikely or be so expansive as to lead to persistent
inflation.

To achieve these objectives, the Federal Government should
normally set its expenditure programs and tax rates at levels that
would yield a moderate budget surplus on a national income and
product account (NIA) basis under conditions of high employ- -
ment and price stability.

The “high employment budget” position attained in this man-
ner should be one which permits an adequate flow of funds to the
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private credit markets and to the markets for State and local
securities, avoiding excessive tightness of monetary policy and
helping to promote sound economic growth., -
If demand conditions deviate significantly from those on which
the stabilizing budget is based, flexible adjustments should be
made in monetary policy and, if need be, in tax rates. ]

On the basis of these general principles and of other policy prescrip-
tions developed in policy statements of the research and policy com-
mittee—notably the January 1969 statement on “Fiscal and Monetary
Policy for Steady Economic Growth”—CED’s Program Committee
arrived at the following broad conclusions with respect to the proper
course of policy in 1970

First, despite the uncertainties in the outlook for overall demand, the
central focus of the policy strategy for 1970 should be on the con-
tainment of inflation. Toward this end, fiscal and monetary policies,
in combination, should aim at an aggregate level of money demand
in 1970 that does not excessively strain productive capacity and that
is conducive to an early return of steady, noninflationary economic
growth at relatively high. levels of employment.

Second, a proper fiscal-monetary mix in 1970 and in fiscal year
1971 calls for a high employment budget surplus of between $6 billion
and $9 billion on NTA basis. Assuming no marked change in the
volume of Government net lending, this would imply a similar—or
only slightly smaller-high employment surplus on a unified budget
basis. The proposed surplus “should permit a gradual easing of mone-
tary policy compatible with holding total demand to the desired
level.”

Third, every effort should be made to eliminate both military and
civilian budget expenditures that are nonessential and to reduce or
postpone outlaws of lesser essentiality. In this connection, we recom-
mended that current efforts by the Congress and the administration
to improve the decisionmaking process governing military spending
be intensified. In addition, the statement called for slowing down the
space program, for sizable cuts in the present large-scale subsidies for
agriculture, and for deferment of lesser priority construction projects.
At the same time, we stressed the need for substantially greater efforts
to deal with the urgent problems of the cities, poverty and welfare,
racial discrimination, education, housing, and health care—efforts
which will for the most part entail expanded Federal programs and
expenditures—and indicated that it would be a tragic mistake if the
Nation failed to take meaningful forward steps in these areas.

Fourth, to assure that the budget would have an appropriately
stabilizing effect and to allow it to deal with our most pressing domes-
tic needs, the surtax should be continued at a 5-percent rate not just
until June 30, 1970, but at least for the full calendar year 1970. The
statement also indicated that the Congress should call upon the Presi-
dent to undertake a special review of Federal fiscal needs in the latter
part of 1970 and to make a formal recommendation at that time as to
whether the surtax should be extended further. ‘

Fifth, in the event the actual course of the economy should deviate
significantly from the intended path, policy responses can and should
be prompt. There should be no attempt to resist a reduction or elimina-
tion of an actual surplus if economic activity is really sagging. More-
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over, the authorities should be alert to the possible need for making
flexible adaptations in monetary policy to unfolding economic devel-
opments during the year.

Looking ahead toward the longer term, finally, we stressed the impor-
tance of (z) providing adequate incentives for productive investment
and sound economic growth (such as the now repealed investment
credit) ; () supplementing proper management of total demand
through fiscal and monetary policy with more public and private
exploration of structural and institutional improvements that can com-
bat inflation; (¢) integrating decisions about tax reforms that involve
net revenue losses with a broader assessment of priorities for the allo-
cation of national resources; (£) devoting the larger part of the Fed-
eral revenues that might be made available by a major phasing down
of hostilities in Vietnam to alleviating the problems of the cities, of
race, and of poverty, and (e¢) providing for better integrated and more
flexible budget and fiscal policy procedures.

Tre STABILIZATION STRATEGY FOR 1970 Axp Fiscar Yrar 1971

It should be apparent from the preceding summary of our December
1969 statement that we are in very substantial agreement with the basic
thrust of the President’s Economic Report as well as with many of the
more detailed analyses and recommendations that appear in the annual
report of the Council of Economic Advisers. We particularly welcome
the stress in the two reports on the continued vital importance of
coping with the problem of inflation ; on the desirability of a budgetary
surplus; and on the need for a significant change in the fiscal-monetary
“mix” that will permit a sufficient easing of monetary restraint to
allow a substantially enlarged flow of funds to housing, State, and
local governments, and other sectors on which the present tight mone-
tary policy is exerting an exceptionally severe and uneven impact. At
the same time, however, we have considerable doubts that the specific
fiscal measures proposed in the reports and in the President’s budget
will be fully adequate to cope with the twin tasks of stabilizing the

- economy and providing for our most pressing domestic needs.

- The Council’s assessment of the likely and desirable course of total
demand and real economic activity in 1970 appears to be generally
reasonable. The uncertainties in the outlook remain unusually great,
and there may therefore be a special need for prompt and flexible
golicy responses if actual developments should prove to be significantly

ifferent from the present forecast. For the moment, however, the

Council’s projections would seem to afford an appropriate basis for
policy formulation. A definite cooling off of the economy is needed to
brake the momentum of upward price pressures and of inflationary
psychology, and this requires a temporary period of slower growth in
real gross national product than would be desirable over the longer
run. At the same time, the widening of the gap between potential out-
put and total demand that is implied by this prescription must not be
carried too far. In this connection, we are pleased to see that the ap-
proach taken in the report appears to be fully in line with the position
we expressed in our December statement that we would be opposed to
“a degree of demand restraint deliberately calculated to result in a
definite recession or prolonged economic stagnation.”
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To achieve the appropriate degree of demand restraint, the President
has proposed a budget for fiscal year 1971 that would yield a surplus
of $1.3 billion on a unified basis and of $1.6 billion on an NIA basis.
Regrettably, neither the Council’s report nor the budget contain esti-
mates of the anticipated budget results on a high employment basis,
even though the Council’s report appears to endorse the principle that
it is the high employment surplus which should be used as a basis for
fiscal policy planning. Since the Council estimates the average rate of
unemployment in calendar year 1970 at 4.3 percent and since this rate
could well run somewhat higher in fiscal year 1971, actual revenue
collections in fiscal 1971 are likely to be appreciably less than
those which would be yielded by a high employment economy. Hence,
the high employment surplus implied by the President’s budget would
seem to be substantially higher than the actual surplus shown in the
budget document. On our estimates, it appears to fall within the target
range recommended by our program committee.

Nevertheless, it is not at all clear that the budget in fiscal year 1971
will in fact be adequate for meeting the policy challenges outlined
earlier. Indeed, the prospects that this will be the case strike us as
quite precarious, for several reasons:

First, the actual achievement of the budget estimates depends on
an unusually large number of new legislative actions, deferment of
prior actions, and other favorable developments. For example, the
budget assumes a 6-month postponement of the Federal pay raise now
scheduled. for mid-1970 in line with the pay comparability principle;
a sizable increase in user charges for highway and aviation services;
a rise in the social security tax base without significant additional in-
creases 1n social security benefits; and a further increase in postal rates.
It also assumes reduction or elimination of a sizable number of pro-
grams that in the past have proved fairly resistant to change.

It is, of course, true that the President’s budget constitutes his
financial plan for the coming year and that this should appropriately
include whatever special legislative actions he considers desirable.
However, when fulfillment of the plan depends on congressional ac-
ceptance of a wide variety of such proposals—some of them quite con-
troversial—it would be prudent and desirable to plan a budget surplus
large enough to allow for an adequate margin of safety in the event
that some of the estimates should prove to be unattainable. This is par-
ticularly important in view of the fact that, on the basis of the per-
formance in recent years, the prospects for holding total outlays within
original estimates do not appear particularly reassuring. The current
budget indicates, for example, that fiscal year 1970 outlays for so-
called uncontrollable programs are now expected to be $4.3 billion
higher than the President had estimated last April.

Second, while we are strongly in favor of appropriate economies in
Government, expenditures wherever this is feasible, we are concerned
that the budget may not make adequate provisions for the financing
of some of our most pressing social needs. Funds for education, for
example, are scheduled to rise by only about $100 million in fiscal 1971.
Since it already appears that actual outlays in fiscal 1970 may exceed
the budget estimates by a sizable margin—even on the basis of the
President’s own amended proposals—the 1971 budget estimate for
education may well amount to a net cutback in such outlays. Serious
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_questions can also be raised about the adequacy of funds proposed for

other vital areas, such as welfare reform, health care, and urban
transportation. .

It 1s also noteworthy that the impact of the projected surplus on fi-
nancial markets may not prove as favorable as may appear at first
sight. The budget provides for the creation or expansion of various
programs that depend on Government-sponsored or guaranteed credits
(which for ¢he most part are not directly reflected in the budget) and
for some simultaneous reductions in direct Government lending ac-
tivities (which are fully reflected in the unified budget). The total of
federally sponsored and. guaranteed borrowing from the public is ex-
pected to rise by approximately $5 billion in fiscal year 1971. To the
extent that these various transactions tend to exert an expansionary
impact on credit demands and resource use in the economy, the proj-
ected budgetary surplus is likely to have substantially less effect in
facilitating an easing in private credit markets than might otherwise
have been expected.

In the light of the various considerations I have outlined, it seems
very possible that the Congress and the administration will after sev-
eral months further study have to come to the conclusion that assur-
ance of an appropriate high employment budget surplus and of ade-
quate funding of programs of high social priority requires a very
substantial increase in revenue availabilities above current budget esti-
mates. In view of this possibility, and assuming no marked economic
deterioration from -expected levels, we believe that our proposal for a
further temporary extension of the 5-percent surtax beyond June 30,
1970, deserves continued serious consideration. The case for such an
extension would be especially strong under the circumstances because
the tax is already on the books and clearly presents a particularly
expeditious and practical means of providing the additional revenue
needed. .

Whatever the final decision of the Congress on these matters may be,
it is evident that there will be a critical need over the coming year to
approach spending and revenue decisionsin an integrated and decisive
fashion. Improvement of congressional procedures to permit such an
approach, along lines indicated in our January 1969 policy statement
on “Fiscal and Monetary Policies for Steady Economic Growth” is
highly desirable. _

1t 1s also very important that the policy measures adopted will be
properly responsive to evolving developments in the economy. We agree
with the Council’s observation that care must be taken lest the Govern-
ment’s fiscal actions themselves serve as a destabilizing element. This,
in fact, s one of the reasons why we have been critical of the proposed
elmination of the surcharge. At the same time, however, it is essential
to keep in mind that the main concern of demand management policy
must be with the stability of the economy as a whole, and to recognize
that achievement of this goal requires the flexible use of fiscal and
monetary police tools whenever appropriate.

InrerovinGg MARKETS, STRENGTHENING EFFICIENCY, AND CONTAINING
Cosrs

Will proper management of total demand, together with the various
other typeg of policy measure outlined in the Council’s report, be
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enough to bring inflation under reasonable control within the foresee-
able future and in the context of a high employment economy? The
answer to this question will be of crucial importance in judging the
adequacy of economic policies over the next several years.

The Council’s report is clearly optimistic on this score. Its long-term
projections apparently assume that reasonable price stability will be
maintained from 1972 on and that this will be compatible with a
rate of growth of real GNP in 1972 and 1973 that would substantially
exceed the growth of potential output in order to bring the economy
back to a high employment path. :

The Council stresses that the transition to a stable condition of high
employment without inflation can only be achieved with persistent at-
tention and effort. In this connection, it very commendably devotes
considerable attention to a wide range of specific efforts that will be
required. We particularly welcome the report’s stress on the need for
measures to improve the competitiveness and flexibility of product mar-
kets, including those for agricultural as well as industrial products; to
place greater reliance on economic incentives and market mechanisms
even in regulated industries; and to strengthen manpower and train-
ing programs as well as the general functioning of labor markets. It
is also must appropriate that the Council devotes particular attention
to the special problems of the construction industry—which has been
confronted by exceptionally severe inflationary pressures—and ex-
amines in some detail the possibilities for improving productivity in
the industry, reducing costs, and overcoming bottlenecks in skilled
manpower.

Nevertheless, we have some question as to whether the various meas-
ures cited in the report will in fact be sufficient to cope with the in-
flationary problems that are likely to remain after excessive demand
pressures have been brought under control. In this connection, we are
particularly concerned with the report’s relative neglect of the vital
role that sound private investment in new capacity and moderniza-
tion can play in increasing the economy’s efficiency and potential, in
offsetting- inflationary cost pressures, and in improving our interna-
tional competitive position. _ '

We have indicated in the past that the provision of tax and other
types of incentives for such growth-producing investment should con-
stitute an integral part in our overall economic strategy and in the
battle against inflation. It is for this reason that we regret the recent
complete repeal of the investment tax credit. The report states that,
without further explanation, “the national priorities in the 1970’s did
not require or justify this special incentive.” We do not find this state-
ment convincing. In’our view, productive private investment will need
to play a key role in achieving the goals of the 1970’s, and the provision
of adequate incentives for such investment should remain a major ele-
ment in our arsenal of economic weapons. Hence, we consider it highly
important that the Congress and the administration give renewed con-
sideration to possible means of providing such incentives.

There is also a question whether still other structural and institu-
tional improvements may be required to cope with inflationary cost
pressures. The desirability of such improvements would become espe-
cially great if a sharp upward movement in wage and other costs
should continue well after overall demand has been brought under
reasonable control. , ..
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- Long-Term Ecoxomic GrowTH AND PrioriTiES IN THE USES OF
NaTtronarn OurpuT :

. An innovation in this year’s Economic Report is a chapter that proj--

ects, for 5 years ahead, the potential claims on available gross national
product that can be foreseen on the basis of existing trends in the pri-
vate sector and of already initiated or proposed governmental pro-
grams. The purpose of this exercise, and of the parallel analysis in the
President’s budget, is to sharpen public understanding of how limited
are future resource availabilities in relation to already-visible claims.
Tt also highlights the need for a longer range strategy for determining
broad priorities in the uses of national output.

. In our view, the administration is to be greatly commended for
introducing this new approach. It is a necessary first step toward the
more comprehensive approach to the formulation of national objec-
tives and priorities than was outlined in our January 1966 policy
statement on “Budgeting for National Objectives.” In that state-
ment, we specifically recommended that “at the beginning of each
Presidential term, a redefinition be undertaken of broad goals, objec-
tives, and priorities for governmental actions during the coming
decade.”

. On the assumption that presently visible claims would be fully
exercised, the Council’s report sees virtually no room for satisfying
additional resource claims prior to 1974 and 1975. Even in 1975, the

resources potentially available to satisfy additional claims are esti-

mated at only $12 billion in real terms. It is abundantly clear, there-

fore, that if the major social and environmental challenges that face

us are to be met, growth in public and private expenditures in other,
less essential areas will have to be substantially curtailed.

An especially useful feature of the Council’s report is its analysis.'of:

the relation -between the requirements of the private sector and the
Federal budget. The report makes clear that over the longer term,
sizable high employment surpluses in the Federal budget are likely
to be required if there is to be-an adequate flow of resources to the
housing sector, to other private investment, and to State and local
governments. ' A

While .there are various other elements of the report’s long-term
analysis that are of great interest, T should like to focus here on three
aspects that deserve particular comment. : .

First, the report seems to give the impression—perhaps uninten-
tionally—that policies to aid economic growth can have little effect
in enlarging the future availability of national resources. Thus, on
page 72, the report states that—

* * * in the 1950’s and early 1960’s, many people were impressed with the
possible contribution that a “small” increase in the annual rate of economic
growth—from 8 or 4 percent to 5 or 6 percent—would make to providing the
output available for every kind of purpose. “Faster growth” became the source
from which all new claims on the national output would be met. But in time
this was seen to be largely an illusion. The basic full employment growth path
of an economy is not readily raised by any of the policy instruments that we
now know about. :

It is of course true that faster economic growth and policies to

further such growth cannot be a substitute for facing up to our na-
tional priorities. But this does not alter the fact that achievement of
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a satisfactory rate of growth is exceedingly important for the health
of our economy and for facilitating social as well as economic progress.
Moreover, the importance of small changes in the rate of economic
growth should not be minimized. Thus, our 1958 statement on “Eco-
nomic Growth in the United States”—when updated and reissued as
a program statement last October—indicated that—

* * * Hven a seemingly moderate difference in this growth rate can make a
sizable difference in living standards within a relatively brief period. A long-
term rate of growth in disposable income of 3 percent could mean in 1995 an
average family income, after personal taxes, of about $14,000. If the average
annual growth rate of disposable income reaches 4 percent, this income would
reach $18,000. On the other hand, if it should fall to 2 percent, average family
income in 1995 would be in the neighborbhood of $11,000. These are big
differences—big enough to warrant the most careful attention of every citizen.

The above arithmetic has very direct relevance to the long-term
projections in the Council’s report. Thus, if the expected rate of GNP
growth in 1975 were to be reduced by 1 percentage point the estimated
resources available to meet additional claims ($12 billion) would be
wiped out entirely.

It is in the light of such considerations that the Committee for
Economic Development has since its inception stressed the importance
of sound economic growth. As already indicated, we continue to be-
lieve that governmental policies which assist such growth—whether
they involve encouragement of productive private investment or in-
creased allocation of resources to education and other forms of human
investment—must be an essential ingredient of our longer term na-
tional economic strategy.

I place particular stress on this point because, in the recent past,
there has been a growing tendency in some circles to suggest that the
mounting problems of coping with our environment require a virtual
end to efforts to foster economic growth. We cannot accept this view.
To be sure, better ways need to -be found to assure that there is
sufficient concern with the way in which the quality of the environ-
ment is affected by economic growth and to take adequate account of
resource deterioration when we calculate net economic growth. But
this should not divert our attention from the basic importance of
encouraging such growth. In this connection, I strongly agree with
the recent statement before this committee by Dr. Arthur F. Burns,
Chairman of the Board of Governors of the Federal Reserve System,
that “we cannot overlook the fact that the economic and social prob-
lems of this country will be more readily resolved if our resources
are utilized in ways that maximize the long-term potential for eco-
nomic expansion.”

Second, while the report provides a helpful initial framework for
the discussion of longer term priorities, it would be highly desirable
in our view if some of the key national priority problems that affect
the immediate years ahead could be brought into sharper focus. More-
over, in line with our statement on “Budgeting for National Objec-
tives”, we believe there is a need to obtain some explicit indications
of the President’s own view of what the long-term priority choices
should be.

Some examples of what we have in mind can be cited. The Council
lists “Federal Government purchases” as a major claim on national
resources over the next 5 years. However, neither the Council’s report
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nor the budget provide an indication of the share of military spend-
ing in that total, nor of the role of Vietnam-connected expenditures
or of outlays on major new weapons systems now being proposed or
initiated. We are fully aware of the many difficulties that the drawing
of such distinctions might entail. At the same time, however, the dis-
tinctions involved relate to issues that are of key importance for
decisions on national priorities in the years immediately ahead.
Availability of a wider range of information that would improve an
understanding of these issues would certainly be desirable.

In connection with nondefense expenditures, it is rather regrettable
that the report does not contain a more specific evaluation of budgetary
needs in various individual areas of high social priority, such as edu-
cation, health, poverty, improving our urban areas, and lifting the
quality of the environment. At the same time, there 1s a need to spell
out more clearly the kinds of longer term budgetary savings that
might be effected in such areas as agricultural price support programs,
construction, and space activities. We hope that more specific analyses
in these various areas can be developed by the Council and the Budget
Bureau before long.

Tt is also noteworthy that the tax reform legislation recently passed
by the Congress entails a net annual revenue loss of about $12 billion
by 1975 (without the effect of repealing the investment credit). In
current dollar terms, this serves to reduce the resources available for
new initiatives by over one-third. We seriously doubt that such sizable
tax reductions should take precedence over the kind of priority claims
on national output cited earlier. We hope, therefore, that the Congress
will carefully explore appropriate means of reducing this prospective
net revenue loss.

Finally, we should like to comment on the Council’s remarks regard-
ing the usefulness of “budget-balancing discipline” over the longer
run—not because of any disagreement with the Council’s analysis but
because there appears to be some risk that its stress on this principle
could be misinterpreted. The Council indicates that in the long run—
given agreement on the desired average sizé of the high employment
budget surplus and after allowance for revenues generated by economic
growth—Federal .expenditure increases in one area will necessarily
have to be matched by expenditure cuts in other areas, or by increased
taxes. :

Tn this sense, the budget-balancing principle can, indeed, be said to
be valid. It is important to understand, however, what this principle
does not mean. It does not mean that the broad stance of fiscal policy
should be free from frequent review in the light of evolving economic
condition; in our opinion, such a review is needed at least annually.
Even the long-term target for the high employment budget surplus
needs to be reassessed with reasonable frequency in the light of exper-
ience. Nor does the principle mean that the actual budget position
should normally be in exact balance. The Council stresses that this
position should properly vary with economic conditions. Deficits may
be appropriate when aggregate demand is weak, while surpluses are
likely to be required in periods of high employment and even higher
surpluses are needed when demand is excessive.

We particularly want to stress the indicated need for budget sur-
pluses at high employment—rather than mere budget balance—because
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there have been some recent suggestions that in the longer run, budget

_surpluses may in practice never be attainable. The inifial appearance
of such surpluses, it is argued, would simply give rise to higher Gov-
ernment spending. Those who hold this view apparently conclude that
actual balance in the budget may in fact be the appropriate target
under high employment conditions. But surely this is a counsel of
defeat. The fact is that unless adequate surpluses are generated at high
employment over the long terms, there may be no satisfactory way of
channeling needed additional resources to housing, to private invest-
ment, and to the cities. This is, indeed, one of the major lessons that
emerges from the Council’s analysis.

INnTERNATIONAL EcoNomic Poricres

The final chapter of the report presents a very useful and well-
balanced analysis of international economic problems and policies. By
and large, we share the views expressed in this chapter. I would, how-
ever, like to offer a few comments on topics to which CED has recently
devoted special attention.

We were particularly pleased to see the Council’s relatively extensive
discussion of the problem of nontaiff barriers. Qur conviction that
reductions in these barriers are of key importance for the freer flow
of world trade led to the issuance last September of a joint policy
statement on “Nontariff Distortions of Trade” by CED and its counter-
part organizations in six other industrial countries. We believe that the
policy recommendations made in that statement deserve very careful
consideration—including, in particular, the recommendations for
curbing various types of quantitative trade restrictions; for closer
scrutiny of border tax adjustments; and for improvements in the
procedures for negotiating reductions in nontariff barriers.

In the area of foreign aid, we welcome the report’s emphasis on in-
creasing the reliance on multilateral development assistance; on'
improving the efficiency of aid through the ending of additionality
requirements and a relaxation of aid tying; and on the recent estab-

"lishment of an Overseas Private Investment Corporation that will
administer government insurance and guarantees to private U.S. in-
vestors. All of these steps are in line with the views expressed by our
Research and Policy Committee in its September 1969 statement on
“Assisting Development in Low-Income Countries: Priorities for U.S.
Government Policy.” .

We believe, however, that it is also particularly important to stress—
as was done in our statement—that there is an urgent need to increase
the total flow of external resources (both public and private) to the
less-developed countries. To encourage a greater role for the private
sector in this process, moreover, we continue to recommend a blanket
exemption of U.S. investment in the developing countries from the
program of balance-of-payments restrictions on capital outflows.

The report’s treatment of international capital mobility, the balance-
of-payments, and mechanisms for international adjustment is informa-
tive and constructive. Let me emphasize, even more than is done in the
report, that the solution to the adjustment problem does not, in our
view, lie in direct controls on the movement of capital or controls on
other types of international transactions. Nor should it be expected
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that the principal part of the answer can be found in the adoption of
one or another of the proposals for limited exchange flexibility that
are discussed in the report. It is possible that such innovations can
make a constructive contribution to the functioning of the interna-
tional monetary systems, and this is a question that in our view deserves
considerable further study. But the fundamental basis for proper
payments adjustment must continue to rest on sound national economic
policies. For the United States, in particular, the continuing need for
strengthening its international trade balance makes it highly important
that every effort is undertaken to assure an early restoration of price
stability compatible with sound economic growth.




COMMUNICATIONS WORKERS OF AMERICA

Members of the Communications Workers of America are seriously
concerned, at this point, over the condition of the economy. They are
aggravated by the continuation of an inflation that now is threatening
to wipe out their wage increases of the last 3 years. At the same time
they are worried by the developing increase in unemployment, and
_ Government anti-inflation policy which seems to be directed toward

producing unemployment.

The Nixon economic policy is to employ fiscal and monetary
restraint to cut back final demand in the economy. It is expected that
as total demand is restrained, the ability of sellers of goods and services
to raise prices will be impaired. Costs will continue to rise for a time,
thus squeezing corporate profit margins and ultimately total profits.
The decline in profits is expected to curb capital investment. Unem-
ployment is expected to rise and the decline in general business activity
1s counted on to stiffen the backs of employers in wage bargaining and

" to moderate the wage demands of labor. Out of all this comes a damp-
ening of inflationary pressures. i

The administration appears to be opposed to using direct controls
on wages and prices and the monetary authorities are unwilling to use
selective credit controls. Complete reliance is being placed on general
and impersonal fiscal and monetary tools to combat inflation as com-
pared with direct or selective controls. '

Of course, the official Government position is that these govern-
mental policies are directed toward alleviating inflation, and not
toward purposefully producing unemployment, albeit it is confessed
that these policies may lead indirectly and inadvertently toward some
unemployment.

The squeeze on the economy now is producing more than the ex-
pected results.

The real volume of total national product actually declined during
the last quarter of last year and provided only a 2-percent increase for
the entire year.

Housing starts dropped from an annual rate of 1.7 million in the
first quarter of 1969 to 1.2 million in January 1970 and are continuing
down. This represents a decline of 80 percent.

Retail sales went through January virtually unchanged after sea-
sonal adjustments from December, and the year-to-year gain of.only
2 percent means an actual decline in physical volume.

Auto sales dropped to 7.8 million in December and fell further in
January to an annual rate of 7.2 million. This is the lowest sales rate
since the mini-recession of early 1967.

The unemployment index climbed to 3.9 in January and has gone
to 4.2 percent.

Admittedly, an inflationary situation such as we have been experi-
encing in the past 2 years requires that, somewhere in the economy,

(554)
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there should be some reduction in the level of aggregate monetary
demand and spending. The real issue is just exactly how this reduction
should be distributed. Should it be distributed on a catch-as-catch-can
basis, or, should it be distributed in accordance with some overall, co-
herent plan that considers fundamental national priorities, basic na-
tional needs and the welfare of all of the people—rather than simply
those who already are better off%

‘While most reasonable people would agree to the latter course, there
seems to be considerable disagreement as to how that course should be
pursued. We feel that implementation of this course should have in-
volved several relatively clear-cut steps. :

It is true that any evaluation of national priorities, as far as the
Federal budget is concerned, could involve enormous expenditures of
all sorts and that many of them would have to be trimmed in order to
secure any realistic budget in line with revenues. We would assume,
nevertheless, that the magnitude of proposed expenditures would be
relatively commensurate with recognized national needs.

The shortage of housing is reaching crisis proportions. Some Federal
relief is going to be necessary in the mortgage market. The country
needs expanded public housing. We are still a long way from the
elimination of poverty. We have air and water pollution problems.
There are tremendous needs in education. Nevertheless, it appears
that these priority items are to be dealt with in terms of several hun-
dred million dollars while other items of Federal expenditure are to be
dealt with in adjustments of billions of dollars. We do not feel that the
projected Federal expenditure budget reflects the true national priori-
ties. Moreover, we feel that expenditures have been tailored to a tax
policy, while we may now be coming to a time when taxes may be
more tailored to an expenditure policy. Such a change might provide
considerable improvement in the determination of true national
priorities.

Once these needs had been determined, it would appear that the next
step would be a determination of the distribution of the revenue re-
quirement. The revenue requirement itself could be expected, under the
current economic conditions, to be set at a total level that would con-
template some budgetary surplus to counter-balance the excessive
monetary demands of the private economy. The distribution of that
revenue requirements might be only slightly affected by some variatiav
in the total level. . .

The distribution of the Federal revenue requirement was dealt with
this past year in the process of tax reform. The evidence is fairly clear
that the Nation as a whole was ready for, and was looking forward to,
considerable tax reform in the year 1969. Some tax reform was secured,
but much of the efforts of the House of Representatives last summer
were undone and much of the total effort was in the wrong direction
as far as the current inflation is concerned. ‘

As a result, we are left with inadequate tax reform with many con-
tinuing inequities in taxation and too many remaining loopholes for
high-income and profit-earning income receivers. We are left with
an inadequate budget and the consequent necessity of continuing an
income tax surcharge which is a percentage of the tax and, therefore,
compounds the remaining inequities not removed by tax reform. We
are left with an inadequate budgetary surplus for the fiscal year 1971
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in order to combat inflation, if we continue to have any amount of
inflation at all. We are left in the position of having to undergo a gen-
eral shotgun reduction.of vital expenditures in order to otherwise
reduce total spending in the economy, no matter how desirable those
expenditures might be. And, finally as a resulting necessity, the major
promotion of control of the inflationary pressures of the economy
ultimately is consigned to a monetary policy whose scattergun char-
acter is such that it probably has not been capable of exercising effec-
tive control over inflation for some years.

After a year in which there seemed to be so much opportunity for
genuine tax reform, and which held, therefore, the opportunity of a
sound anti-inflationary fiscal policy, we are left with more inflation
than in the previous year and the virtual promise of increased un-
employment. :

It is difficult to understand how this came to pass. We do feel, of
course, that the administration did not, and could not, have its heart
in full-scale tax reform. We feel that greater, more effective, leader-
ship could have been brought to bear in securing the kind of tax re-
form that was needed. We still feel that further improvement in the
tax structure offers the best course in the direction of regaining control
over inflation. Tax policy provides the only means of placing deter-
rents on those sectors of the economy which may be said to be spurring
on inflation as contrasted with those sectors of the economy that do
not, provide fuel for inflation.

We do not believe that the present level of tax reform is enough.
While it cannot be denied that we now have a somewhat more reason-
able distribution of the tax load, this only was secured at the expense
of considerable less in Federal revenues for the effort to counteract
inflation.

The taxation of capital gains is left substantially unaffected by the
new law. The House bill had proposed that capital gains at death be
taxed on the basis of cost rather than on the basis of the increase in
value since death. Capital gains treatment of profit also was to be re-
served to holdings extending beyond 1 year instead of 6 months. The
new law left State and municipal bond interest still untaxed, In ad-
dition, depletion allowances were only slightly reduced instead of
being substantially cut. These losses would have produced considerable
Federal revenue.

The Federal income tax structure is still a far cry from American
standards of fair play. The unfair manner in which federal taxes are
raised seriously reduces the capacity of Federal tax policy to operate
upon the problem of inflation or deflation.

In 1967, the Federal income taxes paid by millionaires averaged
25 percent, of their total income. The preservation of the loopholes of
capital gains and untaxed interest income will not increase their tax
bills very much. The Federal tax structure is still rigged in favor of
unearned income and against income from work.

While we may fully sympathize with the necessity for profits as an
inducement to facilitate growth in the economy, in a period in which
we have had to devote much of our resources to an expensive war, the
unparalleled growth of profits over the last few years has actually
threatened to shift income distribution away from the consumer pur-
chasing power that has sustained those profits.




557 -

. We warned about this situation in our testimony before this com-
mittee last year. While the problem of inflation in thé overyiew. 1s a
problem of “excess aggregate monetary demand, the “tradeoff”’. rela-
tionship found between inflation and unemployment that now. .is.
euphemistically referred to as the Phillips curve, we feel is shaped by
the distribution of spending. In this context, I offered the following .
commients last year: . - S S T e

As. the basis of high proportion of incomes, consumer expenditures are heavily
dependent upon wagesand salaries, in order that goods and services for profit can .
be “cleared from the shielves” without inordinate unanticipated increases in
inventories. At the same time as purchasing power is maintained, it should not, -
of course, find a shortage of goods and thus produce inflation. If more purchasing
power is channeled into time-consuming investment than is going to be provided .
from current savings, inflation will be the result. This condition has been the
situation now for some years. Investment has proceeded apace in response ito
perhaps the wildest profit-boom in our history. - : R s

It is in this context:that we have never been able to accept the veracity of a’
voluntary “income policy” comprehended in wage-price guideposts. A sacri-
ficial wage policy will not keep. profits up, if consumer expenditures fall below the
level anticipated as necessary to “clear the market”; if the low wage increases
merely leave incorrect anticipations of higher profits. We think the wage poli-
cies of Unions have helped.sustain an expanding market by preserving the pro-
portion of.the national income going to wage and salary compensation.

The previous administration’s council had urged labor to accept
money wage increases of no greater than 5 percent and asked business
to absorb_increases in unit labor costs of up to 1 percent. They were
willing to allow business profit margins, of course, of the comfortable
level achieved in 1967 and 1968. We then further commented :

The profit margins of 1968 required a 2.6 percent increase in industrial prices.
The corresponding increase in the consumer price index was 4.2 percent. If these -
increases are approached in 1969, it does not appear that an increase in money
average earnings of 5 percent would increase real average earnings sufficiently
to maintain the present distribution, as between wages and profits, of the national
income, unless there were less than 3.3 percent increase in productivity—
in which case the profit margin would not be retained anyway.

This is almost, in a word, exactly what happened. For personal
consumption expenditures as a proportion of the gross national pro-
duct have been slipped down, as a proportion of GNP, since 1961—from
64.6 percent in 1960 down to 62 percent in 1967, and 61.9 percent in
1968, to 61.8 percent in 1969. While investment expenditures as a
proportion of the GNP has fluctuated somewhat between a low of
13.8 percent in 1961 and 16.2 percent in 1966, it moved back from 14.6
percent in 1967 and 1968, to 14.9 percent in 1969.

At the moment, productivity does appear to be at a standstill and
profit margins undoubtedly have been cut some as the level of cor-

orate profits finally slipped aftér the first part of the year in 1969.

e feel that earlier excessive profits were the main cause of the in-
vestment boom and that tax reform directed toward increasing tax .
revenues from profits might have brought the economy better balance
and might have mitigated the extent of the trade off between inflation
and unemployment. '

It now, in retrospect, is thoroughly understood that business in-
vestment expansion provided a major thrust for inflation during,the
past year. Swollen with profits from 1968 and with the added incen-
tive of advance warnings that the investment tax credit might be cut
off later in the year, business demand for plant and equipment was
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rojected to increase by 14 percent over 1968 levels as the year 1969

egan. It is a true commentary on the effectiveness of a shooting-from-
the-hip monetary policy that the massive monetary restraints of 1969
restrained investment expenditures in 1969 to an increase of 12 percent
over the 1968 level. By the Council of Economic Advisers’ own report,
this was only the eighth annual advance in a row, topping out the
longest sustained increase in investment since World War I.

We think it is clearly the pressure of high profit-induced invest-
ment spending that has brought inflation to a head and has now
brought such price increases asto force consumer resistance. The con-
sequent relative decline in consumer purchases has.thus pinched profits,
and reduced business spending now is likely to take place quite apart
from any effect of higher interest rates. In addition to the decline in
profits, the index of industrial production has been slipping for the
past 6 months, there has been a general weakening of retail sales, a
slight increase in the unemployment rate and, of course, a sharp de-
cline in housing starts from the level a year ago.

We have some difficulty in understanding how monetary policy can
be brought to bear upon investment spending, anyway. It seems fairly
clear that a major proportion of business investment is undertaken
out of internal funds—depreciation accounts and otherwise. Eco-
nomists have pointed out for years that more than half of each year’s
gross investment is financed from internal corporate resources. This
Investment, at least, is hardly subject to the deterrent of higher in-
terest rates. And yet, the objective of higher interest rates must be to
reduce investment spending.

Instead, higher interest rates have taken their full toll on more
vulnerable sections of the economy in true indiscriminate, shotgun
fashion, falling particularly heavily upon the residential housing
market. While 1t 1s true that the year’s 6.7 percent decline in private
housing outlays may be said to have reduced spending and total de-
mand, housing, tragically, is one of the Nation’s greatest social needs.

During the year, private housing outlays decreased 6.7 percent
from the first to the fourth quarter and constituted the major cause
for decline in the rise of aggregate demand.

The present high-interest rates also are grievously impeding the
capacity of States and municipalities to deal effectively with local

roblems of low-income housing, urban renewal, and transportation.
gtate and local bond issues are increasingly expensive, and the neces-
sity of keeping these issues competitive undoubtedly was one of the
factors persuading Congress against taxation of State and municipal
bond interest. .

The other principle affect of high interest rates has been a complete
disruption of capital market through complete disruption of the bal-
ance 1n the relative rates of return on money. The effects upon the
stock market are well known and hardly require further comment.

‘These changes have, of course, produced some interesting side ef-
fects of an inflationary sort that further argue against continuation
of the present course. Here, we can readily quote from the Economic
Report of the President : :

The industrial composition of investment provides a clue to the strength of
business investment. Over the past few years the demand for capital goods by
electric and gas utilities and telephone companies has been exceptionally
strong. In contrast to other groups, investment in these industries has increased
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steadily and substantially each year * * * High interest rates have not se-
riously deterred these industries from investment because they meet demands for
service and because the regulatory authorities permit such cost increases to be "
reflected in higher rates. .

Actual spending by these groups rose sharply in 1969, and in 1970
the State commissions now have a host of petitions before them for
higher rates, many of which now are in effect. By March 1970, it
has become clear that increases in rates in these industries are gomng
to be major contributors to the price increases of 1970.

In our view, the third facet of administration policy, or lack thereof,
the resulting, more or less, last ditch defense against inflation—the
restraint on important domestic budgetary expenditures—borders on
a national disaster. The cuts for medical research and education, in

particular, seem ill advised. But, in spite of some moderate cuts in
defense spending, little room has been left, otherwise, for any solution
of the problems of urban areas, reduction of poverty, or the aboli-
tion of hunger within our country. In many respects, the solution of
the problem of crime in the streets is the solution of the problems of
the ghetto, poverty, and starvation.

In particular, the problem of housing is becoming more and more
acute. The very least that should be done is a Federal interest subsidy
to get increased housing out from under higher interest rates, yet,
spokesmen for the administration insist that solution of the housing
problem depends upon solution of the problem of inflation.

If the interest rate control of the Federal Reserve System is not
subject to Government control because the FED is a semiprivate, au-
tonomous corporation, the Federal Government, which created it,
should at least pass the necessary legislation to subsidize housing. The
reduction of inflation is sufficiently within the control of the Federal
Government that it does not have to rest so large a share of the burden
upon a single industry.

In summary, it seems evident for a number of reasons that the cur-
rent monetary policy should be reversed rather considerably. It has
none of the desirable effects it is reputed to have and the unfavorable
effects, instead, are having a debilitating effect upon the economy.

The economy can still look to a more balanced tax structyre as a

‘basis for the fiscal policy that may prevent repetition of the mistakes

of the past and may still allay some of the mistakes of the present. If
the current inflation has run its course, we must not incur a rerun of
the same features. At the same time, a more balanced income distribu-
tion, on the basis of a more equitable tax policy, must become the
source of that improved level of consumption expenditures which will
sustain full employment. ‘

Many of the recently cut domestic budgetary expenditures should be
restored, in order to avoid the inevitable social revolution that may be
afoot otherwise.

The hard-core unemployed and underemployed still constitute a
considerable problem. We feel a large-scale public service employ-
ment program is very desirable. Such a program could be combined
with urban renewal. ’

We think this should be based upon a comprehensive and coordi-
nated national inventory of needs for housing, community facilities,
and public services. On the basis of similar State and metropolitan area
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inventories, the Federal Government should provide plans and pro-
grams which can be implemented through financial and technical
grants-in-aid to States and cities as well as through direct Federal
efforts. Our real national economic and social needs must become our
first priorities. '

We do not believe that Federal funds should be shared with the
States, however, on a no'strings basis. The Nation’s best interests will
not be served by undirected block grants which are not tailored to na-
tional goals and priorities and without Federal standards of perform-
ance. This will always be the case so long as the economies of some
of our States are controlled lock, stock, and barrel by some of our
largest economic interests. i

The administration’s scatter gun economic policies must be re-

placed by selective measures designed to operate upon the more spe--

cific causes of inflation. Removal of the 7-percent tax credit subsidy
for business investment in new equipment was a desirable step in the
recent tax law. New evidence of continued investment expansion in
1960, however, indicates that the phasing out of the credit contem-
plated in the new law was a mistake. ‘

The specific causes of rising pressures on the cost of living should
also be dealt with more directly where possible. We think the Federal
Government has the means at its disposal to deal effectively with the
problems of higher physicians’ fees, hospital charges, and soaring auto
and property insurance rates.

In implementing the Government’s responsibilities under the Em-
ployment Act of 1946, we feel that it would be desirable for the Coun-
cil of Economic Advisers to annually present its best estimates as to
what level of consumer expenditures, (grovernment expenditures, and
investment expenditures the economy should have in order to move in
the direction of the goal of full employment without inflation. These
estimates should be coordinated with the Federal Government’s in-
ventory of pressing national priorities so that we have some national
economic planning.

To improve upon this process, we would welcome the President’s
calling an economic conference each year, to be attended by repre-
sentatives of major economic groups for exchanges of information and
viewpoints. We think such a review of the Government’s forecasts and
policies for a coming year as well as review of the economic results of
a preceding year, could greatly improve the economic policymaking
process that our country so greatly needs in these times.




CONFERENCE ON ECONOMIC PROGRESS .
‘> By Leox H. KEYSERLING *

Let me express my deep appreciation of the opportunity accorded
to me, from year to year, to comment upon the Economic Report of
the President and the accompanying Annual Report of the Council of
Economic Advisers. :

- Score oF MY ANALYSIS

This year, I shall depart considerably from the method which I have
customarily followed. In earlier years, I have made rather detailed
comments upon all important sections of the reports of the Presidents
and the Council. But at this time, I deem it most important to focus
upon what I regard to be the major thesis of ¢urrent national economic
programs and policies, a thesis of course at the heart of both the Presi-
dent’s and the Council’s reports. - ‘

This prevalent thesis is that the first and foremost task is to reduce
the rate of price inflation; that, toward his end, economic growth,
employment, and the service of our great domestic priorities should be
temporarily sacrified to a considerable degree; and that, once this
foremost task of reducing the rate of price inflation is accomplished,
our other economic and social objectives as a Nation and a people may
more easily be pursued with vigor and success. _

T challenge this prevalent thesis almost in its entirety. I submit that
it finds no support in empirical evidence. I believe that it puts the
cart before the horse. I therefore urge that we immediately reexamine
this prevalent thesis in the light of reason and experience, and funda-
mentally reconstruct basic national economic policies accordingly.

The balance of my statement will be devoted to my reasons for the
conclusions I have just set forth, and toward recommendations of
policy designed to alter the course of monetary and fiscal policy before
the hour is even later than now.

Tae Famure ofF THE Trape-OFF T0 MATERTALIZE

The prevalent view is that there is a necessary “trade-off” between
the objectives of maximum economic growth and maximum employ-
ment (goals of the Employment Act of 1946) and price stability, or
at least between maximum use of our productive potentials and price
stability. But no such “trade-off” has in fact occurred. The economic
charge has been incurrd, but the price-stability benefits have not been
delivered.

From 1966 forward, real economic growth has been progressively
diminished to a minus figures, and, most recently, unemployment has
risen sharply. Meanwhile, during these very same years, price inflation
has been proceeding at an accelerating rate, above all in 1969 and at

1 Former chairman, Council of Economic Advisers, Consulting economist and attorney;
president, Conference on Economic Progress. '
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the start of 1970. Instead of any “trade-off” having occurred—putting
aside for the moment what kind of “trade-off” is worthwhile—highly
unfavorable results have been obtained on all fronts. And because the
policies of (@) tight money and rising interest rates, and (5) a tight
Federal budget and a Federal surplus (at least on paper) at the sacri-
fice of essential domestic priorities requiring more Federal spending,
have been the two major means utilized to seek the “trade-off” which
has failed to occur, the need for reconsideration and reconstruction of
these policies is underscored.

It will not do to continue to insist that the “trade-off” has not yet
occurred because the policies designed to effectuate it have not yet had
time enough to take hold. The period from 1966 to early 1970 has been
plenty long enough for policies to have shown substantial signs of
effectiveness, if they were not wrong policies.

Aspect ONE OF THE ANTI-INFLATIONARY Poricy: TaHr CONTRIVED
EcoNomic SrLowpoww

The fundamental thesis underlying recent and current efforts to
restrain inflation is that the inflation has been due to an overheated
economy. Unless one is to fall prey to the circular reasoning that an
overheated economy is any economy in which prices are rising exces-
sively, accompanied by the proposition that any economy in which
prices are rising excessively is an overheated economy, it is necessary to
start with a proper definition of what is really an overheated economy..

An overheated economy is one in which the pressures exerted by
total spending or total demand at the current price level are in excess
of reasonable production capabilities, thus forcing up prices instead of
increasing real output, or doing some of both. Thus, starting from a
base period in which there has been no excessive inflation for a mean-
ingful period of years, an overheated economy is one where the growth
rate in total spending exceeds the real growth rate potential of the
economy as determined by productivity trends and trends in the
civilian labor force, or those trends in the civilian labor force which
would be induced by adequate real economic growth and adequate job
opportunity. Clearly, at least from 1966 forward, the U.S. economy has
not been overheated by this rational test, but, instead, has been pro-
gressively underutilized.

During 1960-66, the real growth rate of the economy averaged an-
nually 5.1 percent. But it averaged only 3.4 percent during 1966-69.
It was only 2.8 percent from 1968 to 1969, only 1.6 percent from fourth
quarter 1968 to fourth quarter 1969, and at an annual rate of minus
0.4 percent from third to fourth quarter 1969. The only unresolved
question as to first quarter 1970 is whether the real growth rate will
turn out to be approximately zero, or even less than that. Most forecasts
for1 1970 as a whole indicate a real economic growth rate of 3 percent
or less.?

The reasonable growth rate potential of the U.S. economy is best
Hlustrated by the trends in productivity in the private economy (al-
though some allowance should be made for the lower productivity
growth rate in the public sector, due in large part to a product mix
including relatively more services). In a long-term perspective, the

2 See chart 1 at end of text. 3
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productivity growth rate in the private economy has tended clearly
to accelerate substantially. It rose from an average annual rate of 0.5
percent during 1910-20 to 2.3-2.4 percent during 192040, and to 3.2
percent during 1940-55. The average annual growth rate in such pro-
ductivity during 1955-60 was reduced to 2.4 percent by a very low
average annual economic growth rate, stagnations, and recessions dur-
ing this period, which cause serious underutilization of manpower in
plants operating at very low capacity.

But during 1960-66, when the real growth rate of the economy,
as earlier indicated, was 5.1 percent, the average annual productivity
orowth rate in the private economy was 3.7 percent (it was 4.1 percent
«during 1947-53). From 1966 to 1969, the annual average declined to
only 2 percent, and from 1968 to 1969 was only 0.9 percent. These most
recent deteriorations in the productivity growth rate have been clearly
resultant from.the excessively low real economic growth rate and large
-economic slack.

It follows that the average annual growth rate in the productivity
potential, with the lower growth rate in the public sector counter-
‘balanced by the acceleration in the private sector, must have been at
least 3.7 percent from 1960 to date, or at least from 1969 forward.
‘Coupling this with the normal growth rate in the civilian labor force,
the optimum’ average annual real growth rate for the U.S. economy
must be-at least 5 percent after restoration of reasonably full resource
use, and should be about 6 percent annually until such resource use is
restored.?

The GNP production gap, measured by the difference between actual
output and maximum output, has risen very substantially year by year
from 1966 forward, being estimated by me as 7.4 percent in 1966 and
11.2 percent ($97 billion) in 1969. It is considerably higher now. I
estimate the production gap at only 0.6 percent in 1953, and only 6 ©
percent in 1957.4 .

Aspect Two or THE ANTI-INFLATIONARY Poricy : TaE CoNTRIVED RIsE
IN UNEMPLOYMENT

The dwindling real economic growth rate from 1966 to 1969 appears
superficially not to have been translated into rising unemployment, as
officially measured. Thus, full-time unemployment was reduced from
3.8 percent in 1966 to 3.5 percent in 1969. (For reasons stated above,
this measurement neglects the underemployment of employed workers,
and also neglects various other important factors. The true level of
unemployment in 1969, taking into account not only full-time unem-
ployment, but also the full-time equivalent of part-time unemploy-
ment, and the concealed unemployment in-the form of those without
work because of scarcity of job opportunity and therefore not par-
ticipating in the civilian labor force and therefore not officially counted
as unemployed, was 5.6 percent.) '

Moreover, in early 1970, the impact of dwindling real economic
growth upon unemployment became much clearer, Full-time unem-
ployment, seasonally adjusted, rose to 8.9 percent in January 1970,
and to 4.2 percent 1n February 1970, or 20 percent above December

3 See chart 2, and see again chart 1 at end of text.
4 See chart 3 at end of text.
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1969. This was the sharpest rise in many years. By now, the true level
of unemployment must be at least in the neighborhood of 6 percent,
and may well be considerably higher.

Highly qualified analysts forecast a further increase of up to 1.5
million 1n full-time unemployment during 1970, which would bring it
above 5.4 percent of the civilian labor force, with a true level of un-
employment close to 7.5 percent (it was 6.8 percent in 1961). Most
important of all, unemployment has already concentrated heavily
among vulnerable groups that a 54-percent rise in the rate of full-time
unemployment (from 3.5 to 5.4 percent) might will lift the absolate
amount of unemployment among these vulnerables to critical levels.

Tue CoxTtrivEp Economic Sr.owbowN Has AvGeMENTED INFLATION

The trends since 1966 fortify mightily the thesis which I have ad-
vanced on many occasions during the past 15 years or longer: In sharp
contrast to the prevalent thesis that a contrived slowdown in the rate
of real economic growths and contrived increases in unemployment,
reduce the pace of price inflation, the empirical evidence is clear that
the opposite is the case. On this subject, empirical observation of how
the U.S. economy actually works must supplant outmoded theoretical
formulations as to how it might be expected to work.

Before developing my position in detail, I hasten to add that very
few positions of this type in the field of economics are definitively
demonstrable 100 or 95 percent. While I am reasonably confident that
my position in this matter is correct for purposes of practical economic
policy, the burden of proof as to the degree of correctness of my posi-
tion does not rest upon me. For if it is merely shown—as I certainly
do show—that a contrived economic slowdown and contrived increases
in unemployinent are as likely to cause further price inflation as to
cause the reverse, then there can be absolutely no doubt that the certain
advantages of growth and employment should be the keynote of public
policy, rather than stubborn reliance upon seeking relatively greater
price stability even if this is obtained at greatly excessive costs in terms
of lost output and unemployment.

Now, to move on with my empirical analysis: During 1952-55, the

average annual real rate of growth in the U.S. economy was 3.5 per-
cent, while the average annual increase was only 0.3 percent for con-
sumer prices and 1.1 percent for industrial prices, while wholesale
prices declined at an average annual rate of 0.2 percent. During
1955-58, when the average annual rate of real economic growth fell to
only 0.8 percent, the average annual rate of increase was 2.6 percent
for consumer prices and 2.5 percent for wholesale and industrial
prices. During the shorter period 1956-58, when the average annual
rate of real economic growth declined further to 0.2 percent, the aver-
age annual increase was 3.1 percent for consumer prices, 2.2 percent
for wholesale prices, and 1.5 percent for industrial prices.
- During 1958-60, when the average annual rate of real economic
growth was 4.3 percent, the average annual increases were only 1.2
percent for consumer prices, 0.1 percent for wholesale prices, and 0.9
percent for industrial prices. And during 1960-66, when the average
annual rate of real economic growth was 5.1 percent, the average
annual increases were only 1.6 percent for consumer prices, 0.8 per-
cent for wholesale prices, and 0.6 percent for industrial prices.
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But during 1966-69, when the average annual rate of real economic
growth declined to only 3.4 percent, thi¢ average annual incréases were
4.1 percent for consumer prices, 2.2 percent for wholesale prices, and
9.5 percent for industrial prices. From 1968 to 1969, while the real
rate of economic growth was only 2.8 percent, the increase was 5.4
percent for consumer prices, 4.0 percent for wholesale prices, and
3.4 percent for industrial prices. In late 1969 and early 1970, as the
rate of real economic growth fell to zero or below zero, the process of
price inflation accelerated.® '

It may be argued that, while there is little or no positive correlation
between the rate of real economic growth and the rate of price infla-
tion, there is nonetheless a clear and positive correlation between the
reduction of unemployment below certain levels (it is never made
clear just what these levels are) and price inflation. But this argument
is not justified by the empirical evidence.

" During 1952-55, when virtual price stability was achieved, the aver-
age level of unemployment was very much lower than during 1955-58,
when price inflation was relatively severe. During the shorter period
1956-58, unemployment averaged still higher, although price inflation
became still more severe. .

Remarkable price stability was achieved during 1960-66, when em-
ployment averaged about the same as during 1956-58 when price infla-
tion was severe. Moreover, looking at trends within the periods aver-
aged, unemployment rose from 4.1 percent in 1956 to 6.8 percent in
1958, while it fell from 5.5 in 1960 to 3.8 percent in 1966. Although
price inflation was rampant during 1966-68, and especially in 1969
and early 1970, unemployment at 4.2 percent in February 1970 was
much higher than the 8.8 percent rate in 1966 when inflationary price
changes were far less severe, and rose about 20 percent, from December
1969 to February 1970. :

Tae Spurtous “TiMrELAG” ARGUMENT

In view of this long record, it becomes increasingly ridiculous, if
not disingenuous, to continue to insist that “timelags” explain these
opposite trends in the economy and in prices, or to attempt to dispute
my conclusions by contrived permutations in the years selected for the
analysis. As a matter of fact, I have found no studies in depth by
economists, inside or outside the Government, which have even at-
tempted qualitatively and empirically to question my analysis or dis-
pute my conclusions.
~ Some comments need to be made about the periods which I have
selected for my demonstrations, in order to show why these selections
are appropriate, rather than chosen to yield a particular result. In
depicting the relationships between real economic growth and price
trends, I have been guided in my choice of periods by the growth-rate
developments without regard to the price trends, and then let the cards
fall as they may with regard to the price trends during these same

eriods. ‘
P To illustrate the reasons for the period selections which I have thus
made in the foregoing exercises compare real economic growth rates

5 See chart 4, and also chart 13, at end of text, subsequently tobe discussed in detail.
8 See again charts 4, 5, and 13 at end of text, and 1970 Economic Report of the President.’
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with price trends, the period 1952-55 was selected because the real
growth rate was 4.5 percent from 1952 to 1953 ; and, though there was a
Tecession from 1953 to 1954, the real growth rate was 7.5 percent from
1954 to 1955, and price inflation was not great during any of these
years. I have selected the periods 1955-58 and 195658 because the real
.economic growth rate was very low or negative in each year during
these periods, declined from year-to-year, and culminated in an eco-
nomic recession; meanwhile, price inflation averaged quite high.

I have selected the periods 1958-60 and 1960-66 because the real
growth rate was very high during the first and last year of these two
periods, averaged high throughout and was high except for 2 years;
during these periods, there was very little price inflation. I have se-
lected the period 1966-69 because the real economic growth rate de-
«clined very sharply during the first year within this period, averaged
very low for the period as a whole, and culminated in an absolute
recession during fourth quarter 1969 and first quarter 1970; during
this period, in general, price inflation accelerated greatly. To be sure,
the real growth rate was high from 1967 to 1968, but this aberration
from the record for the period as a whole does not vitiate my demon-
sstration. Indeed, on the “timelag” theory, prices should have declined
(or at least evidenced a much less rapid rise) during 196768 in view
-of the very drastic economic slowdown during 1966-67, but instead
prices continued to march upward very substantially.

This analysis is much too comprehensive, and extends over far too '

Tong a period, to explain the opposite movements with respect to real
growth and prices by “timelags”. Moreover, if one accepts the classical
supply and demand explanation of price trends, there is no reason why
the decline in prices should occur long after the economy begins to
.decline further and further below the reasonably full use of its re-
sources, as during 1966—early 1970, or, on a narrower view, during
1968—early 1970. The only even superficially plausible explanation
-of the so-called “lag” would be that prices are administered and, there-
fore, react slowly. But to the extent that prices are administered, the
+whole classical theory breaks down. In fact it is just because prices
are administered to so large an extent that I am able to explain the

.opposite trends in real economic growth and prices which undermine -

‘the classical theory.

But even if studies in depth by others (not yet made available, to
my knowledge) were to modify the force of my conclusions, that is
1ot the main point. I am even willing to concede that, if the recession
deepens and lasts long enough, and if unemployment raises enough,
there will be some substantial modulation of price inflation. But
putting aside for the moment whether this would be worth the cost
in the real loss and suffering caused by huge production gaps and
excessive unemployment, the reasoning which supports the prevalent
analysis would lead to the conclusion that prices will then start to
rise again in accelerating fashion when the economy moves again
toward more adequate economic growth, fuller resource use, and lower
unemployment.

The crucial issue, therefore, is not whether striking devastating
‘blows at the real performance of our economy can temporarily abate
‘in due course the process of price inflation. The crucial point 1s this:
In the longer run, these contrived upward and sideways and down-
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_ward movements of the economy, this deliberate manufacture of gross
instability, as well as the wayward and frequently about-faces in
national economic policies in the name of “fine tuning,” clearly net
more price inflation in the longrun than would result from reasonably
stable and reasonably consistent long-range economic policies directed
always toward maximum economic growth and maximuny
employment.

T believe this conclusion to be absolutely clear. But even 1if it were
not absolutely clear, it is clear enough to discredit those prevalent
national economic policies which strike hammer blows at the real
economy and risk further social disintegration in an ineffectual effort
to restrain price inflation by the wrong means.

. TicuaT MoNEY AND Ri1siNeg INTEREST RATES ARE HicHLY INFLATIONARY

Tight money and rising interest rates have both the avowed purpose
and palpable consequence of attempting to restrain price infllation by
stunting economic growth and adding to unemployment. It must
follow, for the reason stated above, that the prevalent policy (with
slight undulations) of tight money and rising interest rates during
the past 15 years or longer has been in fact inflationary rather than
anti-inflationary. Besides, this policy has inflicted immensely more
real damage upon the economy than it would have been worth even
if it had shown some mild signs of being effective in controlling'
inflation.

During 1955-69, the average annual growth in the non-federally
held money supply was only 2.8 percent, and this contributed to a
seriously deficient average annual real economic growth rate of only
3.7 percent. Meanwhile, the average annual increase in consumer
prices was 2.8 percent. ,

During 1955-66, the growth rate in the money supply was reduced
to 1.3 percent, and during 1956-57 was reduced to-minum 0.7 percent.
The annual rate of real economic growth during these years was only’
1.8 and 1.4 percent, respectively. Meanwhile, the Consumer Price:
Index rose 1.5 and 3.5 percent, respectively. During 195758, despite a
belated effort which expanded the money supply by 3.8 percent, the-
real growth rate of the economy was minus 1.1 percent, and yet con-
sumer prices rose 2.8 percent.

During 1958-62, looking at each year separately, the money supply
rose 0.6 percent, and consumer prices rose 0.8 percent; the money
supply declined 0.6 percent and consumer prices rose 1.6 percent; the:
money supply rose 3.1 percent, and consumer prices rose 1.1 percent;
and the money supply rose 1.4 percent, and consumer prices rose 1.2°
percent., If these comparisons show anything much, they indicate a.
negative rather than a positive relationship between the trends in the-
money supply and the trends in prices. ‘

During 1962-66, the average annual increase in the money supply’
was 4.2 percent, with brisk expansion in all years save 1965-66. The
average annual real economic growth rate was 5.6 percent, and the
average annual increase in consumer prices was only 1.8 percent.

For 1968 to 1969, the increse in the money supply was drastically
reduced to 2.5 percent, the real growth rate of the economy was re-
duced to 2.8 percent, and consumer prices rose 5.4 percent. The drastic
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tightening of the money supply and the further lifting of interest
rates within 1969, and on into 1970, brought the real economic growth
rate down to zero or less than zero, while the annual rate of consumer
price inflation rose to 6 percent or higher.’

Otuer Exp Errects oF TicHT MONEY AND RISING INTEREST RATES:
TrE Housine CRrisis

In addition to crippling the economy and adding to unlemployment,
the ruinous monetary policy has had many other evil effects. It has
fed the fat and starved the lean. It has misallocated resources in a
manner which has increased the economic disequilibrium, thus tor-
pedoing real economic growth and adding greatly to social injustice
and discontent. It has had very slight effect upon the relatively ex-
cessive investment boom in plant and equipment which is financed
primarily out of retained earnings and the price structure. But it is
bringing ruination upon such vital industries as housing, and making
1t increasingly difficult for State and local governments, and even
the Federal Government, to obtain adequate borrowed funds at bear-
able interest costs. ’ , .

We hear on all sides that an average annual rate of housing starts
of about 2.6 million, during the decade ahead, is essential to the decent
housing of all our people, the rescue and restoration of our urban
areas, and business investment and job opportunities sufficient to com-
pensate for technological displacement in the mass production in-
dustries. Yet, the annual rate of private nonfarm housing starts de-
clined from 1,845,000 in January 1969 to $1,245,000 in December 1969,8
and declined further to 1,166,000 in January 1970, a decline of almost
40 percent from January 1969 to January 1970. Never, since the great
depression, has any vital industry crashed so catastrophically.

My next four charts depict the shrinkage in housing and related
commercial investment in ratio to GNP and to gross private invest-
ment; that, from 1961 to 1968, the average annual growth rate in
real terms in investment in nonfarm residential structures was only
0.5 percent, compared with 5.2 percent for GNP and 7.5 percent for
investment in new plant and equipment : that through 1977 (starting
with the base year 1967), we need a real average annual growth rate
of 11.2 percent in investment in residential structure, compared with
a needed 5.3 percent growth rate in GNP ; and that, by 1977, invest-
ment in residential structures should come to 34 percent of total:
fixed investment, compared with only 24.6 percent in 1968.° Our con-
stant reaffirmation of these housing goals, and the enactment of much
housing legislation to obtain them, become a travesty in the face of the
policy of tight money and rising interest rates.

Impacr or Rising INTerest Rates UroN THE FEDERAL BUDGET, AND
Urox tHE WaR AcAINST POVERTY

Looking at the Federal budget, the outlays as of now in the form of
intevest on the public debt are from $8 to $9 billion higher annually
than they would have been on a Federal debt of the same size if

7 See chart 5 at end of text.
8 See chart 6 at end of text.
? See charts 7, 8, 9, and 10 at end of text.
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interest rates had been maintained at the 1952 level. This means, very
simply, that the Federal surplus is $9 billion smaller, or the Federal
deficit is correspondingly greater, than it would have been if the cost

«of these rising interest rates had not been foisted upon the Govern-

ment and the taxpayer. Yet, we hear at one-and the same time that
rising interest rates combat inflation and that Federal deficits or
inadequate Federal surpluses are the central cause of inflation.

I have made this further estimate: From 1953 through 1967, the
excess interest costs imposed upon the American people (taking into
-account both private and public borrowings) totaled $106.6 billion.
This has imposed, in the aggregate, an additional burden of almost
$2,400 upon the average family of four, and almost $600 on a per
capita basis. The related chart also indicates how the average annual
-excess interests costs of $7.1 billion during 1953-67 might have been
used to reduce poverty.2® Currently, I estimate that the excess interest
costs are running at an annual rate of between $20 and $25 billion,
even while we plead inability to afford the cost of our most pressing’
domestic and international priorities.

The foregoing demonstration indicates only a small fraction of the
terrible costs of rising interest rates. For in addition to depriving
the Federal budget of the availability of huge funds which might
.otherwise be used against poverty and on behalf of our other great
domestic priorities, the policy of tight money and rising interest rates
has cost us enormous forfeitures in product and employment oppor-
tunity, and correspondingly in Federal revenueés at any given tax
rates. As will be subsequently described in more detail, this inflation-
ary monetary policy in the name of fighting inflation, along with
other ‘errors’in fiscal policies foundéd in the same misconceptions,
have caused us to forfeit, during 1953-68, more than $900 billion of:
total national product, measured in 1967 dollars. Taking into account-
the impact of a-progressive tax system at various levels of economic
activity, the forfeiture in terms of Federal revenues alone was in the
neighborhood of $180 billion. S e o

Wiy taE CoNtrRives Economic SLowpowN AND Risive UNEMPLOY-

MENT ARE ArS0 INFLATIONARY S

" Tt has thus far been shown by empirical observation that tight.
money and rising interest rates, and excessive tightening of the Fed--
eral budget at the sacrifice of our great domestic priorities, are self-
defeating by stunting economic growth.and increasing idle plant
and manpower, and in addition that these prevalent policies have
actually increased price inflation. Let me now develop, on the basis
of this empirical observation, a theoretical formulation to replace the
prevalent theory, unsupported by empirical observation, that such
policies reduce price inflation.

What are the basic reasons why the contrived slowdowns of the
real economy and the contrived increases in unemployment are infla-
tionary rather than anti-inflationary?

First, a large and influential portion of the U.S. economy is char-
acterized by administered prices, rather than by prices determined by
the so-called laws of supply and demand in a free market. When the

10 See chart 11 at end of text.



volume of business is not expanding adequately or in accord with
expectancy, many of those in the administered price sectors of the
economy lift their prices more rapidly than they otherwise would, in
the attempt to compensate for inadequate volume and to achieve in-
vestment and profit targets despite inadequate volume by higher
returns per unit. This is borne out, not only by the price trends which
I have already depicted above, but also by a wide range of studies
which I have made of particular key industries during the past 15
years or longer.

Second, for reasons which I have already stated, inadequate eco-
nomic growth and excess plant capacity reduce the actual rate of
productivity gains in the private sector very far below the growth
rate in the productivity potential which is approximately translated
into actuality during periods of reasonably full resource use. This
artificial reduction of the rate of growth in the productivity increases
per unit labor costs. And whether these trends in labor costs have or
have not justified substantial price increases (I have frequently
demonstrated elsewhere that they usually have not justified price
increases in view of profit margins, or have not justified price in-
creases as large as those which actually occurred), these reduced
productivity gains and increased labor costs per unit have in fact
resulted in large price increases.

The proper remedy for this situation is not too bring the rate of
real wage-rate gains down to the level of the artificially reduced pro-
ductivity gains, which would compound the shortages in ultimate
demand which are at the heart of the difficulty when these reductions
in the productivity growth rate take place. The proper remedy is to
maintain real wage-rate gains in accord with the growth rate in the
productivity potential. This would help to lift the economy back
toward adequate performance. And when there is such adequate per-
formance, real wage-rate gains have tended to lag behind, rather
than to run ahead of, gains in productivity.!*

Third, a large and significant part of recent and current price infla-
tion are in the fields of housing and medical care.

In housing, it must be manifest that the tragic decline in housing:
starts, in consequence of the prevalent policy of tight money and
rising interest rates, and also in consequence of the gross failure to
make adequate public investment in housing, has caused the costs
to housing occupants, whether renters or owners, to go through the
roof. In New York City today, the vacancy ratio is estimated at less
than 1 percent, and the housing shortage throughout the country has
reached a crisis stage. This is about as inflationary as anything could be.

With respect to medical care, the excessively rising costs are due
substantially to inadequate facilities and personnel, and their bad
distribution throughout the Nation. This, in turn, is due to a deficient
long-range rate of public expenditures for these purposes, in the name
of containing inflation.

Fourth, rising interest rates are inflationary per se and by definition.
A rise in the price of steel is more inflationary than a rise in the price
of avocados because steel enters into more products. Borrowed money
enters into more products than any other commodity (human labor
not being a commodity). And many of those who bear these rising

11 See chart 12 at end of text.
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interest costs pass them on to others in the form of higher prices or
rates. The utilities, which finance more largely through borrowings
than any other major industry except housing, have seen their
embedded debt costs 1ncreased tremendously because of rising interest
rates. And so, necessarily, the utilities throughout the land are seeking
rate increases which will be paid by the consumer.

It a workingman buys a $16,000 house, the excess interests costs,
caused by the rising interest rates since 1952, will impose upon him
over the life of the mortgage an additional charge equivalent to about
1 year of his income after taxes. And when he seeks to gain redress
for this rising cost of living by asking a commensurate wage increase,
it is called cost-push inflation, even though (as I have shown) the
Increases in real wage rates have tended to lag behind the increases in
productivity gains.

My sophisticated economist friends tell me that my analysis is super-
ficial, in that higher interest rates reduce borrowing, which in turn
reduces business activity, and that this is anti-inflationary.

My first answer, which I have already given, is that the slowdown
of the economy to stagnation or a negative rate of growth is inflation-
ary rather than anti-inflationary.

My second answer, which I have already given, is that the rising
interest rates do little to slow down the inflationary and excessive
investment boom in plant and equipment, while they do slow down
tragically those things which need to be expanded greatly on economic
and social grounds. )

My third answer is that, if rising interest rates are anti-inflationary
because they slow down borrowings, then it would be anti-inflationary
to encourage huge increases in the price of steel to the point where
this would slow down the use of steel, or to encourage huge increases
n the price of food to the point which would compel scores of millions
of low- and lower middle-income families to reduce their food budgets,
or to lift wages so rapidly that there would be huge decreases in the
use of labor. These fair analogies disclose the preposterous nature of
the claim that rising rates are anti-inflationary, because this is tanta-
mount to arguing that all price increases are anti-inflationary if pushed
far enough to translate a stagnation or a minimum recession into a
general economic debacle. -

Fifth, the sharp changes in business expectancies which result from
contrived efforts to move the economy upward, sideward, and down-
ward, in the effort to stop inflation, are in themselves inflationary. They
are inflationary at both ends of the scale. Many administered prices
are increased when Government policies evince the intent to lift the
economy from stagnation or recession toward reasonable growth. And
ironically but truly, many prices are raised in an effort to beat the
gun, when Government policies evince the forward intention of slowing
down the economy and reducing the growth rate in business volume.

PerspECcTIVE ON PrIcE INFLATION IN THE UNITED STATES

-Quite apart from the points T have thus far made, to the effect that
the prevalent economic policies, both fiscal and monetary, are inflation-
ary rather than anti-inflationary in their consequences, there is a
further essential point to be made. This is that we have not had in the
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United States, nor do we face any prospect of, a degree of price infla-
tion sufficiently severe to justify making the control of inflation an
obsession diverting us away from the pursuit of economic growth,.
priority development, social justice, and improved income distribution.

I trust that no one will regard my comments in this respect as being:
soft on inflation, especially in that I believe that the policies I recom-
mend will be far less inflationary in the long run than the prevalent
policies. My purpose at this point is merely to bring a more balanced
weighing of objectives into the evolution of economic policies, by set-
ting inflationary trends in a long-range and mature, rather than an
alarmist and immature, perspective.

During the most recent 10-year period 1959-69, the average annual
increase in the United States was 2.3 percent for consumer prices, 1.2
percent for wholesale prices, and 1.1 percent for industrial prices. This.
was really a better record than during the 20-year period 1949-69,
when the average annual increase was 2.2 percent for consumer prices,.
* 1.5 percent for wholesale prices, and 1.7 percent for industrial prices.
During the 80-year period 1939-69, the average annual increase was
3.3 percent for consumer prices, 3.3 percent for wholesale prices, and
3 percent for industrial prices.

To be sure, the 30-year record was greatly affected by inflation after
the great depression, and by some mistaken policies during World
War IL, and reconversion. :

Nonetheless, there is nothing in these long-range trends to justify
the substitution of the misdirected an unsuccessful anti-inflationary
frenzy for a well-directed and successful dealing with price trends
as they occur. Even the more rapid rate of price inflation during the
most recent 4 years, while far too great and requiring more correct
remedies than those which have been applied, is not essentially differ-
ent from erratic and excessive upward price movements during short
periods of years in the more distant past.

Comparisons with other countries reinforce this thesis. During
1959-69, while the average annual increases in consumer prices in
the United States was 2.3 percent, it was 8.5 percent in the United
Kingdom, 3.8 percent in France, 2.5 percent in Germany, 3.6 percent
in Ttaly, 2.5 percent in Canada, and 5.3 percent in Japan. Even during
the 5-year period 1964-69, while the average annual increase in con-
sumer prices in the United States was 3.4 percent, it was 4.2 percent in
the United Kingdom, 8.7 percent in France, 2.5 percent in Germany, 2.7
percent in Italy, 3.6 percent in Canada, and 5.2 percent in Japan.?
In many other parts of the world, the rate of price inflation has been
incomparably higher than in these relatively advanced industrial
nations.

More important by far, even if one were to question my conclusion
to the effect that a stable rate of optimum economic growth and mini-
mum unemployment would net less inflation in the long run than the
course we have been following, there is this towering issue: The real
gains in national income and wealth, and in the distributive process,
which result from sustained optimum growth and minimum unem-

loyment, tremendously outweigh any hypothetically greater advances
1n the price level (although I do not in fact concede that such greater

12 See chart 13 at end of text.
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price advances would result) which would stem from more real growth
and less unemployment. "

Further, an appraisal of the consequences of price inflation-—good or
bad—cannot stop with looking at trends in prices alone. Prices in
themselves are of little significance, apart for their effect upon the
levels and allocation of economic activity, incomes, and benefits in
terms of goods and services. A moderately rising, moderately stable,
or moderately declining price level may be conducive to the best econ-
omic and social performance, or the reverse depending upon these
allocations. A stable price price level is not, per se, a solvent of all prob-
lems. During 192229, we had a remarkably stable price level, except for
falling farm prices. Yet, under this stable price level, the allocations
of activity and incomes were so distorted that the great crash resulted.

A moderately rising price level, or even price rises of the size we
have had during the most recent years, might be desirable if they were
caused by programs and policies conducive to maximum real economic
growth, maximum employment, the service of our great domestic prior-
1ties, and distributive justice. If the recent and current inflation had
been caused by powerful programs to optimize growth and employ-
ment, elevate the real incomes of the poor and deprived, improve social
security, and provide the housing, health, and educational facilities
and services which our people need, there could not be valid objection
to this amount of price increases. But the inflation of recent years, and
currently, has been caused by programs and policies which have stunted
growth, increased unemployment, distributed income regressively, im-
posed the harshest taxes upon those least able to bear them, and starved
the servicing of our great domestic priorities. This type of price
inflation is cruel and indefensible. . :

TaE Costs oF ConTrIvED Ecoxomic DrrFraTion Anp CONTRIVED
Price INFLATION

In order to depict how much the effort to fight inflation by methods
which are in fact inflationary, and to erect the fight against inflation
‘into an obsession which has blocked adequate attention to other values
of transcendent importance, I turn now to the next phase of my
analysis. o ‘ :

‘We have not sufficiently quantified how much the successive periods
of upturns, stagnations, and recessions since 1958 have cost us. Meas-
ured in 1967 dollars, our failure to sustain the maximum employment,
production, and purchasing power which is the objective of the Em-
ployment Act of 1946 caused us to forfeit more than $900 billion of
total national production during 1953-68 as a whole, and to forfeit
‘accordingly almost 39 million man-years of employment opportunity.
If we should average during the years ahead a record no better than
this, and the performance since-1966 augurs no better on the average,
we will forfeit during the years 196977 inclusive almost $1.2 trillion
of total national production, and also more than 81 million man-years
of employment opportunity. Nobody concerned about the future of
our country, especially in view of our alleged current inability to
meet human needs adequately, can view this prospect with
equanimity.s : w o

13 See chart 14 at end of text.
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Let me stress this point in a somewhat different way. We now live
in an economy producing about a trillion dollars worth of goods and
services annually. Without complicating the problem by compounding,
a 2-percent difference in the average annual real economic growth rate
will yield a difference of 20 percent, or about $200 billion in the real
size of our total national product 10 years hence. This comes to an
average annual difference of about $100 billion. We must be aware
that the average annual real growth rate of the U.S. economy was only
2.4 percent during 1953-60; that it was only 3.4 percent during
1966-69, and will be very much lower during 1966-70; and that the
massive tax reductions in 1964 produced a great,spurt for a short
time, but in longer range perspective increased the disequilibrium by
the irrational distribution of the tax-reduction allocations. Indeed, the
real growth rate from 1966 forward would have been very much worse,
but for the unexpected speedup in the Vietnam war. Under these cir-
cumstances, it is certainly conceivable that we might, during the de-
cade ahead, have an average annual real economic growth rate 2 per-
cent lower than the 5 percent or better which we must register to keep
our resources fully employed, and to service more reasonably, without
excessive domestic strain and conflict, our burgeoning domestic and
our great international responsibilities.

It is unthinkable that we should, through deliberately contrived pol-
cies, blunt this great nonsecret weapon of the U.S. economy through
an irrational obsession about the inflationary problem, which coin-
cidentally is aggravating inflation because it is so filled with error.

Maix Causes or THE DericienT EcoNodic PERFORMANCE
AccomMpaNIED BY CONTRIVED PRICE INFLATION

The reasons for the deficient economic performance have become in-
creasingly clear over the years, and on many occasions I have called
attention to them in testimony before various congressional commit-
tees and elsewhere. Each substantial upward movement of the economy
has evidenced a rate of growth of investment in the plant and equip-
ment which add to our productive capabilities far in excess of the rate
of growth in ultimate demand, in the form of total private consump-
tion expenditures plus total public outlays at all levels for goods and
services. When this imbalance has become sufficiently severe, there have
been sharp cutbacks in such private investment. And these, combined
with the more enduring deficiencies in ultimate demand, have caused
the periods of stagnation and recession.

From 1961 to 1969, private consumer spending grew 44.5 percent, and
government outlays for goods and services at all levels grew 49.1 per-
cent, while private investment in plant and equipment grew 74.1 per-
cent. From 1968 to 1969, private consumer spending grew only 3
percent, and government outlays only 0.9 percent, while private in-
vestment in plant and equipment grew 6.6 percent.™* In early 1970, with
the economy in recession, the unrestrained investment boom is rushin
recklessly ahead, while every national policy is being directed towar
restraint of ultimate demand in the form of private consumption and
public outlays.

% See chart 15 at end of text.
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Twue MAGNITUDES OF THE TASKS AHEAD

From the base year 1968, employment needs to be up 7.3 percent by
1972, and 15.2 percent by 1977. The true level of unemployment needs
to be down 2.1 million by 1972, and 2.2 million by 1977. Total national -
production, measure in fiscal 1969 dollars, needs to be up an estimated
$229 billion by 1972, and more than $525 billion by 197725

I turn next to the basic changes required in national economic poli-
cies, if we are to reverse the unfavorable trends during recent years,
whether measured by growth or by attention to our most pressing
domestic priorities, or by the requirements for a sensible program to
curb inflation. '

Towarp A ReconsTrRucTED MONETARY PoLIcY

First of all, for the reasons I have already stated fully, there needs
to be at once a prompt and decisive change 1n national monetarly poli-
cies. Toward this end, I recommend consideration of the following
six-point program:

(1) Congress should require by legislation that the Federal
Reserve assure an annual rate of expansion in the money suppl
roughly in accord with the goal for economic growth set flc))rt
annually in the President’s Economic Report. This would help
to keep interest rates within bounds; but many interest rates
should be rolled back by legislation to 4 percent, and perhaps to 3
percent. :

(2) Subject to various limitations set forth below, Congress by
legislation should concentrate authority to regulate the money sup-
ply in the Federal Reserve Board, appointed by the President and
confirmed by the Senate, instead of having this function shared
with five additional members of the Federal Open Market Com-
mittee, drawn from private banks. The Open Market Committee
should be abolished by legislation. Vital public functions should
be publicly exercised ; '

3) Congress should require by legislation that each Economic
Report of the President deal in full with monetary problems and
policies, and also contain a report from the Federal Reserve Board
as to its objective and intentions for the year ahead, to achieve
inthg.ration of monetary policy with other basic national economic
policies;

(4) Toward further strengthening the President’s hand, the
14-year terms of the members of the Federal Reserve Board should
be reduced by legislation to 4 years; and the term of the Chairman
should be made coextensive with that of the President, who should
also have clear legislative authority to designate » new Chairman

~ at any time from among Board members;

(5) Because aggregate enlargement or contraction of the money
supply tends to strengthen the strong and weaken the weak, legis-
lative action should move the Federal Reserve toward more selec-
tive monetary controls, taking into account national priorities and
the goals of the Federal Government, as embodied in congressional
and executive action;

15 See chart 16 at end of text.
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(6) The Federal Reserve Board should be reqtl)lired by legisla-
tion, or by a joint congressional resolution, to submit to the Con-
ress, within a period of 8 months, its own recommendations as to
ow interest rates may be substantially reduced by its own actions
and/or by appropriate legislation, with emphasis upon selective
limitations on interest rates in accord with national priorities.

Towarp A ReconsTRUcTED Tax Poricy

As already indicated, we also need drastic revisions in national fiscal
policy both on the expenditure side and on the tax side. Attempting to
balance the Federal budget at the expense of the national economy
hurts the national economy, hurts the Federal budget itself in the long

run, starves our national priorities, and fans inflation. I have already "

detailed why this is true.

On the tax side, there has been a plethora of errors in need of cor-
rection. Massively and egregiously during 1962-65, and to a considera-
ble degree again in 1969, we undertook the wrong kind of tax reduc-
tion for the wrong individuals and business entities at the wrong time.
Optimum economic growth will justify some further tax reduction in
later years. But national dedication to repeated orgies of tax reduction
makes it impossible to finance what our people and our Nation most
need. And this evil is compounded, when the tax reduction is of a
composition which increases the imbalances in the economy by exces-
sive stimuli to private investment and inadequate attention to ulti-
mate demand. Prior to the enactment of the massive tax reductions in
1964, I pointed out how ill-designed and regressive they were in detail,
and our entire experience since then has fully demonstrated the validity
of my original position. In my 1969 testimony before the Senate Fi-
nance Committee, I pointed out that, even with the repeal of the invest-
ment tax credit which I opposed from the time of its inception, the
so-called tax reform legislation moved considerably further in the
wrong direction. Although I am not detailing here the needed tax
action, the first opportunity should be seized to revise the Federal tax
structure in a highly progressive direction. .

TowardD A ResTorATIVE FEDERAL SPENDING PoLicy

In that we are suffering from inadequate rather than excessive total
demand, and in that this deficiency is conspiring to augment inflation-
ary pressures, we should abandon the prevalent policy based upon the
idea that a very tight and restraining Federal budget, in terms of the
relationship between estimated outlays and estimated tax revenues,
1s desirable under current and foreseeable conditions. )

Even if we were in the position where greatly increased Federal out-
lays, to serve nonpostponable domestic priorities, offered the prospect
of a sizable Federal deficit, the current economic situation and economic
outlook call for that at this time. More of those economists who fully
recognize this should have the courage to say so. In any event, it is by
no means clear that a Federal budget directed toward full economic

restoration would run a larger deficit in the long run than a Federal

18 On this subject, see my study, “Taxation of. Whom and for What,” published by the
Conference on Economic Progress, December 1969.
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budget which joins in the contrived effort to stunt the economy and
lift unemployment.

As an integral part of my long-range budgeting of goals for eco-
nomic performance, both on the product and income side, I have year-
by-year constructed a model Federal budget, and revised it in the light
of observation. A salient feature of this model Federal budget is its
indication that, while total Federal outlays should be lifted from $186
billion in fiscal 1969 to $280 billion by calendar 1970 (measurements in
fiscal 1969 dollars), the ratio of the Federal budget to total national
product would decline slightly in a U.S. economy growing at an op-
timum rate. In the long run, this does not import net tax increases.

My model Federal budget incorporates increases in outlays for na-
tional defense, space technology, and all international, from $89.5 bil-
lion in fiscal 1969 to $94.0 billion in calendar 1977. This is because I do
not attempt to predetermine what the international situation will be.
. And even if this situtaion permits us safely to reduce national defense
outlays drastically, my own strong conviction is that we should use
these savings for international economic assistance to underdeveloped
peoples in various parts of the world. This is the best program we could
undertake to underpin the durable foundations for lasting worldwide

eace. Kven so, my model Federal budget shows that total Federal

udget outlays in these categories would decline on a per capita basis
from 1969 to 1977, and would decline from 10.11 percent to 6.73 percent
of total national product in an adequately growing U.S. economy.

-This model Federal budget projects an increase in outlays for all
domestic programs from $96.5 billion in fiscal 1969 to $186 billion in
calendar 1977, a rise from $475.84 to $812.93 on a per capita basis, and
from 10.91 percent to 13.32 percent in ratio in GNP.

My specific projections for the economic opportunity program, hous-
ing and community development, agriculture and natural resources,
education, health services and research, and public assistance, labor
and manpower, and other welfare services, are shown on the same
chart.'”

Through nationwide dedication to a program such as this, we could
create in our land by 1977, with sustained maximum employment, pro-
duction, and purchasing power, conditions under which poverty would .
be virtually iquidated and great inroads made upon deprivation; the
poisoned airs and waters would be purified, and other environmental
aspects which now so trouble the ecologists would be taken care of; a
decent home would be provided for every American family, and our
urban areas carried far along the road to decency and restoration; our
farm population would be relieved from the terrible inequities in aver-
age incomes and public sefvices which it has so patiently endured for
so long; our public schools would become what they ought to be, and
everybody, at costs within their means, would be able to carry their
educations as far as their abilities and ambitions and the rising needs
of the economy call for; modern health services would be available
to all American families at costs within their means; and so-called
welfare programs would be transformed from their current aspects of
bankruptcy and degradation to what they ought to be in a good society.

Most important of all, perhaps, a new awareness by the American
people of the feasibility of these goals and of the determination of their

17 See chart 17 at end of text.
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leadership to reach them, would bring one increasing purpose into
our national life, replacing the division and disunion which is now our
most serious threat as a nation and a people.

Towarp Lone-Rance Bupeering oF OUr NEEDS aND CAPABILITIES

But there is still a more important point to be made, and I have
made it repeatedly. No enduringly sound and rewarding fiscal and
monetary policies—and this applies to all basic national economic
policies—can be devised, without development of a long-range and
Integrated set of national economic and social goals, quantitative in
nature, under the Employment Act of 1946. I have always insisted
that this was the original mandate of the act, but increasingly in recent.
years this mandate has been honored only in the breach. S}l,lch goals,
geared to our potentials, are the only adequate guidelines to national
policies and programs, as the Employment Act recognizes explicitly.

CoxcrupiNng COMMENTS

I have endeavored in this statement to highlight our nationwide eco-
nomic and related social problems, and what changes in policy and
programs we need to deal with these problems as well as we can and
must. If T have come through with clarity in this effort, it would be
superfluous for me to deal with the manifold details of the President’s
Economic Report and the Annual Report of the Council of Economic
Advisers for this year 1970. It must appear, from what I have said—
if T am at all right—that these reports move basically in the wrong
direction. They misappraise and gloss over the difficulties confronting
us. They underwrite the wrong remedies, and do not recognize the
correct remedies. I do not comment on them in detail because they
just do not relate to what T am saying. )

Lest I be regarded as partisan in making these remarks, it should
be noted—and it must be known to many—that I have taken the posi-
tions contained in this statement consistently for a long time, and that
I have directed both my criticisms and my pleas to both Democratic
and Republican administrations, and to my usual allies as well as to
my usual adversaries. :

The times are too dangerous for partisanship of self-seeking. I do -
belive that the current national administration has its mind and its
ears open to those changes in policies which bear the stamp of experi- ~
ence, logic, and common sense. If I did not believe this, I would not
be making this effort.
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CHART

1

U.S.ECONOMIC GROWTH RATES,1922-1969,
AND NEEDED RATES, 1968-1977,
FOR OPTIMUM RESOURCE USE
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CHART 2

for the Entire Private Economy

LONG-TERM TRENDS IN PRODUCTIVITY
U.S. PRIVATE ECONOMY, I910-1969"
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CHART 3

BASIC U.S. ECONOMIC TRENDS, 1953-1969"
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CHART 4

RELATIVE TRENDS IN ECONOMIC GROWTH
UNEMPLOYMENT, & PRICES, 1952~ 1969~
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CHART 5

COMPARATIVE TRENDS IN GNP, PRICES, AND

NON-FEDERALLY HELD MONEY SUPPLY, 1955-1969~
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ROLE OF HOUSING AND COMMERCIAL CONSTRUCTION

IN THE NATIONAL ECONOMY,1947-1969

(New Construction as Percentage of Major Economic Aggregates)
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CHART 10

TOTAL FIXED INVESTMENT
INVESTMENT IN COMMERCIAL STRUCTURES
AND/INVESTMENT IN RESIDENTIAL STRUCTURES
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CHART 11

THE BURDEN OF $1066 BILLION IN
EXCESS INTEREST COSTS, 1953-1967
UPON THE AMERICAN PEOPLE
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MIGHT HAVE RELIEVED POVERTY

Fomilies
With Incomes Under

| Miltion in1967)

Families

With Incomes Under
000

(38MilloninI967)

Families
With Incomes Under
1,000

(1.2 Milton in 1967)

$7.1 Billion
More a Year
Received

By These Fomilies
Would Have Meant

$5317 More
For Each Family

$3271

Average Income
of These Fomilies
in 1966

V Includes families with no income and income loss.
Note: Family and Income dota from Bureau of the Ce




590

CHART 12

THE LAG IN WAGES AND SALARIES
BEHIND PRODUCTIVITY GAINS, 1960-1969"

(Average Annual Increases, Constant Dollars)

j' GNP ,'
5.1%
45%
3.4%
1.7%
1960-1969 1960 - 1966 1966-1969 4Q1968- 40969

PRODUCTIVITY, & WAGES & SALARIES

TOTAL PRIVATE NONFARM ECONOMY

1960-1969 1960-1966 1966-1969 4Q 1968-4Q 1969
29% 29% % 27%

Output Woges Output Wages Output Wages Wages

and and and ~06%  gnd
Salaries Salaries Salaries Salaries

PER MAN-HOUR PER MAN-HOUR PER MAN-HOUR PER MAN-HOUR

-1 PRODUCTIVITY, 8 WAGES & SALARIES

TOTAL MANUFACTURING
1960- 1969 1960-1966 1966-1969 4Q 1968-4Q 1969
38%
27%  25%
2.0% —r

Output Wages Output  Wages Output
and and
Salaries Salaries Salaries

PER MAN-HOUR PER MAN-HOUR PER MAN-HOUR PER MAN-HOUR

Yait 1969 dato pretiminary.
Basic Dato: Dept. of Commerce; Dept. of Labor
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CHART 13

SELECTED PRICE TRENDS, I919-1969
U.S. AND SELECTED OTHER COUNTRIES

( Average Annual Rates of Change)

(ONITFD STATES |
; { UNITED STATES |
] consumer Prices Wholesale Prices Industrial Prices
Up Up up
u Up Up up 3.3% 3.3% 3.0%
,5‘.’,‘ ougp% ' |.9% 20% zo% :
08%
|9|9 1969 |929-|9& 1939-1969
' 34% u
Up Up - b P Up
22% W v 23% up Up 7 24%  22%
- " - B 1.2% L1%
1949- I969 " 1959-1969 1964-1969
. N
up
4t . , 5.4% & "
[ 32% 30w . 34% "
. Up
18% e L%
19671969 , 1968-1969 19571959 -

{SELECTED OTHER COUNTRIES |

! T
D7) Consumar Prices, 1989-69 ~ () consumer prices, 1964-59~] I ¥rotesate Prices,1957-'57 [ Whotesale Prices, 196267
UNITED KINGDOM FRANCE GERMANY ITALY CANADA JAPAN

Up  Up
% 52%

2.5% 2. 5%

Pl

x\

P
0.4% @

-VBosedon 11 months dato for 1969; Italy, 9 months data.
Source: Bureau of Labor Statistics; Department of Labor and Organization for E ic Cooperation and O

~

42-937 0—70—{pt. 3——8
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CHART 14

COSTS OF DEFICIENT ECONOMIC GROWTH
U.S. ECONOMY, 1953-1968 AND 1969-1977

(dollar items in billlons of 1967 dollars )

[1953-1968]

praremd

Total National Man-years of Personal Consumplion Gov' Outloy for
Production Employment!/ Expenditures Goods and Services
{GNP)
s £ %
/
1953-1968: $ 9178 | 1953-1968:386 Million | 1953-1968:$6928 1953-1968:$32.9
1968: 8i8 1968: 2.| Mitlion 1968: 73l 1968: -Il.7
Private Business Investment |  Average Family Income Woges and Salories Unincorporated Business
(incl.Net Foreign) and Professional Income
s | | ® | W
1953-1968: $192.1 1953-1968:$11.459 1953-1968:$6372 1953-1968:$794
1968: 204 1968: 1,208 1968: 67.3 1968: 84
I 1969-1977 I
S————————
Total National Man-years of Personal Consumption Gov't Outlay for
Production Employment!/ Expenditures Goods and Services
(GNP)
T 4 8 &
s = ! \"%
1969-1977-$1,173.7 1969-1977: 31.4 Million 1969-1977:$ 7640 I969-l977:$|46.l
1977: 2154 1977:  50Million 1977: 144.4 1977 27.2
Private Business Ivestment | Avercge Fomily Income Wages and Solaries Unincorporated Business
( IncL Net Foreign) and Professional income
1969-1977:$263.6 1969-1977:$ 11958 1969-1977:$ 702.7 1969-1977:$ 87.6
1977: 438 1977: 2,349 1977: 132.8 1977: 16.6
"7 Based upon true level of ing full-time fuli-time eq of part-time
,and d {nonpar lon in civilian labor force) due to scarcity of
job opportunity.

Basic Dota: Dept. of Commercs; Dept. of Labor
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CHART 15

COMPARATIVE GROWTH IN VARIOUS ASPECTS OF
U.S. ECONOMY 1961-1969"

{ Constant Doilars )

TOTAL NATIONAL
PRODUCTION(GN.P)
Up

4

Up
2.8%
I
1961- 1968-
1969 1969

" PRIVATE CONSUMER
SPENDING

Up

Up
30%
]
196~ 1968-
1969 1969

 GOV'TOUTLAYSFOR |
GO0DS AND SERVICES

Up
49.1%

1968-
1969

PRIVATE BUSINESS
INVESTMENT
(Iﬁc. NET FOREIGN)

p

1961~ 1968~
1969 1969

PRIVATE INVESTMENT
IN PLANT AND EQUIPMENT
Up

1968-
1969

1961-
1969

CORPORATE PROFITS
(&IVA)

1961- o
1969 34%

PERSONAL INTEREST
INCOME

Up

PERSONAL DIVIDEND
INCOME
Up

TRANSFER
PAYMENTS
Up

1968-
1969 1969

1961-

Up

I9€1-
1969 1969

1968-

Up
1.8%
1961- 1968- 1961- I968 1961~ 1968-
1969 1969 1969 1969 1969 1969
WAGES AND SALARIES LABOR INCOME FARM PROPRIETORS'

NET INCOME

Up
2.1% 2.1%

1969 1969

Yain 1969 dota preliminary
Source: Dept. of C

¢, Office of Busil

E ics and CEP
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CHART 16

GOALS FOR THE U.S.ECONOMY, 1972 & 1977
PROJECTED FROM LEVELS IN 1968

( Dollars ttems in Billions of EY, 1969 Dollars )

£ Single Optimum Economic Economic B
= Projection -’ . Growth Projection Growth Projection
EMPLOYMENT TRUE UNEMPLOYMENT TOTAL PRODUCTION
(1n Millions of Man-Years) (In Miltions of Man - Years) % L Up
' 1972 1977 ﬁ $525.6
Down Down
Up 24 22

15.2

FULL-TIME REPORTED

UNEMPLOYMENT
1972 1977
Down Down
04 05
1972 977 1972 1977
CONSUMER SPENDING PRIVATE BUSIF_JESS GOV'T OUTLAYS FOR
. INVESTMENT GOODS AND SERVICES
ra {Inc.Net Foreign) v {Calendar Years}
r‘p'l} Up g FEDERAL
LA $97.9
1 s
| Up
| $48.4 U Up
P 22.1
$9.1 $
1972 1977 1972 1977

STATE AND LOCAL

e v
RESIDENTIAL P
STRUCTURES $639

Up Up
Up $426 $26.3
$237

197 ' 1977 1972 1977 1972 1977

v The single projections relate to goals of such high priority thot they should not be reduced even if only
the lower goals for GNP are ottained. In that event,lower priority objectives should be modified accordingly.
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CHART 17

GOALS FOR A FEDERAL BUDGET, l972 AND 1977,
GEARED TO ECONOMIC GROWTH & PRIORITY NEEDS

1969, fiscal year; goals for 1972 and 1977, catendar years
All figures in fiscal 1969 dollars Y/

ALL FEDERAL OUTLAYS NATIONAL DEFENSE, ALL DOMESTIC
’ SPACE TECHNOLOGY, 8 | PROGRAMS

ALL INTERNATIONAL @%
7 i

Tott  Per  %of Total  Per  %of Total  Por  %of
- Expend. Capita GNP Expend. Capita = GNP Expend.  Capita GNP
Year  (BiL$) $) (%) Yeor (Bl $) 3 (%) Year  (Bil. §) ) (%)

19692/ 186,062 917.01 21.02[19692/ 89.515 441.18 10.11 | 1969% 96.547 475.84 10.9!

1972 226.500 106890 20.6 (1972 90000 424.73 8.19| 1972 136.500 644.17 12.42
1977 . 280.000 1,223.77 20.06( 1977 94.000 410.84 6.73] 1977 186.000 812.93 13.32

ECONOMIC OPPORTUNITY HOUSING AND AGRICULTURE ; AND
PROGRAM GCOMMUNITY NATURAL RESOURCES
DEVELOPMENT
b s
Total Per % ot Total Per % of Totat Per % of
Expend. ita GNP Expend. Capita GNP X Expend, ngitu GNP
Year  (BiL$) () %) Yeor  {Bil. $) {$) % Yeor  (Bil. §) )] %)

19692/ 2000 9.86 0.23 | 1969% 2.784 13.72 0.31 | 1969% 8.099 39.91 0.9
1972 3800 17.93 0.35 [ 1972 5500 2596 0.50| 1972 [2.000 56.63 1.09
1977 5500 24.04 0.39 | 1977 9.000 39.34 0.64] 1977 15500 67.75 1.11

EDUCATION HEALTH SERVICES PUBLIC ASSISTANCE;
AND RESEARCH LABOR, MANPOWER, AND
IM{E OTHER WELFARE SERVICES

Tota! Per % of Totol Per % of Total Per % of
Expend. Capita GNP Expend. Capito GNP Expend.  Capita GNP
Year (Bil. $) ($) % Year  {Bil. $} $) (%) Yeor  {Bil $} ($) %)

19692 4699 2316 053 | 19692710655 52.51 1.21| 19692/6.280 30.95 0.69
1972 16.200 76.45 147 | 1972 14.000 66.07 1.27| 1972 9.500 44.83 0.86
1977 32.900143.79 2.36 | 1977 20.000 87.41 1.43| 1977 15.100 66.00 1.08

L Dotlars of purchasing power app y din President's fiscol 1969 Budget

_2/ Administration's Proposed Budget as of Jan. 29, 1968. Beginning with fiscal 1969, the Budget includes the !
immensa trust funds, net lending, and other relatively minor new items. Note: Goals include Federal contributions of one billion
in 1970, and more than two biltion in 197 7,10 the OASDH| to help increase benefit payments to the oged.

Projections by Leon H.Keyserling.




CUNA INTERNATIONAL, INC.
By J. OrrIN SH1PE, Managing Director

This statement is submitted on behalf of CUNA International,
which represents credit unions in all 50 States, the District of Colum-
bia, and Puerto Rico. These groups represent 22 million Americans in
the credit union movement. CUNA appreciates this opportunity to
express its opinion regarding the President’s Economic Report and the
Report of the Council of Economic Advisers, submitted to Congress
in February 1970.

GeneraL Economric Posrrion

Our major economic problem is inflation. In the last 4 years, real
production has lagged behind inflationary growth. Our prime economic
objective now is to reduce the rate of inflation.

" The expansive governmental fiscal and monetary policies of recent
years have led to enormous Government spending. This seemed appro-
priate from 1961 to 1965, when full use of resources was a necessary
goal., Bur%eoning costs of the Vietnam war have helped contribute
to a rising budget deficit along with accelerating inflation.

There is some argument currently as to the true causes of inflation.
One group sees the classic villain—an unbalanced Federal budget.
Others blame the current administration procedure of dampening the
money supply growth.

Economic expansion has been with us now for 107 months. Our
economy is sick with inflationary fever. Prices climb at an annual rate
of 6 percent and wage settlements are escalating beyond that. A whole
series of policy decisions must be made by the Federal Government;
increase taxes; reduce expenditures; produce a budget surplus; turn
over the debt. In the process, the Government is paying over 6% per-
cent for money. This has forced credit unions into an adverse position :
we can’t borrow in the market to serve our members adequately.

Some people question whether the current monetary policy is too
tight ; some economists have suggested easing up. Others want controls
or at least guidelines. The credit union movement believes that credit
controls would cause even greater problems than we have now.

So far, Government policies have not completely stopped the rise
of prices, but have caused higher unemployment.

Tue Crepit UnioN MEMBER

More than 1.5 million Americans joined credit unions in 1969. These
people come from families marked by stable employment, a home mort-
gage, average of $10,000 a year in family income, education beyond
high school, limited liquid assets. :

Two-thirds of these families have had to borrow for installment
credit in the past decade. Average savingsare low. Their basic problem
Is a rising cost of living aggravated by a desire for a rising standard
of living—better home, colfege for their children, installment credit
for durable goods.

(596)
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WaaTt Is A CreEpit Union?

A credit union is a nonprofit financial institution, operated as a coop-
erative, to collect savings from members and make loans to members.
Credit unions are chartered by State and Federal governments to serve
specific groups—employees of a company, church members, community
residents (especially in limited-income areas). Operations are regu-
lated by State or Federal legislation. :

The principal credit union activity is the accumulation of member
savings so that loans can be made to members. Repayment is under
3 years for most loans.

Interest charged for loans is used to cover expenses, including pay-
ment of return on savings accounts. Reserves are required.

The key contribution of a credit union to society is its commitment
to help members become financially sound. Consequently, whatever
hurts the member financially is destructive to all credit unions. This
includes runaway inflation, which has already hurt the savings of
credit union members and the ability of credit unions to attract such
savings. Twenty-two million people—one out of 10—are losing finan-
cial solvency and their major source for recovering it—the credit union.

The distortions brought by inflation inevitably hurt people with
fixed—or relatively stable—incomes. The present administration has
addressed itself to this problem. Credit unions, obviously, want to see
inflation controlled. '

An important limitation on attempts to control inflation, from the
credit union member’s view, is the desire to accomplish the control
without unduly increasing unemployment. o

We feel that continued deescalation of the Vietnam war will reduce
inflationary pressure, assuming released funds are not used to build up
other defense budgets. Reduced inflation can result if the President
has a consistent program to increase budgetary surplus as a means of
dampening inflationary psychology. In essence, decreased Federal
spending contributes to inflationary control. .

On the other hand, most of our members live in urban centers. They
pay a large portion of Federal, State, and local taxes. Most nonmilitary
spending programs are in the best interests of credit union members.
é)UNA supports such programs, especially environmental control,
job training, education, and public health. The Board of CUNA In-
ternational has not taken such a position formally, but our position is
that reduced spending should be undertaken in such a way as to avoid
harm to our urban populations.

Basically, CUNA and the credit union movement are interested
in any program that increases the well-being of our members. Infla-
tion has hurt us for several years. The President’s program may pro-
vide an answer for the fixed-income credit union member and the surety
of his savings.

Recent legislation has given Government the power to apply rigid
controls. We see no help for credit union members through rigid wage
and price controls. The economy that most benefits us—and the Na-
tion—is one marked by free movement of wages and prices. Credit
unions have many members who are protected by free collective bar-
gaining. They see no advantage in rigid wage and price controls.




598

The main concern of our members is maintenance of a rising stand-
ard of living. For this reason, they borrow from credit unions. Freez-
ing wages and inflation alike represent a threat to this basic plan.
Effective controls would require reversion to the system used during
the war years 1941-45.

We actually wish for more competition among financial institutions.
In this type of market, the advantages of our rates, methods, and serv-
ices are most clear. Clearly, Government policies take longer to have
effect than many have thought or desired. Prices have not declined
as expected ; in fact, they are still rising. By the end of 1970, we may
have greatly reduced the rate of inflation, perhaps in half; but we
see no hope for stable prices in the 1970’s.

Present Government policy is directed toward a more stable econ-
omy. Causes of the current inflation appear less likely under the cur-
rent policy. The present administration also places considerable em-
phasis on monetary policy as a regulator. The expectation is that this
will produce more stable and moderate growth. But the transition away
from inflation toward stability will %g painful. The economy now
appears to be in recession. Unemployment will rise above 5 percent this
year. Profits will decline due to rising costs, reduced productivity,
and increased price resistance.

U.S. Department of Commerce and University of Michigan data
show that consumer spending is lethargic. Housing starts are weak
and further decline lies ahead. A profit squeeze will result in post-
ponements and stretched-out schedules. Excess inventory must be li-
quidated. Government outlays are or soon will be declining.

Recession is the customary transition from inflation to stability.
Qur economic policy faces both formidable opportunity and problems.
The stakes are %igh. )

The decade we have just entered can be one of reasonably full em-
ployment. For this to happen, however, markets must expand by 50
percent during the decade. This is not a record pace. From 1899 through
1930, for example, decade growth was about 60 percent.

We need to cool an over]%gated economy. We need to get international
trade and finance moving into a more open direction.

Still, we must be realistic about the time required. We hope the ad-
ministration’s current policy can handle the expected labor force.
Our first priority is to combat inflation. That the present administra-
tion is doing. The second priority is to avoid harsh side effects on the
people involved.




FEDERAL STATISTICS USERS’ CONFERENCE

This statement is submitted on behalf of the Federal Statistics Users’
Conference to express it views on the economic data which provides
much of the information- upon which the President’s Economic Re-
port and the report of his Council of Economic Advisers is based.

FSUC is an association comprising 195 organizations generally
classified as business firms, labor unions, nonprofit research organiza-
tions, State and local governments and trade associations. These mem-
bers have a common interest in obtaining adequate, timely and reli-
able information from Federal statistical programs.

As members of the committee may know, for the past 5 years FSUC
has sponsored a 1-day meeting at which the key economic policy
documents are considered carefully. This year the meeting included
representatives from the Council of Economic Advisers, the Bureau
of the Budget and the Treasury Department who discussed the Pres-
ident’s Economic Report, the Federal budget and other materials
bearing on policy decisions. Throughout these entire discussions it
was clear that these policy decisions must be based on adequate, re-
liable and timely statistics. '

Immediately following this special 1-day meeting, the board of
trustees of FSUC met for another full day with representatives of the
key statistics-producing agencies of the Federal Government. We

' reviewed with these representatives the current programs of their

agencies and their requests for additions to their 1971 budgets. We do
not propose in this statement to set priorities or to suggest an alloca- -
tion of resources for statistics. We shall present our views and com-
ments before the Appropriations Committees when particular
programs are being considered. What we wish to present here are our
general observations and principles that we believe deserve empha-
sizing as a result of the broad program review that we have undertaken
this year. _

We start with the hearty endorsement of the statement of the Joint
Economic Committee in its report last year which set forth so clearly
the need for improved statistics for economic growth. In our review
with individual agencies this year, we directed our attention to the
contribution that their particular series of statistics makes both to eco-
nomic policy and to a better public understanding of economic policy.
We also directed our attention to those programs which we feel will
have particular significance in terms of assisting Government and
private enterprise in working together in mutual respect and under-
standing toward the goal of soungzconomic growth. As a result of our
review, it was concluded that the proposed 1971 programs repre-
sent a minimum that is both necessary and essential in a year of fiscal
stringency. - - .

It 1s highly important to maintain the quality of our basic on-
going statistics while at the same time looking forward to improve-
ments and additions that will help in public and private policy deci-
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sions. Although we strongly emphasize the need for improved economic
statistics, we also recognize the need for expanding our social and dem-
ographic statistics in order to better understand the relationship of
these series to our economic statistics generally. For this reason, repre-
sentatives of agencies producing our social and demographic statistics
were invited to discuss their programs with members of our board of
trustees. It 1s quite clear that there is a strong interrelationship and
that we need both economic and social statistics in order to make the
kind of policy that the problems of the day require.

This year we are especially pleased to note that the 1971 budget for
statistical programs has avoided expanding social statistics at the ex-
pense of our much neglected economic series. There is, indeed, in this
budget a slight increase in appropriations for economic statistics which,

.in our view, reflects a minimum necessary simply to keep up with the
requirements of an increasingly complex and larger economy. We di-
rect your attention to the fact that, if changing costs due to inflation
are taken into account, in the past 8 years there have been virtually no
increases in the funds available for many of our major economic
statistical areas, notably price statistics, construction and housing
statistics, national income and business accounts, and labor statistics.
The current budget provides a minimum of improvements in economic
statistics, many of which were requested but not authorized in budgets
in the past several years.

As the Council of Economic Advisers and the Joint Economic Com-
mittee move into the full implementation of the Employment Act,
through the projection of the economy for 5 years ahead, it is espe-
cially important that this be done on an adequate statistical base. The
Economic Report indicates the need for seeking patterns of regularity
that can be helpful in forming judgements about the future of the
economy. Members of the Federal Statistics Users’ Conference are
finding the same kind of need in their business and economic planning.

In our discussions with representatives of statistical agéncies we
suggested that they should seek to maximize the use of their statistics
and the statistics they proposed to collect by making clear the com-
plete nature and content of their series for a variety of actual and po-
tential uses. The Federal Statistics Users’ Conference stands ready
as an organization to assist in this effort for the private economy and
for State and local governments. In this connection, we believe that
it is particularly important that Federal statistical agencies have full
control of their individual programs in order to understand and maxi-
mize their full potential. Wherever possible, the responsibility for sta-
tistics in an agency should lie completely within the statistics producing
bureau or bureaus and come under the pyurview of the Office of Sta-
tistical Policy of the Bureau of the Budget.

We commend the administration for its attention and efforts to speed
up the release of major economic data. The new schedule of release
dates for principal Federal economic indicators is an important, ste
forward and represents a valuable contribution to keeping the public
informed. The improvements in timeliness generally will be ver
helpful in the making of key economic decisions and we will join wit
the collecting agencies in tﬁe next step which is to obtain prompter

_ reporting from the business community.
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In conclusion, we wish to thank the chairman and the committee for
inviting our comments and views on the economic issues which con-
cern the Nation and our own organization. The committee has played a
leading role in urging and defending adequate and proper economic
statistics and we pledge our continued support and cooperation to the
work of the committee.



MACHINERY & ALLIED PRODUCTS INSTITUTE

By CHARLEs STEWART, President

We appreciate your invitation of February 10 to submit a statement
for the record in connection with hearings of the Joint Economic
Committee on the Economic Report of the President.

We are also grateful for the additional time granted us to prepare
our presentation so that we might bring to the committee’s attention
two new MAPI research studies which have just been completed by
our research director, George Terborgh. In addition, this extra time
enabled us to review the statement of Mr. Nathaniel Goldfinger, di-
rector, Department of Research, American Federation of Labor and
Congress of Industrial Organizations, dated March 11.

First, our general reaction to the AFL-CIO statement is that it
conforms to the traditional economic policy views of the labor move-
ment, including reiteration of several myths which invite an extensive
critique. In the interest of brevity, however, we shall confine our reac-
tions to certain points which require at least limited comment in order
to give the record minimum balance.

The real cause of inflation—The AFL-CIO statement is based on
the central and fallacious proposition that the inflation which the
United States has been experiencing is largely a profit inflation.
Further, it is argued that the high level in business investment in
plant and equipment is totally unacceptable and is one of the principal
contributors to inflation, that investments by U.S. companies in for-
eign subsidiaries are a major cause of the deterioration of the U.S.
position in world trade, and that the Federal Government is making
the serious mistake of employing so-called aggregate economic policies
and measures as distinguished from selective approaches pinpointed
to meet specific problems and to achieve certain social and economic
priorities, '

With respect to inflation in general, in a MAPI study entitled “The
Inflation Dilemma” published last year, the Institute has documented
the fact that the principal inflationary dynamic of the past few years
has been rising labor costs. It follows that unless national policy can
relax the labor market in the major wage-determining category—
adult males—the chance of slowing down the advance of hourly com-
pensation, and with it the advance of prices, is slim. “The Inflation
Dilemma” is enclosed as a 'backgroundp document for your hearings
and for review and consideration by your staff. '

Corporate profits—Turning to the subject of profits, Mr. Goldfinger
apparently is unaware of, or chooses to ignore, the fact that the country
has already entered a period of profit squeeze for most of American
industry, Government data indicate that after-tax corporate profits
declined to a seasonally adjusted annual rate of $49.1 billion in the
final quarter of 1969 from $49.7 billion in the third quarter, $51.3
billion in the second quarter, and $51.7 billion in the first quarter of
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last year. This was the lowest level of profits since the first quarter of
1968. Further, the outlook for manufacturing profits continues to de-
teriorate as the index of labor cost per unit of output moves strongly
upward. This index has been rising at an annual rate of over 9 percent
since last July, and, as a consequence, the ratio of manufacturing
prices to unit labor cost has declined to its lowest level in more than
1114 years. : :

.Finally, the squeeze on profits is aggravated by the effect of infla-
tion. The Institute’s-new study entitled “Inflation and Corporate
Profits” has just come off the press, and we ask that the committee in-
clude. it in the record as an appendix to this relatively brief letter:
Examining the distorting effects of inflation. on the accounting pro-
cedures by which corporate profits are arrived at, and recomputing
them by correcting for these distortions, the study produces startling
results. While the overstatement of profits has varied widely over the
postwar period, it has averaged 22 percent for after-tax profits; and
enough on taxable income to make the average effective tax rate 6
percentage points higher than the nominal rate. Currently, the over-
statement ratio is above the average and headed higher. -

Business capital investment.—In another research study of the
Institute just completed and entitled “New Norms for Business Cap-
ital Investment?” it is concluded that there is persuasive evidence
that the United States has not been suffering from an artificial boom
in plant and equipment expenditures and. that new norms have been
established for such expenditures. The problem of capital supply in
the 1970’s to support such levels of capital investment, however, is
of vital national concern and deserves intensive study. It is essential
that we maintain-in this country a high level of investment in plant
and equipment in order to produce the goods required by the Nation
and in order to compete in international markets. There is another
factor ‘which is frequently overlooked—paradoxically, overlooked
even by represeritatives of labor—namely, that with the increase in the
growth rate of private employment, there must be an increase in the
investment required to equip the added workers with the- tools .of
production. An advance copy of “New Norms for Business. Capital
Investment?” is attached in mimeographed form. We regret that we
cannot furnish copies of the charts in view of the stage of the printing

rocess; however, the narrative copy which is available speaks for
itself, and we will send copies of the full document including the
charts to the staff of the committee when the pamphlet is off the press.
We believe that the material bears so directly on our curreent economic
picture and outlook for the economy in the 1970°s that it would be a
relevant and constructive addition to the record as a part of the MAPI
statement.

Private investment abroad—Mr. Goldfinger’s comment with ref-
erence to investment abroad deserves at least a limited response. As

- MAPT has been at pains to point out on so many occasions, private

investment abroad by U.S. companies is symptomatic of certain con-
ditions that affect the ability of U.S. industry to compete in foreign
trade. U.S. companies go abroad because in a commercial sense they
are compelled to. In some instances, nontariff barriers of forei

countries make exports from the United States difficult or absolutely
impossible. In other cases, particularly in labor intensive industries
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such as the capital goods and allied equipment industries, spiraling
labor costs in the United States force foreign investment by U.S. com-
panies. We have already referred to the movement of the index of
labor cost per unit of output in the United States. This index has
skyrocketed from a low of 98.6 in July of 1965 (1957-59 equals 100)
to 118.5 in January 1970. The total absence of any recognition of this
basic economic fact in Mr. Goldfinger’s statement is transparent.

There are other aspects of the economics of foreign investment that
are overlooked or misunderstood. Foreign affiliates of U.S. companies
in most cases attract from their parent organizations in the United
States a large volume of exports of components and subassemblies.
Government as well as private studies confirm this fact. In addition,
because of the wide range of factors which have compelled American
companies to extend their operations abroad and operate under the
philosophy of worldwide business, the economic health of such U.S.
companies in terms of total profits, employment levels, and research
and developemnt commitments has been greatly enhanced. In brief,
labor as well as management and government as well as private busi-
ness have a very important stake in successful foreign operations of
U.S. business.

The climate for productive investment.—Finally, we should like
to draw to the attention of the joint committee a MAPI presentation
to certain tax organizations in the United States entitled “A Favor-
able Climate for Productive Investment.” Although this is a wide-
ranging presentation, one proposition which is advanced by the state-
ment deserves to be underlined. The attitude of Government in the
United States toward a high level of productive investment and to-
ward Government policies to help support a continuing high level of
productive investment seems to have turned adverse and negative. This
appears to be true both from the standpoint of broad economic policy
and in particular tax policy. As in the case of the pamphlet, “The
Inflation Dilemma,” we are offering a copy of this presentation as a
background document. We trust, however, that the pamphlet “Infla-
tion and Corporate Profits” and the advance copy of “New Norms for
Business Capital Investment ?” will be included in the record.

It is always a privilege for the Institute to offer its views to your
distinguished committee, and we trust that the research studies to
which we have referred and our brief commentary contained in this
letter will be helpful.
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FOREWORD

With reported corporate profits currently declining in the
face of continued inflation, it is an appropriate time to examine
the distorting effects of inflation on the accounting procedures
by which these profits are arrived at, and to recompute them by
correcting for these distortions :

By all means the largest factor of distortion is the historical
costing of physical asset consumption—fixed assets and inven-
tory. MAPI Research Director George Terborgh has dealt
with the deficiency of historical-cost depreciation in a recent
pamphlet, Underdepreciation From Inflation—A Ghost Re-
turns.” The present study adds the undercosting of inventory
consumption and applies the combined shortfall in the recom-
putation of corporate profits.

The results are startling. While the overstatement of prof-
its has varied widely over the postwar period, it has averaged
22 percent for after-tax profits, and enough on taxable income
to make the average effective tax rate 6 percentage points
higher than the nominal rate. Currently the overstatement
ratio is above the average and headed higher. For 1969,
corrected after-tax profits were 18 percent below 1966. The

! Mr. Terborgh's current series of studies on inflation also includes:
Accelerated Depreciation as an Offset to Inflation, MAPI, 1970; “Effects
of Inflation on Lenders and Borrowers,” Capital Goods Review No. 79,
September 1969; “Effects of Inflation on Equity Returns,” Capital Goods
Review No. 80, December 1969; and “Gainers and Losers From Inflation,”
Capital Goods Review No. 81, March 1970.

1
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profit margin on output was down by nearly one-third, to the
postwar lows. (The uncorrected profits were up by 1 percent
and the margin down by only 19 percent.) Clearly, the dis-
tortion from conventional accounting has become a matter of
urgent concern, not only for management and the accounting
profession, but for public policy.

The study not only documents the need for some kind of
accounting adjustment for inflation; it puts to rest the myth
that inflation is good for profits. I commend it not only to the
business community but to all those interested in a viable free
enterprise system.

Charles W. Stewart

President
March 1970
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The effect of inflation on the accounting of corporate profits
is not a new subject for the Institute. After World War II it
published several studies purporting to estimate this effect, the
most recent in 1959.* In view of the relative stability of the
price level in the early sixties, the subject became increasingly
academic, and nothing further was done on it. With the revival
of inflation in the second half of the decade, however, it has
come back to life, and it is now time to bring the earlier studies
down to date.

Fortunately, this operation is greatly facilitated by the
results of an extensive investigation of corporate depreciation
conducted not long ago by the Department of Commerce.
Thanks to computerization, these results provide so many
options, both in historical-cost and in current-dollar deprecia-
tion, that it is quite unnecessary to repeat the laborious calcu-

1 Inflation and Postwar Profits (pamphlet), 1949; “Inflation and Postwar
Profits,” Capital Goods Review No. 12, 1952; Realistic Depreciation Policy
(book), 1954; “Postwar vs. Pre-Depression Profits of Manufacturing Corpo-
rations,” Review No. 25, 1956; Corporate Profits in the Decade 1947-56
(pamphlet), 1957; “Corporate Profits and Rates of Return in the Fifties
Adjusted for Comparison With Those of the Twenties,” Review No. 38,
1959.

2See Allan H. Young, “Alternative Estimates of Corporate Deprecia-
tion and Profits,” Survey of Current Business, April and May 1968.

3
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lations that entered into our previous analyses. We can simply
borrow.

Notwithstanding this boon, however, the following analysis
is rather involved and it may be well to offer a brief preview
of the main findings.

Preview of Findings

1. The charging of the historical cost of physical assets
consumed in production (fixed assets and inventory), rather
than the equivalent of that cost in current dollars (the dollars
of realization), has resulted in an enormous overstatement of
corporate profits in the postwar era, the average relative over-
statement of after-tax profits being around 22 percent.

2. The degree of overstatement has varied widely over the
period, ranging from almost 100 percent in some early post-
war years to virtually none in the early sixties. Since 1964,
however, it has risen rapidly. The reported figure of last year
was too high by $11 billion, and the excess will almost cer-
tainly be larger this year (1970).

3. Because of this history of overstatement, effective tax
rates on adjusted corporate income have been substantially
higher than on reported income, the excess for the postwar
period as a whole averaging 6 percentage points.

4. Adjusted corporate saving (retained earnings) has been
lower than reported by roughly one-third.

5. Corrected for overstatement, profits have been declining
steadily and substantially since 1966. They will probably drop
sharply this year, in view of the prospective runoff in the re-
ported results.
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6. When corrected profits are stated, not in absolute
amounts, but as percentages of the income produced by the
corporate system, the decline since 1966 has been far more
drastic. In these terms, the 1969 figure was at the lows reached
in postwar recession years—and this in a period of high
prosperity.

7. The notion that inflation is good for profits must be put
down as a popular myth.

With this preview of findings, we turn to the analysis itself.
First, a word on the general principle involved in the adjust-
ment of profits for inflation.

I. THE PRINCIPLE

Our earlier studies described the propensity of conventional
accounting procedures to overstate profits during and after a
period of inflation. Why this overstatement?

The overstatement arises, of course, from the practice of
charging the historical cost of the inventory and fixed assets
consumed in production, rather than the equivalent of this cost
in current dollars. When the purchasing power of the dollar is
shrinking, the charging of historical costs—reflecting earlier, and
hence lower price levels—is insufficient for the restoration of the
real capital used up in production. This means that the addi-
tional amounts required must come from what is accounted as
profit. Obviously this much of the so-called profit represents
nothing but the uncovered cost of making good capital con-
sumption.

Clearly there is something wrong with an accounting procedure
that yields a reckoning of cost insufficient in a period of rising
prices to secure the replenishment of the real capital of industry.
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We submit that this replenishment is a legitimate cost of produc-
tion and that there is no true profit until it has been fully pro-
vided.” *

As this implies, a proper reckoning requires the restatement
of previously incurred costs in the dollars of realization, that
is to say, in the revenue dollars against which they are charged.
Only when costs and revenue are measured in the same dollars
can the difference between them (profit) be correctly deter-
mined.

The Project

What we propose to do, therefore, is to translate into cur-
rent-dollar equivalents (equivalents in the dollars of revenue)
the costs of physical asset consumption commonly accounted
on an historical basis. We can then see what difference the
conversion makes in the profit figures. We limit the study to
the corporate system because profit as such is not available for
the unincorporated sector.

II. THE ADJUSTMENTS

We referred just now to a restatement of the costs of physi-
cal asset consumption. This means, of course, the consump-
tion of fixed assets and inventory, and implies two adjustments.
Actually the first adjustment consists of two parts. Because
the available statistics on historical-cost depreciation are on an
income-tax basis, and because tax-allowable methods and
practices have changed over the period covered, it is desirable

! Capital Goods Review No. 25, February 1956, p. 1.
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to homogenize the historical-cost series before converting it
into current-dollar equivalents.

Adjustment of Historical-
Cost Depreciation

The history of tax depreciation since World War II records
a number of significant changes. With the outbreak of the
Korean War, there was a revival (on a modified basis) of the
special 5-year amortization of defense facilities used in World
War II.* In 1953 the Internal Revenue Service announced a
relaxation of depreciation auditing procedures.? The Revenue
Act of 1954 authorized two new accelerated methods of depre-
ciation, double declining-balance and sum-of-digits. In 1962
the Treasury introduced the guideline-life system, the effect of
which was a substantial shortening of tax service lives.® This
followed a decade during which taxpayers had been reducing
tax lives on their own initiative.

- The effect of these changes has been to destroy the con-
sistency and comparability of historical-cost tax depreciation,
making it generally more liberal in the latter part of the post-
war period than earlier.* To screen out the variations, it is
necessary to assume a standard depreciation system, uniform
as to writeoff method and service-life assumptions. We pro-
pose to use for this purpose double declining-balance deprecia-
tion with straight-line switch, with service lives throughout

1 Revenue Act of 1950.

2 Revenue Rulings 90 and 91.

3 Revenue Procedure 62-21.

* See The Fading Boom in Corporate Tax Depreciation, MAPI, 1965.
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equal to 85 percent of Bulletin F lives.* This system is applied
to amortized, as well as to depreciated, facilities.

Adjustment of Standard Depreciation
for Inflation

Having applied standard depreciation on an historical-cost
basis, the next step is to restate the accrual in current-dollar
equivalents. This yields the underdepreciation from inflation.
Here we rely on the Department of Commerce conversion,
based, in the case of capital equipment, on commonly avail-
able indexes of equipment prices, and in the case of buildings
and structures on a specially prepared index of construction
costs designed to eliminate the upward bias in the published
indexes.

! This service-life assumption is admittedly not too secure. Unfortunately,
while we have a good deal of information on lives claimed for tax purposes,
we have very little on actual lives. It is impossible to say, therefore, whether
the downdrift in tax lives that set in in the early fifties indicated a concurrent
shortening of actual lives or reflected instead the relaxed audit policy of
Treasury Decisions 90 and 91 and the restructuring of depreciation accounts
under the 1954 Code. The shortening of tax lives in 1962 by the guideline-
life system has even less evidential value. In view of this uncertainty, we
assume that actual service lives were constant over the period covered at
85 percent of Bulletin F lives. According to the Department of Commerce
Capital Stock Study, this assumption is considered to provide “close approxi-
mations to actual service lives.” Survey of Current Business, May 1968,
p. 19. :

? Special amortization was used in World War II and in the Korean emer-
gency as an incentive to induce private investment in defense production
facilities at a time when their post-emergency value was problematical. Since
much of the amortized investment was in civilian-type or readily convertible
capacity, it had substantial post-emergency value. Lacking any conclusive
evidence of what the writeoff should have been, we apply the standard sys-
tem. Fortunately the amounts involved are relatively minor. For a fuller
discussion of the subject, see Amortization of Defense Facilities, MAPI,
1952, Chapter V.
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Some will prefer the conversion of historical cost into
current-dollar equivalents by reference to more general in-
dexes of the purchasing power of the dollar, such, for example,
as the GNP deflator. This is an old controversy, which we
have discussed elsewhere.* Suffice it to say that the alternative
procedure would make comparatively little difference in the
result, particularly in view of the use here of the Department’s
more conservative index of construction costs. In any case, the
alternative is not available.

Inventory Valuation Adjustment

Here again we rely on the Department of Commerce esti-
mates. These reflect the difference between inventory con-
sumption at replacement cost and at acquisition cost, making
due allowance for the existing use of LIFO and similar ac-
counting practices.

While the conversion here is on a specific-replacement-cost
basis, the range of inventory covered is so wide that the overall
result would not be far different if a general index of com-
modity prices were employed instead. (If a still more compre-
hensive index were used, including services, the adjustment
would be larger than shown. )

The Adjustments in Graphic Form

These adjustments are shown in graphic form in the several
sections of the chart on page 10.

The first section presents an interesting picture. Standard
historical-cost depreciation ran above the actual tax accrual
for several years after the end of World War II. Thereafter it
ran below it, especially after the introduction of the guideline-

1 Realistic Depreciation Policy, p. 115.
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life system in 1962. The shortfall has been diminishing since
then, however, and by 1969 the standard and actual were ap-
proximately the same. The conversion of standard historical-
cost depreciation into its current-dollar equivalent .(second
section) results in adjustments that rose irregularly until 1957.
They declined thereafter into the mid-sixties, whereupon the
trend was reversed. The combination of these two adjustments
yields the pattern shown in the third section. The shortfall of
actual depreciation below the current-dollar standard accrual
was especially heavy in the early fifties, but was substantial
through 1961. From 1962-64 it was negligible. Thereafter
it soared.

The restatement of inventory consumption costs in current
dollars gives the adjustments in the fourth section. Since
these are sensitive to short-run price movements, they have
been highly erratic, and even at times negative. During infla-
tionary periods, of course, they were strongly positive, as they
have been in recent years.

The combination of these depreciation and inventory ad-
justments appears in the bottom section. This is the payoff.
It is obvious that total undercosting has varied widely over the
postwar period, being generally high until the late fifties,
declining thereafter to zero in 1962, and rising rapidly since
then. The total for last year (1969) was nearly $11 billion,
and is almost certainly higher this year.

III. REPORTED AND ADJUSTED PROFITS

We are now in a position to adjust postwar corporate profits
for the undercosting of physical asset consumption. This is
done by subtracting the combined adjustment in Section C of
the previous chart from the profits reported on an historical-
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cost basis. This subtraction applies in the first instance,, of
course, to pre-tax profits, but since it is the same in a retro-
spective calculation for after-tax profits, we shall show it only
for the latter.’

Chart 2

After-Tax Corporate Profits as Reported
and as Adjusted ©

Billions of Dollars Billions of Dollars
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& The reported profits are a slightly modified version of the series regularly
compiled and published by the Department of Commerce. This is generally
on an income-tax basis, but includes depletion allowances. Capital gains and
intercorporate dividends are excluded. Since the depreciation adjustments of
Chart 1 exclude residential property and assets held abroad, the profit figures
shown here are exclusive of earnings from these sources. For this reason they
run somewhat below the Department’s regular series.

It is obvious at a glance that profits as reported were grossly
overstated in the early postwar period, for some years by
nearly 100 percent. The overstatement gradually diminished.

! Since this is a retrospective recomputation of profits, it takes as given the
corporate income taxes actually paid. If tax liabilities had been figured on the:
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into the early sixties, being virtually nil for 1962-64. There-
after it increased rapidly to $11 billion in 1969. Over the
entire 24-year period covered by the study, reported profits
aggregated $663 billion, against an adjusted $544 billion. The
overstatement was thus 22 percent. Conversely, adjusted
profits were only 82 percent of reported.

While the relative overstatement for 1969 merely equalled
the period average of 22 percent, it is evident that the quality
of reported profits has been deteriorating rapidly since 1966,
and that the end is not yet in sight. Notwithstanding a side-
wise movement of these profits over the interval, the adjusted
figures have declined 18 percent, the 1969 level being roughly
comparable with that of 1964. (The decline is even more
rapid, 27 percent, when the adjusted profits are stated in con-
stant dollars.)

Adjusted Profits Relative to Income
Originating in the Corporate System

The absolute decline of adjusted profits since 1966 is of
course less than the relative decline because of the expansion
of the dollar volume of business on which they were earned.
This becomes evident when we express them as a percentage
of income produced.

As a percentage of income produced, adjusted after-tax
profits for 1969 were down from 1966 by almost one-third.
They were down, indeed, to the postwar lows. True, the de-
cline started from a high level, but it is nevertheless an extraor-

adjusted pre-tax profits, the after-tax effect of the adjustment would of course
have been reduced by the tax saving resulting therefrom. But since they were
actually figured on the reported profits throughout, there were no such tax
savings. Adjusted after-tax profits are simply adjusted pre-tax profits minus
actual taxes on reported profits.
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Chart 3
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We may note two corollaries of these findings. (1) Effective
tax rates on adjusted taxable income have averaged substan-
tially higher than on reported income. For the postwar period
as a whole the figures are 51.2 percent and 45.2 percent,
respectively. (2) Real corporate saving (retained earnings)
has been substantially lower than reported. Here the totals for
the period are $249 billion vs. $367 billion.

We have commented on the deterioration in the quality of
reported profits during the present inflation (since 1964), and
on the recent acceleration of the process. The notion that
inflation is good for profits is a popular myth based on the illu-
sions of historical-cost accounting. Correctly computed, with
costs restated in current dollars, they are almost certain to lose
from inflation.

1 For a theoretical analysis of this tendency, see “Effects of Inflation on
Equity Returns,” Capital Goods Review No. 80, December 1969.
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FOREWORD

The level of corporate capital expenditures over the period
1965-70 (the last year estimated, of course) has been excep-
tionally high. In relation to the volume of business done by the
corporate system, these expenditures have averaged 20 per-
cent higher than they did in the previous postwar period 1947-
64. They have also been high in relation to the internal funds
generated by the system, particularly in the last two years.
They exceeded these funds by 27 percent in 1969 and on the
basis of present forecasts will exceed them by 38 percent in
1970, against an average relation of approximate equality
over the pre-1965 period.

The question is raised in this study whether the historical
(1947-64) ratio of capital expenditures to business done is
valid for the 1965-70 period, and even more important,
whether it is valid for the future. The author, MAPI Research
Director George Terborgh, examines five factors that may ac-
count for the recent high ratio: (1) inflation hedging; (2)
accelerated technological change; (3) rapidly rising labor
costs; (4) the relation of equipment prices to labor costs; and
(5) accelerated employment growth. He concludes that the
last named has been the predominant one, accounting for
roughly three-quarters of the amount to be explained.

While the future contribution of some of these factors is
uncertain, the accelerated employment growth is destined to

1




625

2 MACHINERY AND ALLIED PRODUCTS INSTITUTE

continue, though less dramatically, and with relatively less
impact, than in the recent period. Giving modest weight to the
other factors, the study concludes that the old (1947-64)
norm is too low for the years ahead. “Corporate investment
requirements are going to be substantially higher hereafter in
relation to the volume of business done than in the pre-1965
period.”

These heavier requirements pose the problem of financing.
Since the prospect for a higher ratio of corporate internal funds
to business volume is poor, the enlarged requirements imply a
relatively heavier reliance on outside financing. This means
intensified competition with other capital-market claimants—
unincorporated enterprises, housing, consumers, and govern-
ments—for the savings of the community, and calls in ques-
tion the adequacy of these savings to meet the nation’s needs.

Since the analysis finds it probable, in view of the prospec-
tive demands of these noncorporate claimants, that there will
be a capital shortage in the seventies, the essay closes with an
admonition that intensive study be given to possible public
policies for alleviating it.

I commend the study therefore not only to business execu-
tives and economists, but to those responsible for public policy
planning.

Charles W. Stewart
President
May 1970
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Those who follow economic affairs are aware that we have
had an extraordinarily high level of business capital investment
over the past few years, but they do not always realize just how
high and how long sustained it has been in relation to previous
experience. It represents, in fact, a marked departure from that
experience, raising the question whether the historical norms
are any longer valid. More to the point, are they valid for the
future? It is this question we propose to explore here.

The first step in the inquiry is a look at the historical record
itself. Here we are not concerned with the absolute volume of
business capital investment, which has of course grown enor-
mously, but rather with the relation of this investment to other
economic series. Specifically, we propose to compare it with
two such series: (1) the volume of business done by the invest-
ing companies; (2) the volume of funds generated by these
companies to finance the investment.

Because of the greater availability of data for corporate
business, we shall limit the study to this sector, specifically to
nonfinancial corporations. These account for the overwhelm-
ing bulk of business fixed investment, and their showing is
therefore of major significance for the national economy.

3
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I. CAPITAL EXPENDITURES VS. THE VOLUME
OF BUSINESS DONE

We begin with the first of the comparisons just mentioned,
that between capital expenditures and the volume of business
done. As the measure of the latter, we use the gross corporate
product.’

Chart 1

Capital Expenditures of Nonﬁnancfal Corporations as a
Percentage of Their Gross Product 2

Percent Percent
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a Capital expenditures, Federal Reserve Board (flow-of-funds accounts);
gross product, Department of Commerce (GNP accounts). The estimate
for 1970 is our own, based on the latest indications available at the time
of writing. It is, of course, highly tentative.

1 The more usual measure is the aggregate sales of the corporate system,
but this is a duplicated, or pyramided, figure which includes transfers be-
tween corporations, hence is affected by changes in the degree of integration
of processes. It is affected also by shifts in the composition of output be-
tween companies and industries with different value-added-to-sales ratios, and
by changes in the relative cost of purchases from unincorporated suppliers.
The gross corporate product calculation avoids these distortions, which can
have a significant effect over the long period covered by this study. This
product is the sum of (1) compensation of employees, (2) after-tax profits,
(3) net interest payments, (4) taxes (direct and indirect), (5) capital con-
sumption allowances, and (6) transfer payments, less subsidies, :
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An interesting picture, this. From 1947 to 1964, the ratio
of capital expenditures to gross product ranged generally in
the 12-14 percent zone, the period average being 12.8 percent.
Beginning with 1965, however, the ratio broke out on the
upside. It made further gains in 1966 and substantially held
that year’s level for the next two years, following which it went
into another climb into new territory. Thus we have six succes-
sive years with higher ratios than previously attained in any
single year of the postwar period, and with an average 20 per-
cent above the earlier average. Clearly, investment has been
extremely high by historical standards.

II. CAPITAL EXPENDITURES VS.
INTERNALLY GENERATED FUNDS

We turn now to the second comparison, that of capital ex-
penditures with internally generated funds (retained earnings
and capital consumption allowances).

In comparing internal funds with fixed-asset expenditures,
we do not mean to imply that they are exclusively used for this
purpose. They are employed, of course, for general corporate
purposes, including working capital. It is nevertheless useful
to offset them against their principal use to observe changes in
relative magnitudes. This is done in the next chart on page 6.

Here is a picture no less interesting than the preceding one.
For the pre-1965 period, and further through 1968, we have a
similar pattern of moderate oscillations around the average.
For the last two years, however, it is quite different.

1 Save for 1947. In that year, the corporate system was still working
off its wartime accumulation of liquid assets, a nonsustainable source of
internal funds. Because of this we have excluded it from the pre-1965
average, and will exclude it from future references to postwar experience.




629

6 MACHINERY AND ALLIED PRODUCTS INSTITUTE

Chart 2

Capital Expenditures of Nonfinancial Corporations as a
Percentage of Their Internal Funds 2

Percent Percent
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a Retained earnings are after inventory valuation adjustment. Again the
estimate for 1970 is our own and is provisional only.

The surge in capital expenditures relative to gross corporate
product, which began in 1965, was accompanied for that year,
and for 1966 as well, by such a rapid increase in internal funds
that the ratio of the expenditures to the latter rose only moder-
ately. The rise was moderate also for 1967 and 1968, though
for different reasons: a slowdown in the growth of expendi-
tures in the face of a sidewise movement of internal funds. Only
in 1969 did the ratio soar beyond the previous range of varia-
tion, here because of soaring expenditures on a continuance of
this sidewise movement. It spurtéd to 127 percent. If the
latest forecasts for 1970 are realized, it will advance further to
138 percent. (In dollar terms, the overages are $17 billion
and $24 billion, respectively.) Clearly, the record of these two
years is extraordinary.

III. INTERPRETATION

A number of factors have been suggested to account for the
high level of business capital investment in recent years. We
shall comment on five: (1) Inflation hedging; (2) The in-
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creased tempo of technological change; (3) Rapidly rising
labor costs; (4) A favorable relation of equipment prices to
labor costs; (5) The rapid growth of employment.

Inflation Hedging

There is a tendency these days to attribute the recent capital
investment level in part to “inflationary expectations.” It is
said that business has been trying to “beat the gun” on higher
equipment prices and construction costs by advancing in time
projects that would normally have been undertaken later.

No one can deny that this has been a factor in the situation,
but we doubt that it had much impact in the early years of the
period under review. We call your attention to the fact that the
real surge began in 1965 (Chart 1), reflecting largely decisions
made in 1964, before there were any inflationary expectations
whatever. The 1966 expenditures, reflecting for the most part
1965 decisions, were only slightly affected, if at all. It seems
likely, moreover, that the same can be said of the 1967 and
1968 outlays, responsive in this case largely to 1966 and 1967
decisions. For inflationary expectations among business fore-
casters at the time these decisions were made were prevailingly
modest—generally in the 2-3 percent a year range, hardly suf-
ficient to trigger a major response.”

1We may cite the average forecast of the annual Business Outlook
Forum of the National Industrial Conference Board (held late in the year
preceding the forecasted year) :
Increase Expected During the Year

Forecast Consumer Price Wholesale Price
For Index Index
(Percent)
1966 1.5 2.0
1967 2.4 2.1
1968 3.1 2.5

(Business Outlook, 1966, pp. 118-19; 1967, p. 121; 1968, pp. 118-19.)
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If inflationary expectations had only a limited impact during
the first four years of the period, this is certainly not true of the
next two, 1969 and 1970. It was the failure of the credit
squeeze of 1966, and later of the fiscal action of 1968, to
arrest the accelerating advance of costs and prices that pro-
duced the massive skepticism and disillusionment that have
since prevailed. For the first time, both the determination and
the ability of the government to control inflation have been
called widely into question, and business investment decisions
have come to be increasingly motivated by hedging considera-
tions. We entertain no doubt that a significant portion of the
1969 and 1970 expenditures have been so motivated. But how
much, no one knows.

Tempo of Technological Change

It is widely believed that the tempo of technological progress
has been speeding up in the postwar era, affecting both prod-
ucts and processes. In part this belief is an inference from the
demonstrably rapid growth of research and development ex-
penditures: it is held that this growth simply must have had an
accelerative effect. In part it reflects the impressions of ob-
servers in close contact with technological developments.

While the belief in technological acceleration is plausible,
there is a common tendency to exaggerate the phenomenon.
We have commented on this elsewhere:

One factor contributing to the break-with-history hypothe-
sis is the propensity to discount the technological dynamism
of the past. The achievements of today are widely evident;
the past is distant and hazy. . . . As the Committee on Recent
Economic Changes observed back in 1929, “Each generation
believes itself on the verge of a new economic era, an era of
fundamental change.” We are prone to forget that the world
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also appeared in this light to our grandfathers, and that earlier
eras may have been almost, if not quite, as dynamic as our
own.'

Even if the postwar acceleration of technological change
has been real and substantial, this does not necessarily provide
an explanation of the behavior of capital investment in recent
years. For it was under way long before 1965, when the invest-
ment surge began. Its continuance thereafter may simply have
maintained a support that had been present for years.

If this phenomenon is to serve as an explanatory factor for
the recent period, it is necessary to postulate that the rate of
acceleration has itself accelerated, with an incremental boost
in capital requirements. There is a good deal of informed
opinion in favor of this hypothesis, and it is probably valid, but
it is impossible to assess the magnitude of the investment effect.

Rapidly Rising Labor Costs

While in theory the stimulus of rapidly rising labor costs to
investment in labor-saving mechanization depends on the rela-
tion between this rise and the accompanying rise in equipment
prices, there can be little doubt that in practice the stimulus
goes beyond the theoretical effect.

The soaring wage rates and unit labor costs characteristic
especially of the later years of the period under review have
prompted desperate efforts to reduce labor requirements, and
almost certainly have generated an investment demand in ex-
cess of that accounted for by a currently favorable equipment-
price/labor-cost relation. But again the magnitude of the
effect is indeterminate.

1 The Automation Hysteria, MAPI, 1965, p. 67.
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Favorable Relation of Equipment
Prices to Labor Costs

Some time ago (1968) we published a study entitled Equip-
ment Prices and Labor Costs: Current Trends Favorable to
Investment. A word from the concluding section:

We come now to the main objective of this inquiry, an
assessment of the present position of the equipment-price/
labor-cost ratio. You will note that there has been a steady
improvement in the relation of this ratio to the trend line for
a full decade. . . . For the past 5 years it has been below
trend, and by a widening margin. At the present time its rela-
tion to trend appears more favorable than at any time since
the war except for 1946 and 1947 (a period still reflecting
the after-effects of price control), or than any time in the pre-
war era save 1929-31.*

A recomputation of the 1968 figure (preliminary at the time
of the study) and the addition of another year confirms this
finding. The favorable trend continued through 1969. This
has undoubtedly contributed to the high level of investment,
though how much no one knows.

Acceleration of Employment Growth

We come now to the last, and in our opinion by far the most
important, of the factors under review, the increase in the
growth rate of private employment. Here something unique
did happen around 1965, something, moreover, with major im-
pact on investment requirements. We refer to the arrival on the
labor market of youths born in the postwar “baby boom.” This
produced a sudden and drastic increase in the growth rate of
the labor force and a parallel increase in the investment re-
quired to equip the added workers with the tools of production.

1 Capital Goods Review No. 75, September 1968.
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In the period 1947-64, the private labor force (total labor
force minus government employees) grew at an average rate
just under 1 percent per annum. For the following 5 years, the
rate was nearly 1.6 percent.* During this period the average
annual increment to the private labor force was larger by
375,000 workers than it would have been if the 1947-64
growth rate had been continued. Since the fixed-asset invest-
ment required to equip an additional worker averaged around
$15,000 for the period, the added investment required by this
factor approached $6 billion a year.

But this is only part of the story. The 1965-69 investment
surge did more than equip these additional members of the
labor force. Unemployment was reduced sharply during the
interval, yielding a further increase of more than 250,000
workers a year over and above the augmented labor-force
growth. Applying the $15,000 per-worker investment figure
to the sum of the two, 625,000, we get an incremental invest-
ment requirement of more than $9 billion a year.

It is interesting to note that this estimated contribution to
the capital requirements of 1965-69 accounts for three-quarters
of the amount to be explained. For the excess of investment
for this period over what would have occurred with the con-
tinuance of the 1947-64 investment ratio (12.8 percent of cor-
porate gross product) averaged $12 billion a year.

IV. IMPLICATIONS FOR THE FUTURE

"This review of five factors contributing to the unprecedented
investment level of 1965-70 raises significant questions for the

It is too early in the year to include 1970 in the labor-force and employ-
ment calculations, hence in this case we cover only 1965-69,
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future. Which of these supports is temporary, or nonrecur-
rent, and which can be expected to continue? Suppose we take
them up in order.

1. As for inflation hedging, the answer obviously depends
on the success of anti-inflationary policy. If the current infla-
tion is brought under control, the hedging incentive will disap-
pear. If not, it will remain. Even if it remains, however, it
does not follow that the response will continue undiminished.
For the borrowing of future investment requirements to avoid
price increases cannot be extended indefinitely. It may be eco-
nomic to anticipate next year’s requirements, but not those of
the second year hence, much-less those of the third. Once next
year’s have been covered, the pace necessarily slows to the
rate at which investment opportunities accrue. Urless we en-
counter accelerating inflation—in which case the borrowing
horizon will be extended—this factor can be largely dis-
counted for the future.

2. The case is different for the second factor, accelerating
technological progress. Assuming the rate of acceleration in-
creased in the 1965-70 period, thus contributing to higher
investment requirements, there appears no clear reason why
the process cannot continue, at least for the next few years.

3. The stimulus from soaring wage rates, like that from in-
flation hedging, depends on the success of: anti-inflationary
policy. Only if the policy fails will this factor make more than
its normal contribution to investment incentives (wage rates
rise in a noninflationary economy, of course, but at a slower
rate). Even if the recent rate of advance continues, however, it
is questionable (barring an acceleration of the rate) whether
the exceptional stimulus will be long sustained. For here also
the anticipation of expenditures that would normally be made
later cannot continue to bite farther and farther into the future.
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4. As for the recently and currently favorable relation be-

tween equipment prices and labor costs, the answer turns on
prediction. Will the relation be maintained, improve, or de-
teriorate? We have no prediction to offer; in any case, this does
not seem likely to be a major factor either way.

5. Finally, what of the factor that apparently dominated
the picture in the recent period, the accelerated growth of pri-
vate employment? While the gain to employment over the
interval from the reduction of the unemployment rate cannot
be sustained in the future (it was made possible by the fact that

the period started with a soft labor market), the increased

growth rate of the private labor force itself will continue. Cur-
rent estimates have it averaging 1.7 percent annually, slightly
higher than the average rate for 1965-69. If the latter added
$6 billion a year to investment requirements, the former should
add say $7 to $8 billion a year over the near future. Here, at
least, is solid support for higher investment ratios in the future
than prevailed before 1965.

Adding this up, we come out with the conclusion that corpo-
rate investment requirements are going to be substantially
higher hereafter in relation to the volume of business done than
in the pre-1965 period. Even if the first four factors we have
cited as contributing to the extraordinary investment ratios of
recent years are collectively neutral in the future—surely an
ultra-conservative assumption—the continuance of the higher
rate of labor force growth should create a new normal ratio
well above the 12.8 percent average of 1947-64. If we make a
more realistic assumption for these other factors, allowing
them a net stimulative impact as compared with 1947-64, the
case for a new normal becomes even stronger.
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The Problem of Financing

If future capital investment requirements do prove to be
higher relative to the gross corporate product than in the pre-
1965 era, the question presents itself how the extra investment
can be financed. One thing is clear. Unless internal funds are
also higher relative to this product than in the 1947-64 period,
they will fall short of fixed investment, instead of equaling it as
they then did (on the average). '

The chances that the internal-funds ratio will be higher are
not bright. The federal government has recently terminated
the investment tax credit. In addition, the shortfall of income

tax allowances for capital consumption (consumption of fixed-

assets and inventory) from adherence to historical costing is
already greater relative to the gross corporate product than the
1947-64 average, and is rising.* This means a relatively greater
taxation of capital consumption as income, to the detriment of
retained earnings. It seems likely that the ratio of internal
funds to gross product will range below, rather than above,
the base-period average.

This raises the question whether the prospectively enlarged
corporate requirements for outside funds, in conjunction with
what promises to be a greatly expanded aggregate demand by
other claimants—unincorporated business, the housing indus-
try, consumers, and governments—will place the capital
market under pressure. If it does, as we suspect it will, the
American economy will confront the choice either of cutting
the investment garment to fit the financial cloth, at the cost of
slower progress than it would otherwise make, or of finding
some way to augment the supply of capital funds.

1 See the recent MAPI studies Underdepreciation From Inflation—A
Ghost Returns (1969) and Inflation and Corporate Profits (1970). In
dollar terms, the shortfall was over $11 billion in 1969.
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If the second alternative is chosen, two principal approaches
stand out. (1) Means can be found to increase the internal
funds of the corporate system. (2) The federal government
can run a sizable budget surplus, thus feeding additional funds
into the capital market through the retirement of its own obli-
gations. These approaches are not, of course, mutually exclu-
sive; both can be used.

Unfortunately, as we have just pointed out, recent actions
(and inaction) by the federal government have done nothing
to augment corporate internal funds. Moreover, the sizable
budget surplus is nowhere in sight. We submit that the problem
of capital supply in the seventies is of vital national concern,
and that it deserves intensive study. It should be high on the
agenda of public policy planning.



THE NATIONAL ASSOCIATION OF MANUFACTURERS

The National Association of Manufacturers appreciates the oppor-
tunity of presenting to Congress, at this critical time, its views on the
economic situation of the Nation and on the recommendations made in
the administration’s economic reports.

Tt is clear that the whole basis for the formulation of national
economic policy has needed a thorough reappraisal. The assumptions,
attitudes, and theories which guided policymaking through much of
the 1960’s appeared for a while to be highly successful in producing
economic growth. But our experience in the last 2 or 3 years of that
decade indicates that the growth so produced was neither balanced nor
sustainable. We will need to reconsider, not merely the details of the
economic policies pursued, but the underlying principles which,
explicitly or implicitly, have served as guides to policymaking.

The National Association of Manufacturers believes that the 1970
Fconomic Reports of the President and of his Council of Economic
Advisers provide the basis, at least in embryo, for a new style of
economic policymaking. We believe that if the approach outlined in
these reports is refined, developed, and implemented, it will lead to an
era of more balanced, more sustainable, and generally more satis-
factory economic growth in the 1970’s.

Among the qualities called for at this juncture are patience and a
recognition of the limitations both of our economic wisdom and of the
Nation’s economic resources. Our present troubles ave the result of
behaving, in the 1960’s, as though both wisdom and resources were
limitless. We have suffered from the illusions that we possessed the
skill to turn the economy quickly and painlessly whenever desired, and
the productive capacity to provide for whatever new Government pro-
grams sounded good.

Patience, and a new realization of our limitations, must be combined
with a very positive virtue: A strong determination to stick with
cconomic policy decisions despite occasional setbacks and despite the
criticism of those who insist that “there must be a better way”—
although their notion of what the better way is seems to change from
one day to the next. This combination of qualities is what wins long
campaigns—and the campaign against inflation will be a long one—
by contrast with the spectacular recklessness that occasionally wins a
minor skirmish. :

Eco~xomrc Poricy vor 1970

The report of the Council of Economic Advisers recommends a
moderate posture for both fiscal and monetary policies in 1970. In
the fiscal area, this is described as implying a modest surplus in the
unified budget in fiscal 1971. For monetary policy it is taken to mean a
rate of monetary expansion somewhere between the highly expan-
sionary rate of 1967-68, and the highly restrictive rate of the last half
of 1969,
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The National Association of Manufacturers endorses this general
approach to fiscal and monetary policies for this year. In fact we
believe that it would be a good guide to the desirable national fiscal
and monetary posture for many years into the future. The notion that
economic technicians have become skilled enough to prescribe wide
deviations from middle-of-the-road fiscal and monetary policies to
meet the particular economic problems of particular years, has been
exploded by the experience of the past half decade.

In presenting this recommendation the Council of Economic Ad-
visers comments that: “Not enough is known about the relative in-
fluences of fiscal and monetary factors to preclude the possibility that
one or the other may be heavily dominant (in 1970).” Hence, their
belief that a moderate posture in both fields is called for.

The NAM applauds this salutary recognition of the limits of knowl-
edge. One of the problems of the 1960’s was that we knew so many
things about economics which turned out not to be so.

Along with its recommendations, the Council of Economic Advisers
presents its views on the probable course of economic developments in
1970. It foresees that, during the first half of the year, there will essen-
tially be no growth in real output but that, in the second half, there
will be a resumption of growth although at a noninflationary rate.

No one can be certain that this will in fact be the pattern of economic
events in 1970, although it is a reasonable expectation. The important
point to be made at this time is that the soundness, or unsoundness, of
the Council’s policy recommendations should not later be appraised in
the light of whether its forecast turns out to be correct. The limitation
on our ability to forecast is itself an important factor to be taken into
account in framing national policy. In itself it is a reason for adher-
ing to moderate middle-of-the-road policies, and avoiding extremes.

The Council’s prescription for a modest budget surplus, and
moderate monetary restraint, is of course subject to a certain range
of interpretation. It leaves room for continuous debate during the year.

We do not, however, believe that the health of the economy neces-
sitates pinning budgetary or monetary objectives down to the last
decimal place. We do know, well enough, when fiscal and monetary
policies are not moderate, and not restrained. No one would describe
the deficits of fiscal 1966, 1967, and 1968 as moderate. And no one
would call the expansion of the credit base in 1967 and 1968 a mod-
erate monetary policy. Avoiding a repetition of what happened dur-
ing those years is more important than reducing present objectives to
precise statistical terms.

There has been some criticism of the administration’s stance on the
ground that moderate restraint hasn’t been effective so far, and that
therefore we should aim at more extremely restrictive monetary and
fiseal policies. Accordingly, some have urged that we should seek, in
fiscal 1971, not a “modest”’ surplus but a very large surplus. And the
objective in monetary policy should be, not “moderate” restraint but
very severe restraint. : ,

But it is questionable whether such extreme measures would be
really effective in leading to a period of economic stability. Neither
fiscal nor monetary extremism 1s a stance which can be maintained
indefinitely—presumably no one would argue that they should. Hence
they lead to continuous speculation as to when they will be modified
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or reversed. This speculation is itself a source of economic instability.
What is needed is not policies which are extremely restrictive, but
policies which are persistently restraining. These must be policies
which create public confidence that they can and will be adhered to for
a long time, rather than public anticipation that they must be changed
shortly.

Ecovonic Poricy Bevoxp 1970

Tn the text of the Report of the Council it is argued that, after 1970,
“s % % ot some point it will be necessary that output should rise some-
what more rapidly than potential for an interval. This would be the
only way for actual output, starting below potential, to regain the
potential.”’ .

The difficulty with such a thesis, as a guide to national economic
policy, is that there doesn’t seem at present to be any solid basis for
determining precisely what “economic potential” will be. The concept
is a vague one and not well adapted as a basis for policymaking, We
regret that this ill-defined and misleading term is used once again in
a basic economic document. _

Presumably, “potential output” is intended to mean the total output
the economy is capable of, without generating inflationary strains.
Recent experience should warn us that we do not have any basis for
estimating this in precise statistical terms. One of the nnderlying
causes of inflation in the 1960 is that policy was guided by unrealis-
tically high estimates of the economy’s possibilities.

In an appendix, the Council does present a statistical chart giving
projections of both actual and potential GNP through 1975. In read-
ing ‘this, it is surprising to learn that: “Potential output is considered
to be the output the economy would produce when operating at a
3.8 percent unemployment rafe.” No analysis is presented to support
this as a realistic basis for estimating potential. In the light of recent
history it seems likely to understate the level of unemployment con-
sistent, with stable growth.

It may be that this computation is intended to be merely illusrative,
rather than to be a precise guide to future economic policymaking. 1t
would be unfortunate if, in future years, it were felt that fiscal and
monetary policy should become stimulative whenever unemployment
remained above 8.8 percent for more than a brief period.

"The suspicion that this might be the intention of the Council’s com-
putation could renew inflationary psychology even at present. We
simply do not have any basis for believing that 3.8 percent unemploy-
ment represents the dividing line between the overutilization and the
underutilization of manpower resources.

If we seem to be making much here of a figure casually introduced
in an appendix to the Council’s report, it is because it could rise to
haunt economic policy discussion in future years. It does not seem to
be consistent with the well-balanced and informative discussion of
unemployment in appendix A of the Council’s.report.

Fiscarn Pouicy

The National Association of Manufacturers believes that a balanced
budget is one important criterion for sound economic policy, both for
1970 and for the indefihite future. Some reasonable leeway may be
allowed, but the belief that the deficit or surplus should be system-
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atically varied from year to year, in response to expected economic
changes, ought to be abjured. Although it might seem that in principle
such an approach ought to assist in achieving stable growth, in prac-
tice it has contributed to instability. ' )

But budget balance is not the only criterion for sound policy. The
level of expenditures and receipts at which balance is achieved makes
an important difference to the economy. As we learned in 1968 and
1969, balancing the budget by increasing taxes is not the most effective
way of suppressing inflation. Temporary tax increases have been dis-
credited as an anti-inflationary device. Taxpayers did not reduce their
expenditures in response to such tax increases, to the extent that had
been expected. :

For this reason we are pleased that the administration was able to
present a bhalanced budget for 1971, without proposing a further ex-
tension of the temporary surtax, and without calling for new taxes to
take its.place.

The preparation of such a budget was a remarkable achievement,
but living within it will be an even greater accomplishment. We urge
that Congress should regard the task of keeping total expenditures
down to the amount estimated in the President’s budget a primary
objective for this year.

The distribution of the tax burden as between different taxpayers
also has important economic consequences. We believe that the shift of
tax burdens resulting from the Tax Reform Act of 1969 will create
problems that will have to be dealt with in the future.

Whatever the justification may have been for any of the particular
provisions of the Tax Reform Act, its end result was to transfer some
$6 billion of annual tax burden from individual taxpayers onto busi-
ness. This massive shift is certain to be an impediment to capital
formation and to economic growth in the future. It comes at a time
when it is especially important to support capital formation, in order
to equip our rapidly growing labor force and to help suppress inflation
by supporting gainsin productivity.

We urge that for some time Congress will have to be especially
conscious of the pressing need for providing a better tax climate for
investment. This can be done through reduction in the corporate tax
rate, liberalization of depreciation, and other measures. The need for
snch steps is another reason why strict control will have to be kept on
the growth of Federal expenditures.

Moxerany Poricy

There is much debate at the moment as to whether, and when, the
Nation’s monetary authorities should modify their highly restrictive
stance, to counteruct the economic slowdown which is developing. The
impression one might get is that a precise sense of timing is all im-
portant to the success of monetary policy.

Yet, in retrospect, it is clear that the financial troubles of recent
years have not, been due to any excessive caution, delay, or hesitation in
altering the direction of monetary policy. The reverse seems to have
been trne—we have seen quite frequent and quite drastic changes in
this area. Thus we observe that, in 1968, money supply (including
time deposits) increased by 9.4 percent—far greater than any attain-
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able rate of increase in the level of real economic activity. During the
next year, 1969, policy went to the opposite extreme—money supply
actually fell, by 1.4 percent. ' ] )

This'is merely illustrative of the abrupt changes in monetary policy
which have occurred at critical times. And it 1s perfectly clear that
these changes have as often been in the wrong direction asin the right
one. The point is hardly debatable, since even the Federal Reserve
Board Chairman acknowledged last year that the swing toward ex-
pansionary monetary policy after mid-1968 was a grievous mistake.

Our conclusion is that less time and energy should be spent in debat-
ing precisely when a swing should be made between restrictive and
expansive monetary policy, and more in preaching the virtues of a
steady middle course. We believe that this attitude toward monetary
policy is implied in the statement, in the President’s Iiconomic Report,
that “* * * we must achieve a steadier and more even handed manage-
ment of our economic affairs.” The National Association of Manufac-
turers endorses the application of this principle to the management
of the nation’s monetary system.

One other point should perhaps be clarified. The present high level
of interest rates is sometimes represented as being the result of the
Government’s stringent efforts to get the inflation under control. This
implies that if only those efforts could be relaxed somewhat, the crush-
ing burden of interest rates would be eased.

The very opposite is true. High interest rates are the lingering
effects of the inflation itself, rather than of the measures taken to
control it. When the expectation is that loans will be repaid in cheaper
dollars, lenders require—and borrowers are willing to pay—a premium
in the form of higher interest charges. Those who are concerned with
the well-being of homebuyers, and others who have to pay interest
charges, should support firm adherence to a program for getting in-
flation under control.

Ixcoses Ponroy

Since about the beginning of 1969, both monetary ‘and fiscal policies
have been adapted to a position which seems calculated to get the excess
demand out of our economy. This has finally produced a slowing down
in the pace of economic activity generally. It has not, however, so far
resulted in any visible moderation of the rate of price increase.

This leads many observers to argue that “there must be a better way.”
The better way they usually turn to is some form of what is loosely
known as “incomes policy.” :

Incomes policy is regarded as including not only legislated wage
and price controls, but such devices as wage-price guideposts, a tem-
porary “freeze,” moral suasion, voluntary restraints, etc. These devices
are often advocated but seldom clearly defined. -

Tt is hard to believe that those who advocate a “freeze” of wages and
prices can intend the term in any literal sense. It would imply, for
example, that, in any industry where a Jarge wage increase had been
granted just before the date of the freeze, it would remain in effect.
But in an industry where wage negotiations were to be conducted
shortly after the date of the freeze, any wage increase whatever would
be forbidden. A universal freeze would be a most discriminatory
device, '
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Clearly any such naive approach would be impossible. This means
that an administrative body has to be set up to distinguish between
increases that are justifiable, equitable, and economically sound, and
those that are not. We would be in the nightmarish position of having
to establish a huge bureaucracy which would malke all wage and price
decisions for our economy. Whenever we have tried that in the past
it didn’t work. The only reason it didn’t totally destroy our economy
was that the bureaucracy wasn’t large enough or eflicient enough to
cover all the ground it was supposed to.

The National Association of Manufacturers is encouraged to find
that the administration has consistently opposed such interventionist
devices as a cure for inflation. We urge that Congress support the ad-
ministration in that approach.

Thne Price Ourroox

The central question on everyone’s mind is: When will this infla-
tion come to an end ? Some observers have even concluded that all ef-
forts to end it so far have been a failure, since the upward price trend
hasn’t slowed perceptibly. The advocates of continuing efforts along
the present lines are challenged to forecast just when the moderation
of price trends will occur.

The National Association of Manufacturers endorses the program
ot fiscal and monetary restraint outlined in the administration’s eco-
nomic reports as the correct way of dealing with inflation. We do not
believe that the validity of the program depends on the ability of its
advocates to predict with precision how and when it will affect price
trends.

The fund of wisdom available in the economics profession is not of
a kind that permits making such forecasts with any confidence in their
exactness. The proper answer to the question—when will the annual
rate of price increase be reduced to, say, 2 percent—is, simply, that we
do not know. :

But there are certain things that we do know, from past experience,
about inflation. First, we know that it never occurs unless it is
initially fueled by Federal deficits and excessive monetary expansion.
Second, we know that inflation gathers momentum, and hence con-
tinues for a time after the supply of fiscal and monetary fuel is cut
off. Finally, we know that this momentum does not last forever—the
inflationary fly wheel ultimately comes to rest.

These lessons from experience indicate that the administration’s
program for getting inflation under control will be successful. They
also suggest that the process will be a slow one and the time of its
completion cannot be exactly predicted.

This is the situation we are in, and it will call for high qualities
of economic statesmanship in Government leaders. It will cal] for
perséverance, firmness, courage, patience—and imperturbability while
we wailt for antiinflation measures to have their effect. It will call for
resistance to the tempting panaceas which will be offered with the
claim that they can solve the problem overnight.
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SUMMARY

To summarize this Association’s comments on the recommendations
on economic policy contained in the President’s Economic Report:

1. We strongly support a “moderate posture for fiscal and
monetary policies” in 1970, as described in the administration’s
economic reports. Furthermore, we believe that such a posture
will remain appropriate in future years, and can hardly ever be
inappropriate.

2. We question whether 3.8 percent unemployment is a realistic
standard for caleulating potential output in years after 1970. It is
our fear that such a standard could mislead the Nation in the
formulation of economic policy, and might result in a premature
turn toward stimulative fiscal and monetary measures.

3. Temporary tax increases, as a means of avoiding Federal
deficits, have proved an ineffective device for restraining inflation.
We urge that Government carefully avoid the necessity for using
such measures in the future. They are no substitutes for the control
of Government spending.

4. To support long-term economic growth, some relief will have
to be granted from the increased load of taxes on business resulting
tfrom the Tax Reform Act of 1969. This is a-further reason for
stressing the importance of rvestraining the growth in Government
spending. :

5. In monetary policy, wide swings between expansion and re-
straint, as occurred in 1968 and 1969, should be avoided.

6. High interest rates should not be blamed on policies adopted
to control inflation but on the inflation itself. ,

7. Wage and price controls, a wage-price “freeze,” and similar
devices, are not effective in the control of inflation but are seriously
disruptive to the functioning of our economy. We most earnestly
urge that Congress not turn toward antiinflationary panaceas
of this type. :

The kind of approach to the problem of dealing with inflation that is
outlined in the President’s Economic Report cannot offer any promises
of spectacular, quick, or painless success. It cannot even make any
predictions—expect as very rought guesses—as to when its intended
result will finally be achieved. We believe that it is, nevertheless, the
only sound program to follow.



NATIONAL ASSOCIATION OF MUTUAL SAVINGS BANKS
By Dr. Grover W. Exsuey, Ewccutive Vice President

Ecoxoxic Issurs Facing THE NATION AND A ProGrAM FOorR MUTUAL
Savings BaxkiNG

A decade closes. A decade begins. Massive social and economic
problems remain. Indeed, they have become even more pressing,
particularly with respect to—

Inflation,

Financial strain and imbalance,
Urban decay and unrest, and
Housing shortages.

These complex, interrelated problems reflect an economy—even one
as wealthy as ours—straining to meet vast public and private de-
mands, while engaged in a military conflict of significant dimensions.
The resolution of these several problems requires a mix of both short
and long run policy measures.

SHORT RUN TPOLICY OBJECTIVES

There is widespread agreement in both the private and public
sectors of the overriding need to dampen inflation and inflationary
expectations. This issue need not be labored here. The savings bank
industry was among the first to urge vigorous and persistent efforts
to restrain an overexuberant economy when signs of increasing stress
appeared in mid-1965. The administration merits high marks for its
continued resolute anti-inflationary posture.

In particular, savings banks applaud the President for presenting
a balanced budget—indeed a modest surplus—for fiscal-1971. This is
absolutely essential to the anti-inflationary fight and represents the
highest economic statesmanship in view of strong pressures for in-
creased and worthwhile Federal spending programs. The dangers of
recession resulting from an overly restraining monetary/fiscal posture
cannot be discounted, and there will be a maximum premium on flexi-
bility. But the danger of premature ease is greater, in our judgment,
than overly long restraint. Inflation must be stopped !

At the same time, it is clear that vigorous and extended anti-
inflation measures, effected especially through a severely stringent
monetary posture, have fallen with an uneven hand on the economy.
Most cruelly burdened has been the housing sector in which shortages
of supply are now severe—particularly for low- and moderate-income
families. The Nation is, in fact, facing a housing crisis as reflected in
President Nixon’s statement of January 21, 1970:

Housing * * * (is) bearing a disproportionate burden of both current infla-
tionary pressures and the anti-inflation measures instituted to restore price
stability * # * The continuing decline in housing production, the outflow of
funds from savings institutions supporting the housing market and the drying

up of traditionnl mortgage sources are contributing to a serious housing
shortage * * *

(G46)
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The immediate dilemma facing Federal policymakers, therefore,
is how to continue the anti-inflationary battle without further severely
depressing housing or bringing on a general business recession. It 1s
abundantly clear that when monetary policy becomes overly restrain-
ing, to compensate for less than adequate fiscal restraints, interest
rates are driven up, mortgage-oriented institutions are unable to com-
pete for funds, and housing credit dries up. An overriding requirement
of public policy, therefore, must be to place more of the burden of
restraint on Federal tax and expenditure policy. This will permit a
less restictive monetary posture, lower interest rates, and a more even
sharing of the burden of anti-inflation policies among housing and
nonhousing sectors of the economy. This and other policy recommenda-
tions have been previously urged by the savings bank industry and
others, and need only be summarized here: :

Maintain the Federal budget in surplus until the current infla-
tion is brought under control. If necessary, extent the 5-percent
surcharge beyond midyear to accomplish this crucial objective.
Permit a gradual easing in monetary restraint to lessen financial
strain and provide an appropriate environment for expanding
mortgage and housing markets. ,

Reorder national priorities in a conscious effort to reduce Fed-
eral expenditures in some low-priority areas and increase them
in more critical areas like housing and urban revitalization.'

Move as rapidly as possible to continue to issue mortgage-
backed securities to attract non-mortgage-oriented inititutions as
a supplement to traditional sources of mortgage credit.

- Explore new policies to encourage overall saving as the
strongest bulwark against persistent inflationary tides.

LONGER'RUN POLICY OBJECTIVES FOR A MORE VIABLE THRIFT INDUSTRY IN
THE PUBLIC INTEREST '

While pursuing shortrun policies to combat inflation and support
sagging housing markets, longer run policies to bring about needed
structural change in our economy need also to be pursued. We are
pleased that, in his economic message, the President emphasized long-
range planning by noting that: o

We have learned that 1-year planning leads to almost as much confusion as
no planning at all, and that there is a need to increase public awareness of long-
range trends and the consequence for future years of decisions taken now.

In this respect, there is a compelling need to program now for -
changes in the Nation’s financial structure to serve better tomorrow’s
economy. Within the financial structure, the thrift industry is anxious
to expand its role and increase its effectiveness in the broad public
interest. In essence, we seek to become “full service family.banks”
designed to serve individuals and families with the complete pack-
agel of financial services they require over their entire economic life
cycle.
yBasic structural changes and the new competitive environment
which have emerged and intensified in recent years have made it in-
creasingly difficult for savings banks to function effectively in their
traditional thrift and residential financial areas. At least three major
developments may be cited : :

42-937—70—pt. 3——12
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The emergence of commercial banks as vigorous, no-holds-
barred competitors for individuals’ savings within a framework
of greatly expanded consumer services.

The high and often rapidly rising interest rate structure, which
has placed thrift institutions at a competitive disadvantage, be-
cause of their locked-in, long-term portfolios and reduced savings
flows. The result has been a lagging rate of earnings gains com-
pared with competitors able to turn portfolios over more quickly
and acquire higher yielding investments.

The recent enactment of Federal tax legislation, substantially
inereasing savings bank tax liabilities and internal cost structures,
thus further impairing the industry’s competitive ability.

These developments have reinforced the need for restructuring the
thrift industry to permit a broadened and more flexible package of as-
sets, Jiabilities, and services to consumers. Otherwise, lagging earn-
ings from limited lending powers and narrow services for individunals
and families will keep the thrift industry at a disadvantage.

Some competitive insulation has been provided by a differentiated
structure of Federal ceilings on deposit interest rates. Reliance on
such controls. however, is hardly a basis for long-range industrv
growth and effectiveness. It is probable that interest rate ceilings will
be put on a standby basis in the not distant future. In any event. it
is inconsistent with the savings bank industry’s traditional support for
free competitive markets to favor controls in other than emergency
situations. Moreover, interest rate controls provide no protection from
savings shifts to high-flying securities in the capital markets, and dis-
intermediation has become a commonplace word and occurrence in the
thrift industry.

At the risk of being repetitive. it bears reemphasis here that the
savings bank industrv does not like high interest rates. Thé record
is clear that mutual savings banking is seriously hampered in its abil-
itv to serve the financial needs of individuals and communities when
interest rates are high and rising. During such periods, savings bank
earnings lag behind those of other financial comvetitors. and deposit
flows decline sharply as savers seek higher yields available on open-
market securities.

Thus, over a decade ago when the Treasury issued the “magic 5°s”
of 1959 in a climate of high and rising rates. savings bank deposit
arowth fell bv 47 percent from 1958. And in 1966, when the economy
was again under severe financial strain and interest rates in the open
market. were probing new highs bevond the 6 percent level. savings
bank deposit gains dropped by almost 30 percent from the preceding
vear.

These adverse experiences were more than matched last vear and in
earlv 1970 when interest. rates reached the 8 to 9 percent areas. During
1969, for the first time in decades, savings banks actuallv experienced
net deposit outflows (excluding the creditine of interest) of $753 mil-
lion. And in January and February 1970, severe adverse deposit
experience continued in most savings bank areas.

The savings bank industry has, therefore, long been acutely aware
of the seriously harmful impact high interest rates have on its competi-
tive viability, on its deposit structure, and hence on its ability to pro-
vide housing credit for American families. Savings banks function
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most effectively and usefully when interest rates are relatively low and
stable. In such a climate, the industry is able to offer competitive rates
to depositors, relative to those on open-market securities, and thus
generte a substantial flow of funds for housing credit at relatively
low rates to borrowers. As mutual institutions, savings banks are not
out to maximize earnings for a limited number of stockholders, but
rather to maximize the financial welfare of savers, of individual and
families who require mortgages and other types of personal credit,
and of the local communities in which we function. Savings banks,
therefore, impatiently await the return to better balanced financial
markets and lower interest rates.

T'he need for broadened powers—The case for broadened and more
flexible thrift industry powers has been well established over the past
decade, not only in detailed NAMSB reports and studies, but also in
several independent and objective private and governmental studies.
Most recently, the need for basic structural change has been reaffirmed
in two important studies by leading academicians, Prof. Leo Grebler
of UCLA and Irwin Friend of the University of Pennsylvania. The
Friend study was conducted under the official auspices of the Federal
Home Loan Bank Board through a congressional authorization.

Both of these studies, independently pursued, concluded that
greater diversification of assetsand liabilities would be consistent with
both public needs and the private interests of the thrift industry. It
1s important to stress, as did Dr. Grebler, that broadening of industry
powers and services can be accomplished—
within the traditional functions of thrift institutions [in a framework] that
would preserve their distinctiveness. The mission of savings associations and
savings banks has always focused on the family or consumer unit; the more
diversified operations considered in the study would be consistent with this
emphasis but adjust them to modern needs. ’

It is becoming increasingly difficult for the thrift industry to op-
erate with a balance sheet which promises instant liquidity to many
depositors from a basically illiquid asset portfolio—the basic problem
of institutions which borrow short and lend long. Broadened and more
flexible powers are vitally needed to improve the liquidity structure of
savings institutions and increase their earning power more rapidly in
periods of rising interest rates. Thus, competitive viability will be
improved, permitting a larger and more stable flow of residential mort-
gage credit. i

We agree completely with the statement in the annual report of
the Council of Economic Advisers that :

The demands on our flow of national savings * * * will be heavy in the years
ahead, and our financial institutions and financial structure must have the
-flexibility that will permit a sensitive response to changing demands.

The savings bank industry recognizes that the administration and
the Congress will want to examine directly ways and means of re-
structuring the Nation’s thrift industry to achieve greater flexibility.
We welcome, therefore, the announcement by President Nixon in his
recent economic message that he will establish a Commission on
Financial Structure and Regulation. We urge that the Commission,
building on the foundation already laid in the several exhaustive
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studies conducted over the past decade, complete its findings expediti-
ously, so that the administration and the Congress may move ahead
in this critical area. _

For consideration by the new Commission, and by Federal agen-
cies as well, a condensed outline of an ideal structure of a revitalized
thrift industry serving individuals and families is presented below. Its
general format has the widespread support of the savings bank
industry.

The packing of thrift services.
The widest possible variety of regular and special type
deposit accounts.
Savings bank life insurance. )
A form of equity participation by depositors.
The package of credit services. .
Home mortgage loans, including loans on mobile homes.
Urban revitalization loans.
Consumer loans.
Education loans.
T'he convenience and service package.
Money transfer accounts, including checking accounts and
credit card services.
Trust services.
|
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Financial counseling.
Broadened branching powers.
T'he package of investment outlets.
Income property mortgage loans.
Equity investment in real estate.
All major types of corporate and governmental securities
and investments.
Ak(lual system of chartering and supervising for mutual savings
banks.

The broadened concept of savings banking, reflected in this brief
outline of powers and services, does not represent a departure from the
fundamental purposes and objectives the industry was organized to
achieve. On the contrary, it is fully consistent with the origins and tra-
ditions of the industry, while being relevant to the needs of the times.

A more viable, more competitive, savings bank industry can be |
achieved only through new State and Federal legislation. Savings
banks have made significant advances on the State legislative front in }
recent years. While continuing to pursue broadened and more progres-
sive State legislative action, the industry is convinced that a Federal
alternative—long available to commercial banks, savings and loan as-
sociations and credit unions—is also essential for mutual savings banks.
Savings banking remains the only major type of deposit institution
without access to dual Federal and State charters. |

Industry efforts to achieve dual charter status over the past decade |
have been supported by all segments of private mortgage, housing,
and real estate groups, by the former administration, by a bipartisan
majority of the House Banking and Currency Committee in the last
Congress, by Congressmen from both parties and by academic study
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groups. Hopefully, the results of the new Presidential Commission on
Financial Structure and Regulation will provide the basis for support
by the administration of the savings bank industry’s dual charter
objective.

Not only will a Federal alternative protect against possible arbi-
trary, discriminatory, or outmoded State supervisory policies, but also
will provide the most expeditious means of establishing strong family-
oriented thrift institutions throughout the Nation. The savings bank
industry earnestly seeks the guidance and assistance of the administra-
tion and the Congress in developing Federal legislation which will
assure the viability of the savings bank industry in the interest of con-
tributing more effectively to the resolution of urgent economic issues
facing the Nation.



NATIONAL FARMERS ORGANIZATION

By Joux W. APPLEGATE

I have been invited to submit a statement on the economic issues

facing the Nation for members of your committee to consider. Being a
farmer, my statement is on agriculture and deals with efficiency and its
resulting effect on the economy when applied against our cheap food
policy.!
! Th}é first 20 thousand meals we eat are free but when we get married
and must pay for our own food the shock is so great it prevents us
from playing fair with its producer. This may be the reason the Gov-
ernment’s cheap food policy is so politically popular. However, always
an easy mark in any con game the farmer’s problem is still more or less
of his own making. Even during the first thousand generations of
man’s existence the farmer as a hunter furnished all of the people’s
food free. His standing in the community depended on his ability as a
hunter and the people took advantage of this by preparing feasts in
honor of the best hunters.

This con game is still going on today. Giant corporations hail the
farmer as the most efficient map on earth. Food is still prepared in his
honor and he is given all expense paid trips until, like the hunters of
long ago or the bragged-on 8-year-old boy, he outdoes himself.

The U.S. farmer has been taken in so by efficiency, that for the last
16 years he has paid for the privilege of producing his nation’s food.
His debts have gone up from $16.2 to $57.1 billion (source—President’s
Economic Report). Efficiency as it is practiced on the farmer today,
is not only destroying him, but it is destroying his nation. Economists
now concede that the Government’s 16-year-old cheap food policy con-
tains the perfect formula for economic disaster. To sell any product for
less than its true value does harm to the economy but, to do so to the
Nation’s largest industry for 16 years, and the common man pays in-
terest on $114 trillion. (The borrowed money used to stave off depres-
sions. Also our operating losses.)

We are much in need of a different approach. Efficiency alone in agri-
culture is not the answer, or in other words, if he has done nothing
about pricing his production the pride felt by “The Farmer of the .
Year” cannot be justified.

For his and for his nation’s well-being the U.S. farmer is in need of
statesmanlike help and guidance.

1 CPS—Cost price squeeze.
(652)




NATIONAL FEDERATION OF INDEPENDENT BUSINESS

By WiLsoN S. Jounsow, President

We appreciate your February 10 invitation to comment, on behalf of
our 277,000 individual smaller, independent business firm and profes-
sional enterprise members who are broadly representative of the small
business sector of our economy, on the President’s recommendations
to Congress in his February 2 Economic Report.

We agree with the stated overall goal, that of achieving a soundly
based, balanced growth. We agree that this necessarily involves steps
to curb inflation. But we are profoundly disturbed over what seems
to us to be the disproportionate share of the burden for combating
inflation that is being borne by small business.

Our news media today feature prominently reports of a slowing of
the rate of growth, if not actual cutbacks, in the large business sector.
Yet according to 3-month moving average numbers drawn from our
continuing economic survey of our members, small business has been
feeling such pains for almost 1 year.

For instance, upward trends in small business sales volume peaked
out in early 1969, and even in face of continued inflation drifted down-
ward. Against this, the cost of goods, even though near the ceiling,
maintained a steady climb. While the cost of labor has not been accel-
erating as rapidly as formerly, during this period small business has
been slowing its additional job creation. Though receivables have
been declining, they have been doing so during a period when collec-
tions have steadily become slower. And throughout this period there
has been reported a steady rise in average bank interest rates on bor-
rowings within the past 6 months of each survey reporting period.

In plain language the fact is that small business generally has, dur-
ing the past year, been subjected to a steadily intensifying financial
squeeze. We cite here a representative cross section of comments
received from survey respondents:

Eastern manufacturer—11-plus years old, $50,000-$99,000
yearly volume, three employees: “Burden of present tight money
seems to be on small manufacturers. We sell primarily to big
businesses, businesses who ‘raise money’ by paying bills slower.
Small manufacturers who pay higest borrowing costs are really
being squeezed.”

Midwest radio-TV retailer—4-10 years old, $100,000-$199,000
yearly volume, four employees: “Due to high interest rates and
tight money our business.was- down-2214 percent during 1969.”

Western retailer—11-plus years old, $200,000-$500,000 yearly
volume, five employees: “With the cost squeeze as it is, there will
be few people left in the farm implement business. After paying
wages, social security, insurance, workman’s compensation, busi-
ness inventory tax, there is no reason left to invest money because
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the return is Jess than can be had even in Government bonds.”

Midwest manufacturer.~11-plus years old, $500,000-plus yearly
volume, 145 employees: “We are finding great difficulty in main-
taining good sound dollar volume in our operation, which is
geared to the building industry. The decline is resulting basically

from the tight money market.”

Western retailer—4-10 years old, $100,000-$199,000 yearly
volume, 14 employees: “One of the biggest drawbacks I have
found in the past year is lack of financing. My business is on the
threshold of a boom and I yet haven’t been able to come up with
necessary financing. The SBA has guaranteed a 90-percent loan

of $50,000 and yet they claim no money on their own, and

no

lending institution will go the route. So I look forward to reducing

my inventory, releasing employees, and pulling in my ears.”

Average— 3-month moving average numbers

“‘Compared with last year,”

proportion of respondents To date, January  December January

reporting— 1968 1969 1970 last year 1969 1970
Employment higher. 5.32 53.8 53.7 54.5 53.7 53.7
Sales volume higher. 66.4 69.1 68.3 70.6 68.1 68.1
Inventories higher__ 65.7 (O] 70.6 (O] Q) (O]
Receivables higher_ 63.8 65.3 65.9 65.7 65.7 65.7 -
Collections faster___ R 37.6 37.7 35.8 38.8 36.4 35.9
Goods cost higher______._____ 96.0 97.1 97.3 96.4 §7.5 97.4
Labor cost higher____________ (O] 88.0 89.1 90.3 88.4 88.8
Prices-fees higher___.______.____ I 83.0 84.4 83.0 83.1 84.8 84.4
Interest charges (percent) (banks).._. (O] 7.7 8.5 7.0 8.4 8.5

1 Indicates data not comparable.

Explanatory note.—Monthly numbers from which these 3-month moving average numbers are constructed are derived
on the following basis: from each pertinent survey question admitting of (compared with last year) answers either
“higher,” “‘same,’” or “‘lower,"”” the sum of all answers is divided into the sum of all “higher'’ responses plus one-half

all “‘same’’ responses.




NATIONAL FEDERATION OF INDEPENDENT UNIONS

By Dox Mawuox, Executive Secretary

My name is Don Mahon. I serve as president of the National
Brotherhood of Packinghouse & Dairy Workers and national executive
secretary of the National Federation of Independent Unions.

We present herewith our comments with reference to certain issues
and recommendations related to the President’s Economic Report.

Tt is our intent to emphasize factors.considered to be of concern to
all Americans as well as seriously affecting the welfare of members
of our organizations.

The President’s statement that: “One year planning leads to almost
as much confusion as no planning at all” is most appropriate as applied
to many of both the social and economic problems facing all of us.
The evident alternative is longer range planning plus the necessary
incentives that will.encourage all concerned citizens to follow through
with their endorsement. This must be backed up with their fiscal and
moral support, too.

Our experience in this regard, as union representatives, has demon-
strated the advantages of greater stability resulting from union con-
tracts of more than 1 year’s duration. However, we have found that
when bargaining with corporation officers, and ofttimes most members
of their boards of directors, whose job security depends almost entirely
on the dividends they are able to declare at the end of the current fiscal
year, they are reluctant to project beyond that point. Therefore, it is
difficult to direct even their attention, much less their planning, much
further into the future. As a result, workers have often experienced
the sad and disastrous result when their plant closes on or before the
end of the fiscal year even though operating profitably at the time.
This ruthless action by some company officials is primarily in order to
take advantage of a related tax break. These decisions are often made
with utter disregard for the welfare of employees and their families.
This is especially disastrous to those with long service, who cannot
obtain comparable employment and earnings elsewhere due to their
age. Many naturally are reluctant to take their children and family to
some distant, new plant location. Therefore, the often cited offer of
such jobs or relocation of workers is almost meaningless.

The present plight of workers, and especially the senior employees,
in the meat packing industry, is a glaring example of this sad picture.
These displaced persons have been deserted by the very companies
their labor has helped to build and make prosperous. Their dreams can
only result in nightmares regardless of the interests of progress
philosophy as used by management in connection with their dismissal.

While unions have been most instrumental in establishing some
safeguard this unconscionable disregard for the welfare of the indivi-
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dual family and the community becomes a public issue and merits
Government surveillance in all cases where interstate commerce is in-
volved. '

‘When assessing our national priorities to provide the desired stabil-
ity of economic policy, the means to that end should not disregard, but
should always be designed to upgrade the importance of family security
and the individual human factor. Otherwise, we sacrifice a principle
that has made our country the best place in the world for constantly .
improved living conditions as a way of life for all.

Tue 1970 OvuTLooK

We support the guidelines indicated in the President’s proposal for
legislation related to (1) the Manpower Training Act, (2) unemploy-
ment compensation legislation, and (3) the family assistance pro-
gram. (This latter should include a cost-of-living provision for those
with limited incomes who are primarily dependent on social security.)

We agree and recommend that these responsible programs be ini-
tiated now and activated in the 1970°s wherever necessary to solve
the many problems carried over from the 1960’s.

STRENGTHENING THE WORLD EcoNoMy

If this is to be the goal, extreme care must be exercised, when at-
tempting to strengthen the world economy. It must not be done by
sacrificing their hard earned standard of living for many loyal Ameri-
can workers and citizens. It must not be accomplished by subjecting
them to unfair competition from substandard foreign wages. Provid-
ing undue profit to greedy industrialists and foreign-flag ship owners,
both foreign and domestic, who grasp for our American consumer dol-
lars, is not the proper way to obtain a stronger world economy. Meas-
ures to insure equal pay for equal work are necessary from this stand-
point too. It will help our foreign friends who actually desire fair
trade and are willing to meet this criteria when competing.

THE SeEvEN Basic PriNcIPLES

These principles are certainly commendable as outlined by the
President. Carrying them out in a manner that will insure integrity of
our purchasing power, as well as expand our economic involvement
and still utilize our natural resources, can be in the best interest of all
concerned. Government can act as umpire to the advantage of all con-
cerned in this game. That is, providing all concerned are working as
a team. This objective must be our goal.

In connection with the free economy of the future, and the genuinely
equal opportunity for all, it is necessary that discrimination be elim-
inated to a much greater extent than in the past.

We would question the allegation of obsolete skills resulting from
such examples as exemplified in the once great American watch in-
dustry. Our country should make certain that we do not become bar-
ren of such skills and thus dependent on a foreign source jnst becanse
they appear to produce a little cheaper at the mcinent. As we know
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from bitter past experience, these needed skills, when neglected, be-
come totally unavailable in an emergency. With proper planning,
our country need not be subjected to this peril again.

To be truly free and open, our economic system must be counter-
balanced in a manner that will prevent monopoly in any form. By
placing human values ahead of, rather than after, economic counsidera-
tions, we will go far in obtaining this objective.

Daxacerous CONTROLS

Eliminating pollution; the protection of the environment; and the
problems of reasonable financial regulation; as well as regulation of
agriculture and the related markets; are all apprently considered by
the Council of Economic Advisers to be of an urgent nature. .

However, speaking for these we represent and from past experience
we hereby declare our firm opposition to any form of Government
regulation or controls that would hamper or restrict the due process of
free collective bargaining.

Placing American workers in a straitjacket of this nature would
remove and nullify one of the most important incentives for con-
tinuing improvement toward a better life for the great majority in-
stead of the favored few. We urge your serious consideration and firm
opposition to any such attempted regulation of wages and related
prices.

Your consideration of our comments is greatly appreciated.




|
NATIONAL LEAGUE OF INSURED SAVINGS
ASSOCIATIONS

Narioxarn Kcoxomic Issues or 1970

The major economic issue facing the Nation is the severely depressed
and chaotic condition of our houslno' market. Accordingly the views
expressed by the National League in this statement will be confined
to this area of national policy and endeavor since housing and home
financing is the League’s major concern, and the pr 1nclp11 activity of
our member ship.

Thwice in the short span of 4 years the Nation’s housing needs have
been sacrificed upon the altar of fiscal and monetary pohcles In 1966
and in 1969, the massive distortions of savings flows, stemming from
the effects of national fiscal and monet(uy policies dmsmcally re-
duced available housing credit. In both years, the level of housing
starts dropped by almost 50 percent. Moreover, the extremely tlfrht
housing credit conditions existing at the commencement, of the cur-
rent year give every indication that housing starts are not only ap-
proaching a strikingly deficient level of 1 million units, but that even
this pr ostrate ploductlve output may be lowered further in coming
months.

Recognition of the serious plight of housing is becoming more wide-
spread, but unfortunately most of the proposals to alleviate the de-
pressed state of this basic national need have been tediously slow in
surfacing to the level of official endorsement. Even then attention to
remedies appear to be focused upon short-term solutions or stop-gap
measures biding the time until fiscal measures produce surpluses
which hopefully might free more funds for the housing sector.

The Congress in the landmark Housing Act of 1968 identified the
housing needs of the next decade at 2 600 000 units annually. In its
current, report at page 87, the Council of Economic Advisers recog-
nizes that this 10-year goal of housing construction reasonably reflects
agoregate future needs, and is considered feasible of achievement.

°N otwmhstfmdmor the unanimous recognition by all sectors and strata
of government, I edeml State, and locﬂ of current and future hous-
ing 19qulrements, little has been done in a concrete and comprehensive
manner towards achieving them. As a matter of fact serious backlogs
in housing already exist in almost every region of the countr g T‘Iced
with 111adeq1mte current provision of shelter
the depressed levels of present housing starts—and the 1‘e00frm7ed
future needs, it is patently clear that the only result that nnrrht be

gained by further lencrthy legislative reexamination, or executive
depmtment commission studles, of this demanding and undernour-
ished sector of national priorities, is additional Jost time and even
more serious gaps between needs and fulfillment. The times and the
conditions require action, and not rhetoric.
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For a number of years the National League has made repeated
recommendations to the executive department, as well as the Con-
gress, for statutory amendments which would decidedly augment
the flow of funds into savings and loan associations, and instantly
increase the credit available for channeling into housing and home:
financing. All of these proposals, if previously adopted, would have:
materially ameliorated the diminution of credit available to the hous-
ing markets in 1966, 1969, and the present year.

The basic thrust of these recommendations has been twofold:
(1) To permit savings and loan associations to have access to funds
previously and still available only to discretionary lenders which have
shown a consistent bias or disorientation towards housing credit, and
(2) enable housing, as an industry, to compete for a fair share of mar-
ket funds in all periods, especially periods of fiscal and monetary
restraint.

All of these recommendations, in addition to new proposals, were
vigorously readopted by our legislative conference which met in
Washington during the first week of this month.

In the first category—those areas in which legislative prohibitions
prevent savings and loan associations from having access to funds now
flowing to other financial institutions that are not housing credit
oriented—are the following recommendations:

1. Public unit accounts.—Broaden the FSLIC insurance cov-
erage for public unit funds in savings accounts in a single associa-
tion by providing coverage for each “separate use” fund so main-
tained by a single public official. L A

2. Keogh Act funds—Permit savings and loan associations to
act as custodians or trustees for funds set aside by self-employed
persons under the Keogh Act and invest them in savings accounts
or other lawful investments, including residential- mortgages.

3. Pension funds—Authorize savings and loan associations to
act as trustees for pension funds to be invested in savings accounts
or other lawful investments, including residential mortgages.

4. Tax and loan accounts—Authorize savings and loan associa-
tions to maintain Federal tax and loan accounts.

5. Checking accounts.—Authorize savings and loan associations
to offer checking account services to account, holders, and individ-
uals and groups that engage in activities principally connected
with real estate.

It is patently incongruous that the major financial sector of our
society devoted to the supply of housing credit. is still legislatively pro-
hibited from competing for funds from the above sources. Certainly
there is little or no economic or financial logic to the proposition that
in continued periods of housing crises, one way to provide a solution
is to estop by legislative fiat those financial institutions entirely de-
voted to housing finance from competing for funds with financial
institutions not so oriented.

Current efforts to cajole or jawbone the custodians of these funds
into some partial investments of their resources into severely depressed
housing market, while maintaining legislative barriers against home
financing institutions from even competing for these funds is contra-
dictory on its face. These funds are long term in nature and offer excel-
lent matched maturity durations for residential mortgage investment.
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Due to their long term character they also provide insulation against
the vagaries of changes in fiscal and monetary policy.

In this regard, an entirely apropos reference might be made to the
report of the Council of Economic Advisers, which appears on page
101. At the top of that page the Council states “Throughout our history
the Government has been involved in regulation of the financial mar-
kets. Such regulation serves these three broad purposes: (1) It provides
for an appropriate money supply and efficient operations of the pay-
ments system; (2) it protects the public from loss due to financial
failures, as well as from misrepresentation and fraud; and (3) ¢ en-
courages and subsidizes the allocation of credit to particular sectors.
f Emphasis supplied.] Achievement of the first two objectives increases
the efficiency of markets. 7'he third is gimed at using regulation to ac-
complish other policy objectives. | Emphasis supplied.]”

While the restatement enunciated by the Council regarding en-
couraging the flow of credit via the regulatory process may be tem-
porarily inapplicable housing-wise due to legislative barriers, it
nonetheless states a prime and purposeful reason d’etre for the thrust
of our proposed legislative enactments and regulatory implementation.
It is unfortunate, indeed, that the Council did not take this oppor-
tunity, when it saw the need so clearly, to recommend removal of some
cf the legislative barriers that exist to augmenting the flow of funds
into the housing market, especially since such funds are captive to
nonhousing investors.

In addition to the previously mentioned sources of funds which the
national league has heretofore consistently and vigorously asserted
should, at the least, be open to competition by savings and loan associa-
tions, the league at its recent legislative conference endorsed the im-
mediate implementation of Federal legislation authorizing deduction
by a taxpayer from taxable income of a stated amount of his or its
earnings from savings accounts in a savings and loan association or
other thrift institution investing a substantial amount of its savings
capital in housing mortgage finance.

This recommendation of the league, which is of the highest priority
and essential in meeting the housing needs of the Nation, is not at
variance with the stated purposes of Federal financial regulation pro-
mulgated by the Council of Economic Advisers, nor actions of the
Congress in the recent past.

While jawboning and pressure cajolery may be the order of the day
with respect to enticing the transmission belt of available financial
resources into investment areas of national priority, variances in em-
phasis via legislative inducements have been a more certain and reliable
source in the attainment of desired end results. We need look no further
than the investment tax credit allowed business in the sixties for con-
firmation of the influence of Federal legislation in attaining announced
national goals. The sole objective of the investment tax credit was to
encourage increased investment by business in new plant and equip-
ment, and modernization, in order to meet the twin goals of increasing
domestic employment and improving our international trade posture.
‘While the latter objective remains in the grey area of accomplishment,
the former has been eminently successful. In fact, the degree of success
in encouraging expansion of domestic business investment probably
can no better be measured than by the fact that according to the latest
McGraw-Hill survey, industrial capacity usage is now at the 77 per-
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cent to 79 percent level, hardly an efficient use of our industrial plant.
Empirical comparisons between the allocation of the Nation’s re-

sources, stemming from legislative tax policies, are worthy of note.

The following table sets forth the gross private domestic investment in

noresidential structures and producers’ durable equipment compared

to such investment in residential structures for the two decades ending

last year: .

GROSS PRIVATE DOMESTIC INVESTMENT

{Amounts in billions of dollars}

Percent

Non- residentia

Year Total residential Residential Difference to tote
$47.3 $27.9 $19.4 $8.5 41,0
49,0 31.8 17.2 14.6 35.1
48.8 31.6 17.2 14.4 35.2
52.1 34.2 18.0 16.0 34.5
53.3 33.6 19.7 13.9 36.5
61.4 38.1 23.3 14.8 37.5
65.3 43.7 21.6 22.1 33.1
66.5 46.4 20.2 26.2 30.3
62.4 41.6 20.8 19.8 33.3
70.5 45.1 25.5 o 19.6 36.2
71.3 48.4 22.8 25.6 32.0
69.7 47.0 22.6 24.4 32.4
77.0 51.7 25.3 26.4 32.8
81.3 54.3 21.0 21.3 33.2
88.2 6l.1 27.1 34.0 30.7
98.5 7.3 21.2 441 27.6
106.6 81.6 25.0 56. 6 23.4
108.6 83.7 25.0 58,7 23.0
119.0 88.8 30,2 58.6 25.3
131.5 99.3 32.2 67.1 24,5

Source: Table C-11, p. 190, 1970 report, Council of Economic Advisers.

The above table graphically and pointedly illustrates the effect of
tax inducements in energizing capital investment decisions into par-
ticular sectors of our economy, and the resultant neutralizing shelter
such advantages afford even in periods of fiscal and monetary restraint.

Until, 1963, the vacillations in investments between the residential
and nonresidential sectors represented primarily the interplay of sup-
ply-demand relationships, effected by war-postponed backlogs and
war-induced savings, especially in the housing sector during most of
the 1950’s, and the usual moderate contractions flowing from the post-
war cyclical changes in monetary policies. However, from 1964 to the
present time, capital allocations have been very materially influenced
by the investment tax credit incorporated in the Revenue Act of 1962.

As an instrument of national resource allocation policy, the invest-
ment tax credit accomplished its purpose in more than admirable
fashion. Business immediately responded to its inducements, and the
record of its response speaks eloquently of the broad and pervasive
results that can and do flow from national policies homed in on ac-
complishing particular and speecific remedies for underserved areas of
the Nation’s economic and social well-being.

It is within this framework of contributing to the long-term solution
of a serious deficiency in the Nation’s economic and social goals rep-
resented by our housing needs that the league vigorously supports the
immediate enactment of a tax incentive for channeling savings into
those institutions serving the housing and home financing market. The
success of the investment tax credit should suffice as an indication of the
results that might be expected. Moreover, the justification, logic, and
timeliness of legislative inducements of this nature directed to meeting
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the needs of the housing sector of the economy are already well
documented.

Residential mortgage demands of the decade ending in 1968, for
new housing units only, have been estimated by Secretary Romney of
the Department of Housing and Urban Development, in the following
table which was part of his testimony before the Committee on Bank-
ing and Currency, House of Representatives, on February 24, 1970:

TABLE (1{.—CREDIT REQUIREMENTS FOR NEW HOUSING UNITS

[In billions of dollars)

Total Totat New Public
requirements mortgages mobile housing
Calendar year all new units loans homes units
22.6 21.4 0.7 0.5

21,7 20.6 7 .4

20.4 19.1 .8 .5

24,1 22.4 1.2 .5

23.1 21.2 1.5 4

23.7 20.8 1.8 L1

24.9 21.3 L9 17

30.8 27.1 1.9 1.8

37.2 33.5 1.8 19

44,2 40,2 1.8 2.2

49.6 45.2 L7 2.7

52.1 47.7 17 2.7

53.3 49.0 1.6 2.7

53.9 49.6 L5 2.8

Source: Estimates and projections by Department of HUD. Methodology explained in forthcoming 2d annual report
on National Housing Goals.

The mortgage requirements in the preceding table do not include
net residential mortgage credit needs required for the net refinancing
of existing homes, or credit needed for improvements and moderniza-
tion expenditures on the existing housing stock. Nonetheless, the
Romney estimates for new housing mortgage credit alone would re-
quire a doubling of available mortgage housing credit in the short 4
vears, from 1970 to 1974, and a total increase of 140 percent by 1978.
In view of the almost rigid platean of $21 billion of annual new hous-
ing credit allocations which has prevailed for the 5 years since 1964,
and projected for a 7-year period through 1971, it seems unreasonable
to expect that our housing needs will be adequately met, let alone
reasonably fulfilled, in the immediate years ahead, unless a legislative
inducement designed to increase savings flows into residential-oriented
savings institutions is given prompt and favorable consideration.

It is interesting to note that the housing credit allocations for 1970
and 1971, contained in the projections, are both at levels below actual
outlays in 1968. We are duly concerned that such low projected alloca-
tions of new housing credit may tend to confirm the fact that housing,
as a national priority, must endure another waiting period of addi-
tional years before it will receive the active and long-range support it
so desperately requires now. We are well aware of the inherent time-
lags in translating increases in credit into housing starts, a situation
which unfortunately already exists. The time which will be inevitably
lost in closing an ever widening existing lag adds to the urgency for
legislation broadening the base of potential savings flows into institu-
tional suppliers of housing credit.

It is the league’s judgment that a further period of planned, or un-
planned, housing restraint is not in the Nation’s best interests. Action
is required now to assure that current backlogs, as well as known sub-
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stantially increased future needs, can be met in a manner consistent,
with the gravity of the problem. It is our considered judgment that
actions implementing the recommendations previously outlined would
make a major contribution to successfully meeting the present and
emerging national housing needs.

The league is definitely of the opinion that these actions augmenting
the supply of housing credit at the source will assure a steadier, as
well as a built-in, escalating reservoir of sorely needed funds. Permit-
ting housing-oriented lenders to compete ab initio for trust and pen-
sion funds as trustees would eliminate the necessity for consideration
of capital credit controls which, by their nature, are basically designed
to eliminate or control particular borrowers and simultaneously at-
tempt to compel otherwise unwilling investors to enter investment
sectors with which they are not only unfamiliar, but have consistently
shown they have no desire to enter in a significant manner.

Complementing the recommendations already outlined relating toin-
creasing savings flows into assured housing outlets, the league strongly
endorses other measures designed to provide vehicles for transmitting
additional funds into the housing market or insure that funds now so
employed are not lost to the housing market. These proposals are out-
lined, as follows:

1. Create a secondary market for all types of first lien residen-
tial estate mortgages within the Federal Home Loan Bank System.
Such a secondary market would permit the issuance of marketable
securities to investors not now, or in the past, equipped to service
mortgage investments. This additional mortgage credit conduit
would not only channel substantial additional funds into residen-
tial finance, but also would provide an effective additional tool to
compete with corporate borrowers in subsequent periods of fiscal
and monetary restraint. .

2. Authorize savings and loan associations to issue debentures
and other debt instruments-that need not be subordinated to sav-
ings accounts.

3. Remove borrowings from the liquidity base for computing
the liquidity requirements of members of the Federal Home Loan
Bank System. At the present time the implementation of this
requirement, would remove about $300 million which is already
invested in housing.

4. Enact the proposal for the subsidy of up to $250 million to
the Federal Home Loan Bank System. For a very limited outlay,
this program will insure that from $2,500 million to $4 billion
now invested in residential mortgages will remain so invested.

Tn summation, we believe that the Nation’s prime domestic problem
is the current and prospective serious underfulfillment of its housing
needs. We firmly believe that these challenges can be met. We know
that they will not be successfully attacked without a substantial in-
crease in the volume of the Nation’s savings being devoted to the effort.
A successful solution does not rest upon short-term serums, but a com-
prehensive program having as its base materially increased savings
flows into those institutions oriented to residential finance. We have
proposed such a comprehensive program. In view of the gravity of
current conditions and the massive dimensions of prospective needs,
we believe the Nation’s best interests would be served by immediate
implementation of these recommendations.

42-937—70—pt. 3——13




UNITED MINE WORKERS OF AMERICA

By W. A. BoyLe, President

My name is W. A. Boyle; I am president of the United Mine
Workers of America. I appear here today on behalf of the Nation’s
active and retired coal miners to present our views on the state of the
U.S. economy as it enters the decade of the 1970’s.

We appreciate the opportunity to appear here today. We feel that
dialogs such as this are essential if the U.S. economy is to provide for
an increasing standard of living for the present and future generations
of Americans,

We view the current state of the U.S. economy with a great deal of
apprehension. ‘

It is obvious to us that economic growth has stagnated. It is apparent
that America is now beginning another postwar recession. Whether
or not this recession is mild or major depends upon the action taken
now by administration and business leaders.

For a number of months economic statistics have pointed to the
inevitability of recession. Unfortunately, the decision has been made
to continue to apply restrictive monetary and fiscal policies in the
hope that inflation will be curtailed. Tragically, recession hits hardest
at those who can least afford it. It affects low- and moderate-income
Americans who depend mainly upon wages and salaries.

Of special concern to us is the sharp rise in the unemployment rate
in the past month. Unemployment now stands at the highest level since
the early 1960’s. Ominously, for millions of American workers the ad-
ministration seems content to permit the unemployment rate to rise still
further.

This policy is unconscionable. It strikes at the well-being of millions
of Americans now on the unemployment rolls. It also affects millions of

“additional Americans who face the prospect of lay-off over the next
several months and perhaps years. Finally, a rise in unemployment
strikes a major blow at programs designed to bring the disadvantaged
into the mainstream of American life. It will be a cruel paradox indeed
if a government supposedly committed to a full employment economy
would permit that national priority to be subverted to satisfy classical
economic theory.

Disheartening as the statistics on unemployment are, we feel that
they understate the case. Indeed, if statistics on underemployment ane
permanent withdrawals from the labor force were added to the unem-
ployment figures, the picture would be far grimmer. Hopefully, the
the administration will undertake efforts to statistically measure this
phase of the unemployment picture so that a clearer picture of the ex-
tent of the unemployment problem emerges.

The current economic downturn must cause concern for another rea-
son. Millions of Americans born in the immediate post-World War 11
period are now coming into the labor force. These young men and
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women will soon marry and begin their families. If our economy is to
stagnate, millions of these young men and women will be denied jobs or
will be forced to accept jobs at a much lesser income level than they
have come to expect. .

In our opinion, our Nation owes these young men and women the
opportunity to get good jobs at good pay and to raise their families at
a standard of living higher than that which we now enjoy. This has
heen our tradition as a nation. It is one that we cannot lightly cast
aside. :

It is often said that youth is disenchanted with the American sys-
tem. We do not believe this. We believe that youth properly motivated
and given the opportunity to work within the system will do so to their
own advantage, as well as to the long-term well-being of our Nation.
But in our opinion, a slackening of economic growth and the denial of
opportunities to millions of our young people is a course which can
only lead to national disaster.

Perhaps the strongest argument, however, against current regressive
economic policies has been that they have not been successful. Inflation
continues at a rate which is intolerable. Inflation hits hardest at wage
earners and pensioners who rely upon incomes fixed for relatively long
periods of time. )

Our current inflation is, in our opinion, a business and Government
inflation. It has been caused by heavy capital investment on the part
of the American industry, by excessively large profit margins from
most American corporations, and by a -Government policy which is
geared to large industry or wealthy individuals. We have a wartime
economy which has returned to industry huge profits, without any
effort by Government to reduce these profits in the interest of price
stability. Much of the cost of living rise is in the service sectors where
professional people have enjoyed a tremendous increase in their stand-
ard of living, often at the expense of the low- and moderate-income
families.

Any anti-inflation policy must strike at the cause of the inflationary
spiral. It must somehow attack Government spending and corporate
profit and investment policies. Failure to do this can only result in con-
tinued inflation. The program that the administration has pursued has
hit hardest at low and moderate families, subjecting them to the double
burden of unemployment and inflation.

One of the major casualties of restrictive fiscal and economic policy
is housing. Millions of Americans have had to settle for inadequate
housing because of the unavailability of credit, the high cost of credit,
or the prohibitively high level of home prices. America produces
approximately 1 million new homes each year, when in fact it should
produce 3. The pinch is especially severe for the low- and moderate-
income families. .

In addition to the monetary and fiscal policies pursued by our Gov-
ernment, its import policies cause us serious concern. Many major
American industries are now feeling the burden of unfair import com-
petition. Numbered among the industries affected are steel, coal, oil,
textiles, shoes and aluminum. The huge flow of imports threatens the
financial stability of these industries.

N
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The coal industry is a good example of what can happen because of
excessive imports. The entire east coast of the United States is cur-
rently being flooded with low-cost residual fuel oil from Latin America
and the Middle East. There is a new threat to the Midwest caused by
residual imports. There is at present unrestricted residual fuel oil im-
portation along the east coast. The coal industry supplying this region
has been either driven out of business or forced to find markets further
inland. Carried to its logical conclusion, the onrush of residual fuel
oil can undermine and eventually destroy the economic structure of
the major-coal-producing States. Thousands of American workers will
be deprived of jobs and income. Eventually, the United States will lose
much of its capacity to produce bituminous coal, its largest indigenous
fuel resource.

The same story is being repeated in other industries. Spokesmen for
those industries have now begun to point to the need for protection.
So, too, have major labor unions, long supporters of a free trade
policy, begun to call for a more reasonable import program.

Our demand for protection is no more than similar demands made
by foreign industries and their workers. We do not ask that a wall be
erected to prohibit foreign energy sources from competing. We only
ask that national import policy insure that American coal mining
can continue to exist as a major energy source. :

If our view of the current economic developments is somber, we are
optimistic about the future of our Nation. We believe that given proper
incentives, the American economy can and will grow to major new
heights in the coming decade. We would like to suggest to this com-
mittee those economic goals which we feel must guide our economic
policies in the years ahead. We would also like to indicate those policies
which we feel are necessary to attain these goals. We offer to the com-
mittee the full cooperation of the United Mine Workers of America in
the formulation and implementation of sound policies geared to eco-
nomic growth.

1. We believe that economic growth must provide a continuing in-
crease in jobs, incomes and living standards for all Americans. This
increase must also be adequate to carry to a successful conclusion the
present war on poverty and to insure that the American economic
miracle extends to the disadvantaged.

2. We believe that economic growth must maintain and improve the
quality of American life. For example, we must:

a. Undertake an extensive program of pollution abatement to
insure that industrial activity does not unduly burden the
environment.

b. Undertake to clean up that which has been destroyed in prior
industrialization.

c. Upgrade our educational system, including provisions for
higher education for those who are not able now to afford such
education.

d. Provide for removal of solid waste caused in the mineral ex-
traction industry. The UMWA has sponsored and is supporting
legislation which would remove such waste from coal mining

areas.
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e. Provide for recreation facilities for American citizens in-
creasingly able to use leisure time. Such recreation should be
readily accessible and within the economic means of the vast ma-
jority of our citizens. Americans are increasingly coming to real-
ize the value of leisure for its own sake and its desirability as a
part of their American heritage. We would hope that the na-
tional economic growth will not only make available sufficient
income for Americans, but would also permit the establishment,
development, and use of proper recreational facilities.

3. Our Nation must make a definite commitment to improve hous-
ing, especially in the low- and moderate-income areas. The UMWA
intends to use some of its own resources to provide adequate housing
in coal mining areas for coal miners and their families. We would
hope that the housing program of the Federal Government would be
of assistance to us.

4. We believe that the American worker must continue to increase
his living standard and to enjoy more and more of the increasing
wealth of our economy. We must turn away from those economic poli-
cies which tend to concentrate wealth in the hands of a few individuals
or a few large corporations. We must change economic programs which
would deprive workers of their proper share in the wealth which they
produce. It is all too easy in this era of giant corporations, founda-
tions, and wealthy individuals to forget the fact that the basic strength
of the American economy rests in the hands of the wage and salary
earner who must support the gigantic industrial machine which turns
out such a.profusion of economic goods and services.

5. We must, as a nation, somehow continue to reduce poverty in our
minority groups and to bring them to a full status in our national life.
Denial of the full advantages of citizenship represents a denial of the
basic concept upon which our nation was built. It also represents eco-
nomic waste. We would hope that the Government will recommit itself

-to the principle of the Employment Act of 1946. The Federal Govern-
ment should accept, as a moral imperative, the need to bring to every
American the opportunity to share in the full advantages of our eco-
nomic growith. :

6. During the decade of tlie 1970’s the United States must also take
steps to strengthen our economic base. In our opinion, two programs
are vital in this regard.

First, we must adopt a reasonable program on import control. We
can no longer permit large sections of our industry to be threatened
with economic extinction because of a flood of foreign imports. In our
opinion, it is time for the Congress to study this question and to enact
legislation which, while not unduly burdening the U.S. consumer, will
protect vital American industries from unfair foreign competition.

Second, we must now take steps to upgrade our technologic base. We
have special reference to technology concerned with the production,
distribution and consumption of anthracite, bituminous, and lignite
coal. In our view, the development of the vast coal resources which
would be possible through improvements in technology would be of
major advantage-to the U.S. economy. Not only will technology
make possible the more efficient utilization of coal resources, but will
also permit the use of coal with less detrimental effects upon the
environment. '
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We have always been amazed that an America which is able to land
and astronaut on the moon has not been willing to improve the tech-
nology of the generation of electric power. A modern coal-fired plant
is capable of only 40 percent efficiency, while a modern nuclear plant is
capable of only 30 percent efficiency. To us, an improvement of the
efficiency of generation from 40 to 50 percent would justify a major
R. & D. effort. We believe also that technology will permit a major
reduction in the incidence of death, injury, and disease in coal mines if
such technology is developed and properly implemented.

For too long the bulk of our Government research and development
has been concentrated in three major fields: Space, atomic energy, and
defense. We believe that it is time for a rethinking of our national re-
search priorities. We are hopeful that such a review will point the
way toward R. & D. which is aimed at improving the téchnology upon
which our industrial growth is based. Such a change in emphasis will
mean a great deal, not only to our economic development, but to a social
and political development as well.

The decade of the 1970°s poses a major challenge for every Ameri-
can. Our economy is potentially capable of tremendous growth. It is
capable of meeting not only the material needs of our citizens, but
also, of insuring a solid increase in the quality of their life as measured
in nonmaterial terms. The challenge of the 1970’s is to provide for
economic growth ; to provide jobs and incomes for American workers;
to provide viable means of insuring the quality of our environment
consistent with the need for an increase in our material standard of liv-
ing. We recognize the challenge. But, we also recognize that the
American Nation has grown because it has accepted challenge and over-
come problems. We are hopeful that our Nation in this decade will
continue in this long and proud tradition.

We of the United Mine Workers of America stand ready to do what
we can to cooperate fully in the development and implementation of
sound and progressive economic policies which will bring to every
American an increase in his material standard of living concurrent
with his human dignity and spiritual progress.



JERRY VOORHIS, FORMER MEMBER OF CONGRESS AND
PAST PRESIDENT OF THE COOPERATIVE LEAGUE OF
U.S.A.

Ecoxoaic Issues TaHaT FaceE Tae NartionN

The major emphasis in the 1970 Economic Report of the President
is on inflation. Both the report and the policies currently being
pursued by the administration raise certain questions:

(1) Is it true that the checking of price inflation will be a mas-
ter key to the Nation’s health? ) o

(2) Once price stability has been achieved, if indeed it is, by
the measures now being employed, can we expect such stability to
continue if economic growth is again allowed to take place?

(3) Are sharp increases in unemployment, continuance of the
present disastrous shortage of homes, maintenance of high inter-
est rates, lack of adequate educational opportunity, inadequacy of
measures to save the environment, persistence of slums—are these
maladies a necessary price that must be paid for checking the
inflationary spiral ?

(4) Whatever is done toward depressing economic conditions
generally, will administered prices, fixed as they are by deliberate
management decision in monopolistic industries, respond at all to
a generally lowered price level ?

(5) Is 1t reasonable under any circumstances to regard reduced
production of goods and services and the stifline of economic
growth as desirable conditions—even temporarily ?

I am responding, thankfully, to Chairman Patman’s request for
comment on the economic issues which concern the Nation. I do so
first because I believe the answer to the five questions listed above is
generally a negative one. I am responding secondly because I believe
our country faces deep, persistent, and dangerous problems which
must be dynamically .dealt with now, which will certainly not go
away, even if inflation is checked, and which will almost certainly be
aggravated by the methods currently employed in attempting to deal
with inflation.

Price inflation works a hardship on families, particularly those liv-
ing on small or fixed incomes. Rapid increases in the price level are
indeed undesirable. No just criticism can be leveled against sincere
efforts to curb such rapid price rises. '

But we must, I think, realize that some evils are even greater than
inflation. Among them are: progressive destruction of our environ-
ment, critical shortage of good homes at costs average families can
afford, unemployment of workers, recession, and the escalating crime
rate. I believe it nothing less than cruel to force unemployment upon
disadvantaged workers and make them pay the price of getting lower
prices for all of us. :

(669)



670

Fortunately, however, we are not compelled to make a clear-cut
choice between enduring continued inflation and risking the very
health of our Nation. .

I am convinced that price inflation and rising living costs can be
curbed and our critically dangerous problems effectively attacked at
the same time.

Tt is first of all necessary to have clearly in mind what are the causes
of inordinate increases in price levels. The most basic cause is an excess
of active purchasing power over the supply of goods and services to be
purchased with that buying power. This cause will operate in all lines
of business where competition still prevails. It will operate wherever
we still have a free market economy. It therefore follows that, when-
ever expenditures are made which are not matched by corresponding
increase in the production of goods or services available for purchase,
inflation of pricesis certain to result.

The overwhelmingly important example of such expenditures are
those for military weaponry and war. The project to put a man on
Mars has the same effect economically.

Not a single dollar’s worth of goods or services which can be bought
by the people results from these expenditures. Consequently, into the
economy at present is being injected some $80 billion a year of expen-
ditures whose only possible effect is to create a tremendous pressure
upon all prices of everything being produced for sale.

Now, if the primary objective of governmental policy is actually the
curbing of inflation, the cne best and most obvious way to accomplish
that purpose is not to save $1 billion or half a billion dollars by depriv-
ing education and health research, but by promptly ending the Viet-
nam war or in any case reducing military expenditures to what we
really need for an adequate deterrent and using the money thus saved
to bring about, for example, a massive construction of the homes our
people so desperately need.

Since price inflation is caused by an excess of effective demand over
available supply, it would seem quite elementary that the constructive
cure for such a condition is not to prevent economic growth, cause un-
employment and reduce supply, but rather, to stimulate production of
goods and services until it catches up with demand. Not until this is
done will there be any long-term cure for price inflation. From this
point of view, it is encouraging to find that the-President’s budget con-
templates certain increases in commitments for the stimulation of
housing construction and “Operation Breakthrough” inaugurated by
the Department of Housing and Urban Development may, over a
period of years, succeed in reducing home construction costs and bring-
ing about more mass production of housing.

But much bolder measures than these are needed if the crisis in our
core cities and the substandard housing in many of our rural areas are
to be overcome. Primary among such measures is a drastic reduction
in interest rates. For many years we have had programs in effect whose
aim has been to prevent the supply of agricultural commodities from
so far exceeding effective demand as to still further reduce the inade-
quate incomes of our farmers. We have done this on the theory that
by adjusting supply to demand, prices would be increased. Conversely,
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then, how can it be denied that if we desire to depress prices in the
economy ‘generally, the logical course is to increase supply until it
actually exceeds demand ?

Does anyone doubt, for example, that if the number of doctors were
by some miracle to be doubled 1n.the next year, then doctors’ charges
would cease to escalate as they have been doing ?

And what would be the certain result if wise and courageous policies
brought about an excess of available housing units over the insistent
demand for them ¢ If free market competition means anything at all,
such a situation would cause the price of homes to begin at once to
decline. .

So with other services and commodities in the competitive segment
of our economy.

Whatever else is done, the road to economic equilibrium and a rea-
sonably stable price level is not to stifle the production of real wealth—
goods and services—in the productive industries of the Nation. Quite
the contrary, they should be stimulated in every sound way and infla-
tion prevented by quite different means than those now being
employed. :

Tor classic economics is not so obsolete that it is not still true that
the best, and only long-run cure for rising prices is a supply of goods
and services somewhat in excess of the demand for them.

Moreover, the present theory of preventing inflation by stifling
economic growth and the risking a recession is a doctrine of despair.
For if this theory were correct, we would never dare allow full employ-
ment and virile business conditions again unless, indeed, we were ready
to bring on another period of severe inflation.

But I do not believe that theory is correct.

There is a second major cause of price inflation—again one lightly
mentioned in the report—and certainly seriously neglected so far as
present policy is concerned.

That cause is monopolistic control of certain major industries and
consequent administered pricing therein. An outstanding example of
this is the manner in which all the banks slavishly follow the leader
in raising interest rates. Why this practice does not bring about
vigorous antitrust action by the Justice Department I am unable to
understand.

But the banks are by no means alone.

Price competition has substantially ceased to exist in such indus-
tries as automobiles, steel, farm machinery, containers, chemicals—
(except in areas where farmers’ cooperatives are strong)-—electrical
appliances, soap and detergents, and dozens of others. Competent
economists have estimated that 85 percent of all prices in the United
States are either- fixed by administrative decision or secondarily
affected thereby.

And if proof is needed, we certainly have had it in recent days. In:

the very same column on the front page of the Washington Post for
January 17 appeared an article headed “Economy Reported Declin-
ing.” It indicated satisfaction among administration circles over the
fact that no economic growth in output of goods and services had
taken place during the fourth quarter of 1969 and that business activity
might actually be declining.
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Right beneath this article, however, appeared a brief paragraph
stating that Bethlehem Steel Corp. had announced an increase in 1ts
prices for steel plate, structural steel, and piling. And, true to the
“fraternity,” United States Steel responded with like increases barely
a week later. Newspaper accounts pointed out that this higher cost
of steel would bring about increased cost of construction and of count-
less other commodities all along the line.

Furthermore, at the present time all across the country public utili-
ties are demanding rate increases despite the fact that their recent
earnings have been among the highest in their history.

Movements of the price level in general and overall economic con-
ditions have little effect upon the prices in monopolistic industries.
Administered prices will continue at a high level and may even be
increased to preserve profit levels in the face of a developing reces-
sion. This is why many people fear that further pursuit of existing
policies could very well bring down everything—employment, eco-
nomic growth, housing starts, business activities, tax receipts—every-
thing indeed except prices.

Until effective measures are taken to bring administered prices into
Iine with prices determined in the competitive market, the foregoing
danger will remain a menacing one.

WHAT SHOULD BE DONE

When one criticizes existing policy, it becomes incumbent upon him
to tell constructively what he believes should be done instead.

First and foremost, the rate of interest should be drastically reduced.

The usurious interest rates that have been in effect, and constantly
rising, during the past several years have had the following effect:

(1) They have reduced housing starts to less than half our
national needs as officially'adopted by the Congress and they have
siphoned nearly all such housing construction as has taken place
to the luxury market; .

(2) They have imposed unbearable burdens upon small busi-
ness while increasing the advantage, already too great, of large-
scale and monopolistic business which is able to obtain most of
its financing from internal financing and the plowing back of
profit margins into the business;

(3) They have swollen banks’ profits to unprecedented and
indefensible heights;

(4) They have imposed so great a burden upon farmers that
it is now almost impossible for young men to enter agriculture
and our countryside continues to lose population

(5) They have added severely to the burden of debt of State
and local governments rendering it in many cases impossible for
them to finance the construction of schools to carry on pollution
control or to discharge other necessary functions;. .

- (8) They have increased the rate of bankruptcy and virtually
doubled the burden of consumer debt; and

(7) They have nearly doubled the interest on the Federal debt

- and made it the second largest item in the Federal budget, second
only to military expenditures.
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Indeed, on January 29, the Wall Street Journal reported that the
Treasury was borrowing $6.66 billion at 8.25 percent interest—the
highest rate ever paid by our Government since 1859! And to the
extent that this borrowing is done from banks, the Government 1s, iIn
effect, paying 8.25 percent interest on its own national credit, since
the banks will create the money in the form of demand deposits with
which to purchase the Government securities.

But this is not all. The fact is that during the first half of the decade
of the sixties our country was achieving the greatest rate of economic
growth in its history and with no serious price inflation taking lace.
The further fact is that the serious and rapid inflation began almost
immediately after the Federal Reserve Board, by a 4 to 3 vote, raised
its rediscount rate by some 1214 percent in December of 1965. And
the higher the interest rate has been pushed since that time, the more
severe the inflation has become. And for good and sufficient reason.

For in our present economy the cost of money and credit enters as
a major factor into practically every transaction and into the cost of
production and distribution of practically every kind of goods or
service. At present interest rates and with a 25- or 30-year mortgage,
a home buyer pays far more in interest alone than he does for all the
brick, mortar, labor, management, and everything else that goes into
his house. Indeed he pays almost twice as much.

Just why it should be assumed that the way to make money lending
less desirable is by increasing the already swollen profits of the money
lenders, I am utterly unable to see in any case.

And it is altogether evident that, far from dampening inflation, the
extortionate interest rate has fed its fires.

The Federal Reserve Svstem and the Treasury of the United States
have ample powers to bring down interest rates just as they have so
recently proved that they have amwnle power to increase them. And
Congress has wisely and specifically given the President and the
Federal Reserve carte blanche powers to control interest rates.

Those nowers should be used for the benefit of the American people.

A low interest rate would do more, in all probability, than any other
single factor to stimulate production and enable supply to overtake
demand in the markets of the Nation.

There are two specific measures that should be enacted by the Con-
gress as soon as possible. One of these is Chairman Patman’s bill H.R.
11 which would make the Federal Reserve System responsible to the
Government of the United States, a most logical move since the Fed-:
eral Reserve exercises the power of the sovereign government when it
creates, as it does, the money of our Nation. The second such measure
now needed is the bill of Representative Sullivan which would pro-
vide direct Government loans at reasonable rates of interest for home
construction for middle and lower income people.

A lower interest rate will do far more to reduce the cost of home
construction and to overcome the housing shortage than will all the
subsidy programs and the Operation Breakthrough.put together.
Those programs are indeed excellent ones. Indeed the Housing Act
of 1968 is a Magna Carta of homeownership for the American people,
but. at.current interest, rates, its provisions are either going to benefit
very few families or be so costly to the Government that Congress is
unlikely to make adequate appropriations for carrying them out.
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A lowering of interest rates will reduce all costs of production and
distribution and make possible therefore reductions in prices. Where
competition is effective such price reductions should certainly take
place.

Because most of the perilous problems that afilict our cities and lead
to misery, crime, and disorder, are related to the lack of good homes
in good neighborhoods, there should take place a massive program of
housing construction, including a great expansion of cooperative hous-
ing, since it can bring homeownership within the reach of millions
of families which cannot enjoy such ownership otherwise.

We have the resources to accomplish this if we want to. It is all
a question of what our priorities are to be.

As I have already suggested, sections 235 and 236 of the Federal
Housing Act make it possible for the Government to subsidize interest
costs for low income families so as to reduce their payments to what
they would be at as low a rate as 1 percent, if that is necessary in
order to get their payments down to 25 percent of their annual income.

The problem is implementation. Again Congress has provided that
the Government National Mortgage Association can provide a market
for below market interest rate mortgages. If this so-called special
assistance program were expanded in the extent of many billions of
dollars, the rate of interest for home construction and homeownership
would be reduced to a reasonable figure and much congtruction
stimulated.

Where could the money come for these programs? Some $3 billion
could come from the space program if we decided it was more im-
portant to house the American people than to get one man on Mars.

Several hundred million dollars could be available if our Govern-
ment would ston subsidizing production of the supersonic airplane
to break the glass in our homes and buildings, further pollute the
air, and according to some scientists, cause the birth of deformed
infants. :

Even a 20-percent cut in the Pentagon’s huge budget could provide
enough billions of dollars to build a million homes outright or to
subsidize the cost of low income families of many times that number.

Under section 202 of the Housing Act, the Government has made
direct 3 percent loans for the housing of senior citizens. It has, I be-
lieve, lost no money on this program. If this can be done for senior
citizens, why not for all citizens in the need of homes?

We could be building the 2.6 million homes a year which Congress
has officially determined to be our national need if we really wanted
to badly enough.

Several times in this paper I have urged substantial reductions in
military appropriations. I believe there are two compelling reasons
for this. The first has already been indicated early in this paper, Such
expenditures constitute nure economic waste, produce no goods or
services to be bought with the purchasing power thev pour into the
economic stream, and are therefore a major, continuing, underlying
cause of price inflation.

The sacond reason is that, while the United States cannot of course
unilaterally disarm, it should not spend anv more than is actually
necessary to provide an adequate deterrent. Whv, for example, do we
need the C5-A military transport airplane if the Nixon doctrine of
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noninvolvement in the wars of Asia and other parts of the world
means anything? The only use of the C5-A is to transport large num-
bers of troops and weapons to far-away places. A conservative policy
on the part of the United States might yield tremendous benefits for
mankind. Military weaponry has now “progressed” to the point where
it is no longer conceivable that this or any other nation can defend the
lives of its people by military means. Only a firm and enforceable
peace in the world can do that. If the United States would take bold
leadership toward that goal, so necessary for human survival, we
might obtain general enforceable disarmament on all nations and the
beginnings of a structure of world law. . .
Such objectives cannot of course be achieved overnight, and even if
substantial reductions in military expenditures such as can certainly
be made with prudence are made, we will continue to face a very

~ considerable volume of economically wastefu] expenditures in the

TFederal budget. So long as this is the case, it will be necessary to take
measures to dampen demand even as we seek to increase supply. At the
present time consumer indebtedness amounts to $120 billion in this
country. This is an increase from only $18 billion as short a time ago
as 1950. Much of this mountain of debt has been contracted for quite

-unnecessary expenditures on pure luxury items, some of which at least
Y y s

families would actually be better off without. And it would be hard
to estimate how much of this indebtedness has resulted from the extra-
vagant use of credit cards which now pollute the mails in ever in-
creasing numbers whether or not requested by the recipients.

Wiser people than T have proposed that the Congress declare a mora-
torium on the distribution of credit cards. And I imagine if this were
done, it would have a substantial influence on checking price inflation.
At the very least there should be severe penalties imposed on any
agency which sends out unsolicited credit cards and it should be pro-
vided, as I believe Senator Proxmire’s bill would do, that the credit
card 1ssuer 1n such cases bear the, total liability if unsolicited credit
cards are lost or stolen and charges made against them. ' :

In a broader sense, it certainly would be far better than risking a
general economic recession to reinstitute the type of selective credit
controls which worked reasonably well during the years. of World
War IL S

Overspending is undoubtedly a national disease. We are a Nation
almost madly seeking material comforts, pleasures, and satisfactions.
The excesses of youth which sometimes concern us so much are likely
to be a reflection of the materialism of their elders. But much of the
overspending would not take place except for the blandishments of
high powered advertising and salesmanship. This brings me to the
suggestion that Congress might well follow the example of such States
as Texas and Pennsylvania and pass a Federal law prohibiting all
garnishment of wages or salaries for payment of debts. Were this
done, it is not difficult to see that considerably less pressure would be
put forth by unscrupulous salesmen to induce people to spend beyond
their means. )

Whatever else is done, however, about supply and demand, it is
highly improbable if we judge from history that prices in monopolis-
tic industries will come down even if the general market is falling.




676

Those who control such industries have demonstrated repeatedly that
they prefer to cut production as much as necessary in order to main-
tain a sufficient scarcity of their goods to sustain a high level of prices.

Nothing probably short of direct Government controls can bring
such prices down. If we are in earnest about controlling the price
spiral and if we wish to be fair to competitive business, some such
controls are indeed called for. In some cases such as the power in-
dustry, competition can be injected in the teeth of monopoly through
development of cooperatives or through public power projects and
public ownership. But where such opportunity is not present, the
antitrust laws should be broadened in effect and much more vigorously
enforced and even that is not likely to be enough. Even more direct
measures are almost certainly necessary if we really mean business
about inflation. Why should not those industries in which a handful
of comanies are in position quite effectively to fix prices be treated
as public utilities which, for all practical purposes, indeed they are?
Why should not their prices be regulated by well staffed commissions
with enough power-to gather all the necessary facts and to make wise
and considered judgments?

If any long-run cure for spiraling inflation is to be hoped for, some
such measures as these are necessary.

Finally, it is of course obvious that in periods of inflation the
Federal budget should be at least balanced and preferably should run
a surplus, paying off thereby a portion of our monumental national
debt.

But there are right and wrong ways to balance a budget. It would
seem questionable to do so by selling off Government owned property,
particularly property like the Alaska Railroad which has consistently
produced net revenue for the Federal budget. Proceeds from such sales
are not properly current income and should be accounted for as sales
of capital assets.

Neither should the budget be balanced or a surplus created by fail-
ing to combat hunger in the land effectively or denying full educa-
tional opportunity to young people or failing to take giant steps now
to clean our air and water.

If we really want to check inflation and have a healthy nation at the
same time, we will not appropriate another dime for ABM, Congress
will stop development of of the ultimate MIRV weapon, we will not
build the C5A, and we will permanently abandon the supersonic air-
plane. If to these proposals were added a virtual suspension of the
space program, budgetary economies of many billions of dollars could
be brought about.

And there are some tax revenues that could well be increased. The
tax reform bill of last year was, on the whole, a good piece of legis-
lation. The increase of personal exemptions was certainly a sound
and just provision.

But excise taxes on luxuries and waste are certainly a logical source
of revenue and a sound measure to combat spiraling inflation. I believe
the Ways and Means Committee proposed at one time to raise an addi-
tional $3 billion by increasing the tax on gasoline and cigarettes, a pro-
posal which the administration .unfortunately opposed. I own one
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automobile and smoke my share of cigarettes, but both these taxes seem
to me altogether logical subjects for increase. Automobile exhaust
is causing well over half the pollution of the only air mankind will
ever have to breathe. This generation is using up the fossil fuels of
the earth at a profligate rate. Why not make those who are respon-
sible for those wrongs pay well for their privilege? And as for cig-
arettes, I am afraid with all the medical evidence in, that we ought to
be induced by even heavier taxes to switch to pipe smoking or to cease
altogether.

Anyway, I hope enough has been said to make the point that a
balanced or even a surplus budget to check spiraling inflation is
altogether possible without curtailling essential and, in some cases,
desperately needed social programs.

Perhaps the most fundamental need of our Nation and the one
which if fulfilled would lead to solution of many of our problems is a
steadfast return to moral values. A distinguished Senator once offered
thii a'd,vice to a young colleague. He said: “Son, when in doubt, do
right I’

Certainly we are often in doubt, so why not just “do right” by the
people of this great Nation. '

That is really all I tried to suggest.

O




